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ST.KITTSAND NEVIS

INTRODUCTION

In recent years the tourism sector has become the mgor source of foreign exchange earnings,
income and a mgor source of employment. The dowdown in the sector has been reversed in the
last few years by aggressive marketing and addition to the stock of hotd rooms. Room capacity
continues to expand and another 1000 rooms would shortly come on sream. However, the
sector is dill plagued by a shortage d regularly scheduled airline seats and resort to back-to-back
chartersfor filling the hotel rooms.

The production of sugar dill remains a mgor source of employment and income, if not foreign
exchange earnings. It viability is threatened by the high @st of production compared to the price
it fetches on the European market. Progressive liberdisation of the market for sugar in the
European Union is likely to force the price paid for Caribbean sugar downwards and result in a
further price cost squeeze on the indudtry.

RECENT ECONOMI|C PERFORMANCE

Over the period 1986 to 1998 the economy of St. Kitts and Nevis grew a an average rate of
75% annualy. However, the performance of the economy can be divided into three digtinct
sub-periods.  The high growth rates of the early 1980s carried over into the period 1986 to 1989
and the rate of growth averaged 8.8% and a rate of growth of 20.4% was achieved in 1988. The
growth during this period was fuded by expanson in the tourism, congruction and
communication sectors and to a lesser extent financia services. The congtruction sector grew at
a rae of 254% annudly during this sub-period buoyed by expanson in the tourism sector.
There was ds0 expanson in the economic and socid infrastructure of the country. The Tourism
sector expanded at an average annud rate of 7.5% but this rate would have been higher but for
the passage of hurricane Hugo in 1988. The communications sector grew rgpidly and the annua
average growth rate recorded for the period wes 30.6% and a rate in excess of 60% was achieved
in 1988. Meawhile the agriculturd and manufacturing sectors experienced much dower
growth. In particular vaue-added in the agricultura sector for 1989 was only 0.07 percentage
points higher than the level achieved in 1986. This was largdy due to 7% decline in output of
that sector consequent on the passage of hurricane Hugo in 1988.

During this period the deficit on the current account of the baance of payments widened from
11.3% of GDP in 1986 to 32.2% in 1989. The passage of hurricane Hugo led to a EC$53m
increase in merchandise imports between 1998 and 1999 while exports increased by EC$11m.
Except for 1988 the Overdl balance of payments recorded an overal surplus during the other
years. Capitd trandfers amounting to 5% of GDP and Foreign Direct Invesment (FDI)
averaging 16.4% of GDP were able to offsat the widening current account balance.

The period 1990-1994 was marked by a period of much dower growth, which averaged
goproximately 4.2 - less than one hdf of the growth rate achieved during the earlier period. A



St Kitts and Nevis

negative growth rate of -16.8% in the agriculturd sector in 1990 and a further decline of 3.4% in
1994 accounted for dowing of expanson of the economy during the period 1990-94. At the
same time expanson in the condruction and tourism sectors also dowed from the highs achieved
in the 1980s. Only the communications sector continued to grow a a rapid pace, but this rate of
growth was much less than what was achieved in the earlier period. The generd dow down in
the world economy, consequent on the gulf war, compounded by after effects of the passage of
hurricane Hugo in 1988 accounted for the decline in growth rates.

This period saw the steady improvement of the current account of the baance of payments as it
narrowed from 35.1% of GDP to 14.55%. Merchandise exports increased by 18% annuadly
while imports grew a a rae of 21% annudly. Meanwhile, earnings from tourism increased
from an average of EC$92m in the early period to an average of EC$169m during the period
1990-94. Not surprisingly, the overdl baance of payments recorded a deficit of EC$17.4m in
1990 but improved steedily thereafter except for 1992 when a smdl deficit was redised. In this
period FDI flows declined dightly to 13.8 % of GDP and Capitd trandfers declined to less than
3% of GDP.

Since 1994 the economy of St. Kitts-Nevis has been in gate of dmost continuous adjustment to
hurricanes.  Hurricanes Louis and Marilyn in 1994 resulted in a reduction in the rate of growth to
3.5% in 1995. The years 1996 and 1997 were periods of recovery but hurricane Georges in 1998
led to a reduction in the rate of growth to 1.64%. The country was again affected by hurricanes
Lenny and Jose in 1999. The destruction wrought by 4 hurricanes in the space of 5 years is
ample evidence of the extreme vulnerability of the economy. The frequent passage of hurricanes
and other naturd disaster not only leads to interruption of economic development but increases
the burden of debt on the economy since damaged infrastructure have to be rehabilitated with
additiond loans.

Growth in the economy during the period 19951998 was fueled by expanson in the
condruction, communications, financid services and tourism  sectors. In particular the
communications sector expanded a a rate of dmost 10% on average during that four-year
period. The peformance of the agricultura sector was mixed as the sector contracted
ggnificantly in the years tha followed the passage of mgor hurricanes. The tourism sector dso
responded in the same way after the hurricanes but only in 1995 was there a decline of the sector
(-21.9%).

