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1 Introduction 
 

1.1 Background 

 
This thesis is about the consequences of the size of the Caribbean small open 
economies for their institutional framework, exploring the extent to which their 
institutional choices have contributed positively to their ability to achieve their 
monetary policy objectives and to their economic performance. In general, small 
economies are considered to suffer from several economic disadvantages related to 
their size. These vulnerabilities largely relate to a lack of variety of natural resources 
and the small size of their domestic markets (Kuznets, 1960, p. 17). Several empirical 
studies note that small economies have not necessarily a worse economic 
performance despite these disadvantages (e.g., Armstrong & Read, 2004; Easterly & 
Kraay, 2000; Eclac, 2001). It seems that these small economies have found ways to 
survive. The question is whether these small countries are applying certain rules of 
the game, which have mitigated the negative effects of their size.  

New institutional economists contend that institutions, which are the rules of the 
game in a society (North, 1990, p. 3), and institutional change are the fundamental 
cause of economic development and cross-country growth differences (e.g., 
Acemoglu, Johnson & Robinson, 2005; North, 1990). Institutions influence the 
allocation of resources and create economic incentives (i.e., the incentives to become 
educated, to save and invest, to innovate and adopt new technologies, and so on) in 
a society, thereby impacting economic outcomes (Acemoglu & Robinson, 2012, p. 
42). As a country’s resources, such as natural resources and human capital, are fixed 
in the short to medium term, it is essential for a country’s economic prosperity how 
it deals with its resources. The economic institutions, which are in part determined 
by the political institutions, help to allocate these resources (Acemoglu et al., 2005). 
Particularly, inclusive economic institutions that allow and encourage participation by 
the great mass of people in economic activities and that enable individuals to make 
the choices they wish and inclusive political institutions that are sufficiently 
centralized and pluralistic, allowing the state to enforce law and order, uphold 
property rights, and encourage economic activity are conducive to economic growth 
(Acemoglu & Robinson, 2012, pp. 74-82). Several studies show that small countries 
may have relatively strong economic institutions which account for their better 
economic performance (e.g., Bräutigam & Woolcock, 2001; Fors, 2007). Given their 
disadvantages, it seems that the institutional choices of small nations, as well as their 
institutional quality, play a pivotal role in mitigating these disadvantages.  

In the literature, there is no generally accepted definition of a small state or 
territory. One explanation for the lack of such a definition is that the size of a 
territorial entity can be determined by several measures, such as population, area 
and density. Dahl & Tufte (1973) argue that key resources of a nation (such as 
wealth, trade, skilled workers, college graduates) are more decisive for its capacity 
for survival, effectiveness, and autonomy than the size of its population or territory 
(p. 20). Therefore, these authors contend that size can also be looked at from a 
socioeconomic point of view (p. 19). In the latter case, variables like gross domestic 
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product (GDP) or GDP per capita are used to define the size of a territorial entity. 
However, since population size tends to be highly correlated with area and GDP, it 
is a suitable indicator for underscoring the limited resources of an economy.  

The Commonwealth Secretariat-World Bank Joint Task Force on Small States 
(2000) uses the threshold of 1.5 million people to define a small state. More than a 
quarter of World Bank members fall under this definition of a small state1, such as 
the Pacific small island states, European landlocked countries such as Andorra and 
Liechtenstein, and small states in the Caribbean region. Despite having many 
common characteristics associated with their size, these countries have among others 
cultural, historical, geographical, and economic differences. For instance, a 
comparison between the Pacific small island states and the Caribbean small states 
shows that (i) the Pacific small island states are more geographically isolated from 
their neighbors compared to the Caribbean islands which are more closely aligned to 
each other, (ii) the Caribbean islands are close to the world’s largest markets 
compared to the Pacific small island states which are remote from major markets, 
and (iii) there is a great cultural diversity among the Pacific small island states 
compared to more cultural homogeneity particularly in the English-speaking 
Caribbean (Fairbairn & Worrell, 1996). In general, not much is known about the 
consequences of country size for institutional choices of small countries and 
territories with a population of no more than 1.5 million people. Therefore, this 
thesis is an exploratory research into (monetary policy) institutions in small open 
economies, implying that its sample size could be smaller than in explanatory 
research. Because of limitations of resources and access to potential respondents to a 
survey among central banks, the choice is to focus on Caribbean small open 
economies. 

The threshold of 1.5 million people for defining a small state is used to determine 
which Caribbean countries and territories to include in this study. The selected 
Caribbean countries and territories consist of the Dutch Caribbean (i.e., the 
Caribbean part of the Kingdom of the Netherlands), the English-speaking Caribbean 
(i.e., the former British colonies and the British Overseas Territories), the French 
Caribbean (i.e., the French Overseas Departments and Regions) and Suriname (a 
former Dutch colony). These countries and territories were in the past colonies of 
European nations, including the Netherlands, the United Kingdom (UK), and 
France. Because of their small size, these Caribbean countries and territories have 
common characteristics, advantages, and disadvantages. These characteristics have 
had a major influence on their economic history, and their institutions, including 
their monetary policy institutions.  

As mentioned before, this study focuses in particular on the consequences of the 
small size of these countries for their institutions, which, in turn, influence their 
ability to achieve their monetary policy objectives. Based on the definitions by the 
Board of Governors of the Federal Reserve System (n.d.), Hubbard (2002) and 
Loayza & Schmidt-Hebbel (2002), I define monetary policy as the rules and actions 
adopted by the central bank to influence the availability and cost of money and 
credit with the purpose to achieve economic goals. In general, economists and 

                                                 
1 Retrieved from http://www.worldbank.org/en/country/smallstates.  
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practitioners believe that price stability should be the main goal of monetary policy 
(Benigno & Benigno, 2003; Mishkin, 2007e, p. 38). Therefore, the primary goal of 
monetary policy in most countries is price stability. For instance, the European 
Central Bank (ECB), the Bank of England and the Bank of Japan have adopted price 
stability as the primary objective of their monetary policy. However, many central 
banks have also other objectives. One example is the U.S. Federal Reserve, which has 
multiple objectives of monetary policy, including maximum employment and stable 
prices.  

Monetary policy affects the economy, and, ultimately, inflation. However, the 
effectiveness of monetary policy, i.e., the ability of the monetary authority to achieve 
its monetary policy objectives, is influenced by a number of factors. Firstly, fiscal 
policy can affect monetary policy through the impact of the government 
intertemporal budget constraint on monetary policy (Zoli, 2005). Fiscal policy refers 
to use of government spending and taxation to influence the economy (Horton & El-
Gainany, 2009). The unpleasant monetarist arithmetic strand associated with Sargent & 
Wallace (1981) argues that in a fiscal dominant regime, i.e., a situation in which the 
fiscal authority independently sets its targets, the monetary authority is unable to 
control inflation permanently because fiscal expansion may eventually require 
monetization. However, according to these authors, monetary policy will still 
determine the inflation rate if the monetary authority does not monetize the deficit, 
implying that fiscal deficits lead to inflation only after monetization. In this context, 
the degree of central bank independence, i.e., the extent to which a central bank 
determines its monetary policy (Berger, De Haan & Eijffinger, 2001), plays a pivotal 
role. Berger et al. (2001) show that “both independence and the inflation aversion of 
the central bank matter for the inflation performance, provided that government 
cannot change the ‘rules of the game’ at zero cost” (p.30). Another strand of 
literature, i.e., the fiscal theory of the price level associated with Woodford (2001), 
argues that fiscal policy is the main determinant of the price level, with no direct 
reference to monetary policy (Leeper & Yun, 2005). This strand contends that fiscal 
deficits have a direct effect on the price level even before monetization. Even if the 
monetary authority has an anti-inflationary stance, the price stability goal cannot be 
achieved in a situation of unsustainable fiscal deficits. This is because this theory 
views the link between the real value of debt and the present value of future primary 
surpluses of the government as an equilibrium condition (Bassetto, 2002), implying 
that unsustainable fiscal deficits would require inflation to deflate government debt. 

Secondly, the choice of the exchange rate regime determines in part the spectrum 
of monetary policy regimes available to a country and influences the effectiveness of 
monetary policy. The International Monetary Fund (IMF, 2014a) distinguishes four 
major exchange rate regimes, i.e., hard pegs, soft pegs, floating regimes and a 
residual category “other managed”. The hard and soft pegs are often referred to as 
fixed exchange rate regimes. The monetary policy regime is the framework used by 
central banks to conduct monetary policy. This framework considers that monetary 
policy cannot impact inflation directly. Therefore, monetary authorities use 
intermediate targets which are closely related to the monetary policy goal and which 
they can influence. IMF (2014a) shows that in general countries with a fixed 
exchange rate regime have an exchange rate targeting regime as their monetary 
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regime, while countries with floating exchange rates opt for a monetary targeting or 
inflation targeting regime. An exchange rate targeting regime entails the use of the 
exchange rate as the intermediate target of monetary policy (IMF, 2014a, p. 5).  
Monetary targeting refers to the use of monetary aggregates as intermediate targets 
to influence monetary policy goals (Mishkin, 2000). Note that all advanced countries 
had abandoned this regime by the end of the late 1990s (Samarina, 2014), while 
mostly economies with less-developed financial markets and managed exchange 
rates are the ones still using this regime (IMF, 2014a). In the case of inflation 
targeting regime, the central bank’s primary goal is to keep inflation near an 
announced target or within a target range (Ball, 2010). Generally, it is believed that 
monetary policy is ineffective in influencing the economy in a fixed exchange rate 
system with capital mobility (Obstfeld & Rogoff, 1995). In contrast, floating or 
flexible exchange rate regime gives the opportunity to conduct independent 
monetary policy (Mishkin, 2007b). 

Thirdly, the effectiveness of monetary policy is also influenced by the size of the 
country. In the case of small open economies, even countries with flexible exchange 
rates have limited effectiveness, because they are susceptible to contagion and 
exchange rate instability (Worrell, 2000). The latter author mentions that financial 
markets in these economies are mostly not highly developed, while their exchange 
markets are very small. Relatively few transactions can cause high exchange rate 
volatility, negatively affecting the central bank’s credibility. Moreover, according to 
Worrell (2000), these countries suffer from information asymmetries, meaning that 
often there is no general agreement among the business and financial community on 
the appropriateness of monetary policy. Consequently, monetary policy may not 
result in the desired effect and cannot independently influence inflation or output.  

In the remainder of this chapter, I elaborate on the key research questions and 
sub-questions of this study in section 1.2. In section 1.3, I discuss briefly the Survey 
on the monetary policy framework in selected Caribbean countries, which is used in this 
study.  In section 1.4, I present the outline of the thesis. Finally, in section 1.5 I 
present some final thoughts. 

 

1.2 Research questions 

 
The aim of this study is to explore the interaction between the size of the Caribbean 
small open economies and their (monetary policy) institutional framework by 
assessing their (monetary policy) institutional arrangements.  

 
The key research question of this study is:  
To what extent have the institutional choices, especially regarding monetary and fiscal policy, 
in the selected Caribbean small open economies contributed to their ability to achieve their 
monetary policy objectives and their economic performance? 

 
To answer the key research question, this study focuses on the following sub-
questions:  
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1. What is the role of institutions in explaining the economic performance of small open 
economies?  
This thesis explores the theory of new institutional economics, which posits that 
institutions and institutional change are the fundamental cause of economic 
development and cross-country differences (e.g., Acemoglu et al., 2005; North, 1990). 
The focus is on two types of institutions, i.e., economic and political institutions. The 
question is how these institutions may impact the economic performance of small 
open economies.  

 
2. How are the institutional choices of the selected Caribbean small open economies, especially 
with regard to monetary policy, affected by their size?  
The small size of nations has economic consequences for the nations involved and 
poses special development challenges. Small open economies are characterized by, 
e.g., their openness, limited economic diversification, vulnerability to external 
shocks and limited capacity in the public and private sector (e.g., Alesina & 
Spolaore, 1997; Briguglio, 1995; Easterly & Kraay, 2000; Kuznets, 1960). Given the 
economic openness of small open economies and the related vulnerability to external 
shocks, these economies need institutions that promote economic resilience 
(Farrugia, 2007). These characteristics may have influenced their institutional 
choices. Therefore, this study explores whether the characteristics of the Caribbean 
small open economies have played a pivotal role in their institutional choices. 
Especially with regard to monetary policy, the question is whether these choices 
have contributed to their ability to achieve their monetary policy objectives.  
 
3. Why have the selected Caribbean small open economies adopted their exchange rate 
regime?  
One important institutional choice that has an impact on the effectiveness of 
monetary policy is the choice of the exchange rate regime. The selected Caribbean 
small open economies have different types of exchange rate regimes, including 
stabilized arrangements, conventional peg with the US dollar, currency board 
regime, and dollarization. The question is why the selected Caribbean small open 
economies have adopted a specific exchange rate regime and whether their size has 
affected their exchange rate regime choice.  

 
4. How is the ability of central banks in the selected Caribbean small open economies to 
achieve their monetary policy objectives supported by fiscal policy institutions?  
Fiscal policy can affect monetary policy via several mechanisms (De Haan & 
Zelhorst, 1990), including by putting political pressure on the monetary authority to 
accommodate government deficits, by using seigniorage or ‘inflation tax’ to finance 
government deficits, by creating unexpected inflation to reduce the real value of 
government debt, and by enforcing the monetary authority to finance government 
debt through money creation when the public is not willing anymore to do this. The 
general consensus in the literature is that irresponsible fiscal policy impedes central 
banks to pursue their objectives. This study explores whether fiscal policy and 
particular fiscal policy institutions in the Caribbean small open economies - such as 
fiscal policy objectives and fiscal rules - have contributed to sound fiscal policy and 
thus to the ability of central banks to achieve their monetary policy objectives.  
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5. Have the institutions in the Caribbean small open economies contributed positively to their 
economic performance, thereby offsetting in part the effect of their size? 
Given the economic disadvantages of the Caribbean small open economies, it seems 
that their institutional choices as well as their institutional quality play a pivotal role 
in mitigating these weaknesses. It is essential to examine whether the institutional 
choices of these economies have mitigated the negative effects of their size on their 
economic performance and can explain cross-country differences in economic 
performance among selected Caribbean small open economies. In this regard, it is 
also important to explore whether country size has influenced the quality of 
economic and political institutions in general as well as monetary policy and fiscal 
policy institutions in particular. 
 

1.3 Survey on the monetary policy framework in selected Caribbean countries 

 
This study aims to explore the research (sub-)question(s) primarily by using the 
Survey on the monetary policy framework in selected Caribbean countries (survey), 
conducted between January 2013 and May 2016 among governors and senior 
representatives of the central banks in the selected countries and territories2. As the 
survey relates to monetary policy, only the Caribbean countries and territories with 
a population of no more than 1.5 million people which have their own central bank 
or a common central bank were approached. Therefore, the central banks of Aruba, 
The Bahamas, Barbados, Belize, Guyana, the Netherlands Antilles3, Curaçao and Sint 
Maarten, Suriname, Trinidad and Tobago, and the Eastern Caribbean Central Bank 
(i.e., the central bank of Anguilla, Antigua and Barbuda, Dominica, Grenada, 
Montserrat, Saint Kitts and Nevis, Saint Lucia, Saint Vincent and the Grenadines 
which are organized in the Eastern Caribbean Currency Union) received a 
questionnaire consisting of 44 questions4. The questionnaire focuses on five main 
topics, i.e., (i) the responsibilities of the central bank, (ii) the objectives and 
institutional framework of monetary policy, (iii) fiscal policy, (iv) the relationship 
between monetary and fiscal policy, and (v) the level of financial development and 
the use of capital controls. In a second phase, I conducted semi-structured interviews 
with governors or senior representatives of three central banks (i.e., Aruba, Curaçao 
and Sint Maarten5, and Barbados) to discuss follow-up questions on the 
questionnaire. In addition, these central banks were asked whether their institutional 

                                                 
2 Chapter 3 extensively discusses the selection of the Caribbean countries and territories. 
3 On October 10, 2010, the Netherlands Antilles, comprising the islands Bonaire, Curaçao, Saba, Sint 
Eustatius and Sint Maarten, was dissolved. Curaçao and Sint Maarten became autonomous countries 
within the Kingdom of the Netherlands. Since the dissolution of the Netherlands Antilles, the islands 
of Bonaire, Saba, and Sint Eustatius, also referred to as the BES-islands, are special municipalities of 
the Netherlands. As of 10 October 2010, Curaçao and Sint Maarten form a monetary union with one 
common currency and common central bank. Note that I use the terms monetary union and currency 
union interchangeably. 
4 Please note that the monetary authority of the Cayman Islands participated in this survey, focusing 
on the questions related to their exchange rate regime choice. 
5 The representative of the central bank of Curaçao and Sint Maarten answered the questions related 
to the central bank of the former Netherlands Antilles. 
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choices of monetary policy or other institutions have mitigated the small size 
constraints of their country and whether they were capable of achieving price 
stability. Furthermore, they were questioned about the possibility of adopting 
another exchange rate regime. The central banks of Belize and Suriname opted to 
answer the follow-up and additional questions in writing. No response for the 
follow-up and additional questions was received from the central banks of the 
Eastern Caribbean Currency Union and Trinidad and Tobago. The central banks of 
The Bahamas and Guyana did not participate at all in this survey. Note that I 
examined official documents to find the answer to most of the questions in the case 
of (partial) non-response. Appendix 1 describes and explains the survey in more 
detail.  
 

1.4 Outline of the thesis 

 
Chapter 2 “Institutions and economic performance: a theoretical perspective” tackles 
the first research sub-question “What is the role of institutions in explaining the 
economic performance of small open economies?” It shows that, according to new 
institutional economics, (i) institutions in conjunction with technology determine 
transaction costs and cost of production, thereby affecting the performance of the 
economy and (ii) the choice for inclusive or extractive institutions can explain cross-
country differences in economic performance. In addition, this chapter elaborates on 
the economic disadvantages of small open economies. Despite these disadvantages, 
several studies suggest that a number of small states have nevertheless thrived 
economically. In this chapter, I present a theoretical framework for studying the 
institutional choices of the Caribbean small open economies and the manner in 
which these choices have mitigated their economic disadvantages. Specifically, this 
framework focuses on political sovereignty, conflict management institutions, legal 
origin, monetary policy institutions, and fiscal policy institutions.   

Chapter 3 “The economic and political setting of the selected Caribbean 
economies” discusses the economic and political background of the selected 
Caribbean countries and territories. To this end, both literature research and 
empirical research, which is based on official statistics of the selected economies 
mostly from publications of central banks and statistical offices of the respective 
countries and also the IMF, the World Bank, and the United Nations, are conducted. 
The discussion suggests that the economic performance of the selected Caribbean 
small open economies differs. Moreover, the results of the analysis in this chapter 
suggest that the influence of the (former) colonial power is still seen in the current de 
jure political institutions and the legal origin of these countries and territories. 
However, the de facto political institutions are weaker than those in the (former) 
colonial powers. One possible explanation for this outcome is that the “players of the 
game” also are important in determining the political institutions. The size of these 
countries and territories implies limits on human and institutional capacity due to a 
smaller pool of qualified people. Moreover, the prevalence of political patronage 
may have contributed to this result.  
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Considering the diverse economic achievements among the selected Caribbean 
small open economies, Chapter 4 “Measuring economic vulnerability and economic 
resilience” applies the economic vulnerability and resilience framework of Briguglio 
(2014) to selected Caribbean small open economies to assess the overall vulnerability 
of these economies for external shocks. The findings indicate that some Caribbean 
countries are better equipped to deal with external shocks than others.  

Chapter 5 “Monetary policy institutions” discusses the institutional framework of 
monetary policy in general. Taking into account the definition of institutions, I 
conduct a literature research on the standard monetary policy framework, the basic 
guiding principles of monetary policy, and central bank independence, to identify 
the monetary policy institutions. Four monetary policy institutions are 
distinguished, i.e., the goals of monetary policy, the intermediate target of monetary 
policy or in other words the choice of monetary policy regime, the monetary policy 
instruments and central bank independence. The findings suggest the following four 
guiding principles with respect to the monetary policy institutions in advanced 
economies: (i) the main goal of monetary policy should be price stability, (ii) 
inflation targeting is the predominant monetary policy regime, which is 
implemented by most central banks in the larger economies, (iii) the use of indirect 
monetary policy instruments is recommended, and (iv) central bank independence is 
an important institutional device for central banks to achieve their policy objectives. 
This thesis is, however, about small countries and territories that may have 
developed different guiding principles of monetary policy to survive. The next 
chapter therefore focuses on these countries. 

Chapter 6 “Monetary policy institutions in the selected Caribbean economies” 
elaborates on the institutional framework of monetary policy of the Caribbean small 
open economies to answer the second research sub-question “How are the 
institutional choices of the selected Caribbean small open economies, especially with 
regard to their monetary policy, affected by their size?” This study applies a mixed 
method design to answer this question, using both quantitative and qualitative data 
from the survey conducted among the selected Caribbean small open economies and 
official documents in the case of non-response. The findings suggest that three size-
related characteristics, i.e., the limited ability to influence domestic prices, the 
relatively low level of financial development and the required confidence in the 
currency as an important prerequisite for achieving monetary policy objectives have 
played an important role in the institutional choices of the Caribbean small open 
economies. In contrast to the guiding principles identified in Chapter 5, the findings 
suggest the following four principles of monetary policy in the case of the majority 
of the selected Caribbean small open economies, (i) the main goal of monetary policy 
is exchange rate stability, (ii) the exchange rate targeting regime is the predominant 
monetary policy regime, which has the exchange rate as the intermediate target of 
monetary policy, (iii) reliance on direct monetary policy instruments is common 
practice, though a clear shift towards the use of indirect instruments is observed, and 
(iv) central bank independence is limited by the high degree of central bank lending 
to the government and the fact that the appointment of central bank governors is not 
independent from the executive branch. 
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Chapter 7 “The exchange rate regime choice in the selected Caribbean 
economies” provides an explorative analysis on the third research sub-question 
“Why have the selected Caribbean small open economies adopted their exchange 
rate regime?” All the selected Caribbean small open economies have a form of fixed 
exchange rate regime. This study applies a mixed method design, using both 
quantitative and qualitative data from the survey conducted among the selected 
Caribbean small open economies and official documents in the case of non-response, 
to determine the key drivers of the fixed exchange rate regimes of the selected 
Caribbean small economies. The results suggest that the determinants of the choice 
for a fixed exchange rate regime are the size of the selected economies, their high 
degree of trade openness, the required confidence in their currency, and their 
concentration of trade settled in US dollar. Another determinant for the choice for a 
conventional peg instead of dollarization is the need for some leeway for monetary 
policy independence. Subsequently, this study uses statistical methods (such as one-
way ANOVA, the Tukey-Kramer test, the Mann-Whitney U test, and Fisher’s exact 
test) to determine whether the five variables (i) size, (ii) trade openness, (iii) level of 
economic development, (iv) the degree of financial development, and (v) the 
influence of history as gauged by the (former) colonial power can explain the choice 
for four exchange rate regimes (i.e., dollarization, currency board, conventional peg, 
and stabilized arrangement) among the selected Caribbean small open economies. 
The results indicate that the size and the influence of history as gauged by the 
(former) colonial power can explain in part the choice between the four exchange 
rate regimes in the selected Caribbean small open economies.  

Chapter 8 “Fiscal policy institutions in the selected Caribbean economies” 
addresses the fourth research sub-question “How is the ability of central banks in the 
selected Caribbean small open economies to achieve their monetary policy objectives 
supported by fiscal policy institutions?” First, I explore whether fiscal policy has 
been supportive of monetary policy in achieving its objectives, using a Chi-square 
test to determine whether changes in fiscal policy and changes in monetary policy 
are independent of each other. Next, I review the experience of these economies with 
fiscal policy institutions. The results of this study suggest that fiscal policy has not 
been supportive of monetary policy in achieving its objectives. This is also reflected 
in central bank lending to the government, unsustainable government debt in most 
of these economies and a lack of aligned monetary and fiscal policy goals. The 
limited presence of good fiscal policy institutions (i.e., fiscal rules and fiscal councils) 
has contributed to the lack of fiscal discipline. 

Chapter 9 “Institutions and economic performance in the selected Caribbean 
economies”, answers the sub-question of whether the institutional choices of these 
economies have mitigated the negative effects of their size on their economic 
performance. This chapter focuses on explanations for cross-country differences in 
economic performance among the selected Caribbean small open economies. The 
theoretical framework developed in Chapter 2 (i.e., for studying whether the 
institutional choices of these countries and territories have mitigated their economic 
disadvantages) is explored. The results indicate that (i) better conflict management 
institutions are related to better economic performance as measured by the level of 
GDP per capita, (ii) countries and territories with no political sovereignty have a 
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higher level of GDP per capita compared to sovereign countries, and (iii) differences 
in the quality of monetary and fiscal policy institutions as well as legal origin are not 
related to cross-country differences in the GDP per capita among the selected 
Caribbean economies. In addition, this chapter presents the results of a cross-
sectional analysis of the relationship between country size and institutional quality 
among a large sample of countries around the world. In line with the results of 
previous studies, the findings suggest that, in general, the smaller a country is, the 
better its economic and political institutions are. Also, the results indicate that small 
economies with a population of no more than 1.5 million people and particularly 
Caribbean small economies have stronger institutions than the rest of the world, 
possibly to compensate for their (economic) disadvantages related to their size. 
However, country size seems to have no significant effect on the quality of fiscal 
policy and monetary policy institutions in a large sample of countries. Finally, 
chapter 10 provides an overview of the main results and presents some concluding 
remarks.  

 

1.5 Final thoughts 

 
Researching the relationship between institutional choices in Caribbean countries 
and territories and their monetary policy performance and economic successes 
entails exploring the linkage between country size and these institutional choices.  
Since not much is known about the consequences of country size for institutional 
choices of Caribbean economies, this research takes an exploratory approach to 
generate insights about the research topic. It is a stocktaking of conceptual problems 
in small countries. Moreover, it provides preliminary calculations using proxies for 
institutional quality. 

The literature on monetary policy often relates to advanced economies, such as 
the United States and Euro-area countries. For instance, the general belief is that 
price stability should be the main goal of monetary policy (Benigno & Benigno, 2003; 
Mishkin, 2007e, p. 38). Yet what applies to advanced economies may not be 
appropriate for small countries such as Caribbean small economies. Their current 
monetary policy institutional choices are possibly influenced by their small size and 
size-related characteristics. These countries have many shared characteristics related 
to their size and geographical location. Also, they are (former) colonies of European 
nations and most of them have the legacy of slavery and the plantation system in 
common. Focusing on their mutual characteristics, one could expect that their 
institutional frameworks are alike. Nevertheless, because of their diverse economic 
development, one could also expect that their institutions differ. 

In this regard, I refer to Why Nations Fail: The Origins of Power, Prosperity, and 
Poverty by Acemoglu & Robinson (2012). In this book, the authors examine why 
some nations are rich and others poor. They conclude that inclusive political and 
economic institutions underlie economic success. Despite their common 
characteristics, Caribbean countries and territories have different levels of economic 
prosperity as measured by, e.g., income per capita. Following the line of thought of 
Acemoglu & Robinson (2012), I wonder whether these cross-country differences 
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could be explained by their institutional choices. These authors argue that even if 
institutions of certain countries were the same at a certain point in time, their 
responses to critical junctures may have caused diverging institutional changes in 
these countries and territories. They refer to critical junctures as follows. 

 
During critical junctures, a major event or confluence of factors disrupts the 
existing balance of political or economic power in a nation. These can affect a 
single country …. Often, however, critical junctures affect a whole of society in 
the way that, for example, colonization and then decolonization affected most of 
the globe (p. 106).  

 
Because of their colonial history, present institutions of Caribbean small open 

economies may in part be based on institutions of their (former) colonial powers. 
The European colonization can be viewed as a critical juncture that may have 
affected their institutions. For instance, their de jure political institutions are largely 
based on those of their (former) colonial powers (see Chapter 3). European 
colonization is also associated with slavery in the Caribbean region. Slavery is an 
extractive institution. Mentioning specifically Barbados, Acemoglu & Robinson 
(2012) state the following: 

 
Despite well-defined, secure, and enforced property rights and contracts for the 
island’s elite, Barbados did not have inclusive economic institutions [in the 17th 
century], since two-thirds of the population were slaves with no access to 
education or economic opportunities, and no ability or incentive to use their 
talents or skills. Inclusive economic institutions require secure property rights 
and economic opportunities not just for the elite but for a broad cross-section of 
society (p.75). 
 

Therefore, European colonization of the Caribbean region could be viewed as such a 
critical juncture leading to more extractive institutions. Acemoglu & Robinson (2012) 
mention in this regard that critical junctures can also result in major change toward 
rather than away from extractive institutions (p.113). Another critical juncture, 
which may have impacted institutions of Caribbean countries, is the transition from 
a colony to a politically independent state. This may have brought about 
institutional changes with respect to for example their monetary policy. Prior to 
political independence, most of the former British colonies had currency boards in 
their history of monetary systems. Within a few years after obtaining political 
independence, central banks were established in former British colonies. Possibly 
also their size has played a role in shaping their monetary policy institutions.  

Besides critical junctures which may have molded institutions in Caribbean small 
open economies, one can think of the interaction between human capital and 
institutions. In this regard, North (2008) states that the interplay between, among 
others, human capital and institutional framework shapes the features of the 
economy (p. 24). Acemoglu & Robinson (2012) argue that education and skills of the 
workforce generate the scientific knowledge upon which our progress is built and 
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that enable the adaptation and adoption of technologies in diverse lines of business 
(p. 78).  They mention further: 

 
The low education level of poor countries is caused by economic institutions that 
fail to create incentives for parents to educate their children and by political 
institutions that fail to induce the government to build, finance, and support 
schools and the wishes of parents and children (p.78).  

 
In other words, they argue that the ability of economic institutions to invest in 
people and mobilize the talents and skills of a large number of individuals is one of 
the key elements for economic growth (p. 79). Therefore, although the institutional 
framework (i.e., the rules of the game) is important for the economic performance of 
countries, human capital is also crucial. Without paying attention to human capital 
(i.e., the players of the game), a country may end up with de jure institutions which 
on paper are perfect, but as a matter of fact its de facto institutions are weak as a 
result of limitations of its human capital. Being small, the Caribbean countries and 
territories have several economic disadvantages and may have certain limitations 
with regard to their human capital. Nevertheless, by making smart institutional 
choices they may have mitigated the disadvantages associated with their size. The 
question is hence whether the small countries and territories in the Caribbean are 
small but smart? 
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2 Institutions and economic performance: a theoretical perspective 
 

2.1 Introduction 

 
It is no secret that economic prosperity around the globe is not evenly distributed. 
The cross-country differences in economic performance between advanced 
economies and developing countries are quite large. Numerous theories have been 
proposed by economists to explain this phenomenon. An often-encountered 
assumption is that if the factors behind cross-country differences are identified, 
countries around the world can change their particular circumstances in order to 
improve economic performance and foster economic welfare. One of these theories is 
the New Institutional Theory, which argues that institutions and institutional change 
are the fundamental cause of economic development and cross-country differences 
therein (e.g., Acemoglu et al., 2005; North, 1990).  

This chapter elaborates on the New Institutional Theory, explaining the role of 
institutions in determining economic prosperity of a country or territory (section 
2.2). In addition, this chapter reviews the special characteristics of small open 
economies by analyzing the economic literature on small states (section 2.3). By 
combining the theory on small states and new institutional economics, section 2.4 
presents a theoretical framework for studying the institutional choices of the 
Caribbean small open economies and the manner in which these institutional choices 
may have mitigated the negative effects of their size. Finally, concluding remarks are 
presented in section 2.5. 

 

2.2 The New Institutional Theory  

 
The literature converses a number of explanations for economic growth, including 
economic, cultural, and political factors (see Box 2.1). New institutional economists, 
however, argue that these explanations are deficient. For instance, Acemoglu & 
Robinson (2012) reject three non-institutional theories for economic growth (pp. 45-
69). The first one is the geography hypothesis, which asserts that the differences 
between rich and poor countries are due to geographical differences. The authors 
reject this theory based on historical evidence, showing that countries in the tropics 
have not always been poorer than those located at temperate latitudes. One example 
of the historical evidence is the empires of the Aztecs in what today is Mexico and 
the Incas in South America, which had advanced technologies (such as roads, famine 
relief, and money and writing in the case of the Aztecs) for their time, and were 
much richer than peoples in the area in the temperate zones which were mostly 
populated by Stone Age civilizations lacking these technologies. According to the 
authors, the reversal had nothing to do with geography, but with the way these 
areas were colonized (p. 50).  The second hypothesis is the culture hypothesis, which 
claims that cultural differences are the causes of diverging economic development. 
But the authors indicate that this argument is flawed, because countries with the 
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Box 2.1 Selected non-institutional explanations for economic growth 
The non-institutional explanations for economic growth include, among others, economic, cultural, 
and political factors.  

 
Some of the economic causes are (i) natural resources, (ii) the opportunity to trade at low cost with 
other regions or nations, (iii) climate which can influence productivity through a variety of 
mechanisms, (iv) colonial empire which might be associated with especially high private or social 
returns to investment, and (v) the role of population change.  

 
The cultural factors are, inter alia, (i) religion, (ii) the scientific spirit and the expansion of knowledge, 
(iii) the emergence of an education system that permitted a wide diffusion of information and skills 
among the population, (iv) family and kinship patterns, (v) tastes and preferences regarding work 
versus leisure, (vi) preference differences determining the levels of savings and consumption, and (v) 
the development of a wide-spread desire to financially profit-maximize or pursue material gain more 
generally.  

 
Political factors include the nature of political organization and the level of democracy.  

 
Source: Engerman & Sokoloff (2008), pp. 641-643. 

 
same cultural background may differ in economic prosperity. The third hypothesis, 
i.e., the ignorance hypothesis, states that economic inequality exists because we (or 
our rulers) do not know how to make our countries rich. The authors contend that 
this argument explains neither the origin of prosperity around the world, nor why 
some countries have adopted institutions and policies that impoverish the majority 
of their citizens.  

As mentioned before, new institutional economists contend that institutions and 
institutional change are the fundamental cause of economic development and cross-
country differences (e.g., Acemoglu et al., 2005; North, 1990). In contrast to 
neoclassical economists, new institutional economists assume that individuals live in 
a world of incomplete information and limited mental capacity and create 
institutions to reduce risk and uncertainties as well as transaction costs originating 
from these circumstances (Ménard & Shirley, 2008, p. 1; North, 1990, pp. 6-7). 
According to North (1990, p. 84), fundamental changes in relative prices alter the 
incentives of individuals in human interaction and consequently bring about 
institutional change, noting that the only other source of such change is a change in 
tastes. Critical junctures matter for institutional change. These critical junctures are 
major events or confluence of factors that disrupts the existing balance of political or 
economic power in a nation (Acemoglu & Robinson, 2012, p. 106). The responses of 
countries to critical junctures may cause diverging institutional changes between 
them (Acemoglu & Robinson, 2012, p. 106)6.  

Institutions (i.e., the rules of the game in a society) are the humanly devised 
constraints that shape human interaction (North, 1990, p.3). They determine as well 
as limit the choices of individuals. They consist of formal constraints (such as rules, 
constitutions, laws, and property rights), (ii) informal constraints (e.g., socially 
sanctioned norms of behavior, taboos, traditions, and self-imposed codes of 
conduct), and (iii) their enforcement characteristics (North, 1990, pp. 4, 36, 47). In a 

                                                 
6 See also Chapter 1 for further references to the role of critical junctures. 
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society7, the players of the game are organizations, which are groups of individuals 
pursuing common objectives (for instance, profit maximizing for firms or improving 
reelection prospects for political parties) (North, 1990, p. 5). Organizations are 
created to take advantage of the opportunities embedded in the existing institutions, 
and, as the organizations evolve, they alter the institutions (North, 1990, p. 5). 
Because of the differences in the bargaining power of groups in a society and 
dissimilar past histories, actors in different societies make different policy choices, 
leading to divergent institutional arrangements (North, 1990, p. 101). 

In this thesis, two types of institutions are distinguished, i.e., economic and 
political institutions. Economic institutions are those institutions that perform 
economic functions, including institutions that establish and protect property rights, 
(e.g., inheritance law and intellectual property rights), institutions that facilitate 
transactions (such as contract law, banking conventions and insurance companies), 
and institutions that permit economic co-operation and organization (for instance, 
competition policy, employment regulations, laws on limited liability and 
bankruptcy) (Wiggins & Davis, 2006). Political institutions include written 
constitutions, political system, electoral rules, the power and capacity of the state to 
regulate and govern society (Acemoglu & Robinson, 2012, p.42).  

Acemoglu et al. (2005) present a framework in which they show that it is the 
interconnection between the distribution of economic resources and political power 
that determine the institutions in a society (see Figure 2.1). Economic institutions 
influence the allocation of resources and create economic incentives (such as the 
incentives to become educated, to save and invest, to innovate and adopt new 
technologies) in a society, thereby impacting economic outcomes (Acemoglu & 
Robinson, 2012, p. 42). However, it is ultimately the political institutions in a society 
that determine the choice of economic institutions, because they define who has 
power in society and to what extent that power can be used (Acemoglu et al., 2005). 
The de jure political power is determined by political institutions, but the de facto 
political power of a group also depends on its economic resources.  

 
Figure 2.1 The relationship between institutions, distribution of resources, political power and 
economic performance 

 
 
 
 
 

Source: Acemoglu et al. (2005). 
 
The question then is how institutions can result in cross-country differences in 
economic performance. Firstly, according to new institutional economists, 
institutions in conjunction with technology determine transaction costs and cost of 
production, thereby affecting the performance of the economy (North, 1990, p. 118). 

                                                 
7 According to the Cambridge Dictionary, a society is a large group of people who live together in an 
organized way, making decisions about how to do things and sharing the work that needs to be done. 
Retrieved from http://dictionary.cambridge.org/dictionary/english/society.  
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Well-adapted institutions reduce these costs, allowing private agents to benefit from 
specialization, investment and trade (Engerman & Sokoloff, 2008, p. 644). Therefore, 
institutions determine how the economy works, that is the production structure, and 
the incentives that motivate people, because they define and limit the set of choices 
of individuals (North, 1990, p. 25)). Secondly, those who have the power make the 
choices to organize their countries in very efficient or socially desirable ways or not. 
Particularly, inclusive economic institutions and inclusive political institutions are 
conducive to economic growth (Acemoglu & Robinson, 2012, pp. 74-82). Box 2.2 
elaborates on inclusive and exclusive institutions. In this context, Rodrik (2000) 
mentions five institutions that allow the markets to perform adequately, including (i) 
property rights, (ii) regulatory institutions such as anti-trust, financial supervision, 
and securities regulation, (iii) institutions for macroeconomic stabilization, i.e., fiscal 
and monetary policy institutions, (iv) institutions for social insurance, and (v) 
institutions of conflict management. According to the latter author, societies differ 
along, among others, ethnic, linguistic and income lines, and therefore conflict 
management institutions that incentivize social groups to cooperate, making 
coordination failures less likely, are important in a society. 
 
Box 2.2 Inclusive and extractive institutions 
Economic and political institutions can be inclusive or extractive.  
 
Inclusive economic institutions allow and encourage participation by the great mass of people in 
economic activities and enable individuals to make the choices they wish. They make it possible for 
many people to participate in economic activities (and not just a small group) and to reap the benefits 
hereof, while extractive economic institutions are designed to extract resources from the many by the 
few. Inclusive economic institutions include secure private property, an unbiased legal system, and 
the power of the state to provide key public services.   
 
Inclusive political institutions are sufficiently centralized and pluralistic, allowing the state to enforce 
law and order, uphold property rights, and encourage economic activity. In contrast, extractive 
political institutions are characterized by a concentration of the power in the hands of an elite with 
few constraints on the exercise of this power.  
 
There is a strong link between economic and political institutions. Often, inclusive political 
institutions are accompanied by inclusive economic institutions, while the opposite holds for 
extractive political institutions. Since political institutions in a society determine the choice of 
economic institutions, elites with political power will use extractive political institutions to create 
extractive economic institutions to enrich themselves. With these resources, the elite maintain their 
political power.  
 
Though economic growth is possible under extractive institutions, it cannot be sustained. This is 
because economic growth requires innovations. Innovation entails creative destruction, implying that 
there are both winners and losers in the process of economic growth. Therefore, elites will resist 
creative destruction, resulting in short lived economic growth. In addition, elites will face competition 
from groups and individuals wanting to obtain power to extract resources for themselves. 

 
Source: Acemoglu & Robinson (2012), pp. 74-82; 84; 429-431. 
 
Acemoglu & Robinson (2012) note that the quality of political institutions matters in 
explaining the different economic fates of Mexico and the United States and the role 
to assess to finance and loans.  They mention the following: 
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Unlike in Mexico, in the United States citizens could keep politicians in check and 
get rid of ones who use their offices to enrich themselves or create monopolies for 
their cronies…. The broad distribution of political rights in the United States, 
especially when compared to Mexico, guaranteed equal access to finance and 
loans (p. 36).  

 
In contrast to inclusive institutions, extractive institutions are institutions designed 
to extract income and wealth from one group of society to benefit another group 
(Acemoglu & Robinson, 2012, p. 76). By doing so, economic incentives and initiatives 
are blocked.  

Having said that inclusive institutions are conducive to economic growth, the 
question is why those in power choose for extractive institutions. The answer is that 
they are afraid of losing their economic resources and/or their political power 
(Acemoglu & Robinson, 2012, p. 86). The latter authors posit that the most common 
reason why nations fail today is because they have extractive institutions.  

Over time, the beliefs of political and economic entrepreneurs, which evolve from 
learning, produce an institutional framework that determines economic and political 
performance (North, 2008). Consequently, when they seek to change some aspect of 
economic performance, their choices are constrained by not only the standard 
constraints of technology and income but also by the institutional choices made in 
the past. In this context, North (2008) mentions that “path dependence can and will 
produce a wide variety of patterns of development depending on the cultural 
heritage and specific historical experience of the economy. “(p. 28).  

In the view of new institutional economists, institutions are, thus, the 
fundamental cause of cross-country differences in income level. North (1990) even 
argues that “Third World countries are poor because the institutional constraints 
define a set of payoffs to political/economic activity that do not encourage 
productive activity.” (p. 110). According to Shirley (2008), simply importing 
successful institutions in other countries is not the recipe for overcoming 
underdevelopment because of path dependency and stickiness of beliefs and norms 
(p. 629). The author refers to numerous examples in which countries have imported 
institutions that were successful elsewhere, but this resulted in failures, such as the 
adoption of the French educational and bureaucratic system in the French colonies in 
Africa, the use of the U.S. constitution by Latin American countries, and the 
adoption of U.S. or European bankruptcy laws and commercial codes by transitional 
economies (Shirley, 2008, p. 629).  

Empirical research supports the notion that institutions are the fundamental 
cause of economic development. Research shows that weak, missing or perverse 
institutions are the roots of underdevelopment (Shirley, 2008, p. 611). Acemoglu et 
al. (2005) state that there is convincing empirical support for the hypothesis that 
differences in economic institutions bring about differences in incomes per capita. 
They use the Korean and the colonial experiments to prove their points.  

Acemoglu et al. (2005) observe that after Korea was split into two, the North 
followed the model of Soviet socialism and the Chinese revolution in abolishing 
private property of land capital, while the South maintained a system of private 
property and the government attempted to use markets and private incentives in 
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order to develop the economy. Despite having common geography, culture and 
many other potential determinants of economic prosperity, South Korea experienced 
rapid economic growth by the late 1960s, while North Korea stagnated. Acemoglu & 
Robinson (2012) argue that the differences in economic performance between the 
Koreas are due to the contrast between the inclusive institutions in the South and the 
extractive institutions in the North (pp. 71-74). This view is criticized by, among 
others, Sachs (2012a). The latter author notes that South Korea began with extractive 
political institutions and ended up with more inclusive economic institutions.  

In the case of the colonization experience, Acemoglu et al. (2005) comment that 
Europeans imposed very different sets of institutions around the globe, i.e., 
extractive institutions in densely–settled and relatively developed places to facilitate 
the extraction of resources and inclusive institutions in sparsely settled areas where 
they settled in larger numbers. Shirley (2008) mentions that this argument ignores 
the differences in institutional success between the colonial powers (p. 620). In 
addition, Sachs (2012b) states that Europeans settled where the economic returns 
were good (e.g. sugar cane, cotton or mining). Also, the latter author argues that “the 
kinds of institutions that evolved depended not only on who settled, but also on the 
local geographical conditions and the types of industries that arose” (p. 8). 

This thesis studies the relationship between institutions in the Caribbean small 
open economies with a population of no more than 1.5 million people and the 
economic performance of these economies. As discussed in the next section, small 
open economies have a number of economic disadvantages.  

 

2.3 Economic consequences of the small size of countries 

 
In 1957, the theme of the annual conference of the International Economic 
Association was “The Economic Consequences of the Size of Nations”. The choice 
for this theme was based on the need to examine the relation of the size of nations to 
their economic prosperity and to their level of income per capita from an academic 
point of view (Robinson, 1960, p. xiv). The literature on small states that emerged in 
the next decades thereafter focuses to a great extent on the disadvantages and the 
economic consequences of the small size of countries. The literature posits that small 
nations and in particular small islands suffer from vulnerabilities to a large extent 
related to a lack of variety of (natural) resources and the small size of their domestic 
markets. In what follows, I discuss the main economic challenges debated in the 
literature. 

Small nations have a tendency to concentrate economic production on a limited 
range of activities (limited economic diversification), implying that their economic 
structure is typically less diversified than that of large countries (e.g., Kuznets, 1960, 
p. 15). These countries have in general a lack of variety of natural resources because 
of their small area, as a result of which they concentrate on the exploitation of the 
natural resources that they possess. For instance, the Caribbean small open 
economies tend to be quite undiversified, relying on a few main industries (Berezin, 
Salehizadeh, & Santana, 2002). The Caribbean small open economies have 
traditionally been based on the exports of a few agricultural products, minerals and 
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tourism services (Hicks, 2002, p. 14). Furthermore, the domestic markets of small 
nations are too small, which is an obstacle for attracting certain industries because of 
the minimum or optimal scale required for these industries, implying that these 
industries would have to rely on foreign markets (Kuznets, 1960, p.17). 

Moreover, small size does not support a large number of firms producing a 
similar product (limitations on domestic competition). This generates a tendency toward 
oligopolistic and monopolistic organizations (Briguglio, 1995). Also, the demand of 
consumers for goods is much broader than the domestically produced goods, 
especially in more developed small nations, hence the need to import foreign goods 
to satisfy the consumer needs. The ensuing relatively high imports as percentage of 
GDP makes the economy highly dependent on export receipts to pay for the large 
import bill (Briguglio, 1995). This heavier reliance on foreign trade goes hand in hand 
with a concentration in few foreign markets (i.e., countries) for both exports and 
imports (Kuznets, 1960, p. 23). In the case of the Caribbean small open economies, 
they rely to a great extent on exports toward the United States (Hicks, 2002, p. 22). 

Given the fact that small economies are to a large extent dependent on export 
revenues from a few foreign markets, fluctuations in these export revenues have 
significant influence on domestic activity (Escaith, 2001). Therefore, these economies 
are highly dependent on the economic conditions in the rest of the world, but also on a 
narrow range of products for its exports (Briguglio, 1995). For example, the 
Caribbean tourism industry was heavily affected during the aftermath of the 
September 11, 2001 terrorist attacks on the United States and, more recently, by the 
global financial crisis.  

Giving their small size, small island developing states are price-takers in the 
world markets and have, therefore, negligible control over the prices of the products 
they export and import, and have therefore limited ability to influence domestic prices 
(Briguglio, 1995). This limitation is particularly interesting for monetary policy 
purposes, because most central banks around the world have price stability as their 
primary goal of monetary policy. 

Small states have difficulties in obtaining private foreign capital (Srinivasan, 1986). It 
is more expensive to borrow in (foreign) private markets, because of higher spreads 
compared to larger states, and the access to market is limited, because they tend to 
see small states as riskier than larger states. Note, however, that the ability of small 
islands to attract foreign capital largely depends on their macroeconomic and 
political stability.  

Because of their openness, small economies are vulnerable to external shocks, 
limiting their ability to set macroeconomic policies independently of the external 
environment (Srinivasan, 1986; Armstrong & Read, 2003). Economic policy autonomy 
refers, among others, to the determination of monetary and exchange rate policies. 
Illustrative of their limited economic policy autonomy is the following example. 
Many so-called tax havens, including Caribbean countries and territories such as 
Cayman Islands and British Virgin Islands, may be impacted by the implementation 
of the U.S. Foreign Account Tax Compliance Act which is aimed at avoiding tax 
evasion by U.S. citizens and residents through use of offshore accounts. In the case of 
monetary policy, it should be noted, however, that even large countries find it 
difficult to have completely independent monetary policy in the international 
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environment of free capital mobility (Rey, 2015). A consequence of this limited 
economic policy autonomy is that small open economies should be able to adjust 
their policies in the face of external shocks.  

Because of their size, small countries have a limited ability to exploit economies of 
scale in the provision of public goods and services as well as in the private economy 
(Easterly & Kraay, 2000; Alesina & Spolaore, 1997), resulting in high per unit costs of 
production, high costs of infrastructural construction and utilization per capita, high 
per unit costs of training specialized manpower, and a high degree of dependence 
on imported technologies, since small size inhibits the development of endogenous 
technology. Like bigger economies, small open economies should provide a range of 
public goods and services, including general public services, education, health and 
social services. The provision of these services entails fixed costs irrespective of the 
size of the country, thus resulting in higher unit costs and a tendency towards a 
bigger size of the public sector compared to larger economies. This would definitely 
impact government expenditures and fiscal policy. Also, even the choice of fiscal 
instruments seems to be related to the scale of the economy, as a government in a 
small economy would prefer to use custom taxes (i.e., trade taxes) because of low 
overhead expenses for establishing income reporting, surveillance and withholding 
systems, while a government in a large economy would find it worthwhile to bear 
the fixed costs of collecting income taxes because the marginal costs of an additional 
unit of tax collected is low (Easterly & Rebello, 1993).  

Most small states are frequently affected by adverse climatic and other natural 
events which, typically, affect the entire population and economy, and may also be 
susceptible to severe environmental and ecological threats (susceptibility to natural 
disasters) (Commonwealth Secretariat - World Bank Joint Task Force on Small States, 
2000). The impact of a natural disaster in a small economy is expected to be relatively 
larger in terms of damage per unit of area and costs per capita due to the size of the 
country. Also, environmental problems are likely to be particularly intense in small-
island developing states due to their environmental characteristics (they tend to have 
unique and very fragile ecosystems; problems with global warming and rising sea 
levels; and problems of erosion). 

In the case of small island economies, they have additional challenges related to 
the insularity and often remoteness of islands. Several of these islands are far from major 
centers of trade and commerce. Because of the great distance to their export and 
import markets, the per unit transportation costs of these island are relatively high 
(Briguglio, 1995; Srinivasan, 1986; Commonwealth Secretariat - World Bank Joint 
Task Force on Small States, 2000). Another factor contributing to the relatively higher 
per unit transportation costs is the fact that the cargoes are relatively small and 
fragmented.  

Despite their economic disadvantages, several empirical studies suggest that 
small open economies have not necessary suffered from their size constraints. For 
instance, Easterly & Kraay (2000) conclude the following about the economic 
performance of small states with a population of 1 million and less: 

 
(…) small states have on average higher income and productivity levels than 
large states, and grow no more slowly than large states. Per capita GDP growth 
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rates are more volatile in small states, due to their much greater exposure to 
international trade and fluctuations in their terms of trade. However, any growth 
disadvantages of this greater volatility are more than outweighed by the growth 
benefits of trade openness reaped by small states by virtue of their necessarily-
large trade volumes (p. 3).   
 
Studies on small islands came to similar conclusions. Armstrong & Read (2004) 

contend that there is no systematic evidence that being an island state has led to 
lower than expected income per capita levels. Furthermore, Eclac (2001) mentions 
that despite numerous constraints and hazards, several of the small island 
developing countries have been able to provide a high standard of living for their 
citizens.  

 

2.4 Institutional determinants of economic growth in small open economies 

 
Given the characteristics of the Caribbean small open economies, it is interesting to 
explore whether the New Institutional Theory can explain the economic 
performance of these economies, taking into account their specific challenges 
discussed in section 2.3. Following David & Mach (2007) - who develop a framework 
in which the economic openness and small domestic markets of small European 
countries have led to the creation of political institutions (of conflict management 
and public private partnerships) and economic institutions (of domestic 
compensation and productivity enhancement) that resulted in political stability, 
economic growth, and egalitarian wealth distribution (see Figure 2.2) (pp. 220-224) - 
and the framework of Acemoglu et al. (2005), I argue that the characteristics of the 
Caribbean small open economies with a population of no more than 1.5 million 
influence their political and economic institutional choices, which, in turn, determine 
their economic performance. I assert that because of their characteristics, these 
economies have developed political and economic institutions to mitigate the 
negative (economic) consequences of their size. This is consistent with empirical 
research which contends that the relatively strong economic institutions (Fors, 20078) 
and institutional quality (Bräutigam & Woolcock, 20019) are mitigating factors for 
the disadvantages. 

Many of the characteristics, especially the limitations, of the small open 
economies relate to their small domestic market and limited resources, i.e., natural 
resources as well as human capital. The small size constraints of these economies not 
only influence the possibility of developing certain economic sectors which require 
certain economies of scale to be economically feasible. But the small size implies also 
limits on human and institutional capacity. There is a smaller pool of qualified 
people in small countries (Streeten, 1993). However, small nations are characterized 
also by greater social cohesion and greater political centralization (Armstrong & 
  

                                                 
8 This study focuses on island countries and small states with an average population of less than one 
million between the years 1960 and 1995. 
9 This research focuses on small states with a population of 5 million or less.  
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Figure 2.2 Institutions and economic growth in small European countries 

 
Source: David & Mach (2007), p. 223. 

 
Read, 1998; Streeten, 1993). This is especially the case in (small) islands (Oostindie & 
Sutton, 2006). Kuznets (1960) posits that small nations may find it easier to make 
social adjustments because of their smaller populations and hence possibly greater 
homogeneity and closer internal ties (p. 28).  

Political sovereignty is one of the factors, mentioned in the literature, which 
accounts for the differences in economic development among countries. Armstrong 
& Read (200010) find a negative relationship between economic growth and political 
sovereignty in small sovereign states relative to small dependent territories. 
Unfortunately, the authors do not provide explanations for this phenomenon, but 
they discuss possible explanations, like the possibility of omitted variables in their 
model and the role of aid transfers and other assistance from the mother countries. 
Also, Bertram (2004) states that for island economies there is a particularly strong 
association between political dependence and high per capita GDP. Likewise, 
Oostindie & Suton (2006) mention that the political status of small states matters for 
their economic development. With regard to the political institutions, some 
Caribbean small nations have opted for political sovereignty, while others are still 
politically dependent although they may possess some degree of domestic 
autonomy.  

Also, high quality institutions of conflict management are critical for lower growth 
volatility and higher economic growth rates in small states (Bräutigam & Woolcock, 
2001). Conflict management institutions enable countries to cushion the social 
impact of their vulnerability, making them able to repeatedly adjust to new 
circumstances. Among others, the following political and economic institutions are 
regarded as institutions of conflict management: (1) democracy, (2) democratic 
corporatist institutions where the main employers’ associations, trade unions and 
public officials negotiate economic and social policies, (3) human rights, (4) free 
press, (5) high-quality judiciary, (6) social insurance and (7) rule of law (Bräutigam & 
Woolcock, 2001; David & Mach, 2007, p. 221; Rodrik, 2000). One possible source of 
social conflict, which could hamper economic growth, is the degree of ethnic 
heterogeneity as this is often correlated with economic inequality (Saari, 2015). 

                                                 
10 This research focuses on small states with a population of 3 million or less. 
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According to Chua (2004), social conflicts between the minorities and majorities may 
arise in developing countries because wealthy ethnic minorities tend to dominate 
indigenous majorities in these countries, while democracy results in increased 
political power of the impoverished majorities (p. 6). Note that Bezemer & Jong-A-
Pin (2013) find no evidence on a worldwide level to support Chua’s argument, but 
they find evidence that support Chua’s argument in the case of Sub-Saharan Africa.  

Also, legal origins have significant consequences for the legal and regulatory 
framework of the society as well as for their economic outcomes (La Porta, Lopez de 
Silanes, & Schleifer, 2008). Several studies argue that legal origin may influence 
financial development and therefore economic growth (Beck & Levine, 2008, pp. 266-
269). Legal institutions or rules supports market economies by enforcing contractual 
obligations and protecting private property from state predation (Menard & Shirley, 
2008, p. 7). According to La Porta et al. (2008), legal transplantation is in most cases 
the product of conquest and colonization. The law systems of the (former) colonial 
powers (i.e., their legal origin) may have defined the legal origin of the Caribbean 
small open economies. As will be discussed in Chapter 3, the selected Caribbean 
countries and territories have various legal origins. Two major types of legal origin 
are broadly distinguished, namely common and civil law systems. Common law 
originated in England and is often referred to as judge-made law. It combines laws 
passed by the legislature with judicial decisions (Menard & Shirley, 2008, p. 8). In the 
case of civil law systems, which originated in continental Europe, the judges are 
required to uphold laws written by the legislature with less room for judicial 
interpretation or discretion (Menard & Shirley, 2008, p. 8). The primary source for 
civil law systems are the core principles codified. According to La Porta et al. (2008), 
legal rules differ among countries because of the divergence in the styles of legal 
traditions, noting that the basic division between the traditions is the policy-
implementing focus of civil law versus the market-supporting focus of common law. 
Beck & Levine (2008) state that common law systems are in general more proficient 
in protecting the private investors’ rights compared to the state rights and are more 
flexible in adapting to changing circumstances as they respond on a case-by-case 
basis to changing needs in society, limiting the likelihood of growing gaps between 
the societal demands and the law (pp. 260-262).  

Given the economic openness of small open economies and the related 
vulnerability to external shocks, these economies need institutions that promote 
economic resilience (Farrugia, 2007). Briguglio, Cordina, Farrugia & Vella (2009) 
define economic resilience as the policy-induced ability of an economy to withstand 
or recover from the effects of external shocks. The authors note that this ability 
relates to the capability to recover quickly from shocks and withstand the effect of a 
shock. Monetary policy institutions and fiscal policy institutions could promote 
economic resilience. Therefore, this study explores whether the monetary policy and 
fiscal policy institutions have helped counteract the economic disadvantages 
associated with the small size of these economies.  

In Figure 2.3, I present the theoretical framework used in this study to explore the 
relationship between institutions and economic performance in the Caribbean small 
open economies with a population of no more than 1.5 million people. First, I 
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Figure 2.3 A theoretical model for the relationship between institutions and economic performance 
in the Caribbean small open economies 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: The author; Based upon the framework of Acemoglu et al. (2005) and the model by David & 
Mach (2007) (see Figure 2.2). 
 
explore the institutional choices of the Caribbean countries and territories, focusing 
on the institutions mentioned in Figure 2.3. These are political sovereignty, conflict 
management institutions, legal origin, monetary policy institutions and fiscal policy 
institutions. Second, I look at whether their small size has influenced their 
institutional choices. Third, I explore whether the political and economic institutions 
of political sovereignty, conflict management, legal origin, monetary policy 
institutions, and fiscal policy institutions have offset the economic disadvantages 
related to the size of these economies. Figure 2.3 gives a compact picture of the 
concepts and structures that are discussed in the coming chapters. 
 

2.5 Conclusions 

 
There is substantial literature that shows that small open economies suffer certain 
drawbacks related to their size. These drawbacks are, to a large extent, a 
consequence of a lack of variety of natural resources and the small size of their 
domestic markets. Despite these disadvantages, several studies suggest that a 
number of small states have nevertheless thrived economically. The question is how 
this is possible. New Institutional Theory provides an answer, arguing that 
institutions and institutional change are the fundamental cause of economic 
development and cross-country growth differences. According to new institutional 
economists, institutions in conjunction with technology determine transaction costs 
and cost of production, thereby affecting the performance of the economy. Also, the 
choice for inclusive or extractive institutions can explain cross-country differences in 
economic performance. By combining the theory on small states and the New 
Institutional Theory, this chapter presents a theoretical framework for studying the 
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institutional choices of the Caribbean small open economies and the manner in 
which these institutional choices have mitigated the negative effects of the size of 
these countries and territories. Specifically, this study explores whether political 
sovereignty, institutions of conflict management, legal origin, monetary policy 
institutions, and fiscal policy institutions have offset the economic disadvantages 
related to the size of the Caribbean small open economies. In particular, this study 
adds to the literature the outcomes of a survey and a set of interviews among the 
policy makers in the Caribbean small economies. 
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3 The economic and political setting of the selected Caribbean 
economies 

 

3.1 Introduction 

 
This chapter examines the economic and political background of the selected 
Caribbean small open economies. The Caribbean is defined here from both a 
geographical and a socio-historical perspective, implying that in addition to islands 
also three mainland states (i.e., Belize, Guyana, and Suriname) are part of this study. 
Since this study is an exploratory research to gain better understanding of the 
consequences of the small size constraints for institutional choices, the selected 
Caribbean small open economies are not benchmarked against other small open 
economies with a population of no more than 1.5 million inhabitants. This is because 
these small countries around the globe have among others cultural, historical, 
geographical, and economic differences. Also, the macroeconomic performance of 
the selected countries and territories is discussed in this chapter and other chapters 
when necessary. Performance is defined here as the ability of the country of territory 
to provide for services for its citizen (Lovel, Pastor, & Turner, 1995). It relates to the 
concepts of economic efficiency and effectiveness. Efficiency denotes the most 
effective use of a society’s resources in satisfying people’s wants and needs 
(Samuelson & Nordhaus, 2005, p.4).  Effectiveness relates to the ability to achieve the 
intended results. 

The literature on the Caribbean region discusses the challenges of the small open 
economies and their economic performance (e.g., Alonso, 2002; Blackman, 2006; 
Demas, 2009; Worrell, 1987). Nevertheless, few empirical growth studies focus on 
the Caribbean region, possibly because of lack of data (Fuentes, Melgarejo & Mercer-
Blackman, 2015). In addition, the literature focuses largely on the English-speaking 
Caribbean, while the Dutch Caribbean countries and territories and the French 
Caribbean territories have received less attention. This, however, means that only a 
partial picture is being presented because the Caribbean region is not homogenous 
despite having common characteristics in terms of physical environment; it tends to 
be diverse, especially with respect to ethnicity, population numbers and density, 
religion, political orientation, economy, language, social customs, and government 
(Hicks, 2002, pp. 13, 17). Moreover, the new institutional theory has not received 
much attention in explaining cross-country differences in economic performance of 
these Caribbean countries and territories. Therefore, a cross-country analysis of the 
Caribbean region including the English-speaking, Dutch and French Caribbean 
small open economies could provide further insight into the institutional 
explanation for cross-country differences. 

An exception is Haan (1998), who examines primarily the economic development 
of the (islands of the) Netherlands Antilles and Aruba during the period 1969-1995 in 
the context of the new institutional theory, but also the development policy pursued 
by the Netherlands with regard to these countries. The author concludes that the 
formal institutions of in particular the island Curaçao were defensive as reflected in 
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legislation and regulation directed towards market protection, price regulations, 
restrictive admission rules and so forth. Consequently, the functioning of the labor, 
the goods and the financial markets was obstructed, because the then prevailing 
property rights negatively affected the incentive structure of the economy and 
resulted in high transaction costs. Moreover, the informal institutions – reflected in 
among others patronage and rent seeking – aggravated this situation. Also, although 
the parliamentary system of the Netherlands Antilles was a copy of that of the 
Netherlands, the actual course of events with regard to budgetary matters did not 
coincide with the formal rules. The budgetary power of the parliament was 
nonexistent in the mentioned period. The author argues further that the 
development aid from the Netherlands helped maintain the rigidity of the existing 
institutions. In the study of Haan (1998), a brief reference is made to only one other 
Caribbean country, i.e., Barbados. The latter country had a more offensive policy 
such as an export-oriented industrialization policy and dismissed protective policy. 
Moreover, in contrast to Curaçao, Barbados could not count on development aid 
from its former mother country.  

The remainder of this chapter is organized as follows. Section 3.2 starts with the 
selection of the Caribbean small open economies examined in this thesis. Next, 
section 3.3 elaborates on their political and legal system. Their economic structure, 
economic development and the state of their public finances are discussed in section 
3.4. Finally, some concluding remarks are presented in section 3.5. 

 

3.2 Selecting the Caribbean small open economies 

 
Two criteria are used to select the Caribbean small open economies, which are the 
focus of this study. The first criterion is the size of the countries and territories, while 
the second criterion relates to the definition of the Caribbean.  

With regard to size, there is no generally accepted definition of a small country or 
territory in the literature. The size of a territorial entity can be determined by several 
measures, such as population, area and density. Dahl & Tufte (1973) contend that 
size can also be looked at from a socioeconomic point of view, because in their view 
key resources of a nation (such as wealth, trade, skilled workers, college graduates) 
are more decisive for its capacity for survival, effectiveness, and autonomy than the 
size of its population or territory (pp. 19-20). Therefore, variables like gross domestic 
product (GDP) or GDP per capita can also be used to define the size of a territorial 
entity. Since population size tends to be highly correlated with area and GDP, it is a 
suitable indicator for underscoring the limited resources of an economy. Therefore, 
this study uses population as the indicator for deciding which Caribbean countries 
or territories to include in this study. The Commonwealth Secretariat-World Bank 
Joint Task Force on Small States (2000) uses the threshold of 1.5 million people to 
define a small state. Based on the latter threshold, the Caribbean countries and 
territories included in this study have a population of no more than 1.5 million 
people. 

