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Abstract
A notable build-up in the foreign debt stock of the Caribbean Community (CARICOM) has been observed
in recent years. By employing recent developments in panel unit root and co-integration analysis, this paper
finds the major contributing factors to be: the output gap, real effective exchange rate, exports, real interest
rate and current deviation of government expenditure from its trend value. Scenario analyses suggest that
the time periods required to achieve the benchmark foreign debt to GDP ratio of 30%, for some countries,
are too long, given the assumed parameters, but greater fiscal effort or more output growth can shorten these
periods considerably.
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1. Introduction
The external public debt of the Caribbean Community (CARICOM)1 has risen significantly,
particularly during the 2000s. In fact, by 2003, fourteen of these countries were among the top thirty
highly indebted emerging market economies (Sahay, 2005). Servicing of this debt is constrained
by most Caribbean nations being net foreign exchange-users, the increased likelihood of capital
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flight and the possibility of reduced investment as well as limited government resources that must
be channelled toward meeting these obligations rather than utilised for growth and development.
Clearly, appropriate policy reactions must be identified which requires one to first determine
the factors contributing to this rapid rise in external debt. Thus, this paper empirically evaluates
the major variables influencing the growth of such debt in twelve CARICOM countries. A model
of debt accumulation is developed and estimated using non-stationary panel data analysis over
the annual period between 1987 and 2005. Based on this model, the paper also assesses how the
international financial institutions benchmark for external debt to GDP, of 30%, can be reached
through changes in the output and government expenditure gaps.
The remainder of this paper is structured as follows. Section 2 provides an overview of how
the external debt of the countries investigated has evolved, as well as the factors accounting for
these changes. The third section gives a review of the relevant theoretical and empirical literature.
Section 4 describes the debt accumulation model, the methodology and the data used. Section 5
presents the empirical analysis and results of the study. Conclusions and their policy implications
are noted in the sixth section.
2. The behaviour of external debt in the caricom economies
After rising sharply over the 1987–1990 period, total external public debt of the CARICOM
countries under review fell steadily until 1999 but escalated thereafter (see Fig. 1). The indebtedness has been influenced by similar factors such as natural disasters, fluctuations in export prices,
large amounts of development expenditure, and events that affected international travel.
The impact of terms of trade shocks is best exemplified in Trinidad and Tobago, an oil-based
economy. For instance, a slump in oil prices eventually led to a sharp increase in external debt
from 1987 to 1989. However, these liabilities generally declined since the early 1990s, mostly
reflecting the relative ease of repayment afforded by strong export performance of the country’s
energy and manufacturing industries.

Fig. 1. Total external public debt of the CARICOM countries.