The ingability in the red sector as a result of the adjusment to many hurricanes during this
period led to some ingability in the current account of the baance of payments. While the leve
of imports continued to grow at a farly rgpid pace (5.7%) due to rehabilitation and the inflow of
FDI mainly in the tourism sector, exports grew rather more erdicdly. FDI inflows fdl to
11.96% of GDP but increased earnings from tourism services and the inflows from insurance
cdams arisng from the hurricane damage to private property generated overal surpluses on the
balance of payments except for minute deficit (EC$1.6m) in 1996.
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RECENT FISCAL PERFORMANCE

The fiscd performance of S. Kitts and Nevis has been characterised by extreme fluctuations in
the fiscd account partly as a result of disruptions in the economy caused by hurricanes and partly
caused by periodic generous wage settlements and transfers to public enterprises.  During the
period 1984 to 1989 the current account strengthened from a deficit equivaent to 4.1% of GDP
in 1985 to a surplus equivaent to 2.8% of GDP by 1989; but deteriorated thereafter except for
improved performances in 1993 and 1997. The current account surplus in 1997 increased to
1.8% of GDP but fdl again to less than 0.5% by the end of 1998. Despite moderate outlays on
public sector investments, the overadl baance resulted in increasing deficits which peaked a over
6.0% of GDP by the end of 1998. The deficit was financed by extensve use of non-concessond
borrowing. . Kitts has been graduated as an IDA €ligible country and has experienced reduced
concessond flows since 1992.

Recurrent revenues averaged 27.6% of GDP during the period 1984 to 1994; but rose sharply to
36.1% of GDP by 1997 following mgor reforms in tax assessments and collection at the Inland
Revenue. Overdl revenue buoyancy averaged 1.0 over the period 1984 to 1998. Tax revenue
buoyancy averaged 1.2. However, taxes on internaiona trade showed less encouraging results
with an average buoyancy ratio of 0.9 during the same period. Revenue flows from internationa
trade showed a greater susceptibility to disruption as a result of hurricanes than was the case with
domedtic taxes. Additiondly, government’s policy to the adminidration of fiscd incentives and
ad hoc concessions resulted in low rates of collection of customs revenue. Only about 48.0% of
potentia revenue from that sourceis realised.

The ratio of recurrent expenditure to GDP had fdlen from 32.4% in 1984 to 24.5% in 1991; but
rose sharply to 34.3% by the end of 1997. The sharp increase in the latter period was largely due
to subgtantiad wage adjusments and increased employment following the introduction of an
goprenticeship programme to encourage employment growth in the public and private sectors.
On average interest payments increased annudly by 19.2% followed by transfers at 14.1%,
sdaries and wages 12.4% and goods and services by 7.0%. The rise in interest payments reflects
the increasing use of non-concessond financing from 1995 onwards.

The disbursed outstanding externd debt rose rapidly from EC$71.8 million in 1988 to EC$295.3
million by the end of 1998. Although incomplete information on the sectord dlocation of this
debt is avalable, a large portion of the totd being classfied as multi-sector debt, the tourism and
communications sectors accounted for 161 and 154% of total externd debt respectively
according to available data.

Sectora dlocation of expenditure did not change sgnificantly over the period 1990 to 1995.
Generd adminigration continued to consume over 38.0% of revenue resources dlocated to
recurrent expenditure, with education accounting for just over 15.0%, economic Services
(including tourism) 13.0% and hedth 13.8%. The baance of resources was shared between
socid security and welfare, housing and community development and other services. The share
of wages and sdaries in total recurrent expenditure rose from 42.9% in 1984 to 50.7% in 1998.
The share of interest payments also rose from 7.2% to 10.6%; and transfers from 4.4% to 10.9%.
In contragt, the share of goods and services for the same period declined from 45.5% to 27.8%.
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Current trends indicate the need to rationdise employment and pay policy within the civil service
as wdl as to adopt a more prudent gpproach to debt management. The increasing levels of
transfers rase issues affecting public enterprise management  including pricing  policies,
commercidisation and divestment of Sate assets.

STRUCTURE OF REVENUES

Although the share of taxes on internaiond trade fell from 42.9% in 1984 to 36.4% in 1998, the
apparent shift has been caused by the increasing importance of domegtic tax revenue which rose
from 20.0% of totd revenue in 1984 to 37.7% of tota revenue in 1998. As a per cent of GDP,
however, taxes on internationd trade rose from 13.3 to 14.1 while domestic taxes increased from
6.2 to 12.4 and non+tax revenue fell from 11.5t0 9.4.