Next, it is important to define what is meant by the Caribbean. In this study, 
following Hicks (2002), the Caribbean includes, besides the islands in the Caribbean 
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Sea or with at least one coast facing the Caribbean Sea, also The Bahamas, Barbados 
and Turks and Caicos Islands which all three lie in the Atlantic Ocean (see Figure 
3.1). Besides these islands, also the mainland states Belize, Guyana and Suriname are 
considered as pertaining to the Caribbean in this study, because it considers, besides 
a geographical perspective, also a socio-historical perspective when defining the 
Caribbean. In this regard, I note firstly that the Caribbean can be seen as a cultural 
zone characterized by the legacy of slavery and the plantation system (Girvan, 2005, 
p. 304). Mentioned three countries share these characteristics with the Caribbean 
islands. Secondly, I remark that a great part of their population is settled on the 
coast, which has contributed to their close ties with the Caribbean islands. Evidence 
of this is their membership in the Caribbean Community (CARICOM), which is an 
organization of Caribbean countries with the objectives of promoting economic 
integration, foreign policy coordination, human and social development, and 
security11. In this context, Worrell (1993) mentions that “Belize and Guyana may be 
considered islands in a vast uninhabited hinterland – most of their populations are 
settled on the coast” (p. 190). The same could be said of Suriname, which had about 
87 percent of its population settled on the coast in 2012 (Algemeen Bureau voor de 
Statistiek & Conservation International Suriname, 2014). Note also that mentioned 
three countries are considered as small-island developing states by the Small Islands 
Developing States Network and have a population of no more than 1.5 million 
people. This study accepts the characterization of the Caribbean based on both the 
geographical perspective and the socio-historical perspective. 

Based on mentioned two criteria for selecting the Caribbean small open 
economies, the countries and territories mentioned in Table 3.1 are selected as the 
focus of this study. Trinidad and Tobago is the biggest country with a population of 
1.3 billion in 2013, while Saba is the smallest among the selected Caribbean 
economies with a population of about 2,000. The selected Caribbean countries and 
territories consist of the Dutch Caribbean (i.e., the Caribbean part of the Kingdom of 
the Netherlands), the English-speaking Caribbean (i.e., the former British colonies 
and the British Overseas Territories), the French Caribbean (i.e., the French Overseas 
Departments and Regions) and Suriname (i.e., former Dutch colony). Strictly 
speaking, the U.S. Virgin Islands12 also should be included in this study, but because 
of lack of (quantitative and qualitative) data this territory is omitted. Because of their 
small size, these Caribbean countries and territories have common characteristics, 
advantages, and disadvantages. These characteristics have had a major influence on 
their economic history, and their institutions, including their monetary policy 
institutions.  

   
 

                                                 
11 Retrieved from https://caricom.org/about-caricom/who-we-are.  
12 The U.S. Virgin Islands is an unincorporated territory of the United States, implying that this 
territory is not an integral part of the United States. According to the United Nations, the U.S. Virgin 
Islands is a non-self-governing territory. The citizens of this country are U.S. citizens, but they are not 
allowed to vote in the presidential elections. 
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3.3 Political and legal system 

 
The selected Caribbean small open economies were in the past colonies of European 
nations, including the Netherlands, the United Kingdom (UK), and France. 
Development of the Dutch, British, and French colonies in the Caribbean started in 
the 17th century, coinciding with the initiation of large-scale commercial production 
of sugar and the commencement of the slave trade from Africa (Heuman, 2014, pp. 
13, 27). According to Knight (1993), the Caribbean countries were colonies of 
economic exploitation (p. 33). They were highly dependent on foreign trade and 
foreign investment (Huber, 1993, p. 79). Slavery was abolished in the British colonies 
in 1834, French colonies in 1848 and the Dutch colonies in 1863. According to Payne 
(1993), the era of slavery placed a premium on freedom in the political culture of the 
Commonwealth Caribbean (p. 58). This implies a strong belief in democratic values.  

The colonies in the Caribbean and their mother countries chose different paths 
for decolonization. In the British colonies, decolonization started in the 1930s in the 
form of labor protests because of increased unemployment, economic depression, 
reduced wages and considerable suffering for the working people (Heuman, 2014, p. 
150). These protests led to political changes, including the introduction of adult 
suffrage and more self-government (Heuman, 2014, p. 158). The British institutions 
(i.e., Westminster model) were already in place when the decolonization process 
started. Most of the British colonies, supported by Great Britain, chose for 
independence (Dominguez, 1993, p. 15). Smaller islands that were considered too 
small or too vulnerable to be independent became British Overseas Territories 
(Heuman, 2014, p. 175). According to Browne (2004), for France decolonization 
meant even fuller assimilation of the French colonies with France. Instead of 
becoming independent, the former French colonies became part of France in 1946. 
Browne (2004) mentions two explanations for the assimilation with mainland France. 
To start with, French colonists were relatively more involved than the British and the 
Dutch with their slaves and their island colonies. In addition, the ideals of 
“fraternity, liberty, and equality” gradually became recognized as ideals that should 
extend to France’s colonial subjects. Consequently, the citizens became French 
citizens and benefited from the same rights to social security and welfare 
entitlements as any other French citizen. In the case of the Dutch colonies, colonial 
rule ended in 1954, when the former colonies obtained constitutional equality with 
the Netherlands in 1954. Of these colonies, Suriname is the only one choosing for 
political independence in 1975. 

As discussed in the following subsections, the political systems of the selected 
Caribbean small open economies and therefore their de jure political institutions are 
largely based on those in their (former) colonial power. Consequently, one could 
expect that also the de facto political institutions are the same as those in the (former) 
colonial powers. However, the de jure political institutions are not necessarily the 
same as the de facto political institutions. Therefore, I examine the Political Rights 
measure of the Freedom House13 and the World Bank Worldwide Governance 

                                                 
13 Retrieved from https://freedomhouse.org/report/freedom-world-2016/methodology. 



520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM
Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018 PDF page: 43PDF page: 43PDF page: 43PDF page: 43

 
 

33 
 

Indicators14 (i) Voice and Accountability, (ii) Political Stability and Absence of 
Violence/Terrorism, (iii) Government Effectiveness, and (iv) Control of Corruption for the 
de facto political institutions in the selected Caribbean small open economies. I note 
that my analysis covers the year 2013 for two reasons. First, data for the selected 
World Bank Worldwide Governance Indicators are not available for all selected 
countries and territories mentioned in Table 3.2 for the years after 2013. Second, 
since this study is an exploratory research of the (monetary policy) institutions of the 
Caribbean small open economies, its intention is to have a better understanding of 
the possible consequences of the small size constraints for institutional choices. This 
requires an organization of the research design which is different from well-known 
techniques such as statistical testing of hypotheses. Part of the present work is to 
compare mentioned measures for the selected countries and territories with those for 
the (former) colonial powers to illustrate that maybe on paper these political 
institutions may be perfect, but the reality could be that de facto political institutions 
are not functioning well. 

The Political Rights measure assesses the freedom of people to participate in the 
political process and is based on 10 questions related to three subcategories: (i) 
Electoral Process, (ii) Political Pluralism and Participation, and (iii) Functioning of 
Government. The maximum score per question is 4, bringing the total maximum 
score for all questions to 40. Based on these scores, a Political Rights rating is 
calculated on a scale from 1 through 7, with 1 representing the greatest degree of 
freedom and 7 the smallest degree of freedom. In the case of the selected Caribbean 
countries and territories, only ranking data for the former British colonies and 
Suriname are available. Suriname has maintained a rating of 2 since the year 2005 up 
to and including 2017. Since 2012 up to and including 2017, the ratings 1 (in the case 
of The Bahamas, Barbados, Belize, Dominica, Grenada, Saint Kitts and Nevis, Saint 
Lucia, and Saint Vincent and the Grenadines) and 2 (in the case of Antigua and 
Barbuda, Guyana, Suriname, and Trinidad and Tobago) are the ones assigned to 
these countries, with the exception of the year 2015 when the rating for Saint Kitts 
and Nevis increased to 2 after which it fell back to 1 in 2016. Countries with a rating 
of 1 enjoy a wide range of political rights, including free and fair elections. 
Candidates who are elected actually rule, political parties are competitive, the 
opposition plays an important role and enjoys real power, and the interests of 
minority groups are well represented in politics and government. Countries with a 
rating of 2 have slightly weaker political rights than those with a rating of 1 because 
of such factors as political corruption, limits on the functioning of political parties 
and opposition groups, and foreign or military influence on politics.  

The World Bank Worldwide Governance Indicator Voice and Accountability 
reflects perceptions of the extent to which a country's citizens are able to participate 
in selecting their government, as well as freedom of expression, freedom of 
association, and a free media. The Political Stability and Absence of Violence/Terrorism 
indicator measures perceptions of the likelihood of political instability and/or 
politically-motivated violence, including terrorism. The Government Effectiveness 

                                                 
14 Retrieved from http://databank.worldbank.org/data/reports.aspx?source=worldwide-
governance-indicators#. 
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indicator reflects perceptions of the quality of public services, the quality of the civil 
service and the degree of its independence from political pressures, the quality of 
policy formulation and implementation, and the credibility of the government's 
commitment to such policies. The Control of Corruption indicator reflects perceptions 
of the extent to which public power is exercised for private gain, including both 
petty and grand forms of corruption, as well as "capture" of the state by elites and 
private interests. The estimate of the World Bank governance indicators ranges from 
-2.5 (weak) to 2.5 (strong) governance performance. These estimates are those of a 
standard normal random variable, i.e. with zero mean, and unit standard deviation. 
For instance, a score of +1 implies that the governance indicator of the respective 
country is one standard deviation higher than the mean of all countries in the 
database of the World Bank governance indicators.  

For my analysis, I compare the mean score for Political Rights of the former British 
colonies with the score of the UK. The result shows that the former British colonies 
have a significant lower mean score for Political Rights (M = 36.09; SD = 3.11) 
compared to the score of 40 of the UK, t(10) = -4.16; p = .002. I also compare the mean 
score for Political Rights of the former British colonies and Suriname together with 
the average score of the two former colonial powers (i.e., the UK and the 
Netherlands) (see Table 3.2). The result indicates that the former British colonies and 
Suriname together have a significant lower mean score for Political Rights (M = 35.83;  
SD = 3.10) compared to the score of 40 of the UK and the Netherlands, t(10) = -4.66;  
p < .001. I also compare the mean scores for the Worldwide Governance Indicators of 
the selected Caribbean small open economies with the mean score of the three 
(former) colonial powers, i.e., France, the Netherlands, and the UK (see Table 3.2). 
The latter comparison shows (i) a significantly lower mean score for Voice and 
Accountability (M = 0.80; SD = 0.36) compared to the mean score of the (former) 
colonial powers (M= 1.38), t(15) =-6.44; p < .001, (ii) a significantly lower mean score 
for Government Effectiveness (M = 0.68; SD = 0.54) compared to the mean score of the 
(former) colonial powers (M = 1.58), t(15) = -6.68.; p < .001 and (iii) a significantly 
lower mean score for Control of Corruption (M = 0.73; SD = 0.72) compared to the 
mean score for the (former) colonial powers (M = 1.69), t(15) = -5.36.; p < .001. 
However, the mean score for the Political Stability and Absence of Violence/Terrorism 
indicator (M= 0.77; SD = 0.55) is not significantly different from the mean score for 
the (former) colonial powers (M = 0.68), t(15) = 0.66.; p = .518. All in all, the results 
tend to indicate that the de facto political institutions are weaker than the political 
institutions of the (former) colonial powers.  

One possible explanation for this outcome is that the “players of the game” also 
are important in determining the political institutions. As mentioned in Chapter 2, 
the size of these countries and territories implies limits on human and institutional 
capacity. There is a smaller pool of qualified people in small countries (Streeten, 
1993). The latter may have contributed to the weaker de facto political institutions as 
compared to the de jure political institutions. Moreover, also the prevalence of 
political patronage may have contributed to this result. According to Huber (1993), 
patronage was the means by which political parties have traditionally maintained 
the loyalty of their supporters in the Commonwealth Caribbean (p. 81). This did not 
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Table 3.2 Worldwide Governance Indicators, Freedom House Political Rights Indicator and GDP 
per capita (in US dollar) of Caribbean small open economies and (former) colonial powers for the 
year 2013 1) 2) 3) 

VA PS GE CC PR 
GDP per 

capita 
(Former) colonial powers   
France 1.21 0.44 1.48 1.31  42,494 
Netherlands 1.59 1.12 1.78 2.06 40 51,466 
United Kingdom 1.33 0.49 1.48 1.69 40 42,385 
Mean  1.38   0.68   1.58   1.69  40 45,448 

  
Caribbean small open economies   
Anguilla 1.05 1.59 1.54 1.30 n.a. 19,886 
Antigua and Barbuda 0.65 0.98 0.49 1.30 31 13,790 
Aruba 1.26 1.34 1.22 1.14 n.a. 25,156 
Bahamas 0.91 1.12 0.87 1.37 38 22,313 
Barbados 1.19 1.30 1.36 1.62 40 14,854 
Belize 0.69 0.17 -0.32 -0.07 36 4,894 
Cayman Islands 0.52 1.06 1.22 1.37 n.a. 59,448 
Dominica 1.00 1.21 0.72 0.70 38 6,915 
Grenada 0.81 0.41 0.24 0.44 38 7,843 
Guyana 0.00 -0.44 -0.12 -0.64 31 3,740 
Martinique 0.62 0.68 0.75 0.83 n.a. 29,614 
St. Kitts and Nevis 1.15 0.98 0.91 0.98 37 13,710 
St. Lucia 1.14 0.87 0.73 1.07 39 7,328 
St. Vincent and the Grenadines 1.05 0.87 0.91 0.98 36 6,484 
Suriname 0.31 0.14 -0.01 -0.41 33 9,826 
Trinidad and Tobago 0.45 0.10 0.37 -0.34 33 18,239 
       
Mean  0.80   0.77   0.68   0.73  35.83 16,503 
Standard deviation  0.36   0.55   0.54   0.72  3.10 13,786 
N 16 16 16 16 12 16 
DF 15 15 15 15 11 15 
T-statistic -6.44 0.66 -6.68 -5.36 -4.66 -8.40 
p-value < .001 0.518 < .001 < .001 < .001 < .001 

  
Source: World Bank Group; Author’s calculations. 

 
1) VA = Voice and accountability; PS = Political stability and absence of violence/terrorism; GE = 

Government effectiveness; CC = Control of corruption. Note that these data are based on the 
update of September 23, 2016. 

2) PR = Aggregate score of the Political Rights indicator of Freedom House. Only the scores for two 
former colonial powers, i.e., the Netherlands and the UK, are included in this table, since data for 
only former British and Dutch colonies are available.  

3) n.a. = not available. 
 
only benefit the poor, but also the economically dominant classes in the form of state 
protection and contracts. This same phenomenon was also characteristic for the 
Dutch Caribbean (Haan, 1998, p. 260). One explanation for the incidence of 
patronage in the Caribbean small open economies may be related to the closer 
internal ties, which is one of the characteristics of small nations mentioned by 
Kuznets (1960, p. 28). 
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3.3.1 The Dutch Caribbean 

 
The Dutch Caribbean comprises the six islands—Aruba, Bonaire, Curaçao, Saba, Sint 
Eustatius and Sint Maarten—that are in one way or another still part of the Kingdom 
of the Netherlands. Till 1948, the daily administration of these islands was in the 
hands of the Dutch, after which the Antilles obtained its own parliament and in 1951 
its own government (Haan, 1998, p. 13). In 1954, the Netherlands Antilles became an 
autonomous country within the Dutch Kingdom and obtained a certain degree of 
autonomy. The center of government of the Netherlands Antilles at that time was 
Curaçao. According to the Charter of the Kingdom of the Netherlands, the new 
status entails that the Netherlands Antilles were granted self-government, meaning 
that this country obtained the authority to decide over domestic affairs such as 
legislation and administration. On the other hand, the Council of Ministers of the 
Dutch Kingdom remains responsible for issues related to foreign affairs, defense, 
independence, and Dutch citizenship. In the 1950s, several institutions and 
organizations, including the legal system, were introduced based on the Dutch 
model (Haan, 1998, p. 14). The legal system of the Dutch Caribbean is largely based 
on Dutch civil law. The Dutch Caribbean has a dualistic parliamentary system in 
which the government and parliament have their own responsibilities and there 
exists thus de jure separation of powers.  

In 1986, Aruba seceded from the Netherlands Antilles and obtained an 
autonomous status within the Dutch Kingdom, while the other five islands 
continued to be part of the Netherlands Antilles till 10 October 2010. Aruba and the 
Netherlands Antilles are considered self-governing territories by the United Nations. 
On October 10, 2010, the Netherlands Antilles was dissolved and Curaçao and Sint 
Maarten became autonomous countries within the Kingdom of the Netherlands. 
Since the dissolution of the Netherlands Antilles, the islands of Bonaire, Saba, and 
Sint Eustatius, also referred to as the BES-islands, are special municipalities of the 
Netherlands. Specifically, this means that although the BES-islands form part of the 
country the Netherlands, there are rules that differ from those applicable in the 
European part of the Netherlands. Moreover, the Dutch legislation is gradually 
being introduced on these islands. 

 

3.3.2. Suriname 

 
Suriname is a former Dutch colony. In 1954, Suriname became an autonomous 
country within the Kingdom of the Netherlands and obtained some autonomy with 
regard to domestic affairs such as legislation and administration. It obtained its 
political independence in 1975. In 1980, the elected government was overthrown by a 
military coup (Singh, 2008). The military rule lasted until 1987. Once again, from 
December 1990 military rule was in place for a couple of months after which a 
democratically chosen government was installed. The military chose not to govern 
by placing officers into the positions of president and prime minister, but reserved 
for itself active veto powers over a predominantly civilian-staffed government until 
1991 (Singh, 2008). After the military rule, Suriname became a presidential 
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democracy with a President as the Head of State with unicameral legislature. 
Suriname’s legal system is based on the Dutch civil system. 

 

3.3.3 English-speaking Caribbean  

 
The English-speaking Caribbean consists of (i) the former British colonies that 
became independent in the 1960s, 1970s and 1980s (i.e., Antigua and Barbuda, The 
Bahamas, Barbados, Belize, Dominica, Grenada, Guyana, Saint Kitts and Nevis, Saint 
Lucia, Saint Vincent and the Grenadines, and Trinidad and Tobago) and (ii) the 
British Overseas Territories (Anguilla, British Virgin Islands, Cayman Islands, 
Montserrat, and Turks and Caicos Islands). Eight of these countries and territories 
are members of the Eastern Caribbean Currency Union (i.e., Anguilla, Antigua and 
Barbuda, Dominica, Grenada, Montserrat, Saint Kitts and Nevis, Saint Lucia, and 
Saint Vincent and the Grenadines).  

After obtaining their independence from the UK, the mentioned former British 
colonies adopted British political traditions, including the Westminster-style 
parliamentary system and two-party system with concentration of executive power 
in one-party majority cabinets. Most of the sovereign countries have a parliamentary 
democracy with the Queen of the United Kingdom as Head of State, with the 
exception of Guyana, Trinidad and Tobago, and Dominica which have a presidential 
democracy with a President as their Head of State. Like in the UK, most countries 
have a bicameral legislature, with the exception of Dominica, Saint Kitts and Nevis, 
and Saint Vincent and the Grenadines. As in the case of the UK, there is in general 
no classical separation of powers as the ministers in the government are members of 
the legislature. The legal traditions of the former British colonies closely follow that 
of the UK; the legal system is largely based on English common law.  

Each British Overseas Territory has its own constitution, its own government and 
its own local laws. The United Nations classifies them as non-self-governing 
territories. The Governor is the representative of the British Queen and has, in 
general, responsibility for external affairs, defense, internal security (including 
police) and the appointment, discipline and removal of public officers. These islands 
are to a varying degree responsible for their own internal affairs. Their judicial 
system is based on English common law. The territories are not part of the European 
Union, but they have been able to benefit from preferential trade arrangements and 
direct financial assistance from the European Union as a result of the UK’s 
membership.  
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3.3.4 The French Caribbean15 

 
Guadeloupe and Martinique are Overseas Department and Regions of France. As 
such, they are governed by the so-called principle of legislative identity, implying 
that the metropolitan law (i.e., the law of mainland France) is applicable even though 
local adjustments are possible (Banque de France, 2011/2012). They are part of the 
European Union territory and European legislation applies there. The citizens of 
Guadeloupe and Martinique are French citizens and are represented in the French 
National Assembly. They benefit from the same rights to social security and welfare 
entitlements as any other French citizen (Browne, 2004, p. 9).   

 

3.4 Economic background16 

 
After obtaining political independence, leaders in the English-speaking Caribbean 
were of the opinion that economic integration may compensate for the small size of 
individual countries (Worrell, 1987, p. 180). The latter author mentions that the 
rationale for this was the need to promote industrialization of the Caribbean 
economies and the desire for greater self-determination in economic matters. 
Consequently, the Caribbean Community (CARICOM), originally the Caribbean 
Community and Common market, came into effect on 1 August 1973. The objectives 
were the liberalization of trade in goods within the CARICOM and the adoption of a 
common protective policy in the form of a common external tariff (CARICOM 
Secretariat, 2005).  

One efficacious example of regional integration is the cooperation among the 
Eastern Caribbean States. The Eastern Caribbean States, which are smaller than the 
other Caribbean sovereign states, created the Organisation of Eastern Caribbean 
States (OECS) in 1981 to cooperate with each other and promote unity and solidarity 
among the members. Currently, Antigua and Barbuda, Dominica, Grenada, 
Montserrat, Saint Kitts and Nevis, Saint Lucia, and Saint Vincent and the Grenadines 
are members of the OECS, while Anguilla and the British Virgin Islands are associate 
members. The members, with the exception of the British Virgin Islands, have a 
common central bank, share the same currency (the Eastern Caribbean Dollar), and 
also share a common Supreme Court.  

After independence, the former British colonies chose different economic 
strategies. Leaders in Guyana and Grenada saw a dominant role for the state in 
economic development. They pursued central planning for the economy, state 

                                                 
15 The islands of St. Barthélemy and (French) St. Martin meet the definition of small economies with a 
population of 1.5 million or less. Till February 2007 they were part of Guadeloupe. Since that date, 
they have the status of Overseas Collectivity of France (Collectivité d-Outre Mère). Because of lack of 
data, these islands are not part of this study. 
16 The sources for the 2013 GDP and GDP per capita data are mentioned in Table 3.1. These GDP 
figures refer to nominal GDP. Therefore, these figures do not account for purchasing power parity 
and are not expressed in international dollars (Geary-Khamis dollar). The reason for taking this 
simple definition of GDP relates to fact that these alternative methods for estimating GDP are too 
complicated and not necessary considering the quality of data and lack of data in the selected 
countries and territories.  



520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM
Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018 PDF page: 49PDF page: 49PDF page: 49PDF page: 49

 
 

39 
 

ownership and control of the production means including nationalization of foreign-
owned enterprises, and commerce with the Eastern bloc instead of with the West 
(Blackman, 2006). Also, import substitution was pursued. In contrast, Barbados and 
Trinidad and Tobago followed a mixed approach, allowing government intervention 
in certain sectors as well as foreign investment in others, mainly tourism and energy 
(DaCosta, 2007).  

According to Haan (1998), the economic policy of the Netherlands Antilles was 
largely based on a market protection policy accompanied by an import substitution 
policy (p. 104). This approach was abandoned in the early 1990s, as the goals of these 
policies (such as higher employment, higher level of prosperity and saving foreign 
currency) were hardly met (Hasham, 2014, p. 116). The latter author notes further 
that the import substitution policy was replaced by an export incentive policy. In 
contrast to Curaçao, Aruba had no active market protection policy after obtaining its 
autonomous status in 1986. Aruba had a more export-oriented policy instead of an 
import substitution policy (Haan, 1998, p. 98). This is reflected in the government’s 
policy at that time to double the hotel room capacity after the closure of the oil 
refinery, by stimulating investments in the tourism sector by providing guarantees 
for the construction of new hotels.  

In the following subsections, I elaborate first on the economic structure of the 
selected Caribbean small open economies. Next, I provide a comparison of the 
macroeconomic performance and the public finances of the selected Caribbean small 
open economies in the period 1986-2015 and the period 2011-2015. The selection for 
these periods are based on data availability for selected countries and territories. 
Data on Aruba are mostly available for the period after it became an autonomous 
country within the Kingdom of the Netherlands in 1986. Because I also want to 
illustrate the performance of Curacao and Sint Maarten after the dissolution of the 
Netherlands Antilles in October 2010, I examine the period 2011-2015 besides the 
period 1986-2015. Moreover, I note that since this study is an exploratory research of 
the (monetary policy) institutions of the Caribbean small open economies, its 
intention is to have a better understanding of the possible consequences of the small 
size constraints for institutional choices. 

 

3.4.1 Economic structure 

 
Dutch Caribbean 
Between the 1920s and mid-1980s, the economy of the Netherlands Antilles was 
dominated by the presence of oil refineries on Curaçao and Aruba. After the closure 
of its oil refinery in 1985, Aruba further developed its tourism industry through tax 
incentives and loan repayment guarantees to foreign investors in connection with 
the construction of hotels17, as well as financing of promotion campaigns abroad18. 

                                                 
17 According to information in the annual reports of the Centrale Bank van Aruba of the years 1986 up 
to and including 1990. Please note that in 1988, total outstanding government guarantees amounted to  
Afl. 400.4 million or 37 percent of GDP. 
18 According to the financial statements of the government of Aruba, the government of Aruba spent 
close to 1 percent of GDP per year on tourism campaigns abroad in the period 1986-1990. 
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Tourism has become the main economic driver in Aruba, despite the resumption of 
oil refining activities in the period of 1989 till 2012. In 2013, Aruba had a US$ 2.6 
billion economy, representing a US$ 25,156 GDP per capita.  

Several adverse economic shocks contributed to a mediocre performance of the 
Netherlands Antillean economy in the period 1986-2010. In 2009, the year prior to 
the dissolution of the Netherlands Antilles, the size of the economy amounted to 
close to US$ 4 billion, while GDP per capita was US$ 21,084. The economy was 
largely dependent on tourism, offshore finance, and petroleum refining and 
transshipment. In 2013, the size of the economy of Curaçao and Sint Maarten was, 
respectively, US$ 3.1 billion and US$ 1 billion, while GDP per capita was US$ 20,403 
in Curaçao and US$ 28,069 in Sint Maarten in 2013. Noticeably, the economy of 
Curaçao is reliant on the oil refinery, a free zone sector, international financial 
services, as well as the tourism industry and is more diversified than that of Sint 
Maarten which is for about 83 percent dependent on the tourism industry (IMF, 
2016f).  

As measured by its surface, population and GDP, Bonaire is the largest island of 
the BES-islands, followed by Sint Eustatius and Saba (see Figure 3.2). In 2013, the 
size of the economy of Bonaire, as measured by GDP, was US$ 387 million with the 
most important sectors being the government, the real estate sector, the tourism 
industry and the financial services sector, while its GDP per capita was US$ 21,600 in 
that year. Sint Eustatius had an economy of US$ 104 million in 2013 with the 
government and services sector as the main industries and a GDP per capita of  
US$ 26,400 in that year. Saba is the smallest island with a GDP of US$ 45 million and 
a GDP per capita of US$ 23,600 in 2013. The major employers in Saba are education, 
the government and health care.  

 
Figure 3.2 GDP and GDP per capita of the Dutch Caribbean countries and territories, 2013 

 
Source: UNdata; Statistics Netherlands (2016). 

 
Suriname 
At the beginning of the 20th century, the Surinamese economy was largely 
dependent on the production of a few staples such as sugar, coffee and cocoa. Later, 
also the export of rice, bananas and palm oil contributed to the diversification within 
the agricultural sector. The economy was transformed during the course of the 20th 
century in a more diversified mineral-based economy, in which the bauxite sector 
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played a prominent role as well as the exploitation of the oil and gas reserves. In 
2013, Suriname had a US$ 5.3 billion economy with a GDP per capita of US$ 9,826.  

 
The Bahamas 
The economy of The Bahamas is heavily dependent on tourism and offshore 
financial services (including international banks, registration of international 
companies and registration of ships). Available natural resources include salt, 
aragonite, and timber (Alonso & Hicks, 2002). Tourism generates about half of all 
jobs and accounts for more than 60 percent of GDP. In 2013, the size of the economy 
as measured by GDP was US$ 8.4 billion, while its GDP per capita was US$ 22,313.  

 
Barbados 
The economic policy of the post-independence period was characterized by a 
strategy of encouraging foreign investment in the tourism sector, while at the same 
time providing tax and other incentives to promote manufacturing (DaCosta, 2007). 
After independence, the structure of the Barbadian economy shifted from an 
agriculture-based economy (mainly sugar cultivation) towards greater reliance on 
export services, in particular tourism, financial and information services. GDP 
amounted to US$ 4.2 billion in 2013, representing a US$ 14,854 GDP per capita.  

 
Belize 
The economy of Belize used to depend on forestry (including logwood and 
mahogany) until into the 20th century. When forestry became less profitable, the 
economy shifted towards sugar, citrus, bananas, and marine products. According to 
Metzgen (2012), when the preferential treatment for Belize’s exports with Europe 
under the Lomé Convention was phased out, agriculture was no longer the source of 
economic growth in Belize. The latter author mentions further that tourism emerged 
as the new source of economic growth, stating that the development of Belize’s 
tourism sector was a targeted government strategy and represents an example of a 
successful public-private partnership. Currently, the economy is more diversified 
and is based on tourism, agriculture and oil which was discovered in 2005. Tourism 
is the main source of foreign exchange (Metzgen, 2012). In 2013, GDP amounted to 
US$ 1.6 billion and its GDP per capita was US$ 4,894. 

 
Guyana 
The colonial economy of Guyana was a sugar-based economy. In the beginning of 
the 20th century, by 1914, the mining of bauxite started. Bauxite and alumina have 
been the largest foreign exchange earners in Guyana since the 1960s. Following its 
independence in 1966, Guyana had a state-run economy for over two decades. The 
main productive sectors - including sugar, rice, bauxite and gold – and financial 
institutions were brought under government control, prices were extensively 
controlled, foreign exchange was rationed, and government-owned consumer and 
marketing agencies were established (IMF, 1999). By the end of the 1980s, Guyana 
had abandoned these policies and it adopted adjustment policies that were 
supported by the IMF and the World Bank (DaCosta, 2007, p.4). Since the early 
1990s, the economy has been expanding with some exceptions. The size of its 
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economy as measured by GDP was close to US$ 3 billion in 2013 with a GDP per 
capita of US$ 3,740.  

 
Trinidad and Tobago 
The sugar-based economy of the 19th century is now heavily dependent on the oil 
and gas industry. This country is the most industrialized of the English-speaking 
Caribbean countries (Birchwood & Goto, 2011). Just before the end of the 1980s, the 
country was characterized by fiscal and external disequilibria (Forde, 2004). As a 
result, the economy underwent an IMF stabilization and structural adjustment 
program in the period 1989-1991. This adjustment program marked the beginning of 
the move from an economic policy framework based on import-substitution to one 
that is focused on export-led growth supported by the privatization of state 
enterprises and trade and financial liberalization. In 2013, GDP was equal to nearly 
US$ 24.5 billion, while GDP per capita amounted to US$ 18,239.  

 
The ECCU countries and territories 
Most of the eight economies of the Eastern Caribbean Currency Union (ECCU) are 
primarily dependent on tourism (Thacker, Acevedo, Perrelli, Kang & Tashu, 2013, p. 
80). In the case of Dominica, agriculture is the main industry. Montserrat, a volcanic 
island, suffered from a volcanic eruption in 1996-1997, which is still affecting the low 
level of economic activity, hampering both agriculture and tourism. The economy of 
Saint Vincent and the Grenadines is dominated by banana production, although 
tourism is playing an increasing role in the economy.  

Together the eight member countries and territories had a nominal GDP of  
US$ 5.7 billion in 2013 (see Figure 3.3). Among the members of the ECCU, Anguilla 
has the highest GDP per capita (2013: US$ 19,886), followed by Antigua and Barbuda 
(2013: US$ 13,790), while Saint Vincent and the Grenadines have the lowest GDP per 
capita in 2013 (US$ 6,484). The biggest economy in 2013 was Saint Lucia, followed 
closely by Antigua and Barbuda, while the smallest economy was Montserrat. 
 
Figure 3.3 GDP and GDP per capita of the ECCU-countries, 2013 

 
Source: UNdata. 
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British Overseas Territories 
Besides the two British Overseas Territories Anguilla and Montserrat that are part of 
the ECCU, the British Virgin Islands, Turks and Caicos Islands and Cayman Islands 
are British Overseas Territories in the Caribbean with no more than 1.5 million 
inhabitants. Since the 1960s, the British Virgin Islands, which had a traditionally 
agriculture-based economy, focused more on tourism and offshore banking. Tourism 
was stimulated by incentives to potential investors, such as tax holidays and 
investment deductions. The offshore banking sector generates more than half of 
government revenues. Tourism is, however, the greatest employer. The economy 
stood at US$ 0.9 billion in 2013, with a GDP per capita of US$ 32,307. The previously 
predominantly maritime economy of the Cayman Islands has developed since the 
mid-1960s into one of the world’s largest financial services center. GDP per capita in 
2013 was US$ 59,448, totaling to US$ 3.5 billion in GDP. The Turks and Caicos 
Islands’ economy is primarily based on tourism, with a small financial services 
sector. GDP per capita in 2013 was US$ 21,338, while this country had a US$ 0.7 
billion economy.  

 
The French Caribbean 
In the past, the economy of Guadeloupe used to depend to a large degree on 
sugarcane. Later, after the Second World War, also bananas, pineapples and rice 
became important crops. Presently, the main economic industries of Guadeloupe are 
services, light industry and agriculture. Tourism is the largest component of the 
services industry. The size of the economy stood at US$ 10.8 billion in 2013, GDP per 
capita was US$ 26,696.  

The main industries of Martinique are agriculture, industry and tourism. The 
main crops are bananas and sugar cane. The oil industry contributes significantly to 
the economy of Martinique, while tourism accounts for nearly eighteen percent of 
GDP (Alonso & Hicks, 2002). GDP was US$ 11.3 billion in 2013, while GDP per 
capita was US$ 29,614.  

 

3.4.2 Macroeconomic performance and public finances 
 

This section explores the overall macroeconomic performance of the selected 
countries and territories, by examining the GDP per capita, change in real GDP (i.e., 
GDP growth rate), inflation rate, and fiscal balance in percent of GDP. I note that the 
GDP per capita is a proxy for economic efficiency since it measures the ratio between 
the output (i.e., GDP) and the input (i.e., population as proxy for human capital). 
The choices for these variables are largely based on data availability. In addition, it 
explores their public finances by examining, in addition to their fiscal balance in 
percent of GDP, their government debt to GDP ratio. The examination of the GDP 
per capita involves the year 201319, using the data illustrated in Table 3.1. The 
analysis for the other variables covers two periods, i.e., the period 1986-2015 and the 
period 2011-2015. As mentioned already in section 3.4, the selection for these periods 
are based on data availability for selected countries and territories.  

                                                 
19 At the time of writing, this was the year with the most reliable estimates for GDP per capita. 
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Figure 3.4 GDP per capita (in US dollar) in 2013 

 
Source: UNdata; IEDOM; INSEE; Statistics Netherlands (2016). 
 
An analysis of the GDP per capita of all selected Caribbean small open economies 
(see Table 3.120 and Figure 3.4) denotes that their mean GDP per capita is equal to  
US$ 19,041 (SD = 11,928). The territory Cayman Islands has the highest GDP per 
capita, while Guyana has the lowest GDP per capita. Remarkably, countries and 
territories with above average GDP per capita are all politically dependent countries 
with the exception of The Bahamas. This finding tends to indicate that politically 
dependent countries and territories have achieved higher economic efficiency.  

A comparison of the macroeconomic performance of selected Caribbean small 
open economies shows that their mean real GDP growth rate in the period 1986-2015 
(M=3.0, SD=1.2) is not significantly lower than the global mean real GDP growth 
rate of 3.7 percent, t(12) = -1.93; p = 0.077.  An analysis of more recent data covering 
the period 2011-2015 indicates that the mean real GDP growth rate of the selected 
countries and territories is lower than that of the period 1986-2015 (see Figures 3.5 
and 3.6)21. Moreover, their mean real GDP growth rate (M=1.4, SD=1.4) in the period 
2011-2015 is significantly lower than the global mean real GDP growth rate of 3.6 
percent, t(14) = -6.11; p < 0.001. The question is whether the average performance of 
selected countries and territories gives a fair view of the performance of the 
individual countries and territories. To examine this, outliers among these countries 
and territories are identified. Due to the small sample size, the simple standard 
  
 
 

                                                 
20 Excluding the Netherlands Antilles. 
21 The 1986-2015 period covers the following countries: Antigua and Barbuda, Aruba, The Bahamas, 
Barbados, Belize, Dominica, Grenada, Guyana, Saint Kitts and Nevis, Saint Lucia, Saint Vincent and 
the Grenadines, Suriname, and Trinidad and Tobago. The 2011-2015 period covers, in addition to the 
countries covered in the 1986-2015 period, Curaçao and Sint Maarten. 
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Figure 3.5 Average real GDP growth, 2011-2015       Figure 3.6 Average real GDP growth, 1986-2015 

      
Source: IMF World Economic Outlook database October 2016; IMF (2016f); Centrale Bank van Aruba 
(2015). 
 
deviation method22 is used to identify outliers in the data. Outliers are those 
observations ( that lie outside the interval of  ±2SD, where  is the mean of all 
observations and SD is the standard deviation. In other words,  is an outlier if  
[(  or if [(   

The results suggest that the mean real GDP growth rate of Guyana in the period 
2011-2015 (M=4.5, SD=1.0) is significantly higher than the overall mean real GDP 
growth rate, as [( = 2.19. Also, the mean real GDP growth rate of Belize in 
the period 1986-2015 (M=6, SD= 5.2) is significantly higher than the overall mean 
real GDP growth rate, as [( = 2.56]. When excluding these outliers, the 
results show a lower mean real GDP growth rate for all observations in the period 
2011-2015 (M=1.2, SD=1.2), compared to the mean real GDP growth rate in the 
period 1986-2015 (M=2.8, SD=0.8). Moreover, the mean real GDP growth rate of the 
selected Caribbean small open economies excluding the outliers is significantly 
lower than the global mean real GDP growth rate in the period 1986-2015  
(t(11) = -3.87; p = 0.003) and in the period 2011-2015 (t(13) = -7.86; p < 0.001). 

With respect to inflation, the average inflation rate of selected Caribbean 
countries was 5.5 percent (SD=6.3) in the period 1986-2015, compared to 2.2 percent 
(SD=1.9) in the period 2011-2015 (see Figures 3.7 and 3.8). The average inflation rate 
of selected countries is significantly lower than the global average inflation rate of 
11.1 percent in the period 1986-2015 (t(12) = -3.2; p = 0.008) and in the period  
2011-2015 (t(14) = -3.10; p = 0.008). The simple standard deviation method for 
detecting outliers suggests that the mean inflation rates of Suriname in, respectively, 
the period 1986-2015 (M=22.0, SD=29.3) and the period 2011-2015 (M=7, SD=6.3) are 
significantly different from the overall mean inflation rates for mentioned periods, as 
[( = 2.62 in the period 1986-2015 and [( = 2.50 in the period 
  
  

                                                 
22 An outlier may be due to non-normality of data. However, since in this study the purpose of 
determining the outlier is to find the extreme values regardless of the distribution, the simple 
standard deviation method may be used. Note that this method is nevertheless sensitive to extreme 
values since these extreme values determine in part the mean and standard deviation. 
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Figure 3.7 Average inflation 1), 2011-2015       Figure 3.8 Average inflation 1), 2011-2015 

       
Source: IMF World Economic Outlook database October 2016; IMF (2016f); Centrale Bank van Aruba 
(2015). 
 
1) Change in consumer price index. 

 
2011-2015. When excluding these outliers, the results show a lower inflation rate for 
all observations in the period 2011-2015 (M=1.9, SD=1.4), compared to the mean 
inflation rate in the period 1986-2015 (M=4.1, SD=4.1).  

The average fiscal deficit of selected Caribbean countries was 0.6 percent of GDP 
(SD=1.7) in the period 1986-2015, compared to 1.4 percent of GDP (SD=3.9) in the 
period 2011-2015 (see Figures 3.9 and 3.10). The simple standard deviation method 
for detecting outliers suggests that the mean fiscal surplus in percent of GDP of Saint 
Kitts and Nevis in the period 2011-2015 (M=11.1, SD=3.2) is significantly higher than 
the overall mean fiscal balance for mentioned period, as [( =3.22. When 
excluding this outlier, the results show a higher fiscal deficit for all observations in 
the period 2011-2015 of 2.3 percent of GDP (SD=1.8), compared to the mean fiscal 
deficit in the period 1986-2015.  
 
Figure 3.9 Fiscal balance, 2011-2015        Figure 3.10 Fiscal balance, 1986-2015 

      
Source: IMF World Economic Outlook database October 2016; IMF (2016f); Centrale Bank van Aruba 
(2015). 
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Figure 3.11 Government debt, 2015 

 
Source: IMF World Economic Outlook database October 2016; IMF (2016f); Centrale Bank van Aruba 
(2015). 

 
The average debt-to-GDP ratio of selected Caribbean countries was 70.3 percent 
(SD=22.6) at the end of 2015 (see Figure 3.11)23. The simple standard deviation 
method for detecting outliers suggests that there are no outliers. The mean fiscal 
deficit over three decades indicates the persistence of unsustainable government 
finances in the selected Caribbean countries. Consequently, most of these countries 
have experienced an increasing debt-to-GDP ratio. In 2015, Barbados and Antigua 
and Barbuda had debt-to-GDP ratio of, respectively, 105.0 percent and 104.4 percent, 
i.e., the two highest ratios among the selected Caribbean small open economies. Sint 
Maarten had the lowest debt-to-GDP ratio in 2015, i.e., 36.5 percent, followed by 
Suriname with a debt-to-GDP ratio of 43.5 percent. Note, however, that Sint Maarten 
started as an autonomous country in 2010 with a debt-to-GDP ratio of just 15.4 
percent, because as part of the process of dismantling the Netherlands Antilles the 
Dutch government provided debt relief to the Netherlands Antilles (IMF, 2016f). 
Also, Curaçao started in 2010 with a low debt-to-GDP ratio of 28.1 percent, related to 
the debt relief received by Netherlands Antilles.  

Just before the end of the 1980s, Trinidad and Tobago was characterized by fiscal 
and external disequilibria (Forde, 2004). As a result, the economy underwent an IMF 
stabilization and structural adjustment program in the period 1989-1991. After this 
structural adjustment program, the government registered fiscal surpluses with the 
exception of 1998 and 1999 when energy-related government revenues plummeted 
because of falling oil prices and the recent years from 2009 onwards related to the 
financial crisis. However, when excluding the energy revenues, the government 
posted fiscal deficits. The government debt-to-GDP ratio (including contingent 
domestic debt) was 44.2 percent in 2015. 

 
  

                                                 
23 No data available for Anguilla, British Virgin Islands, Cayman Islands, Guadeloupe, Martinique, 
Montserrat, and Turks and Caicos Islands. In the case of the BES-islands, there is a balanced budget 
rule in place, implying that these islands have no debt.   

0.0 20.0 40.0 60.0 80.0 100.0 120.0

St. Maarten
Suriname

Trinidad & Tobago
Curaçao
Guyana

Bahamas
St. Kitts & Nevis

Average
St. Lucia

St. Vincent & the Grenadines
Belize
Aruba

Dominica
Grenada

Antigua & Barbuda
Barbados

In percent of GDP



520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM
Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018 PDF page: 58PDF page: 58PDF page: 58PDF page: 58

 
 

48 
 

3.5 Concluding remarks  

 
The selected Caribbean small open economies share many common characteristics 
related to their small size. Nevertheless, there are differences in the size of these 
countries. For instance, the population of Trinidad and Tobago is over 1 million, 
while that of Saba is around 2 thousand. When looking at the surface area, I observe 
that the biggest countries are Guyana and Suriname. These bigger countries have 
more natural resources compared to the smaller ones.  

The majority of the English-speaking countries and territories obtained their 
political independence in the 1960s, 1970s and 1980s, while the other British 
territories are British Overseas Territories. In the case of the Dutch Caribbean, three 
countries are autonomous countries within the Dutch Kingdom, while three 
territories are special municipalities of the Netherlands. The Caribbean countries and 
territories have political institutions which are largely based on those in their 
(former) colonial power. Also, the legal system was adopted from the (former) 
colonial power. Basically, these countries and territories have a common law system 
or a civil code system.  

An analysis of the Political Rights measure of the Freedom House and four World 
Bank Worldwide Governance Indicators (i.e., Voice and Accountability, Political 
Stability and Absence of Violence/Terrorism, Government Effectiveness, and Control of 
Corruption) tends to indicate that the de facto political institutions of the selected 
Caribbean small open economies are weaker than the political institutions of the 
(former) colonial powers, despite the fact that their de jure political institutions are 
based on those in their (former) colonial power. One possible explanation for this 
outcome is that the “players of the game” also are important in determining the 
political institutions. The size of these countries and territories implies limits on 
human and institutional capacity, because of a smaller pool of qualified people. 
Moreover, the prevalence of political patronage may have contributed to this result.  

Between the selected Caribbean countries and territories, there is a great diversity 
in economic achievements, which may be indicative that small-size-related 
constraints have been overcome by some of these islands better than by others. The 
smaller economies are in general to a great extent dependent on the tourism 
industry, but the economies of a number of countries and territories are also 
dependent on the (offshore) financial services industry. In Trinidad and Tobago, the 
oil and gas industry is the main economic industry. The biggest countries, Suriname 
and Guyana, have mineral-based economies. Note that in particular the English- and 
French-speaking Caribbean was in the past largely agriculture based. Agriculture 
still is an important industry in some countries, though less prominently than in the 
past.  

Finally, the state of the public finances of the Caribbean countries and territories 
is not in the best shape. The majority of these countries and territories recorded 
persistent fiscal deficits in the past and have a high government debt-to-GDP ratio. 
As mentioned in Chapter 1, sustainable public finances are important for the ability 
of central banks to achieve their monetary policy objectives. This issue is explored 
further in Chapter 8. 
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4 Measuring economic vulnerability and economic resilience 
 

4.1 Introduction 

 
As discussed in Chapter 2, there is substantial literature that shows that small 
nations tend to suffer from vulnerabilities largely related to a lack of variety of 
(natural) resources and the small size of their domestic markets. However, as also 
mentioned in Chapter 2, several empirical studies suggest that small open economies 
and also small islands do not necessarily suffer from their size constraints. This 
thesis examines whether the Caribbean small open economies have developed 
political and economic institutions to counteract the adverse (economic) 
consequences of their size. This chapter applies the economic vulnerability and 
resilience framework of Briguglio (2014) on selected Caribbean small open 
economies to examine the overall exposure of these economies to external shocks.  

The remainder of this chapter is organized as follows. Section 4.2 elaborates on 
the economic and resilience framework for small states of Briguglio (2014) and the 
relationship between this framework and the theoretical model for the relationship 
between institutions and economic performance in the Caribbean small open 
economies discussed in this thesis. Section 4.3 applies this framework for a number 
of selected Caribbean small open economies. Finally, section 4.4 concludes. 

 

4.2 The economic vulnerability and resilience framework  

 
Despite their economic disadvantages, several empirical studies on the economic 
performance of small economies show that small economies have not necessary 
suffered from their small size constraints (e.g., Easterly & Kraay, 2000; Armstrong & 
Read, 2004; Eclac, 2001). The phenomenon that small island states, like Singapore, 
Cyprus and Malta, have high economic growth rates and high GDP per capita 
despite their economic vulnerability is referred to as the “Singapore Paradox” by 
Briguglio (2003).  

Given the economic openness of small open economies and the related economic 
vulnerability to external shocks, these economies need institutions that promote 
economic resilience (Farrugia, 2007). Economic vulnerability refers to the exposure of 
an economy to exogenous shocks, arising out of economic openness, while economic 
resilience refers to the policy-induced ability of an economy to withstand or recover 
from the effects of such shocks (Briguglio, Cordina, Farrugia & Vella, 2009). 
According to the latter authors, “economic vulnerability is ascribed to inherent 
conditions affecting a country’s exposure to economic shocks, while economic 
resilience is associated with actions undertaken by policy-makers and private 
economic agents that enable a country to withstand or recover from the negative 
effects of shocks” (p. 230).  

Compared to advanced economies, literature on very small countries and 
territories is scarce, such as literature related to measuring economic vulnerability 
and resilience. Lino Briguglio is one of the few authors who has suggested an own 
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methodology for measuring economic vulnerability and resilience indices. His 
economic vulnerability index captures a number of characteristics of small countries. 
These characteristics are related to their size, which may have influenced their 
institutional choices or, in other words, their rules of the game. Within these rules, 
policies are made that could nurture economic resilience. Therefore, their degree of 
economic resilience could be a sign of the strength of their institutions. In view of the 
lack of data of high quality in Caribbean small open economies, I apply also the 
framework of Briguglio to gain better understanding of their vulnerability, 
resilience, and ultimately institutions.  

Briguglio (2014) calculates an Economic Vulnerability Index (EVI) and an 
Economic Resilience Index (ERI) for 183 countries in the world. Both of these indices 
are composite indices. One disadvantage of such composite indices is that they tend 
to be subjective, due largely to the choice of components and the weighting schemes 
(Briguglio, 2014). The author notes that the choice of components is based on, among 
others, the need to have a coverage of small states as wide as possible, and on the 
usefulness of the components. The latter takes into account that the objective of his 
study is to enable policy makers in small states in identifying priorities for resilience 
building. Note that in defining the EVI and ERI an equal weighting approach has 
been applied, thereby giving the components – in this sense - equal weights. 

The EVI covers four components, each with a weight of 25 percent in the overall 
EVI. The weights are those proposed by Briguglio (2014). The following four 
components are included, because of their positive correlation to the exposure to 
external economic shocks: 
(i) Trade openness as gauged by the average of exports and imports of goods 

and services as a percentage of GDP; 
(ii) Export concentration as measured by the three highest export categories in 

total exports of goods and services; 
(iii) Dependence on strategic imports as gauged by the imports of food and fuel as 

a percentage of total merchandise imports;   
(iv) Proneness to natural disasters as calculated in terms of economic damage 

relative to GDP.  
 
Briguglio’s Economic Resilience Index (ERI) includes the following three main 

components with equal weights:  
(i) Macroeconomic stability as measured by its three subcomponents, i.e., 

government debt to GDP ratio, the inflation rate (measured as the GDP 
deflator), and the current account deficit of the balance of payments as 
percentage of GDP. Each of the three subcomponents has a weight of 11.11 
percent, bringing the total weight of macroeconomic stability in the overall 
ERI to 33.33 percent; 

(ii) Market flexibility (adjusted for financial riskiness) as gauged by on the one 
hand the market flexibility index (weight of 25 percent in the overall ERI)24 

                                                 
24 The market flexibility index is obtained by combining the labor market regulations index and the 
business regulations index of the Economic Freedom of the World Index. For those countries with 
missing data for estimating the market flexibility index, the missing data was filled-in by resorting to 
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and on the other hand the financial safety index (weight of 8.33 percent in the 
overall ERI)25. The latter is calculated as the obverse of the financial riskiness 
index which combines the lack of financial prudence26 with the degree of 
financial depth27; and a  

(iii) Political, social and environmental governance index as calculated by three 
subcomponents, i.e., good governance index, social development index, and 
the environmental management index28. The good governance index is 
assessed by the World Bank Worldwide Governance Indicators, weighting 
22.22 percent in the overall ERI. The social development index is measured by 
the non-income components of the Human Development Index that relate to 
education and health, i.e., mean years of schooling, expected years of 
schooling and life expectancy at birth. It has a weight of 5.56 percent in the 
overall ERI. The environmental management index is gauged by the 
environmental health index of the Environmental Performance Index. It has a 
weight of 5.56 percent in the overall ERI. 

 
For additional discussion of desirable properties of the indices, I refer to the 

literature, especially to Briguglio (2003), OECD (2008) and Briguglio (2014). Briguglio 
(2014) uses a Max-Min formula to re-scale the variables of the (sub)components of 
the EVI and ERI29.  

Based on the calculated EVI and ERI, Briguglio (2014) presents a 
vulnerability/resilience framework which deals with the risk of an economy being 
harmed by external economic shocks (see Figure 4.1) Note that in this chapter, the 
definition of risk is the one used by Briguglio. He defines risk as the exposure to 
external shocks discounted for policy measures leading to economic stability, market 
flexibility, social development and good governance (Briguglio, 2014). The risk of 
being harmed comprises increased risk (i.e., vulnerability) due to the inherent 
features rendering a country exposed to external shocks and reduced risk (i.e., 
resilience) associated with policy-induced measures that enable an economy to 
withstand shocks.  

 

                                                                                                                                                        
World Bank’s Doing Business Index (DBI). See Briguglio (2014) for further explanation of the 
methodology. 
25 Briguglio (2014) provides no explanation for the choice of the weights for the subcomponents 
market flexibility index and financial safety index, other than that the choice was made following due 
consideration. 
26 The lack of financial prudence is derived from two indices of the Global Competitiveness 
Indicators, namely soundness of banks and regulation of securities exchanges. Since these indices are 
not available for all countries, Brigulio (2014) uses the World Bank’s “strength of legal rights” to fill-in 
the missing data for these countries. 
27 Measured by the logs of the banks’ credit to the private sector in percent of GDP.  
28 Briguglio (2014) gives no explanation for the choice of the weights for the subcomponents of the 
political, social and environmental governance index. 
29 See Appendix 2 for a brief explanation of the Max-Min formula being used. In the case of the 
subcomponents government debt to GDP ratio and the inflation rate as calculated by the GDP deflator, the 
formula is {1- [(Xi – Xmin)/(Xmax – Xmin)]} since these variables are undesirables with regard to 
macroeconomic stability. 



520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM
Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018 PDF page: 62PDF page: 62PDF page: 62PDF page: 62

 
 

52 
 

Figure 4.1 Risk of a country being harmed by external shocks 

 
Source: Briguglio (2014). 

 
Briguglio (2014) distinguishes four possible scenarios based upon the economic 
vulnerability and resilience characteristics of countries in his study (see Figure 4.2). 
The best-case scenario includes countries with low vulnerability and high resilience, 
encompassing mostly large developed countries. The worst-case scenario comprises 
countries with high vulnerability which have adopted policies that do not foster 
  
Figure 4.2: The vulnerability-resilience nexus 

 
Source: Briguglio (2014). 
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economic resilience. The author notes that mostly small-island developing states 
(SIDS) with weak economic governance are included in this category. Moreover, 
there is a category of self-made countries which are inherently highly vulnerable, but 
they have adopted policies nurturing their economic resilience. This category 
incorporates economically successful SIDS. Finally, the category “prodigal son” 
includes countries with low vulnerability which have adopted policies that run 
counter to economic resilience. The latter entails that these countries expose 
themselves to the adverse effects of (external) shocks. This category includes mostly 
large developing countries. 

Briguglio (2014) argues that the overall conclusion of his research is that small 
states tend to be highly exposed to external economic shocks because of their 
inherent characteristics. Therefore, they should focus on a holistic approach 
encompassing resilience building social, political, environmental, governance and 
economic policies.  

Next, I compare the methodology of Briguglio with the theoretical model for the 
relationship between institutions and economic performance in the Caribbean small 
open economies presented in this study (see Figure 4.330). In this thesis, I argue that 
the characteristics of the Caribbean small open economies with a population of no 
more than 1.5 million influence their political and economic institutional choices, 
which, in turn, determine their economic performance. A few of these characteristics 
related to their small size are their limited resources, small domestic market, 
economic openness, vulnerability to external shocks, social cohesion, and political 
centralization. Mentioned characteristics are the inherent features that make them 
economic vulnerable. By means of his EVI, Briguglio (2014) quantifies this economic 
vulnerability.  

 
Figure 4.3 A theoretical model for the relationship between institutions and economic performance 
in the Caribbean small open economies 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: The author; Based upon the framework of Acemoglu et al. (2005) and the model by David & 
Mach (2007). 

                                                 
30 This figure is presented as Figure 2.3 in Chapter 2. 
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The political and economic institutions mentioned in Figure 4.3 are the “rules of the 
game”, which determine the economic performance of these countries. Within these 
rules, policies are made that could nurture economic resilience. These policies are 
measured in the ERI of Briguglio. The monetary policy and fiscal policy institutions 
entail rules within which policies are made that contribute to macroeconomic stability 
which is one component of the ERI. Legal origin defines largely the legal and 
regulatory institutions of a country. This relates to the market flexibility 
subcomponent of the ERI which measures the effect of the regulatory environment 
on competition and the operation of markets. Referring to legal origin, La Porta et al. 
(2008) argue that common law has in general a market-supporting focus, while civil 
law has a policy-implementing focus. Furthermore, the institutional framework of a 
country determines in part its political and economic governance. Therefore, all the 
political and economic institutions mentioned in Figure 4.3 relate to good governance. 
Only two components of the ERI, i.e., social development and environmental 
management, are not part of my study. 
 

4.3 Measuring economic vulnerability and resilience in selected countries 

 
Following the methodology of Briguglio (2014), I assess the economic vulnerability 
and economic resilience of 13 Caribbean small open economies31, including Antigua 
and Barbuda, Aruba, The Bahamas, Barbados, Belize, Dominica, Grenada, Guyana, 
Saint Kitts and Nevis, Saint Lucia, Saint Vincent and the Grenadines, Suriname, and 
Trinidad and Tobago32. All countries with the exception of Aruba are also part of the 
study of Briguglio (2014). Note that Aruba is the only dependent country among 
these selected countries. The selection of these 13 countries is based on data 
availability. 

The calculated EVI and ERI scores in this section are not fully comparable to 
those computed by Briguglio (2014) for two reasons. First, by measuring economic 
vulnerability and economic resilience exclusively for these 13 countries, my analysis 
shows the difference in the degree of vulnerability and resilience among the selected 
Caribbean countries, while Briguglio (2014) compares 183 countries with each other. 
Second, I use more recent data than Briguglio.  

Due to lack of data, the data used for estimating the (sub)components of the EVI 
and ERI deviates from that of Briguglio in a number of cases33.  
(i) First, to calculate the market flexibility sub index of the adjusted market 

flexibility index, I use the variable “Distance to frontier” (DTF) from the World 
Bank’s Doing Business Index (DBI)34.  

                                                 
31 Selected Caribbean small open economies are not benchmarked against other small open economies 
with a population of no more than 1.5 million inhabitants. This is because these small countries and 
territories around the globe have among others cultural, historical, geographical, and economic 
differences. Please refer also to section 3.1 for an explanation hereof. 
32 Please refer to section 3.2 for an elaboration on the selection of the Caribbean small open economies 
in this study.  
33 In Appendix 2, I explain more in detail the calculation of the various (sub)components of the EVI 
and the ERI, including the data sources. 
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(ii) In addition, the data used for calculating the financial safety sub index of the 
adjusted market flexibility deviates from that of Briguglio. As mentioned in 
section 4.2, Briguglio calculates the financial safety index as the obverse of the 
financial riskiness index which combines lack of financial prudence with 
financial depth. In my calculations, the financial safety index is composed of 
financial prudence weighted by the importance of the financial sector. The 
financial prudence component is calculated as the equal weighted average of 
the “soundness of banks” measured by a number of financial soundness 
indicators and the “strength of legal rights”35. The importance of the financial 
sector is measured by domestic credit to the private sector by banks, i.e., the 
same as Briguglio (2014).  

(iii) Note also that, instead of applying the Environment Performance Index (EPI) 
used by Briguglio, I measure environmental management by the CO2 
emission36, because data on the EPI is not available for a significant number of 
the selected countries. CO2 emission is harmful for the environment and 
therefore lower CO2 emission could be an outcome of environmental policies.   

 
Table 4.1 illustrates the EVI scores for the selected Caribbean small open economies. 
The results show that Aruba has the highest economic vulnerability score, because it 
has the greatest degree of trade openness, export concentration and dependence on 
strategic imports, even though its proneness to natural disasters is low. Dominica 
has the second highest vulnerability score, because of its high proneness to natural 
disasters and its high degree of export concentration. Suriname is the least 
vulnerable country with below average scores for all the four components of the EVI. 
Closely following Suriname is Barbados, due to its relatively low scores on trade 
openness, export concentration and proneness to natural disasters, while its 
dependence on strategic imports is above average compare to the other countries.  

Table 4.2 shows the ERI scores for the selected Caribbean small open economies. 
The results suggest that Aruba is the most resilient country, followed closely by The 
Bahamas and Trinidad and Tobago. Aruba has the best performance for financial 
safety and political governance indices. Although the ERI scores indicate that Aruba 
is the most resilient country, the latter result should be interpreted with caution since 
data were imputed for some missing data in the case of Aruba37 (see Appendix 2). 
The least resilient country seems to be Guyana, which has low scores for almost all 
  

                                                                                                                                                        
34 The frontier is defined as the best performance observed on each of the indicators of the DBI across 
all economies included in the database of the DBI. An economy’s DTF is reflected on a scale from 0 to 
100 where 0 represents the lowest performance and 100 represents the frontier. 
35 The “soundness of banks” component consists of four variables: regulatory capital to risk weighted 
assets (in percent), non-performing loans to total gross loans (in percent), return on assets (in percent), 
and liquid assets to total assets (in percent). The “strength of legal rights” is based on the World 
Bank’s “strength of legal rights”. 
36 Since CO2 emission is undesirable from an environmental point of view, the formula for estimating 
the environmental management index is {1- [(Xi – Xmin)/(Xmax – Xmin)]}. 
37 The ERI for Aruba is most sensitive to the imputed data for market flexibility. If instead of the 
median for the “Distance to Frontier”, I would use the minimum “Distance to Frontier” for Aruba, 
Aruba would no longer be the most resilient country. However, it would remain a highly vulnerable 
and highly resilient country as compared to the other selected countries.  
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Table 4.1 EVI of selected Caribbean small open economies 1) 2) 

Country OPN EXN DSI DST EVI EVI RS 

Antigua and Barbuda 0.288 0.392 0.302 0.308 0.440 0.391 
Aruba 1.000 1.000 1.000 0.000 0.750 1.000 
Bahamas 0.233 0.675 0.706 0.210 0.456 0.423 
Barbados 0.254 0.049 0.893 0.016 0.303 0.122 
Belize 0.592 0.000 0.532 0.287 0.353 0.221 
Dominica 0.164 0.844 0.275 1.000 0.571 0.648 
Grenada 0.000 0.556 0.503 0.791 0.463 0.436 
Guyana 0.439 0.341 0.603 0.224 0.402 0.317 
St. Kitts and Nevis 0.164 0.785 0.000 0.706 0.414 0.340 
St. Lucia 0.223 0.590 1.000 0.023 0.459 0.429 
St. Vincent and the Grenadines 0.145 0.446 1.000 0.167 0.439 0.390 
Suriname 0.269 0.400 0.293 0.000 0.240 0.000 
Trinidad and Tobago 0.423 0.600 0.885 0.001 0.477 0.465 
Source: Author’s calculations. 

 
1) OPN= Trade openness; EXN = Export concentration; DSI = Dependence on strategic imports; DST 

= Disaster proneness; EVI = Economic vulnerability index; EVI RS = Rescaled economic 
vulnerability index. 

2) The EVI is the weighted average of the indices of its four components (i.e., OPN, EXN, DSI and 
DST). Following Briguglio (2014), the EVI is re-scaled by applying the Max-Min formula to derive 
EVI RS.  

 
Table 4.2 ERI of selected Caribbean small open economies 1) 2) 

Country STB MFX FSI PGV SOC ENV ERI  ERI RS 

Antigua and Barbuda 0.218 0.921 0.274 0.611 0.737 0.879 0.551 0.528 
Aruba 0.587 0.888 1.000 1.000 0.583 0.739 0.797 1.000 
The Bahamas 0.611 0.988 0.460 0.744 0.842 0.850 0.748 0.907 
Barbados 0.519 0.880 0.044 0.923 1.000 0.893 0.707 0.828 
Belize 0.427 0.835 0.406 0.104 0.608 1.000 0.497 0.425 
Dominica 0.336 0.953 0.460 0.643 0.522 0.987 0.615 0.651 
Grenada 0.063 0.763 0.321 0.453 0.685 0.965 0.431 0.297 
Guyana 0.080 0.657 0.386 0.000 0.000 0.964 0.277 0.000 
St. Kitts and Nevis 0.000 0.753 0.820 0.589 0.485 0.915 0.465 0.362 
St. Lucia 0.378 1.000 0.059 0.632 0.604 0.973 0.609 0.639 
St. Vincent and the Grenadines 0.173 0.895 0.000 0.661 0.481 0.981 0.510 0.448 
Suriname 0.362 0.000 0.641 0.170 0.330 0.928 0.282 0.010 
Trinidad and Tobago 1.000 0.906 0.635 0.310 0.663 0.000 0.718 0.850 
Source: Author’s calculations. 
 
1) STB = Macroeconomic stability; MFX = Market flexibility; FSI = Financial safety index; PGV 

=Political governance; SOC = Social development; ENV = Environmental management; ERI = 
Economic resilience index; ERI RS = Rescaled economic resilience index.  

2) The EVI is the weighted average of the indices of its components (i.e., STB, MFX, FSI, PGV, SOC 
and ENV). Following Briguglio (2014), the EVI is re-scaled by applying the Max-Min formula to 
derive EVI RS. 
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sub-indices, particularly for political governance, social development, and 
macroeconomic stability. 

Figure 4.4 compares the results for the calculated ERI and EVI scores for the 13 
selected Caribbean small open economies. Compared to the other countries, 
Barbados has the greatest advantage, as it has a low vulnerability score but a high 
resilience score compared to the respective averages of the selected countries. 
However, Grenada has the greatest weakness, since it has a high vulnerability score 
in combination with a low resilience score compared to the average of the selected 
countries. Furthermore, Antigua and Barbuda, Belize, Guyana, Saint Kitts and Nevis, 
Saint Vincent and the Grenadines, and Suriname have both low vulnerability and 
low resilience scores compared to the respective average of the selected countries. 
Although these countries are among the least vulnerable countries in the sample, 
due to their relatively low resiliency they are more exposed to the unfavorable 
effects of (external) shocks should these occur. Finally, Aruba, The Bahamas, 
Dominica, Saint Lucia, and Trinidad and Tobago are highly vulnerable and highly 
resilient as compared to the other countries. This implies that despite the fact that 
their inherent characteristics make them highly vulnerable, they have built a policy 
induced economic resilience.  

 
Figure 4.4: EVI and ERI scores of this study 1) 

Source: Author’s calculations. 