S. Kitts and Nevis abolished persond income tax in 1981; but introduced a flat tax on income,
referred to as a socid services levy, in 1984. Basicdly, the tax dructure is Smilar to those of the
other OECS countries and conssts of the following:

Taxes and Charges on Domestic Goods and Services

socid services levy on sdaries and wages at the rate of 6.0% (3.0% borne by the employee
and 3.0% borne by the employer;

corporate income tax at 38.0% of net income;
ahousetax at 5.0% of annua rental value;

land tax a rates ranging from $1.00 to $12.00 vaying for cultivated, uncultivated but
cultivable and uncultivated and uncultivable land;

land transfer tax a 8.0% of trandfer value to be paid in equd portions by the purchaser and
vendor;

condominium tax a 5.0% of transfer or conveyance vaue to be paid in equa portions by the
purchaser and vendor;

consumption tax on localy produced goods a a basic rate of 15.0% with varying raes for
clothing, rum and beer; and on professona services a 4.0%;

excise duty on rum ($1.20 per gallon) and sugar ($1.00 per 100 Ibs);
hotel room tax at 7.0% of bill charge, including food and beverage;
entertainment tax on ticket price;

traderstax at 3.0% of saes, above athreshold of $8,000.00, not liable to corporation tax;
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insurance premium tax a 5.0% of the vdue of nonlife premium with a regidraion fee of
$2.00 for every $1,000.00 of premium sold up to a maximum of $30.00;

atax on overseas telephone cdls at 5.0% of the billed charge;

atax on cable TV a $3.00 per month for each consumer;

avehiclerentd levy a 5.0% of rentd charge;

anumber of licenses on trade, professions and motor vehicles.
Taxes on Internationd Trade

import duty at rates varying between 5.0 to 35.0% with specid rates on agro and agro-
processed products rising to 40.0%;

a consumption tax a a generd rate of 15.0% with lower rates for clothing, basic food items
and indudrid gases ad specific rates for petroleum, alcoholic and other beverages and
tobacco;

acustoms service charge at 3.0% of c.i.f. vaue
amercantile tax of 10.0% of the value of duty-free goods;

embarkation tax levied on departing passengers at arports at $10.00 for residents and $27.50
for nonresdents and a trave tax of 10.0% of the vaue of arline tickets originating from
. Kittsand Nevis.

Withholding tax a 10.0% on profits, management fees and expenses, technica services,
accounting and auditing services, roydties. Non-lifeinsurance premium and rents.

The tax dructure in &. Kitts and Nevis has remained generdly compatible with WTO standards.
However, variation occurs in the gpplication of embarkation tax with a higher rae for
non-nationds which may not be drictly in line with MFN principles.  The requirement for
non-nationals to obtain a license and pay a fee before entering into land transactions dso appears
to be in violation of these principles. Although the customs service charge a 3.0% is lower than
in most OECS dtates, the current rate till exceeds the limit dlowed for cost recovery.

. Kitts and Nevis reliance on internationd trade taxes is lower by comparison with other
OECS dates, dthough it has progressed only up to Phase Il of the common externd tariff
implementation schedule.  The high proportion of domedic taxes derives from the extensve
range and breadth of taxes on domestic goods and services, including a consumption tax on
professond services, insurance premium tax, a tax on oversess telephone cals, on cable TV and
on vehicle rentds. The diverse nature of the tax Structure cals for consolidetion of interna taxes
on goods and sarvices into a sngle intersectord tax that will be less complicated and codlly to
adminigter.
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RECENT TAX CHANGES

Since the mgor tax reforms in 1981 in which the tax burden was shifted more towards
expenditure than income, St. Kitts and Nevis has continued to take regular revenue enhancement
measures. In 1997 the following tax changes were implemented:

traders tax was increased from 2.0% to 3.0% of sales;

consumption tax on services was increased from 2.5% to 10.0%;

the socia services levy wasincreased from 4.0% to 6.0%;

vehicle and drivers license fees were increased substantially;

the base of the consumption tax on imports was broadened to include import duties as part of
the taxable vaue;

business and professiona fees were restructured.

Taxes and fees from offshore sarvices have assumed mgor importance in Nevis risng from $2.8
million in 1996 to $4.5 million by 1998. Mog of the receipts from this source derive from
regidtration and annud fees which together accounted for $4.3 million of the totdl.

FISCAL PROSPECTS

The effects of intermittent naturd disssters and unfavourable market conditions for sugar in
St. Kitts and Nevis over the past several years have interrupted sustained growth in the economy
and a the same time weskened fisca performance. The prospects for early recovery will be
chdlenged by the increesng rate of non-concessond borrowing and the generous wage
adjusments that have been a feature of the recent past. The authorities intend to commisson a
sudy on revenue measures that will help to stabilise the fiscd account. Some of the measures
that are being examined include:

aredructuring of the property tax to shift the base from annual rental to market value;

an expansion or readjustment of petroleum taxes,

afurther adjusment of the socid services levy;,

a50.0% increase in property transfer fees,

a gened review of utility tariffs (current data indicate that operating expenses of the water
department for 1998 exceeds revenue by more than 100.0%);

a review of the incentive framework and socid safety net to reduce the high cost of revenue
forgone.

At the same time the government plans to grant higher spending priority to improving its human
resource by introducing computer literacy a the primary level (secondary schools dready
recedve computer training), upgrading hedth sarvices by rehabilitation of plant and
decentrdisation and generdly upgrading economic infrastructure.

The authorities believe that dl these measures will together reduce the fiscal deficit by 1.0% in
the short term and bring the fiscal account in balance by 2003.
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There are a number of other initiatives which will contribute towards this sabilisstion. These
include:

maintaining and deepening the systems and procedures to srengthen the adminigtration of
income tax and other inland revenues, including property tax and licenses (SIGTAS); dready
the new system has increased tax coverage by an estimated 50.0%;

improvements in customs adminisration (CRM and ASYCUDA) which have so far helped to
minimise the impact of tariff adjusments;

budget reform which has the potentid to improve resource dlocations, eiminate waste and
identify areas for possible commercialisation or cost recovery;,

enhancing the accounting and regulatory sysem to mantan better control on public
spending (SIGFIS).

Degpite the initiatives enumerated above, there are a number of issues that must be addressed to
mantan sustaned improvement in the fiscd account. These issues fal under the broad
categories of:

Tax reform

Public sector reform

Budget reform

The ratio of recurrent revenue to GDP in &. Kitts was 36.1 in 1997, the highest in the OECS
region. The unequa didribution of taxes on a sectorad bass crestes serious digtortions in burden
sharing and encourages nortcompliance and a tendency to make arbitrary assessments that are
largely ignored by taxpayers. This together with the present weekness in tax adminigtration in
enforcing tax laws results in increesng arears.  Complicated tax laws condrain the ability of tax
officids to enforce collection dthough this problem has been allevigted by the assgnment of
lega support to the inland revenue department. Recent initiatives have been taken to strengthen
inland revenue through the SIGTAS programme, including the dreamlining of operaions,
computerisng assessment and collections processes, smplifying some sections of the tax laws
and improving the technica skills of tax officers.

The current incentive regime further distorts burden sharing among sectors as wdl creating
opportunities for evason of tax on other taxable incomes. Customs revenue is affected smilarly
through the generous concessions granted to preferred sectors and on an ad hoc basis. It is
estimated that nearly 52.0% of potentid revenue is not collected as a result of exemptions and
concessons granted. The incentive framework itsdf is not as transparent as it should be,
dlowing for discretionary grants with little consgtency in ther gpplicaion.  Additiondly, the
recipients of benefits under the incentive scheme are not held accountable for benefits received.
All this undermines the authority of both inland revenue and customs officids to enforce tax
compliance.

A review of the range of taxes currently adminisered in St. Kitts and Nevis reveds another area
of ingffidency which should be citicdly examined. Given the present cgpacity in the two
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principa revenue departments — inland revenue and customs - there is need to review the number
of taxes which have to be administered and to assess ther cost effectiveness. Any tax reform
programme should focus on fewer and broad based taxes with wide coverage that do not
discriminate between sectors. & Kitts and Nevis has aready made some advances in this
direction by extending its consumption tax to professond services dbet a a lower rate than is
applied to goods.

Recurrent expenditure in 1998 was equivdent to 355% of GDP. The share of wages and
sdaries in tota recurrent expenditure stood a 50.7%. At the same time the cost of
adminidrative services took up 38.8% of the recurrent expenditure budget. These ratios indicate
a need to review the operations of government with a view to rationdisng the dlocation of
resources cons stent with government’ s overal goals and objectives.

Government scded down employment in the public service after the expiration of the work
experience programme which provided for supporting temporary employment both within the
public sector and in the private sector. Nonetheless a comprehensive review of manpower needs
and a review of government's wage and incentive policy would go a long way in raiondisng
expenditure on the various services, in paticular the generd adminidtrative services.  An inward
looking approach to wage setting has brought civil service sdlaries & mid and upper management
out of line with those paid by private sector comparators. This requires readjustment if
government is to be competitive in the market for required skills. Annua wage adjusments are
negotiated through the wage bargaining process which does not necessxily follow preset
paraneters.  Mutualy acceptable guiddines between government and representative unions
would bring transparency and consstency in the factors determining the rate of adjusment to be
made annudly.

The government has recently completed implementing a budget reform programme designed to
evduae government expenditure programmes and to monitor performance.  The programme,
which is supported by the introduction of a standard integrated government financia information
sysem (SIGFIS), has the potentia to strengthen the review process for the dlocation of budget
resources, enhance accountability of management and operators and to generate management
information to facilitate policy reformulation. However, the goplication of the new sysem on a
rigid organisationd and planing dructure does not permit much  flexibility in  resource
dlocation.  Although in principle a drategic gpproach to programme design and resource
dlocation is followed, in practice programmes ae desgned aound rigid inditutiond
arrangements that does not allow for objective assessment of actual resource needs consstent
with changing priorities. Neverthdess the new sysem has enabled more control on spending
and has facilitated greater andysis of expenditure.