 
1) Threshold between high and low vulnerability scores is 0.399, while the threshold between high 

and low resilience is 0.534. 
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As mentioned before, my results are not fully comparable to those of Briguglio 
who has calculated the EVI and ERI scores for all selected countries in this chapter 
with the exception of Aruba. His scores are in comparison to a sample of 183 
countries. He shows that all selected Caribbean countries with the exception of 
Suriname are highly vulnerable as compared to the average of 183 countries. 
Nevertheless, he notes that the majority of these Caribbean countries – Antigua and 
Barbuda, The Bahamas, Barbados, Belize, Dominica, Grenada, Saint Lucia, Saint 
Vincent and the Grenadines, and Trinidad and Tobago – are classified as 
economically successful SIDS, because they have adopted policies that nurture their 
economic resilience. In contrast, Guyana and Saint Kitts and Nevis have a below 
average economic resilience compared to 183 countries. Because of their high 
vulnerable score in combination with a below average resilience sore, Briguglio 
classifies them as SIDS with weak (economic) governance. Furthermore, the results 
of Brigulio (2014) indicate that Suriname has low vulnerability and below average 
resilience scores.   

Briguglio has not calculated the EVI and ERI scores for Aruba. Lack of data 
hinders the calculation of these scores using the same methodology and similar data. 
Nevertheless, based on my calculations, I can graphically illustrate where Aruba fits 
in the calculations of Briguglio (2014) (see Figure 4.5). It seems that Aruba is a highly 
 
Figure 4.5 EVI and ERI scores for the selected countries, including a proxy for Aruba 1) 

Source: Briguglio (2014); Author’s calculations for Aruba. 
 

1) Threshold between high and low vulnerability scores is 0.332, while the threshold between high 
and low resilience is 0.513. 
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vulnerable country, but with a high resiliency. It falls in the category of self-made 
countries which are inherently highly vulnerable, but also highly resilient. As 
mentioned before, this category incorporates economically successful SIDS, 
including Caribbean countries. Nevertheless, the fact that Aruba is a politically 
dependent country could imply that it is not fully comparable to the countries 
included in the study of Briguglio. Its political status could imply that for instance its 
institutions are different from those of sovereign countries.  

 

4.4 Concluding remarks 

 
Building on the framework of Briguglio (2014), this chapter provides an assessment 
of the degree of economic vulnerability and economic resilience among 13 Caribbean 
small open economies, indicating that there is diversity in the overall risk of being 
harmed by external economic shocks. Although Briguglio considers most of them as 
economically successful SIDS, the results indicate that some Caribbean countries are 
better equipped to deal with external economic shocks, including Aruba, The 
Bahamas, Barbados, Dominica, Saint Lucia, and Trinidad and Tobago, than others.  

The analysis in this chapter tends to indicate that Aruba is one of the most 
vulnerable and most resilient country among the selected Caribbean countries and it 
seems to be one of the most economically successful countries in the world. Its 
vulnerability relates largely to its dependence on almost exclusively the tourism 
industry, especially after the closure of its refinery. Referring in particular to the high 
economic resilience of Aruba, I observe that the results for Aruba may be not fully 
comparable to the other Caribbean countries and the other sovereign countries in the 
study of Briguglio, since Aruba is the only dependent country among the selected 
countries.  

One possible explanation for Aruba’s high resilience compared to the other 
countries is that Aruba may have built better institutions, may have better (political) 
governance and therefore may have built a policy induced economic resilience, 
because of its ties with its former colonial power, i.e., the Netherlands. This 
argument is supported by Oostindie & Sutton (2006) who argue that there seems to 
be a tendency towards convergence of good governance between independent 
territories and their relevant (former) colonial power. A study on the influence of 
smallness and non-sovereignty on the quality of governance in Aruba by Aguirre 
Broca (2017) concludes that non-sovereignty provides checks and balances that 
enforce good governance in Aruba (p. 34). A recent example of the influence of the 
Netherlands is the creation of independent supervision of Aruba’s public finances by 
the Council of Ministers of the Dutch Kingdom in 2015.  

Another example of the influence of the Netherlands on its former colonies is 
associated with Sint Maarten. In response to a number of investigations related to 
integrity38 following signals of possible corruption in the public sector, the 
governments of Sint Maarten and the Netherlands signed a protocol in 2015, 
agreeing on the establishment of an independent Integrity Chamber for Sint 

                                                 
38 See General Audit Chamber (2014) and Commissie Integer Openbaar Bestuur (2014). 
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Maarten. Following a delay on the part of Sint Maarten to establish this chamber, the 
Netherlands decided to put the approval of the law regarding the establishment of 
this chamber by the Parliament of Sint Maarten as a precondition for providing 
funds to Sint Maarten for its reconstruction after the damage caused by hurricane 
Irma in September 2017.  

Moreover, I remark that the relatively high financial soundness of banks in 
Aruba contributes to its economic resilience. Since central banks in the selected 
Caribbean countries are supervisors of (part) of the financial system, it is interesting 
to examine their institutional independence to explore whether this may have 
contributed to the financial soundness of banks. In this context, I note that Klomp & 
De Haan (2009) find a negative relation between central bank independence and 
financial instability in a study of 60 countries. Also, they find that countries in which 
the central bank has an explicit mandate for financial supervision have lower levels 
of financial instability. The relation between central bank independence and 
financial stability is not examined in this thesis. However, I explore central bank 
independence related to monetary policy in Chapter 6. The latter may be indicative 
for the institutional independence of the central banks in their role as supervisor of 
the financial institutions. 
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5 Monetary policy institutions 
 

5.1 Introduction 

 
Monetary policy, besides fiscal policy, is used by countries around the world to 
achieve several objectives, including economic growth, full and stable employment, 
exchange rate stability and price stability. Loayza & Schmidt-Hebbel (2002) define 
monetary policy as the rules and actions adopted by the central bank to achieve its 
objectives. Hubbard (2002) mentions that monetary policy refers to the management 
of money supply and its links to prices, interest rates, and other economic variables 
(p. 9). According to the Board of Governors of the Federal Reserve System (n.d.), the 
term monetary policy refers to the actions undertaken by a central bank to influence 
the availability and cost of money and credit to help promote national economic 
goals. This study defines monetary policy as the rules and actions adopted by the 
central bank to influence the availability and cost of money and credit with the 
purpose to achieve its goals.  

This chapter elaborates on basic guiding principles of standard monetary policy. 
These guiding principles are in general based on experiences of developed countries. 
This thesis is, however, about small countries and territories that may have 
developed different guiding principles of monetary policy. In order to be able to 
discuss the guiding principles of monetary policy in Caribbean small open 
economies, it is essential to discuss firstly the standard theory from which these 
small countries and territories may have to depart to survive.  

The chapter starts with a brief overview of monetary policy institutions in 
general in section 5.2. From this overview, it follows that in the case of monetary 
policy, the rules of the game - or in other words the institutional framework - 
comprise the goals of monetary policy, the choice of the monetary policy regime, the 
monetary policy instruments and the level of central bank independence. The 
remainder of this chapter elaborates on the most important features of these 
monetary policy institutions in sections 5.3 to 5.6. In section 5.7, some concluding 
remarks are presented.    

 

5.2 Defining monetary policy institutions 

 
As mentioned before, monetary policy refers to the rules and actions adopted by the 
central bank to influence the availability and cost of money and credit with the 
purpose to achieve its goals. According to Mishkin (2011), prior to the 2007-2009 
financial crisis there were nine basic scientific principles that served as guiding 
principles for the conduct of monetary policy. I observe that these principles are 
followed to a large extent by advanced economies and not necessarily by small open 
economies such as the selected Caribbean countries and territories that are the 
subject of this study. As noted by Mishkin (2011), these guiding principles are still 
valid after the crisis or in his words: “none of the lessons from the financial crisis in 
any way undermines or invalidates the nine basic principles of the science of 
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monetary policy developed before the crisis” (p. 31). A brief summary of the author’s 
exposition follows below.  

First of all, the ultimate source of inflation is overly expansionary monetary 
policy, implying that keeping inflation under control is the responsibility of central 
banks. Second, and related to the first principle, price stability has important 
benefits. A low and stable inflation has a positive effect on the level of resources 
productively employed in the economy. Third, the author notes there is no long-run 
tradeoff between employment and inflation, meaning that lowering unemployment 
below its natural rate would result only in higher inflation. Fourth, expectations 
about future monetary policy play a crucial role in economic outcomes, like the 
inflation rate. Fifth, consistent with the Taylor Principle, real interest rates must rise 
with higher inflation. The latter is necessary for inflation to remain under control. 
Sixth, the time-inconsistency problem is relevant to monetary policy. The latter 
problem arises when a central bank pursues short-run employment objectives, by 
exploiting the short-run tradeoff between employment and inflation, instead of 
chasing long-run outcomes. As mentioned by Mishkin (2007e), a central bank may 
pursue expansionary monetary policy, which in the short run produces higher 
growth and employment but in the long run will lead to higher inflation and related 
negative consequences for the economy (pp. 38-39). Therefore, it is important for a 
central bank to have a commitment mechanism to follow an optimal plan over time.  

Seventh, central bank independence supports the efficiency of monetary policy. 
According to Mishkin (2011), research shows a strong case for instrument 
independence and not for goal independence. Instrument independence implies that 
central banks control the setting of monetary policy instruments, while goal 
independence refers to the ability of the central bank to independently set its own 
goals of monetary policy. The author mentions that instrument independence helps 
central banks in avoiding short-run pressures to exploit the Phillips-curve tradeoff 
between employment and inflation, while basic democratic principles argue for the 
government setting the monetary policy goals. Eight, a strong nominal anchor of 
monetary policy is crucial to producing good monetary policy outcomes, because it 
makes it clear that the central bank must pursue long-run outcomes and not short-
run expansionary policies that are inconsistent with price stability. In this context, 
Mishkin (2007a) mentions that a nominal anchor is a nominal variable (such as the 
inflation rate, an exchange rate, or the money supply) that monetary policymakers 
use to tie down the price level (p. 40). Ninth, there is a link between financial 
frictions and business cycle fluctuations. Mishkin (2011) notes that the most severe 
business cycle downturns are often associated with financial instability. 

I argue that the above mentioned principles have implications for monetary 
policymaking by central banks. Specifically, I focus on the implications for the 
monetary policy institutions. To identify the relevant monetary policy institutions, I 
examine first the standard monetary policy framework as described by, e.g., Walsh 
(2003). A distinction between instruments, operating targets, intermediate targets, 
and goals of monetary policy is made. The goals of monetary policy are the ultimate 
objectives of monetary policy (e.g., McCallum, 1990b; Walsh, 2003, p. 430). As 
mentioned before, the goals of monetary policy include economic growth, full and 
stable employment, exchange rate stability and price stability, although, as argued 
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by, e.g., Issing (2001) and Mishkin (2007e), price stability is in general viewed as the 
main goal of monetary policy. Blanchard, Dell’Ariccia & Mauro (2010) mention that 
the consensus is that inflation should not only be stable but also very low, noting 
that most central banks have a target around 2 percent. However, as central banks 
cannot directly influence these objectives, they use intermediate targets, which they 
can manage, to achieve their objectives. These intermediate targets have a direct 
influence on the monetary policy goal, while they can be more quickly and easily 
observed. McCallum (1990b) states that intermediate targets serve as an operational 
guide to monetary policy. The latter entails that the central bank first chooses a time 
path for the intermediate target(s) which will be conducive to the desirable outcomes 
for the goal variables. Once this time path is established, central banks’ efforts are 
directed towards achieving this path for the target variable. Well-known examples of 
intermediate targets are the exchange rate and inflation forecasts. The control over 
the intermediate targets is through the use of monetary policy instruments. The 
latter are variables that are directly controlled by central banks (e.g., McCallum, 
1990b; Walsh, 2003, p. 430). Therefore, by using monetary policy instruments, the 
central banks can indirectly achieve their objectives. Walsh (2003) mentions that 
typical monetary policy instruments include interest rates charged on reserves 
borrowed from the central bank, reserve requirement ratios and the composition of 
the central bank’s own balance sheet (such as its holdings of government securities). 
Note, however, that the monetary policy instruments cannot directly impact the 
intermediate targets. Monetary policy instruments influence the intermediate target 
through the use of operating targets. According to Walsh (2003), the monetary policy 
instruments are usually used to achieve a pre-specified value of operating target, 
which is typically some measure of bank reserves, a very short-term interest rate, or 
a monetary-conditions index that combines an interest rate and the exchange rate (p. 
430). So, the link runs from instruments to operating targets to intermediate targets 
to monetary policy goal. 

As mentioned before, institutions are the rules of the game in a society or, in 
other words, the humanly devised constraints that shape human interaction (North, 
1990, p.3). Institutions consist of formal constraints (such as rules, constitutions, 
laws, and property rights), informal constraints (for instance socially sanctioned 
norms of behavior, taboos, traditions, and self-imposed codes of conduct) and their 
enforcement characteristics (North, 1990, p. 4, 36, 47). Therefore, monetary policy 
institutions are the (formal and informal) constraints faced by policymakers in their 
monetary policy conduct which define their freedom of action.  

Based upon the standard monetary policy framework, I identify three monetary 
policy institutions. A first monetary policy institution is the goal of monetary policy. 
One of the implications of the earlier mentioned guiding principles of monetary 
policy is that price stability should be the overriding long-run goal of monetary 
policy (Mishkin, 2007e, p. 41). In the case of the Caribbean small open economies, the 
majority of these economies have hard or soft pegs according to IMF (2014a). 
According to Filardo, Ma & Mihaljek (2011), central banks that operate a currency 
board or a fixed exchange rate regime have a legal mandate to keep the external 
value of the domestic currency stable, leading to the conclusion that exchange rate 
stability instead of price stability is the overriding goal of monetary policy in those 
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cases. Note, however, that Svensson (1993) argues that pegging the exchange rate to 
a stable low-inflation foreign currency can be seen as a means to achieve price 
stability. So, the question is whether in the case of the Caribbean small open 
economies the exchange rate stability is the goal of monetary policy or a means to 
achieve price stability. 

 A second monetary policy institution is the intermediate target used by central 
banks, which defines the monetary policy regime, i.e., the regime used by central 
banks to conduct monetary policy. As mentioned before, central banks aim at 
achieving their goals by pursuing an intermediate target. Central banks can choose 
whether or not to announce the future course of these intermediate targets. By 
announcing the future course of their intermediate targets of monetary policy, these 
become a nominal anchor for monetary policy. In doing so, central banks comply 
with another implication of the mentioned guiding principles, that is central banks 
should adopt an explicit nominal anchor to clearly define what they mean by price 
stability, as price stability itself is not a clearly defined concept (Mishkin, 2007e, p. 
42). In other words, by announcing the future course of intermediate targets, central 
banks commit to implement consistent policies, while providing the public with a 
transparent yardstick that it can use to monitor monetary policy implementation 
(Croce & Khan, 2000, Rules versus discretion, para. 1).  

A third rule relates to the instruments of monetary policy. When implementing 
monetary policy, central banks can use direct instruments and indirect instruments. 
In the case of direct instruments, central banks use their regulatory powers to set or 
limit either prices (interest rates) or quantities (amount of credit outstanding), while 
in the case of indirect instruments they influence money market conditions as the 
issuer of reserve money by adjusting the underlying demand for and supply of bank 
reserves (Alexander, Baliño & Enoch, 1996). Epstein (2007) argues that one of the 
best practices of central banking is the use of indirect instruments of monetary policy 
(p. 95). Besides the three mentioned monetary policy institutions that are derived 
from the standard monetary policy framework, a fourth monetary policy institution 
follows from the guiding principles themselves, i.e., central bank independence. 
Mishkin (2007e; 2011) argues that central banks should be goal dependent, but 
instrument independent.  

The relationship between instruments, intermediate targets, goals of monetary 
policy and central bank independence is depicted in Figure 5.1. First, this figure 
shows the connection from instruments to intermediate target and ultimately to the 
goal of monetary policy. Second, this figure illustrates that central bank 
independence can interfere with the instruments and goal of monetary policy. The 
following sections elaborate further on each of these four monetary policy 
institutions.  
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Figure 5.1 Monetary policy institutional framework 

 
Source: Author 

 

5.3 Monetary policy goals 
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5.3 Monetary policy goals

 
In general, economists and practitioners are of the opinion that price stability should 
be the main goal of monetary policy (Issing, 2001; Mishkin, 2007e). As mentioned 
before, the ultimate source of inflation is overly expansionary monetary policy 
(Mishkin, 2011) or as said by Friedman (1963) “Inflation is always and everywhere a 
monetary phenomenon” (p. 17).  

Inflation brings about welfare costs and is therefore damaging to economic 
growth. As stated by O’Reilly (1998), empirical studies find that high inflation is 
damaging to economic growth, though these studies are often troubled with many 
difficulties, including the relatively few years of evidence on low inflation and the 
difficulty for controlling for other factors such as the stage of the business cycle. 
Blanchard, Dell’Ariccia & Mauro (2014) argue that prior to the 2007-2009 financial 
crisis the focus on inflation by the central banks was based on the notion that by 
keeping inflation stable, monetary policy would keep economic activity as close as 
possible to its potential (p. 2).  

Like inflation is believed to be damaging for economic growth, deflation (or in 
other words, falling prices (Hubbard, 2002, p. 19)), also is considered to have its 
dangers. Kumar, Baig, Decressin, Faulkner-MacDonagh & Feyzioglu (2003) mention 
that deflation is seldom benign, because (i) deflation results in a redistribution of 
income from debtors to creditors, (ii) it leads to collateral value losses which can 
distort credit intermediation, (iii) the effectiveness of conventional monetary policy 
is reduced given the zero interest rate floor, and (iv) there is a risk of a deflationary 
spiral of falling prices, output, profits and employment.  

The effects of inflation depend on the extent to which inflation is anticipated 
(Fischer & Modigliani, 1978). On the whole, economists accept that anticipated 
inflation at low rates has little effect on economic efficiency or on the distribution of 
income and wealth. Contrary to this common conviction, Feldstein (1979) notes that 
the present value of the future welfare loss may exceed the short-run gain of lower 
unemployment rates when there is a permanent increase in inflation. This is the case 

Central Bank 
Independence

Instruments Intermediate target Goal                     
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because the ensuing future welfare costs of the permanent increase inflation tend to 
grow with the growth of the economy. 

Welfare costs of anticipated inflation include ‘shoe-leather costs’ and ‘menu costs’ 
(Fischer & Modigliani, 1978). Higher inflation resulting in higher nominal interest 
rate and consequently increased opportunity costs of holding money, could lead to 
people holding less cash and putting their money in interest bearing accounts at the 
banks. The latter requires more trips to the banks, thereby increasing the shoe-
leather costs of inflation. Menu costs of expected inflation arise from the fact that 
businesses must use real resources adjusting their prices when prices are changed. 
Moreover, the distortion of inflation on taxes, as a result of the less-than-full 
indexation of the tax system, is another source of welfare costs of inflation (Feldstein, 
1979). As nominal income rises with inflation, so will tax payments in a progressive 
tax system, resulting in a decline in the real after-tax income. Additionally, expected 
inflation can distort financial and investment decisions, because it can change the 
real after-tax cost of borrowing.  

Unanticipated inflation costs arise from the existence of nominal contracts, which 
conduces to wealth redistributions from creditors to debtors. O’Reilly (1998) argues 
that unanticipated (uncertain) inflation could result in overinvestment in real assets 
to hedge against inflation, lower long-term investments because uncertainty about 
inflation discourages long-term contracts, higher risk premiums on financial 
instruments, uncertainty about future monetary policy, and misallocation of 
resources because of greater uncertainty about changes in current and future relative 
prices. Also, long-term investment decisions and also short-term production 
decisions may be distorted, as businesses are not able to distinguish between general 
price increases and relative prices. 

Price stability is the principal objective of most central banks because of the 
benefits of low and stable inflation. Mishkin (2007e) argues that low and stable 
inflation can increase the level of resources productively employed in the economy, 
and might even help increase the rate of economic growth. The latter author states 
that this is the case because price stability (i) prevents overinvestment in the financial 
sector, (ii) lowers the uncertainty about relative prices and the future price level, 
making it easier for firms and individuals to make appropriate decisions, and (iii) 
lowers the distortions from the interaction of the tax system and inflation (p. 38).  

In view of the 2007-2009 financial crisis, Blanchard et al. (2010) note that low 
inflation limits the scope of monetary policy in deflationary recessions. They argue 
that higher inflation and related higher nominal interest rates would have made it 
possible for central banks to cut interest rates more during mentioned crisis, 
advocating that central banks raise their inflation targets. Ball (2010) suggests to 
increase the inflation target from two percent, which is the inflation target used by a 
number of central banks in advanced economies, to four percent, because this 
“would ease the constraints on monetary policy arising from the zero bound on 
interest rates, with the result that economic downturns would be less severe” (p. 16). 
Blanchard et al. (2010) and Ball (2010) believe that the lower bound on nominal 
interest rate is not lower than zero. However, Blinder, Ehrmann, De Haan & Jansen 
(2017) mention three arguments that weaken the case for raising the inflation target. 
First, the lower bound is negative. Second, as shown during mentioned financial 
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crisis, central banks have instruments at their disposal once the lower bound is 
reached. Third, raising the inflation target affects the credibility of central banks, 
because this move could create expectations with regard to future increases in the 
inflation target.  

Mishkin (2007e) puts forward that an institutional commitment to price stability 
implies that the central bank must focus on the long-run, thereby resisting the 
temptation to pursue short-run expansionary policies that are inconsistent with the 
price stability goal (p. 41). Moreover, this author argues that enforcing price stability 
as the long-run goal of monetary policy forces fiscal policy to align with monetary 
policy. In this context, Sargent & Wallace (1981) note that irresponsible fiscal policy 
may result in unpleasant monetarist arithmetic, referring to a situation in which 
irresponsible fiscal policy leads to the monetization of government debt, resulting in 
rapid money growth and inflation. By monetization of government debt is meant the 
purchases of government securities by the central bank to finance the fiscal deficit 
(e.g., Hubbard, 2002, p. 483). However, McCallum (1990a) states that this situation 
could arise only if the fiscal authorities move first by setting fiscal policy 
exogenously, obliging the monetary authorities to accommodate their policy to 
maintain the long-run government budget constraint. His argument goes that by 
setting price stability as a long-run goal of monetary policy, the monetary authorities 
move first, obliging the fiscal authorities to accommodate their policy. Mishkin 
(2007e) notes that price stability should be seen as overriding in the long run but not 
in the short run, because policy makers consider both price fluctuations and output 
fluctuations as undesirable (p. 42), thus adjusting the pace at which they would like 
to achieve price stability.  

The most important central banks in the world have price stability as their 
primary objective, such as the European Central Bank (ECB)39, the Bank of Japan40, 
the Bank of England41, the Swiss National Bank42, the Bank of Canada43 and the 
Reserve Bank of New Zealand44. The majority of these central banks have defined 
price stability as an inflation rate of around 2 percent. For instance, the ECB aims at 
inflation rates of below, but close to, 2 percent over the medium term for the euro 
area as a whole45. Also, the Bank of England and the Bank of Japan define price 
stability as an inflation target of 2 percent. The Swiss National Bank defines price 
stability as a rise in the consumer price index (CPI) of less than 2 percent per 
annum46. Other central banks have defined price stability in terms of a target range 
for inflation. For instance, the Bank of Canada has an inflation goal of near 2 percent, 
i.e., the midpoint of a 1 to 3 percent target range47. The Reserve Bank of New 

                                                 
39 Retrieved from https://www.ecb.europa.eu/mopo/intro/objective/html/index.en.html. 
40 Retrieved from http://www.boj.or.jp/en/mopo/outline/index.htm/  
41 Retrieved from http://www.bankofengland.co.uk/monetarypolicy/pages/framework/ 
framework.aspx. 
42 Retrieved from https://www.snb.ch/en/iabout/monpol/id/monpol_strat#t2. 
43 Retrieved from http://www.bankofcanada.ca/core-functions/monetary-policy/. 
44 Retrieved from http://www.rbnz.govt.nz/monetary-policy/about-monetary-policy. 
45 Retrieved from https://www.ecb.europa.eu/mopo/html/index.en.html. 
46 Retrieved from https://www.snb.ch/en/iabout/monpol/id/monpol_strat#t8.  
47 Retrieved from http://www.bankofcanada.ca/rates/indicators/key-variables/inflation-control-
target/.  
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Zealand defines price stability as annual increases in the CPI of between 1 and 3 
percent on average over the medium term, with a focus on keeping future average 
inflation near the 2 percent target midpoint48. 

Besides price stability, central banks may pursue other objectives, which are often 
subordinated to the goal of price stability. These goals include high employment, 
economic growth, financial stability, exchange rate stability, and interest rate 
stability. For instance, the Reserve Bank of Australia has more than one goal49, i.e., 
the stability of the currency, full employment and economic prosperity and welfare. 
The latter central bank has an inflation target of 2 to 3 percent per annum over the 
medium term. In the case of the Unites States, the Federal Reserve50 has a dual 
mandate: maximum employment and stable prices (defined as an inflation of 2 
percent).  

Blanchard et al. (2014) note that since the crisis the relation between inflation and 
output in advanced economies has been substantially different than prior to the 
crisis. According to the authors, if this relation would remain weak, central banks 
can no longer only focus on keeping inflation stable to keep economic activity as 
close as possible to its potential and would have to target activity more explicitly 
than they are doing today (p. 4). These authors mention also that, besides inflation 
and output stability, also financial stability is a prerequisite for macroeconomic 
stability (p.4). According to Yellen (2014), the biggest shift in central bank objectives 
brought about by the crisis is probably the greater focus on financial stability (p. 34). 
Nevertheless, the latter author states that micro- and macro-prudential supervision 
and regulation (instead of monetary policy) are to be used as main line of defense for 
addressing financial stability (p. 34). King (2014) argues that in certain circumstances 
central banks can aim off the inflation target for a while to mitigate the risk of 
financial crises (p. 49).  

Even though most economists still believe that after the crisis, price stability 
should be the main monetary objective mostly in the long term (e.g., Mishkin, 2007e), 
there are a number of arguments that challenge the application of this principle for 
the selected Caribbean small open economies. First, it is important when looking at 
the monetary policy objectives of the Caribbean small open economies to consider 
that many of these economies have an exchange rate anchor as nominal anchor for 
monetary policy (IMF, 2014b). According to IMF (2014b), this is a consequence of the 
existence of shallow and non-competitive financial markets, poorly functioning or 
absent interbank markets, poorly developed government securities markets and 
limited technical capacity. In general, it is believed that monetary policy is ineffective 
in influencing the economy in a fixed exchange rate system with capital mobility 
(Obstfeld & Rogoff, 1995). This implies that monetary policy is ineffective in 
influencing the money supply and therefore output and inflation. Second, in the case 
of small open economies, however, even countries with flexible exchange rates have 
limited effectiveness, because they are susceptible to contagion and exchange rate 
instability (Worrell, 2000). The latter author mentions that financial markets in these 
economies are, in general, not highly developed, while their exchange markets are 

                                                 
48 Retrieved from http://www.rbnz.govt.nz/monetary-policy/policy-targets-agreements.  
49 Retrieved from http://www.rba.gov.au/monetary-policy/.  
50 Retrieved from http://www.federalreserve.gov/faqs/money_12848.htm.  



520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM
Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018 PDF page: 79PDF page: 79PDF page: 79PDF page: 79

 
 

69 
 

very small. Relatively few transactions can cause high exchange rate volatility, 
affecting negatively the central bank’s credibility. Moreover, according to mentioned 
author, these countries suffer from information asymmetries, meaning that often 
there is no general agreement among the business and financial community on the 
appropriateness of monetary policy. Consequently, monetary policy may not result 
in the desired effect and cannot independently influence inflation or output. Third, 
Blanchard et al. (2010) argue that “central banks in small open economies should 
openly recognize that exchange rate stability is part of their objective function” (p. 
13), because large fluctuations in exchange rates can create large disruptions in 
economic activity and can cause severe balance sheet effects with negative 
consequences for financial stability and output. Fourth, mini states are price takers in 
the international market with respect to their output which is determined by their 
productive capacity (Khatkhate & Short, 1980). The latter in combination with high 
import dependence results in their inflation determined largely by their trading 
partners.  

With regard to exchange rate stability, Kuttner (2014) poses the question whether 
in emerging market and developing economies exchange rate stability is an 
independent monetary policy objective or a way to obtain another monetary policy 
objective like full employment and on-target inflation. I ask this same question for 
the Caribbean small open economies and argue that these economies cannot have 
price stability as their main goal of monetary policy, because central banks in small 
open economies have no or limited control over the domestic inflation rate. This 
proposition will be further explored in the next chapter when reviewing the 
experience of the Caribbean small open economies. 

 

5.4 Monetary policy intermediate targets 

 
Although most central banks pursue price stability as an objective of monetary 
policy, in a market-oriented economy, they don’t have direct control over the price 
level and inflation (e.g., Hoggarth, 1996; Hubbard, 2002). As monetary policy cannot 
affect inflation directly, monetary authorities use intermediate targets which are 
closely related to the monetary policy goal and which they can influence. As 
mentioned before, McCallum (1990b) states that intermediate targets serve as an 
operational guide to monetary policy. The latter entails that the central bank first 
chooses a time path for the intermediate target(s) which will conduce to the desirable 
outcomes for the goal variables. Once this time path is established, central banks’ 
efforts are directed towards achieving this path for the target variable. The control 
over the intermediate targets is through the use of monetary policy instruments. 
When the future path of the intermediate targets is announced, these targets act as 
nominal anchor (Croce & Khan, 2000, Rules versus discretion, para. 1), which serves 
as a target for monetary policy (Bordo & Schwartz, 1997). Consequently, the public 
can use this nominal anchor to monitor policy implementation.  

In principle, there are three traditional monetary policy regimes with different 
intermediate targets, i.e. exchange rate targeting, monetary targeting and inflation 
targeting (Mishkin, 2007b). An exchange rate targeting regime is a regime in which 
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the exchange rate serves as the intermediate target of monetary policy. In such a 
regime, the monetary authority buys or sells foreign exchange to maintain the 
exchange rate at its predetermined level or within a range (IMF, 2014a, p. 5).  

Exchange rate targeting has a long history, which started back when currencies 
were pegged to commodities, such as the gold standard (Bordo &  Schwartz, 1997). 
The latter authors mention that the gold standard itself evolved from earlier 
commodity money systems. They note that via the gold standard, each monetary 
authority fixed its exchange rate with other gold standard countries. The classical 
gold standard ended in 1914. Bordo & Schwartz (1997) mention further that there 
was a gold exchange standard between 1925 and 1931 (a system in which countries 
make their currencies convertible into gold, but currencies of key reserve countries, 
the United Kingdom and the United States, were used as substitutes for gold) and a 
gold dollar standard from 1959 to 1971. The latter gold dollar standard was part of 
the Bretton Woods System. The Bretton Woods agreement was signed in 1944. But it 
was not until 1959 that the system had become a gold dollar standard. This implies 
that the United States pegged its dollar to the price of gold and the rest of the world 
pegged their currencies to the dollar. The authors note that the Bretton Woods 
System collapsed between 1968 and 1971 because of a U.S. monetary expansion that 
exacerbated worldwide inflation. Other countries, like the UK and France, converted 
dollars into gold because they did not want to inflate. When President Richard 
Nixon closed the gold window, convertibility was ended on 15 August 1971 and this 
caused the breakdown of the Bretton Woods System.  

More recently, domestic currencies have been pegged to that of low-inflation 
countries (Mishkin, 2007b). According to the IMF classification of exchange rate 
arrangements, three exchange rate regimes are distinguished, i.e., hard pegs, soft 
pegs and floating regimes (IMF, 2014a)51. Exchange rate targeting is in general 
associated with exchange rate arrangements with no separate legal tender (the 
currency of another country circulates as the sole legal tender (formal dollarization)), 
currency board arrangements (monetary arrangements based on an explicit 
legislative commitment to exchange domestic currency for a specified foreign 
currency at a fixed exchange rate, combined with restrictions on the issuance 
authority to ensure the fulfillment of its legal obligation, implying that domestic 
currency is usually fully backed by foreign assets), conventional pegs (the currency 
of the country is formally pegged at a fixed rate to another currency or a basket of 
currencies), pegged exchange rate within horizontal bands (the currency is 
maintained within certain margins of fluctuation around a fixed central rate), 
stabilized arrangements (this arrangement entails that exchange rate remains within 
a margin of 2 percent for six months or more and is not floating, while there is no 
policy commitment on the part of the country authorities), crawling pegs (the 
currency is adjusted in small amounts at a fixed rate or in response to changes in 
selected quantitative indicators), and crawl-like arrangements (the exchange rate 
must remain within a narrow margin of 2 percent relative to a statistically identified 
trend for six months or more and the exchange rate arrangement cannot be 

                                                 
51 The classification includes a fourth category, i.e. residual, which contains other managed 
arrangements. 
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considered as floating)52 (IMF, 2014a). IMF (2014a) reports that 46.6 percent of its 
member countries had the exchange rate as anchor for monetary policy as of April 
30, 2014 and that exchange rate anchors are by far the first choice of small open 
economies. 

One of the major disadvantages of an exchange rate targeting regime is the loss of 
independent monetary policy for the pegging country, because the combination of a 
hard peg and open capital markets conduce to a situation in which the domestic 
interest rates are closely linked to those in the anchor country to which the country is 
pegged to (Mishkin, 2007d, p. 447). Svensson (1997a) mentions that one major 
disadvantage of the exchange rate as an intermediate target is the fact that a fixed or 
stable exchange rate is generally not very closely correlated with low and stable 
inflation, because the latter would require low and stable international inflation and 
a stable real exchange rate. The author notes that a “fixed exchange rate with a 
fluctuating real exchange rate leads to alternating inflation-deflation periods, with 
high variability not only in inflation but also in employment, with costly periods of 
unemployment during periods of inflation” (p.10).  

Monetary targeting refers to the use of monetary aggregates as intermediate 
targets to conduct monetary policy, entailing announcement of targets for these 
monetary aggregates as well as some accountability mechanism to impede large and 
systematic deviations from these targets (Mishkin, 2000). This monetary regime 
became attractive to policy makers after the collapse of the Bretton Woods system in 
1973 (Bofinger, 2001, p. 249). Monetary targeting regime stems from the period of the 
1980s in which central banks tried to contain inflation by controlling money supply 
(Hammond, 2009). This targeting regime is based on the presumption that monetary 
aggregates are the main determinant of inflation in the long-run, meaning that 
central banks use its monetary policy instruments to control monetary aggregates 
(Croce & Khan, 2000). Germany and Switzerland had this type of monetary regime 
in the 1980s and 1990s (Ball, 2010), while in the 1970s this regime was used by the 
United States, the United Kingdom and Canada (Mishkin, 2000). 

Mishkin (2007b) mentions that one major advantage of this monetary regime is 
that monetary policy of a country can cope with domestic considerations (p. 234). 
One problem with this targeting regime is that an effective functioning monetary 
targeting regime is only possible if the monetary aggregates have a stable empirical 
relationship with the goal variable and with the monetary policy instruments (Croce 
& Khan 2000; Mishkin, 2007b, p. 234) or in other words a stable demand for money 
function (Hammond, 2009). However, Hammond (2009) states that deregulation and 
financial innovation have resulted in unstable money demand functions. 
Consequently, many central banks around the world have moved to inflation 
targeting. IMF (2014a) reports that 13.1 percent of its member countries had a 
monetary targeting regime as of April 30, 2014.  

In 1989, New Zealand was the first country to formally adopt inflation targeting 
(Samarina & De Haan, 2014). According to Samarina & De Haan (2014), mainly 
advanced countries adopted inflation targeting in the 1990s, but more recently also 

                                                 
52 According to IMF (2014a), the other managed arrangements also are associated with exchange rate 
targeting. However, as these constitute a residual category, I do not mention this category as a 
separate form. 
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several emerging and developing economies have adopted inflation targeting. The 
most important characteristic of an inflation targeting regime is that the central 
bank’s primary goal is to keep inflation near an announced target or within a target 
range (Ball, 2010). Therefore, the monetary authority makes a public announcement 
of a quantitative target for inflation. According to Svensson (1997b), “the central 
bank’s inflation forecast for the horizon corresponding to the control lag (two years 
in the example) becomes an intermediate target, and the instrument should hence be 
set so as to make the inflation forecast equal to the inflation target” (p. 1120). 
Therefore, when the inflation forecast exceeds (falls short of) the inflation target, 
monetary policy should be tightened (eased) by adapting the monetary policy 
instrument. IMF (2014a) reports that 17.8 percent of its member countries had an 
inflation-targeting regime as of April 30, 2014, such as Australia, Brazil, Canada, 
Chile, Mexico, New Zealand, Sweden and the United Kingdom. 

Mishkin (2007b) and Ball (2010) distinguish also a fourth monetary policy regime: 
discretionary monetary policy, implying that monetary policy is being conducted 
without an explicit intermediate target. The latter implies that the monetary 
authority is free to act according to its own judgment (Dwyer, 1993) and is therefore 
not constrained by a rule. One example is the Unites States where there was no 
explicit intermediate target prior to 2012, but the United States had an implicit 
intermediate target in the form of an overriding concern to control inflation in the 
long run (Mishkin, 2007b, p. 245). However, in January 2012, the Federal Open 
Market Committee announced an explicit numerical inflation target for the United 
States of 2 percent53. Also Japan had a discretionary monetary regime till January 
2013 when an inflation target of 2 percent was introduced54.  

Moreover, Ball (2010) differentiates a fifth monetary policy regime, i.e., 
membership in a currency union (or a monetary union). Specifically, he mentions 
Europe’s currency union. In this monetary regime, countries choose to cede control 
of their monetary policy to a common central bank, i.e. the European Central Bank. 
This implies that the country can no longer adjust interest rates to offset country-
specific shocks. Beetsma & Giuliodori (2010) mention that a monetary union implies 
the loss of monetary autonomy as a policy instrument for the stabilization of 
country-specific shocks. It implies also the loss of the exchange rate as a tool for the 
stabilization of country-specific shocks. To understand the costs and benefits of 
monetary unification, one has to go back to the seminal contribution by Mundell 
(1961) on optimum currency area (OCA). Mundell (1961) defines a currency area as 
“a domain within which exchange rates are fixed” (p. 657). Choosing a fixed 
exchange rate regime is more suitable for countries that are smaller, more open and 
whose trade is more concentrated with the peg currency countries. Beetsma & 
Giuliodori (2010) make a distinction in monetary unification, that is the unilateral 
peg and the multilateral peg. In the case of a unilateral peg, the pegging country 
does need an anchor country with a stable currency. In the case of a multilateral peg, 
the latter is not a precondition. A multilateral peg only needs to rely on a treaty 
defining appropriate objectives for the central bank and guaranteeing its 
independence. IMF (2014a) classifies exchange arrangements of countries belonging 

                                                 
53 Retrieved from https://www.federalreserve.gov/newsevents/press/monetary/20120125c.htm.  
54 Retrieved from https://www.boj.or.jp/en/mopo/outline/qqe.htm/.  



520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM
Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018 PDF page: 83PDF page: 83PDF page: 83PDF page: 83

 
 

73 
 

to a monetary union under the arrangement governing the joint currency and not 
based on the fact that the countries forming the monetary union have no separate 
legal tender. IMF (2014a) does not consider monetary union as a monetary policy 
regime. I follow the IMF classification, meaning that the intermediate target of the 
whole unit will determine its monetary regime classification. 

In the context of the selected Caribbean small open economies the observation 
that exchange rate anchors are by far the first choice of small open economies is 
interesting (IMF, 2014a). Consequently, I argue that the selected Caribbean small 
open economies have an exchange rate as intermediate target for their monetary 
policy and that their monetary policy is largely driven by exchange rate 
considerations conducing to an overarching emphasis on the exchange rate targeting 
regime as monetary policy regime. This proposition is explored in the next chapter. 

 

5.5 Monetary policy instruments  

 
Monetary policy instruments are prices or quantities over which the monetary 
authority has direct control and which it uses to implement monetary policy, such as 
short-term interest rates and exchange market interventions (Svensson, 1997a). 
When implementing monetary policy, central banks can use direct instruments and 
indirect instruments. In the case of direct instruments, central banks use their 
regulatory powers to set or limit either prices (interest rates) or quantities (amounts 
of credit outstanding), while in the case of indirect instruments they influence 
money market conditions as the issuer of reserve money by adjusting the underlying 
demand for and supply of bank reserves (Alexander et al., 1996). The most-used 
direct monetary policy instruments worldwide are interest rate controls (e.g. limits 
on lending rates or prescribed rates for lending and/or deposits (Allen, 2004)) and 
credit controls (e.g., limits on total lending or on lending of particular kinds such as 
consumer lending (Allen, 2004)). Indirect monetary policy instruments include 
among others discount rate (as a way of signaling to the market a change in 
monetary policy), reserve requirements, open market operations with treasury bills 
or central bank bills (i.e., direct purchases and sales of securities or repurchase 
agreements (repos) and reverse repurchase agreements for financial instruments), 
and central bank credit auctions (i.e. a tool that allocates central bank credit at 
market terms and provide the financial system with a benchmark interest rate) 
(Alexander, Baliño, & Enoch, 1995). Another indirect monetary policy instrument is 
the standing facility. Standing facilities are central bank facilities to counterparties on 
their own initiative to either borrow liquidities from the central bank or to deposit 
excess liquidities with the central banks (Maehle, 2014). They have short maturities, 
usually overnight, and are used to manage short-term liquidity. Note that the 
Federal Reserve uses the term discount window facility instead of standing (lending) 
facility. 

According to IMF (2013b), monetary policy was conducted in a relatively 
predictable and systemic way prior to the 2007-2009 global financial crisis. Also, IMF 
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(2013b) notes that the main monetary policy tool55 was the short-term interest rate. 
Under normal circumstances, major central banks have (short-term) interest rates as 
their key monetary policy instrument. Central banks use short-term policy rates to 
influence market interest rates. For instance, the Federal Reserve uses the federal 
funds rate. This is the rate at which depository institutions lend reserves to each 
other overnight. By conducting open market operations (i.e., the purchases and sales 
of securities in financial markets by the central banks), the Federal Reserve 
determines the supply of these reserves and ultimately the federal funds rate. 
Another possibility for impacting interest rates is through the discount rate used in 
the discount window facility. In the case of the United States, the discount rate is the 
interest rate charged to commercial banks and other depository institutions on loans 
they receive from their regional Federal Reserve Bank's lending facility, i.e., the 
discount window. By doing this, central banks influence spending decisions and real 
activity by households and business alike.  

Besides the (short-term) interest rates, major central banks like the Federal 
Reserve, the European Central Bank, the Bank of England and the Bank of Canada 
conduct open market operations to change the monetary base. These open market 
operations consist of the purchases and sales of securities in financial markets by the 
central banks. Also, they use reserve requirements which are the minimum reserves 
required for depository institutions to hold in cash or as deposits with the central 
banks. Note, however, that most central banks do not actively use reserve 
requirements. For instance, the reserve requirement ratio of the European Central 
Bank has changed only once since 199956. 

Also, so-called standing facilities are widely used by major central banks. The 
central banks of the Eurosystem as well as the Bank of England have both a lending 
facility and a deposit facility. Under the lending facility, counterparties obtain 
overnight liquidity from the central bank (based on collateral), while in the case of 
the deposit facility they make overnight deposits with the central bank. Also, the 
Federal Reserve has three main lending facilities57. Primary credit is available to 
generally sound depository institutions on a very short-term basis as a backup rather 
than a regular source of funding. Secondary credit is extended on a very short-term 
basis to depository institutions not eligible for primary credit. It is available to meet 
backup liquidity needs when its use is consistent with a timely return to market 
sources of funding or the orderly resolution of a troubled institution. Seasonal credit 
is available to relatively small depository institutions to meet regular seasonal 
funding needs.  

The crisis changed the conventional monetary policy model. Following the crisis, 
central banks were pushed to unconventional policies. IMF (2013b) sets forth three 

                                                 
55 In this section, monetary policy tool and monetary policy instrument are used interchangeably.  
56 Source: https://www.ecb.europa.eu/mopo/implement/mr/html/calc.en.html. 
57 The Federal Reserve uses the term discount window for its standing facilities. Note that the Federal 
Reserve’s discount window should be distinguished from the discount window facility offered by the 
Bank of England. The discount window facility offered by the Bank of England is not a standing 
facility, but it is a bilateral on-demand facility in the United Kingdom and is aimed at institutions 
experiencing a firm-specific or market-wide shock. It allows participants to borrow highly liquid 
assets in return for less liquid collateral in potentially large size and for a variable term. 
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reasons for this development. First, financial markets and financial intermediation 
became impaired. Second, the transmission of policy rate changes along the yield 
curve, across asset classes and to credit spreads became impaired. Third, the 
recession pushed the optimal policy rate below the effective lower bound (ELB) on 
nominal interest rates. However, market interest rates are effectively bounded, 
because economic agents have the alternative of holding non-interest bearing cash 
(Joyce, Miles, Scott & Vayanos, 2012). Central banks were pushed into 
unconventional policies to restore the proper functioning of financial markets and 
financial intermediation and to provide further monetary policy accommodation at 
the ELB (IMF, 2013b). In order to provide further monetary policy accommodation, 
central banks moved to target long-term yields directly through forward guidance 
and quantitative easing mostly through government bond purchases (IMF, 2013b; 
Joyce, Miles, Scott & Vayanos, 2012). Quantitative easing refers to the policy of 
increasing the central bank’s balance sheet through asset purchases beyond the level 
needed to set the short-term policy rate at zero (Bernanke & Reinhart, 2004). 
Forward guidance is defined as managing market expectations of future policy. IMF 
(2013b) notes the following about forward guidance: 

 
At the [ELB] … forward guidance can be used to convince markets that the 
central bank will keep rates low for longer (allow inflation to go higher) than 
consistent with its usual policy rule (Eggertsson & Woodford, 2003, Eggertsson 
and Ostry, 2005, Woodford, 2012). If successful, this will decrease expected future 
nominal and real rates (flatten the yield curve), and create expectations of a 
stronger recovery (p. 8). 

 
Moessner, Jansen & De Haan (2017) note that the type of forward guidance 

proposed by Eggertson & Woodford requires commitment by the central banks to 
allow inflation to go higher even when the ELB ceases to bind. However, these 
authors mention that in practice central banks do not provide this kind of 
commitment. 

Currently, the Federal Reserve58 has conventional monetary policy instruments at 
its disposal, i.e., open market operations, the discount rate, reserve requirements and 
interest on required reserve balances. The latter is used to eliminate effectively the 
implicit tax that reserve requirements used to impose on depository institutions. In 
addition, the Federal Reserve has expanded its monetary policy toolkit with 
additional tools to be used during the process of monetary policy normalization to 
move the federal funds rate into the target range set by the Federal Open Market 
Committee (i.e., the monetary policy decision making body in the United States). 
These are the interest on excess balances of depository institutions at the Fed, 
overnight reverse purchase agreement facility and term deposit facility to depository 
institutions.  

The ECB has a similar operational framework with regard to the conventional 
monetary policy instruments (comprising also open market operations, reserve 
requirements and standing facilities), while since 2009 the ECB has implemented 

                                                 
58 Retrieved from http://www.federalreserve.gov/monetarypolicy/policytools.htm. 
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several non-standard monetary policy measures also, i.e. asset purchase programs, 
to complement the regular operations of the Eurosystem59. In contrast to the Federal 
Reserve, the ECB is still not moving to monetary policy normalization, although it 
reduced its monthly net asset purchases from Euro 80 billion to Euro 60 billion as of 
April 2017 and announced in December 2017 that it will halve its monthly purchases 
to Euro 30 billion as of January 2018 until September 2018. 

Alexander et al. (1995) mention that although direct monetary policy instruments 
have appealing characteristics (such as their positive performance in some industrial 
countries until the mid-1980s, their simplicity to implement and explain to 
politicians and the public, their attractiveness to governments that want to channel 
credit to specific objectives, their relatively low direct fiscal costs, in countries with 
underdeveloped financial markets they might be the only alternative), they also have 
some disadvantages. These include the costs of inefficient resource allocation and 
ineffectiveness. Most of the times credit ceilings are based on banks’ historical 
penetration in the credit market, implying that market shares are maintained, 
independent of banks’ competitiveness. Consequently, competition may be 
hampered. Moreover, insofar as direct monetary policy instruments are effective, 
they may lead to excess liquidity, financial repression and disintermediation.  

Epstein (2007) argues that one of the best practices of central banking is the use of 
indirect instruments of monetary policy (p. 95). According to Alexander et al. (1995), 
advantages of indirect instruments are the following: (i) they do not encourage 
disintermediation and the growth of an informal financial sector, (ii) they can be 
used to influence monetary conditions even when specific monetary aggregates 
become economically less important, (iii) small frequent changes in instrument 
settings are possible, thus enabling the central banks to respond swiftly to shocks 
and to correct policy errors quickly, and (iv) they encourage the development of 
financial markets, which can be used as a source for economic signals, and foster the 
deepening of financial markets.  

Although the economic literature prefers the use of indirect monetary policy 
instruments, financial markets are in general underdeveloped in small open 
economies (IMF, 2014b; Worrell, 2000). Because underdeveloped financial markets 
do not function effectively, indirect monetary policy instruments like open market 
operations do not work in these markets (Alexander et al., 1995). In addition, in the 
Caribbean countries the banking system is highly liquid, which limits the effective 
transmission of monetary policy to key macroeconomic variables (Primus, 2016). A 
study by Primus (2016) on the use of direct and indirect monetary policy 
instruments in Barbados, Jamaica, and Trinidad and Tobago suggests that although 
since early 2000s central banks in developing countries are employing market-based 
measures, indirect policy instruments are not sufficient to transmit monetary 
impulses to key macroeconomic variables (Primus, 2016). Therefore, I expect that the 
selected Caribbean small open economies are using primarily direct monetary policy 
instruments. 

 
  

                                                 
59 Retrieved from https://www.ecb.europa.eu/mopo/implement/html/index.en.html.  
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5.6 Central bank independence 

 
Besides having price stability as the (main) objective of monetary policy, central 
bank independence is an important institutional tool for assuring price stability 
(Berger, De Haan & Eijffinger, 2001; Eijffinger & De Haan, 1996; Klomp & De Haan, 
2010). Eijffinger & De Haan (1996) argue that there is no clear definition of central 
bank independence. Issing (2006) argues that central bank independence can in 
broad terms be defined as institutional independence, entailing legal provisions that 
guarantee that central banks carry out their tasks and duties without political and 
external interference. Moreover, Eijffinger & De Haan (1996) refer to Hasse (1990) 
who relates central bank independence to three areas, namely independence in 
personnel matters, financial independence, and independence with regard to policy. In these 
areas, government influence should be excluded or drastically curtailed. 
Independence in personnel matters relates to the absence of or limited influence of 
the government in appointment procedures, while financial independence touches 
on central bank credit to the government which subordinates monetary policy to 
fiscal policy. Policy independence entails the discretion given to central banks in the 
formulation and the execution of monetary policy. In this regard, central bank 
independence or autonomy may refer to goal or instrument independence. In general, 
central banks may have instrument independence, implying that the (primary) 
objective of monetary policy is stated in the law and can be changed by the 
legislature. However, the central bank is in the position to choose the monetary 
policy instruments at its discretion to execute its monetary policy. Goal 
independence refers to the situation in which the principal (the government) 
delegates to the agent (the central bank) full policymaking powers, including the 
power to decide on the appropriate policy target (Crowe, 2006). According to Crowe 
(2006), the U.S. Federal Reserve enjoys goal independence as it has the authority to 
prioritize between the goals of stable prices and full employment. However, the 
Bank of England (post-1997) has instrument independence, as it enjoys freedom of 
action over its policy instruments in pursuit of a policy target decided by the 
government. Grilli, Masciandaro & Tabellini (1991) use the terms political 
independence and economic independence which are related to but not the same as, 
respectively, goal independence and instrument independence. They argue that 
political independence refers to the autonomy of central banks to pursue their goals. 
The latter is determined by three aspects, that is the procedure for appointing the 
members of the central bank governing bodies, the relationship between these 
bodies and the government and the formal responsibilities of the central bank. In the 
case of economic independence, the authors note that this independence is described 
by the influence of government in determining how much to borrow from the 
central bank and the nature of monetary policy instruments under the control of the 
central bank. 

In general, there is a consensus that central banks should be instrument 
independent, but not goal independent (Mishkin, 2011; Issing, 2006). The supporters 
of this argument contend that instrument independence helps insulate central banks 
from exploiting short-run pressures to exploit the Phillips-curve tradeoff between 
employment and inflation (Mishkin, 2011). However, goal independence is not 
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recommended, because in a democracy the latter should be set by the democratically 
elected representatives on behalf of the citizens (Mishkin, 2011; Issing, 2006).  

Empirical evidence shows a worldwide sustained increase in the levels of both 
legal and actual central bank independence during the nineties (Cukierman, 2008). 
Central banks were far more independent in the early 2000s than in the 1980s both in 
advanced economies and emerging market and developing countries (Crowe & 
Meade, 2007). The latter measurement of central bank independence relies on legal 
characteristics relating to four aspects: secure tenure and independent appointment 
of the central bank’s management, no government’s participation in or overturn of 
central bank’s policy decisions, the legal mandate containing a clearly defined 
objective for monetary policy, and restrictions on lending to the government.  

Cukierman (2008) mentions a number of explanations for this development. First, 
the stagflation of the seventies and the depressing economic performance of some 
high inflation countries led countries worldwide to search for price stability. Second, 
globalization and capital account liberalization raised the importance of central bank 
independence as a signal of macroeconomic nominal responsibility to domestic and 
international investors. Third, the breakdown of other institutions, such as the 
Bretton Wood System and the European Monetary System, intended to protect 
nominal stability, led to the quest for alternative institutions. Fourth, the good track 
record of the highly independent Bundesbank in achieving price stability advocates 
for central bank independence as an alternative device for this purpose. Fifth, many 
countries of the European Economic and Monetary Union (EMU) had to increase 
their central bank independence as a precondition for membership in the EMU. 
Sixth, following recent successful stabilization of inflation, policymakers were 
looking for institutional devices capable of reducing the probability of high and 
persistent inflation in the future. Finally, the former socialist countries created 
central banks based on the Western-type model of central banks in an attempt to 
create the institutional framework needed for the orderly functioning of a market 
economy.  

Referring to Fischer (2015), De Haan & Eijffinger (2016) state that the theoretical 
case for central bank independence rests on countering inflationary biases. 
According to Berger et al. (2001), there is extensive empirical evidence indicating 
that central bank independence helps to reduce inflation. The latter authors note, 
however, that in the literature independence is frequently not distinguished clearly 
from conservativeness. A conservative central banker is more inflation-averse than 
government. De Haan & Eijffinger (2016) argue that  

 
if the central bank would have the same preferences as the government it would 
follow the same policies as the government and independence would not matter. 
Likewise, if the central bank would be fully under the spell of the government, its 
inflation aversion would not matter. Only if the central bank is more inflation 
averse than the government and can decide on monetary policy without political 
interference, it can credibly promise to keep inflation low (Berger et al., 2001). It is 
the combination of central bank independence (CBI) and central bank 
conservatism (CBC) that matters. The optimum level of inflation can be realized 
under several combinations of CBI and CBC (Introduction, para. 4). 
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According to Berger et al. (2001), both central bank independence and the 
inflation aversion of the central bank matter for the inflation performance. As 
governments are inclined to pursue economic growth beyond the point where 
unemployment reaches its natural rate (which results in higher inflation in the long 
term), it is important that central banks are inflation averse. A proxy for conservative 
bias of the central bank could be whether the central bank statute/law states price 
stability as the primary goal of monetary policy (Cukierman, 1992). In that case, the 
central bank has no goal independence. A meta-regression analysis by Klomp & De 
Haan (2010) suggests that there is a true effect of central bank independence on 
inflation, after controlling for a significant publication bias (i.e., publication results 
are subject to a selection effect). They note that most empirical studies use either an 
indicator based on central bank laws in place or a turnover rate of central bank 
governors (i.e., the actual average turnover per year of central bank governors) for 
measuring central bank independence. With regard to economic growth, Berger et 
al. (2001) mention that there is only limited empirical support for the view that 
central bank independence stimulates economic growth.  

The question then is why central bank independence would result in low 
inflation rates. Eijffinger & De Haan (1996) give three answers to this question.  

The first answer is based on the public choice view. According to this view, 
governments exert political pressure on central banks to make them behave in line 
with the governments’ preferences. Monetary tightening which leads to slower 
economic activity will result in lower government revenues. Without counteracting 
measures, the latter will conduce to increased fiscal deficits, resulting in higher 
interest expenses. Therefore, the government may be inclined to exert influence on 
the central bank in order for the latter not to tighten monetary policy. The argument 
is that independent central banks are less under political pressure.  

The second answer is based on the fiscal dominance theory of Sargent & Wallace 
(1981). The latter authors suggest that if fiscal policy is dominant (entailing that 
monetary authorities cannot influence the real deficit net of interest payments) 
money supply becomes endogenous (De Haan & Zelhorst, 1990). At a certain point, 
the government will not be able to borrow from the public to finance its deficit, 
thereby forcing the monetary authorities to finance its deficit by money creation. 
However, if monetary policy is dominant, the fiscal authorities are forced to reduce 
the deficit or repudiate the debt. Therefore, independent central banks are less likely 
to be forced to finance fiscal deficits by creating money.  

The third answer is based on the time-inconsistency theory (Kydland & Prescott, 
1977; Barro & Gordon, 1983). Dennis (2003) argues that time-inconsistency describes 
situations where policies that were determined to be optimal yesterday are no longer 
perceived to be optimal today. This situation could lead to inflationary policies being 
implemented in their place, resulting in higher inflation (Dennis, 2003). This is 
particularly the case when central banks have multiple terms in their objective 
function. Berger et al. (2001) note that the time-inconsistency theory argues that 
politicians are inclined to put pressure on central banks to stimulate the economy 
and, related thereto, to reduce unemployment even to the point that the economy 
surpasses its natural rate of unemployment which would result in higher inflation in 
the long run. By delegating some of their authority to central banks, politicians 
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restrict their freedom of action. This will only work if the central banks have other 
policy objectives than the government. In this context, Eijffinger & De Haan (1996) 
refer to Cukierman (1992, chap. 18) who argues that (i) in general central banks are 
more conservative than governments and take a longer view of the policy process 
than politicians, and (2) central banks in contrast to politicians are more concerned 
about inflation than other policy objectives. Therefore, the inflationary bias can be 
reduced by central bank independence and central bank conservativeness, as in that 
case the central bank is able to pursue its price stability objective without the 
interference of politicians  

De Haan & Eijffinger (2016) mention that political scientists suggest “that 
governments may choose to delegate monetary policy in order to detach it from 
political debates and power struggles” (Conclusion, para. 1). Also, they mention that 
the recent financial crisis and the ensuing European debt crisis changed monetary 
policy as well as the balance of power between fiscal and monetary policy changes 
as a result of global debt hangover. In addition, they have consequences for the 
financial independence of central banks due to the unprecedented size of their 
balance sheets.  

Given the importance of central bank independence (CBI) in helping central 
banks achieve their monetary policy objectives, I argue that CBI is important for the 
selected Caribbean small open economies in mitigating their small size constraints. 
In this context, I examine in the next chapter whether the Caribbean central banks 
are goal dependent but have instrument independence. In addition, I look at several 
proxies for determining the level of central bank independence in these countries, 
specifically the level of independence in personnel matters and the level of financial 
independence. For the level of independence in personnel matters, three proxies are 
used, i.e., the independent appointment of governors of the central banks, the length 
of the term in office of the central bank governor and the turnover rate of central 
bank governors. For the level of financial independence, two proxies are applied, 
specifically restrictions on lending to the government and the central bank’s 
autonomy over the determination of its budget and the allocation of its profits.  

Although central bank independence is still seen as an important institutional 
device for achieving monetary policy objectives, after the global financial crisis the 
general consensus among academics about central bank independence seems to be 
under debate (Eijffinger & Masciandaro, 2018). This relates, among others, to the fact 
that central banks failed to foresee the global financial crisis as a result of their sole 
focus on price stability and not on financial stability (Goodhart & Lastra, 2018, p. 17). 
In addition, the greater focus on financial stability after the crisis implies greater 
interaction between the government and central banks (Goodhart & Lastra, 2018, p. 
21). Also, the implementation of unconventional monetary policies and macro-
prudential policies have stronger distributional consequences than conventional 
monetary policy (Blinder, Ehrmann, De Haan, & Jansen, 2018, p. 100). The general 
consensus is that distributional decisions must remain within the confines of politics 
(Issing, 2018, p. 27).  
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5.7 Concluding remarks 

 
In this chapter, I have discussed the monetary policy institutions: monetary policy 
goals, intermediate target of monetary policy, monetary policy instruments and 
central bank independence. The following guiding principles with regard to these 
institutions are derived from this discussion. First, price stability should be the main 
monetary policy objective. Second, inflation targeting is the monetary policy regime 
implemented by most central banks in the larger economies. Third, the use of 
indirect monetary policy instruments is recommended. Fourth, central 
independence, in particular instrument independence, is an important institutional 
device for central banks to achieve their policy objectives. In the next chapter, I 
explore whether, how, and why these principles are followed by the small countries 
and territories.  
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6 Monetary policy institutions in the selected Caribbean economies 
 

6.1 Introduction 

 
This chapter discusses the monetary policy institutional framework of the selected 
Caribbean small open countries and territories. Also, it explores whether the 
characteristics of these countries and territories have played a pivotal role in their 
institutional choices of monetary policy. This study applies a mixed method design 
to answer the question of whether the size dimension has impacted the monetary 
policy institutional choices of the selected Caribbean countries and territories. 
Firstly, quantitative and qualitative data from the Survey on the monetary policy 
framework in selected Caribbean countries (referred to in the remainder of this Chapter 
as “survey”) conducted among the selected Caribbean small open economies are 
used. Appendix 1 contains more details about this survey. Secondly, particularly for 
those countries that did not participate in the survey, secondary data (i.e., official 
documents) are explored to study their monetary policy framework, such as 
publications of central banks and statistical offices of the respective countries and 
also the IMF. 

The Caribbean countries and territories in this study can be divided into two 
groups. The countries with their own central bank as well as the countries sharing a 
common central bank form the first group. These countries are the subject matter of 
this chapter. The countries with their own central bank and own currency are Aruba, 
The Bahamas, Barbados, Belize, Guyana, the Netherlands Antilles (till 10 October 
2010), Suriname, and Trinidad and Tobago. Moreover, Anguilla, Antigua and 
Barbuda, Dominica, Grenada, Montserrat, Saint Kitts and Nevis, Saint Lucia, Saint 
Vincent and the Grenadines are organized in the Eastern Caribbean Currency Union 
(ECCU). They share one common currency and have one common central bank, the 
Eastern Caribbean Central Bank. As of 10 October 2010, Curaçao and Sint Maarten 
form a monetary union60 with one common currency and a common central bank.  

The second group consists of territories that do not have their own central bank 
but instead have a currency board or have the dollar (or the euro) as their legal 
tender in part because of their legal ties with the mother country. These islands are 
(i) the three British Overseas Territories, i.e., Cayman Islands, the British Virgin 
Islands and the Turks and Caicos Islands, (ii) the two French Caribbean islands, i.e., 
Guadeloupe, and Martinique, and (iii) the so-called BES-islands, i.e., Bonaire, Sint 
Eustatius and Saba. The Cayman Islands has a currency board (see Box 6.1), while 
the British Virgin Islands, the Turks and Caicos Islands and the BES-islands have 
chosen to use the US dollar as their legal tender. The two islands Guadeloupe and 
Martinique are part of France and as such do not have their own central bank and 
have the Euro as their legal tender. The territories in the second group do not have 
their own monetary policy and as such they are not part of this chapter. 

The remainder of this chapter is as follows. Section 6.2 discusses the origin of 
central banking in the Caribbean. Next, section 6.3 elaborates on the monetary policy 

                                                 
60 I use the terms monetary union and currency union interchangeably. 
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institutional choices of the selected Caribbean countries. In section 6.4, the question 
of whether the small size dimension of these countries has determined their 
monetary policy institutional choices is addressed. Finally, section 6.5 presents some 
concluding remarks. 

 
Box 6.1 Currency boards 
What is a currency board? 
Building on Kopcke (1999) and Mishkin (2007c), I note that a currency board is a note-issuing 
authority that issues a domestic currency which is fully backed by holdings of assets denominated in 
foreign currencies (i.e., reserve assets) and is fixed to a reserve currency by law. Moreover, the 
currency board is obliged to exchange its currency for the reserve currency at the fixed rate of 
exchange.  
 
Currency board and monetary policy 
Consequently, the total amount of the domestic money base (i.e., currency in circulation plus banks’ 
monetary reserves) is equal to the value of the holdings of reserve assets and fluctuates only with the 
net flow of foreign exchange into the economy (Kopcke, 1999).  As the board cannot influence the base 
money with its actions, it has no active monetary policy. 
 

6.2 The origin of central banking in the Caribbean 

 
The first central bank in the Dutch Caribbean, i.e., the central bank of the 
Netherlands Antilles was already established in the 19th century, i.e., in 1828 (see 
Table 6.1). The following review of the history of this bank is largely based on Bank 
van de Nederlandse Antillen (2003). In the period from 1828 till around 1950s, the 
bank mainly focused on establishing the necessary conditions to facilitate an efficient 
payment system through the issuance of coins and notes and was the supplier of 
credit to the private sector till the commercial banks took over this function 
following the economic prosperity that followed the establishment of the oil 
refineries of Shell in Curaçao and Lago in Aruba in the 1920s - 1930s. In 1954, the 
Netherlands Antilles was formed and became an autonomous country within the 
Kingdom of the Netherlands. The changing institutional environment led to a 
revision of the functions and responsibilities of the central bank. The credit-
extending role of the bank was reestablished, but the need for this lessened as more 
commercial banks started doing business on the islands. In 1971, the bank became 
responsible for safeguarding the value of the currency of the Netherlands Antilles, 
i.e., the Antillean Guilder, which was fixed at a rate of 1.79 per US dollar. 
Furthermore, in 1972 banking supervision also became the responsibility of this 
bank. The independent position of the bank, reflected largely in the imposition of a 
credit limit of the bank’s lending to the government, was formalized in a new Bank 
Charter of 1985, which was enacted in connection with the attainment of Status 
Aparte by Aruba in 1986. In 1986, Aruba obtained its own central bank with its own 
currency, i.e., the Aruban florin, which has been fixed to the US dollar at a rate of 
1.79 per US dollar since that year. After the Netherlands Antilles was dissolved on 10 
October 2010, the former central bank of the latter country became the central bank 
of the monetary union of Curaçao and Sint Maarten which became autonomous 
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Table 6.1 Information on the central banks 

Country Name of the central bank Year of 
establishment Currency 

Dutch Caribbean 
Aruba Centrale Bank van Aruba 1986 Aruban florin 
Curaçao; Sint Maarten Centrale Bank van Curaçao 

en Sint Maarten 
2010 Netherlands Antillean 

guilder 
Netherlands Antilles       Bank van de Nederlandse 

Antillen 
1828 Netherlands Antillean 

guilder 
English-speaking 
Caribbean    

Bahamas Central Bank of The 
Bahamas 

1974 Bahamian dollar 

Barbados Central Bank of Barbados 1972 Barbados dollar 
Belize Central Bank of Belize 1982 Belize dollar 
ECCU-countries 1) Eastern Caribbean Central 

Bank 
1983 Eastern Caribbean dollar 

Guyana  Bank of Guyana 1965 Guyana dollar 
Trinidad and Tobago Central Bank of Trinidad 

and Tobago 
1964 Trinidad and Tobago 

dollar 
Suriname  Centrale Bank van 

Suriname 
1957 Surinamese dollar 

Source: Survey; Websites central banks; Bank of Guyana (2015). 
 