One of the obvious benefits is the production of data to review the effectiveness and unit cost of
providing services to the public and interndly. Some of this information can be used to upgrade
cost recovery charges and as a basis for commercidisation or divesment of socid and economic
services presently provided by government.

Public sector investment in 1998 amounted to 8.1% of GDP. In a dStuation of low current
account savings (only 0.5% of GDP in 1998) and the virtud eiminaion of grant funding and
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concessionary financing the public sector borrowing requirement in that year was as high as
6.4% of GDP. While the debt ratio is sill at a moderate level at 43.9% of GDP debt service cost
dready consume 10.6% of recurrent expenditure. While economies of scde in providing basc
infragtructure and the need to provide utilities and other infrastructure in both parts of the
federation tend to magnify investment expenditure, more careful sdection and prioritisation of
projects should help to keep the public debt and debt servicing costs within managesble levels.

MEDIUM POLICY OBJECTIVES

The medium term policy objectives are rdaed to the following:

()

(i)

(iii)

Increasing the level of saving and investment. Nationa saving as a percentage of GDP
has decline from 33.8% in 1992 to approximately 20% in 1998. Both the public and
private sectors are responsble for this declined. At the same time investment as a
percentage of GDP increased from 38.7% in 1992 to 51% in 1998. Much of this is
related to rehabilitation after the hurricanes. The saving-invesment gep is financed by
foregn savings. This has come largely in the form of loans, much of which have been
contracted on a non-concessond basis dnce rigng per capita income has led to the
country being graduated from access to soft funds.

Fiscal consolidation: As noted above, the levd of government saving has been on a
declining trend since 1992. Although revenue growth has been robust expenditure has
increased at a fader rate.  The mgor dement of increase has come from personnd
emoluments which account for gpproximately 50.7% of GDP. This has been the result of
sdary increase which average about 10-15 % annudly, in addition to a thirteenth month
sdary pad in December and a temporary work programme aimed a providing young
persons with experience. Fiscd consolidation would require: the continuation of recent
improvements in tax collection & customs and inland revenue departments, reduction of
tax exemptions, introduction of appropriately designed property taxes, increased levels of
cost recovery in utility services and health, and expenditure control.

The development of a comprehensive framework for economic management: The
devedlopment of the economy would be faclitated by a comprehensve and integrated
development drategy. Severd steps have been made in this direction these include:

(& Strategic visoning in conjunction with the World Bank Vision 2020 programme;

(b) A coherent medium term drategy thet will guide budgeting decison;

() A financid programme to guide short term policy actions;

(d) Improvement in the sdection of capitd projects so that they are more in line with
sectoral objectives,
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(¢ Andyss of the recurrent financing implications of capitd projects within a
multi-year framework;

() Comprehensive budgetary reform to move from line item to programme budgeting.

(iv)  The regulatory environment: The 1998 MTESP recognised the importance of an
gopropricte  macroeconomic framework to encourage domestic and foreign investment
and to enhance the competitiveness of the economy. In this regard, the government has
sought to make the tax regime more favourable to private sector development by
reducing the corporate income tax from 40% to 38% with the intention of progressvely
reducing it to 35%. The government is committed to reviewing the Fiscd Incentives and
Hotd ordinance Acts - the mgor planks of the incentive regime. The review will be
amed & the following:

(& reforming the incentive scheme to make it more performance rdaed and include
tax incentivesfor training;

(b) ensuring that smal hotds enjoy samilar benefits to those currently enjoyed by their
larger counterparts,

() revisng the scheme in order to encourage locd investors in new export oriented
menufacturing and sarvices, including data processng and busness and financid
SEViCes.

SECTORAL STRATEGIES

The Authorities in St. Kitts-Nevis are focussng on four mgor aress for the development of the
economy over the medium-term. These are Agriculture (both sugar and non-sugar), tourism, the
sarvices sector (including offshore financid services) and manufacturing.  The specific drategies
for these sectors will be discussed under the appropriate sub heading. However there are some
cross cutting issues that affect dl four sectors that can be discussed a this point. These are
related to economic infragtructure, socid infrastructure and the environment. These are potentid
congraints to the development of the productive sectors and would need to be addressed if the
country is to take advantage of the opportunities afforded by trade liberdisation.