1) Anguilla, Antigua and Barbuda, Dominica, Grenada, Montserrat, Saint Kitts and Nevis, Saint 

Lucia, and Saint Vincent and the Grenadines. 
 
countries within the Kingdom of the Netherlands (IMF, 2011). The Netherlands 
Antillean Guilder remains the legal tender of these countries and fixed at the same 
rate of 1.79 per US dollar. The other islands of the former Netherlands Antilles, the 
so-called BES-islands (Bonaire, Sint Eustatius and Saba) adopted the US dollar as 
their legal tender since January 1, 2011 and thus do not have their own central bank.  

The central bank of the former Dutch colony Suriname was established in 1957, 
after the attainment of the autonomous status of this country within the Kingdom of 
the Netherlands in 1954. As a result of this new status, Suriname needed more 
functionality and authority around the issuance, control and safeguarding of its 
money in circulation61. Prior to the establishment of the central bank, the role of 
circulation bank was performed by De Surinaamsche Bank, which was largely in 
hands of private persons and entities in the Netherlands62.  

From the late 1960s onward, in most cases within a few years after obtaining 
political independence, central banks were established in the former British colonies. 
Most often, the former British colonies had currency boards in their history of 
monetary systems culminating in the establishment of their central banks. According 
to Frankel (1999), currency boards were introduced in the British colonies63 with the 
purpose of providing the colonies with a stable currency without the related 
difficulty of issuing and replacing sterling notes and coins. 

                                                 
61 Retrieved from https://www.cbvs.sr/about-cbvs/history.  
62 See previous footnote. 
63 According to Frankel (1999), the first currency board was introduced in Mauritius, a British colony, 
in 1849. 
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Eastern Caribbean Central Bank (n.d.) elaborates on the situation before the 
establishment of these central banks. The British Caribbean Currency Board (BCCB), 
which was established in 1950, was the authority that issued currency (the British 
Caribbean notes and coins) for its members: Barbados, British Guyana64, The 
Leeward Islands65, The Windward Islands66 and Trinidad and Tobago. Following 
their political independence from the United Kingdom and the establishment of their 
own central banks, Trinidad and Tobago and British Guyana withdrew as members 
of the BCCB. As a result, hereof, the BCCB was dissolved and the East Caribbean 
Currency Authority (ECCA) was established in 1965 as the authority to issue and 
manage a common currency (i.e., the Eastern Caribbean dollar) for the remaining 
countries with the exception of Grenada which joined the ECCA in 1968. Barbados 
left the ECCA in 1974, after the foundation of its central bank in 1972. The Eastern 
Caribbean Dollar was pegged to the pound sterling until 1976. In 1976, the peg was 
transferred to the US dollar. As part of the 1981 Treaty of Basseterre establishing the 
Organisation of Eastern Caribbean States, the member countries agreed to have a 
common currency and common central bank. In 1983, the Eastern Caribbean Central 
Bank, the successor of the ECCA, was established, i.e., a central bank for the 
countries Antigua and Barbuda, Dominica, Grenada, Saint Kitts and Nevis, Saint 
Lucia, and Saint Vincent and the Grenadines which obtained their political 
independence in the period 1974-1983 and the remaining non-independent 
territories Anguilla and Montserrat.  

Rabushka (n.d.) notes that there were two currency boards in The Bahamas in the 
period 1919-1968, one from 1919-1936 in which the domestic currency was 
convertible into gold and coins on demand and one from 1936-1968 in which the 
domestic currency was convertible into sterling notes or assets on demand. The 
author mentions further that in 1968, the Bahamas Monetary Authority (BMA), 
which was actually a central bank, replaced the then existing currency board. After 
The Bahamas became politically independent, the BMA became a full-fledged central 
bank, i.e., the Central Bank of The Bahamas. 

The history of the monetary systems of Belize has a lot of similarities with that of 
The Bahamas. Belize67 had a currency board in the period 1894-1976. This currency 
board was replaced by the Monetary Authority of Belize, which like in the case of 
The Bahamas, was also a central bank. The latter authority was replaced by the 
Central Bank of Belize in 1982.  

The central banks in the Caribbean region share many common responsibilities, 
such as monetary policy, supervision of financial institutions, issuance of legal 
tender, banker to the government, and management of foreign reserves (see Table 
6.2). The central banks of Trinidad and Tobago and Suriname have also the 

                                                 
64 After its independence in 1965, this colony became the country Guyana. 
65 Former British colony comprising Antigua, Barbuda, British Virgin Islands, Montserrat, Saint Kitts, 
Nevis, Anguilla and Dominica (until 1940). Retrieved from http://oldcountries.co.uk/Americas/ 
Leeward_Islands.html. 
66 Former British colony comprising Grenada, Saint Lucia, Saint Vincent, The Grenadines, Barbados 
(until 1885), and Dominica (since 1940). Retrieved from http://oldcountries.co.uk/Americas/ 
Windward_Islands.html. 
67 The information in this paragraph is based on information obtained from the website of the Central 
Bank of Belize retrieved from https://www.centralbank.org.bz/about-us/history.  
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responsibility for promoting economic development. Interestingly, according to the 
survey, the central bank of Barbados has also the responsibility for fostering the 
development of capital markets.   

 
Table 6.2 Main functions of the selected Caribbean central banks 1) 
 
Function 
 

 
Country 

1. Issuing legal tender banknotes (and often coins) All countries 
2. Implementing and/or formulating monetary policy All countries 
3. Acting as banker of the government All countries 
4. Supervising (part) of the financial system (integrity 

and/or soundness) and/or acting as lender of last resort 
All countries 

5. Implementing government policy on custody of the 
foreign exchange reserves and/or the management 
hereof 

All countries 

6. Promoting economic development Trinidad & Tobago, Suriname 
7. Advising the government on economic policy All countries, with the exception 

of the Netherlands Antilles and 
Suriname 

Source: Survey; Websites of the central banks of The Bahamas and Guyana. 
 
1) This classification of functions of the central banks is largely based on Singleton (2011). 

 

6.3 Choice of monetary policy institutions in the selected Caribbean countries 

 
As mentioned in Chapter 5, there are four monetary policy institutions: the goal of 
monetary policy, the monetary policy intermediate targets, the instruments of 
monetary policy, and central bank independence (see Figure 6.168). Chapter 5 
showed the following guiding principles with regard to these institutions: (i) price 
stability should be the main monetary policy objective, (ii) inflation targeting is the 
  
Figure 6.1 Monetary policy institutional framework 

Source: Author. 
 

                                                 
68 This figure is the same as Figure 5.1 in Chapter 5 and is presented here for convenience.  

g y y

Central Bank 
Independence

Instruments Intermediate target Goal                     
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monetary policy regime implemented by most central banks in the larger economies, 
(iii) the use of indirect monetary policy instruments is recommended, and (iv) 
central independence, in particular instrument independence, is an important 
institutional device for central banks to achieve their policy objectives. This section 
explores the monetary policy institutions for the selected Caribbean countries, 
studying if these countries follow mentioned guiding principles in their choices of 
monetary policy institutions. 
 

6.3.1 Monetary policy goals  

 
As noted in Chapter 5, although most economists are of the opinion that price 
stability should be the main monetary policy objective mostly in the long term (e.g., 
Mishkin, 2007e), there are a number of arguments that challenge the application of 
this principle for the Caribbean small open economies. What follows is a summary of 
these arguments mentioned in Chapter 569. First, monetary policy in small open 
economies with a fixed exchange rate in combination with capital mobility is 
ineffective in influencing the money supply and therefore the output and inflation. 
Second, even small open economies with flexible exchange rates have limited 
monetary policy effectiveness, because they are susceptible to contagion and 
exchange rate instability. Third, large fluctuations in exchange rates can create large 
disruptions in economic activity and can cause severe balance sheet effects with 
negative consequences for financial stability and output in small open economies. 
Hence, central banks in small open economies should have exchange rate stability as 
part of their objective function. Fourth, the fact that small states are price takers in 
the international market in combination with their high import dependence results 
in their inflation determined largely by their trading partners. Therefore, I set forth 
the following proposition in Chapter 5: the Caribbean small open economies cannot 
have price stability as their main goal of monetary policy, because central banks in 
small open economies have no or limited control over the domestic inflation rate. 
This proposition is explored in this section. 

According to the response of the respective central banks, the countries of the 
Dutch Caribbean70 have a very similar institutional framework of monetary policy. 
The primary goal of monetary policy is exchange rate stability, i.e., to safeguard the 
value of their currencies through the conventional peg with the US dollar. To 
maintain exchange rate stability, the (former) Netherlands Antilles had an explicit 
target, which is not legally mandatory, for their official reserves (excluding gold) 
which should be equal to at least 3 months of forecasted merchandise imports. Also, 
the monetary union of Curaçao and Sint Maarten has an explicit target, which is not 

                                                 
69 Please refer to Chapter 5 for references. 
70 The countries of the Dutch Caribbean with a central bank are Aruba and the Netherlands Antilles 
prior to October 10, 2010 and as of 10 October 2010 Aruba, Curaçao and Sint Maarten. Note that 
though Bonaire, Sint Eustatius and Saba are part of the Dutch Caribbean, they are not discussed in 
this Chapter, as they do not have their own monetary policy as a result of their adoption of the US 
dollar as their legal tender. 
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legally mandatory, for their official reserves (excluding gold) which should be equal 
to at least 3 months of forecasted imports.  

The primary goal of monetary policy of The Bahamas has always been exchange 
rate stability, while simultaneously the Central Bank of The Bahamas has pursued an 
economic growth objective (Central Bank of The Bahamas, 2014). Exchange rate 
stability has been pursued by means of a conventional peg with the US dollar. To 
ensure exchange rate stability, the Central Bank of The Bahamas is legally obliged to 
ensure that external reserves are maintained at a minimum of at least fifty percent of 
the value of total notes and coins in circulation and demand liabilities of the central 
bank (Central Bank of The Bahamas, 2014). According to the response of the Central 
Bank of Barbados, Barbados also has exchange rate stability as its main goal of 
monetary policy and has therefore a conventional peg with the US dollar. The 
Central Bank of Barbados considers foreign reserves about the equivalent of 12 
weeks of imports as adequate to maintain the peg, because an adequate cushion of 
foreign exchange reserves allows policy autonomy (Central Bank of Barbados, 2012).  

In accordance with the response of the Central Bank of Belize, it pursues two 
main goals of monetary policy according to law: exchange rate stability and 
economic growth. However, the Central Bank of Belize considers exchange rate 
stability as a necessary condition for economic growth. Note that Belize has a 
conventional peg with the US dollar.  

In the case of the eight members of the ECCU, the primary objective is exchange 
rate stability (i.e., to maintain the stability of the Eastern Caribbean dollar), followed 
by financial stability (see Table 6.3). In connection with its goal of maintaining the 
stability of their currency, the Eastern Caribbean Central Bank is required to hold 
 
Table 6.3 De jure monetary policy goals of the central banks of the selected countries  

Country Primary goal Secondary goal 
Dutch Caribbean   

Aruba Exchange rate stability  
Curaçao; Sint Maarten Exchange rate stability  
Netherlands Antilles Exchange rate stability  

English speaking 
Caribbean 

  

Bahamas Exchange rate stability; Economic 
growth 

 

Barbados  Exchange rate stability Financial market development 
Belize Exchange rate stability; Economic 

growth 
 

ECCU countries 1) Exchange rate stability Financial stability 
Guyana Price stability Economic growth 
Trinidad and Tobago 2) Price stability; Exchange rate stability; 

Financial stability 
Interest rate stability 

Suriname  3) Price stability Exchange rate stability 
Source: Survey; Central Bank of The Bahamas (2014); Website of the Bank of Guyana.  
 
1) The tertiary goal is economic growth. 
2) The tertiary goal is economic growth and the quaternary goal is high employment. 
3) The tertiary goal is financial stability. 
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external reserves for its members of no less than 60 percent of its demand liabilities 
(Rose & Samuel, 2013). Consequently, the ECCU is classified by IMF (2014a) as a 
currency board.  

According to the survey, the primary goals of Trinidad and Tobago are price, 
exchange rate and financial stability; other goals include interest rate stability, 
economic growth and high employment. In the case of Guyana and Suriname, the 
main objective is price stability (see Table 6.3). 

It is evident that among the selected countries, the majority (eight of the ten 
central banks) has exchange rate stability as its main monetary policy goal, followed 
by price stability (three of the ten central banks), economic growth (two of the ten 
central banks), and financial stability (one of the ten central banks). The countries 
which have a more flexible exchange rate regime, i.e., stabilized arrangement71, are 
the ones that have price stability as (one of) their primary monetary policy objective. 
These are Guyana, Suriname, and Trinidad and Tobago. Moreover, according to the 
survey, the spectrum of de facto monetary policy objectives is broader than the de jure 
goals in the case of three central banks72. One of the central banks considers 
economic growth also when implementing monetary policy in a situation when 
there is exchange rate stability. Another central bank has also financial stability as a 
monetary policy objective. The de facto goals of one central bank include interest 
rate stability and economic growth by establishing an environment of price and 
exchange rate stability. All in all, the evidence from the selected Caribbean countries 
confirms the proposition that most of these countries do not have price stability as 
their main goal of monetary policy. 
 

6.3.2 Monetary policy intermediate targets  

 
As mentioned before, because monetary policy cannot affect inflation directly, 
monetary authorities use intermediate targets which are closely related to the 
monetary policy goal and which they can influence. In principle, there are three 
traditional monetary policy regimes with different intermediate targets, i.e. exchange 
rate targeting, monetary targeting and inflation targeting. The proposition, as 
presented in Chapter 5, is that the selected Caribbean small open economies have an 
exchange rate as intermediate target for their monetary policy and that their 
monetary policy is largely driven by exchange rate considerations conducing to an 
overarching emphasis on the exchange rate targeting regime as monetary policy 
regime. This argument is explored in this section. 

In the Dutch Caribbean, the central banks have international reserves as their 
intermediate target (see Table 6.4). The sixth edition of the Balance of Payments and 
International Investment Position Manual of the IMF (BPM6) defines international 
reserves as “those external assets that are readily available to and controlled by 
monetary authorities for meeting balance of payments financing needs, for 
intervention in exchange markets to affect the currency exchange rate, and for other 
 

                                                 
71 The exchange arrangements of the selected countries are discussed in the next section. 
72 Please note that only eight central banks answered the relevant question in the questionnaire. 
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Table 6.4 Intermediate targets and the de facto exchange rate regime in the selected countries 

Country Intermediate 
targets according 
to the survey 

De facto 
intermediate 
target according 
to IMF (2014a) 

De facto exchange 
rate regime 

according to IMF 
(2014a)  

Parity 
with the 
US 
dollar 

Parity 
since 

Dutch Caribbean      
Aruba International 

reserves  
Exchange rate  Conventional peg 1.79 1986 

Curaçao; Sint Maarten International 
reserves  

Exchange rate  Conventional peg 1.79 2010 

Netherlands Antilles International 
reserves  

 Conventional peg 1) 1.79 1971 

English-speaking Caribbean     
Bahamas 2)  Exchange rate  Conventional peg 1.00 1973 
Barbados Exchange rate Exchange rate  Conventional peg 1.98 1975 
Belize Net domestic 

credit 
Exchange rate  Conventional peg 2.00 1976 

ECCU-countries No intermediate 
target 

Exchange rate  Currency board 2.70 1976 

Guyana 2)  Exchange rate  Stabilized 
arrangement 

206.50 3)  

Trinidad and Tobago Interest rate,  
money supply,  
private sector 
credit, and 
exchange rate 

Exchange rate  Stabilized 
arrangement 

6.38 3)  

Suriname  Credit,  
exchange rate, 
and 
interest rates 

Exchange rate  Stabilized 
arrangement 

3.42 3)  

Source: Survey; Websites of the central banks.  

1) Retrieved from https://www.imf.org/external/np/mfd/er/2008/eng/0408.htm. 
2) No survey response. 
3) Average selling rate in 2015. 
 
related purposes (such as maintaining confidence in the currency and the economy, 
and serving as a basis for foreign borrowing)” (IMF, 2009, p. 111). In the case of 
Aruba, international reserves refer to the net foreign assets of the central bank and 
the commercial banks, comprising mainly of convertible claims on non-residents and 
gold less convertible liabilities to non-residents, including revaluation of gold 
(Centrale Bank van Aruba, 2015). According to the survey, in the case of Curaçao 
and Sint Maarten and the former Netherlands Antilles, international reserves refer to 
the gross official reserves. 

In accordance with the survey, the countries of the English-speaking Caribbean 
have a variety of intermediate targets. Barbados has the exchange rate as 
intermediate target of monetary policy, while in Belize domestic credit is the 
intermediate target. Since its establishment, the Central Bank of Trinidad and 
Tobago has from time to time sought to influence interest rate levels, the money 
supply, private sector credit expansion as well as stability in the foreign exchange 
market. Also, the central bank of Suriname has had many intermediate targets of 
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monetary policy since its establishment, including credit, exchange rate, and interest 
rates. Note that the central bank of the ECCU-countries has no intermediate target. 

Interestingly, according to IMF (2014a), all the selected Caribbean countries have 
de facto an exchange rate as their intermediate target of monetary policy, i.e., an 
exchange rate targeting regime. This de facto exchange rate targeting regime 
coincides with the de facto exchange rate regime of these countries, i.e., hard and soft 
pegs. The regime classification published by IMF (2014a) in its 2014 Annual Report 
on Exchange Rate Arrangements and Exchange Restrictions is used to determine the 
de facto exchange rate regime depicted in Table 6.4. This classification distinguishes 
(see Table 6.5) between hard pegs (i.e., exchange rate arrangements with no separate 
legal tender and currency board arrangements), soft pegs (conventional peg, pegged 
exchange rate with horizontal bands, stabilized arrangement, crawling peg, and 
craw-like arrangement), floating regimes, and other managed arrangement (see Box 
6.2 for the definitions).  
 
Table 6.5 IMF classification of exchange rate arrangements 

Type Hard pegs Soft pegs Floating 
regimes 
(market-
determined 
rates) 

Residual 

Categories Exchange 
arrangement with 
no separate legal 
tender 

Conventional peg Floating Other managed 
arrangement  

 Currency board 
arrangement 

Pegged exchange rate 
within horizontal bands 

Free floating      

  Stabilized arrangement   

  Crawling peg   

  Craw-like arrangement   

Source: IMF (2014a). 
 
The Caribbean countries in this study have different types of exchange rate regimes. 
Specifically, Aruba, The Bahamas, Barbados, Belize, and the (former) Netherlands 
Antilles have a conventional peg with the US dollar, which is considered by the IMF 
as a soft peg. Although there is no commitment to irrevocably keep the parity in 
these countries, the pegs have been maintained since the 1970s73, making them de 
facto very stable exchange rate regimes. Moreover, there are two currency (or 
monetary) unions, i.e., the monetary union of Curaçao and Sint Maarten and the one 
of the Eastern Caribbean countries (ECCU). IMF (2014a) considers the exchange rate 
  

                                                 
73 In the case of Aruba, the peg has been maintained since 1986, which is the year in which Aruba 
became an autonomous country within the Kingdom of the Netherlands and introduced its own 
currency.  
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Box 6.2 Definitions of exchange rate regimes 
Exchange rate arrangement with no separate legal tender:  The currency of another country circulates 
as the sole legal tender (formal dollarization). Adopting such an arrangement implies complete 
surrender of the monetary authorities’ control over domestic monetary policy.  
 
Currency board: A currency board arrangement is a monetary arrangement based on an explicit 
legislative commitment to exchange domestic currency for a specified foreign currency at a fixed 
exchange rate, combined with restrictions on the issuance authority to ensure the fulfillment of its 
legal obligation. This implies that domestic currency is usually fully backed by foreign assets, 
eliminating traditional central bank functions such as monetary control and lender of last resort, and 
leaving little room for discretionary monetary policy. Some flexibility may still be afforded, 
depending on the strictness of the banking rules of the currency board arrangement.  
 
Conventional peg: The country formally (de jure) pegs its currency at a fixed rate to another currency 
or a basket of currencies. The country authorities stand ready to maintain the fixed parity through 
direct intervention (i.e., via sale or purchase of foreign exchange in the market) or indirect 
intervention (e.g., via exchange-rate-related use of interest rate policy, imposition of foreign exchange 
regulations, exercise of moral suasion that constrains foreign exchange activity, or intervention by 
other public institutions). There is no commitment to irrevocably keep the parity, but the formal 
arrangement must be confirmed empirically: the exchange rate may fluctuate within narrow margins 
of less than ±1% around a central rate—or the maximum and minimum values of the spot market 
exchange rate must remain within a narrow margin of 2% for at least six months. 
 
Pegged exchange rate within horizontal bands: Classification as a pegged exchange rate within 
horizontal bands involves confirmation of the country authorities’ de jure exchange rate arrangement. 
The value of the currency is maintained within certain margins of fluctuation of at least ±1% around a 
fixed central rate, or a margin between the maximum and minimum value of the exchange rate that 
exceeds 2%. It includes arrangements of countries in the Exchange Rate Mechanism (ERM) of the 
European Monetary System, which was replaced with the ERM II on January 1, 1999, for countries 
with margins of fluctuation wider than ±1%. The central rate and width of the band are public or 
notified to the IMF. 
 
Stabilized arrangement: Classification as a stabilized arrangement entails a spot market exchange rate 
that remains within a margin of 2% for six months or more (with the exception of a specified number 
of outliers or step adjustments) and is not floating. The required margin of stability can be met either 
with respect to a single currency or a basket of currencies. The classification does not imply a policy 
commitment on the part of the country authorities. 
 
Crawling peg: Classification as a crawling peg involves confirmation of the country authorities’ de 
jure exchange rate arrangement. The currency is adjusted in small amounts at a fixed rate or in 
response to changes in selected quantitative indicators, such as past inflation differentials vis-à-vis 
major trading partners or differentials between the inflation target and expected inflation in major 
trading partners. 
 
Crawl-like arrangement: The exchange rate must remain within a narrow margin of 2% relative to a 
statistically identified trend for six months or more (with the exception of a specified number of 
outliers), and the exchange rate arrangement cannot be considered as floating. Usually, a minimum 
rate of change greater than allowed under a stabilized (peg-like) arrangement is required; however, 
an arrangement is considered crawl-like with an annualized rate of change of at least 1%, provided 
the exchange rate appreciates or depreciates in a sufficiently monotonic and continuous manner. 
Source: IMF (2014a). 
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Box 6.2 Definition of exchange rate regimes, continued  
Floating exchange rate: A floating exchange rate is largely market determined, without an 
ascertainable or predictable path for the rate. In particular, an exchange rate that satisfies the 
statistical criteria for a stabilized or a crawl-like arrangement is classified as such unless it is clear that 
the stability of the exchange rate is not the result of official actions. Foreign exchange market 
intervention may be either direct or indirect and serves to moderate the rate of change and prevent 
undue fluctuations in the exchange rate, but policies targeting a specific level of the exchange rate are 
incompatible with floating. Floating arrangements may exhibit more or less exchange rate volatility, 
depending on the size of the shocks affecting the economy. 
 
Free floating: A floating exchange rate can be classified as free floating if intervention occurs only 
exceptionally and aims to address disorderly market conditions and if the authorities have provided 
information or data confirming that intervention has been limited to at most three instances in the 
previous six months, each lasting no more than three business days.  
 
Other managed arrangement: This category is a residual and is used when the exchange rate 
arrangement does not meet the criteria for any of the other categories. Arrangements characterized by 
frequent shifts in policies may fall into this category.  
Source: IMF (2014a). 
 
regime of Curaçao and Sint Maarten as a conventional peg, thus a soft peg, while it 
classifies the exchange rate regime of the ECCU countries as a currency board 
arrangement (thus a hard peg). 

The currencies of Guyana, Trinidad and Tobago and Suriname are not pegged to 
the US dollar. Nevertheless, IMF (2014a) categorizes the de facto exchange rate 
regime of these countries as stabilized arrangement or in other words soft peg. Note, 
however, that this stabilized arrangement is more flexible than the conventional peg. 
Figure 6.2 depicts the development in the exchange rate of the currencies of Guyana, 
Trinidad and Tobago, and Suriname in the period 2005-2015, showing that the 
currencies have not fluctuated markedly in mentioned period. 

 
Figure 6.2 Exchange rate of the currencies of Guyana, Trinidad and Tobago, and Suriname 

 
Source: Websites of the respective central banks (including electronic publications). 
 
The proposition presented in Chapter 5 is that the Caribbean small open economies 
have an exchange rate as intermediate target of their monetary policy (i.e., an 
exchange rate targeting regime) and that monetary policy in these economies is 
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largely driven by exchange rate considerations conducing to an overarching 
emphasis on the exchange rate targeting regime as monetary policy regime. This 
argument is confirmed by the combination of the exchange rate as intermediate 
target of these countries and their exchange rate regime (hard and soft pegs). 
Moreover, the concentration on exchange rate stability as the main monetary policy 
objective in the majority of Caribbean small open economies is also reflected in the 
choice of the monetary policy regime (intermediate target) according to IMF (2014a). 
Note that none of the respondents have noted that they have an implicit or explicit 
inflation target74. Reasons given for this include the limited scope for monetary 
policy to control inflation giving the high level of import propensity and the 
exchange rate arrangement which assures a low inflation environment. 

 

6.3.3 Monetary policy instruments  

 
Another feature of the monetary policy institutional framework is the type of 
monetary policy instruments used by the countries. As mentioned in Chapter 5, 
indirect monetary policy instruments such as open market operations do not work in 
underdeveloped financial markets like those in small open economies. Therefore, I 
set forth the proposition that the selected Caribbean small open economies are 
primarily using direct monetary policy instruments. This proposition is explored in 
this section. 

According to the survey, the majority of the central banks in the selected 
countries has pursuit or is still pursuing primarily direct monetary policy 
instruments, but there is a clear shift-taking place towards indirect monetary policy 
instruments. As noted by Alexander et al. (1995), the greater use of indirect 
monetary instruments worldwide can be seen as part of the movement toward 
enhancing the role of price signals in the economy with the objective of improving 
market efficiency. Direct monetary policy instruments have as a major disadvantage 
that they restrict market competition as most of the time market shares of the 
commercial banks are frozen by the implementation of credit ceilings (Alexander et 
al., 1995). These direct monetary instruments can be seen as being extractive. 
Extractive economic institutions are the opposite of inclusive economic institutions. 
The latter are institutions that feature secure private property, an unbiased system of 
law, and a provision of public services that provides a level playing field in which 
people can exchange and contract, while they permit the entry of new businesses 
and allow people to choose their careers (Acemoglu & Robinson, 2012, pp. 74-75). 
Even though countries may have secure private property rights, direct monetary 
policy instruments that freeze market shares of commercial banks do not provide 
incentives for competition or new entrance into the market, so they do not provide 
new business opportunities. Therefore, there is no level playing field.  

Prior to, respectively, 199975 and 201076 in, respectively, the Netherlands Antilles 
and Aruba, the main monetary instrument used to be the credit limit restriction, 

                                                 
74 No survey response from The Bahamas and Guyana. 
75 According to the survey. 
76 Centrale Bank van Aruba (2011). 
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supported by moral suasion. Next, the respective central banks moved towards a 
system of indirect monetary policy, with the introduction of reserve requirements. 
The Netherlands Antilles also used certificates of deposits77 and a repurchase 
agreement facility, a tradition which was adopted by Curaçao and Sint Maarten (see 
Table 6.6).  

The main monetary policy instruments of The Bahamas are reserve requirements, 
interest rate ceilings, the discount rate, and credit controls supplemented by moral 
suasion (Central Bank of The Bahamas, 2014). According to the survey, Barbados has 
relied primarily on moral suasion, the minimum deposit rate, the discount window, 
reserves requirements, occasional interventions in Treasury bill auctions, pricing of 
government securities and the purchase, sale and repurchase of government 
securities. Since 2013, the Central of Barbados has as a new instrument at its 
disposal, i.e., the interest policy that made the 3-month Treasury bill the benchmark 
rate and directed the central bank to intervene in the auction market (Worrell, 
Belgrave, Downes, & Guy, 2012). In the case of Belize, the central bank has used 
interest rate controls and reserve requirements, while the Bank of Guyana applies 
reserve requirements and open market operations (see Table 6.6).  

The main instruments used by the ECCB include the reserve requirement and 
interest rate floor on savings deposits. According to the survey, in 1993, the Central 
Bank of Trinidad and Tobago moved on to financial liberalization (free movement of 
capital) and adopted a more flexible exchange rate regime which is classified by IMF 
(2014a) as a stabilized arrangement, and transition from the use of direct monetary 
instruments to indirect monetary instruments, including open market operations, 
repurchase agreement facility and repo rate. Suriname applies credit ceilings, central 
bank securities and reserve requirements (see Table 6.6). 

As expected, the survey results confirm that the majority of the central banks of 
the selected Caribbean countries have relied on primarily direct monetary policy 
instruments. I notice, however, that there is a shift taking place toward indirect 
monetary policy instruments. The question is why there is a heavy reliance on direct 
monetary policy instruments. One possible explanation is that this is related to 
underdeveloped financial markets which hinder the proper functioning of indirect 
monetary policy instruments. The latter is confirmed by the survey in which the 
majority of the respondents indicate that the financial system is at a relatively low 
level of development, there being a heavy reliance on commercial bank financing; in 
other words, the financial system is bank centric, and existing capital markets are 
shallow or illiquid. Another possible explanation is that there exists excess liquidity 
in the banking system which hampers the transmission mechanism of monetary 
policy. This argument is confirmed by half of the survey respondents. Therefore, the 
shift towards indirect monetary policy instruments should take into account that the 
  

                                                 
77 This central bank uses the certificates of deposits to support the reserve requirement instrument, 
thus to manage liquidity of the commercial banks. The central bank offers this money market paper to 
the local commercial banks. When the commercial banks buy such a paper, they make a short time 
deposit (for maximum one year). The certificates of deposits are negotiable among the local 
commercial banks. (Retrieved from http://www.centralbank.cw/uploads/files/Money%20 
market%20instruments.pdf). 



520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM
Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018 PDF page: 107PDF page: 107PDF page: 107PDF page: 107

 
 

97 
 

Table 6.6 Monetary policy instruments used since the establishment of the respective central 
banks 

Country Monetary policy instruments 

Dutch Caribbean  
Aruba Credit ceilings; moral suasion; reserve requirements; certificates of 

deposits; advance rate. 
Curaçao; Sint Maarten Reserve requirements; certificates of deposits; repurchase 

agreement facility; credit restrictions. 
Netherlands Antilles Credit ceilings; reserve requirements; certificates of deposits; 

repurchase agreement facility. 
English-speaking Caribbean  

Bahamas  Reserve requirements; interest rate caps; credit ceilings; moral 
suasion; discount rate. 

Barbados Moral suasion; minimum deposit rate; discount rate; reserve 
requirements; occasional interventions in treasury bill auctions; 
pricing of government securities and the purchase, sale and 
repurchase of government securities; interest policy that made the 
3 month treasury bill the benchmark rate and directed the central 
bank to intervene in the auction market. 

Belize  Interest rate controls; reserve requirements. 
Eastern Caribbean Countries  Reserve requirements; floor on interest rate offer on savings 

deposits. 
Guyana  Reserve requirements; open market operations. 
Trinidad and Tobago Reserve requirements; interest rate ceiling; credit control; 

discounting eligible papers at the discount rate; moral suasion; 
open market operations; repurchase agreement facility; a 
repurchase (‘repo’) rate; moral suasion. 

Suriname Credit ceilings; central bank securities; reserve requirements. 
Source: Survey; Central Bank of The Bahamas (2014); Website of the Bank of Guyana. 
 
effect of these instruments on key macroeconomic variables is hindered by the 
absence of an effective transmission mechanism. 
 

6.3.4 Central bank independence  

 
Given the importance of central bank independence (CBI) in helping central banks 
achieve their monetary policy objectives, the proposition with regard to CBI 
presented in Chapter 5 is that CBI is important for the selected Caribbean countries 
in mitigating their small size constraints. In this context, I explore whether the 
Caribbean central banks are goal dependent but have instrument independence. 
Also, I look at several proxies for determining the level of central bank independence 
in these countries, specifically the level of independence in personnel matters and 
the level of financial independence. Taken into account the small sample size and 
availability of data of high quality, I use univariate analysis instead of multivariate 
analysis to explore CBI. 
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Goal independence versus instrument independence 
In the central bank laws78 of the Dutch Caribbean countries and Suriname, the 
objective of monetary policy is stated as stability of the value of their currency, being 
interpreted by the Dutch Caribbean countries as exchange rate stability and by 
Suriname as primarily price stability (see Table 6.3). Therefore, these countries do 
not enjoy goal independence. However, according to the survey, they do have 
instrument independence. In the case of the majority of the English-speaking 
Caribbean countries, their central bank acts79 state that their objective is monetary 
stability, which has been interpreted by the majority of these countries as exchange 
rate stability (see Table 6.3). The central bank act of Belize explicitly mentions that 
the objective is monetary stability especially as regards the stability of the exchange 
rate. In the case of Guyana, the central bank act mentions the objective of fostering 
domestic price stability. So, also the English-speaking Caribbean countries do not 
have goal independence, while all central banks have instrument independence 
according to the survey80. All in all, these observations suggest that all the selected 
Caribbean countries are goal dependent, but they have instrument independence, 
because they have freedom of action over their policy instruments.  
 
Central bank independence in personnel matters 
I explore central bank independence in personnel matters in the selected countries, 
by analyzing three proxies, i.e., the turnover rate of central bank governors (i.e., the 
actual average turnover per year of central bank governors), the maximum term in 
office of central bank governors according to law and who appoints the central bank 
governor (see Table 6.7).  

The mean turnover rate of central bank governors is 0.17 (SD = 0.08) for the 
selected Caribbean countries. Since an outlier could have a significant effect on this 
mean, I first see if there are outliers among the selected countries Caribbean small 
open economies. Also, taken into account the small sample, this gives an impression 
of the heterogeneity or vice-versa the homogeneity among the selected countries. 
Due to the small sample size, the simple standard deviation method is used to 
identify outliers in the data. Outliers are those observations ( that lie outside the 
interval of  ± 2SD, where  is the mean of all observations and SD is the standard 
deviation. In other words,  is an outlier if [(  or if [(

 The simple standard deviation method suggests that there are no outliers among 
the selected Caribbean countries. 

In the case of the turnover rate of central bank governors, the presumption is that 
if this rate is above a certain threshold this would reflect less CBI (Cukierman, Webb 
& Neyapti, 1992). According to Cukierman, Webb & Neyapti (1992) “a low turnover 
does not necessarily imply a high level of central bank independence, however, 
because a subservient governor may stay in office for a long time” (p. 363). The latter 
authors argue that “because in most countries the electoral cycle is at least four 
years, it is likely that the threshold turnover, above which independence declines 
  

                                                 
78 Retrieved from the websites of the respective central banks. 
79 See previous footnote. 
80 No survey response from The Bahamas and Guyana. 
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Table 6.7 Central bank independence in personnel matters 1) 

Country Turnover 
rate central 
bank 
governor 2) 

(Maximum) term of 
office of the central 
bank governor 
according to central 
bank acts 3) 

De facto 
average term 
of office of 
the central 
bank 
governor as 
of end-2015 

Who appoints the 
central bank 
governor? 

Dutch Caribbean     
Aruba 0.33 No maximum 

length 
3.0 years Governor-General 

Curaçao; Sint Maarten 0.19 8 years  5.2 years Minister of Finance 
Netherlands Antilles   No maximum 

length 
 Governor-General 

English-speaking  
Caribbean    

Bahamas 0.12 5 years  8.3 years Governor-General 
Barbados 0.14 5 years  7.3 years Minister of Finance 
Belize 0.21 5 years  4.9 years Governor-General 
ECCU-countries 0.06 5 years  16.1 years Monetary council 4) 
Guyana  5 years   President of the 

country 
Trinidad and Tobago 0.20 5 years  5.1 years President of the 

country 

Suriname  0.10 5 years  9.8 years Government 
Source: Survey; Websites of the central banks; Central bank acts. 
 
1) Blank cells are because of no survey response and no information available on the website of the 

respective central bank.  
2) Calculated as the ratio of number of central bank governors to the number of years since the 

establishment of the central banks as of end-2015, thus estimating the average number of 
turnovers per year.  

3) All countries, which have a maximum term of office, have the possibility for re-appointment of 
the central bank governor. 

4) Comprises the Ministers of Finance of the respective member countries and territories. 
 
seriously, is somewhere between 0.2 and 0.25 changes a year (for an average tenure 
of four to five years)” (p. 363). They mention that “one would expect that turnovers 
at the central bank that occur simultaneously with or shortly after changes in the 
government would indicate lower independence than turnovers that occur at other 
times” (p.363). The study of Cukierman, Webb & Neyapti (1992) gives an impression 
of what the threshold could be, but the authors indicate that further research into 
defining an appropriate threshold is needed. In the case of the Caribbean selected 
countries, only the countries of the Dutch Caribbean have an electoral cycle of four 
years. All the other countries have an electoral cycle of five years. Therefore, I use a 
threshold of 0.25 for the Dutch Caribbean countries and a threshold of 0.2 for the 
other selected Caribbean countries to review the level of central bank independence. 
Two central banks surpass their respective thresholds, namely the central banks of 
Aruba and Belize. Moreover, the central bank of the ECCU countries has the lowest 
turnover rate, but this does not necessarily imply a higher degree of central bank 
independence. 
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With respect to the term of office of the central bank governors, Cukierman, Webb & 
Neyapti (1992) argue that a longer term of office implies a higher degree of CBI. In 
Table 6.7, I distinguish between the de jure term of office and de facto term of office of 
the central bank governors. With regard to the de jure term of office, I observe that all 
governors with a maximum term of office are eligible for re-appointment according 
to the law. The de facto term of office of the central bank governor, which is the 
reciprocal of the turnover rate of central bank governor, varies between 3 and 16.1 
years. Aruba has the lowest de facto term of office of the central bank governors 
under the selected Caribbean central banks in spite of the fact that there is no 
maximum length for the term of office of the central bank governor according to the 
law. The central bank of the ECCU countries has the highest de facto term in office of 
the central bank governors consistent with the lowest turnover rate among the 
selected Caribbean central banks. The de facto average term of office of the English-
speaking countries and Suriname indicates that in the case of The Bahamas, 
Barbados and Suriname the central bank governors serve on average two terms. In 
the case of ECCU, the average term served by the central bank governor is 
somewhat more than three times, while in the case of Belize and Trinidad and 
Tobago this is, respectively, somewhat less than 1 term and somewhat above one 
term. 

When analyzing who appoints the central bank governor, the results show that 
the executive branch has in all cases legal authority in appointing the governor of all 
central banks of the selected Caribbean countries. This points in general to a low 
level of central bank independence in personnel matters. However, according to the 
central bank acts of the selected countries, the nomination and appointment of the 
central bank governor are by separate bodies in the Dutch Caribbean countries only. 
In the latter countries, the decision by the executive branch is based on a nomination 
of three candidates by the Supervisory Board of the respective central banks, 
implying that the influence of the executive branch is much less in these countries 
than in the other selected Caribbean countries. Therefore, I conclude that the Dutch 
Caribbean countries have central bank independence with regard to the 
appointment of the central bank governor.  

  
Figure 6.3 Turnover rate central bank governors in selected Caribbean countries 

 
Source: Author’s calculations based on information from the survey, websites of the central banks, 
and central bank acts. 
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All in all, the proxies provide a mixed picture for independence in personnel 
matters. While in all countries the de facto term of office of the central bank governor 
is consistent with the de jure term of office, the central banks of Aruba and Belize 
have a high turnover rate of the central bank governor (see also Figure 6.3). 
Nevertheless, the Dutch Caribbean central banks have more independence related to 
the appointment of their governor compared to the other selected countries.  

 
Financial independence 
I explore two proxies, i.e., central bank lending to the government and central bank’s 
autonomy over the determination of its budget and profit allocation to study 
financial independence of the selected central banks. According to the survey, I 
observe no significant difference with regard to central bank’s autonomy over the 
determination of its budget and profit allocation among the selected Caribbean 
central banks81. Almost all survey respondents mention that their budget is 
determined by the central bank itself. Only one central bank, that of Belize, responds 
that its budget is determined by the executive and legislative branch. The profit 
allocation is, in general, determined by the provisions set forth in the central bank 
acts. With regard to central bank lending to the government, I remark that this is 
permitted by law for all countries (see Table 6.8). However, the majority of these 
central banks have limits on advances to the government. According to the survey, 
despite these limits the central banks of the Netherlands Antilles and Belize have 
extended lending to the government which did not comply with the prescribed 
limits, most probably associated with the weakened position of their public finances 
and the related willingness of investors to finance fiscal deficits. In the case of Belize, 
IMF (2008a) states that the 100 million Belize dollar ceiling on outstanding Treasury-
bills led to the growing use of the overdraft facility by the government. Moreover, 
central banks in all countries with the exception of Suriname are permitted to buy 
government securities in the primary market. When examining the de facto central 
bank lending to the government, I observe that only two central banks, that of Aruba 
and that of the monetary union of Curaçao and Sint Maarten, have never provided 
lending to the government. Therefore, the two proxies for financial independence 
suggest that in this area these two central banks have the most autonomy compared 
to the other selected Caribbean countries.  

All things considered, with regard to central bank independence, I observe that 
all the selected countries have central bank instrument independence, but not goal 
independence (see Table 6.9). Furthermore, I notice that only the Dutch Caribbean 
countries have independence with respect to the appointment of their central bank 
governors. Most of the other central banks have a relatively low turnover rate of 
central bank governors compared to the threshold proposed by Cukierman, Webb & 
Neyapti (1992) above which central bank independence declines seriously, 
indicating a certain degree of independence in personnel matters. Furthermore, I 
observe that only the central banks of Aruba and the monetary union of Curaçao and 
Sint Maarten are financially independent.  

                                                 
81No survey response from The Bahamas and Guyana. 
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Table 6.9 Central bank independence in the selected Caribbean countries 1) 

Country Goal 
independent 

Instrument 
independent 

Independence 
in personnel 
matters 
determined by 
the level of 
turnover rate 

Independence 
in personnel 
matters 
determined by 
the 
independent 
appointment of 
central bank 
governors 

Financial 
independence 
determined by 
the de facto 
central bank 
lending to the 
government 

Dutch Caribbean      

Aruba N Y N Y Y 

Curaçao; Sint Maarten N Y Y Y Y 

Netherlands Antilles N Y  Y N 

English-speaking 
Caribbean 

     

Bahamas2) N  Y N N 

Barbados N Y Y N N 

Belize N Y N N N 

ECCU countries N Y Y N N 

Guyana2) N   N N 

Trinidad and Tobago N Y Y N N 

Suriname  N Y Y N N 

Source: Central bank acts retrieved from websites of the central banks; Survey. 
 
1) Y=Yes; N=No. 
2) No survey response. 

 

6.4 The role of the small size dimension 

 
As mentioned before, economists and practitioners believe that price stability should 
be the main goal of monetary policy. In the majority of the selected Caribbean 
countries, this is not the case. Exchange rate stability is the prevailing principal 
objective of monetary policy in the small open economies of the Caribbean, with the 
exception of the countries that have a more flexible exchange rate regime, i.e., a 
stabilized arrangement. The mainstream of these countries has a de facto exchange 
rate as intermediate target for their monetary policy in combination with exchange 
rate stability as their ultimate goal of monetary policy. I observe that, in general, 
central banks in the Caribbean small countries don’t have price stability as their 
main monetary policy objective, because they have no or limited control over the 
domestic inflation rate. Moreover, these countries have relied primarily on direct 
instruments in the conduct of their monetary policy, due in part to the difficulties in 
implementing indirect monetary policy instruments given the existence of 
underdeveloped financial systems in these countries and the excess liquidity in the 
banking system. However, a clear shift toward the use of indirect instruments has 
been observed, especially in the countries with stabilized arrangement as their 
exchange rate regimes as opposed to the other countries with conventional peg as 
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exchange rate regime. With regard to central bank independence, I note that all the 
selected countries have central bank instrument independence, but I observe that 
most of the central banks do not have independence in the appointment of the 
central bank governors and most of them do not have financial independence as 
reflected in the de facto central bank lending to the government. It should be 
mentioned, however, that there are in general limitations on central bank lending to 
the government, a certain degree of autonomy of central banks in determining their 
own budget, and a relatively low turnover rate of central bank governors. Note that 
the relatively low turnover rate of central bank governors does not necessarily imply 
higher central bank independence, but that this could be a sign of obedient 
governors.  

Given the monetary policy institutional choices of the selected Caribbean small 
open economies, the next step is to explore what factors have determined these 
choices. Particularly, I am interested in the impact of the small size dimension of 
these economies on these choices. The outcomes of the survey among central banks 
are used in an attempt to determine mentioned factors. Evidently, and by design, 
these outcomes reflect the point of view of the selected Caribbean countries. 
Therefore, a further caveat is at place here, in the sense that, in general, they may not 
be representative for small open economies in other parts of the world. In fact, a 
generalization covering those areas must wait for future research. In what follows, I 
elaborate on the responses of the survey participants related to the factors which 
have determined their monetary policy institutional choices.  

The majority of the respondents82 indicate that the size of their countries has 
played an important role in their choices of monetary policy institutions. Because of 
their size, exchange rate flexibility is not a realistic option in the majority of cases. 
According to one respondent, the latter is because these small open economies 
cannot increase their exports including tourism receipts by lowering their prices, as 
they are price takers. Also, as indicated by more respondents, because the selected 
small open economies are heavily dependent on the imports of goods and services to 
meet domestic demand hereof, they cannot reduce their demand for foreign 
exchange very much when the price of foreign exchange rises. Consequently, a 
floating exchange rate is not an option in the majority of the selected small 
economies of the Caribbean. Therefore, the exchange regime choice determines 
largely the choice of monetary policy institutions. It narrows the spectrum of 
possible monetary policy regimes. For instance, inflation targeting is not compatible 
with fixed exchange rate regimes, unless there are restrictions on capital flows. In 
spite of the capital controls in all selected countries with the exception of the ECCU 
countries and Trinidad and Tobago, these countries have not opted for an inflation 
targeting regime. As mentioned before, none of the survey respondents have noted 
that they have an implicit or explicit inflation target83, because they consider having 
limited scope for monetary policy to control inflation given the high level of import 
propensity. This has determined the focus on the exchange rate as an intermediate 
target of monetary policy. That is, the exchange rate targeting regime is the 
dominant monetary policy regime in the selected Caribbean small open economies 

                                                 
82 No survey response from The Bahamas and Guyana. 
83 No survey response from The Bahamas and Guyana. 
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as well as the focus on exchange rate stability as the principal monetary policy 
objective in these countries. 

Moreover, some respondents indicate that the size of the domestic capital markets 
has played also an important role in the choice of monetary policy instruments. 
Because of the limited domestic market, money and capital markets are in general 
underdeveloped, shallow and illiquid. As a result of the low level of financial 
development and the associated illiquid financial markets, open market operations 
are limited. Therefore, most central bank use direct monetary policy instruments, 
even though they have shifted their focus to more market-oriented instruments.  

Also, respondents mention that because of their high import propensity, it is 
important to have adequate foreign exchange reserves. They note that it is important 
to have exchange rate stability, because the confidence in the currency is essential to 
impede sudden stops or capital flight. This also explains the focus on exchange rate 
stability as principal monetary policy goal and the exchange rate anchor. This 
observation is consistent with the view that a credible exchange rate regime, which 
could be achieved by pegging the exchange rate of the country, could reduce the 
probability of rumors-based reversals in capital flows (including sudden stops84) 
(Edwards, 2001). However, many analysts connect the balance of payments crises in 
emerging market countries, which were induced by sudden stops, with the 
prevalence of their soft-pegged exchange rates (Calvo & Reinhart, 2000). A 
counterargument is that one of the main causes of these crises is the liability 
dollarization, i.e., the relatively large foreign-exchange denominated short-term debt 
obligations, which exceeded by far the stock of international reserves, and not the 
exchange rate regime itself (Calvo & Reinhart, 2000). 

Half of the respondents mentions that there are no other factors, besides the size 
of the country, that have played a role in their choice of the institutional framework 
of monetary policy. However, the other half indicates that, besides the size of the 
country, history has also played a role in the institutional choices of monetary policy, 
meaning that their choices take into consideration arrangements prior to the 
establishment of their central banks, like the existence of currency boards under the 
British colonial rule and in the case of Aruba the institutional framework of 
monetary policy of the Netherlands Antilles. Moreover, one respondent states that 
the Westminster system of governance has played an important role in the choice of 
the institutional framework of monetary policy.  

All in all, the survey indicates that the size of the country is seen by the majority 
of the countries85 as the most important determinant factor in the institutional 
choices of monetary policy in the selected Caribbean countries. Based on the findings 
of this survey, I note that three characteristics of the selected Caribbean countries 
which are related to their small size have determined largely their institutional 
choices of monetary policy. First, these countries are price takers and have, therefore, 
limited ability to influence domestic prices. Second, the limited domestic market is 
also reflected in the level of financial development in these countries which is 
important for using market-oriented monetary policy instruments. Third, because of 

                                                 
84 Sudden stops refer to episodes of sharp decreases in capital inflows to a country (e.g., Forbes & 
Warnock, 2012; Burger & Ianchovichina, 2014). 
85 No survey response from the central banks of The Bahamas and Guyana. 
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their size, confidence in the currency is an important requirement for achieving their 
policy objectives.  

According to three of seven survey respondents86, the effectiveness of monetary 
policy is influenced by the size of the country due to the vulnerability to (large) 
external shocks, while two respondents mention that the effectiveness of monetary 
policy is impacted by the effect of foreign exchange flows on the monetary policy 
objectives. This is consistent with Worrell (2000), who argues that the small size 
constraints of the countries (both with fixed and flexible exchange rate regimes) limit 
the effectiveness of their monetary policy, because they are susceptible to contagion 
and exchange rate instability.  

As noted before, the essential problem with a fixed exchange rate is that the 
government foregoes completely the use of monetary policy for stabilization 
purposes, because it loses control of the domestic money supply (Obstfeld & Rogoff, 
1995). In a fixed exchange rate system with capital mobility, the domestic nominal 
interest rate must equal the foreign nominal interest rate. An increase in money 
supply by the monetary authority will not result in a decrease in the domestic 
interest rate as in a closed economy or under a floating exchange rate. Instead, 
people would hold more money than they desire at the prevailing foreign interest 
rate and would sell their excess money holdings to the domestic central bank for 
foreign currency at the fixed exchange rate. Consequently, losses of foreign exchange 
reserves will offset the initial increase in money supply. This mechanism can be 
counteracted to some extent by the use of capital controls to restrict capital mobility. 
In other words, in the case of fixed exchange rate regimes, countries can get the 
possibility of controlling the domestic money supply and consequently conducting 
an independent monetary policy, that is the use of monetary policy for domestic 
objectives such as the domestic inflation, by using capital controls. It should be noted 
here that even large countries find it difficult to have complete independent 
monetary policy in the international environment of free capital mobility (Rey, 2015). 

It is important to notice that all selected countries, with the exception of the 
ECCU countries and Trinidad and Tobago, implement capital controls. The 
exchange rate regime of the ECCU countries is largely free of restrictions. This is also 
the case for Trinidad and Tobago which eliminated foreign exchange controls in 
1993 when the Trinidad and Tobago dollar was allowed to float. Note that even 
Suriname and Guyana that have a more flexible exchange rate regime (i.e., a 
stabilized arrangement) implement capital controls. An analysis of the monetary 
policy institutions of the countries with capital controls and those without capital 
controls shows no significant dissimilarities between these two groups of countries 
with the exception of the type of monetary policy instruments. The ECCU countries 
and Trinidad and Tobago87 rely mainly on the use of indirect monetary policy 
instruments, while the majority of the other countries has pursuit or is still pursuing 
primarily direct monetary policy instruments.  

                                                 
86 Based on response from the central banks of Aruba, Barbados, Belize, Curaçao and Sint Maarten, 
Netherlands Antilles, Suriname, and Trinidad and Tobago. Note that one respondent mentions that 
the size of the country has a minimal impact on its ability to achieve its monetary policy objectives. 
87 After the abolishment of the capital controls in 1993, the Central Bank of Trinidad and Tobago 
moved to the use of indirect monetary policy instruments. 
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Capital controls can be seen as an extractive institution, as it does not allow free 
movement of capital to its most efficient use. They have one important disadvantage, 
being the negative investors’ perception which may make it difficult to obtain 
foreign funds for productive investments to stimulate the economy. Calvo & 
Reinhart (2000) argue, however, that empirical evidence shows that capital controls 
in emerging markets have not reduced the overall volume of capital flows, but they 
have altered the composition of the capital flows by reducing the share of short-term 
and portfolio flows to foreign direct investment. Moreover, Forbes & Warnock (2012) 
find little association between capital controls and the probability of having surges 
or stops of foreign capital flows.  

 

6.5 Concluding remarks 

 
The rules of the game in the case of monetary policy are the goals, the intermediate 
target and the instrument of monetary policy as well as the level of central bank 
independence. The findings of this chapter, based on the survey outcomes and 
analysis of secondary data, suggest that guiding principles of monetary policy 
identified in Chapter 5 are not valid for the Caribbean small open economies. The 
majority of the selected Caribbean countries has exchange rate stability (instead of 
price stability) as ultimate goal of monetary policy, an exchange rate (instead of 
inflation target) as intermediate target of their monetary policy, and has relied 
primarily on direct instruments (instead of indirect instruments) in the conduct of 
their monetary policy, though a clear shift toward the use of indirect instruments has 
been observed. The focus on exchange rate stability as monetary policy goal and 
exchange rate targeting as intermediate target of monetary policy implies that these 
countries lose the possibility of using monetary policy for stabilization purposes. 
However, the majority of these countries use capital controls to retain some control 
over the domestic money supply in order to conduct independent monetary policy, 
that is the use of monetary policy for domestic objectives such as domestic inflation. 
Noticeably, there are no significant dissimilarities in the monetary policy institutions 
of countries with capital controls and those without capital controls, with the 
exception of a bigger reliance on indirect monetary policy instruments in the case of 
countries without capital controls. Furthermore, the central banks have instrument 
independence, which is supported by some degree of independence in personnel 
matters as reflected in the relatively low turnover rates of central bank governors. 
However, CBI is often limited by the high degree of central bank lending to the 
government and by the fact that the appointment of central bank governors is not 
independent from the executive branch in most countries. The analysis of the point 
of view of the selected countries derived from the survey shows that the size of these 
nations, as reflected in three size-related characteristics i.e., their limited ability to 
influence domestic prices, their relatively low level of financial development and the 
required confidence in their currency as an important prerequisite for achieving 
their policy objectives, plays an important role in these institutional choices.  

The small size constraint seems to have been decisive for the exchange rate 
choice, in broad lines whether to fix or float. So, the question to ask is why the 
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majority of the Caribbean small open economies have chosen the fixed exchange rate 
regime. The next chapter explores this question empirically. However, as a 
preliminary supposition I argue that because these economies are price takers and a 
large part of their inflation is being imported, it makes no sense in trying to pursue a 
price stability objective that is largely not in the hands of the central banks. Central 
banks only have limited influence on the domestic part of inflation. Fixing the 
exchange rate with the major trading partner will help in keeping the inflation rate 
within manageable boundaries, provided the anchor country has a low and stable 
inflation rate. In this argument, size plays a major role. The task left to the central 
bank of a country fixing its currency, is to safeguard the parity with the anchor 
country. In this manner, exchange rate stability becomes the principal objective of 
monetary policy in the small open economies of the Caribbean, while the exchange 
rate is the intermediate target of monetary policy of most of these countries.  

Finally, I remark that given the relatively short period covered in this study, the 
guiding principles of Caribbean small open economies may change in the course of 
time. Moreover, taken into account the small sample size, the outcomes of the survey 
discussed in this chapter may not be representative in general for small open 
economies with a population of no more than 1.5 million people. Also, one should 
keep in mind that this study is an exploratory research. In future research, 
multivariate analysis may be used to examine the monetary policy institutional 
choices.  
  



520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM
Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018 PDF page: 119PDF page: 119PDF page: 119PDF page: 119

 
 

 109 

7 The exchange rate regime choice in the selected Caribbean 
economies 
 

7.1 Introduction 

 
This chapter examines the determinants of the exchange rate regime choice in the 
selected Caribbean small open economies. The choice of an exchange rate regime is 
one of the most important macroeconomic decisions of a country. This choice 
determines in part the monetary policy regimes available to a country. IMF (2014a) 
shows that countries with more fixed exchange rate regimes have in general an 
exchange rate targeting regime, while countries with more flexible exchange rate 
regimes have a broader choice of monetary policy regimes such as inflation targeting 
and monetary targeting88. The choice of the exchange rate regime has also an impact 
on the effectiveness of monetary policy. Countries that peg their currency’s exchange 
rate to that of another country while having capital mobility lose their monetary 
policy independence as they are no longer able to use monetary policy for 
stabilization purposes (Obstfeld & Rogoff, 1995). This mechanism can be 
counteracted to some extent by the use of capital controls to restrict capital mobility. 

The selected Caribbean countries and territories have different types of exchange 
rate regime, including dollarization, currency board, conventional peg and stabilized 
arrangement. This chapter explores why these Caribbean small economies adopted 
these specific exchange rate regimes and whether their small size has affected their 
exchange rate regime choice. The remainder of this chapter is organized as follows. 
Section 7.2 reviews the literature with regard to the advantages and disadvantages of 
the various exchange rate regimes, and the theories and selected empirical studies on 
the determinants of exchange rate regime choice. Section 7.3 elaborates on the 
exchange rate regimes of the selected Caribbean countries and territories and the 
motivations behind their exchange rate regime choices. Finally, section 7.4 
concludes. 

 

7.2 Literature review 

 
This section reviews the literature on exchange rate regime choice. It starts with a 
discussion of several advantages and disadvantages of exchange rate regimes in 
section 7.2.1. Next, theories of exchange rate regime choice, which elaborate on the 
determinants of the exchange rate regime choice, are discussed in section 7.2.2. 

                                                 
88 69 of 70 countries with a hard peg, conventional peg or pegged exchange rate within horizontal 
bands have an exchange rate targeting regime as their monetary policy regime. Of the 38 countries 
with a stabilized arrangement, crawling peg or craw-like arrangement, 15 countries have an exchange 
rate targeting regime, 10 countries have a monetary targeting regime, 10 countries have no explicitly 
stated nominal anchor, and 3 countries have an inflation targeting regime. Of the countries with a 
floating or free floating exchange rate, 30 countries have an inflation targeting regime, 24 countries 
(including the EMU-countries) have no explicitly stated nominal anchor and 11 countries have a 
monetary targeting regime.  
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Moreover, the determinants of the exchange rate regime choice which have been 
identified in selected empirical studies are discussed in section 7.2.3. 

7.2.1 Advantages and disadvantages of exchange rate regimes 

 
The literature on the advantages and disadvantages of exchange rate regimes is 
extensive. Often, a simplified distinction is made between fixed exchange rate and 
flexible exchange rate regimes in the discussion about the advantages and 
disadvantages of exchange rate regimes, even though there is a spectrum of 
exchange rate regimes as discussed in Chapter 6 (see Table 7.1). In what follows, a 
brief summary is given.  

 
Table 7.1 IMF classification of exchange rate arrangements 1) 

Type Categories 
Hard pegs Exchange arrangement with no separate legal tender Fixed 
  Currency board arrangement 

 

Soft pegs Conventional peg 
  Pegged exchange rate within horizontal bands Increasing  
  Stabilized arrangement flexibility 
  Crawling peg 
  Craw-like arrangement 
Floating regimes  Floating 

Free floating     Flexible 
Source: IMF (2014a). 
 
1) The IMF classification includes one residual type and category “other managed arrangement”, 

which is used when the exchange rate arrangement does not meet the criteria for any of the other 
categories. Arrangements characterized by frequent shifts in policies may fall into this category. 

 
A number of advantages of fixed exchange rate regimes are mentioned in the 
literature. First, fixed exchange rates reduce foreign currency risks in international 
trade and investment transactions, thus stimulating economic growth (Obstfeld & 
Rogoff, 1995; Frankel, 1999). This is particularly important in open economies with a 
high share of imports and exports. Second, the peg fixes the inflation rate for 
internationally traded goods, contributing to achieving and maintaining a low 
inflation rate (Obstfeld & Rogoff, 1995). Third, if the exchange rate peg is credible it 
anchors inflation expectations to the inflation rate in the country to whose currency 
it is pegged (Mishkin, 2007d; Obstfeld & Rogoff, 1995; Frankel, 1999). Fourth, a fixed 
exchange rate regime encourages monetary authorities to avoid time-inconsistent 
policy by imposing discipline on domestic monetary policy (Mishkin, 2007d). Time-
inconsistent policy arises when politicians put pressure on central banks to stimulate 
the economy and to reduce unemployment even to the point that the economy 
surpasses its natural rate of unemployment which would result in higher inflation in 
the long run (Berger et al., 2001). The fixed exchange rate imposes discipline on 
domestic monetary policy, because if domestic monetary policy were to be out of 
line with the anchor country this would result in undesired capital inflows or 
outflows in the case of free capital mobility (Mishkin, 2007d). A fixed exchange rate 
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regime is particularly desirable in countries where market-based monetary policy is 
constrained because of underdeveloped financial markets. Fifth, fixed exchange rates 
can reduce the currency risk component in domestic interest rates (Mishkin, 2007c). 
Investors take into account the risk of fluctuations in the exchange rates of currencies 
when determining the interest rate, because these fluctuations can significantly 
influence their interest revenues. Fixed exchange rates reduce the risk of fluctuations 
in the currency.  

However, the use of a fixed exchange rate regime has also disadvantages. 
Mishkin (2007d) gives an overview of the main disadvantages for emerging market 
countries. First, as also noted by among others Obstfeld & Rogoff (1995) and Frankel 
(1999), the country using a fixed exchange rate regime with open capital markets will 
lose its ability to conduct independent monetary policy. Note, however, that Mishkin 
(2007d) states that countries that have not developed the political or monetary 
institutions which result in the ability to use discretionary monetary policy 
successfully, may have little to gain from an independent monetary policy but a lot 
to lose.  

Second, shocks in the anchor country will be more easily transmitted to the 
pegging country. Mishkin (2007d) provides a good example of this argument. In 
1994, the Federal Reserve increased the federal funds rate to contain inflationary 
pressures. This shock was transmitted to Mexico where interest rates increased 
markedly, hurting the economy, and was a factor contributing to the foreign 
exchange and financial crisis in Mexico at the end of 1994.  

Third, the currency of the pegging country is susceptible to speculative attacks. 
Mishkin (2007d) derives this argument from Obstfeld & Rogoff (1995). Defending the 
currency from speculative attacks is very costly, because raising the interest rates to 
protect the domestic currency entails rise in unemployment and damage to the 
balance sheets of financial institutions.  

Fourth, especially in countries where the long-term bond market – which usually 
provides signals about the expected future stance of monetary policy – is not 
existent, central bank actions become less transparent and less accountable for 
keeping inflation under control in the absence of a foreign exchange market which 
could have served as an alternative for the long-term bond market. 

Fifth, in emerging market countries an exchange rate peg can promote financial 
fragility and financial crisis, because often their debt is denominated in foreign 
currencies while financial assets are in domestic currency. Consequently, a 
devaluation can cause a non-linear deterioration in the balance sheets of non-
financial and financial firms that can cause a collapse in the ability of financial 
markets to move funds to firms with productive investment opportunities. Also, a 
devaluation can lead to a sharp surge in inflation that causes a further weakening of 
balance sheets. Moreover, an exchange rate peg may encourage capital inflows, 
leading to a lending boom. An empirical study by Calderon & Kubota (2014) 
illustrates that gross surges are indeed highly likely to accompany lending boom. 
The latter could result in bad loans and a deterioration of banks’ balance sheets, thus 
hindering financial institutions to intermediate funds to those with productive 
opportunities. In this context, I note that a study about surges in capital flows in 
emerging market economies by Ghosh, Qureshi, Kim & Zalduendo (2014) shows 
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that countries with pegged exchange rates experience larger capital inflows during 
surges than countries with more flexible exchange rates. Calderon & Kubota (2014) 
come to the same conclusion in the case of industrial countries, but they note that in 
developing countries surges are more likely in countries with flexible exchange rate 
arrangements, because these countries typically have sound monetary policy 
frameworks. 

In contrast to fixed exchange rates, one major advantage of a system of flexible 
exchange rates is the autonomy of monetary policy associated with the latter 
exchange rate, implying that domestic goals may be pursued (Frankel, 1999; 
Johnson, 1969). Rey (2015) states, however, that even countries with flexible 
exchange rates do not have independent monetary policy in the international 
environment of free capital mobility, because cross-border flows and leverage of 
global institutions transmit monetary conditions globally, even under floating 
exchange rate regimes. Worrell (2000) posits one additional argument for the lack of 
independent monetary policy in the case of small open economies with flexible 
exchange rates. According to him, these countries are susceptible to contagion and 
exchange rate instability, because their financial markets are, in general, not highly 
developed, while their exchange markets are very small. Relatively few transactions 
can cause high exchange rate volatility, negatively affecting the central bank’s 
credibility. Moreover, according to Worrell (2000), these countries suffer from 
information asymmetries, meaning that often there is no general agreement among 
the business and financial community on the appropriateness of monetary policy. 
Consequently, monetary policy may not result in the desired effect and cannot 
independently influence inflation or output.  