ECONOMIC INFRASTRUCTURE

The infrastructure of St. Kitts and Nevis has undergone significant improvement in recent years.
Both S. Kitts and Nevis have built new segports, In the case of . Kitts the new port is used
mainly as a tourist termind, while the new segport in Nevis is a multi-purpose port. The cruise
termind was established as a mgor dtraction to large cruise ships and sSgnificant debt was
contracted to complete it. It was damaged on three separate occasions by hurricanes.  Since the
damaged inflicted by hurricane Lenny in 1999, it has not been repaired, but, never the less there
were more cruise ship cdls in 2000 than ever in the idand's hisory. This brings into question
the wisdom of building the cruise ship port in the first place, snce many of the cruise lines have
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daed that sgnificant investment cruise terminds is unnecessary. The authorities have dated
that the cruise ship facility will not be recondructed in its current form given its susceptibility to
hurricane damage. Both countries have aso up-graded their arport fecilities. In the case of
Nevis the ardrip has been lengthened to take mid-szed, propdler driven aircraft used by the
two arlines that offer scheduled service to the federation. The arport termind buildings in
St. Kitts has undergone a EC$60 million refurbishment and expansion.

Electricity generdtion capacity has adso been improved with the inddlaion of a new
14-megawatt generator in St. Kitts.  This would improve the existing capacity and provide for
the projected demand that would come from the dmost doubling of hotd room capacity thet is
expected in the next few years.

The water supply is usudly adequate during the wet season but some shortages occur in some
aress in St Kitts during the dry season. It would be necessary to improve the water supply to
take care of the projected expansion in the tourist sector.

The road network in S. Kitts is good and significant improvements have taken place during the
last couple of years. In Nevis the road network needs upgrading but this would be handled by a
CDB financed project.

SOCIAL INFRASTRUCTURE

The development of human resources has been identified as a criticd prerequiste for the
improvement of the competitiveness of the economies. In addition, it is dso a socid service to
the society and one of the more effective avenues for the redidtribution of wedth. While the
output of the education system - both in terms of quantity and qudity - is generdly good, it is
inadequate to build sustainable competitiveness. Hence much effort and finance would need to
be expended to upgrade the qudity of the education sysem. The Government of . Kitts Nevis
spends about 15% of current expenditure on education. However most of it is on personnd
emoluments and not much isleft over for supplies and materids.

The Badc Education project which was officidly launched in 1996 is amed a improving the
quaity education through teacher training, curriculum development, condruction of new schools
and the refurbishing of the exising stock. The Minigtry of education was used as the pilot for
the programme budgeting exercdse and the edablishment of an education planning divison
daffed with a qudified education planner have greatly enhanced the management of the
education sector.

Access to and improvement in the qudity of education would be enhanced by the following
initiatives identified in the 1998 MTESP.

() Improvement in the efficiency and effectiveness of education management a al levels of
the sector;

(i) Improvement in technical and vocationa education training programmes,
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(i) Expandon of tetiary education programmes a the Clarence Fitzroy Bryant College
through offering firsd year Universty of the West Indies courses and the establishment of
aHospitdity Divison;

(iv)  Deveopment of training programmes for middle managersin industry; and

(v) Exploration of financing options such as cost recovery in the sector, paticularly in the
area of tertiary education.

The provison of adequate leved of primary hedth care a a reasonable cost is one of the mgor
chdlenges for the authorities It would require dgnificant enhancement of the hedthcare
ddivery sysem. This would involve improvement in both, the management of the system, and
the physcad infragructure. At present expenditure on hedth accounts for approximately 13.8%
of the recurrent budget. Severd hedth sector studies undertaken in recent times point to a
number of deficiencies in the sector. These include the intractability of the system, productivity
and client care orientation. In particular the 1998 MTESP notes that the sector needs to address
poor qudity assurance, week planning capacity within the sector, the absence of capacity to ded
with mentd hedth and substance abuse. The wesakness in government finances and the need to
generae savings to improve socid and economic infrastructure had prompted the administration
to begin looking a cost recovery mechanisms and greater private sector participation in the
provision of hedth services.

THE ENVIRONMENT

Like mogt smdl idand economies, . Kitts and Nevis must dways be aware of the fragility of
its ecosysem. This is paticulaly so snce one of its maor indudry, tourism, is heavily
dependent on the preservation of the environment but at the same time can be heavily destructive
of the environment. Thus greter atention has to be pad to environmental issues including
protection of the fragile ecosysem, bio-diversty, environmenta impact assessment and generd
environmenta issues. The mgor environmenta problems facing the country are:

) inadequate solid waste management;

(i) marine and coastd pollution

(i)  soil and beach erosion; and

(iv)  lack of urgency among natural resource users to adopt/embrace sustainable use practices.

The establishment of the Solid Waste Management Corporation (SWMC) under the World Bank
project for the OECS is seeking to address the inadequacy of solid waste management.  Steps ae
being taken to reduce the incidence of marine pollution like refusd of building permits and
repar and rehabilitation of mafunctioning sewage disposd sysems. The passage of severd
hurricanes in recent years has aggravated the problem of beach eroson which results from

illegd beach sand mining and poor congruction practices.  In addition soil eroson especidly on
the fringes of ghauts is becoming a criticd problem and may have resulted in flooding and
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muddides which affected the cepitd city in 1998. The country is receiving much needed
technicd assgtance to promote sustainable uses of it s resource base and severd awareness
programmes have been undertaken to sensitise the citizens of the country on thisissue.

1. AGRICULTURE SECTOR
Sectoral Contribution and Performance

In spite of its reativdy smdl sze and difficulties experienced in the leading crop indudry,
agriculture remains a dgnificant component of the . Kitts economy, generating 42% of
merchandise exports and employing about 35% of the labour force. Agriculturd production has
traditionally been synonymous with sugar (St. Kitts) and cotton (Nevis). While S. Kitts has
continued production of sugar cane despite the difficulties experienced in the indudry, cotton
production in Nevis has been essentidly replaced by a mix of vegetable production and smdl
ruminant rearing. St. Kitts is estimated to house a total cultivable area of about 15,000 acres, of
which sugar cane cultivation occupies 80% of the cropped area. Tota acreage under sugar cane
cultivation is currently less than 12,000 acres.

The reative importance of sugar to agriculture is seen in the pogtive reationship between sugar
production and agricultura GDP growth. High postive growth in gross vaue added from
sugarcane production exerts a strong upward pull on overal crop production and agriculturd
GDP. This is clearly indicated in Table 13 over the 1996 and 1997 period, where sugar cane
production surged in response to favourable market prices. Similarly, negative growth in sugar
cane cultivation in 1995, and more 0 in 1998 exerted a strong downward pull on crop
production, resulting in decline in the gross agriculturd output. The passage of Hurricane
Georgesin late 1998 adversely affected production in 1998 and 1999.

Table 13
S. Kitts & Nevis: Shareand Growth Indicators, Agriculture Sector

Real Prices (1990) 1990-94 | 1995 1996 1997 1998 1999
Avg.
Agricuture  Share  in 6.81 5.86 6.09 6.84 6.03
GDP %
Agricultural GDP 4.08 -5.54 10.01 20.68 -10.45
growth %
- Crops 4.33 -3.66 14.53 34.14 -20.95
- Sugarcane 3.32 -0.10 13.07 49.78 -21.31
- Livestock 6.70 571 541 513 4.88
- Forestry 4.38 4.64 -0.38 3.05 6.04
- Fshing 1.26 1.03 5.25 11.24 -8.97
Real GDP Growth 3.85 3.46 5.90 7.33 1.64
Source: CSO
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The reationship between the performance of sugar cultivation and growth in the agriculture
sector is not as strong as in the banana-producing economies of the OECS. This is illugtrated
when the economy grew by 3.4% despite a 5% contraction in agricultural GDP. This rddivey
minor influence of the primary agricultura sector on economic growth derives from the
relatively low share (less than 10%) primary of agriculture to GDP. Gross agriculturd output
has been on the decline snce 1977, when its contribution to GDP was 18.4%. Between 1980 and
1989, the sector’s contribution to redl GDP declined further to 12.0%. The 1990s aso witnessed
a continuation of the declining percentage share of agriculture to GDP, averaging roughly 6%
between 1990-1999. This trend is reflective of both a reduction in agriculturd activity as well as
deteriorating performance of the leading crop industry, sugar.

The sugar industry benefits from the EU Sugar Protocol quota and the US quota.  For this reason
sugar exports depend totaly on these preferentia arrangements.  In fact more than 90% of the
sugar produced in . Kitts is exported to these markets with the EU market being the larger.
The sugar industry has been experiencing decline snce the mid-1980s, due largely to
organisational and manageria problems that were accderated with low sugar production and
risng production costs. In 1987 the government took over the debt of the industry amounting to
EC$56.2 million and another EC$31 million accumulated up to 1991. Mogt of its operaing
expenses are covered by an overdraft facility from the Nationa Bank of S. Kitts.

As indicated, sugar cane production displayed some variability over the 1994-1999 period, due
in part to drought conditions which resulted in a 21% decline in output in 1998 compared to the
peak output of 305,181 tons in 1997. Between 1997-1999 output of sugar declined at an average
of 24.8% to 16.945 tonnes. This was dtributed to lower yields and a reduction in acreage under
cultivation. Sugar exports followed a amilar pattern set by production. All sugar produced in
. Kitts is exported to the UK market and to a lesser extent, the US market. The continued
ingbility to maintain its quota could have profound reaching implications for the future of sugar
exports from . Kitts.  The vaidbility in export volumes could dso be reflective of the
deteriorating production and factory efficiency levels.