Another advantage of flexible exchange rates is that external shocks are absorbed 
in the exchange rate helping to offset part of the effects of these shocks on output, 
employment and inflation (Bordo, 2003; Frankel, 1999). If a country has a deficit on 
its balance of payments, the exchange rate could depreciate, making exports more 
attractive and import more expensive, helping reduce the balance of payments 
deficit. The impact of such currency depreciation is, however, dependent on the 
price elasticity of exports and imports. According to the Marshall–Lerner condition, 
a currency depreciation would result in an improvement of the trade balance if the 
sum of import price elasticity and export price elasticity exceeds unity (Bahmani-
Oskooee & Ratha, 2004). Empirical studies find that the trade balance may 
deteriorate initially after a currency depreciation because of an inelastic demand in 
the short-run, but in the long-run the trade balance may improve provided the 
Marshall-Lerner condition is met (Bahmani-Oskooee & Ratha, 2004). This latter 
phenomenon is known as the J-curve effect. As a result, the demand for domestic 
products is stimulated (in the long run), improving employment and output 
(Frankel, 1999).  

Flexible exchange rates also have a number of disadvantages particularly for 
small open economies. If trade is invoiced in foreign currency, as is usually the case 
for the Caribbean small open economies included in this study, changes in the 
exchange rate may induce large swings in the trade balance and in inflation. Because 
these economies have little room for import substitution as a result of the limited 
domestic production, their imports are impacted significantly by devaluation as they 
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still need to import these goods and imported inflation goes up (Imam, 2010). As the 
demand for their exports (mostly in services like tourism and a few goods) is 
inelastic, devaluation will not result in an increase in their exports, which could have 
offset the rise in imports (Imam, 2010). In addition, as tradables are used as inputs in 
the domestic production of non-tradables, this will also trigger inflation (Imam, 
2010). Also, because trade is most of the time invoiced in foreign currency, a floating 
exchange rate implies currency risk. Moreover, although countries can conduct 
independent monetary policy through a flexible exchange rate regime, their ability 
to do so is restricted in microstates (less than 2 million inhabitants) because 
monetary policy will be largely driven by exchange rate considerations, since their 
underdeveloped financial markets impede the adoption of flexible exchange rates 
(Imam, 2010). Imam (2010) notes further that in microstates the volatility of the 
exchange rate can be excessive because foreign exchange markets are illiquid and 
subject to spikes if a large transaction takes place.  

 Many economists believe that emerging and developing countries in general 
don’t have the institutions for conducting effective monetary policy under purely 
floating exchange rates (e.g., Summers, 2000; Calvo & Mishkin, 2003). In the case of 
floating exchange rates, the scope of monetary policy hinges largely on the 
credibility of monetary institutions. These countries should build genuine public and 
political support for central bank independence as well as legal independence in 
order to have the ability to conduct domestic monetary policy successfully.  

 

7.2.2 Theories of exchange rate regime choice determination 

 
One of the early advocates for floating exchange rates is Milton Friedman. Friedman 
argues that in a world of sticky prices and wages a system of flexible exchange rate 
helps an economy to absorb external shocks, while a fixed exchange rate system 
would lead to imbalances in the economy – such as balance of payments deficits 
(Bordo, 2003). He states that floating has therefore the advantage of monetary 
independence.  

Extending the analysis to a world of capital mobility, Mundell (1963) and 
Fleming (1962) conclude that the choice of the exchange rate regime depends on the 
sources of shocks, the level of capital mobility and the preference for independent 
monetary policies. In a world with perfect capital mobility, a fixed (flexible) 
exchange rate regime should be selected in countries experiencing nominal (real) 
shocks. One example of a nominal shock is a shift in money demand. Examples of 
real shocks are a change in the demand for exports and a change in the terms of 
trade. Meanwhile, for a country that prefers independent monetary policies, a 
flexible exchange rate regime would be a better choice. This analysis led to the 
impossible trinity view. This view refers to the impossibility of simultaneous 
accomplishments of three goals: exchange rate stability, monetary policy 
independence toward domestic goals and open capital market (that is, free 
international capital mobility) (Bordo, 2003; Frankel, 1999). Only two of the three 
objectives can be mutually consistent. Therefore, policy makers must decide which 
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one to give up. Capital mobility limits the effectiveness of pegs. The criterion of this 
approach is the benefit of monetary independence. 

The optimum currency area approach posits that the choice of exchange regime 
depends on the country’s size, trade openness and the characteristics of the shocks 
the economy is subject to and trading links with its pegging country (Mundell, 1961; 
McKinnon, 1963; Kenen, 1969). Mundell (1961) defines a currency area as a domain 
within which exchange rates are fixed. This approach argues that choosing a fixed 
exchange rate regime is more suitable for countries that are smaller, more open and 
trade more with the peg currency countries. Also, this approach postulates that to 
lessen output fluctuations, fixed exchange rates should be the choice under nominal 
shocks, while flexible exchange rates should be implemented if real shocks 
dominate.  

The original sin hypothesis is another approach of the exchange rate regime 
choice. Original sin refers to a situation in which domestic currency cannot be used 
to borrow abroad or to borrow long term, even domestically (Eichengreen & 
Hausmann, 1999). This theory argues that depreciations are costly in countries 
where economic agents are unable to borrow long term domestically and cannot 
borrow abroad in their own currency, and are thus forced to borrow in foreign 
currency. As a result, financial fragility is unavoidable, because all domestic 
investments will have either a currency mismatch or a maturity mismatch. 
Therefore, the solution according to this theory is to have no exchange rate or in 
other words the solution is dollarization or its euro equivalent. Eichengreen & 
Hausmann (1999) provide two hypotheses for the original sin phenomenon. The first 
hypothesis is that a history of inflation and depreciation renders investors reluctant 
to invest in domestic currency assets and to invest long term. Nevertheless, the 
authors note that it seems that original sin applies also to emerging markets that do 
not have a recent history of high inflation. Another hypothesis is that sovereign risk 
renders investors reluctant to invest in domestic currency denominated assets.  

The potential of exchange rate pegs to promote financial fragility, including 
financial crises, led to the onset of the bipolar view or two-corner approach. 
Exchange rate pegs in emerging market countries are more likely to contribute to 
financial crises than floating exchange rate pegs (Mishkin, 2007d, p. 450). Most of the 
emerging market countries hit by a crisis in the 1990s had pegged exchange rates 
(Bordo, 2003). Eichengreen (1993) mentions that financial deregulation and the 
removal of capital controls have created a large pool of liquid funds which is ready 
to move if there is any possibility of a devaluation risk. Especially emerging market 
economies with sizable dollar-denominated debts could suffer massive bankruptcy 
as a result of changes in the exchange rate (Calvo, 2001). According to the bipolar 
view, with high capital mobility the only viable exchange rate regime choice is 
between super hard pegs (currency unions, dollarization or currency boards) and 
floating (Bordo, 2003). The bipolar view suggests that intermediate exchange rate 
regimes are disappearing and that countries around the world are being driven 
towards corner solutions (Fischer, 2001).  

Another theory for explaining the exchange rate regime choice is based on 
financial maturity as reflected in open and deep financial markets. Countries with 
small and poorly developed domestic capital markets are not able to have floating 



520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM
Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018 PDF page: 125PDF page: 125PDF page: 125PDF page: 125

 
 

 115 

exchange rates, international capital mobility, and an independent stabilizing role 
for domestic policy (Cooper, 1999). The key distinction for exchange rate regime 
choice between advanced and emerging countries is financial maturity (Bordo & 
Flandreau, 2003). Less flexible exchange rate regimes should be considered in 
countries with less developed financial markets. Bordo & Flandreau (2003) argue 
that today’s floating by the core countries is “a product of financial maturity and the 
development of the technological and institutional structures and constraints that 
allow policy makers to follow stable money and fiscal policy without adhering to an 
external nominal anchor” (p.462). In a comment by A.J. Schwartz, included as 
addendum to the article on p. 469, she notes that “financial immaturity may be 
euphemism for misguided monetary and fiscal policies”. She believes that capital-
poor countries are financially mature when they adopt sound monetary and fiscal 
policies with the appropriate institutional infrastructure.  

Another theory (the political view) argues that the peg is an appropriate choice 
for governments lacking (nominal and institutional) credibility (Drazen, 2000, p. 
531). By pegging the currency, the government attempts to convince the public of its 
commitment to price stability.  

The different exchange rate regime determination theories provide different 
possible explanations for the exchange regime choice of countries. However, the fear 
of floating theory posits that officially flexible exchange rate countries follow de facto 
a peg exchange rate regime, whereby they do attempt to stabilize the exchange rate 
as they are reluctant to tolerate much variation in their exchange rate. Calvo & 
Reinhart (2002) present a simple model where fear of floating arises from the 
combination of lack of credibility, a high pass-through from exchange rates to prices, 
and inflation targeting. The findings of the study of the latter authors suggest that 
there is a fear of floating in emerging market countries, namely “that in many cases 
the authorities are attempting to stabilize the exchange rate through both direct 
intervention in the foreign exchange market and open market operations” (p. 392). A 
recent study shows that during the late eighties and nineties the fear of floating in 
Latin American economies was related to domestic liability dollarization, while in 
the decade of the commodities boom (the period 2003-2013) the fear of floating was 
led by the risk of Dutch disease (Malagón González, 2017). 

 

7.2.3 Empirical studies 

 
In this section, the key drivers of the exchange regime choice according to selected 
empirical studies are reviewed (see Table 7.2). Most studies show that in general the 
larger the size of the economy (e.g. measured by GDP or population) the greater the 
probability of choosing a flexible exchange rate (Berger, Sturm & De Haan, 2000; 
Carmignani, Colombo & Tirelli, 2008; Levy-Yeyati, Sturzenegger & Reggio, 2009; 
Markiewicz, 2006; Poirson, 2001; Rodriguez, 2016). Note that Rodriguez (2016) finds 
also that the larger the size of tradable sectors, which is mostly related to the size of 
the economy, the less likely it is that a government will peg its currency. In contrast 
to the OCA theory, Von Hagen & Zhou (2005) observe in a study of transition 
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Table 7.2 Empirical studies of determinants of exchange rate regime choice 1) 2) 

Author(s)   No. of 
countries 

Time period  Determinants of exchange  
rate regime choice 

Arguments in favor of  
  Fixed 

exchange 
rate 
regime 

Flexible 
exchange 
rate 
regime 

Aghion, 
Baccheta, 
Rancière & 
Rogoff (2009) 

  83 1960-2006 Financial development  + 

Berger, Sturm  65 1980-1994 Volatility of the foreign economy +  
& De Haan 
(2000)  

non-OECD 
 

Central bank independence from  
government 

 + 

    Political instability  + 
        Population  + 
        Synchronized business cycles +  

Carmignani,   96 1974-2000 Stable socio-political environment +  
Colombo & 
Tirelli (2008) 

   Liabilities in foreign currency +  

    Size of the economy  + 

    Economic openness +  

Levy-Yeyati,   183 1974-1999 Size of the economy  + 
Sturzenegger 
& Reggio 
(2009) 

   Trade openness +  

  Capital account openness in 
nonindustrialized economies 

+  

   Capital account openness in 
industrialized economies 

 + 

   Liability dollarization +  
   Lack of good institutional track 

record 
+  

    Political strength +  
Lin & Ye 
(2011) 

 102 1974-2005 Financial development  + 

Markiewicz  ± 26 1993-2002 Size of the economy  + 
(2006)  transition  Geographical concentration of trade  + 
    Inflation  + 
    Budget deficit  + 
    Financial development  + 
    Political stability +  

 
1) A + indicates that higher levels of the respective key driver increase the probability of choosing 

the respective exchange rate regime. For instance, Aghion, Baccheta, Rancière & Rogoff (2009) 
note that more financial development increases the probability of choosing a flexible exchange 
rate regime. 

2) A +/- indicates that depending on the method used in the respective study, higher levels of the 
respective key driver increase or decrease the probability of choosing the respective exchange rate 
regime. 
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Table 7.2 Empirical studies of determinants of exchange rate regime choice, continued 1) 2) 

Author(s)   No. of 
countries 

Time period  Determinants of exchange  
rate regime choice 

Arguments in favor of  
  Fixed 

exchange 
rate 
regime 

Flexible 
exchange 
rate 
regime 

Poirson    93 1990-1998 Size of the economy   + 
(2001)  developing  Vulnerability to external shocks  + 
     Inflation  + 
    Economic development  +/- 
        Product diversification  + 
        Capital mobility  + 
        Exchange risk exposure +  
        Degree of dollarization +  
        Level of foreign exchange reserves +  
        Political instability  + 
        Temptation to inflate by the 

government 
+  

Rodriguez   20  1985-2010 Size of the tradable sectors + 
(2016)  Latin  Size of the economy  + 
  American  Trade openness +  
        Financial development and openness +  
        Foreign liabilities +  

        
Democratic institutions and political 
stability 

 + 

        Tenure in office of government +  
Shambaugh 
(2004) 

 Over 10 
developing 
and 
industrial 
countries 

1973-2000 Preference for monetary policy 
independence 

 + 

Von Hagen & 
Zhou (2005) 

  25 
transition 
economies 
in Central 
and Eastern 
Europe and 
the CIS 

1990s Geographical concentration of trade +  

    Product diversification +  
      Economic openness +  
      Financial development  + 
      Size of the economy  +  
      Inflation  + 

        Level of foreign exchange reserves +  
        Inflation differential with the main 

trading partners 
+  

 
1) A + indicates that higher levels of the respective key driver increase the probability of choosing 

the respective exchange rate regime. For instance, Aghion, Baccheta, Rancière & Rogoff (2009) 
note that more financial development increases the probability of choosing a flexible exchange 
rate regime. 

2) A +/- indicates that depending on the method used in the respective study, higher levels of the 
respective key driver increase or decrease the probability of choosing the respective exchange rate 
regime. 
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economies in Central and Eastern Europe and the Commonwealth of Independent 
States (CIS) that larger countries are more likely to adopt a fixed exchange rate 
regime. The authors, however, provide no explanation for this finding.  

A number of the selected empirical studies suggest that more trade openness and 
economic openness increase the likelihood of adopting a fixed exchange rate regime 
(Carmignani, Colombo & Tirelli, 2008; Levy-Yeyati, Sturzenegger & Reggio, 2009; 
Rodriguez, 2016; Von Hagen & Zhou, 2005). Moreover, Von Hagen & Zhou (2005) 
note that more geographical concentration of trade also raises the prospect of 
adopting a fixed exchange rate regime. However, Markiewicz (2006) finds in a study 
of transition economies that a country is less likely to adopt a fixed exchange rate if 
its external trade is highly concentrated with the EU, because they are more 
vulnerable to external shocks which make it more difficult to sustain pegs. 

Several studies indicate that political stability is associated with fixed exchange 
rate regime, while political instability is associated with flexible exchange rate 
regime (Berger, Sturm & De Haan, 2000; Carmignani, Colombo & Tirelli, 2008; Levy-
Yeyati, Sturzenegger & Reggio, 2009; Markiewicz, 2006; Poirson, 2001). This finding 
is related to the ability to sustain pegs. Rodriguez (2016) finds that democratic 
institutions and politically stable contexts in Latin America are associated with 
flexible exchange rate regimes, because strong democracies are politically 
accountable and transparent institutions that can choose a flexible regime. However, 
long-tenured governments with more years left in the current term tend to peg their 
currency, as they are abler to sustain pegs in the case of the Latin American countries 
(Rodriguez, 2016) and in the case of non-industrialized economies (Levy-Yeyati, 
Sturzenegger & Reggio, 2009).  

Another determinant of the exchange rate regime choice is the level of inflation. 
High current inflation raises the probability of choosing a flexible exchange rate 
regime, because sustaining fixed exchange rate regimes becomes more difficult 
(Markiewicz, 2006; Poirson, 2001; Von Hagen & Zhou, 2005). Nevertheless, Von 
Hagen & Zhou (2005) notice that large cumulative inflation differentials vis-à-vis a 
country’s main trading partners are factors increasing the likelihood of adopting 
fixed exchange rate regimes. According to the latter authors, these differentials 
signal problems of weak central bank credibility and lead to more stable exchange 
rates, probably by adopting exchange-rate- based disinflation programs. Moreover, 
the larger is the temptation to inflate by the government, the greater will be the 
prospect for choosing a peg as an institutional constraint (Poirson, 2001). 

Financial development and openness also are key drivers of the exchange rate 
regime choice as stated by several empirical studies. More developed financial sector 
advances the likelihood that a country will select a flexible exchange rate (Aghion, 
Baccheta, Rancière & Rogoff, 2009; Lin & Ye, 2011; Markiewicz, 2006; Von Hagen & 
Zhou, 2005). The existence of a more advanced financial system enables the 
development of more sophisticated instruments for the conduct of monetary policy, 
including flexible exchange rate regimes (Von Hagen & Zhou, 2005). Aghion, 
Bacchetta, Rancière & Rogoff (2009) note that a higher degree of exchange rate 
flexibility consistently leads to lower growth in countries with relatively thin 
financial markets. The less financially developed economies may derive growth 
benefits from maintaining a rigid exchange rate regime. Moreover, Lin & Ye (2011) 
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find that a country is more likely to exit from a fixed exchange rate regime to a 
flexible one when its financial market is more developed. In contrast, Rodriguez 
(2016) finds that more financial development increases the possibility of adopting a 
fixed exchange rate regime in Latin American countries. The latter finding could be 
explained by the relation between financial development and the prevalence of 
foreign currency denominated liabilities in those countries. With regard to capital 
mobility and financial openness, Levy-Yeyati, Sturzenegger & Reggio (2009) note 
that the relationship between capital account openness and the propensity to peg is 
negative in the case of developed economies, but is positive in the case of developing 
economies. Another study (Poirson, 2001) finds that more capital mobility and 
financial openness increase the likelihood of selecting a flexible exchange rate 
regime.  

Furthermore, the probability of adopting a fixed exchange rate regime grows 
with the degree of dollarization and exchange rate risk exposure and the incidence 
of foreign-currency denominated liabilities (Carmignani, Colombo & Tirelli, 2008; 
Levy-Yeyati, Sturzenegger & Reggio, 2009; Rodriguez, 2016; Poirson, 2001). Poirson 
(2001) illustrates that dollarization (currency substitution) and the degree of 
exchange rate risk exposure (measured by the ability to hedge) are significant factors 
explaining cross- country differences in exchange rate regime choice, noting that 
both increase the likelihood of fixing the exchange rate. Levy-Yeyati, Sturzenegger & 
Reggio (2009) show that increasing the liability dollarization ratio from zero to twice 
the money base raises the preference for a peg among developing economies by 
roughly 10 percent, and reduces it by about 10 percent in developed economies.  

Other key drivers of the exchange rate regime choice are the level of foreign 
exchange reserves (Poirson, 2001; Von Hagen & Zhou, 2005), the volatility of the 
foreign economy (Berger, Sturm & De Haan, 2000), and synchronized business cycles 
between the pegging country and the anchor country (Berger, Sturm & De Haan, 
2000), which are all positively associated with the likelihood of adopting a fixed 
exchange rate regime. Note that Poirson (2001) finds a positive association between 
vulnerability to external shocks and flexible exchange rate regimes. Also product 
diversification is a key driver of the exchange rate regime choice. With regard to 
economic development, Poirson (2001) finds contradicting results on the effect of this 
variable on the choice of an exchange rate regime, depending on the choice of the 
method used. Von Hagen & Zhou (2005) find a positive association between a 
diversified product structure and the likelihood to select fixed exchange rate 
regimes, while Poirson (2001) observes a positive association between a diversified 
product structure and the likelihood to select flexible exchange rate regimes. With 
regard to institutional factors, the lack of institutional track record is positively 
associated with the probability of choosing a fixed exchange rate regime (Levy-
Yeyati, Sturzenegger & Reggio, 2009). The greater the level of central bank 
independence (i.e., one of the monetary policy institutions identified in this study) 
the greater the likelihood of selecting a floating exchange rate (Berger, Sturm & De 
Haan, 2000). Budget deficits are another key driver of the exchange rate regime 
choice. The higher the budget deficit the more likely it is that a country will adopt a 
flexible exchange rate regime, because fixing the exchange rate could aggravate the 
budget deficit further (Markiewicz, 2006). Finally, the inclination for monetary 



520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM
Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018 PDF page: 130PDF page: 130PDF page: 130PDF page: 130

 
 

 120 

policy autonomy could compel a country to choose for a flexible exchange rate 
regime (Shambaugh, 2004). 

 

7.3 The exchange rate regime choices of the selected Caribbean small open 
economies 

 
The majority of the selected Caribbean small open economies have a fixed exchange 
rate regime, although there is some diversity in the degree in which they are fixed 
(see Figure 7.1 and Table 7.3). Essentially, the countries and territories can be 
divided in four groups, countries with dollarization89, currency board, conventional 
peg and stabilized arrangement90. Eclac (2003) states that fixed exchange rates were 
established in former British colonies following their independence because of their 
desire to attract foreign direct investment, while currently the size and production 
structure of these economies are the key drivers for their exchange rate regime 
choice.  
 
Figure 7.1: Exchange rate regime in the Caribbean small open economies 1) 

 
Increasing degree of exchange rate regime flexibility 

Source: The Author. 
 
1) BES-islands are Bonaire, Sint Eustatius, and Saba. 
 
The countries with the least flexible exchange rate regime are the so-called BES-
islands (Bonaire, Saba, and Sint Eustatius), the British Virgin Islands, Guadeloupe, 
Martinique and the Turks and Caicos Islands. These territories have no separate 
legal tender and have adopted the US dollar or the Euro as their legal tender. 
  
  

                                                 
89 I use the term dollarization to refer to adoption of the US dollar or Euro as the legal tender of the 
country or territory. 
90 See Chapter 6 for an extensive discussion of the IMF Exchange Rate classification scheme. 

Dollarization
BES-islands
British Virgin Islands
Guadeloupe
Martinique
Turks & Caicos Islands

Currency board
Cayman Islands
ECCU countries

Conventional peg
Aruba
Bahamas      
Barbados
Belize
Curaçao
Netherlands Antilles
Sint Maarten

Stabilized 
arrangement
Guyana
Suriname
Trinidad &Tobago
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Table 7.3 Exchange rate regimes in the selected Caribbean small economies 
Country/Territory De facto exchange rate 

regime 1) 
Parity with  
US dollar 

Parity since 

Dutch Caribbean 
Aruba Conventional peg 1.79 1986 
Bonaire Dollarization 
Curaçao; Sint Maarten Conventional peg 1.79 2010 
Netherlands Antilles Conventional peg 1.79 1971 
Saba Dollarization 
Sint Eustatius Dollarization 

English speaking Caribbean 
Bahamas Conventional peg 1 1973 
Barbados Conventional peg 1.98 1975 
Belize Conventional peg 2 1976 
British Virgin Islands Dollarization 
Cayman Islands Currency board 
ECCU-countries Currency board 2.7 1976 
Guyana Stabilized arrangement 206.50 2) 
Trinidad and Tobago Stabilized arrangement 6.38 2) 
Turks and Caicos Islands Dollarization 

French Caribbean 
Guadeloupe Dollarization 
Martinique Dollarization 

Suriname  Stabilized arrangement 3.43 2) 
Source: IMF (2014a); Survey; Websites of the central banks and (monetary) authorities.  

1) Based largely on the de facto classification by IMF (2014a). Note that the latter publication includes 
only countries and not territories.  

2) Average selling rate 2015. 
 
Moving towards greater exchange rate flexibility, there is a second group of 
countries with a currency board, comprising the Cayman Islands and the ECCU-
countries (Anguilla, Antigua and Barbuda, Dominica, Grenada, Montserrat, Saint 
Kits and Nevis, Saint Lucia, and Saint Vincent and the Grenadines). Next, there is a 
group of countries, consisting of Aruba, The Bahamas, Barbados, Belize, Curaçao, 
the (former) Netherlands Antilles, and Sint Maarten, which have a conventional peg 
with the US dollar, implying that these countries have formally (de jure) pegged their 
currency at a fixed rate to the US dollar.  

The last group of countries, consisting of Guyana, Suriname, and Trinidad and 
Tobago has the most flexible exchange rate regime, i.e., stabilized arrangement. The 
exchange rate of Guyana was fully liberalized in 1991, after devaluations of the 
Guyanese dollar in 1987 and 1989 (Worrell, Marshall & Smith, 2000). Also, the 
Trinidad-Tobago dollar was devalued in 1985, 1988 and 1993, after which the 
exchange rate was liberalized in 1993 (Worrell, Marshall & Smith, 2000). Although 
the currencies of Guyana, Trinidad and Tobago, and Suriname are not pegged to the 
US dollar, IMF (2014a) categorizes the de facto exchange rate regime of these 
countries as stabilized arrangement. As illustrated in Figure 6.2, the exchange rates 
of the currencies of Guyana, Trinidad & Tobago and Suriname have not fluctuated 
markedly in the period 2005-2015, sustaining the classification as stabilized 
arrangements. Note that the two currency (or monetary) unions, i.e., the monetary 
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union of Curaçao and Sint Maarten and the one of the Eastern Caribbean countries 
(ECCU), are classified according to IMF (2014a). The IMF (2014a) considers the 
exchange rate regime of Curaçao and Sint Maarten as a conventional peg, while IMF 
(2014a) classifies the exchange rate regime of the ECCU-countries as a currency 
board arrangement. These classifications are largely consistent with the survey91 
response of mentioned countries. 

To answer the research sub-question Why have the Caribbean small economies 
adopted their exchange rate regime?, this study applies a mixed method design. As 
mentioned before all selected countries and territories (see Table 7.3) have a type of 
fixed exchange rate regime. This study not only tries to find out why these 
Caribbean small economies have chosen a fixed exchange rate regime in general, but 
also why they have chosen specifically for dollarization, currency board, 
conventional peg or stabilized arrangement. Consequently, it is important to include 
all these countries and territories as much as possible in this research. Due to lack of 
available (reliable) data for all selected countries and territories, it is not possible to 
apply methodologies as used in the empirical studies mentioned in Table 7.2. 
Therefore, using (i) a survey among the central banks or monetary authorities of the 
selected Caribbean small open economies92, (ii) semi-structured interviews or 
written correspondence with survey participants to obtain answers to follow-up 
questions to the survey93 and (iii) official documents94 in the case of the countries 
and territories not participating in the survey, I apply qualitative data analysis to 
uncover the most important determinants of the exchange rate regimes of the 
selected Caribbean small economies. Subsequently, this study uses statistical 
significance tests to determine whether the means (or medians) of all exchange rate 
regimes are equal for each selected determinant of the exchange rate regime choice.  
 

7.3.1 Determinants of the exchange rate regime choice: evidence from qualitative 
data 

 
The survey responses, transcripts of the interviews, written correspondence and 
official documents are explored using open coding, thereby reducing the data into 
categories of determinants of the exchange rate regime choices. Table 7.4 exhibits the 
most important determinants that have been put forward about the selected 
countries and territories. Note that these determinants make clear why the selected 
Caribbean small open economies have chosen for one or another form of a fixed 
exchange regime. The results indicate that the small size of the Caribbean small 
countries and territories, their high degree of trade openness and the confidence in 

                                                 
91 Survey on the monetary policy framework in selected Caribbean countries (referred to in the 
remainder of this chapter as the “survey”) 
92 Responses from the central banks of Aruba, Barbados, Belize, Curaçao and Sint Maarten, ECCU, 
Suriname and Trinidad and Tobago, and the monetary authority of Cayman Islands. The central bank 
of Curaçao and Sint Maarten did answer the questions also for the situation of the (former) 
Netherlands Antilles. 
93 Interviews with representatives of the central banks of Aruba, Barbados, and Curaçao and Sint 
Maarten. Written correspondence with the central banks of Belize and Suriname. 
94 Available documents for the BES-islands and The Bahamas. 
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Table 7.4 Most important determinants of exchange rate regime choice in the selected Caribbean 
small open economies 1) 2) 3) 

  No. responses per exchange rate regime 
Determinant DO CB CP SA 

Small size of the country or territory 3 2 4 2 
Trade openness   2 3 2 
Confidence in the currency through stable exchange 
rates 

  2 3 1 

Concentration of trade settled in US dollar 3   2   
Some scope of monetary policy independence (in 
combination with capital controls) 

    3   

Source: The Author.  
 
1) Based on (i) survey responses from the central banks of Aruba, Barbados, Belize, Curaçao and 

Sint Maarten, ECCU, Suriname, and Trinidad and Tobago, and the monetary authority of 
Cayman Islands, (ii) interviews with representatives of the central banks of Aruba, Barbados, and 
Curaçao and Sint Maarten, (iii) written correspondence with representatives of the central banks 
of Belize and Suriname, and (iv) official documents of the BES-islands (Bonaire, Saba and Sint 
Eustatius), and The Bahamas. The sources of the official documents are the website of the central 
bank of the Netherlands http://www.cn.dnb.nl/nl/betalingsverkeer/keuze_voor_ de_dollar) in 
the case of the BES-islands and the Central Bank of The Bahamas (2014). 

2) Total of countries and territories per exchange rate regime: dollarization 3, currency board 2, 
conventional peg 5, stabilized arrangement 2.  

3) DO = dollarization; CB = Currency board; CP = Conventional peg; SA = Stabilized arrangement. 
 
their currency through stable exchange rates are the three main factors explaining 
their exchange rate regime choice. The concentration of trade settled in US dollar is 
also one determinant of the exchange rate regime choice, explaining specifically the 
choice for dollarization or conventional peg to the US dollar. Finally, some scope of 
monetary policy independence in the case of conventional peg in combination with 
capital controls is also identified as one determinant of the exchange rate regime 
choice. 

According to this study, the small size of the selected Caribbean countries and 
territories implies that the exchange rate cannot be used as an instrument to achieve 
internal equilibrium, as an exchange rate depreciation/devaluation may not result in 
higher exports if these countries are already producing at their maximum capacity, 
while they cannot lower their imports by much because of their high import 
propensity. Because of their small size, these countries and territories are price 
takers. The results of this study also indicate that the high degree of trade openness 
makes them vulnerable for external shocks. In this context, stable exchange rates are 
important for containing capital flight. Moreover, this study indicates that the 
confidence in the currency through stable exchange rates is important for among 
others investors’ confidence, trade, investment, growth, employment and price 
stability. One interpretation of this outcome is that countries choose for a fixed 
exchange rate to compensate for a possible lack of institutional credibility. Another 
explanation is that in these economies a small number of transactions could cause 
huge exchange rate fluctuations, thereby negatively impacting the confidence in the 
currency and possibly causing capital outflows.  
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One of the explanations provided by the selected Caribbean small open 
economies for the choice for a conventional peg is that it provides a certain amount 
of scope for monetary policy independence compared to a hard peg, but also a 
conventional peg in combination with capital controls provides more scope for 
monetary policy independence compared to flexible exchange rates where an open 
capital account entails the risk of capital outflows. According to the present study, 
two other determinants of the exchange rate regime choice in the case of stabilized 
arrangements, which are not mentioned in Table 7.4, are the move towards a more 
market-oriented economy and the perceived institutional constraints to implement a 
floating exchange rate regime. The latter refer to the preconditions necessary for the 
successful implementation of a floating exchange rate regime, such as a well-
developed financial system, another intermediate target of the monetary policy 
instead of the exchange rate and sound financial sector supervision. Moreover, as 
mentioned in Chapter 6, the existence of currency boards under the British colonial 
rule has largely influenced the current existence of currency boards in the English 
speaking Caribbean. 
 

7.3.2 Determinants of the exchange rate regime choice: evidence from statistical tests 

 
Next, statistical tests for comparing groups are carried out to determine whether the 
means or medians of the exchange rate regimes are equal for each selected 
determinant of the exchange rate regime choice among the selected Caribbean small 
open economies. This is done to explore why these countries and territories have 
chosen for dollarization, currency board, conventional peg or a stabilized 
arrangement as exchange rate regime. Taken into account data availability for the 
majority of selected Caribbean countries and territories, the following five potential 
determinants identified in the literature or in this study are examined: (i) size of the 
country or territory as approximated by GDP in US dollar million (denoted as GDP), 
(ii) trade openness as estimated by trade (i.e., exports and imports) in percent of 
GDP (denoted as TRADE), (iii) level of economic development as gauged by GDP 
per capita in US dollar (denoted as GDPcap), (iv) the degree of financial 
development as assessed by domestic credit to the private sector in percent of GDP 
(denoted as CRED), and (v) the influence of history as gauged by the (former) 
colonial power. In the case of GDP, TRADE, GDPcap and CRED, the four groups of 
countries with, respectively, dollarization, currency board, conventional peg or a 
stabilized arrangement as their exchange rate regime are compared with each other. 
With respect to the influence of history as gauged by the (former) colonial power, the 
groups of countries with the UK and the Netherlands as (former) colonial power are 
compared with each other. 
 
One-way ANOVA and Tukey-Kramer method 
First, I consider applying the statistical method one-way ANOVA to test for 
significance of differences between the means of the exchange rate regimes for the 
first four mentioned variables (i.e., GDP, TRADE, GDPcap, and CRED).  
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There are three assumptions underlying the one-way ANOVA: 
(i) the observations are independent,  
(ii) the dependent variable is normally distributed within each group, and  
(iii) the variances in the groups are the same.  
 
With regard to the first underlying assumption, I note that this assumption cannot be 
tested, but it is assessed by examining the design of the study. To test the other two 
assumptions, I use the Shapiro-Wilk test for testing the normality of variables and 
the Levene’s F test for equality of variances.  

Taking into account the small sample size, I test the residuals of mentioned four 
variables for normality using the Shapiro-Wilk test. Review of the p-value for the 
Shapiro-Wilk test shows that the residuals of CRED (p = .427) and the residuals of 
TRADE (p = .278) are normally distributed. However, a review of the p-value for the 
Shapiro-Wilk test indicates that the residuals of GDP (p = .004) and the residuals of 
GDPcap (p = < .001) are not normally distributed. Next, GDP and GDPcap are 
transformed in logs and the Shapiro-Wilk test is performed on the residuals of these 
variables. Review of the p-value for the Shapiro-Wilk test shows that the residuals of 
logGDP (p = .446) and the residuals of logGDPcap (p = .163) are normally 
distributed. Next, I perform the Levene’s F test for equality of variances, where the 
null hypothesis is that the variances of the groups are equal. In the case of all four 
variables (i.e., logGDP, logGDPcap, CRED, and TRADE), the outcome of the 
Levene’s F-test indicates that the variances are equal in all cases since p > .05, 
indicating that the results do not reject the null hypothesis of equal variances at the 
0.05 significance level. Therefore, I decide to perform the one-way ANOVA on 
logGDP, logGDPcap, TRADE, and CRED.  

The null hypothesis of the one-way ANOVA is that the means of all exchange 
rate regimes are equal, while the alternative hypothesis is that at least one of the 
means is different from at least another mean. 

 
:   =  =  =   

 
: not all ’s are equal 

  
where  is the mean of variable i for dollarization,  is the mean of variable 

i for currency board,  is the mean of variable i for conventional peg, and  is 
the mean of variable i for stabilized arrangement. These hypotheses are tested at the 

 = 0.05 significance level by calculating an F-test statistic. The F-test statistic is equal 
to MSb/ MSw, i.e. the ratio of the mean square between groups (MSb) and mean 
square within groups (MSw). If F-test statistic > F critical value or, in other words, the  
p-value < 0.05, the null hypothesis is rejected and the alternative hypothesis  is 
accepted, concluding that not all ’s are equal.  

Next, if is rejected, a multiple comparison test is used to determine which 
means differ. The Tukey-Kramer method is used for this purpose, taking into 
account the unequal sample size of each exchange rate regime. Note that this method 
has the same underlying assumptions as the one-way ANOVA. For each pair of 
comparison, the following hypotheses are tested: 
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:   =   
 

:    
 
where j1 and j2 are two different exchange rate regimes. Subsequently, the critical 

significant difference for each pair is estimated as follows: 
 

 =    

 
where nj1 and nj2 are, respectively, the sample size for the exchange rate regime j1 

and j2 and  is the studentized range distribution for a significance level of 
, k exchange rate regimes, and N-k degrees of freedom. N is the total number of 

observations for all exchange rate regimes.  
 
For each pair, the absolute difference between the two means is estimated 

j1 - j2|and compared to , where j1 is the mean of the exchange rate regime j1 
and j2 is the mean of the exchange rate regime j2. 
 

If j1 - j2|> , the null hypothesis is rejected, implying that the difference 
between the two means is significant.  
 
Mann-Whitney U test 
Next, I use also the Mann-Whitney U test, a nonparametric test, for comparing two 
groups to examine which of the individual groups are significantly different from 
each other. In general, I apply this additional test even when the assumptions of the 
one-way ANOVA method are not violated. The rationale for using this test is the 
following.  

One caveat of normality tests is that they have little power to reject the null 
hypothesis of normality in the case of small sample size. Consequently, the results of 
the one-way ANOVA test may not be trustworthy. Therefore, as an alternative to the 
one-way ANOVA, I consider applying the Kruskal-Wallis test, the nonparametric 
equivalence of the one-way ANOVA, to test for significance of differences among 
the median of groups. However, since one requirement of the Kruskal-Wallis test is 
that the sample size of groups should be at least five, I cannot apply the Kruskal-
Wallis test. Instead I use the Mann-Whitney U test.  

The null hypothesis of the Mann-Whitney U test95 is that the two groups come 
from the same population, implying that the two independent groups are 
homogenous and have the same distribution. The alternative hypothesis is that the 
distribution of the first group is different from that of the second group. 
Alternatively, the null hypothesis states that the medians of the two respective 
groups are not different, while the alternative hypothesis affirms that the two 
medians differ.  

 

                                                 
95 The explanation of the Mann-Whitney U test is based largely on Nahar (2008). 
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: x = y 
 

: x  y  
 

where x is the median of group x and y, is the median of group y. These hypotheses 
are tested at the  = 0.05 significance level.  
 
For each group a U-statistic is calculated, i.e. 

 

  =  + -   
 

  =  + -   
 

where  is the sample size of group x,  is the sample size of group y,  is the 
number of the ranks assigned to group x, and  is the number of the ranks assigned 
to group y. Ho is rejected if min ( , )  U critical value at a significance level of  
= 0.05.  
 
Fisher’s exact test 
To examine the influence of the (former) colonial power on the exchange rate regime 
choice, I use the Fisher’s exact test to examine whether there is a significant 
association between the categorical variables exchange rate regime choice and the 
(former) colonial power. This test is conducted instead of a chi-square test, because 
of the small sample size. The null hypothesis states that the variables are 
independent, implying that the type of (former) colonial power does not influence 
the exchange rate regime choice. The alternative hypothesis states that the variables 
are dependent, implying that the type of (former) colonial power does affect the 
exchange rate regime choice. If the p-value of the Fisher’s exact test is lower than 
0.05, the null hypothesis should be rejected. 
 
Results of the statistical tests 
 
1. Size of the country or territory 

In the case of the size of the country or territory, logGDP is used. Figure 7.2 
illustrates for each exchange rate regime logGDP for the relevant 
countries/territories as well as the mean and median logGDP.  

A one-way ANOVA shows statistically significant differences between group 
means, F(3,22)= 3.43, p=  .03 (see Table 7.5). This implies that there is at least one 
pair of means that is significantly different. However, the Tukey-Kramer method 
for identifying pairwise differences shows no significant difference for any pair 
of means. This inconsistency between the ANOVA results and the Tukey-Kramer 
method results can be explained by the conservative nature of the latter method.  

The Mann-Whitney U-test shows that min ( , )  U critical value for all 
pairwise comparisons with the exception of dollarization and currency board (see 
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Figure 7.2 LogGDP by exchange rate regime1) 2) 

  

  
Source: UNdata; IEDOM; INSEE: Statistics Netherlands (2016). 
 
1) 2013 data, with the exception of Netherlands Antilles for which 2009 is used. 
2) Log of GDP in US dollar million is denoted as logGDP.  

 
Table 7.5 Results of the one-way ANOVA and Tukey-Kramer pairwise test of significance for the 
size of the country/territory (i.e., logGDP) 1) 2) 3) 

Mean and standard deviation 
F  P 

Pairwise test 
of 

significance 
  DO 

(N=7) 
CB 

(N=9) 
CP 

(N=7) 
SA 

(N=3) 
LogGDP  6.6 (2.1)   6.5 (1.1)   8.0 (0.7)   8.9 (1.1)   3.43   0.03*    
 Source: Author’s calculations. 
 
1) Standard deviation in parenthesis. The superscript * denotes significance at the 5 percent level. 
2) DO = dollarization; CB = Currency board; CP = Conventional peg; SA = Stabilized arrangement. 
3) Log of GDP in US dollar million is denoted as logGDP.  

 
Table 7.6 Results of the Mann-Whitney U-test for the size of the country/territory (i.e., logGDP) 1) 2) 

3) 
x y nx ny Mdnx Mdny min 

( , ) 
U-critical 

value 
DO CB 7 9  6.6   6.6  15.0 12 
DO CP 7 7  6.6   8.1  -48.0* 8 
DO SA 7 3  6.6   8.6  -38.0* 1 
CB CP 9 7  6.6   8.1  -34.0* 12 
CB SA 9 3  6.6   8.6  -32.0* 2 
CP SA 7 3  8.1   8.6  -76.0* 1 

Source: Author’s calculations. 
 

1) The superscript * denotes significance at the 5 percent level. 
2) DO = dollarization; CB = Currency board; CP = Conventional peg; SA = Stabilized arrangement. 
3) Log of GDP in US dollar million is denoted as logGDP.  
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Table 7.6). Therefore, the Mann-Whitney U-test indicates that there are significant 
differences in the median of the logGDP for all pairwise comparisons with the 
exception of dollarization and currency board. 

All in all, the results suggest that bigger countries have chosen for a more 
flexible exchange rate regime compared to the smaller countries. 
 

 
2. Trade openness 

As regards to trade openness, TRADE is used as a proxy (see Figure 7.3). A one-
way ANOVA indicates statistically significant differences between group means, 
F(3,16)= 4.73, p= .02 (see Table 7.7). The Tukey-Kramer method for identifying 
pairwise differences shows that the mean for the conventional peg  
(M= 148.7, SD = 50.5) is significantly higher than the mean for dollarization  
(M= 66.5, SD = 32.3). Other pairwise differences are not significant. The Mann-
Whitney U-test indicates that there are significant differences in the median of 
the logGDP for all pairwise comparisons since min ( , )  U critical value for 
all pairwise comparisons (see Table 7.8). 
 

Figure 7.3 TRADE by exchange rate regime1) 2) 

  

  
Source: World Bank World Development Indicators; UNdata; Statistics Netherlands (2015); INSEE; 
IEDOM; Central Bank of Aruba. 
 
1) 2013 data with the exception of Bonaire (data 2012). 
2) TRADE = trade openness as estimated by trade (i.e., exports and imports) in percent of GDP.  
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Table 7.7 Results of the one-way ANOVA and Tukey-Kramer pairwise test of significance for trade 
openness (i.e., TRADE) 1) 2) 3) 
  Mean and standard deviation 

F  P 
Pairwise 

test of 
significance 

  DO 
(N=3) 

CB 
(N=7) 

CP 
(N=7) 

SA 
(N=3) 

Trade openness 66.5 (32.3) 95.0 (16.5) 148.7 (50.5) 106.3 (22.4) 4.73 0.02* CP>DO 
Source: Author’s calculations. 
 
1) Standard deviation in parenthesis. The superscript * denotes significance at the 5 percent level. 
2) DO = dollarization; CB = Currency board; CP = Conventional peg; SA = Stabilized arrangement. 
3) TRADE = trade openness as estimated by trade (i.e., exports and imports) in percent of GDP.  
 
Table 7.8 Results of the Mann-Whitney U-test for trade openness (i.e., TRADE) 1) 2) 3) 

x y nx ny Mdnx Mdny min  
( , ) 

U-critical 
value 

DO CB 3 7  49.8   88.4  -8.0* 1 
DO CP 3 7  49.8   158.9  -56.0* 1 
DO SA 3 3  49.8   103.0  -18.0* 0 
CB CP 7 7  88.4   158.9  -28.0* 8 
CB SA 7 3  88.4   103.0  -8.0* 1 
CP SA 7 3  158.9   103.0  -56.0* 1 

Source: Author’s calculations. 
 

1) The superscript * denotes significance at the 5 percent level. 
2) DO = dollarization; CB = Currency board; CP = Conventional peg; SA = Stabilized arrangement. 
3) TRADE = trade openness as estimated by trade (i.e., exports and imports) in percent of GDP.  
 

All things considered, the results suggest that the countries with more fixed 
exchange rate regimes, i.e., dollarization and currency board, have a lower 
degree of trade openness compared to the countries with conventional pegs and 
stabilized arrangements. Note, however, that countries with a conventional peg 
have a higher degree of trade openness as compared to countries with stabilized 
arrangements. 

 
3. Level of economic development 

Concerning the level of economic development, the logGDPcap is used as a 
proxy (see Figure 7.4). A one-way ANOVA indicates no statistically significant 
differences between group means, F(3,22)= 3.04, p= .05 (see Table 7.9).  

In contrast, the Mann-Whitney U-test indicates that there are significant 
differences in the median of the logGDP for all pairwise comparisons since 
min ( , )  U critical value for all pairwise comparisons (see Table 7.10). The 
results indicate that the dollarized countries have a significantly higher level of 
economic development than the other countries, while the group of countries 
with stabilized arrangements has a significantly lower level of economic 
development compared to the other countries. Nevertheless, the results do not 
suggest that higher levels of economic development are associated with more 
fixed exchange rate regimes, since the countries with conventional peg have a 
significantly higher level of economic development compared to countries with a 
more fixed exchange rate regime (i.e., the currency board). 
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Figure 7.4 LogGDPcap by exchange rate regime1) 2) 

   

  
Source: UNdata; IEDOM; INSEE: Statistics Netherlands (2016). 
 
1) 2013 data, with the exception of Netherlands Antilles for which 2009 is used. 
2) Log of GDP per capita in US dollar is denoted as logGDPcap  
 
Table 7.9 Results of the one-way ANOVA and Tukey-Kramer pairwise test of significance for level 
of economic development (i.e., logGDPcap) 1) 2) 3) 

  Mean and standard deviation 
F  P 

Pairwise test 
of 

significance 
  DO 

(N=7) 
CB 

(N=9) 
CP 

(N=7) 
SA 

(N=3) 
LogGDPcap 4.4 (0.1) 4.1 (0.3) 4.2 (0.3) 3.9 (0.3)  3.04   0.05    
Source: Author’s calculations. 
 
1) Standard deviation in parenthesis. The superscript * denotes significance at the 5 percent level. 
2) DO = dollarization; CB = Currency board; CP = Conventional peg; SA = Stabilized arrangement. 
3) Log of GDP per capita in US dollar is denoted as logGDPcap  

 
Table 7.10 Results of the Mann-Whitney U-test for the level of economic development (i.e., 
logGDPcap) 1) 2) 3) 

x y nx ny Mdnx Mdny min  
( , ) 

U-critical 
value 

DO CB 7 9  4.4   4.1  -52.0* 12 
DO CP 7 7  4.4   4.3  -66.0* 8 
DO SA 7 3  4.4   4.0  -94.0* 1 
CB CP 9 7  4.1   4.3  -13.0* 12 
CB SA 9 3  4.1   4.0  -12.0* 2 
CP SA 7 3  4.3   4.0  -55.0* 1 

Source: Author’s calculations. 
 

1) The superscript * denotes significance at the 5 percent level. 
2) DO = dollarization; CB = Currency board; CP = Conventional peg; SA = Stabilized arrangement. 
3) Log of GDP per capita in US dollar is denoted as logGDPcap  
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4. Degree of financial development 
To proxy financial development, CRED is used. Figure 7.5 displays for each 
exchange rate regime this variable for the relevant countries/territories as well as 
the mean and median.  

 
Figure 7.5 CRED by exchange rate regime1) 2) 

  

   
Source: Cayman Islands Economics and Statistics Office; Central Bank of Aruba; Central Bank of 
Curaçao and Sint Maarten; World Bank World Development Indicators. 
 
1) 2013 data, with the exception of 2009 data for Barbados and the Netherlands Antilles and 2012 

data for Guadeloupe and Martinique. 
2) CRED = the degree of financial development as assessed by domestic credit to the private sector 

in percent of GDP.  
 

Table 7.11 Results of the one-way ANOVA and Tukey-Kramer pairwise test of significance for 
level of financial development (i.e., CRED) 1) 2) 3) 

    

Mean and 
standard 
deviation   F  P Pairwise test of 

significance   DO 
(N=2) 

CB 
(N=7) 

CP 
(N=7) 

SA 
(N=3) 

CRED 81.8 (28.7) 73.8 (21.1) 72 (10.2) 33.5 (9.6) 4.99 0.01* DO>SA; CB>SA; 
CP>SA 

Source: Author’s calculations. 
 
1) CRED = the degree of financial development as assessed by domestic credit to the private sector 

in percent of GDP.  
2) Standard deviation in parenthesis. The superscript * denotes significance at the 5 percent level. 
3) DO = dollarization; CB = Currency board; CP = Conventional peg; SA = Stabilized arrangement. 
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Table 7.12 Results of the Mann-Whitney U-test for the level of financial development (i.e., CRED) 
1) 2) 3) 

x y nx ny Mdnx Mdny min  
( , ) 

U-critical 
value 

DO CB 2 7  81.8   67.7  -35.0* 0 
DO CP 2 7  81.8   77.3  -39.0* 0 
DO SA 2 3  81.8   27.9  -17.0* 0 
CB CP 7 7  67.7   77.3  -4.0* 8 
CB SA 7 3  67.7   27.9  -28.0* 1 
CP SA 7 3  77.3   27.9  -32.0* 1 

Source: Author’s calculations. 
 

1) CRED = the degree of financial development as assessed by domestic credit to the private sector 
in percent of GDP.  

2) The superscript * denotes significance at the 5 percent level. 
3) DO = dollarization; CB = Currency board; CP = Conventional peg; SA = Stabilized arrangement. 
 

A one-way ANOVA indicates statistically significant differences between group 
means, F(3,15) = 4.99, p = .01 (see Table 7.11). The Tukey-Kramer method for 
identifying pairwise differences shows that there are significant differences, (i) 
between the mean for dollarization (M= 81.8, SD = 28.7) and the mean for 
stabilized arrangement (M= 33.5, SD = 9.6), (ii) between the mean for the 
currency board (M= 73.8, SD = 21.1) and the mean for stabilized arrangement and 
(iii) between the mean for conventional peg (M= 72.0, SD = 10.2) and the mean 
for stabilized arrangement. The other pairwise differences are not significant. The 
Mann-Whitney U-test indicates that there are significant differences in the 
median of the logGDP for all pairwise comparison since min ( , )  U critical 
value for all pairwise comparison (see Table 7.12).  

All in all, the results indicate that in general lower levels of financial 
development are found in countries with more flexible exchange rate regimes. I 
observe that the countries with stabilized arrangements have a significant lower 
degree of financial development than countries with more fixed exchange rate 
regimes. This seems to contradict the theories that higher levels of financial 
development are accompanied by more flexible exchange rate regimes. One 
explanation for these results is that possibly the choice for stabilized arrangement 
is largely related to other factors. One such factor is mentioned by a respondent 
in the survey, namely the move to a more market-oriented policy. The three 
countries (Guyana, Suriname, and Trinidad and Tobago) that adopted stabilized 
arrangements had macroeconomic imbalances in the years prior to the adoption 
of their exchange rate regime. In the case of Guyana, the choice for a stabilized 
arrangement, after episodes of currency devaluations, was part of a multi-year 
economic restructuring program which changed the state-run economic system 
into a market-oriented system (IMF, 1999; Worrell, Marshall & Smith, 2000). 
Trinidad and Tobago also moved to a stabilized arrangement after several 
episodes of currency devaluation, following a marked loss in foreign exchange 
reserves and government revenue related to a fall in oil price in 1982 (Worrell, 
Marshall & Smith, 2000). In the early 1990s, weakened public finances 
accompanied by monetary financing of fiscal needs and an expansion in private 
sector credit led to an increase in monetary aggregates and a depletion of foreign 
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exchange reserves in Suriname (Fritz-Krockow et al., 2009). This was 
accompanied by a parallel market in which the currency was 13 times the official 
rate in 1993. In 1992, the Surinamese government adopted a structural 
adjustment program. The move towards a stabilized arrangement was in line 
with this program.   

One of the theories discussed in section 7.2.2 is that countries with small and 
poorly developed domestic capital markets are not able to have floating exchange 
rates. As noted by the majority of the central banks of the selected Caribbean 
countries in the survey, their financial system is not well developed, indicating 
that it is largely bank-centric, there is low trading activity on stock markets and 
capital markets are shallow. This is consistent with, among others, Worrell (2000) 
who state that financial markets are in general underdeveloped in small open 
economies. Figure 7.6 displays the great contrast between the degree of financial 
development of the Caribbean countries and territories (as measured by domestic 
credit to the private sector as percentage of GDP) and that of a selected group of 
advanced economies, showing a lower degree of financial development of the 
Caribbean small economies than that of the selected advanced economies96. 

 
Figure 7.6 Degree of financial development (CRED) in selected countries, year 2013 1) 

 
Source: World Development Indicators; Author’s calculations. 
 
1) CRED = the degree of financial development as assessed by domestic credit to the private sector 

in percent of GDP.  
 
The results of this study indicate that the majority of central banks in the selected 
Caribbean small open economies, with the exception of the central banks of the 
ECCU and Trinidad and Tobago, have capital controls in place. Theoretically, 
there are many arguments against the use of capital controls. Advocates of 
capital account liberalization argue, among others, that removing capital controls 
allows investors to diversify their portfolios, reducing the cost of capital and 
increasing the availability of capital for the borrowers, thereby having a positive 
effect on the development of financial markets (Chinn & Ito, 2006). With regard 

                                                 
96 This figure has been included to show the substantial differences in the degree of financial 
development in the world. It is not intended for benchmarking purposes. 
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to financial development, Huang (2010) mentions that the literature on the 
potential determinants of financial development discusses many causes, such as 
(i) a legal and regulatory system involving protection of property rights, contract 
enforcement and good accounting practices, (ii) sound macroeconomic policies, 
(iii) openness of goods markets, (iv) financial liberalization, (v) economic growth, 
and (vi) income level. Note that capital account liberalization is one component 
of financial liberalization.  

Remarkably, the survey respondents argue that the use of capital controls has 
not negatively impacted financial development. According to one survey 
respondent, capital controls have kept the financial system more stable than it 
might otherwise have been by inhibiting purely speculative inflows and 
outflows. The survey respondents mention other causes for the low level of 
financial development, including the economies of scale and institutional 
weaknesses. As stated by one respondent, the disinclination of local businesses to 
share information and to dilute their ownership through public offerings of 
shares has a negative impact on financial development.  

 
5. The influence of history as gauged by the (former) colonial power  

Two groups of countries and territories with two different (formal) colonial 
powers, i.e., the Netherlands and the UK, show diversity in exchange rate regime 
choice. To examine the influence of the (former) colonial power on the exchange 
rate regime choice, Fisher’s exact test is applied. This latter test examines whether 
there is a significant association between the categorical variables exchange rate 
regime choice and the (former) colonial power. The test is conducted instead of a 
chi-square test, because the contingency table (see Table 7.13) shows that most of 
the cells have a frequency count of less than 5. The null hypothesis states that the 
variables are independent, implying that the type of (former) colonial power does 
not influence the exchange rate regime choice. The alternative hypothesis states 
that the variables are dependent, implying that the type of (former) colonial 
power does affect the exchange rate regime choice. If the p-value of Fisher’s exact 
test is lower than 0.05, the null hypothesis should be rejected. 
 

Table 7.13 Frequencies of (former) colonial power and exchange rate regime choice1) 

  NL UK Totals 
Dollarization 3 2 5 
Currency board 0 9 9 
Conventional peg 4 3 7 
Stabilized arrangement 1 2 3 
  8 16 24 
Source: Author’s calculations. 
 
1) NL= Netherlands; UK=United Kingdom. 

 
In this case, Fisher’s exact test indicates that the (former) colonial power has 
influenced the exchange rate regime choice of the selected Caribbean small 
economies (p = .022). As mentioned before, the existence of currency boards 
under the British colonial rule has largely influenced the current existence of 
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currency boards in the English speaking Caribbean. Currently, the majority of the 
selected English-speaking Caribbean small economies have a currency board 
arrangement in place. In the case of the former Dutch colonies, the predominant 
exchange rate regime is the conventional peg, closely followed by dollarization.  

Exploring specifically the size of the countries, I note that the size of the 
economies (as measured by GDP) seems to be correlated with their exchange rate 
regime choice in the case of the group with the Netherlands as the (formal) 
colonial power, meaning that the larger the size of the economy the more flexible 
the exchange rate regime will be (see Figure 7.7). A one-way ANOVA indicates 
statistically significant differences between group means of logGDP, F(2,5)= 
13.96, p= .01. The Tukey-Kramer method for identifying pairwise differences 
shows that the mean for dollarization (M= 2.07) is significantly lower than the 
mean for the conventional peg (M= 3.38) and the mean for stabilized 
arrangement (M= 3.72). However, the mean of conventional peg is not 
significantly different from the mean of stabilized arrangement. Nevertheless, a 
Mann-Whitney U-test shows that there are significant differences in median of 
the logGDP for all pairwise comparison since min ( , )  U critical value for 
all pairwise comparison.  

 
Figure 7.7 GDP (in US dollar million) of the economies with The Netherlands as (former) colonial 
power, year 2013  

 
Source: UNdata; Statistics Netherlands (2016). 
 

These results suggest that the size of the economies having the Netherlands as 
the (former) colonial power has played a significant role in their choice of 
exchange rate regime, as the smaller territories have chosen for dollarization and 
the bigger countries have chosen for either a conventional peg or a stabilized 
arrangement. 

In the case of the group with the United Kingdom as the (former) colonial 
power, a one-way ANOVA indicates statistically significant differences between 
group means of logGDP, F(3,12)= 4.42, p= .03. The Tukey-Kramer method for 
identifying pairwise differences shows that the mean for currency board  
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(M= 2.07) is significantly lower than the mean for the stabilized arrangement  
(M= 3.93). The other pairs of means are not significantly different. Moreover, a 
Mann-Whitney U-test shows that there are significant differences in median of 
the logGDP for all pairwise comparisons with the exception of one since  
min ( , )  U critical value. Only the median of countries with dollarization 
and currency board are not statistically significant different. All in all, the results 
suggest to some extent that bigger economies with the UK as the (former) 
colonial have chosen for the more flexible exchange rate regimes (see Figure 7.8). 
 

Figure 7.8 GDP (in US dollar million) of the economies with UK as their (former) colonial power, 
year 2013  

 
Source: UNdata. 
 

Overall, the results suggest that the (former) colonial power has influenced the 
exchange rate regime choice of the selected Caribbean small economies. In the 
case of the group with The Netherlands as the (former) colonial power, the 
smaller territories have chosen for dollarization and the bigger countries have 
chosen for either a conventional peg or a stabilized arrangement. The fact that 
these smaller territories are municipalities of The Netherlands has possibly also 
influenced their exchange rate regime choice. In the case of the group with the 
UK as the (former) colonial power, it seems that size only partially explains the 
difference in the exchange rate regime choice among these economies. Possibly, 
the existence of currency boards under British colonial rule has largely influenced 
the current existence of currency boards in the English speaking Caribbean and 
may explain why there is no statistically significant difference in the median of 
logGDP for the dollarized economies and the countries with currency boards. 
 
When asked about alternative exchange rate regime choice, the following 

narrative can be distilled from the response of the central banks of Aruba, Curaçao 
and Sint Maarten, Barbados, Belize, and Suriname. The majority of these countries 
with a conventional peg consider dollarization not as an alternative to their current 
conventional peg, because of the complete loss of monetary policy independence, the 
loss of seignorage, the disappearance of the lender of last resort function of the 
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central banks, and space for financing in local currency. Also, countries with current 
account deficits should make major adjustments in one time if they decide to 
dollarize. One country notes that as an alternative to the peg with the US dollar a 
peg with a basket of currencies could be considered, but because of the significance 
of the United States as the main trading partner, the peg with the US dollar is the 
preferred option.  

 

7.4 Concluding remarks 

 
All selected Caribbean small open economies have a form of fixed exchange rate 
regime, although there is some diversity in the level of flexibility. There are a total of 
four types of exchange rate regimes among the selected economies, i.e., dollarization, 
currency board, conventional peg and stabilized arrangement.  

The results of this study suggest that the determinants of the choice for a fixed 
exchange rate regime in the selected Caribbean small open economies are the small 
size of the selected economies, their high degree of trade openness, the required 
confidence in their currency, and their concentration of trade settled in US dollar. 
Due to their small size these countries and territories are price takers. Also, the fact 
that one or more large transactions could cause huge exchange rate fluctuations 
(thereby harming (investors’) confidence, trade, investment, growth and 
employment) is an important consequence of their small size. Another determinant 
for the choice for a conventional peg instead of dollarization is the need for some 
leeway for monetary policy independence. With regard to the stabilized 
arrangement specifically, one of the explanations for their exchange rate regime 
choice is that it was part of a move towards a more market-oriented economy and in 
connection with global thrust towards trade liberalization. 

When looking at the explanation for regime choice between the four mentioned 
exchange rate regimes among the selected Caribbean small economies, this study 
suggests that bigger countries have more flexible exchange rate regimes compared to 
smaller countries. This outcome is consistent with the optimum currency area 
theory. This study yields unclear results with regard to trade openness and the level 
of economic development as explanatory variables for the exchange regime choice 
among the selected countries and territories. Moreover, the results indicate that 
countries with a lower degree of financial development have more flexible exchange 
rate regimes. Specifically, countries with stabilized arrangements have a statistically 
significant lower degree of financial development than countries with more fixed 
exchange rate regimes. Possibly the choice for a stabilized arrangement is largely 
related to other factors. One such factor is the move to a more market-oriented 
policy. Furthermore, the results suggest that the (former) colonial power has 
influenced the exchange rate regime choice of the selected Caribbean small 
economies. The size of the economies is related to the exchange rate regime choice in 
the case of the (former) Dutch colonies, with the smaller territories choosing for 
dollarization and the bigger countries choosing for a conventional peg or a stabilized 
arrangement. The fact that these smaller territories are municipalities of The 
Netherlands has possibly also influenced their exchange rate regime choice. The size 
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of the economies is partly related to the exchange rate regime choice in the case of 
the (former) British colonies. Possibly, the existence of currency board under the 
British colonial rule has influenced the current existence of currency boards in the 
English-speaking Caribbean. With regard to the French Caribbean, a possible 
explanation for the exchange rate regime choice of Guadeloupe and Martinique 
could be that although these territories are as big as those with a stabilized 
arrangement, these territories have chosen for assimilation with France and 
consequently for the Euro as their legal tender, in part to maintain a high level of 
economic development. 

The majority of survey respondents argue that their financial system is, in 
general, not well developed, indicating that it is largely bank-centric, there is low 
trading activity on stock markets and capital markets are shallow. However, they 
suggest that the latter is not brought about by capital controls. They mention that 
other explanations for the underdeveloped financial system include the presence of 
economies of scale and institutional weaknesses, the disinclination of local 
businesses to share information and to dilute their ownership through public 
offerings of shares. When asked about alternative exchange rate regime choices, the 
survey respondents do not contemplate another exchange rate regime choice, 
because they do believe that a floating exchange rate regime is not an alternative for 
small economies, as it cannot achieve internal equilibrium. For those economies with 
a conventional peg, dollarization is not an option because they will lose whatever 
monetary policy independence they currently have.  
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8 Fiscal policy institutions in the selected Caribbean economies  
 

8.1 Introduction 

 
This chapter discusses fiscal policy institutions that are important for safeguarding 
sustainable public finances, thereby ultimately contributing to monetary policy 
effectiveness. In this context, I define monetary policy effectiveness as the ability of 
the monetary authority to achieve its monetary policy objectives. Specifically, this 
chapter addresses the research sub-question How is the ability of central banks in the 
selected Caribbean small open economies to achieve their monetary policy objectives 
supported by fiscal policy institutions? 

In Chapter 6, I noted that the size of the Caribbean small open economies 
(reflected in three size-related characteristics i.e., their limited ability to influence 
domestic prices, their relatively low level of financial development, and the required 
confidence in their currency as an important prerequisite for achieving their policy 
objectives) has played an important role in their monetary policy institutional 
choices. In this chapter, I explore whether also fiscal policy may have impacted the 
effectiveness of monetary policy. The general consensus in the literature is that 
irresponsible fiscal policy impedes central banks to pursue their objectives. 
Unsustainable government finances could lead to a situation in which fiscal policy 
will interfere with monetary policy actions (see Box 8.1 for definitions of fiscal 
sustainability). 
 
Box 8.1 Defining fiscal sustainability 
There are several definitions of fiscal sustainability. Below are five definitions of fiscal sustainability. 
 
Blanchard, Chouraqui, Hagemann & Sartor (1990) describe fiscal sustainability as a situation of a non- 
increasing debt-to-GDP ratio, implying a limit on the overall fiscal deficit as percent of GDP. One 
criticism of the latter definition is that it does not take into consideration the initial level of debt.  
 
Wyplosz (2005) explains fiscal discipline as no violation of the intertemporal budget constraint. The 
latter implies that the present value of the debt-to-GDP ratio must remain constrained. However, in 
order to operationalize the latter, the author mentions that fiscal discipline entails a debt-to-GDP level 
that is stabilized at any level that is deemed desirable. So, this author defines fiscal sustainability as 
debt sustainability.  
 
OECD (2013) defines fiscal sustainability as the ability of a government to maintain public finances at 
a credible and serviceable position over the long term. 
 
IMF (2002) outlines fiscal sustainability as debt sustainability, which is a situation in which a 
borrower is expected to be able to continue servicing its debts without an unrealistically large future 
correction to the balance of income and expenditure. 
 
Worrell et al. (2015), focusing on selected Caribbean countries, define fiscal sustainability for small 
open economies as the point where the additional foreign exchange demand resulting from fiscal 
policy exceeds the supply to such an extent that the foreign exchange reserves become depleted 
(p.12). The authors note that a fiscal strategy is unsustainable if exchange market pressure builds to 
the point where the exchange rate target cannot be met, whether that target is an exchange rate 
anchor or achieving an acceptably low degree of volatility in the exchange rate (p. 26).  
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The remainder of this chapter is organized as follows. Section 8.2 discusses the 
interaction between fiscal and monetary policy and explores whether fiscal policy in 
the selected Caribbean countries has been supportive of monetary policy in 
achieving its objectives. Next, section 8.3 examines whether the Caribbean small 
open economies have particular fiscal policy institutions - such as fiscal policy 
objectives and fiscal rules – and whether these have contributed to sound fiscal 
policy and ultimately to the ability of central banks to achieve their monetary policy 
objectives. Finally, section 8.4 presents some concluding remarks.  
 

8.2 The interaction between monetary policy and fiscal policy  

 
I note that there are three different approaches to study the interaction between 
monetary and fiscal policy: (i) the approach focusing on the coordination between 
monetary and fiscal policy, (ii) the strand concentrating on the joint determination of 
optimal monetary and fiscal policy, and (iii) a line focusing on the channels through 
which fiscal policy affects monetary variables (Zoli, 2005). This study is concerned 
with the last approach, because it focuses on the influence of fiscal policy on the 
ability of central banks to achieve their monetary policy objectives.  

Fiscal policy can affect monetary policy via several mechanisms. De Haan & 
Zelhorst (1990) mention that there are at least four possible channels through which 
government debt may lead to money creation. Firstly, monetary authorities could be 
put under political pressures to accommodate government deficits. Secondly, as 
suggested by the theory of optimal seigniorage, seigniorage or “inflation tax” could 
be used to finance government deficits. Thirdly, in line with the theory of the time 
inconsistency problem of government policy, governments could reduce the real 
value of their debt by generating unexpected inflation. Finally, the fiscal dominance 
theory of Sargent & Wallace (1981) suggests that if fiscal policy is dominant 
(entailing that monetary authorities cannot influence the real deficit net of interest 
payments) money supply becomes endogenous (De Haan & Zelhorst, 1990, p. 458). 
At a certain point, the government will not be able to borrow from the public to 
finance its deficit, thereby forcing the monetary authorities to finance its deficit by 
money creation. This would ultimately impact the inflation rate. Empirical evidence 
from developing countries does not provide much support for the hypothesis that 
government deficits influence money growth, although there is some support for a 
positive relationship between budget deficits and inflation (De Haan & Zelhorst, 
1990). Note, however, that the latter study contains economies larger than the small 
Caribbean small open economies included in this study. 

In addition to its impact on money creation, fiscal policy can affect monetary 
policy conditions via its influence on interest rates and exchange rates movements 
and exchange rate policy (Zoli, 2005). According to the latter author, “there seems to 
be some consensus in policy discussions that higher fiscal deficits are associated with 
higher intermediate-term and long-term interest rates” (p. 4). Referring specifically 
to emerging market countries, the author notes that a number of studies find 
indications of a significant impact of fiscal variables (like some measures of 
government debt to GDP ratio and/or fiscal balance) on country interest rate 
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premiums. Because of the latter and high capital mobility, the author mentions also 
that an increase in government deficits is likely to raise the probability of default, 
generate capital outflows and cause currency pressures in emerging market 
economies. 

In what follows, I explore whether fiscal policy in the selected Caribbean 
countries has been supportive of monetary policy in achieving its objectives. To this 
end, I use two approaches. Firstly, I use information gathered in the Survey on the 
monetary policy framework in selected Caribbean countries, referred to as “survey” in the 
remainder of this chapter. The participating countries were asked about how fiscal 
policy has impacted the ability of the monetary authority to achieve its objectives. 
Secondly, this study calculates measures for the monetary policy stance and the 
fiscal stance and compared these to each other to see whether they were consistent in 
the period 1998-2007 and the period 1998-2012. The assumption is that if fiscal policy 
was consistent with monetary policy, this would imply that it had been supportive 
of monetary policy. 

According to the survey97, fiscal policy has impacted the ability of the central 
banks in the selected Caribbean small open economies to achieve their monetary 
policy objectives in two manners. First, the majority of respondents argue that 
expansionary fiscal policy results in outflows of foreign exchange reserves. This puts 
pressure on the exchange rate (recall that exchange rate stability is the main 
monetary policy objective of the majority of selected Caribbean small open 
economies and not price stability). Second, monetary and fiscal policies tend to move 
in opposite directions. Most survey respondents mention that expansionary fiscal 
policy did not complement monetary policy tightening or it meant that central banks 
in the region had to tighten monetary policy more than necessary if there had been 
better coordination between fiscal and monetary policy. The majority of survey 
respondents indicate that fiscal policy is sometimes not appropriate or does not 
adjust timely given the economic circumstances. For instance, one respondent 
mentions that monetary policy responds to macroeconomic imbalances created by 
fiscal policy, while another respondent remarks that sound fiscal policy would make 
it much easier for a central bank to achieve its monetary policy objectives.  

Next, I look at whether the conduct of monetary policy has been helped or 
constrained by the behavior of fiscal policy by firstly calculating measures for the 
fiscal stance and the monetary policy stance and secondly comparing these measures 
to each other to see whether these policies were consistent in (i) the period 1998- 
2012 and (ii) the period 1998-2007 to exclude the effects of the latest global economic 
and financial crisis. Data availability impedes an analysis for all countries prior to 
the year 1998 and after 2012. Because this study focuses on the interaction between 
monetary and fiscal policy, the sample of Caribbean small open economies is 
restricted to those countries with a central bank, i.e., Aruba, the (former) 
Netherlands Antilles, The Bahamas, Barbados, Belize, the ECCU-countries (with the 
exception of Anguilla and Montserrat because of lack of data), Guyana, Suriname, 
and Trinidad and Tobago. Please note also that the choice for the methodology 

                                                 
97 Based on response from the central banks of Aruba, Barbados, Belize, Curaçao and Sint Maarten, 
(former) Netherlands Antilles, Suriname, and Trinidad and Tobago.  
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described below is related to the small sample size and the lack of (reliable) data for 
all selected countries. 

When exploring the behavior of fiscal policy, I follow the approach of Alesina & 
Perotti (1995)98. Like these authors, this study is interested in the changes in fiscal 
policy that result from the intentional actions by the policymakers, thus excluding 
the cyclical fluctuations in the fiscal position. Alesina & Perotti (1995) define the 
fiscal impulse as the discretionary change in the budgetary position of the 
government. Mentioned authors discuss four potential fiscal impulse measures 
which estimate the difference between some actual measure of the budgetary 
position of the government and the level of the same measure that would prevail if 
the effects of the cycle could be partially eliminated by referring to some benchmark 
situation. As they are interested in changes in fiscal policy, the benchmark year is 
assumed to be the previous year. They focus on measures of the fiscal position that 
exclude interest payments. Taking into account data availability, I utilize the 
simplest fiscal impulse measure discussed by Alesina & Perotti (1995), i.e., the 
change in the primary balance as share of GDP from the previous year99. Alesina & 
Perotti (1995) note that a disadvantage of this measure is that it ignores cyclically 
induced fluctuations in the primary deficit, but they note also that if the endogenous 
component of all revenues and expenditures are close to being unit elastic to GDP, 
this measure is not a bad approximation. 

 
Box 8.2 Alternative indicators for changes in fiscal policy 
Overall balance: the difference between revenues and grants, and expenditure and net lending. An 
overall deficit (surplus) would suggest an expansionary (contractionary) fiscal stance on the basis that 
the negative impact of taxes and other revenue on aggregate demand is more (less) than offset by the 
positive effects of government spending. 
 
Current fiscal balance: the difference between current revenue and current expenditure. 
 
Cyclically adjusted or structural balances: a measure of the fiscal position that is net of the impact of 
macroeconomic developments on the budget. 
 
Domestic fiscal balance: includes only those components of the conventional deficit that arise from 
transactions with the domestic economy and omits those transactions directly affecting the balance of 
payments. The measure is used to identify the direct expansionary impact of government on the 
domestic economy. 
 
Operational balance: excludes that part of interest outlays that compensate debt holders for the 
impact of actual inflation. This measure has been devised to take account of the fact that the high 
interest rates paid on government debt during times of very high inflation effectively compensate 
purchasers of government debt for the reduced real value of the debt principal caused by inflation.  
 
Source: IMF (1995). 
 

                                                 
98 See Box 8.2 for alternative indicators of the fiscal stance. 
99 I use data on the general government primary net lending/borrowing from the World Economic 
Outlook Database of October 2016, with the exception of data for the Netherlands Antilles (in this 
case I use the fiscal balance data from the IMF Article IV reports of 2003 and 2006 and annual reports 
of the central bank of the Netherlands Antilles) and Aruba (in this case I utilize fiscal balance data 
from the Central Bank of Aruba).  
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In a literature review, Xiong (2012) states that common measures used to assess the 
monetary policy stance include the rate of growth of monetary aggregates100, 
changes in the short-term interest rates such as the federal fund rate, the non-
borrowed reserves (i.e., the reserves supplied by the Fed to banks through open 
market operations), and narrative-based measure. For instance, Romer & Romer 
(2004) apply a narrative-based measure to assess the monetary policy stance. The 
latter authors combine information derived from the Weekly Report of the Manager of 
Open 
Market Operations with detailed readings of the Federal Reserve’s narrative accounts 
of the Federal Open Market Committee meetings to identify changes in the expected 
funds rate. 

In the case of the selected Caribbean countries, there is a problem with using 
changes in the monetary policy instruments as a proxy for the monetary policy 
stance. One of the problems is that the monetary policy instruments tend not to 
change frequently over time. Therefore, I use the changes in the Treasury bill rate to 
measure changes in monetary policy101. In most countries, the latter rates fluctuate 
more frequently than the monetary policy instruments. The assumption is that 
changes in monetary policy impact this short interest rate102. Table 8.1 exhibits the 
mean and sample standard deviation for the absolute value of the change from 
previous years (in percentage points) in the Treasury bill rate and primary fiscal 
balance. 

As mentioned before, I explore whether the conduct of monetary policy has been 
helped or constrained by the behavior of fiscal policy. The analysis of the 
development in fiscal and monetary policy behavior covers the periods, i.e., (i) 1998-
2007 (to exclude the effects of the latest global economic and financial crisis) and (ii) 
1998-2012. First, I estimate the change in the primary fiscal balance in percent of 
GDP and the change in the Treasury bill rate (percent per annum). The change in the 
primary balance in percent of GDP is used to denote the change in fiscal policy,  
 

 
 

  

                                                 
100 The author mentions two caveats when using the rate of growth of monetary aggregates. First, this 
growth rate includes also non-policy influences. Second, there is the issue of the missing link between 
monetary aggregate and the ultimate goal of monetary policy. 
101 Data are retrieved from the database International Financial Statistics of the IMF, with the 
exception of Treasury bill rate data of Aruba which are from the Central Bank of Aruba. For most 
countries, the data relate to 3-month Treasury Bills. In the case of Belize, the maturity is a period of 
less than one year, but usually three months (Source: Website Central Bank of Belize). Prior to 2004, 
Saint Lucia issued 3-month treasury bills, since 2004 Treasury bills with a maturity of less than 1 year 
(Source: International Financial Statistics).  
102 For Antigua and Barbuda, Dominica, and Suriname, the lending rate is used instead of the 
Treasury bill rate. In the case of Antigua and Barbuda and Dominica, this is because there is minimal 
volatility in the Treasury bill rate. In the case of Suriname, there is no data available with regard to 
Treasury bill rate. Note that mentioned data are retrieved from the International Financial Statistics of 
the IMF. 
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Table 8.1 Changes in Treasury bill rate and primary fiscal balance in percent of GDP 

  
Change in Treasury bill rate    Change in Primary fiscal balance  

(percentage points; in absolute values)   in percent of GDP  
            (percentage points; in absolute values) 

                        
  1998-2007   1998-2012   1998-2007   1998-2012 

  
Mean 

Standard   
Mean Standard 

Deviation   Mean 
Standard    

Mean Standard 
Deviation Deviation deviation   

Antigua &  
Barbuda 1) 0.5 0.4  0.5 0.4  4.4 2.3  4.8 3.2 

Aruba2) 1.1 1.3  1.1 1.1 3.3 2.9 3.5 2.9 
Bahamas 1.0 0.5  0.8 0.5 1.2 1.0 1.1 1.0 
Barbados 1.2 1.1  1.0 1.0 2.7 1.1 2.6 1.3 
Belize 0.5 0.8  0.4 0.7 1.7 1.2 1.4 1.1 
Dominica 1) 0.6 0.7  0.6 0.6 2.0 1.3 1.8 1.2 
Grenada 0.3 0.4  0.2 0.3 3.3 3.6 2.6 3.1 
Guyana 1.3 1.1  1.0 1.0 2.4 1.5 1.9 1.5 
Netherlands 
Antilles 3) 0.8 0.8  1.0 1.0  1.4 1.3  2.1 2.9 

St. Kitts & Nevis 0.2 0.3  0.1 0.3 3.0 2.2 3.9 2.8 
St. Lucia 0.4 0.4  0.4 0.4 2.0 1.6 1.9 1.2 
St. Vincent & the 
Grenadines 0.4 0.5  0.4 0.4  0.8 0.5  0.8 0.6 

Suriname 1) 2.3 1.6  1.7 1.6 3.5 2.3 3.2 2.4 
Trinidad & Tobago 1.2 1.2   1.2 1.4   2.4 1.4   3.5 3.8 
Source: International Financial Statistics of the IMF; World Economic Outlook Database October 2016 
of the IMF; Central Bank of Aruba.  

 
1) Change in lending rate (percentage points; in absolute values). 
2) Period 1999-2007 for Treasury bill rate. 
3) Period 1998-2009, because of the dissolution of the Netherlands Antilles in October 2010. 
 
while the change in the Treasury bill rate (percent per annum) is utilized to indicate 
the change in monetary policy. Hence,  

 
(1)  =  -  

 
(2)  =  -  

 
where, represents the primary fiscal balance in percent of GDP of country i in 
year t. denotes the Treasury bill rate (percent per annum) of country i in year t. 

Next, thresholds for the variables  and are calculated to gauge, 
respectively, policy changes in fiscal and monetary policy. The rationale for using 
these thresholds is that values of  and  close to zero may not denote a 
change in, respectively, fiscal and monetary policy, but also that changes in and 

may also be related to other factors. For instance, the threshold for  
considers also the fact that large one-off revenue and expenditures could influence 

, without representing a change in the underlying fiscal policy. To reduce the 
chances that minor changes and changes due to other factors are considered as 
policy changes, I calculate a threshold for monetary policy and one for fiscal policy 
for each individual country and compare its values for  and  with these 
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thresholds to determine if the fiscal stance and monetary policy stance was 
expansionary, neutral, or contractionary.  

Mentioned thresholds are equal to a fraction of the sample standard deviation. 
These thresholds account for the fact that a certain degree of variation as measured 
by the sample standard deviation is normal and do not necessarily imply a change in 
monetary policy stance and fiscal stance. Besides taking into account these 
thresholds, no distinction is made in the degree of the change in the primary balance 
in percent of GDP and the Treasury bill rate (percent per annum), because the 
intention is to compare the monetary policy stance and the fiscal stance. Hence, 

 
(3)    =   
 

 (4)  =   
 

where  is the threshold for estimating changes in fiscal policy for country i,  
symbolizes the threshold for estimating monetary policy changes for country i,  is 
the sample standard deviation of the absolute value of  , and  the sample 
standard deviation of the absolute value of .  and  represent scale factors 
for, respectively,   and . 

Subsequently,  is compared with  to determine changes in fiscal policy 
in year t of country i, expressed as , where:  

 
= -1  represents expansionary change   if    -  
=  0  represents no change    if   -          
= 1  represents contractionary change   if      

 
Also,  is compared with   to determine changes in monetary policy in 

year t of country i, expressed as , where:  
 

= -1  denotes expansionary change   if    -  
=  0  denotes no change     if   -        
= 1  denotes contractionary change   if      

 
As there is no clear-cut answer about what the value of the thresholds should be, 

I experiment with different values for  and . Table 8.2 shows for selected  the 
share of expansionary change, no change and contractionary change in fiscal policy 
and for selected  the share of expansionary change, no change and contractionary 
change in monetary policy. The zero values for  and  also are depicted in this 
table to illustrate a situation without using thresholds. For most countries, there are 
10 observations for the period 1998-2007 and 15 observations in the period 1998-
2012103. Table 8.2 shows, for example, that for   = 0.5, 42 percent of all 139  
 
  

                                                 
103 No Treasury bill rate data for Aruba for the year 1997 is available to estimate the change of this rate 
in 1998. 
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Table 8.2 Share of type of change in fiscal and monetary policy (percent of total observations) 
       
  0 0.25 0.5 0.75  0 0.25 0.5 

 1998-2007 
Expansionary change 53% 45% 42% 37%  45% 40% 36% 
No change 0% 15% 20% 31%  20% 32% 42% 
Contractionary change 47% 40% 37% 32%  35% 27% 22% 
         

 1998-2012 
Expansionary change 56% 46% 39% 35%  52% 45% 37% 
No change 0% 17% 28% 37%  16% 33% 46% 
Contractionary change 44% 37% 34% 28%  32% 23% 17% 
Source: Author’s calculations. 
         

 
      

observations represent expansionary fiscal policy change, 20 percent of all 
observations represent no change in fiscal policy, and 37 percent represent 
contractionary fiscal policy in the period 1998-2007.  

For example, in the case of  = 0.5, , for Antigua and Barbuda is 0.2 in the 
period 1998-2007, taking into account that  = 0.4 for this country (see Table 8.1). 
The Treasury bill rate of this country increased from 11.4 percent in 2002 to 12.8 
percent in 2003, representing a change of 1.4 percentage points compared to the 
threshold for monetary policy of 0.2. Since    , this change is considered 
as a contractionary change in monetary policy. Moreover, in the case of   = 0.5,  
for this country is 1.2 in the period 1998-2007.  of this country decreased from 
15.3 percent in 2002 to 14.9 percent in 2003, representing a change of -0.4 percentage 
point compared to  of 1.2.  Since -         , this change is considered 
as neutral change. 

Next, to see if there are differences between the monetary policy stance and the 
fiscal stance in each year for each individual country, I calculate being the 
difference between  and  for country i in year t: 
 

(5)    -   
 
If the change in fiscal policy is consistent with the change in monetary policy, this 

could imply that fiscal policy has been supportive of monetary policy. There are five 
possible outcomes for , indicating the monetary and fiscal policy mix.  

 
 = -2    Expansionary change in monetary policy and contractionary 

    change in fiscal policy. 
 

 = -1    No change in monetary policy plus contractionary change in 
                                    fiscal policy OR no change in fiscal policy plus an expansionary 
                                    change in monetary policy 

 
 = 0    Movements in fiscal and monetary policy in the same direction. 
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 = 1    No change in monetary policy plus expansionary change in 
                              fiscal policy OR no change in fiscal policy plus a contractionary 
                              change in monetary policy. 
 

 = 2    Contractionary change in monetary policy and expansionary 
    change in fiscal policy. 
 
Figures 8.1 and 8.2 show the share of monetary and fiscal policy mix for six scenarios 
with different values for  and  in total number of observations (14 countries in 
the period 1998-2007: 139 observations104 and 14 countries in the period 1998-2012: 
206 observations105 106. On average, the results show that monetary and fiscal policy 
moved in the same direction (  = 0) in 35 percent of all observations in both 
periods. This outcome, however, does not say anything about whether monetary or 
fiscal policy moved first. Moreover, expansionary changes in fiscal policy were 
accompanied by contractionary changes in monetary policy in, respectively, 12 
percent and 9 percent of all observations in, respectively the period 1998-2007 and 
the period 1998-2012 (  = 2), while contractionary changes in fiscal policy were 
accompanied by expansionary changes in monetary policy in 13 percent of all 
observations in both periods (  = -2). Overall, changes in fiscal policy seem to be 
stricter than changes in monetary policy in, respectively, 36 percent and 38 percent 
of all observations in, respectively, the period 1998-2007 and the period 1998-2012 
(  = -1 and  = - 2). Changes in monetary policy seem to be stricter than changes 
in fiscal policy in, respectively, 29 percent and 27 percent of all observations in, 
respectively, the period 1998-2007 and the period 1998-2012 (  = 1 and  = 2). A 
chi-square test of independence is performed to examine the relation between the 
changes in monetary policy and changes in fiscal policy. The results indicate that 
changes in fiscal policy and changes in monetary policy are independent of each 
other in both periods (1998-2007: χ = 3.93, p = .42; 1998-2012: χ = 5.47, p = .24)107. 
 
  
  

                                                 
104 No Treasury bill rate data for Aruba for the year 1997 is available to estimate the change of this rate 
in 1998. 
105 No Treasury bill rate data for Aruba for the year 1997 is available to estimate the change of this rate 
in 1998. No data for the period 2010-2012 for the Netherlands Antilles because of the dissolution of 
this country in October 2010.  
106 Continuing with Antigua and Barbuda as an example, I have mentioned before that this country 
had a contractionary change in monetary policy and a neutral change in fiscal policy in 2003, resulting 
in  = 1 for the year 2013. 
107 The reported statistics are for scenario C (the combination of  = 0.25 &  = 0.75) for the period 
1998-2007 and scenario D (the combination of  = 0.5 &  = 0.25) for the period 1998-2012. The other 
scenarios have lower χ and higher p-value compared to mentioned scenario for the respective period. 
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Figure 8.1 Share of   for six scenarios in percent of total number of observations, period 1998-
2007 1) 

 

 
Source: Author’s calculations. 
 

1) A =  = 0.25 &  = 0.25; B =  = 0.25 &  = 0.5; C =  = 0.25 &  = 0.75;  
       D =  = 0.5 &  = 0.25; E =  = 0.5 &  = 0.5; F =  = 0.5 &  = 0.75. 

 
Figure 8.2 Share of   for six scenarios in percent of total number of observations, period 1998-
2012 1) 

 

 
Source: Author’s calculations. 
 
1)  A =  = 0.25 &  = 0.25; B =  = 0.25 &  = 0.5; C =  = 0.25 &  = 0.75;  

D =  = 0.5 &  = 0.25; E =  = 0.5 &  = 0.5; F =  = 0.5 &  = 0.75. 
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I explore also whether changes in monetary policy were affected by changes in 
fiscal policy in the previous year to see whether fiscal policy changes in previous 
year may have triggered changes in monetary policy in the same or opposite 
direction in the current year. Therefore, the variable   being the difference 
between   and  for country i in year t, is: 

 
   -   

 
There are five possible outcomes for .  

 
 = -2    Expansionary change in monetary policy in t and contractionary 

    change in fiscal policy in t-1. 
 

 = -1    No change in monetary policy in t plus contractionary change in 
    fiscal policy in t-1 OR no change in fiscal policy in t-1 plus an 
    expansionary change in monetary policy in t.  

 
 = 0    Movements in fiscal (in t-1) and monetary policy (in t) in the 

                                    same direction.  
 

 = 1    No change in monetary policy (in t) plus expansionary change 
                                    in fiscal policy (in t-1) OR no change in fiscal policy (in t-1) plus 
                                    a contractionary change in monetary policy (in t). 

 
 = 2    Contractionary change in monetary policy (in t) and 

            expansionary change in fiscal policy (in t-1). 
 
Figures 8.3 and 8.4 show the share of  for six scenarios with different values for  
and  in total number of observations in, respectively, the period 1998-2007 (138 
observations108) and the period 1998-2012 (205 observations109). The comparison of 
the change in monetary policy with the change in fiscal policy in the previous year 
illustrates that monetary policy moved in the same direction as fiscal policy in the 
  
  

                                                 
108 No Treasury bill rate data for Aruba for the year 1997 is available to estimate the change of this rate 
in 1998. No data for the primary fiscal balance of Guyana for the year 1996 is available to estimate the 
change of this balance in 1997. No data for the Netherlands Antilles for the period 2010-2012 because 
of its dissolution in October 2010. 
109 No Treasury bill rate data for Aruba for the year 1997 is available to estimate the change of this rate 
in 1998. No data for the primary fiscal balance of Guyana for the year 1996 is available to estimate the 
change of this balance in 1997. 
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Figure 8.3 Share of  in percent of total number of observations, period 1998-2007 1) 

 

 
 

 
Source: Author’s calculations. 
1)  A =  = 0.25 &  = 0.25; B =  = 0.25 &  = 0.5; C =  = 0.25 &  = 0.75;  

D =  = 0.5 &  = 0.25; E =  = 0.5 &  = 0.5; F =  = 0.5 &  = 0.75. 
 
Figure 8.4 Share of  in percent of total number of observations, period 1998-2012 1) 

 
 

 
Source: Author’s calculations. 
 
1)  A =  = 0.25 &  = 0.25; B =  = 0.25 &  = 0.5; C =  = 0.25 &  = 0.75;  

D =  = 0.5 &  = 0.25; E =  = 0.5 &  = 0.5;  
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previous year for, respectively, 30 percent and 31 percent of all observations in, 
respectively, the period 1998-2007 and 1998-2012. Increasing tightness in monetary 
policy followed increasing looseness in fiscal policy in the previous year for, 
respectively, 34 percent 29 percent of all observations in, respectively, the period 
1998-2007 and the period 1998-2012. Increasing looseness in monetary policy 
followed increasing tightness in fiscal policy in the preceding year in, respectively, 
37 percent and 40 percent of all observations in, respectively, the period 1998-2007 
and the period 1998-2012. A chi-square test of independence is performed to 
examine the relation between the changes in monetary policy and changes in fiscal 
policy in the previous year. The results indicate that changes in fiscal policy in the 
previous year and changes in monetary policy are independent of each other  
(1998-2007: χ = 6.68, p = .15; 1998-2012: χ = 9.48, p = .05)110.  

The comparison of the average of scenarios for and  = 0 for all 
individual countries shows that the observations for all countries is also valid for 
each individual country, although there are some exceptional outcomes that follow 
from this comparison (see Figures 8.5 and 8.6). In the period 1998-2007, the share of 
consistent monetary and fiscal policies in Guyana decreases from 70 percent in the 
case of   to 33 percent in the case of , while in the period 1998-2012 the 
share of consistent monetary and fiscal policies in Guyana decreases from 64 percent 
in the case of   to 29 percent in the case of  The main cause for this 
decline is the increasing share of contractionary changes in monetary policy that 
followed increasing looseness in fiscal policy changes in the previous year, possibly 
indicating that monetary policy had to tighten as a result of expansionary changes in 
fiscal policy. Note that the difference between the mean of Guyana for  and 
the mean of Guyana for = 0 is significant as measured by the simple standard 
deviation method only in the period 1998-2012 and not in the period 1998-2007111. 
Furthermore, in the case of Saint Kitts and Nevis the share of consistent monetary 
and fiscal polies increases from zero in the case of   to 30 percent in the case 
of  in the period 1998-2007. This 30 percentage-points difference is 
significant112. This reflects the fact that for the latter country consistent policies were 
only recorded for the variable . Also, the share of consistent monetary and fiscal 
policies in Belize decreases by 20 percentage points when comparing  to 

 in the period 1998-2007. Nevertheless, this 20 percentage points difference is 
not significant113. Despite these cross-country differences, these results suggest that 
in the majority of cases there were contrasting monetary and fiscal policies.  
 

                                                 
110 The reported statistics are for scenario C which refers to the combination of  = 0.25 &  = 0.75. 
The other scenarios have lower χ and higher p-value compared to scenario C. 
111 Due to the small sample size, the simple standard deviation method is used to identify outliers in 
the data. This gives an impression of the heterogeneity or vice-versa the homogeneity among the 
selected countries. Outliers are those observations ( that lie outside the interval of  ±2SD, where  
is the mean of all observations and SD is the standard deviation. In other words,  is an outlier if 
[(  or if [(  In this case, [(  = -2.35 in the period 1998-2012 
and [(  = -1.86 in the period 1998-2007. 
112 In this case, [(  = 2.06. 
113 In this case, [(  = 0.88. 
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Figure 8.5 Share of monetary and fiscal policy mix with similar movements for individual 
countries, period 1998-2007 

 
Source: Author’s calculations. 
 
Figure 8.6 Share of monetary and fiscal policy mix with similar movements for individual 
countries, period 1998-2012 

 
Source: Author’s calculations. 
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the selected Caribbean countries, because of the contrasting movements in monetary 
and fiscal policy in the majority of cases. The latter is consistent with the survey 
results which suggest that countries perceived that fiscal policy has negatively 
impacted monetary policy. This is also reflected in central bank lending to the 
government in the selected Caribbean countries. As discussed in Chapter 6, 
monetary authorities in the selected Caribbean countries have accommodated 
government deficits by providing central bank lending to the government. Central 
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Table 8.3 Central bank lending to the government 
Country Central bank 

lending to the 
government 
permitted by 
law? 

Limits on 
advances? 

Are the limits on 
lending to the 
government 
adhered to in 
practice? 

De facto central 
bank lending to 
the government? 

Dutch Caribbean     

Aruba Yes Yes Yes No 1) 

Curaçao; Sint Maarten Yes Yes Yes No 2) 

Netherlands Antilles  Yes Yes No Yes 3) 

English-speaking 
Caribbean 

   

Bahamas  Yes Yes  Yes 1) 

Barbados Yes No Yes Yes 1) 

Belize Yes Yes No Yes 4) 

ECCU-countries Yes Yes Yes Yes 5) 

Guyana    Yes 1) 

Trinidad and Tobago Yes Yes Yes Yes 6) 

Suriname  Yes Yes Yes Yes 1) 
Source: Survey; Websites/publications of central banks for the de facto central bank lending to the 
government; Central Bank of The Bahamas Act. 
 
1) Period 2006-2015 
2) Period 2010-2015. 
3) Period 2006-2010. 
4) Period 2006-2014. 
5) Period 2004-2013. 
6) Period 2006-2012  
 
bank lending to the government is permitted by law in all countries. However, the 
majority of these central banks have limits on advances to the government. 
Moreover, central banks in all countries with the exception of Suriname are 
permitted to buy government securities in the primary market. When examining the 
de facto central bank lending to the government (see Table 8.3), I note that only two 
central banks, that of Aruba and that of the monetary union of Curacao and Sint 
Maarten, have never provided lending to the government.  
 

8.3 Fiscal policy institutions in the selected Caribbean countries and territories 

 
This section explores the prevalence of particular fiscal policy institutions in the 
Caribbean small open economies, because these institutions could have contributed 
to sound fiscal policy and thus to the ability of central banks to achieve their 
monetary policy objectives. It starts with the identification of fiscal policy institutions 
in general and then it reviews the experience of the selected Caribbean countries and 
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territories with fiscal policy institutions by analyzing the survey outcomes and 
secondary data.   

For identifying the fiscal policy institutions, I refer to the definition of institutions 
according to the new institutional theory. According to North (1990), institutions are 
the rules of the game in a society or, in other words, the humanly devised constraints 
that shape human interaction (p.3). They consist of formal constraints (such as rules, 
constitutions, laws, and property rights), informal constraints (for instance socially 
sanctioned norms of behavior, taboos, traditions, and self-imposed codes of conduct) 
and their enforcement characteristics (North, 1990). Therefore, I note that fiscal 
policy institutions are the (formal and informal) constraints and their enforcement 
characteristics faced by policymakers in the conduct of their fiscal policy which 
define their freedom of action.  As mentioned by the latter author, institutions are 
not to be confused with organizations. Organizations are players of the game, i.e., 
groups of individuals bound by some common purpose to achieve objectives (such 
as profit maximizing for firms or improving reelection prospects for political parties) 
and include political, economic, social and educational groups. Organizations are 
created to take advantage of the opportunities embedded in the existing institutions, 
and, as the organizations evolve, they alter the institutions. Therefore, central banks 
and governments are organizations and not institutions. 

In the literature, several fiscal policy institutions which aim to improve fiscal 
outcomes have been identified. First of all, it is important to look at the objectives of 
fiscal policy which include among others economic growth, full employment and 
low inflation. While these are the ultimate objectives of fiscal policy, Wyplosz (2005) 
contends that, like price stability is the explicit mandate of most central banks, fiscal 
policy should be concerned with the objective of long-term debt sustainability (a 
commitment to a debt level target as a proportion of GDP over the relevant horizon). 

Second, to achieve fiscal or debt sustainability, several authors advocate the 
adoption of fiscal rules (e.g., Wyplosz, 2005; Van Eden, Khemani & Emery, 2013). A 
fiscal rule is a long-lasting constraint on fiscal policy through numerical limits on 
budgetary aggregates (Budina, Kinda, Schaechter, & Weber, 2012).  

Third, fiscal responsibility laws (FRLs) are also devices for improving fiscal 
outcomes. Van Eden, Khemani & Emery (2013) elaborate on FRL as a policy tool to 
improve fiscal outcomes. They define FRLs as “legal frameworks that embed in law 
an agreed-on set of policies, processes, or arrangements intended to improve fiscal 
outcomes, discipline, transparency, and accountability by requiring governments to 
commit to fiscal policy objectives and strategies that can be monitored” (p. 80). The 
authors note that the three types of FRLs most commonly used are: (i) FRLs that 
focus on fiscal responsibility principles (transparency, accountability, and 
sustainability); (ii) FRLs that focus on procedural rules (both for fiscal transparency 
and for the fiscal process) (e.g., requirements for reporting on fiscal outcomes, 
development of a medium-term fiscal framework)114; (iii) FRLs that include rules for 

                                                 
114 One example of a procedure rule is the medium-term budget frameworks (MTBFs). According to 
Harris, Hughes, Ljungman & Sateriale (2013), an MTBF is a set of institutional arrangements in the 
budget for prioritizing, presenting, and managing revenue and expenditure in a multiyear 
perspective (pp.137-138). 
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the stance of fiscal policy or place limitations on key fiscal policy aggregates (p. 81-
82).  

Fourth, Hemming & Joyce (2013) elaborate on another institution to improve 
fiscal outcome, i.e., a fiscal council. In its role as an advisory body, a fiscal council 
provides independent input into fiscal policy decisions, while as an auditing body it 
provides an independent view on the conduct of fiscal policy and verifies if the 
government is providing reliable information on its finances (Hemming & Joyce, 
2013, pp. 208-209). One fiscal council can be active as an advisory and/or auditing 
body. According to Hemming & Joyce (2013), fiscal councils are not the same as 
fiscal authorities. The latter have the power to set fiscal targets and thereby improve 
fiscal outcomes. Hemming & Joyce (2013) are against giving fiscal authority to fiscal 
councils as it is widely recognized that decisions about tax, expenditure and 
borrowing have complex and distributional consequences and should be made only 
by those democratically accountable for these consequences (p. 206).  

Fifth, a more radical approach would be the set-up of Fiscal Policy Committees 
(FPCs) with the following features: (i) The FPC members are unelected experts 
appointed for a fixed duration, long enough to make them fully independent and to 
exceed the horizon of the policy target; (ii) The FPC is given by the relevant political 
authorities a debt target to be achieved over a given horizon that is commensurable 
with business cycles; (iii) The FPC is given the authority to decide on the budget 
balance on the basis of an explicit GDP growth forecast; (iv) The final budget law 
approved by parliament must specify a budget balance that matches the FPC’s 
decision for the most likely growth forecast; (v) The FPC is accountable to 
parliament (Wyplosz, 2005). 

Next, I review the experience of the Caribbean small open economies with the 
fiscal policy institutions discussed above, focusing on fiscal policy objectives, 
numerical fiscal rules and fiscal councils.  

 
Fiscal policy objectives 
With respect to fiscal policy objectives, the survey inquires about the macroeconomic 
objectives of fiscal policy. According to the survey115 results, the majority of the 
respondents indicate that their objectives of fiscal policy include economic growth 
and high employment. Two respondents state that low inflation is also a fiscal policy 
objective. No respondent indicates that exchange rate stability, which is the principal 
monetary policy objective in the selected Caribbean countries, is also a fiscal policy 
objective. Therefore, there seems to be no similarity between the monetary and fiscal 
policy objectives.   

It is also important to examine whether the fiscal policy objectives entail fiscal 
sustainability. In this context, I define fiscal sustainability as debt sustainability. 
Therefore, I look at the debt-to-GDP ratio of the selected Caribbean small open 
economies to explore whether their fiscal policy seems to be consistent with debt 
sustainability, taking into account the pace of build-up of government debt. The 
debt-to-GDP ratios of these countries are compared to a sustainable government 
debt-to-GDP ratio. 

                                                 
115 Based on response from Aruba, Barbados, Belize, ECCU, Suriname, and Trinidad and Tobago.  
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To define a sustainable government debt-to-GDP ratio, I consider a number of 
studies. Mendoza & Ostry (2008) estimate a debt-to-GDP ratio which is consistent 
with responsible fiscal policy. Their calculation is based on the “model-based 
sustainability” (MBS) approach proposed by Bohn (1998, 2005). The latter approach 
determines whether increases in public debt stimulate increases in the government’s 
primary fiscal balance, implying that the fiscal authority reacts to positive changes in 
the public debt to GDP ratio by systematically raising the primary balance to GDP 
ratio. They find that the conditional positive relationship between debt and primary 
balances is much weaker in emerging market countries with debt ratios in excess of 
50 percent of GDP. SELA (2013) applies the MBS-approach to analyze the fiscal 
sustainability of the Caribbean countries (Antigua and Barbuda, The Bahamas, 
Barbados, Belize, Guyana, Jamaica, Saint Vincent and the Grenadines, Suriname, and 
Trinidad and Tobago) for the period 1999-2011 and finds that the primary balances 
of these countries do not respond significantly to changes in the debt-to-GDP ratios. 
Furthermore, studies on the likelihood of external debt crisis have shown that there 
is an increased likelihood of those crises when the external debt-to-GDP ratio 
surpasses a certain threshold (e.g. IMF (2002): 40 percent; Manasse, Roubini & 
Schimmelpfennig (2003): 50 percent). Moreover, a study by IMF (2010) uses the 
threshold of 40 percent for the government debt to GDP ratio as benchmark for 
bringing back debt levels in emerging economies to more sustainable levels. IMF 
(2013a) uses a benchmark of the government debt-to-GDP ratio of 50 percent for 
emerging markets to denote the threshold above which public debt becomes 
unsustainable. Also, Greenidge, Craigwell, Thomas & Drakes (2012) argue that 
government debt levels in the Caribbean region beyond 55–56 percent of GDP 
impact negatively economic growth. It should be noted, however, that the latter 
study does not say anything about debt sustainability, but is more about the optimal 
level of government debt.    

Taking into account above-mentioned debt-to-GDP ratios, I consider a debt-to-
GDP ratio of 50 percent as sustainable. This ratio could be seen as the benchmark for 
sustainable fiscal policy. In addition to this benchmark, I consider also the pace at 
which the debt-to-GDP ratios are increasing by comparing the ratio of 2014 with that 
of 2007 (i.e., the pre-crisis ratio). Figure 8.7 depicts this comparison. Three groups 
can be identified from mentioned Figure. Group B consists of the highly indebted 
countries (i.e., debt-to-GDP ratios of more than 50 percent), which have seen an 
increasing debt-to-GDP ratio in 2014 compared to 2007. This group consists of 
Antigua and Barbuda, Aruba, The Bahamas, Barbados, Dominica, Grenada, Saint 
Lucia, and Saint Vincent and the Grenadines. Among this group, Aruba and The 
Bahamas moved from a position in which their public debt was deemed sustainable 
(i.e., below the 50 percent threshold) in 2007 to a situation in which their debt-to-
GDP ratios surpassed the 50 percent threshold in 2014. Group D consists of three 
countries (Belize, Guyana, and Saint Kitts and Nevis) which have a declining debt-
to-GDP ratio since 2007. Nevertheless, the countries in this group have a debt-to-
GDP ratio of more than 50 percent. Group A comprises Curaçao, Sint Maarten, 
Suriname and Trinidad and Tobago. These countries have a sustainable debt-to-GDP 
level in 2014 when using the threshold of 50 percent. Although their debt-to-GDP 
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Figure 8.7: Government debt-to-GDP ratio compared to change in ratio 1) 

 

Source: World Economic Outlook Database October 2016; IMF; Central banks of Aruba, Curaçao and 
Sint Maarten, and the (former) Netherlands Antilles. 
 
1) The data for Curacao and Sint Maarten refer to the change in debt to GDP ratio 2014 compared to 

2010 (i.e., the date when these countries obtained an autonomous status within the Kingdom of 
the Netherlands). 
 

ratio is at a sustainable level in 2014, all these countries have increases in their debt- 
to-GDP ratio of over 10 percentage points in the period 2007-2014. Therefore, they 
are at risk to move to a situation of highly indebted countries.  

Prior to the global economic and financial crisis, Aruba, The Bahamas, Suriname 
and Trinidad and Tobago had a debt-to-GDP ratio lower than 50 percent. However, 
in 2014 only Suriname, Trinidad and Tobago, Curaçao and Sint Maarten had a debt-
to-GDP ratio of less than 50 percent. Note, however, that Curacao and Sint Maarten 
started with a low debt to GDP ratio in 2010 when they became independent 
countries within the Kingdom of the Netherlands as a result of debt relief received 
from the Netherlands to the former Netherlands Antilles.  

All in all, the analysis indicates that, according to the above-mentioned criterion, 
the majority of the selected Caribbean small open economies have a debt problem, 
which is not conducive to monetary policy achieving its objectives. These findings 
are confirmed by the various IMF Article IV reports of these countries, noting in 
most cases that further fiscal consolidation is needed to ensure fiscal sustainability 
(IMF, 2015a; IMF, 2015b; IMF, 2016a; IMF, 2016b; IMF, 2016c; IMF, 2016d; IMF, 2016e; 
IMF, 2016f; IMF, 2016g; IMF, 2016h; IMF, 2016i; IMF, 2016j; IMF, 2016k; IMF, 2016l). 

Suriname

Sint Maarten

Curacao

Guyana

Bahamas

Belize

St. Kitts and Nevis

St. Lucia

Aruba

Dominica

Barbados

Grenada

-60

-40

-20

0

20

40

60

0 10 20 30 40 50 60 70 80 90 100

C
ha

ng
e 

in
  D

eb
t-t

o-
G

D
P 

ra
tio

 (2
01

4 
vs

. 2
00

7)

Debt-to-GDP ratio 2014

A B

C D

St. Vincent and the Grenadines

Antigua and BarbudaTrinidad and Tobago



520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM
Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018 PDF page: 170PDF page: 170PDF page: 170PDF page: 170

 
 

 160 

Moreover, McIntyre & Ogawa (2013) note that the ECCU countries are among the 
highly indebted countries in the world (p. 111). In the case of Grenada, IMF (2016d) 
mentions that the start of a comprehensive debt restructuring in 2014 contributed to 
a decline in public debt-to-GDP ratio.  

 
Numerical fiscal rules and fiscal councils 
As mentioned before, a fiscal rule is a long-lasting constraint on fiscal policy through 
numerical limits on budgetary aggregates (Budina, Kinda, Schaechter, & Weber, 
2012). The latter authors include in their dataset only those de jure rules that (i) entail 
specific numerical targets fixed in legislation or rules with targets that can be revised 
only on a low-frequency basis (e.g., as part of the electoral cycle) as long as they are 
binding for a minimum of three years) and (ii) set numerical targets on aggregates 
that capture a large share of public finances - deficit, debt, expenditure or revenue - 
and at a minimum cover the central government level. For instance, expenditure 
caps on particular spending items or those linked to the use of revenues from natural 
resources are not considered a fiscal rule. Budina, Kinda, Schaechter & Weber (2013) 
distinguish four main types of fiscal rules, i.e., (a) debt rules: an explicit limit or 
target for public debt as a percentage of GDP; (b) budget balance rules: an explicit 
limit on the fiscal balance. These rules can apply on the overall balance, structural 
balance, cyclically adjusted balance and balance ‘over the cycle’; (c) expenditure 
rules: an explicit limit on total, primary, or current spending; and (d) revenue rules: 
ceiling or floor on revenues. 

A selected group of the Caribbean small open economies have fiscal rules in 
place as defined by Budina, Kinda, Schaechter & Weber (2012). First of all, the 
ECCU-countries have fiscal rules according to the IMF Fiscal Rules Dataset 2015. 
According to the latter dataset, a debt rule has been in place since 1998. On February 
24, 2015, the Eastern Caribbean Central Bank announced that member countries 
would aim to reduce public debt to 60 percent of GDP by 2030. Previously, the date 
to attain the 60 percent of GDP target was 2020. Before a revision in 2006, fiscal 
benchmarks included also a target of overall deficit of 3 percent of GDP. I notice that 
the debt-to-GDP ratios of the ECCU-countries are above the 60 percent threshold, 
illustrating why it was necessary to postpone the date of achieving this threshold 
from 2020 to 2030. 

Second, according to the survey response, Suriname has debt rules in place which 
are embedded in the Government Debt Act, namely total public debt cannot be 
higher than 60 percent of GDP, with sub ceilings of 35 percent for external debt and 
25 percent for domestic debt. Note that according to the survey response, there is a 
possibility for imprisonment of the monetary authorities (minister of Finance and the 
governor of the central bank). The Minister of Finance and central bank governor are 
by law personally responsible for non-compliance. They can be dismissed, fined and 
imprisoned. 

Third, in recent years the Dutch Caribbean saw an interesting development with 
regard to fiscal rules, fiscal council and fiscal authority. As part of the dissolution of 
the Netherlands Antilles in 2010, this country received substantial debt relief from 
the Netherlands. One of the conditions involved the creation of Boards of Financial 
Supervision (Cft) aimed at realizing sustainable public financial management. On 
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October 10th, 2010, two Boards became operational: ‘Cft Bonaire, Sint Eustatius and 
Saba116’ and ‘Cft Curaçao and Sint Maarten’117. The ‘Cft Curaçao and Sint Maarten’ 
has a signaling and advisory role, while the Council of Ministers of the Kingdom is 
the supervisor. Therefore, this Board of Financial Supervision can be regarded as a 
fiscal council. However, because the Council of Ministers of the Kingdom (the 
Council) has the authority to issue an instruction in case of noncompliance with the 
advice of ‘Cft Curaçao and Sint Maarten’, this Council assumes the role of a fiscal 
authority. On September 2, 2015, the execution of the supervision of the public 
finances of Aruba was officially assigned to the Board of Financial Supervision 
Aruba (CAft)118. Like in the case of Curaçao and Sint Maarten, the Council of 
Ministers of the Kingdom (the Council) has the authority to issue an instruction in 
case of noncompliance with the advice of the Board of Financial Supervision 
Aruba119.  

In addition to the Boards of Financial Supervision which are essentially fiscal 
councils, fiscal rules were introduced in the Dutch Caribbean. In accordance with the 
Kingdom Act Financial Supervision Curaçao and Sint Maarten the following rules 
apply120: (i) an interest burden rule of maximum 5 percent of the average realized 
income of the general government sector over the previous three years prior to the 
budget year; and (ii) the expenses on the current account should be covered by the 
revenues on the current account, while capital expenditures should be covered by 
capital income and the receipts from loan borrowings. According to the State 
Ordinance on Aruba temporary financial supervision (LAft), the fiscal deficit for the 
general government sector amounts to maximum 3.7 percent of GDP in 2015, 2 
percent of GDP in 2016, 0.5 percent of GDP in 2017 and a fiscal surplus of minimum 
0.5 percent of GDP in 2018.   

The Boards of Financial Supervision121 mention in their annual reports 2015 that 
the public finances and the social security funds of Curac ̧ao are in good shape and 
deficits have been eliminated. They note, however, that Sint Maarten is still 
struggling with the timely preparation of balanced budgets, while the reforms in the 
pension and health insurance systems have not been implemented yet. They state 

                                                 
116 In the case of the BES-islands (Bonaire, Sint Eustatius and Saba), these islands are not allowed to 
borrow money, which is consistent with the zero interest burden rule and the balanced budget rule in 
place. Moreover, the Minister of Domestic Affairs and Kingdom Relations approves the budget and 
may withhold this approval if the budget is not compliant with mentioned rules. (Source: Wet 
financie ̈n openbare lichamen Bonaire, Sint Eustatius en Saba. Retrieved from 
http://www.cft.cw/jdownloads/All%20downloads/Wetgeving%20BES/General/wet_financin_ope
nbare_lichamen_bonaire_sint_eustatius_en_saba.pdf.) 
117 Retrieved from http://www.cft.cw/en/about-the-cft. 
118 Retrieved from http://www.cft.cw/en/about-the-cft. 
119 Source: Landsverordening Aruba Financieel Toezicht. Retrieved from http://www.cft.cw/ 
jdownloads/All%20downloads/Wetgeving%20Aruba/Aruba/laft.pdf.  
120 Source: Rijkswet financieel toezicht Curac ̧ao en Sint Maarten, Retrieved from 
http://www.cft.cw/jdownloads/All%20downloads/Wetgeving%20CUR%20SXM/General/a.2_rijks
wet_financieel_toezicht_curacao_en_sint_maarten.pdf. 
121 College Aruba financieel toezicht, College financieel toezicht Bonaire, Sint Eustatius and Saba, and 
College financieel toezicht Curaçao en Sint Maarten, Jaarverslag 2015. Retrieved from 
http://www.cft.cw/jdownloads/All%20downloads/Rapportages/Aruba/cft_jaarverslag_2015.pdf. 
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also that Aruba managed to stay within the target of a deficit of maximum 3.7 
percent of GDP in 2015 largely due to incidental revenues.  

The other countries in the group of the selected Caribbean small open economies 
are not included in the IMF Fiscal Rules Dataset 2015, indicating that they do not 
have fiscal rules in place122. According to IMF (2016a), there are no fiscal rules in The 
Bahamas, although the IMF encourages the preparation and submission to the 
parliament of a medium-term fiscal framework document. According to the survey, 
Barbados has no fiscal rules in place. In the case of Belize, there is the so-called Audit 
and Finance Act which requires that loans in excess of 10 million Belize dollars are 
approved by the National Assembly, while the Treasury Bill Act sets a ceiling on the 
issuance of government securities (survey). However, as these rules do not capture a 
large share of public finances, they are not considered fiscal rules. Trinidad and 
Tobago has a rule specifying that maximum 40 percent of excess oil and gas revenue 
above estimated revenue123 is used to finance the budget; the rest goes into the 
Heritage and Stabilization Fund124, for the purpose of saving and investing surplus 
petroleum revenues derived from production business. About the Heritage and 
Stabilization fund, IMF (2016c) notes that the energy price boom led to only 
moderate increases in this fund. Furthermore, in Trinidad and Tobago there are 
borrowing acts which pose a ceiling on government borrowing125. These borrowing 
ceilings have been raised in 2011 and 2015. Again, these rules do not capture a large 
share of public finances and are therefore not considered as fiscal rules.  

This study does not account for all types of fiscal policy institutions, such as rules 
and regulations to which budgets are prepared, approved and carried out. The latter 
are referred to as budgetary institutions by Alesina & Perotti (1999).  

 

8.4 Concluding remarks 

 
The findings of this chapter tend to suggest that fiscal policy has not been supportive 
of monetary policy in achieving its objectives. In general, changes in fiscal policy and 
changes in monetary policy are independent of each other. This finding is supported 
by the fact that central banks in these countries have in general provided central 
bank lending to the government and therefore had accommodated fiscal deficits. It is 

                                                 
122 Note that no survey response was received from Guyana to verify if this country has fiscal rules in 
place, neither could any document with information on fiscal rules in Guyana be retrieved. 
123 The estimated petroleum revenues, other than royalties, are calculated on the basis of a unit price 
for petroleum derived from an eleven-year moving average for prices at which crude oil and natural 
gas were disposed of in a current financial year, such eleven years being five years immediately prior 
to that current financial year together with the prices projected for the disposal of such crude oil and 
natural gas for the five years immediately following the current financial year (Source: 
http://www.central-bank.org.tt/pdf/Other/Heritage%20and%20Stabilisation%20Fund.pdf 
Retrieved October 28, 2016). 
124 Source: Trinidad and Tobago Heritage and Stabilization Fund (2015). Annual report 2014-2015. 
Retrieved rom http://www.finance.gov.tt/wp-content/uploads/2016/08/HSF-Annual-Report-
2015.pdf. 
125 Source: Central Bank of Trinidad & Tobago (2016). Economic Bulletin March 2016, Volume XVIII 
No.1. Retrieved from http://www.central-bank.org.tt/sites/default/files/Economic%20Bulletin-
March%202016.pdf.  
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also confirmed by the survey, which indicates that countries perceive that fiscal 
policy has impacted negatively monetary policy.  

Also, the results indicate that there is no alignment between the monetary and 
fiscal policy objectives. Moreover, debt sustainability is not a de facto fiscal policy 
objective as evidenced by an unsustainable government debt level in the majority of 
the selected Caribbean small open economies. The latter is not conducive to 
monetary policy achieving its objectives. 

Moreover, the limited presence of fiscal policy institutions (i.e., numeric fiscal 
rules and fiscal councils) has contributed to the lack of fiscal discipline. The 
experience with fiscal rules in the Caribbean is mixed, while only the Dutch 
Caribbean countries and territories have fiscal councils. The ECCU-countries have a 
debt problem despite the presence of a debt rule. Sint Maarten is still not fully 
compliant with its fiscal rules. The experience of Curaçao seems to be more positive, 
although I note that the debt-to-GDP ratio of this country has increased markedly 
since 2010, possibly indicating a potential for reaching unsustainable debt levels in 
the medium term. Also, I observe that Suriname complies with its own debt rule. I 
believe it is still too early to assess the experience with the fiscal rule in Aruba, as 
this was introduced in 2015.  

Given the lack of fiscal discipline, the Caribbean small open countries could 
consider the introduction of the fiscal policy institutions mentioned in this chapter as 
policy devices to achieve debt sustainability. Also, coordination between monetary 
and fiscal policy with regard to the policy objectives is essential to align these 
objectives. In spite of their size, small open economies which have institutions 
safeguarding sound fiscal policy have possibly more capability to achieve their 
monetary policy objectives compared to those small open economies which do not 
have these institutions. Nevertheless, it remains a challenge for these countries to 
have adequate human capacity, because of the small pool of qualified people, to 
ensure the good functioning of these institutions. Without paying attention to the 
“players of the game”, i.e. the human capital, a country may end up with institutions 
which on paper are perfect, but as a result of limitations in the human capacity the de 
facto institutions are not functioning.  
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9 Institutions and economic performance in the selected Caribbean 
economies  

 

9.1 Introduction 

 
This chapter explores whether institutions in Caribbean countries and territories 
have positively contributed to their economic performance, thereby offsetting in part 
the negative effect of their size. In addition, it examines whether country size has a 
significant effect on the quality of economic and political institutions in general as 
well as on the quality of monetary policy and fiscal policy institutions.  

In general, small economies are considered to suffer from several (economic) 
disadvantages, largely due to a lack of variety of natural resources and the small size 
of their domestic markets (Kuznets, 1960). However, several empirical studies show 
that small economies do not perform worse in spite of their disadvantages (e.g., 
Easterly & Kraay, 2000; Armstrong & Read, 2004; Eclac, 2001). Several studies 
suggest that small countries may have relatively strong economic institutions which 
account for their better economic performance (e.g., Fors, 2007; Bräutigam & 
Woolcock, 2001). Given the disadvantages of small open economies, it seems that 
their institutional choices, as well as their institutional quality, play a pivotal role in 
mitigating these weaknesses. New institutional economists argue that institutions 
and institutional change are the fundamental cause of economic development and 
cross-country differences in economic performance (e.g., Acemoglu et al., 2005; 
North, 1990). 

In Chapter 2, I posited that the characteristics of small economies (with a 
population of no more than 1.5 million) influence their political and economic 
institutional choices, which, in turn, determine their economic performance. These 
institutions may have mitigated the negative (economic) consequences of their size. 
This chapter explores empirically the relationship between these institutions and 
economic performance among the selected Caribbean countries and territories. It 
focuses on explanations for cross-country differences in economic performance 
among the selected Caribbean small open economies in section 9.2. Moreover, this 
chapter examines empirically the relationship between country size and institutional 
quality in section 9.3. 

 

9.2 Estimating the relationship between institutions and economic performance  

 
In Figure 9.1, I illustrate once again the framework developed in Chapter 2 to 
examine the relationship between institutions and economic performance in small 
open economies with a population of no more than 1.5 million people. As can be 
seen from Figure 9.1, small economies may suffer from several disadvantages 
because of their size, to a large extent related to a lack of variety of natural resources, 
the size of their domestic markets, and their economic openness. However, small 
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Figure 9.1: A theoretical model for the relationship between institutions and economic 
performance in the Caribbean small open economies 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: The author; Based upon the framework of Acemoglu et al. (2005) and the model by David & 
Mach (2007). 

 
nations are often characterized also by greater social cohesion (Streeten, 1993; 
Armstrong & Read, 1998), and greater political centralization. Kuznets (1960) posits 
that small nations may find it easier to make social adjustments because of their 
smaller populations and hence possibly greater homogeneity and closer internal ties 
(p. 28). These characteristics are important for the ability to manage conflicts and for 
broad participation of the population. These characteristics may have impacted the 
political and economic institutions (i.e., institutions of conflict management, political 
sovereignty, legal origin, monetary policy and fiscal policy institutions) and 
consequently the economic performance of these economies.  

The following subsections explore, as a first step, whether the institutions of 
conflict management, legal origin, political sovereignty, monetary and fiscal policy 
institutions in the countries considered are related to their economic performance. 
GDP per capita and the growth rate of the GDP per capita are used as measures of 
economic performance126.  
 

9.2.1 Institutions of conflict management 

 
In this subsection, I explore whether conflict management institutions are related to 
the economic performance of selected Caribbean countries and territories. Taken into 
account the small sample size, I apply two approaches. Firstly, I examine the 
relationship between the measures for conflict management institutions and 
economic performance indicators by calculating the correlation between these 

                                                 
126 Data for the GDP per capita in US dollar (in constant 2005) prices are based on data of the United 
Nations, retrieved from http://data.un.org. 
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measures and economic performance. Secondly, I split the sample in two groups and 
assess whether group differences are significant. 

As mentioned in Chapter 2, among others the following political institutions are 
regarded as institutions of conflict management (Bräutigam & Woolcock, 2001; 
David & Mach, 2007; Rodrik, 2000): (1) democracy, (2) democratic corporatist 
institutions where the main employers’ associations, trade unions and public 
officials negotiate economic and social policies, (3) human rights, (4) free press, (5) 
high-quality judiciary, (6) social insurance and (7) rule of law. According to 
Bräutigam & Woolcock (2001), these institutions do “collectively entail clear 
procedures, mechanisms for information dissemination, support for weaker groups, 
and independent forums in and through which differences can be resolved” (p.8).  

Before examining measures of conflict management institutions, I briefly explore 
ethnic diversity in the selected Caribbean small open economies. I expect that ethnic 
diversity decreases social cohesion. A large literature shows the negative 
repercussions of ethnic fractionalization for economic development. Ethnic 
heterogeneity is a risk for social conflict, which could hamper economic growth 
(Saari, 2015). In a cross-country study, Easterly & Levine (1997) show that ethnic 
diversity explains cross-country differences in growth rates in Africa, arguing that 
interest group polarization leads to rent-seeking behavior and reduces the consensus 
for public goods, resulting in poor economic performance. Also, Alesina, 
Devleeschauwer, Easterly, Kurlat & Wacziarg (2003) argue that a large literature on 
US localities show that, public goods provision is less efficient, participation in social 
activities and trust is lower, and economic success is inferior in more ethnically 
fragmented communities. In an empirical study, La Porta, Lopez-de-Silanes, Shleifer, 
& Vishny (1999) find that countries that are ethnolinguistically heterogeneous 
exhibit inferior government performance.  

To explore ethnic diversity, I use the measure of ethnic fractionalization of 
Alesina et al. (2003) (see Table 9.1): 

 
= 1- , where  is the share of group i (i=1…N) in country j.  

 
The higher  is, the higher ethnic fractionalization is. For the selected Caribbean 
economies for which data is available, the following five countries have the highest 

: Suriname, Cayman Islands, Belize, Trinidad and Tobago, and Guyana. Their 
higher ethnic fractionalization may have impacted their institutional quality.  
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Table 9.1 Ethnic fractionalization data 

Country = Year 

Anguilla 1) 0.2672 2011 
Antigua and Barbuda 0.1643 1994 
Aruba 1) 0.3175 2010 
Bahamas 0.4228 1989 
Barbados 0.1423 1990 
Belize 0.7015 1991 
Cayman Islands 1) 0.7200 n.d. 
Dominica 0.2003 1991 
Grenada 0.2661 1991 
Guyana 0.6195 1993 
St. Kitts and Nevis 0.1842 1998 
St. Lucia 0.1769 1990 
St. Vincent and the Grenadines 0.3066 1995 
Suriname 0.7332 2001 
Trinidad and Tobago 0.6475 2001 
   
Mean 0.3913  
Standard deviation 0.2272  
   
Source: Alesina et al. (2003); Author’s calculations. 

1) Author’s own calculations based on the World Factbook of the Central Intelligence Agency, 
https://www.cia.gov/library/ publications/the-world-factbook/fields/2075.html.  

 
As measures of conflict management institutions, taking into account data 
availability, I use the World Bank Worldwide Governance Indicators127 Voice and 
Accountability and Rule of Law. The Voice and Accountability indicator reflects 
perceptions of the extent to which a country's citizens are able to participate in 
selecting their government, as well as freedom of expression, freedom of association, 
and a free media. The Rule of Law indicator reflects perceptions of the extent to which 
agents have confidence in and abide by the rules of society, and in particular the 
quality of contract enforcement, property rights, the police, and the courts, as well as 
the likelihood of crime and violence. All in all, these two measures of institutions of 
conflict management reflect important institutions that may help resolve conflicts in 
a society and promote broad participation of the population. The estimate of the 
indicators Voice and Accountability and Rule of Law ranges from -2.5 (weak) to 2.5 
(strong)128.  

Table 9.2 exhibits the scores for Rule of Law and Voice and Accountability for each 
of the selected Caribbean small economies as well as their GDP per capita and the 
average growth rate for the GDP per capita for two periods (i.e., 1988-2007 and 1998-
2007)129.  

                                                 
127 Retrieved from http://databank.worldbank.org/data/reports.aspx?source=worldwide-
governance-indicators#. 
128 These estimates are those of a standard normal random variable, i.e. with zero mean, unit standard 
deviation, and ranging approximately from -2.5 to 2.5. For instance, a score of +1 implies that the 
governance indicator of the respective country is one standard deviation higher than the mean of all 
countries in the database of the World Bank governance indicators. 
129 Pre-crisis data are used to exclude the effect of the global financial crisis. 
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Table 9.2 Conflict management institutions and economic performance 1) 2) 

Country RoL VA GDPcap GDPcap_g8807 
(in percent) 

GDPcap_g9807 
(in percent) 

Anguilla  1.69   1.01   23,761  5.1 5.5 
Antigua and Barbuda  0.93   0.57   14,671  3.0 3.3 
Aruba  0.88   1.01   23,746  2.3 0.3 
Bahamas  1.25   1.13   23,416  0.5 1.0 
Barbados  1.29   1.16   15,186  1.0 1.6 
Belize -0.12   0.50   3,957  3.1 2.7 
Cayman Islands 3)  1.15   0.78   63,759  1.4 1.5 
Dominica  0.66   1.03   5,797  2.6 2.3 
Grenada  0.16   0.82   6,890  3.7 4.7 
Guyana -0.51   0.09   1,892  2.4 0.9 
Netherlands Antilles  0.88   0.56   19,273  1.9 0.6 
St. Kitts and Nevis  0.81   1.18   11,720  3.4 2.0 
St. Lucia  0.81   1.20   5,922  1.9 1.1 
St. Vincent and the Grenadines  0.67   1.06   5,349  3.8 3.6 
Suriname -0.32   0.50   4,866  1.4 3.1 
Trinidad and Tobago -0.21   0.50   14,476  4.5 7.8 
      
Mean 0.63   0.82     
Source: UNdata; the Freedom House; World Bank Group. 

 
1) GDPcap = GDP per capita for 2007 in US dollar (in constant 2005 prices); GDPcap_g8807 = the 

average growth rate of GDP per capita (in constant 2005 prices, in percent) in the period 1988-
2007; GDPcap_g9807 = the average growth rate of GDP per capita (in constant 2005 prices, in 
percent) in the period 1998-2007. 

2) RoL = Rule of law; VA = Voice and accountability. Scores of the World Bank Worldwide 
Governance Indicators for the year 2007. 

3) Note that, according to the simple standard deviation method, the GDP per capita of the Cayman 
Islands is significantly higher than the overall mean GDP per capita. Nevertheless, the scores for 
RoL and VA for the Cayman Islands are not significantly different from the mean scores for all 
countries. 

 
Noticeably, four countries with negative scores for Rule of Law have also the lowest 
scores for Voice and Accountability among the selected countries and territories. These 
countries are Guyana, Suriname, Trinidad and Tobago, and Belize with Rule of Law 
scores, of respectively, -0.51, -0.32, -0.21 and -0.12. Suriname, Trinidad and Tobago, 
and Belize have a Voice and Accountability score of 0.5, while Guyana has a score of 
0.09 for this governance indicator. These countries are among the countries with the 
highest ethnic fractionalization. The negative scores for Rule of Law imply that these 
countries score lower on this governance indicator than the mean of all countries 
(somewhat more than 200) in the database of 2007.  

As mentioned before, to assess whether conflict management institutions have 
contributed to the economic performance of the selected Caribbean small economies, 
I apply two approaches, taking into account the small sample size. Firstly, I examine 
the relationship between the two measures for conflict management institutions and 
economic performance indicators by using Spearman’s rank correlation (see also 
Figures 9.2 up to including 9.7). The Spearman’s rank correlation is the  
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nonparametric equivalence of the Pearson correlation130. Secondly, I split the sample 
in two groups and assess whether group differences are significant. 
 
Relationship between conflict management institutions and economic performance indicators 
The Spearman’s rank correlation measures the strength of monotonic relationship 
between two variables and is denoted by . Two underlying assumptions are (i) 
interval, ratio or ordinal level of measurement, and (ii) monotonically related 
variables. The following observations are made about the measures for conflict 
management institutions based on an analysis of the Spearman’s rank correlation 
(see Table 9.3)131.  
 

- There is a strong positive correlation between Rule of Law and Voice and 
Accountability, which is statistically significant ( = .5462, p = .0286)132. 

- Rule of Law has a strong positive and statically significant correlation to 
GDPcap ( = .8424, p = .0000). Voice and Accountability has a weak positive, but 
not statistically significant, correlation to GDPcap = .2731, p = .3062).  

- Both indicators have a negative weak, but statistically not significant, 
correlation to the average growth rate of the GDP per capita (period 1988-2007 

= -.1225 and p = .6513 in the case of Voice and Accountability and  = -.2504 
and p = .3497 in the case of Rule of Law; period 1998-2007  = -.1447 and 

                                                 
130 Pearson product moment correlation, or Pearson correlation, is a measure of the strength of a linear 
association between two variables and is denoted by r. The underlying assumptions for this test are:  
(i) interval or ratio scale as level of measurement, (ii) linear relationship between the two variables, 
(iii) normality of variables, (iv) no or minimal outliers, and (v) homoscedasticity of the data. 

For two reasons, I do not apply the Pearson correlation. Firstly, an inspection of the scatter plots 
between the relevant variables (see Figures 9.2 up to and including 9.7) indicates that the relationship 
between the relevant variables seems to be nonlinear. Secondly, although the Shapiro-Wilk test 
indicates that the residuals of the variables are normally distributed (RoL: p = .283, VA:  p = .084, 
logGDPcap: p = .794, GDPcap_g8807: p = .989, and GDPcap_g9807: p = .077), I note that one caveat of 
normality tests in general is that they have little power to reject the null hypothesis of normality in the 
case of small sample size.  
131 For the sake of completeness, I observe that applying the Pearson’s correlation yields the same 
results in this study compared to the Spearman’s rank correlation. 
 
Pearson’s correlation coefficients1 
  VA RoL logGDPcap GDPcap_g8807 GDPcap_g9807 

(in percent) (in percent) 
VA 1.0000 0.7235* 0.3684 -0.0872 -0.1576 
RoL  0.7235* 1.0000 0.7292* -0.1238 -0.2217 
logGDPcap 0.3684 0.7292* 1.0000 -0.1426 -0.0216 
GDPcap_g8807 -0.0872 -0.1238 -0.1426 1.0000 0.7737* 
GDPcap_g9807 -0.1576 -0.2217 -0.0216 0.7737* 1.0000 
Source: Author’s calculations. 
 
1) * denotes statistically significant correlation at a significance level α= 0.05. 
 
132 I use the guidelines by Cohen (1988) to define the strength of the association. A correlation 
coefficient of 0.10 is thought to represent a weak association; a correlation coefficient of 0.30 is 
considered a moderate correlation; and a correlation coefficient of 0.50 or larger is thought to 
represent a strong correlation. 
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 p = .5930 in the case of Voice and Accountability and = -.1856 and p = .4914 in 
the case of Rule of Law).   

 
One possible interpretation of these results is that higher GDP per capita is 
associated with better conflict management institutions.  
 
Table 9.3 Spearman rank’s correlation 1) 2) 3) 4) 

 VA   RoL   GDPcap   GDPcap_g8807 
(in percent) 

 GDPcap_g9807 
(in percent) 

 

VA 1.0000     0.5462 *  0.2731   -0.1225  -0.1447  
RoL  0.5462 *  1.0000   0.8424 *  -0.2504  -0.1856  
GDPcap 0.2731    0.8424 *  1.0000   -0.1794  -0.1735  
GDPcap_g8807 -0.1225   -0.2504   -0.1794   1.0000  0.7088 * 
GDPcap_g9807 -0.1447   -0.1856   -0.1735   0.7088 * 1.0000  
Source: Author’s calculations. 

 
1) GDPcap = GDP per capita for 2007 in US dollar (in constant 2005 prices); GDPcap_g8807 = the 

average growth rate of GDP per capita (in constant 2005 prices, in percent) in the period 1988-
2007; GDPcap_g9807 = the average growth rate of GDP per capita (in constant 2005 prices, in 
percent) in the period 1998-2007. 

2) RoL = Rule of law; VA = Voice and accountability. Scores for the year 2007. 
3) Based on data for Anguilla, Antigua and Barbuda, Aruba, The Bahamas, Barbados, Belize, 

Cayman Islands, Dominica, Grenada, Guyana, Netherlands Antilles, Saint Kitts and Nevis, Saint 
Lucia, Saint Vincent and the Grenadines, Suriname, and Trinidad and Tobago. 

4) * denotes statistically significant correlation at a significance level = 0.05. The null hypothesis of 
the Spearman’s rank correlation is Ho= no monotonically correlation and the alternative 
hypothesis is H1 = monotonically correlation. 

 
Significance of group differences 
For each measure for conflict management institutions, I divide the selected 
countries and territories in two groups to explore the significance of group 
differences. The latter is done to see whether conflict management institutions are 
related to the economic performance of these two groups. The first group consists of 
countries and territories which have a lower score than the average score for all 
countries for the respective indicator. This group is the Below Average Performance 
(BAP) group. The second group comprises countries and territories which have a 
higher score for a conflict management institution than the average score of all 
countries for the respective indicator. The latter group is the Above Average 
Performance (AAP) group.  

I use the two-sample t-test to examine whether the mean of the GDP per capita 
(denoted as GDPcap) and the mean of the average growth rate for the GDP per 
capita for two periods, i.e., 1988-2007 (denoted as GDPcap_g8807) and 1998-2007 
(denoted as GDPcap_g9807) of the BAP-group and the AAP-group are significantly 
different. The two-sample t-test assumes that (i) the level of measurement of the 
dependent variable is continuous, (ii) the two groups are independent, (iii) the 
dependent variable is normally distributed, and (iv) the two groups have equal 
variances. Before applying this test, I assess the last two mentioned assumptions. 

Taking into account the small sample size, I test the residuals within for 
normality using the Shapiro-Wilk test and I perform an F-test for equality of two 
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variances to examine whether the variances of the two groups are equal or unequal. 
The results indicate that the residuals of the logs of GDPcap (denoted as logGDPcap), 
GDPcap_g8807 and GDPcap_g9807 are normally distributed since p > 0.05 for both 
conflict management institutions (see Table 9.4). Moreover, the outcome of the F-test 
indicates that the variances are equal in all cases, p > .05 (see Table 9.5). Therefore, 
the two-sample t-test is applied for determining the significance of group differences 
for logGDPcap, GDPcap_g8807 and GDPcap_g9807.  

 
Table 9.4 P-value of the Shapiro_Wilk test for normality 1) 2) 3) 4) 

Residuals of RoL VA 
GDPcap < .001 .002 
LogGDPcap .345* .516* 
GDPcap_g8807 .958* .981* 
GDPcap_g9807 .258* .078* 
Source: Author’s calculations. 

 
1) GDPcap = GDP per capita for 2007 in US dollar (in constant 2005 prices); LogGDPcap = the 

natural logarithm of GDPcap; GDPcap_g8807 = the average growth rate of GDP per capita (in 
constant 2005 prices, in percent) in the period 1988-2007; GDPcap_g9807 = the average growth 
rate of GDP per capita (in constant 2005 prices, in percent) in the period 1998-2007. 

2) Based on data for Anguilla, Antigua and Barbuda, Aruba, The Bahamas, Barbados, Belize, 
Cayman Islands, Dominica, Grenada, Guyana, Netherlands Antilles, Saint Kitts and Nevis, Saint 
Lucia, Saint Vincent and the Grenadines, Suriname, and Trinidad and Tobago. 

3) RoL= Rule of law; VA =Voice and accountability 
4) * indicates normal distribution. 

 
Table 9.5 Results of two-sample t-test for conflict management institutions 1) 2) 3) 

  BAP   AAP   F-test   t-test 
  M SD n   M SD N   P   t  P Df 
Rule of Law                           
LogGDPcap  8.5   0.7  5   9.6  0.8  11   0.919   -2.61 0.020* 14 
GDPcap_g8807  3.0   1.2  5   2.5  1.3  11   0.922   0.83 0.419 14 
GDPcap_g9807  3.8   2.6  5   2.1  1.5  11   0.161   1.71 0.109 14 
                            
Voice and Accountability                           
LogGDPcap  9.2   1.2  7   9.3  0.7  9    0.126    -0.28 0.784 14 
GDPcap_g8807  2.5   1.1  7   2.7  1.4  9    0.560    -0.27 0.791 14 
GDPcap_g9807  2.9   2.4  7   2.5  1.8  9    0.398    0.39 0.702 14 
 Source: Author’s calculations. 

 
1) LogGDPcap = natural logarithm of GDP per capita for 2007 in US dollar (in constant 2005 prices); 

GDPcap_g8807 = the average growth rate of GDP per capita (in constant 2005 prices, in percent) 
in the period 1988-2007; GDPcap_g9807 = the average growth rate of GDP per capita (in constant 
2005 prices, in percent) in the period 1998-2007. 

2) BAP =  Below Average Performance group of countries with a score lower than the mean score 
for all countries for the respective indicator; AAP =  Above Average Performance group of 
countries with a score higher than the mean score for all countries for the respective indicator. 

3) Based on data for Anguilla, Antigua and Barbuda, Aruba, The Bahamas, Barbados, Belize, 
Cayman Islands, Dominica, Grenada, Guyana, Netherlands Antilles, Saint Kitts and Nevis, Saint 
Lucia, Saint Vincent and the Grenadines, Suriname, and Trinidad and Tobago. 

4) The superscript * denotes significance at 5 percent level. 
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The null hypothesis of the two-sample t-test is that the mean of the BAP-group ( x) is 
equal to the mean of the AAP-group ( y), while the alternative hypothesis is that the 
means of the two groups are different. 

 
H0: x = y 

 

H1: x  y 
 
Significance level:  =0.05  

 
The results of the two-sample t-test are presented in Table 9.5. The following results 
follow from the two-sample t-test: 

- There is no significant difference in logGDPcap for the BAP-group and AAP-
group for Voice and Accountability (t(10) = -0.28, p = .784). 

- However, there is a significant difference in logGDPcap for the BAP-group (M 
=8.5, SD = 0.7) and the AAP-group (M =9.6, SD = 0.8) for Rule of Law,  
t(14) = -2.61, p = .020. This outcome suggests that countries and territories 
with higher levels of Rule of Law have a higher level of economic welfare.  

- The difference in GDPcap_g8807 for the BAP-group and the AAP-group is not 
significant in the case of both measures of conflict management institutions 
(Voice and Accountability, t(14) = -0.27, p = .791 ;  Rule of Law: t(14) = 0.83, p = 
.419).  

- Also, the difference in GDPcap_g9807 for the BAP-group and the AAP-group 
is not significant in the case of both measures of conflict management 
institutions (Voice and Accountability, t(14) = 0.39, p = .702 ;  Rule of Law: t(14) = 
1.71, p = .109).  

 
In addition to the two-sample t-test, I use the Mann-Whitney U test, the 
nonparametric test equivalence of the two-sample t-test, for comparing two groups 
to examine which of the individual groups are significantly different from each 
other. The rationale for using this test is that normality tests have little power to 
reject the null hypothesis of normality in the case of small sample size. 
Consequently, the results of the two-sample t-test may not be trustworthy. The 
results of the Mann-Whitney U-test are displayed in Table 9.6. The Mann-Whitney 
U-test shows that only the difference in the GDPcap of the BAP group and the AAP 
group in the case of Rule of Law is significant, min ( , ) = 7   U critical value = 9. 
This outcome confirms the results of the two-sample t-test. 
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Table 9.6 Results of the Mann-Whitney U-test for significance of group differences for conflict 
management institutions1) 2) 3) 4) 

BAP AAP min ( , ) 
 5 11  

    
Rule of law U-critical value = 9 
Median of GDPcap 4,866 15,186 7* 
Median of GDPcap_g8807 3.1 2.3 20 
Median of GDPcap_g9807 3.1 1.6 16 
    
Voice and accountability U-critical value = 12 
Median of GDPcap 14,476 11,720 25 
Median of GDPcap_g8807 2.4 2.6 28 
Median of GDPcap_g9807 2.7 2.0 31 
Source: Author’s calculations. 

 
1) GDPcap = GDP per capita for 2007 in US dollar (in constant 2005 prices); GDPcap_g8807 = the 

average growth rate of GDP per capita (in constant 2005 prices, in percent) in the period 1988-
2007; GDPcap_g9807 = the average growth rate of GDP per capita (in constant 2005 prices, in 
percent) in the period 1998-2007. 

2) BAP =  Below Average Performance group of countries with a score lower than the mean score 
for all countries for the respective indicator; AAP =  Above Average Performance group of 
countries with a score higher than the mean score for all countries for the respective indicator. 

3) Based on data for Anguilla, Antigua and Barbuda, Aruba, The Bahamas, Barbados, Belize, 
Cayman Islands, Dominica, Grenada, Guyana, Netherlands Antilles, Saint Kitts and Nevis, Saint 
Lucia, Saint Vincent and the Grenadines, Suriname, and Trinidad and Tobago. 

4) The superscript * denotes significance at the 5 percent level. 
 
All in all, the results indicate that conflict management institutions, as measured by 
the Rule of law indicator, are associated to a certain extent with the diversity in GDP 
per capita among the selected countries and territories. Countries and territories 
with stronger conflict management institutions have in general higher levels of GDP 
per capita. These results do not necessarily imply causation. Nevertheless, I observe 
that four of the five countries in the BAP-group in the case of the Rule of Law are 
among the countries with the highest score for ethnic fractionalization, i.e., Guyana, 
Suriname, Trinidad and Tobago, and Belize. Possibly because these countries have 
weak conflict management institutions, they do not have the tools to promote social 
cooperation. This may have negatively impacted their level of income per capita. 

 

9.2.2 Legal origin  

 
This subsection studies whether legal origin can explain differences in the economic 
performance of the selected countries and territories, by exploring the significance of 
group differences133. Legal origin has consequences for the legal and regulatory 
framework of a country, but also for its economic outcomes (La Porta et al., 2008; 
Beck & Levine, 2008). This is because civil law has a policy-implementing focus, 
while common law has a market-supporting focus (La Porta et al., 2008). The 

                                                 
133 Pre-crisis data are used to exclude the effect of the latest global and economic financial crisis. 
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selected countries and territories are divided in two groups based on their legal 
origin, i.e., common law or civil law. All selected (former) colonies of the 
Netherlands have adopted the civil law system (civil law-group), while all selected 
(former) colonies of the U.K. have a common law system (common law-group).  

The results of a Shapiro_Wilk test indicate that the residuals of logGDPcap (p =  
.823) and GDPcap_g8807 (p =  .996) are normally distributed, while GDPcap_g9807 
(p = .048) is not normally distributed. The F-test indicates that the variances are equal 
for both logGDPcap and GDPcap_g8807, p > .05, indicating that the null hypothesis 
of equal variances cannot be rejected. Consequently, the two-sample t-test is utilized 
for only logGDPcap and GDPcap_g8807, while the Mann-Whitney U-test is applied 
for GDPcap_g9807. Moreover, I use the Mann-Whitney test also for the variables 
GDPcap and GDPcap_g8807, because normality tests have little power to reject the 
null hypothesis of normality in the case of small sample size which could mean that 
the results of the two-sample t-test are not trustworthy. 

The results of the two-sample t-test and the Mann-Whitney U-test are presented 
in, respectively, Table 9.7 and Table 9.8. The results show that there is no significant 
difference in logGDPcap for the civil law and the common law groups, t(14) = 0.43,  
p = .676. This outcome is also confirmed by the Mann-Whitney test for GDPcap, 
since min ( , ) = 16   U critical value = 4. Moreover, there is no significant 
difference in GDPcap_g8807 for the civil law and the common groups (Results of 
two-sample t-test: t(14) = -1.20, p = .250; Results of the Mann-Whitney test:  
min ( , ) = 9   U critical value = 4). Also, the Mann-Whitney U-test shows that 
there is no significant difference in GDPcap_g9807 for the civil law and the common 
law groups, min ( , ) = 8   U critical value = 4. All in all, the results suggest that 
legal origin is not related to differences in economic performance of the selected 
countries and territories. 

 
Table 9.7 Results of the two-sample t-test for the significance of group differences for legal origin1) 

2) 3) 

  Civil law   Common law   F-test   t-test 
  M SD N   M SD n   p   t  p Df 
LogGDPcap  9.5   0.9  3    9.2   0.9  13    0.880    0.43 0.676 14 
GDPcap_g8807  1.8   0.4  3    2.8   1.3  13    0.203    -1.20 0.250 14 
Source: Author’s calculations. 

 
1) LogGDPcap = the natural logarithm of GDP per capita for 2007 in US dollar (in constant 2005 

prices); GDPcap_g8807 = the average growth rate of GDP per capita (in constant 2005 prices, in 
percent) in the period 1988-2007. 

2) Based on data for Anguilla, Antigua and Barbuda, Aruba, The Bahamas, Barbados, Belize, British 
Virgin Islands, Cayman Islands, Dominica, Grenada, Guyana, Montserrat, Netherlands Antilles, 
Saint Kitts and Nevis, Saint Lucia, Saint Vincent and the Grenadines, Suriname, Trinidad and 
Tobago, and Turks and Caicos Islands. 

3) * indicates significant differences at a significance level of 0.05. 
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Table 9.8 Results of the Mann-Whitney U-test for significance of group differences for legal origin 
1) 2) 3) 

Civil law Common law min ( , ) 
U-critical value = 4 

 3 16  
Median of GDPcap 19,273 11,720 16 
Median of GDPcap_g8807 1.9 3.0 9 
Median of GDPcap_g9807 0.6 2.3 8 
Source: Author’s calculations. 

 
1) GDPcap = the GDP per capita for the year 2007 in US dollar (in constant 2005 prices); 

GDPcap_g8807 = the average growth rate of the GDP per capita (in constant 2005 prices, in 
percent) in the period 1988-2007; GDPcap_g9807 = the average growth rate of the GDP per capita 
(in constant 2005 prices, in percent) in the period 1998-2007. 

2) Based on data for Anguilla, Antigua and Barbuda, Aruba, The Bahamas, Barbados, Belize, 
Cayman Islands, Dominica, Grenada, Guyana, Netherlands Antilles, Saint Kitts and Nevis, Saint 
Lucia, Saint Vincent and the Grenadines, Suriname, and Trinidad and Tobago. 

3) * indicates significant differences at a significance level of 0.05. 
 

9.2.3 Political sovereignty 

 
A number of Caribbean small nations opted for political sovereignty and the 
institutions hereof, while others are still politically dependent though they may 
possess some degree of domestic autonomy. This section explores whether political 
sovereignty is related to differences in the economic performance of the selected 
countries and territories, by examining the significance of group differences134. 

The results of a Shapiro-Wilk test indicate that the residuals of logGDPcap  
(p =  .334) and GDPcap_g8807 (p =  .985) are normally distributed, while 
GDPcap_g9807 (p = .017) is not normally distributed. The F-test indicates that the 
variances are equal in all cases, p > .05. Therefore, the two-sample t-test is used for 
logGDPcap and GDPcap_g8807, while the Mann-Whitney U-test is applied for 
GDPcap_g9807 to determine whether group differences are significant. Moreover, I 
use the Mann-Whitney test also for the variables GDPcap and GDPcap_g8807, 
because normality tests have little power to reject the null hypothesis of normality in 
the case of small sample size which could mean that the results of the two-sample  
t- test are not trustworthy. 

The results of the two-sample t-test and the Mann-Whitney U-test are presented 
in, respectively, Table 9.9 and Table 9.10. They indicate that the logGDPcap is 
significantly higher for countries/territories with no political sovereignty (M = 10.3, 
SD = 0.5) than the sovereign countries (M = 8.9, SD = 0.7), t(14) = 3.38, p = .005. Note 
that the Mann-Whitney test shows the same results for GDPcap, min ( , ) = 1   
U critical value = 7. However, there are no significant differences for GDPcap_g8807 
(t(14) = 0.06, p = .949; min ( , ) = 2   U critical value = 7 ) and GDPcap_g9807 
(min ( , ) = 14   U critical value = 7). All in all, these results indicate that 
 

                                                 
134 Pre-crisis data are used to exclude the effect of the latest global and economic financial crisis. 
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Table 9.9 Results of the two-sample t-test for the significance of group differences for political 
sovereignty1) 2) 3) 

  No_PolSov   PolSov   F-test   t-test 
  M SD n   M SD n   P   t  p Df 
LogGDPcap  10.3   0.5  4    8.9   0.7  12    0.704    3.38 0.005* 14 
GDPcap_g8807  2.7   1.7  4    2.6   1.2  12    0.369    0.06 0.949 14 
Source: Author’s calculations. 

 
1) LogGDPcap = natural logarithm of GDP per capita for 2007 in US dollar (in constant 2005 prices); 

GDPcap_g8807 = the average growth rate of GDP per capita (in constant 2005 prices, in percent) 
in the period 1988-2007; No_PolSov = group of countries or territories with no political 
sovereignty. PolSov = group of countries with political sovereignty. 

2) Based on data for Anguilla, Antigua and Barbuda, Aruba, The Bahamas, Barbados, Belize, British 
Virgin Islands, Cayman Islands, Dominica, Grenada, Guyana, Montserrat, Netherlands Antilles, 
Saint Kitts and Nevis, Saint Lucia, Saint Vincent and the Grenadines, Suriname, Trinidad and 
Tobago, and Turks and Caicos Islands. 

3) * indicates significant differences at a significance level of 0.05. 
 

Table 9.10 Results of the Mann-Whitney U-test for significance of group differences for political 
sovereignty1) 2) 3) 

No_PolSov  PolSov min ( , ) 
U-critical value = 7 

 4 12  
Median of GDPcap 23,753 6,406 1* 
Median of GDPcap_g8807 2.1 2.8 22 
Median of GDPcap_g9807 1.1 2.5 14 
Source: Author’s calculations. 

 
1) GDPcap = GDP per capita for 2007 in US dollar (in constant 2005 prices); GDPcap_g8807 = the 

average growth rate of GDP per capita (in constant 2005 prices, in percent) in the period 1988-
2007; GDPcap_g9807 = the average growth rate of the GDP per capita (in constant 2005 prices, in 
percent) in the period 1998-2007. No_PolSov = group of countries or territories with no political 
sovereignty. PolSov = group of countries with political sovereignty. 

2) Based on data for Anguilla, Antigua and Barbuda, Aruba, The Bahamas, Barbados, Belize, 
Cayman Islands, Dominica, Grenada, Guyana, Netherlands Antilles, Saint Kitts and Nevis, Saint 
Lucia, Saint Vincent and the Grenadines, Suriname, and Trinidad and Tobago. 

3) * indicates significant differences at a significance level of 0.05. 
 
although higher GDP per capita is associated with political dependence (i.e., no 
political sovereignty), the political status has no statistical significant relationship 
with the growth rate of GDP per capita of the selected countries and territories. 

These results suggest that countries with political dependence have higher GDP 
per capita than sovereign countries, but that this does not necessarily imply 
causation. As mentioned in Chapter 3, the Caribbean countries and territories have 
political institutions which are largely based on those in their (former) colonial 
power. Therefore, these institutions have been in place for a long period already. 
Nevertheless, in the case of the dependent countries and territories, the (former) 
colonial power may have a greater say in the domestic affairs of these countries and 
territories, which may have led to stronger institutions. One example hereof is the 
emergence of fiscal rules and fiscal councils in the Dutch Caribbean countries and 
territories in the recent years with the Council of the Ministers of the Kingdom as the 
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fiscal authority. Following Armstrong & Read (2000) who show that dependent 
territories perform better economically than sovereign microstates and Bertram 
(2004) who finds that dependent islands perform better economically than 
independent islands, the evidence presented is consistent with (but does not prove) 
the view that political dependence has contributed to a higher level of economic 
development as measured by GDP per capita in the selected Caribbean countries 
and territories.  
 

9.2.4 Monetary and fiscal policy institutions 

 
Next, I explore whether the differences in monetary and fiscal policy institutions in 
the countries considered are related to differences in their economic performance. 
Chapter 8 showed that fiscal policy institutions (specifically numeric fiscal rules and 
fiscal councils) are absent in many of the countries under consideration which has 
contributed to the lack of fiscal discipline. The recently introduced institutions of the 
Dutch Caribbean countries are too recent to study their relationship with economic 
performance. Therefore, I do not consider the impact of numeric fiscal rules and 
fiscal councils. However, I use primary fiscal balance and government debt as 
proxies for the quality of fiscal policy institutions, because they reflect in part 
procedural rules, such as budget rules and regulations135. Several studies show that 
strong budget institutions have a positive effect on the fiscal balance (e.g., Alesina & 
Perotti 1999; Dabla-Norris et al., 2010; Stein, Talvi & Grisanti, 1999). Consequently, 
they also influence the development of government debt.  

With regard to the monetary policy institutions136, I notice that the majority of 
small open economies of the Caribbean has exchange rate stability as ultimate goal 
of monetary policy, an exchange rate as intermediate target of their monetary policy, 
and has relied primarily on direct instruments in the conduct of their monetary 
policy, though a clear shift toward the use of indirect instruments has been observed. 
In addition, the central banks have instrument independence, which is supported by 
some degree of independence in personnel matters as reflected in the relatively low 
turnover rates of central bank governors. However, central bank independence (CBI) 
is often limited by a high degree of central bank lending to the government and by 
the fact that the appointment of central bank governors is not independent of the 
executive branch in most countries. As noted in Chapter 7, the monetary policy in 
the majority of the selected small open Caribbean economies is determined largely 
by exchange rate considerations. Therefore, taking into account data availability, I 
use two proxies for the quality of monetary policy institutions, i.e., international 
reserves and the inflation rate137. The choice for international reserves as proxy for 

                                                 
135 Data for primary balance and government debt are from the World Economic Outlook database of 
April 2018, with the exception Anguilla (source: Eastern Caribbean Central Bank), Aruba (source: 
Central Bank of Aruba) and the Netherlands Antilles (source: IMF Article IV reports). 
136 See Chapter 6 for more details. 
137 Data for international reserves (i.e., total reserves minus gold) and inflation are from the World 
Economic Outlook of April 2018, with the exception of the Netherlands Antilles (source: IMF Article 
IV reports), Anguilla (source for inflation data: Eastern Caribbean Central Bank) and Aruba (source 
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monetary policy considers that adequate levels of international reserves are a 
prerequisite for exchange rate stability, while the choice for inflation takes into 
account that price stability is one of the monetary policy goals in Guyana, Suriname, 
and Trinidad and Tobago. 

For each proxy for the quality of monetary policy and fiscal policy institutions, I 
divide the selected countries and territories in a Below Average Performance (BAP) 
group and an Above Average Performance (AAP) group, depending on their 
performance as compared to the average of the group. In the case of government 
debt and inflation rate, values lower than the mean of all countries and territories are 
regarded as above average performance. 

The results of a Shapiro-Wilk test indicate that the residuals of logGDPcap are 
normally distributed since p > 0.05 for all proxies for the quality of monetary policy 
and fiscal policy institutions (see Table 9.11). Furthermore, the results show that the 
residuals of GDPcap_g9807 are normally distributed since p > .05 for all proxies for 
the quality of monetary policy and fiscal policy institutions with the exception of 
international reserves (see Table 9.11). Moreover, the outcome of the F-test indicates 
that the variances are equal in all cases, p > .05 (see Table 9.12). Therefore, the two-
sample t-test is applied for determining the significance of group differences for 
logGDPcap and GDPcap_g9807 for the relevant variables. In addition, I use the 
Mann-Whitney U-test for all variables, because normality tests have little power to 
reject the null hypothesis of normality in the case of small sample size. 
 
Table 9.11 P-value of the Shapiro_Wilk test for normality 1) 2) 3) 4) 5) 
Residuals of GovDebt PB RES INFL 
LogGDPcap .319* .773* .416* .524* 
GDPcap_g9807 .270* .201* .010 .991* 
Source: Author’s calculations. 

 
1) LogGDPcap = natural logarithm of GDP per capita for 2007 in US dollar (in constant 2005 prices); 

GDPcap_g9807 = the average growth rate of GDP per capita (in constant 2005 prices, in percent) 
in the period 1998-2007.  

2) GovDebt (i.e., government debt in percentage of GDP) is used to split the countries and territories 
in the AAP and BAP groups; PB (i.e., primary fiscal balance in percentage of GDP) is used to 
divide the countries and territories in the AAP and BAP groups; RES (i.e., international reserves 
in percentage of GDP is used to split the countries and territories in the AAP and BAP groups; 
INFL (i.e., inflation rate) is used to divide the countries and territories in the AAP and BAP 
groups. 

3) Based on data for Anguilla, Antigua and Barbuda, Aruba, The Bahamas, Barbados, Belize, 
Dominica, Grenada, Guyana, Netherlands Antilles, Saint Kitts and Nevis, Saint Lucia, Saint 
Vincent and the Grenadines, Suriname, and Trinidad and Tobago.  

4) The data of GovDebt, PB, RES, and INFL cover the period 1998-2007, with the following 
exceptions. Data of Anguilla are for the period 2001-2007. The data of RES for Netherlands 
Antilles is based on data for the period 2006-2007. No data of RES are available for Anguilla. 

5) * indicates normal distribution. 
 
 

                                                                                                                                                        
for inflation data: Central Bank of Aruba). No data were available for international reserves in the 
case of Anguilla. 
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The results of the two-sample t-test are presented in Table 9.12. They indicate that 
there are no significant differences in the logGDPcap and GDPcap_g9807 for the 
AAP and BAP groups for any of the proxies of the quality of fiscal and monetary 
policy institutions (p > .05). The results of the Mann-Whitney U-test confirm the 
results of the two-sample t-test, since for all min ( , )  U critical value for all 
proxies for both logGDPcap and GDPcap_g9807 (see Table 9.13).  
 
Table 9.12 Results of two-sample t-test for the proxies of the quality of fiscal and monetary policy 
institutions 1) 2) 3) 4) 5) 6) 

  BAP   AAP   F-test   t-test 
  M SD n   M SD N   P   t  P Df 
GovDebt                           
LogGDPcap 8.9 0.8 7  9.4 0.7 8  0.714  1.33 0.206 13 
GDPcap_g9807 2.4 1.4 7  3.0 2.6 8  0.157  0.56 0.584 13 
              
PB              
LogGDPcap 9.1 0.8 11  9.4 0.5 4  0.480  0.83 0.419 13 
GDPcap_g9807 2.6 1.7 11  3.1 3.2 4  0.098  0.42   0.682 13 
              
RES              
LogGDPcap 9.0 0.6 9  9.3 1.0 5  0.173  0.91 0.380 12 
              
INFL              
LogGDPcap 8.9 1.1 4  9.2 0.6 11  0.157  0.69 0.501 13 
GDPcap_g9807 4.3 3.0 4  2.1 1.4 11  0.052  -2.01 0.066 13 
 Source: Author’s calculations. 

 
1) LogGDPcap = natural logarithm of GDP per capita for 2007 in US dollar (in constant 2005 prices); 

GDPcap_g9807 = the average growth rate of GDP per capita (in constant 2005 prices, in percent) 
in the period 1998-2007. 

2) For each proxy for the quality of fiscal and monetary policy institutions, the selected countries 
and territories are divided in a Below Average Performance (BAP) group and an Above Average 
Performance (AAP) group.  

3) GovDebt (i.e., government debt in percentage of GDP) is used to split the countries and territories 
in the AAP and BAP groups; PB (i.e., primary fiscal balance in percentage of GDP) is used to 
divide the countries and territories in the AAP and BAP groups; RES (i.e., international reserves 
in percentage of GDP is used to split the countries and territories in the AAP and BAP groups; 
INFL (i.e., inflation rate) is used to divide the countries and territories in the AAP and BAP 
groups. In the case of GovDebt and INFL, values lower than the mean for all countries and 
territories is regarded as above average performance. In the case of PB and RES, values higher 
than the mean of all countries and territories is regarded as above average performance.  

4) Based on data for Anguilla, Antigua and Barbuda, Aruba, The Bahamas, Barbados, Belize, 
Dominica, Grenada, Guyana, Netherlands Antilles, Saint Kitts and Nevis, Saint Lucia, Saint 
Vincent and the Grenadines, Suriname, and Trinidad and Tobago.  

5) The data of GovDebt, PB, RES, and INFL cover the period 1998-2007, with the following 
exceptions. Data of Anguilla are for the period 2001-2007. The data of RES for Netherlands 
Antilles is based on data for the period 2006-2007. No data of RES are available for Anguilla. 

6) The superscript * denotes significance at 5 percent level. 
 
  



520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM
Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018 PDF page: 192PDF page: 192PDF page: 192PDF page: 192

 
 

 182 

Table 9.13 Results of the Mann-Whitney U-test for significance of group differences for the proxies 
of the quality of fiscal and monetary policy institutions 1) 2) 3) 4) 5) 

BAP AAP min ( , ) 
GovDebt U-critical value = 10 
Median of GDPcap 6,890 14,831 17 
Median of GDPcap_g9807 2.3 2.3 25 

 7 8  
  
PB U-critical value = 6 
Median of GDPcap 6,890 14,831 17 
Median of GDPcap_g9807 2.0 2.7 21 

 11 4  
  
RES U-critical value = 7 
Median of GDPcap 5,922 15,186 13 
Median of GDPcap_g9807 2.7 0.9 11 

 9 5  
  
INFL U-critical value = 6 
Median of GDPcap 9,671 11,720 18 
Median of GDPcap_g9807 4.3 2.0 12 

 4 11  
    
Source: Author’s calculations. 

 
1) GDPcap = GDP per capita for 2007 in US dollar (in constant 2005 prices); GDPcap_g9807 = the 

average growth rate of GDP per capita (in constant 2005 prices, in percent) in the period 1998-
2007.  

2) For each proxy for the quality of fiscal and monetary policy institutions, the selected countries 
and territories are divided in a Below Average Performance (BAP) group and an Above Average 
Performance (AAP) group.  

3) GovDebt (i.e., government debt in percentage of GDP) is used to split the countries and territories 
in the AAP and BAP groups; PB (i.e., primary fiscal balance in percentage of GDP) is used to 
divide the countries and territories in the AAP and BAP groups; RES (i.e., international reserves 
in percentage of GDP is used to split the countries and territories in the AAP and BAP groups; 
INFL (i.e., inflation rate) is used to divide the countries and territories in the AAP and BAP 
groups. In the case of GovDebt and INFL, values lower than the mean for all countries and 
territories is regarded as above average performance. In the case of PB and RES, values higher 
than the mean of all countries and territories is regarded as above average performance. 

4) Based on data for Anguilla, Antigua and Barbuda, Aruba, The Bahamas, Barbados, Belize, 
Dominica, Grenada, Guyana, Netherlands Antilles, Saint Kitts and Nevis, Saint Lucia, Saint 
Vincent and the Grenadines, Suriname, and Trinidad and Tobago.  

5) The data of GovDebt, PB, RES, and INFL cover the period 1998-2007, with the following 
exceptions. Data of Anguilla are for the period 2001-2007. The data of RES for Netherlands 
Antilles is based on data for the period 2006-2007. No data of RES are available for Anguilla. 

6) The superscript * denotes significance at the 5 percent level. 
 
 
All in all, the results suggest that the differences in monetary and fiscal policy 
institutions in the countries considered are not related to differences in their 
economic performance. Nevertheless, I note here that a number of survey 
respondents138 mention that the focus on exchange rate targeting as primary goal of 

                                                 
138 Response from the central banks of Aruba, Curaçao and Sint Maarten, Barbados, Belize, Suriname. 
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monetary policy and related thereto the emphasis on the exchange rate regime 
choice are important in mitigating the size constraints in their countries. In their 
view, they have contributed positively to the economic performance of these 
countries. Three survey respondents with a soft peg state that the peg brings about 
economic certainty, because they have no exchange rate risk with regard to their 
transactions in US dollars. One of these respondents mentions that economic 
certainty is one of the main conditions for economic development, while another 
respondent argues the peg is a major contributor to economic resilience.  
 

9.3 Estimating the relationship between country size and institutional quality  

 
The consequences of the size of the Caribbean small open economies for their 
institutional framework have been explored in the previous chapters. In particular, 
the extent to which their institutional choices have contributed to their ability to 
achieve their monetary policy objectives was explored in previous chapters, while 
the previous sections of this chapter explored whether institutions in the selected 
Caribbean countries and territories are related to their economic performance 
thereby offsetting in part the negative effect of their size. However, so far, the impact 
of countries’ size on their institutional quality has not been analyzed. There are 
several studies which examines possible determinants of institutional quality. For 
example, La Porta, Lopez-de-Silanes, Shleifer, & Vishny (1999) analyze the impact of 
several determinants on institutional quality, specifically quality of government. 
These authors use income per capita, ethnolinguistic fractionalization, legal origin, 
and religion as possible determinants of institutional performance in their study. 
They argue that economic development creates demand for good government, 
although they state that institutions also could influence income per capita. 
Moreover, they posit that ethnic heterogeneity can undermine institutional 
performance. With regard to legal origin, they note that “common law countries 
have better governments than French civil law or socialist law countries” (p. 265). 
Finally, they state that predominantly Protestant countries have better governments 
than predominantly Catholic or Muslim countries. One study that examines the 
relationship between country size and institutional quality is the study by Fors 
(2007). Using the World Bank’s Worldwide Governance Indicator Rule of Law as 
measure for economic institutions and the Political Rights measure of the Freedom 
House as measure of political institutions, Fors (2007) shows that small country size 
and island status have a significant positive effect on institutional quality. The latter 
study covers only sovereign countries.   

In what follows, I examine whether the size of small economies is related to their 
institutional quality. To this end, I perform a cross-sectional analysis for a large 
sample of countries including Caribbean small countries and territories and other 
small economies. The dataset includes both sovereign and politically dependent 
countries and territories.  
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Following the approach of La Porta et al. (1999), the following model 
specification is used to explore whether country size in general is related to 
institutional quality of countries. 

 
(1)   IQ = β0 + β1 Pop + β2 X +  

 
where IQ is a measure of institutional quality, Pop is the log of population as a 
measure of country size, X is a vector of control variables, and  is an error term. The 
control variables consist of two possible determinants of institutional quality, 
specifically the log of GDP per capita (denoted as GDPcap) and ethnic 
fractionalization (denoted as EF). One caveat is that causality may also run from 
institutions to income per capita.  

A second model is used to explore whether countries with a population of no 
more than 1.5 million people (denoted as small economies) have better or worse 
institutional quality compared to the rest of the world. Note that this group includes 
the Caribbean small countries and territories. 

 
(2)   IQ = β0 + β1 SE + β2 X +   
 

where SE is a dummy variable taking the value of one in the case of small 
economies. 

Finally, a third model is specified to examine whether Caribbean countries and 
territories have better or worse institutional quality as compared to the rest of the 
world. Note that a maximum of 17 Caribbean countries and territories are included 
in the dataset. 
 

(3)   IQ = β0 + β1 CE + β2 X +   
 
where CE is a dummy variable taking the value of one in the case of the Caribbean 
small countries and territories with a population of no more than 1.5 million.  

Taken into account data availability for Caribbean small countries and territories, 
the six World Bank’s Worldwide Governance Indicators (WGI) – Voice and 
accountability, Rule of law, Government effectiveness, Control of corruption, Regulatory 
quality, and Political stability and absence of violence – and the equal weighted average 
of these indicators are used in this thesis as proxies for the quality of economic and 
political institutions in general. In addition, I approximate monetary policy as well 
as fiscal policy institutional quality by calculating proxies for them.  

For measuring the quality of fiscal policy institutions, I combine two variables, 
i.e., primary fiscal balance/GDP and government debt/GDP to calculate a so-called 
fiscal policy performance indicator (FPP). Firstly, the values of these two variables 
are normalized using the Max-Min method139 140 141. Secondly, an equal weighted 

                                                 
139  The Max-Min formula for normalizing the values of the respective variables is the following: 

XRi = (Xi – Xmin)/(Xmax – Xmin) 
 
Where  
XRi = the re-scaled (or normalized) observation i in an array of n observations 
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average of the normalized values of these two variables is estimated. Thirdly, this 
equal weighted average is rescaled again with the Max-Min method to calculate the 
FPP with a value of 0 representing the worst performance and a value of 1 the best 
performance. 

Two monetary policy performance (MPP) indicators are calculated for gauging 
the quality of monetary policy institutions, distinguishing between countries and 
territories with fixed exchange rate regimes and those with flexible exchange rate 
regimes. In the case of countries and territories with flexible exchange rate regimes, 
their intermediate target of monetary policy is often an inflation target or the 
inflation rate is one of the indicators monitored in conducting monetary policy. 
Therefore, the monetary policy performance of these countries is calculated using 
two variables, i.e., the inflation rate and the turnover rate of central bank governors. 
In the case of fixed exchange rate regimes, adequate levels of international reserves 
are one of the prerequisites for maintaining the fixed exchange rate regime. Hence, 
for countries with a fixed exchange rate regime the monetary policy performance is 
estimated by (i) considering jointly international reserves/GDP, turnover rate of 
central bank governors, and the inflation rate, and alternatively by (ii) considering 
jointly international reserves/GDP and the turnover rate of central bank governors. 
The alternative measure takes into consideration the fact that inflation may not play 
an important role in conducting monetary policy in these countries since their 
intermediate target of monetary policy is in most cases an exchange rate anchor. The 
IMF exchange rate classification is used as a point of departure, classifying all hard 
and soft pegs as fixed exchange rate regimes and floating exchange rate regimes as 
flexible exchange rate regimes142. The values of the variables international 
reserves/GDP, inflation143 and turnover rate of central bank governors144 are 

                                                                                                                                                        
Xi = a particular observation i in the same array of n observations 
Xmin = the minimum value in the same array of n observations 
Xmax = the maximum value in the same array of n observations 
 

140 In the case of government debt/GDP, the formula is {1- [(Xi – Xmin)/(Xmax – Xmin)]} since higher 
values for this variable are considered undesirable for fiscal performance. For the countries Liberia, 
Japan, Lebanon, Guinea-Bissau, Eritrea, Saint Kitts and Nevis, Seychelles, and Jamaica, the 
government debt/GDP ratio is capped at 117.8 percent (equal to the government debt/GDP ratio of 
Greece) to reduce the distorting effects of outliers, when applying the Max-Min formula. 
141 For a few countries, i.e., Congo Rep., Kuwait, Libya, São Tomé and Principe, and Timor-Leste, the 
primary balance/GDP ratio is capped at 14 percent (equal to the primary balance/GDP of Brunei 
Darussalam) to reduce the distorting effects of outliers, when applying the Max-Min formula. 
142 Note that I use IMF (2012a). Moreover, the category “other management arrangements” is a 
residual category and is not accounted for in this analysis 
143 In the case of the inflation rate, firstly the absolute difference between the inflation rate of a 
respective country and an inflation rate of 2 percentage points is estimated. The assumption is that the 
target inflation rate (INFL_target) is 2 percent, which is consistent with the target inflation rate in 
many advanced countries such as in Europe. When a country’s inflation rate lies within the range of 
[INFL_target – 1, INFL_target + 1], this country is considered as (one of) the best performer(s) related 
to the inflation rate, while countries with an inflation rate deviating more than 4.5 percentage points 
(i.e., equal to one standard deviation of the mean of all inflation rates) from INFL_target are 
considered as (one of) the worst performer(s) with regard to the inflation rate. Note that only Japan 
had a negative average inflation rate for the period 2006-2010 (inflation of -0.1 percent). The formula 
{1- [(Xi – Xmin)/(Xmax – Xmin)]} is used to normalize the values of the inflation rate since higher 
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normalized using the Max-Min method. Next, I calculate the two MPP indicators 
(MPP1 and MMP2), being the equal weighted average of the normalized values of 
the respective variables. Subsequently, the MPP1 and MPP2 are rescaled with the 
Max-Min method to calculate the MPP1 and MPP2 with a value of 0 representing the 
worst performance and a value of 1 as the best performance. 

The cross-sectional analysis is based on data of (up to) 189 countries and 
territories. The definitions and sources for all variables are presented in Table 9.14. 
The regression results are presented in Tables 9.15-9.17. The regression results for the 
first model are shown for (i) the full sample of countries around the globe, (ii) the 
subsample of only the Caribbean small countries and territories and (iii) the 
subsample of small economies.  
 
Regression results for economic and political institutions in general 
The results in Tables 9.15 -9.16 tend to indicate that income per capita (GDPcap) has 
in general a significant positive relationship with the quality of economic and 
political institutions. This outcome supports the theory that more economic 
development implies a greater demand for better institutions as noted by La Porta et 
al. (1999). As mentioned before, one caveat is that the causality may run from 
institutions to income per capita. Moreover, ethnic fractionalization has a significant 
negative relationship with institutional quality in general. This confirms among 
others the results of the study of La Porta et al. (1999).  

Moreover, the results of the cross-sectional analysis for all countries indicate that, 
in general, the country size has a significant negative relationship with Voice and 
accountability, Rule of law, Political Stability and absence of violence, and the overall 
average of the Worldwide Governance Indicators. Therefore, it seems that the 
smaller the country is, the better its economic and political institutions are. Also, in 
the sample of all countries, Caribbean small economies and the group of small 
economies appear to have higher institutional quality as measured by Voice and 
accountability compared to the rest of the world, while the group of small economies 
has stronger institutional quality as measured by Political stability and absence of 
violence compared to the rest of the world. Stronger institutions may be necessary in 
these countries to deal with their small size constraints.  

When looking at specifically the subsample of Caribbean small economies and 
that of all small economies, the results show that also in these subsamples the 
country size seems to be negatively related to institutional quality of economic and 
political institutions. These results are consistent with (but do not prove) the view 
that smaller countries tend to have better institutional quality to compensate for 
their (economic) disadvantages related to their size. 
  

                                                                                                                                                        
inflation rates are considered as undesirable with regard to the monetary policy performance. Note 
that Xmin is 1 percentage point in this case and Xmax is 4.5 percentage points and Xi is the absolute 
difference between the country’s inflation rate and INFL_target of 2 percent. This implies that all 
countries with an inflation rate of more than 6.5 percent are considered as worst performers and get a 
normalized score of 0.  
144 In the case of turnover rate of central bank governors, the formula is {1- [(Xi – Xmin)/(Xmax – 
Xmin)]} since higher values for this variable are considered undesirable for the central bank 
independence and hence for monetary policy performance. 
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Table 9.14: Description of the variables 1) 2)  
Variable name Description Source 

 
Proxies for economic and political institutions in general 

   
1. Voice and accountability This indicator captures perceptions of the extent to which a 

country's citizens are able to participate in selecting their 
government, as well as freedom of expression, freedom of 
association, and a free media. The estimates of this indicator are 
those of a standard normal random variable, i.e., with zero mean, 
unit standard deviation, and ranging from -2.5 (weak) to 2.5 
(strong). 

WGI  

   
2. Rule of Law  This indicator captures perceptions of the extent to which agents 

have confidence in and abide by the rules of society, and in 
particular the quality of contract enforcement, property rights, 
the police, and the courts, as well as the likelihood of crime and 
violence. The estimates of this indicator are those of a standard 
normal random variable, i.e., with zero mean, unit standard 
deviation, and ranging from -2.5 (weak) to 2.5 (strong). 

WGI 

   
3. Government 
Effectiveness  

This indicator captures perceptions of the quality of public 
services, the quality of the civil service and the degree of its 
independence from political pressures, the quality of policy 
formulation and implementation, and the credibility of the 
government's commitment to such policies. The estimates of this 
indicator are those of a standard normal random variable, i.e., 
with zero mean, unit standard deviation, and ranging from -2.5 
(weak) to 2.5 (strong). 

WGI 

   
   
4. Control of Corruption  This indicator captures perceptions of the extent to which public 

power is exercised for private gain, including both petty and 
grand forms of corruption, as well as "capture" of the state by 
elites and private interests. The estimates of this indicator are 
those of a standard normal random variable, i.e., with zero mean, 
unit standard deviation, and ranging from  
-2.5 (weak) to 2.5 (strong). 

WGI 

   
5. Regulatory Quality 

 
This indicator captures perceptions of the ability of the 
government to formulate and implement sound policies and 
regulations that permit and promote private sector development. 
The estimates of this indicator are those of a standard normal 
random variable, i.e., with zero mean, unit standard deviation, 
and ranging from -2.5 (weak) to 2.5 (strong). 

WGI 

   
6. Political Stability and 
Absence of Violence 

This indicator measures perceptions of the likelihood of political 
instability and/or politically-motivated violence, including 
terrorism. The estimates of this indicator are those of a standard 
normal random variable, i.e., with zero mean, unit standard 
deviation, and ranging from -2.5 (weak) to 2.5 (strong). 

WGI 

   
7. Average of WGI Average of six Worldwide Governance Indicators.  

   
   
   

Continued 
  



520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM
Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018 PDF page: 198PDF page: 198PDF page: 198PDF page: 198

 
 

 188 

Table 9.14: Description of the variables, continued 1) 2)  
Variable name Description Source 

 
Proxies for monetary policy institutions 

   
8. MPP1 Monetary policy performance indicator, using data on 

international reserves/GDP, inflation and turnover rate of 
central bank governors. For flexible exchange rate regimes, the 
inflation rate and turnover rate of central bank governors are 
taking into account. For fixed exchange rate regimes, the 
inflation rate, the turnover rate of central bank governors and 
the international reserves/GDP ratio are taking into account. 

         Author’s  
         own  

calculations 

     
9. MPP2 Monetary policy performance indicator, using data on 

international reserves/GDP, inflation and turnover rate of 
central bank governors. For flexible exchange rate regimes, the 
inflation rate and turnover rate of central bank governors are 
taking into account. For fixed exchange rate regimes, the 
turnover rate of central bank governors and the international 
reserves/GDP ratio are taking into account. 

Author’s  
         own  

calculations 

   
Variables for estimating MPP1 and MPP2 

   
10. International 
reserves/GDP 

Total reserves minus gold (current US$) in percentage of GDP.  WDI 3) 

   
11. Inflation Inflation, average consumer prices (percent change).  WEO 4)  
   
12. Turnover rate Turnover rate of central bank governors in the period 1971-2005 Dreher,    

         Sturm, &    
         De Haan  
         (2008) 5) 

   
Proxy for fiscal policy institutions 

   
13. FPP Fiscal policy performance indicator, using data on primary 

balance/GDP and government debt/GDP. 
Author’s  

         own  
        calculations 

   
Variables for estimating FPP 

   
14. Primary balance/GDP General government primary net lending/borrowing (% GDP).  WEO 6)  
   
15. Government 
debt/GDP 

General government gross debt (% of GDP).  WEO 7)  

  Continued 
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Table 9.14: Description of the variables, continued 1) 2)  
Variable name Description Source 

 
Independent variables 

   
16. Pop  Log of population as indicator for size of the country (WDI) 8) 
   
17. EF The measure of ethnic fractionalization of Alesina, 

Devleeschauwer, Easterly, Kurlat & Wacziarg (2003) is used, 
whereby 

 
 = 1- ,  

 
where  is the share of group i (i=1...N) in country j and  is 
ethnic fractionalization in country j 9. 
 

Alesina et  
        al. (2003) 10) 

18. GDPcap Logarithm of GDP per capita in constant 2005 prices in US 
dollars 

UNdata 11) 

   
19. Trade Trade (exports and imports of goods and services) in percentage 

of GDP as indicator of trade openness of the country or territory 
WEO 12) 

 
1) Average of the period 2006-2010, unless otherwise indicated. 
2) UNdata = United Nations Data; WDI= World Development Indicators; WEO = World Economic 

Outlook; WGI = Worldwide Governance Indicators;  
3) Exception: Netherlands Antilles: IMF Article IV report 2008, average 2006-2007. 
4) Exceptions: Anguilla: Eastern Caribbean Central Bank; Aruba: Central Bank of Aruba; 

Martinique: IEDOM; Netherlands Antilles: Bank van de Nederlandse Antillen IMF Article IV 
reports, CBS Nederlandse Antillen. 

5) See Dreher, Sturm & De Haan (2008) for exceptions to the period 1971-2005. Exceptions for source 
of data: Aruba: Central Bank of Aruba (period 1986-2005); ECCU countries: survey (period 1983-
2005); Suriname: survey (period 1957-2015). 

6) Exceptions: Anguilla: Eastern Caribbean Central Bank; Aruba: Central Bank of Aruba; 
Netherlands Antilles, IMF Article IV report 2008, average 2006-2007. 

7) Exceptions: Anguilla: Eastern Caribbean Central Bank; Aruba: Central Bank of Aruba; 
Netherlands Antilles, IMF Article IV report 2008, average 2006-2007. 

8) Exceptions: Anguilla: http://www.gov.ai/statistics/NA_Publi_10.htm; Martinique: IEDOM; 
Netherlands Antilles, CBS Nederlandse Antillen. 

9) The period covered varies. Please refer to the paper of Alesina et al. (2003). 
10) Exceptions: Anguilla, Aruba, Cayman Islands, Martinique, and Netherlands Antilles (Author's 

own calculations based largely on CIA data). 
11) Exception: Martinique: IEDOM, INSEE. 
12) Exceptions: Martinique: IEDOM; Netherlands Antilles: Bank van de Nederlandse Antillen, IMF 

Article IV reports, CBS Nederlandse Antillen. 
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Table 9.15 Regression results for the Worldwide Governance Indicators for all countries 1) 2) 3) 

  Independent variables 
  β0   POP   EF   GDPcap   CE   SE   R-squared N 
VA -1.5272 * -0.0734 * -0.4676        0.3425  *         0.4361 189 

    (0.6034)     (0.0268)     (0.2385)      (0.0390)               
                              
  -2.7100 *     -0.5176 * 0.3452 * 0.4725 *     0.4303 189 
    (0.3792)         (0.2392)      (0.0392)     (0.2004)           
                              
  -2.7781 *     -0.4554 * 0.3468 *     0.3090 * 0.4285 189 
    (0.3773)         (0.2409)      (0.0393)         (0.1391)       
                              

RL -2.9254 * -0.0450 * -0.5080 * 0.4626 *         0.6839 189 
    (0.4515)     (0.0201)     (0.1785)      (0.0292)               
                              
  -3.6892 *     -0.5361 * 0.4706 * 0.1275       0.6766 189 
    (0.2856)         (0.1802)      (0.0296)     (0.1509)           
                              
  -3.6921 *     -0.5006 * 0.4652 *     0.1887   0.6810 189 
    (0.2817)         (0.1798)      (0.0293)         (0.1039)       
                              

GE -4.5796 * 0.0227   -0.2259   0.5242 *         0.7195 189 
    (0.4250)     (0.0189)     (0.1680)      (0.0275)               
                              
  -4.1571 *     -0.2142   0.5140 * 0.0925       0.7179 189 
    (0.2665)         (0.1681)      (0.0276)     (0.1408)           
                              
  -4.1954 *     -0.2322   0.5236 *     -0.1098   0.7192 189 
    (0.2642)         (0.1686)      (0.0275)         (0.0974)       
                              

CC -3.2852 * -0.0400   -0.2469   0.4861 *         0.6677 189 
    (0.4678)     (0.0208)     (0.1849)      (0.0303)               
                              
    -3.9365) *       -0.2737)        0.4888  *     0.2256        0.6649 189 
    (0.2938)         (0.1853)      (0.0304)     (0.1552)           
                              
  -3.9702 *     -0.2454   0.4900 *     0.1395   0.6641 189 
    (0.2922)         (0.1865)      (0.0304)         (0.1077)       
               

                              
               

 
  



520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM
Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018 PDF page: 201PDF page: 201PDF page: 201PDF page: 201

 
 

 191 

Table 9.15 Regression results for the Worldwide Governance Indicators for all countries,  
continued 1) 2) 3) 

  Independent variables 
  β0   POP   EF   GDPcap   CE   SE   R-squared N 

               
RQ -4.5470 * 0.0268   -0.1417   0.5075 *         0.6643 189 

    (0.4623)     (0.0205)     (0.1827)      (0.0299)               
                              
 -4.0625 *   -0.1270  0.4978 * 0.0506    0.6614 189 
  (0.2903)     (0.1831)   (0.0300)   (0.1534)      
               

  -4.1042 *     -0.1619   0.5108 *     -0.2015   0.6678 189 
    (0.2857)         (0.1824)      (0.0297)         (0.1053)       
                              

PS     0.1947      -0.1723) *   -0.4756) *      0.3220  *         0.5955 189 
    (0.4992)     (0.0222)     (0.1973)      (0.0323)               
                              
    -2.7782) *       -0.5801) *      0.3606  *     0.2867        0.4702 189 
    (0.3573)         (0.2254)      (0.0370)     (0.1888)           
                              
  -2.7624 *     -0.4733 * 0.3402 *     0.5768 * 0.5192 189 
    (0.3381)         (0.2158)      (0.0352)         (0.1246)       
                              

WGI -2.7783 * -0.0469 * -0.3443 * 0.4408 *         0.7133 189 
    (0.3932)     (0.0175)     (0.1554)      (0.0254)               
                              
  -3.5556 *     -0.3748 * 0.4461 * 0.2092       0.7062 189 
    (0.2489)         (0.1570)      (0.0258)     (0.1315)           
                              
  -3.5837 *     -0.3448 * 0.4461 *     0.1504   0.7065 189 
    (0.2471)         (0.1578)      (0.0257)         (0.0911)       

Source: Author’s calculations. 
 
1) Standard errors are given in ( ). The superscript * indicates a p-value less than 0.05.  
2) VA = Voice and accountability; RL= Rule of law; GE= Government Effectiveness; CC= Control of 

corruption; RQ= Regulatory quality; PS= Political stability and absence of violence; WGI= equal 
weighted average of six mentioned World Bank’s Worldwide Governance Indicators. 

3) β0 = Intercept; POP = logarithm of population; EF = Ethnic fractionalization; GDPcap = logarithm 
of GDP per capita; CE = Dummy variable taking the value of 1 in the case of Caribbean small 
economies with a population of no more than 1.5 million people; SE = Dummy variable taking the 
value of 1 in the case of all small economies with a population of no more than 1.5 million people. 
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Table 9.16 Regression results for the Worldwide Governance Indicators for the SCE and SSE 
samples 1) 2) 3) 4) 
    Independent variables 

    β0   POP   EF   GDPcap   R-squared N 
                        
VA SSE     1.8778    -0.2631 * -0.3043        0.2197  * 0.3175 43 
      (1.4507)     (0.0914)     (0.4689)      (0.0882)       
                        
RL SCE -0.2384   -0.1746 * -1.1126 * 0.3622 * 0.8666 17 
      (1.1008)     (0.0615)     (0.3002)      (0.0720)       
                        
  SSE -0.7375   -0.1673 * -0.4914   0.3875 * 0.5407 43 
      (1.1049)     (0.0696)     (0.3571)      (0.0671)       
                        
GE SCE -1.7511   -0.1145   -0.7970   0.4367 * 0.7621 17 
      (1.4600)     (0.0816)     (0.3982)      (0.0955)       
                        
  SSE -4.3388 * -0.0535   0.0404   0.5908 * 0.6508 43 
      (1.1904)     (0.0750)     (0.3848)      (0.0724)       
                        
CC SCE -0.9397   -0.1219   -1.4454 * 0.3954 * 0.8446 17 
      (1.2773)     (0.0714)     (0.3484)      (0.0836)       
                        
  SSE -2.6114 * -0.0641   -0.3460   0.4464 * 0.5156 43 
      (1.1930)     (0.0751)     (0.3856)      (0.0725)       
                        
RQ SCE -2.1799 * -0.1153   -0.8678 * 0.4795 * 0.8884 17 
      (1.0021)     (0.0560)     (0.2733)      (0.0656)       
                        
  SSE -5.4091 * 0.0053   -0.0165   0.6208 * 0.7167 43 
      (1.0541)     (0.0664)     (0.3407)      (0.0641)       
                        
PS SCE 0.4875   -0.1920 * -0.8243 * 0.2984 * 0.8623 17 
      (0.9792)     (0.0547)     (0.2671)      (0.0641)       
                        
  SSE 2.4307 * -0.2474 *  -0.2235 0.1577 * 0.4756 43 
      (0.8830)     (0.0556)     (0.2854)      (0.0537)       
                        
WGI SCE -0.4486   -0.1362 * -0.9270 * 0.3329 * 0.8807 17 
      (0.8852)     (0.0495)     (0.2414)      (0.0579)       
                        
  SSE -1.4647   -0.1317 * -0.2235   0.4038 * 0.6066 43 
      (0.9529)     (0.0600)     (0.3080)      (0.0579)       
                        
Source: Author’s calculations. 
 
1) Standard errors are given in ( ). The superscript * indicates a p-value less than 0.05.  
2) VA = Voice and accountability; RL= Rule of law; GE= Government Effectiveness; CC= Control of 

corruption; RQ= Regulatory quality; PS= Political stability and absence of violence; WGI= equal 
weighted average of six mentioned World Bank’s Worldwide Governance Indicators. 

3) β0 = Intercept; POP = logarithm of population; EF = Ethnic fractionalization; GDPcap = logarithm 
of GDP per capita; SCE = Sample of Caribbean small economies with a population of no more 
than 1.5 million people; SSE = Sample of all small economies with a population of no more than 
1.5 million people.  

4) Not included are the results in the cases in which the variables jointly are not significant (p-value 
of F-statistic is greater than 0.05).   
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Regression results for fiscal policy institutions 
The regression results for the large sample indicate that country size has no 
significant relationship with the institutional quality of fiscal policy in the sample of 
all countries. In addition, the statistically insignificant coefficients of the dummy for 
Caribbean small economies and the one for all small economies suggest that these 
countries and territories do not necessarily have better fiscal policy institutional 
quality compared to the rest of the world. When looking at the subsample of all 
small economies in Table 9.17, the results suggest that size matters. Country size 
seems to be positively related to FPP, i.e., the measure for the quality of fiscal policy 
institutions. This result tends to indicate that the “larger” a country or territory is 
within the group of small economies, the better its institutional quality is.  

In addition, the findings suggest that income per capita has no significant 
relationship with the quality of fiscal policy institutions. Noticeably, ethnic 
fractionalization seems to be significantly positively related to fiscal policy 
performance. One possible explanation for this finding is that countries with high 
ethnic fractionalization have smaller governments which could have led to better 
fiscal policy performance. This does not necessarily imply better fiscal policy 
institutions since not all groups in society are benefitting from government policies. 
This is consistent with La Porta et al. (1999) who state that in ethnic heterogeneous 
societies those in power will limit the production of public goods to prevent those 
outside the ruling group from benefitting and getting stronger. The authors note also 
that higher ethnic fractionalization is associated with smaller governments. 
 
Regression results for monetary policy institutions 
The results for the cross-sectional analysis of all countries indicate that country size 
has no significant relationship with the institutional quality of monetary policy, 
implying smaller countries do not necessarily have better monetary policy 
institutional quality as compared to larger countries. Moreover, the results suggest 
that Caribbean small economies have significantly worse monetary policy 
institutional quality as compared to the rest of the world as measured by MPP2, but 
the same could not be said for the sample of all small economies and for the 
Caribbean countries and territories when monetary policy quality is measured by 
MPP1. Finally, income per capita seems to have a significant positive relationship 
with the quality of monetary policy institutions, while ethnic fractionalization is not 
significantly related to the quality of monetary policy institutions. 
 

. 
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Fors (2007) mentions in her study that the effect of country size on institutional 
quality could be the result of trade openness, indicating that one potential 
explanation for this is that trade openness forces countries to compete with each 
other on the basis of their institutions. Note that there is a strong negative and 
statistically significant correlation between trade openness and country size (  = - 
.5417, p < .001). Next, I estimate a model with trade openness as regressor instead of 
population and the control variables ethnic fractionalization and income per capita.  

(4)   IQ = β0 + β1 Trade + β2 X +  
 

where Trade is trade (exports and imports of goods and services) in percent of GDP 
as a measure of openness. This model is calculated for a sample of all countries, a 
sample of small economies, and a sample of Caribbean small economies. 

The results are presented in Tables 9.18-9.19. They show that trade openness has 
no significant relationship with most measures of institutional quality with two 
exceptions. Political stability and the absence of violence in the case of the sample of all 
countries and MPP1 in the case of the sample of small economies have a significantly 
positive relationship with trade openness. Therefore, in general the results suggest 
that the previously described effects of country size on institutional quality is not the 
result of trade openness 
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Table 9.18 Regression results for TRADE as one of the regressors for all countries 1) 2) 3) 4) 
  Independent variables 
  β0   TRADE   EF   GDPcap   R-squared N 
                      
VA -2.5866 * -0.0007   -0.5915 *      0.3477  * 0.3847 179 
    (0.4177)      (0.0012)   -0.2576      (0.0442)       
                      
RL -3.6991 * 0.0011   -0.5248 * 0.4596 * 0.6653 179 
    (0.3066)      (0.0009)     (0.1891)      (0.0324)       
                      
GE -4.0574 * 0.0011   -0.2911   0.4950 * 0.7059 179 
    (0.2859)      (0.0008)     (0.1763)      (0.0302)       
                      
CC -3.9682 * 0.0012   -0.3088   0.4834 * 0.6472 179 
    (0.3222)      (0.0009)     (0.1987)      (0.0341)       
                      
RQ -3.8917 *      0.0011    -0.2122        0.4710  * 0.6454 179 
    (0.3099)      (0.0009)     (0.1910)      (0.0328)       
                      
PS   -2.7468) *      0.0035  *   -0.5055) *      0.3166  * 0.4638 179 
    (0.3707)      (0.0011)     (0.2285)      (0.0392)       
                      
WGI -3.4916 * 0.0012   -0.4056 * 0.4289 * 0.6858 179 
    (0.2697)      (0.0008)     (0.1663)      (0.0285)       
                      
MPP1 -0.2058   0.0002   -0.0844   0.0943 * 0.3924 112 
    (0.1512)      (0.0004)     (0.0858)      (0.0152)       
                      
MPP2 -0.1098   0.0005   -0.0300   0.0806 * 0.3216 112 
    (0.1491)      (0.0004)     (0.0849)      (0.0150)       
                      
FPP 0.3966   * 0.0001    0.1610 *  0.0117   0.0471   169 
    (0.0921)      (0.0003)     (0.0567)     (0.0096)       
                      
Source: Author’s own calculations. 
 
1) Standard errors are given in ( ). The superscript * indicates a p-value less than 0.05.  
2) VA = Voice and accountability; RL= Rule of law; GE= Government Effectiveness; CC= Control of 

corruption; RQ= Regulatory quality; PS= Political stability and absence of violence; WGI= equal 
weighted average of six mentioned World Bank’s Worldwide Governance Indicators; MPP1= 
Monetary policy performance indicator 1; MPP2 = Monetary policy performance indicator 2; FPP 
= Fiscal policy performance indicator. Please see Table 9.14 for an explanation of the components 
of MPP1, MPP2, and FPP. 

3) β0 = Intercept; TRADE = trade (exports and imports of goods and services) in percentage of GDP 
as a measure of trade openness; EF = Ethnic fractionalization; GDPcap = logarithm of GDP per 
capita.  

4) Not included are the results in the cases in which the variables jointly are not significant (p-value 
of F-statistic is greater than 0.05). 
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Table 9.19 Regression results for TRADE as one of the regressors for the SCE and SSE samples 1) 2) 

3) 4) 

   Independent variables 
   β0   TRADE   EF   GDPcap   R-squared N 
                       
RL SCE -1.7231  0.0020  -1.7852 * 0.2936 * 0.8376 15 
     (0.9786)      (0.0024)     (0.3638)      (0.0975)       
            
 SSE -3.0352 * 0.0011  -0.6654  0.3994 * 0.4596 38 
  (0.7500)  (0.0020)  (0.4075)  (0.0885)    
                       
GE SCE -2.5007  0.0022  -1.3303 * 0.3588 * 0.7450 15 
     (1.1856)      (0.0029)     (0.4407)      (0.1181)       
            
 SSE -5.0588 * -0.0003  0.0119  0.6004 * 0.5840 38 
  (0.7860)  (0.0021)  (0.4270)  (0.0928)    
             
CC SCE -2.0209  0.0034  -2.0849 * 0.3378 * 0.8395 15 
  (1.1239)  (0.0028)  (0.4178)  (0.1120)    
            
 SSE - 3.4535  *       0.0003   - 0.4315         0.4507  * 0.4533 38 
        (0.7991)        (0.0021)         (0.4342)        (0.0943)     
                       
RQ SCE -2.9626 * 0.0010  -1.3485 * 0.4165 * 0.8725 15 
  (0.8501)  (0.0021)  (0.3160)  (0.0847)    
            
 SSE -5.4651 * -0.0005  0.0547  0.6396 * 0.6805 38 
  (0.6764)  (0.0018)  (0.3675)  (0.0798)    
                       
PS SCE -1.4121  0.0032  -1.6502 * 0.2469 * 0.7801 15 
  (1.0508)  (0.0026)  (0.3906)  (0.1047)    
            
 SSE -0.5645  0.0021  -0.6789  0.1332  0.2209 38 
  (0.6717)  (0.0018)  (0.3649)  (0.0793)    
                       
WGI SCE -1.6168  0.0017  -1.4862 * 0.2808 * 0.8415 15 
  (0.8436)  (0.0021)  (0.3136)  (0.0841)    
         
 SSE -3.1544 * 0.0006  -0.4088  0.4070 * 0.5027 38 
  (0.6624)  (0.0017)  (0.3599)  (0.0782)    
            
MPP1 SSE 0.3461   0.0012 * -0.1634  0.0180 0.3135 28 
     (0.3004)      (0.0005)     (0.1416)      (0.0325)       
                       
                       
Source: Author’s own calculations. 
 
1) Standard errors are given in ( ). The superscript * indicates a p-value less than 0.05.  
2) RL= Rule of law; GE= Government Effectiveness; CC= Control of corruption; RQ= Regulatory 

quality; PS= Political stability and absence of violence; WGI= equal weighted average of six 
mentioned World Bank’s Worldwide Governance Indicators; MPP1= Monetary policy 
performance indicator 1. Please see Table 9.14 for an explanation of the components of MPP1. 

3) β0 = Intercept; TRADE = trade (exports and imports of goods and services) in percentage of 
GDP,as a measure of trade openness; EF = Ethnic fractionalization; GDPcap = logarithm of GDP 
per capita; SCE = sample comprising Caribbean small economies with a population of no more 
than 1.5 million people; SSE = Sample comprising all small economies with a population of no 
more than 1.5 million people; ALL = sample comprising all countries.  

4) Not included are the results in the cases in which the variables jointly are not significant (p-value 
of F-statistic is greater than 0.05). 
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9.4   Concluding remarks 

 
This chapter has explored whether the institutions in the selected Caribbean 
countries and territories are positively related to their economic performance. It 
focused on possible explanations for cross-country differences in economic 
performance among the selected Caribbean small open economies. The results 
indicate that higher GDP per capita among selected Caribbean countries and 
territories is associated with stronger conflict management institutions and political 
dependence. The findings suggest (but do not prove) that weak conflict management 
institutions in combination with relatively high ethnic heterogeneity have a negative 
relationship with the level of income per capita in a number of countries, while 
countries with stronger conflict management institutions have fared better. 
Moreover, the results suggest that political dependence is positively related to 
income per capita in the selected Caribbean countries and territories, probably 
because the (former) colonial power may have a greater say in the domestic affairs of 
these countries and territories, which may have led to sounder institutions. The 
evidence presented suggests that the difference in monetary and fiscal policy 
institutions as well as legal origin in the selected Caribbean countries and territories 
are not related to differences in their economic performance. Nevertheless, several 
survey respondents share the view that their monetary policy institutional choices 
are important in mitigating size constraints in their country and have positively 
contributed to the economic performance of these countries.   

Moreover, a cross-sectional analysis of the relationship between country size and 
institutional quality, among a large sample of up to 189 countries, indicates that the 
smaller the country is, the better its economic and political institutions are. The 
findings suggest that small economies with a population of no more than 1.5 million 
people and particularly Caribbean small economies have stronger institutions in 
some cases as compared to the rest of the world possibly to compensate for their 
(economic) disadvantages related to their size. Moreover, the analysis indicates that 
country size has no significant relationship with the quality of fiscal policy and 
monetary policy institutions in a large sample of countries. However, the evidence in 
a sample of 37 small economies suggests that the “larger” a country or territory is 
within this sample, the better the quality of its fiscal policy institutions. 
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10 Conclusions  
 

This thesis is about the consequences of the size of the Caribbean small open 
economies for their institutional framework, exploring the extent to which their 
institutional choices have contributed positively to their ability to achieve their 
monetary policy objectives and to their economic performance. The Caribbean is 
defined here from both a geographical and a socio-historical perspective, implying 
that in addition to islands also three mainland states (i.e., Belize, Guyana, and 
Suriname) are part of this study. Since not much is known about the consequences of 
country size for institutional choices in these countries and territories, this thesis has 
taken an exploratory approach to gain a better understanding of the consequences of 
the small size constraints for institutional choices. Although many countries fall 
under the definition of a small country or territory with a population of no more 
than 1.5 people, I have chosen to focus on the Caribbean countries and territories 
due to limitations of resources and access to potential respondents to a survey 
among central banks. Between the selected Caribbean small open economies, there is 
a great diversity in economic achievements, which may be indicative that small-size-
related constraints have been overcome by some of these countries and territories 
better than others.  
 
The key research question of this study is:  
To what extent have the institutional choices, especially regarding monetary and fiscal policy, 
in the selected Caribbean small open economies contributed to their ability to achieve their 
monetary policy objectives and their economic performance? 
 
This study focuses on the following five sub-questions to answer the main research 
question: 
 
1. What is the role of institutions in explaining the economic performance of small open 
economies?  
 
2. How are the institutional choices of the selected Caribbean small open economies, especially 
with regard to their monetary policy, affected by their size?  
 
3. Why have the selected Caribbean small open economies adopted their exchange rate 
regime?  
 
4. How is the ability of central banks in the selected Caribbean small open economies to 
achieve their monetary policy objectives supported by fiscal policy institutions?  
 
5. Have the institutions in the Caribbean small open economies contributed positively to their 
economic performance, thereby offsetting in part the effect of their size? 
 
With respect to the first sub-question What is the role of institutions in explaining the 
economic performance of small open economies? this thesis examines the institutional 
theory and the economic literature on the economic disadvantages of small 
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economies. It shows that according to New Institutional Economics (i) institutions in 
conjunction with technology determine transaction costs and costs of production, 
thereby affecting the performance of the economy, and (ii) the choice for inclusive or 
extractive institutions can explain cross-country differences in economic 
performance. Inclusive institutions are conducive to economic growth. I note that 
empirical research supports the notion that institutions are the fundamental cause of 
economic development. With a view on the selected Caribbean small open 
economies, this thesis elaborates on the economic disadvantages of small open 
economies which are related largely to a lack of variety of resources (i.e., natural 
resources and human capital) and the small size of their domestic markets. Despite 
these disadvantages, several studies suggest that a number of small states have 
nevertheless thrived economically. By combining institutional theory and the 
economic literature on the economic disadvantages of small economies, I present a 
theoretical framework for studying the institutional choices of the Caribbean small 
open economies and the manner in which these choices have mitigated their 
economic disadvantages. Specifically, this framework focuses on political 
sovereignty, conflict management institutions, legal origin, monetary policy 
institutions, and fiscal policy institutions. These political and economic institutions 
lay the foundation on which policies are implemented that nurture economic 
resilience of these economies.  

Building on the framework of Briguglio (2014), this thesis proposes an economic 
vulnerability index and an economic resilience index for selected Caribbean small 
open economies. Economic vulnerability is measured by a number of inherent 
conditions affecting a country’s vulnerability to economic shocks, including trade 
openness, export concentration, dependence on strategic imports, and proneness to 
natural disasters. Economic resilience is measured by the country’s macroeconomic 
stability, market flexibility (including financial safety), good governance, social 
development and environmental management. All in all, the results show that 
highly vulnerable Caribbean countries have reduced their overall vulnerability to 
external economic shocks by adopting policies that promote economic resilience. 
Moreover, some Caribbean countries are better equipped to deal with external 
economic shocks than others.  

Regarding the second sub-question How are the institutional choices of the selected 
Caribbean small open economies, especially with regard to their monetary policy, affected by 
their size? the results of a survey among central banks indicate that three size-related 
characteristics, i.e., the limited ability to influence domestic prices, the relatively low 
level of financial development and the required confidence in the currency as an 
important prerequisite for achieving monetary policy objectives have played an 
important role in the institutional choices of the Caribbean small open economies. 
The findings of this thesis suggest the following four principles with respect to the 
monetary policy institutions in the majority of the selected Caribbean small open 
economies (in contrast to the advanced economies), (i) the main goal of monetary 
policy is exchange rate stability (advanced economies: price stability), (ii) the 
exchange rate targeting regime is the predominant monetary policy regime, which 
has the exchange rate as the intermediate target of monetary policy (advanced 
economies: inflation targeting), (iii) the reliance on direct monetary policy 
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instruments is common practice, although a clear shift towards the use of indirect 
instruments is observed (advance economies: indirect monetary policy instrument), 
and (iv) central bank independence is limited by the high degree of central bank 
lending to the government and the fact that the appointment of central bank 
governors is not independent of the executive branch in most countries (for 
advanced economies: CBI is an important institutional device). The focus on 
exchange rate stability as a monetary policy goal and exchange rate targeting as 
intermediate target of monetary policy imply that these countries lose the possibility 
of using monetary policy for stabilization purposes. Therefore, capital controls are 
used by the majority of these countries in an attempt to retain some control over the 
domestic money supply and to maintain a certain level of monetary policy 
independence, that is the use of monetary policy for domestic objectives such as the 
domestic inflation. 

The influence of the (former) colonial power is reflected in several institutional 
choices, such as the current de jure political institutions and the legal origin of these 
countries and territories, as well as the exchange rate regime choice in case of the 
(former) British colonies. Nevertheless, I note that de facto political institutions are 
weaker than in the (former) colonial powers. One possible explanation for this 
outcome relates to the size of the Caribbean small open economies. Their size implies 
limits on their human and institutional capacity, because of a smaller pool of 
qualified people. Therefore, the “players of the game” also are important in 
determining the political institutions. Moreover, the prevalence of political 
patronage may have contributed to the weaker political institutions.  

This thesis suggests the following answer to the third sub-question Why have the 
selected Caribbean small open economies adopted their exchange rate regime? All selected 
Caribbean small open economies have a form of fixed exchange rate regime 
(dollarization, currency board, conventional peg and stabilized arrangement). The 
results of the survey suggest that the determinants of the choice for a fixed exchange 
rate regime are the size of the selected economies, their high degree of trade 
openness, the required confidence in their currency, and their concentration of trade 
settled in US dollar. Another possible reason for the choice for a conventional peg 
instead of dollarization is the need for some leeway for monetary policy 
independence. When looking at the explanation for regime choice between the four 
mentioned exchange rate regimes, the findings indicate that bigger countries have 
chosen for more flexible exchange rate regimes compared to smaller countries. 
Moreover, the results suggest that the (former) colonial power has influenced the 
exchange rate regime choice of the selected Caribbean small open economies. The 
size of the economies is related to the exchange rate regime choice in the case of the 
(former) Dutch colonies, with the smaller territories choosing for dollarization and 
the bigger countries choosing for a conventional peg or a stabilized arrangement. 
The size of the economies is also partly related to the exchange rate regime choice in 
the case of the (former) British colonies. Possibly, the existence of currency boards 
under the British colonial rule has influenced the current existence of currency 
boards in the English-speaking Caribbean. With regard to the French Caribbean, a 
possible explanation for the exchange rate regime choice of Guadeloupe and 
Martinique could be that although these territories are as big as those with a 
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stabilized arrangement, these territories have chosen for assimilation with France 
and consequently for the Euro as their legal tender, in part to maintain a high level 
of economic development. 

Referring to the fourth research sub-question How is the ability of central banks in 
the selected Caribbean small open economies to achieve their monetary policy objectives 
supported by fiscal policy institutions?, the findings of this study indicate that fiscal 
policy has not been supportive of monetary policy in achieving its objectives. In 
general, changes in fiscal policy and changes in monetary policy are independent of 
each other. This is also reflected in central bank lending to the government, 
unsustainable government debt in most of these economies and a lack of aligned 
monetary and fiscal policy goals. Moreover, debt sustainability is not a de facto fiscal 
policy objective as evidenced by an unsustainable government debt level in the 
majority of the selected Caribbean small open economies. The latter is not conducive 
to monetary policy achieving its objectives. The limited presence of fiscal policy 
institutions (i.e., fiscal rules and fiscal councils) has contributed to the lack of fiscal 
discipline. 

With regard to the fifth sub-question Have the institutions in the Caribbean small 
open economies contributed positively to their economic performance, thereby offsetting in 
part the effect of their size?, this thesis suggests that better conflict management 
institutions are positively associated with higher income per capita, while weak 
conflict management institutions in combination with relatively high ethnic 
heterogeneity have negative relationship with the level of income per capita in a 
number of countries. Moreover, the results suggest that political dependence is 
positively related to higher income per capita in the selected Caribbean countries 
and territories, probably because the (former) colonial power may have a greater say 
in the domestic affairs of these countries and territories, which may have led to 
sounder institutions. Differences in the quality of monetary and fiscal policy 
institutions as well as legal origin are not related to cross-country differences in the 
GDP per capita among the selected Caribbean economies. Moreover, a cross-
sectional analysis among a large sample of countries around the world suggests that 
country size has no significant effect on the quality of fiscal policy and monetary 
policy institutions. This cross-sectional analysis indicates that, in general, the smaller 
a country is, the better its economic and political institutions are. Also, the results 
indicate that small economies with a population of no more than 1.5 million people 
and particularly Caribbean small economies have stronger institutions than the rest 
of the world, possibly to compensate for their (economic) disadvantages related to 
their size.  

All in all, this study indicates that the size of the Caribbean small open 
economies, their exchange rate regime choice (which is also related to the size of the 
countries), and their fiscal policy have influenced their monetary policy institutional 
choices. Most of these countries have exchange rate stability as their main monetary 
policy objective and not price stability like in the advanced economies, because they 
have no or limited control over the domestic inflation rate. This study indicates that 
the institutional choices of the Caribbean small open economies may have mitigated 
the negative effects of their size constraints and may have contributed to their 
economic performance.  
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This study has a number of limitations. The most important ones are the limited 
data availability and the small sample size. As a result, I use mixed method design 
and also simple statistical methods in several chapters. Another limitation is that this 
study applies broad measures of institutions, which imply that the findings should 
be interpreted carefully. I note, however, that if possible more than one measure has 
been used for the same institution to mitigate the possibility of flaws in the findings. 
An additional limitation is that this thesis is restricted to the Caribbean context. 
Therefore, it may not be representative in general for small open economies with a 
population of no more than 1.5 million people. 

Several policy implications follow from this thesis. Firstly, de jure institutions 
matter for the economic performance of small open economies. However, without 
paying attention to the “players of the game”, i.e. human capital, a country may end 
up with institutions which on paper are perfect, but also, as a result of limitations in 
human capacity, de facto are not functioning. Secondly, importing institutions from 
advanced economies is not a recipe for the Caribbean small open economies, since 
these institutions may not account for the small size constraints of these economies. 
One example hereof is the use of indirect monetary policy instruments. Although 
indirect monetary policy instruments are the prescription in advanced economies, 
they may not be adequate for the Caribbean small open economies because of their 
underdeveloped financial markets which hinder the proper functioning of indirect 
monetary policy instruments. Thirdly, given the lack of fiscal discipline, the 
Caribbean small open economies could consider the introduction of fiscal policy 
institutions as policy devices to achieve debt sustainability. Also, coordination 
between monetary and fiscal policy with regard to the policy objectives is essential 
to align these objectives. In spite of their size, small open economies which have 
institutions safeguarding sound fiscal policy have possibly more capability to 
achieve their monetary policy objectives compared to those small open economies 
which do not have these institutions.  
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Appendix 1  

Survey 

 
Introduction 
As Chapter 1 expounds, this thesis is about the implications of the size of the 
Caribbean small economies for their institutional framework, exploring the extent to 
which their institutional choices have contributed to their ability to achieve their 
monetary policy objectives and their economic performance. To answer the research 
(sub-)questions, this thesis uses the Survey on the monetary policy framework in selected 
Caribbean countries (survey), conducted between January 2013 and May 2016 among 
governors and senior representatives of the central banks in the selected countries 
and territories145. As the survey relates to monetary policy, only the Caribbean 
countries and territories with a population of no more than 1.5 million people which 
have their own central bank or a common central bank were approached. In this 
Appendix, I provide more detail on this survey. At the end of this Appendix, the 
questionnaire is presented. 

 
Sampling and sample size 
The Caribbean countries and territories included in this study have a population of 
no more than 1.5 million people. The latter threshold is based on the Commonwealth 
Secretariat’s definition of a small state (Commonwealth Secretariat – World Bank 
Joint Task Force on Small States, 2000). In this study, following Hicks (2002), the 
Caribbean includes, besides the islands in the Caribbean Sea or with at least one 
coast facing the Caribbean Sea, also the Bahamas, Barbados, and Turks and Caicos 
Islands which all three are located in the Atlantic Ocean. Following Girvan (2005), 
the countries Belize, Guyana, and Suriname also are considered as pertaining to the 
Caribbean. Note that these last three countries are considered as small-island 
developing states by the Small Islands Developing States Network and have a 
population of no more than 1.5 million people. In the words of Worrell (1993), 
“Belize and Guyana may be considered islands in a vast uninhabited hinterland – 
most of their populations are settled on the coast” (p. 190). The same could be said of 
Suriname. 

The selected Caribbean countries and territories consist of political independent 
nations (the English speaking former British colonies – i.e., the Commonwealth 
Caribbean—and Suriname), the French Caribbean, British Overseas Territories and 
the Dutch Caribbean. Strictly speaking, the US Virgin Islands also should be 
included in this study, but because of lack of (quantitative and qualitative) data this 
country is omitted.  

The Caribbean countries and territories in this study can be divided into two 
groups. The countries with their own central bank and countries which have 
common central banks form the first group. The countries with their own central 
banks and own currency are Aruba, Bahamas, Barbados, Belize, Guyana, the 
Netherlands Antilles (till 10 October 2010), Suriname, and Trinidad and Tobago. 

                                                 
145 Chapter 3 extensively discusses the selection of the Caribbean countries and territories. 
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Moreover, Anguilla, Antigua and Barbuda, Dominica, Grenada, Montserrat, Saint 
Kitts and Nevis, Saint Lucia, Saint Vincent and the Grenadines are organized in the 
Eastern Caribbean Currency Union (ECCU). They share one common currency and 
have one common central bank, the Eastern Caribbean Central Bank. As of 10 
October 2010, Curaçao and Sint Maarten form a monetary union146 with one 
common currency and common central bank. The focus of the survey is on this first 
group of Caribbean countries and territories.  

The second group consists of territories that do not have their own central bank 
but instead have a currency board or have the dollar (or the euro) as their legal 
tender in part because of their legal ties with the mother country. These islands are 
(i) the three British Overseas Territories, i.e., Cayman Islands, the British Virgin 
Islands, and the Turks and Caicos Islands, (ii) the two French Caribbean islands, i.e., 
Guadeloupe, and Martinique, and (iii) the so-called BES-islands, i.e., Bonaire, Sint 
Eustatius, and Saba. Cayman Islands has a currency board, while the British Virgin 
Islands, the Turks & Caicos Islands and the BES-islands have chosen to use the US 
dollar as their legal tender. The two islands Guadeloupe and Martinique are part of 
France and as such do not have their own central bank and have the Euro as their 
legal tender. The territories in the second group do not have their own monetary 
policy and as such they were not approached for this survey147. 

 
The survey 
The cross-country survey applies both quantitative as well as qualitative data 
gathering techniques. In a first phase, a self-completion questionnaire was 
administered to the selected central banks in the Caribbean region148. No survey 
response was received from the central banks of The Bahamas and Guyana. In a 
second phase, semi-structured interviews were conducted with representatives of 
three central banks (i.e., Aruba, Curaçao and Sint Maarten, and Barbados) to discuss 
follow-up questions. The central banks of Belize and Suriname opted to answer the 
follow-up questions in writing. No response for the follow-up questions was 
received from the central banks of the Eastern Caribbean Currency Union and 
Trinidad and Tobago. 

The questionnaire consists of six parts. The first part General information 
comprises general information on the respondent. The second part General 
information on the central bank contains general information on the responsibilities of 
the central bank. The aim of the second part is to establish what the responsibilities 
of the central bank are and whether these responsibilities are embedded in a central 
bank law or somewhere else.   

Part three Objectives and institutional framework of monetary policy discusses the 
objectives and the institutional framework of monetary policy. The primary goal of 
monetary policy in most countries around the world is price stability, although 
many central banks have also other objectives, such as steady economic growth, low 

                                                 
146 I use the terms monetary union and currency union interchangeably. 
147 Please note that the monetary authority of the Cayman Islands participated in this survey, focusing 
on the questions related to their exchange rate regime choice.  
148 The questionnaire related to the former Netherlands Antilles was filled in by the representative of 
the Centrale Bank van Curaçao en Sint Maarten. 
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unemployment and orderly financial markets. The respondents were asked about 
the objectives of monetary policy stated in the relevant law (de jure objectives), such 
as price stability, financial stability, exchange rate stability, interest rate stability, 
economic growth, high employment and other objectives. In addition, the 
respondents were asked about the de facto objectives of monetary policy and whether 
the country has an explicit or implicit inflation target as part of the monetary policy 
framework. 

Part 3 contains also questions about the choice of the exchange rate regime. The 
choice of the exchange rate regime, whether to adopt a fixed or flexible exchange rate 
regime, determines in part the spectrum of monetary regimes accessible to a country 
and has an impact on the effectiveness of monetary policy. The survey asks why 
these Caribbean countries and territories choose for a specific exchange rate regime.  

Moreover, this part of the questionnaire includes questions on other aspects of 
the monetary policy framework besides the objectives, namely the monetary policy 
intermediate targets as well as monetary policy tools/instruments in use since the 
establishment of the central banks.  

Part three includes also a number of questions aimed at determining the level of 
central bank independence, such as the authority of the central bank to decide on its 
objectives, the choice of monetary policy instruments and the monetary policy 
intermediate targets. Also, questions related to the appointment of the central bank’s 
governor and board members, the governor’s length of office, the number of 
governors in the period under review, the authority to determine the budget and 
profit allocation of the central bank.  

In part three, respondents were also asked about the role of the size of the 
country in determining the choice of the institutional framework of monetary policy. 
The small size of nations has economic consequences for the nations involved and 
poses special development challenges, also with regard to their monetary policy. 
Because other factors may also have played an important role, there is one question 
on the role of other factors such as the history of the country.  

Finally, part three investigates the mechanism by which monetary policy is 
transmitted to the economy and the price level and inflation.  

Part four Fiscal policy includes a question about the macroeconomic objectives of 
fiscal policy. Specifically, it is important to determine whether fiscal policy is 
responsible, because irresponsible fiscal policy impedes the central banks to pursue 
their price stability goal. To achieve fiscal or debt sustainability, several authors 
advocate for the adoption of fiscal rules (e.g., Wyplosz, 2005; Van Eden, Khemani & 
Emery, 2013). For this reason, part four of the survey includes questions on the 
presence of numerical fiscal rules, specifically if there are legislative constraints 
limiting the size of the national fiscal deficit, government debt, level of public 
expenditure, or other fiscal aggregate. Also, a number of questions relate to the 
existence of procedural rules related to the budget preparation, execution, 
monitoring and reporting. Also, the respondents were asked whether the budget is 
presented within a medium-term macroeconomic and fiscal policy framework. A 
description of the amendment power of the legislature on the draft budget was also 
requested from the respondents.  
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Furthermore, part five of the survey Relationship between monetary and fiscal policy 
comprises questions on the ability of the government to monetize fiscal deficits (such 
as the possibility of central bank lending to the government according to the law, the 
existence of legal limits on central bank lending to the government, the adherence to 
limitation on government borrowing from the central bank, the purchase of 
government bonds in the primary market), and the coordination between monetary 
and fiscal policies and problems arising from the coordination between monetary 
and fiscal policies. In addition, the respondents were asked about their view on how 
the fiscal policy has impacted the ability of the monetary policy authority to realize 
its objectives. 

Part six The financial system explores the level of financial maturity in the selected 
Caribbean countries. According to one exchange rate regime determination theory, 
financial maturity plays a major role in the choice of exchange rate regime (see 
Chapter 7 for more detail). Financial maturity is reflected in open and deep financial 
markets, stable money and fiscal probity. Less flexible exchange rate regimes should 
be considered in countries with less developed financial markets. As financial 
development plays a role in exchange rate determination, the respondents were 
questioned about how developed their financial markets are, whether they have 
capital controls and whether they believe that capital controls or other factors have 
played a role in the level of financial development.  

As mentioned before, the central banks received a number of follow-up questions 
to clarify their answers to the survey questions. In addition, the central banks were 
asked whether their institutional choices of monetary policy or other institutions 
have mitigated the small size constraints of their country and whether they were 
capable of achieving price stability. Furthermore, they were asked about the 
possibility of adopting another exchange rate regime.  

 
Procedures and data analysis 
Self-completion questionnaires were sent to the central banks with a letter explaining 
the purpose of the survey. For those central banks that did not respond in first 
instance, I used information from secondary data and filled in the questionnaire for 
those countries and territories. Next, I sent the filled in questionnaire to these central 
banks with the request to confirm the information contained in it and to complement 
the answers in the questionnaire. After receiving the response from the central 
banks, the data were processed and analyzed149. A number of strategies were used 
for analyzing the data, including relying on theoretical propositions, using both 
qualitative and quantitative data, and examining rival explanations. In the case of 
the open qualitative questions, the answers provided by the respondents were 
analyzed and coded to facilitate the analysis of the responses. From these codes, 
theoretical concepts and categories were developed. Possible relationships between 
them were identified.  

In a second phase, semi-structured interviews were conducted with 
representatives of three central banks (i.e., Aruba, Curaçao and Sint Maarten, and 
Barbados) to discuss follow-up questions. The central banks of Belize and Suriname 

                                                 
149 No survey response was received from the central banks of The Bahamas and Guyana. 
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opted to answer the follow-up questions in writing. No response for the follow-up 
questions was received from the central banks of the Eastern Caribbean Currency 
Union and Trinidad and Tobago. The transcripts of the interviews were analyzed 
and coded. 
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Questionnaire 
 

Survey on the monetary policy framework in selected Caribbean countries 
 

A.  General information 
Country:  
Name of the respondent:  
Organization:  
Position:  
E-mail address:  
 
B. General information on the central bank/monetary authority 
B.1 In which year was the central bank or monetary authority established? 
 
B.2 Are the responsibilities of the central bank or monetary authority specified in the 
central bank law or the monetary authority law? 

 Yes:  Go to question B.4 
 No:   Go to question B.3 

 
B.3 Are the responsibilities of the central bank or monetary authority specified 
somewhere else? 

 Yes, please specify:  
 No  

 
B.4 What are the responsibilities of the central bank or monetary authority? 
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C. Objectives and institutional framework of monetary policy 
C.1 What is/are the ultimate objective(s) of monetary policy according to law? Select 
all that apply; please indicate the objectives in order of importance where “1” is the 
most important in this list of objectives of monetary policy. 
         Order of importance 

Price stability       …………….. 
 Financial stability       …………….. 
 Exchange rate stability      …………….. 
 Interest rate stability       …………….. 
 Economic growth       …………….. 
 High employment       …………….. 
 Other, please specify      …………….. 

 
C.2 Is/are the de jure objective(s) the same as the de facto objectives of monetary 
policy?  

 Yes. Please illustrate this. 
 No. Please elaborate on the de facto objectives:  

 
C.3 Were the objectives of monetary policy stated in the previous questions the same 
during the whole period since the establishment of the central bank or the monetary 
authority? 

 Yes   
 No. Please elaborate:  

 
C.4 Does the central bank or monetary authority have an implicit or explicit inflation 
target? 

 Yes. Please elaborate: 
 No. Please elaborate:  

 
C.5 Which exchange rate regimes have been used since the establishment of the 
central bank or monetary authority? 
 
C.6 What are/were the motives for the choice of exchange rate regime in your    
country? 
 
C.7 Which monetary policy tools/instruments (e.g., credit limit growth, reserve 
requirements) have been used since the establishment of the central bank or 
monetary authority? Monetary policy tools/instruments are variables that can be 
directly controlled by the relevant monetary policy authority. 
 
C.8 Which monetary policy intermediate targets (e.g., money supply, exchange rate, 
inflation target) have been used since the establishment of the central bank? 
Monetary policy intermediate targets are variables that the relevant monetary policy 
authority can influence (via its monetary policy tools/instruments) that help achieve 
monetary policy goals. 
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C.9 Does the central bank or the monetary authority have the ultimate authority to 
determine the objective(s) of monetary policy? 

 Yes   
 No. If no, who has this authority?  

 
C.10 Does legislation or regulation empower the central bank or the monetary 
authority to decide on monetary policy instruments (e.g., credit limit growth, reserve 
requirements)? 

 Yes   
 No. Please elaborate:  

 
C.11 Who determines the choice of monetary policy intermediate targets? 
 
C.12 Who appoints and/or dismisses governors or managing directors and other 
bank members? 
 
C.13 What is the length of the term of office of the governor or managing director? 
 
C.14 How many governors or managing directors have been in office since the 
establishment of the central bank or monetary authority? 
 
C.15 Who determines the budget of the central bank or the monetary authority? 
 
C.16 Who determines the allocation of the profits of the central bank or the monetary 
authority?  
 
C.17 To what extent has the size of your country played a role in the choice of the 
institutional framework of monetary policy? Please elaborate. 
 
C.18 Have other factors, such as the history of your country, played a role in the 
choice of the institutional framework of monetary policy? Please elaborate. 
  
C.19 To what extent does the size of your country influence the ability to achieve the 
goals of monetary policy? Please elaborate. 
 
C.20 How do you describe the mechanisms by which monetary policy is transmitted 
to the economy and the price level and inflation? 
 
 
  



520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM
Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018 PDF page: 223PDF page: 223PDF page: 223PDF page: 223

 
 

 213 

D. Fiscal policy 
D.1 Which macroeconomic objectives (such as economic growth, low inflation and 
high employment) does the ministry of finance pursue? 
 
D.2 Are there any legislative constraints that limit the size of the national fiscal 
deficit, government debt, level of public expenditure, or other fiscal aggregate? 
Please briefly describe any rules that apply and indicate how compliance with the 
rule is assessed. 
 
D.3 Does legislation or regulation establish a predefined time table for budget 
preparation? 

 Yes 
 No:  Go to question D.5 

 
D.4 Is this budget calendar generally adhered to? 

 Yes 
 No 

 
D.5 Which procedures are described in the law for budget execution, monitoring and 
reporting? 
 
D.6 Is the budget presented within a medium-term macroeconomic and fiscal policy 
framework? Please explain. 
 
D.7 How would the amendment power of the legislature on the draft budget be 
described?  
 
 
E. Relationship between monetary and fiscal policy 
E.1 Are credits, advances, or overdrafts to the government by the central bank or 
monetary authority permitted by law?   

 Yes  
 No  

 
E.2 Are there legal limits on the credit, advances, or overdraft to the government by 
the central bank or the monetary authority? 

 Yes, Please briefly describe:  
 No 

 
 
E.3 Are the limitations on government borrowings from the central bank or the 
monetary authority adhered to in practice? 

 Yes 
 No 

 



520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM520722-L-bw-Pereira-SOM
Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018Processed on: 10-7-2018 PDF page: 224PDF page: 224PDF page: 224PDF page: 224

 
 

 214 

E.4 Is the purchase of government securities in the primary market by the central 
bank or monetary authority permitted by law? 

 Yes 
 No  

 
E.5 How frequently did the central bank or monetary authority buy government 
securities from the primary market in the last five years? 

 Never 
 Only once 
 In most years 
 In all years 

 
E.6 How often do the finance ministry and the central bank or the monetary 
authority discuss the state of the economy?  
 
E.7 Is the government (finance minister) informed beforehand (before the public) 
about monetary policy decisions and changes in monetary policy? 

 Yes 
 No      

 
E.8 What problems do occur in the coordination between monetary policy and fiscal 
policy? 
 
 E.9 Please indicate how such coordination could be improved: 
 
E.10 How has the fiscal policy impact the ability of the monetary policy authority to 
realize its objectives? Please elaborate. 
 
 
F. The financial system 
 
F.1 How well-developed is the financial system in your country? Please explain your 
answer.  
 
F.2 Are there any capital controls in place? Please elaborate. 
 
F.3 Have capital controls or other factors played a role in the level of financial 
development? Please elaborate. 
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Appendix 2  

Additional information on the economic vulnerability and resilience indices 

 
1 The calculation of the composite indices 

 
The data for the components of the economic vulnerability index (EVI) and the 
economic resilience index (ERI) are rescaled using the Max-Min formula  
XRi = (Xi – Xmin)/(Xmax – Xmin) 

 
Where  
XRi = the re-scaled (or normalized) observation i in an array of n observations 
Xi = a particular observation i in the same array of n observations 
Xmin = the minimum value in the same array of n observations 
Xmax = the maximum value in the same array of n observations 
 

Moreover, each component of the EVI and ERI may comprise of subcomponents. 
Note that after calculating the composite index based on the weighted averages of 
the indices of its (sub)components, the composite index is rescaled again. 

 
2. Sources of data 

In what follows, the sources of data for each (sub)components are disclosed. 
 

1. Trade openness  
Trade openness is measured by the average of exports and imports of goods and 
services as a percentage of GDP, averaged over three years (2013-2015).  
Source: http://unctadstat.unctad.org/. 
 

2. Export concentration  
Export concentration is measured by the sum of the three broad groups of 
exports of goods and services which together have the highest share in total 
exports of goods and services. The data are averaged over the period 2013-2015. 
 

The following product categories are distinguished:  
1. Food and live animals 
2. Beverages and tobacco 
3. Crude materials, inedible, except fuels 
4. Mineral fuels, lubricants and related materials 
5. Animal and vegetable oils, fats and waxes 
6. Chemicals and related products, not elsewhere specified (n.e.s.) 
7. Manufactured goods 
8. Machinery and transport equipment 
9. Miscellaneous manufactured articles 
10. Commodities and transactions, n.e.s. 
11. Transport 
12. Travel 
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13. Financial services 
14. Other services 

 
Source: http://unctadstat.unctad.org/.  
 

3. Dependence on strategic imports  
The dependence on strategic imports is measured by the imports of food150 and 
fuel as a percentage of total merchandise imports. The data are averaged over the 
period 2013-2015. Source: http://unctadstat.unctad.org/.  

 
Aruba and Saint Lucia have very high ratios (i.e., imports of food and fuel as a 
percentage of total merchandise imports) compared to the other countries. 
Therefore, these ratios are considered as outliers. As noted by Briguglio (2014), 
outliers may distort the results of the spread of rescaled values. Therefore, I cap 
the ratios of Aruba and Saint Lucia to that of the third highest ratio, i.e., the ratio 
of Saint Vincent and the Grenadines. 

 
4. Proneness to natural disasters 

The proneness to natural disasters is measured in terms of economic damage 
relative to GDP. The data used cover the period 1983-2012. The EM-DAT 
database doesn’t include data for Aruba. However, the economic damage due to 
natural disasters in mentioned period is assumed to be negligible (0% of GDP). 
Source: EM-DAT database of the Université Catholique de Louvain, 
www.emdat.be; World Economic Outlook Database October 2017 for the GDP.  
 

5. Macroeconomic stability 
Macroeconomic stability is measured as the equal weighted average of the 
normalized value of government debt as a percentage of GDP, inflation 
measured by the GDP deflator, and current account balance in percentage of 
GDP. Since the first two variables are undesirables with regard to 
macroeconomic stability, the formula used for normalization of these variables is 
1- [(Xi – Xmin)/(Xmax – Xmin)]. The data are averaged over the period 2006-2015. 
Source: World Economic Outlook Database October 2017, with the exception of 
Aruba (Centrale Bank van Aruba, 2017). 

 
6. Adjusted Market flexibility 

The adjusted market flexibility index is a combination of the market flexibility 
index and the financial safety index.  

 
a. Market flexibility index 

Because of lack of data, I use another data source for measuring market 
flexibility than Briguglio (2014). I use the variable “Distance to frontier” (DTF) 
from the World Bank’s Doing Business Index (DBI). Mentioned variable 
assesses the absolute level of regulatory performance over time. The frontier 
is defined as the best performance observed on each of the indicators of the 

                                                 
150 All food items (SITC 0 + 1 + 22 + 4) from the database of UNCTAD. 
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DBI across all economies included in the database of the DBI. An economy’s 
DTF is reflected on a scale from 0 to 100 where 0 represents the lowest 
performance and 100 represents the frontier. Because of a change in 
methodology in the DBI in 2015, I use data for the three years 2012-2014. 
Source: http://www.doingbusiness.org/data/distance-to-frontier.  

 
Aruba is not included in the DBI-database. Therefore, I resort to the Regulatory 
quality indicator of the Worldwide Governance Indicators of the World Bank, 
which includes data for Aruba. This indicator assesses the ability of the 
government to formulate and implement sound policies and regulations that 
permit and promote private sector development. Aruba has the highest score 
for this indicator for the years 2012-2014, compared to the other selected 
countries. This suggests that Aruba has a high score for market flexibility 
compared to the selected countries. Nevertheless, to be on the conservative 
side, I assume that the DTF for Aruba is equal to the median of the other 
twelve selected Caribbean countries. 
 

b. Financial safety index 
Moreover, I estimate a financial safety index which deviates somewhat from 
that of Briguglio (2014). This index is composed of a financial prudence index 
weighted by the importance of the financial sector.  

 
The financial prudence component is estimated as the equal weighted average 
of the indices “soundness of banks” index and the “strength of legal rights” 
index, which are constructed using the Max-Min formula.  

 
The soundness of banks index comprises of four variables: regulatory capital 
to risk weighted assets (in percent), non-performing loans to total gross loans 
(in percent), return on assets (in percent), and liquid assets to total assets (in 
percent). Data for the period 2010-2014 (average) are used. In the case of non-
performing loans to total gross loans the formula used for estimating this sub-
index is: 

 
 1-[(Xi – Xmin)/(Xmax – Xmin)].  
 
The “strength of legal rights” is based on the World Bank’s “strength of legal 
rights”. In the case of Aruba, no data for the “strength of legal rights” are 
available. However, because the Rule of Law (Worldwide Governance 
Indicators) of Aruba is the highest among the countries and close to that of 
Barbados (which has the highest “strength of legal rights”), the choice is made 
to impute the same score as Barbados for Aruba. Due to data availability, data 
for the period 2013-2015 (average) are used. 

 
The importance of the financial sector is measured as the log the domestic 
credit to private sector by banks (% of GDP), to account for the diminishing 
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marginal effect of the size of the financial sector. Data for the period 2010-2014 
(average) are used. 
 
Source: https://data.worldbank.org/data-catalog/worldwide-governance-
indicators for the “strength of legal rights”; for the financial soundness 
indicators www.eccb-centralbank.org/statistics/core-financial-soundness-
indicators-datas /comparative-report and Caribbean Centre for Money and 
Finance (2016), Caribbean Regional Financial Stability Report; 
https://data.worldbank.org/data-catalog/world-development-indicators for 
domestic credit to private sector by banks (% of GDP) (with the exception of 
Barbados and Aruba; Website of the central bank of Barbados for domestic 
credit to private sector by banks; Centrale Bank van Aruba (2017), Annual 
Statistical Digest 2016).  

 
7. Political Governance 

Political governance is measured as the equally weighted average of the six 
Worldwide Governance Indicators of the World Bank, i.e., voice and 
accountability, political stability and absence of violence, government 
effectiveness, regulatory quality, rule of law, and control of corruption. 

 
Data for the period 2013-2015 (average) are used.  

 
Source: https://data.worldbank.org/data-catalog/worldwide-governance-
indicators.  
 

8. Social Development 
Social development is measured as the equal weighted average of the normalized 
values of the three components of the Human Development Index, i.e., mean 
years of schooling, expected years of schooling and life expectancy at birth. Since 
the information on the expected years of schooling for Aruba is unavailable, I use 
the median of the other twelve selected Caribbean countries as a proxy for 
Aruba, since the mean years of schooling in Aruba is close to the median of the 
other countries. 

 
Data for the period 2012-2014 (average) are used. 

 
Source: http://hdr.undp.org/en/data.  

 
9. Environment Management 

Instead of using the Environment Performance Index (EPI) used by Briguglio 
(2014), I measure the Environment management by the CO2 emission, because 
data on the EPI is not available for a significant number of the selected countries. 
The average of the period 2013-2015 is used. 

 
Source: https://data.worldbank.org/data-catalog/world-develop ment-
indicators. 
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Samenvatting (Summary in Dutch) 
 
Dit proefschrift bespreekt de gevolgen van de omvang van Caribische kleine open 
economieën voor hun institutionele raamwerk, waarbij de mate wordt verkend 
waarin hun institutionele keuzes positief hebben bijgedragen aan zowel hun 
vermogen om hun monetaire beleidsdoelstellingen te behalen als hun economische 
prestaties. Het Caribisch gebied wordt hier gedefinieerd vanuit zowel een 
geografisch als een sociaal-historisch perspectief, waardoor naast eilanden ook drie 
landen van het vasteland (d.w.z. Belize, Guyana en Suriname) deel uitmaken van dit 
onderzoek. Omdat er niet veel over de gevolgen van de kleinschaligheid van deze 
landen en gebieden voor hun institutionele keuzes bekend is, wordt in dit 
proefschrift een verkennende analyse gedaan om meer inzicht te krijgen in de 
gevolgen van de schaalbeperkingen van kleine landen en gebieden voor hun 
institutionele keuzes. Alhoewel er meerdere landen onder de definitie van een klein 
land of gebied met een bevolking van niet meer dan 1,5 miljoen mensen vallen, 
focust dit proefschrift alleen op Caribische kleine landen en gebieden als gevolg van 
beperkte middelen en toegang tot potentiële kandidaten voor een enquête onder 
centrale banken. De geselecteerde Caribische kleine open economieën laten een grote 
verscheidenheid aan economische prestaties zien, wat kan betekenen dat sommige 
landen en gebieden beter dan anderen zijn omgegaan met de aan hun 
kleinschaligheid gerelateerde beperkingen. Een mogelijke verklaring voor dit 
fenomeen wordt gegeven door nieuwe institutionele economen. Zij stellen dat 
instituties, oftewel de spelregels in een maatschappij, en institutionele veranderingen 
de fundamentele oorzaak zijn van economische ontwikkeling en verschillen in 
economische groei tussen landen. 

 
De hoofdonderzoeksvraag van deze studie is: 
In welke mate hebben de institutionele keuzes, in het bijzonder met betrekking tot het 
monetaire beleid en het begrotingsbeleid, in de geselecteerde Caribische kleine open 
economieën bijgedragen aan zowel hun vermogen om hun monetaire beleidsdoelstellingen te 
behalen als hun economische prestaties? 
 
Deze studie richt zich op de volgende vijf deelvragen om de hoofdonderzoeksvraag 
te beantwoorden: 
 
1. Wat is de rol van instituties bij het verklaren van de economische prestaties van 

kleine open economieën? 
 
2. Hoe worden de institutionele keuzes van de geselecteerde Caribische kleine open 

economieën, vooral met betrekking tot hun monetaire beleid, beïnvloed door hun 
omvang? 

 
3. Waarom hebben de geselecteerde Caribische kleine open economieën voor hun 

wisselkoersbeleid gekozen? 
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4. Hoe wordt het vermogen van centrale banken in de geselecteerde Caribische 
kleine open economieën om hun monetaire beleidsdoelstellingen te bereiken 
ondersteund door instituties die een rol spelen bij het begrotingsbeleid? 

 
5. Hebben de instituties in de Caribische kleine open economieën een positieve 

bijdrage geleverd aan hun economische prestaties, waardoor zij gedeeltelijk het 
effect van hun omvang hebben gecompenseerd? 
 

Allereerst verkent dit proefschrift de institutionele theorie en de economische 
literatuur met betrekking tot de economische nadelen van kleine economieën in 
hoofdstuk 2. In dit hoofdstuk wordt dan ook ingegaan op de eerste deelvraag Wat is 
de rol van instituties bij het verklaren van de economische prestaties van kleine open 
economieën? Instituties, oftewel de regels van het spel in een maatschappij, bepalen 
en beperken de keuzemogelijkheden van individuen. Ze bestaan uit formele 
instituties (zoals regels, grondwetten, wetten en eigendomsrechten) en informele 
instituties (zoals gedragsnormen, taboes, tradities en zelfopgelegde gedragscodes). 
Hierbij is van belang de handhaving van die instituties oftewel de mate waarin deze 
formele en informele instituties afgedwongen kunnen worden. Deze studie laat zien 
dat volgens de Nieuwe Institutionele Economie (i) instituties, tezamen met 
technologie, de transactiekosten en productiekosten bepalen die op hun beurt de 
economische prestaties beïnvloeden en (ii) de keuze voor inclusieve of extractieve 
instituties de verschillen tussen landen voor wat betreft hun economische prestaties 
kan verklaren. Inclusieve instituties dragen bij aan een hogere economische groei. 
Hierbij wordt opgemerkt dat empirisch onderzoek de opvatting ondersteunt dat 
instituties de fundamentele oorzaak van economische ontwikkeling zijn. Vervolgens 
exploreert dit onderzoek de economische literatuur over de economische nadelen 
van kleine economieën. Deze nadelen worden grotendeels in verband gebracht met 
hun gebrek aan diversiteit aan natuurlijke hulpbronnen en menselijk kapitaal 
alsmede de geringe omvang van hun binnenlandse markten. Ondanks deze nadelen 
geven verschillende studies aan dat een aantal kleine staten toch economisch 
succesvol zijn. Tenslotte wordt, door de institutionele theorie en de economische 
literatuur over de economische nadelen van kleine economieën te combineren, in dit 
hoofdstuk een theoretisch raamwerk gepresenteerd voor het bestuderen van de 
institutionele keuzes van de Caribische kleine open economieën en de manier 
waarop deze keuzes hun economische nadelen hebben gemitigeerd. Dit raamwerk 
richt zich in het bijzonder op politieke soevereiniteit, instituties van 
conflictbeheersing, rechtstradities (“legal origin”), monetaire beleidsinstituties en 
instituties die een rol spelen bij het begrotingsbeleid.  

Hoofdstuk 3 bespreekt de economische en politieke achtergrond van de 
geselecteerde Caribische landen en gebieden met een bevolking van niet meer dan 
1,5 miljoen mensen. Ze bestaan uit de “Dutch Caribbean” (d.w.z. het Caribische deel 
van het Koninkrijk der Nederlanden), het Engelssprekende Caribisch gebied (d.w.z. 
de voormalige Britse koloniën en de Britse overzeese gebieden), de Franse 
Caribische eilanden (d.w.z. de Franse overzeese departementen en regio's) en 
Suriname (een voormalige Nederlandse kolonie). Vanwege hun kleine omvang 
hebben deze Caribische landen en gebieden gemeenschappelijke kenmerken die hun 
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economische geschiedenis en instituties (onder meer hun monetaire 
beleidsinstituties) hebben beïnvloed. De discussie toont verschillende economische 
prestaties van de geselecteerde Caribische kleine open economieën en laat zien dat 
sommige landen en gebieden economisch succesvoller zijn dan anderen.  

Een deel van het antwoord op de tweede deelvraag Hoe worden de institutionele 
keuzes van de geselecteerde Caribische kleine open economieën, vooral met betrekking tot hun 
monetaire beleid, beïnvloed door hun omvang? wordt in hoofdstuk 3 gegeven. De 
resultaten van de analyse in dit hoofdstuk suggereren dat met name de invloed van 
de (voormalige) koloniale macht nog steeds merkbaar is in de huidige de jure 
politieke instituties en de “legal origin” van deze landen en gebieden. Als gevolg 
van beperkte beschikbaarheid van data wordt met behulp van een “two-tailed t-test” 
aangetoond dat de facto politieke instituties echter zwakker zijn dan in de 
(voormalige) koloniale machten. Een mogelijke verklaring voor dit resultaat is dat de 
"spelers van het spel" ook belangrijk zijn bij het bepalen van de politieke instituties. 
De omvang van deze landen en gebieden impliceert bepaalde grenzen aan de 
menselijke en institutionele capaciteit als gevolg van een geringer aantal 
gekwalificeerde mensen. Bovendien heeft de invloed van politieke patronage 
mogelijk bijgedragen aan dit resultaat. 

De politieke en economische instituties van de geselecteerde Caribische landen 
en gebieden vormen de basis voor het implementeren van beleid dat de economische 
veerkracht van deze economieën kan stimuleren, waardoor hun economische 
kwetsbaarheid wordt teruggebracht. Om deze reden wordt in hoofdstuk 4 de 
economische veerkracht en kwetsbaarheid van deze landen en gebieden 
gekwantificeerd. Voortbouwend op het werk van Lino Briguglio inzake indices voor 
het meten van economische veerkracht en kwetsbaarheid presenteert dit hoofdstuk 
soortgelijke indices voor de geselecteerde Caribische kleine open economieën. 
Economische kwetsbaarheid wordt hierbij gemeten aan de hand van een aantal 
inherente omstandigheden die van invloed zijn op de kwetsbaarheid voor 
economische schokken, waaronder openheid van handel, exportconcentratie, 
afhankelijkheid van strategische importen en het onderhevig zijn aan natuurrampen. 
Economische veerkracht wordt gekwantificeerd middels de macro-economische 
stabiliteit van het land, marktflexibiliteit (inclusief financiële zekerheid), goed 
bestuur, sociale ontwikkeling en milieubeheer. De resultaten laten zien dat zeer 
kwetsbare Caribische landen hun algehele kwetsbaarheid voor externe economische 
schokken hebben verminderd door beleid te voeren dat economische veerkracht 
bevordert. Bovendien zijn sommige Caribische landen beter uitgerust om externe 
economische schokken op te vangen dan anderen. 

Het institutionele raamwerk van het monetaire beleid in het algemeen wordt 
besproken in hoofdstuk 5. Op basis van literatuuronderzoek worden vier instituties 
van het monetaire beleid onderscheiden, namelijk de doelstellingen van het 
monetaire beleid, de intermediaire doelstelling van het monetaire beleid oftewel de 
keuze voor het monetaire beleidsregime, de monetaire beleidsinstrumenten en de 
onafhankelijkheid van centrale banken. Dit hoofdstuk zet de volgende 
hoofdbeginselen uiteen met betrekking tot de instituties van het monetaire beleid in 
geavanceerde economieën: (i) de hoofddoelstelling van het monetaire beleid is 
prijsstabiliteit, (ii) “inflation targeting” is de belangrijkste monetaire beleidsregime 
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die in deze landen wordt geïmplementeerd, (iii) het gebruik van indirecte monetaire 
beleidsinstrumenten wordt aanbevolen, en (iv) onafhankelijkheid van centrale 
banken is een belangrijk institutioneel hulpmiddel voor centrale banken om hun 
beleidsdoelstellingen te kunnen behalen. Echter, dit proefschrift gaat over kleine 
landen en gebieden die mogelijkerwijs andere richtlijnen hebben ontwikkeld om te 
kunnen overleven. Deze worden in hoofdstuk 6 besproken. 

Hoofdstuk 6 gaat in op het institutionele raamwerk van het monetaire beleid van 
de Caribische kleine open economieën en geeft daarbij grotendeels een antwoord op 
de tweede deelvraag Hoe worden de institutionele keuzes van de geselecteerde Caribische 
kleine open economieën, vooral met betrekking tot hun monetaire beleid, beïnvloed door hun 
omvang? Deze studie past een “mixed method design” toe om deze deelvraag te 
beantwoorden, waarbij er gebruik wordt gemaakt van zowel kwantitatieve als 
kwalitatieve gegevens van een enquête onder de geselecteerde Caribische kleine 
open economieën en officiële documenten in het geval van non-respons. De 
uitkomsten van dit onderzoek geven de volgende vier principes aan met betrekking 
tot de instituties van het monetaire beleid in de meerderheid van de geselecteerde 
Caribische kleine open economieën (in tegenstelling tot de geavanceerde 
economieën), (i) de hoofddoelstelling van het monetaire beleid is 
wisselkoersstabiliteit ( geavanceerde economieën: prijsstabiliteit), (ii) het “exchange 
targeting regime” is  het belangrijkste monetaire beleidsregime, waarbij de 
wisselkoers fungeert als intermediaire doelstelling van het monetaire beleid 
(geavanceerde economieën: “inflation targeting”), (iii) de afhankelijkheid van directe 
monetaire beleidsinstrumenten is een gangbare praktijk, hoewel een duidelijke 
verschuiving naar het gebruik van indirecte instrumenten wordt waargenomen 
(geavanceerde economieën: indirecte monetaire beleidsinstrumenten), en (iv) 
onafhankelijkheid van centrale banken wordt beperkt door de hoge mate van 
leningen door centrale banken verstrekt aan de overheid en het feit dat de 
benoeming van centrale bank presidenten in de meeste landen niet onafhankelijk is 
van de uitvoerende macht (voor geavanceerde economieën: onafhankelijkheid van 
centrale banken is een belangrijk institutioneel hulpmiddel). De nadruk op 
wisselkoersstabiliteit als doel van het monetaire beleid en de wisselkoers als 
intermediaire doelstelling van het monetaire beleid impliceren dat deze landen de 
mogelijkheid verliezen om het monetaire beleid te gebruiken voor 
stabilisatiedoeleinden. Kapitaalrestricties worden daarom door de meerderheid van 
deze landen gebruikt in een poging om de controle over de binnenlandse 
geldhoeveelheid te behouden en om een bepaald niveau van onafhankelijkheid over 
het monetaire beleid te behouden, dat wil zeggen het gebruik van monetair beleid 
voor binnenlandse doelstellingen zoals de binnenlandse inflatie. 

Dit proefschrift behandelt de derde deelvraag Waarom hebben de geselecteerde 
Caribische kleine open economieën voor hun wisselkoersbeleid gekozen? in hoofdstuk 7. 
Alle geselecteerde Caribische kleine open economieën hebben een type vast 
wisselkoersregime (dollarisatie, “currency board”, conventionele koppeling van 
wisselkoersen en “stabilized arrangement”). Deze studie past daarbij, als 
aangegeven, een “mixed method design” toe, waarbij de gegevens van een enquête 
onder de geselecteerde kleine economieën en officiële documenten worden gebruikt 
om de belangrijkste determinanten van de keuze voor de vaste wisselkoersregimes 
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van de geselecteerde economieën te bepalen. De uitkomsten laten zien dat de 
volgende factoren gerelateerd zijn aan de keuze voor een vast wisselkoersregime 
zijn: de omvang van de geselecteerde economieën, hun hoge mate van 
handelsopenheid, het vereiste vertrouwen in hun valuta en de concentratie van 
handel afgewikkeld in US dollar. Een andere mogelijke verklaring voor de keuze 
voor een conventionele koppeling in plaats van dollarisatie is de noodzaak voor 
enige speelruimte voor onafhankelijkheid van het monetaire beleid.  

Verder wordt met behulp van diverse statistische methoden (onder meer one-
way ANOVA, Tukey-Kramer test, Mann-Whitney U test, en Fisher’s exact test) 
gekeken naar een verklaring voor de keuze tussen de vier genoemde 
wisselkoersregimes onderling. De resultaten hiervan suggereren dat grotere landen 
hebben gekozen voor flexibeler wisselkoersregimes in vergelijking met kleinere 
landen. Bovendien doen de uitkomsten vermoeden dat de (voormalige) koloniale 
macht invloed heeft gehad op de keuze van het wisselkoersregime van de 
geselecteerde Caribische kleine open economieën. De omvang van de economieën is 
gerelateerd aan de keuze van het wisselkoersregime in het geval van de 
(voormalige) Nederlandse koloniën, waarbij de kleinere gebieden kiezen voor 
dollarisatie en de grotere landen kiezen voor een conventionele koppeling of een 
“stabilized arrangement”. In het geval van de (voormalige) Britse koloniën is de 
omvang van de economieën gerelateerd aan de keuze van het wisselkoersregime. 
Mogelijk heeft het bestaan van “currency boards” onder de Britse koloniale 
heerschappij grotendeels het huidige bestaan van “currency boards” in het 
Engelssprekende Caribisch gebied beïnvloed. Met betrekking tot het Franse 
Caribisch gebied is een mogelijke verklaring voor de keuze van het 
wisselkoersregime van Guadeloupe en Martinique dat, hoewel deze gebieden qua 
omvang vergelijkbaar zijn met die met een “stabilized arrangement”, deze gebieden 
hebben gekozen voor assimilatie met Frankrijk en bijgevolg voor de Euro als hun 
wettige betaalmiddel, deels om een hoog niveau van economische ontwikkeling te 
behouden. 

De vierde deelvraag van dit onderzoek Hoe wordt het vermogen van centrale banken 
in de geselecteerde Caribische kleine open economieën om hun monetaire beleidsdoelstellingen 
te bereiken ondersteund door instituties die een rol spelen bij het begrotingsbeleid? wordt in 
hoofdstuk 8 verkend. Dit wordt gedaan met behulp van een Chi-square-test om vast 
te stellen of veranderingen in het begrotingsbeleid en die in het monetaire beleid 
onafhankelijk van elkaar zijn. Vervolgens bespreekt dit hoofdstuk de ervaring van 
deze economieën met instituties die een rol spelen bij het begrotingsbeleid. De 
bevindingen van dit hoofdstuk wijzen erop dat het begrotingsbeleid het monetaire 
beleid niet heeft ondersteund bij het behalen van zijn doelstellingen. Ten eerste zijn 
veranderingen in het begrotingsbeleid en die in het monetaire beleid over het 
algemeen onafhankelijk van elkaar. Ten tweede komt dit tot uiting in de leningen 
van de centrale bank verstrekt aan de overheid, de onhoudbare overheidsschulden 
in de meeste van deze economieën en een gebrek aan onderling afgestemde 
monetaire en budgettaire beleidsdoelstellingen. Ten slotte is de houdbaarheid van 
de overheidsschuld geen de facto doelstelling van het begrotingsbeleid, zoals wordt 
gesuggereerd door onhoudbare overheidsschulden in de meeste van de 
geselecteerde Caribische kleine open economieën. Dit laatste is niet bevorderlijk 
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voor het bereiken van de doelstellingen van het monetaire beleid. De beperkte 
aanwezigheid van instituties die een rol spelen bij het begrotingsbeleid (d.w.z. 
begrotingsregels en begrotingsraden oftewel “fiscal councils”) heeft bijgedragen aan 
het gebrek aan begrotingsdiscipline. 

Hoofdstuk 9 gaat in op de vijfde deelvraag Hebben de instituties in de Caribische 
kleine open economieën een positieve bijdrage geleverd aan hun economische prestaties, 
waardoor zij gedeeltelijk het effect van hun omvang hebben gecompenseerd? Het 
theoretische raamwerk ontwikkeld in hoofdstuk 2 wordt in dit hoofdstuk verkend. 
Dit wordt gedaan door het toepassen van statistische methodes (onder meer de 
“two-sample t-test” en de Mann Whitney U-test) om te toetsen of groepsverschillen 
in economische prestaties tussen Caribische landen en gebieden significant zijn. De 
resultaten duiden aan dat betere instituties van conflictbeheersing gerelateerd zijn 
aan een hoger inkomen per hoofd van de bevolking, terwijl zwakke instituties van 
conflictbeheersing in combinatie met een relatief hoge etnische heterogeniteit een 
negatief verband hebben met het niveau van het inkomen per hoofd van de 
bevolking in een aantal landen. Bovendien suggereren de uitkomsten dat politieke 
afhankelijkheid positief gerelateerd is met een hoger inkomen per hoofd van de 
bevolking in de geselecteerde Caribische landen en gebieden, waarschijnlijk omdat 
de (voormalige) koloniale macht meer zeggenschap heeft over de binnenlandse 
aangelegenheden van deze landen en gebieden, wat mogelijk heeft geleid tot 
sterkere instituties. Verschillen in de kwaliteit van instituties van het monetaire 
beleid en het begrotingsbeleid alsmede “legal origin” zijn niet gerelateerd aan 
verschillen in het bbp per hoofd van de bevolking tussen de geselecteerde Caribische 
economieën. 

Bovendien wordt in hoofdstuk 9 een cross-sectie analyse gemaakt naar het 
verband tussen de omvang van landen en de kwaliteit van hun instituties onder een 
grote steekproef van landen over de hele wereld. De resultaten hiervan duiden erop 
dat er geen verband is tussen de omvang van landen en de kwaliteit van het 
begrotingsbeleid en het monetaire beleid. Daarnaast doen de uitkomsten van deze 
cross-sectie analyse vermoeden dat hoe kleiner een land is, hoe beter zijn 
economische en politieke instellingen zijn. Ook wijzen de resultaten erop dat kleine 
economieën met een bevolking van niet meer dan 1,5 miljoen mensen en in het 
bijzonder kleine economieën in het Caribisch gebied sterkere instituties hebben dan 
in de rest van de wereld, mogelijk om hun (economische) nadelen gerelateerd aan 
hun omvang te mitigeren. 

Over het geheel genomen suggereert deze studie dat de omvang van de 
Caribische kleine open economieën, de keuze voor hun wisselkoersregime (die ook 
gerelateerd is aan de omvang van de landen) en hun begrotingsbeleid de 
institutionele keuzes van hun monetaire beleid hebben beïnvloed. De meeste van 
deze landen hebben wisselkoersstabiliteit als hun belangrijkste monetaire 
beleidsdoelstelling en niet prijsstabiliteit, omdat zij geen of slechts beperkte controle 
hebben op de binnenlandse inflatie. Deze studie geeft aan dat de institutionele 
keuzes van de Caribische kleine open economieën de negatieve effecten van hun 
kleinschaligheid mogelijkerwijs hebben gemitigeerd en wellicht positief hebben 
bijgedragen aan hun economische prestaties. 
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Deze studie heeft een aantal tekortkomingen, waarvan de belangrijkste zijn de 
beperkte beschikbaarheid van gegevens en de kleine steekproefomvang. Om deze 
reden worden zowel een “mixed method design” als bepaalde statistische methoden 
in verschillende hoofdstukken gebruikt. Een andere tekortkoming is dat deze studie 
brede maatstaven voor instituties toepast, wat ondermeer impliceert dat de 
bevindingen zorgvuldig moeten worden geïnterpreteerd. Hierbij wordt echter 
opgemerkt dat, waar mogelijk, meer dan één maatstaf is gebruikt voor dezelfde 
institutionele vormgeving om de mogelijkheid van tekortkomingen in de 
bevindingen te beperken. Een bijkomende tekortkoming is dat dit proefschrift 
beperkt is tot de Caribische context. Daarom is het mogelijk dat het niet 
representatief is voor alle kleine open economieën met een bevolking van niet meer 
dan 1,5 miljoen mensen. 

Verschillende beleidsimplicaties volgen uit dit proefschrift. Ten eerste zijn de jure 
instituties van belang voor de economische prestaties van kleine open economieën. 
Echter zonder aandacht te schenken aan de "spelers van het spel", d.w.z. het 
menselijke kapitaal, kan een land eindigen met instituties die op papier perfect zijn 
maar als gevolg van tekortkomingen in de menselijke capaciteit de facto niet 
functioneren. Ten tweede is het importeren van instituties uit geavanceerde 
economieën geen oplossing voor de kleine open economieën in het Caribisch gebied, 
aangezien deze instituties wellicht niet de kleinschaligheidsbeperkingen van deze 
economieën meenemen. Een voorbeeld hiervan is het gebruik van indirecte 
monetaire beleidsinstrumenten. Hoewel het gebruik van indirecte monetaire beleids-
instrumenten de regel in geavanceerde economieën is, zijn ze mogelijk niet geschikt 
voor de kleine open economieën in het Caribisch gebied vanwege hun 
onderontwikkelde financiële markten die de goede werking van indirecte monetaire 
beleidsinstrumenten belemmeren. Ten derde zouden de Caribische kleine open 
economieën, gezien het gebrek aan begrotingsdiscipline, kunnen overwegen om 
bepaalde instituties voor het begrotingsbeleid in te voeren als hulpmiddel om de 
houdbaarheid van overheidsschulden te bevorderen. Ook de coördinatie tussen 
monetair en begrotingsbeleid met betrekking tot de beleidsdoelstellingen is 
essentieel om deze doelstellingen op elkaar af te stemmen. Ondanks hun 
kleinschaligheid hebben kleine open economieën met instituties die een gezond 
begrotingsbeleid waarborgen mogelijk meer mogelijkheden om hun monetaire 
beleidsdoelstellingen te behalen dan die kleine open economieën die deze instituties 
niet hebben. 
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