Table 14: Sugar Industry Performance Indicators 1994 — 1999

Tons& EC$M 1994 1995 1996 1997 1998 1999
Sugar Cane Production 180,494 | 180,285 | 203,740 | 305,181 | 240,077 | 196,784
(Tons)

Sugar Exports. Tons 19,980 | 19,282 | 19,638| 29,998| 22,475| 16,945
Sugar Exports. EC$M 31.0 35.1 30.5 47.9 32.8 26.1
Tota Merchandise NA 96.86 102.6| 13546 | 127.52 125.8
Export (EC$M)

Source: S. Kitts Sugar Manufacturing Company

As indicated, a 13% increase in sugar cane production in 1996 yielded less than 2% in increased
sugar production. Productivity improvements appeared to have played some @t in the doubling
of both sugar cane and sugar production in 1997. However, the steady decline thereafter
suggests that these productivity improvements were not sustained, which made the industry
vulnerable to externa conditions. In 1999, the externa price fell by 4.8% to EC$1,700 per ton.

14



St Kitts and Nevis

As a reault, revenue from the export of sugar, which accounted for 36.2% of tota merchandise
export revenue in 1995 was reduced to 20.75% in 1999. Ingpite of the difficulties experienced in
the sugar industry, sugar cane cultivation mantaned its dominant share of agriculturd GDP in
the 1990s.

By the end of 1999, however, there was uncertainty regarding the future of the sugar indudtry in
. Kitts paticulaly given the criticd dgtuation regarding its financid viability.  Increesing
production cogts and low world market prices have led to greater concentration on agriculturd
diversfication, which is adso being encouraged in order to reduce the dependence on food
imports. However, due to the intense competition between land under sugar cultivation and land
for housng and tourismrelated condructions, as wel as the geologicd condrants, the
development of non-sugar-cane agriculture has been very dow and ungtable. As a reault, the
contribution of non-sugar crops to GDP has remained smdl over the years averaging 0.94%.
Non-sugar agriculture comprises largdy of part-time, subssence famers engaged in mixed
cropping of root crops and vegetables.

Short-term crops, mainly white potato, peanuts, onion, tomato, sSweet pepper, pumpkin,
watermelon, cabbage and carrot, are being grown to meet increesng locd demand. Some
improvement in non-sugar production was reported over the period, abat with mixed results.
Avalable data indicate that the production of non-sugar crops has been ungable during the
period 1994-1999 as some of the mgor crops recording an increase while others recorded
decreased output. Production of cabbage has tended to increase over time while tomato and
white potato production tends to fluctuate around 100,000 and 150,000 kgs per annum,
repectively (Table 15). Production of onion, yams, pumpkin and watermelon has been showing
adeclining trend during the period.

Table 15
St. Kittsand Nevis. Performance of Non-Sugar Production
('000 kg) 1994 1995 1996 1997 1998 1999
Tomato 100 81 109.0 97.3 52.5 90.0
Sweet pepper 23 13 17.5 16.0 22.5 13.0
Cabbage 114 68 56.0 124.9 68.0 149.0
Carrot 52 53 126.0 103.5 80.0 55.0
Watermelon 73 68 55.0 59.7 35.0 211.0
White Potato 219 150 102.0 162.0 173.0 211.0
Onion 115 128 132.0 41.7 55.0 37.0
Peanuts 15 22 57.3 60.0 48.0 41.2
Pinespple NA 24 25.5 33.0 40.0 25.0
Yam 52 48 68.0 724 2.9 4.5
Pumpkin 52 75 116.5 93.0 90.0 68.0

Source: Minigtry of Agriculture S. Kitts

The farly limited range and volume of nonsugar agriculture is aso reflected in trade data,
which reports virtudly no exports of nonsugar agricultur commodities.  Efforts a exporting

15



St Kitts and Nevis

peppers during the mid-1990s were short-lived and unsuccessful.  In fact, the inability of
domegtic agriculturd production to meet some acceptable proportion of domestic consumption
has gained the country as a net-food importer. Imports thus condtitute the primary source of the
bulk of food supplies for both the locd population and the growing tourism sector. The
Windward Idands are the main source of food crops, with the bulk of processed food products
originating from non- CARICOM countries.

The livestock sub-sector is deemed to posses the largest area of market potentid, and emphasis
has been placed on dairy, beef, mutton, pork and poultry production. In the livestock sub-sector,
output of broiler meat and pork production were reported to have increased in 1995, while
mutton and beef declined. This growth pattern continued to 1997 for dl livestock, except pork
production, which decreased. Growth in this sub-sector is reflected in the postive and redivey
high annua redl growth over the 1995-1998 period.

About 92% of the farmers in . Kitts operate farms of less than three acres. With the exception
of sugar edtates there has been no drong farming in . Kitts.  This, coupled with the geologica
condraints, has been a centrd factor explaining the lack of a strong agriculturd base in . Kitts
and Nevis.

Policies and Prospects
The future of preferential arrangements for sugar are threatened by a number of factors:

- the 1993 Uruguay Round of GATT which cdled for the liberdisation of world agricultura
trade;

- theinternd harmonisation of the EU market;
- NAFTA which hasresulted in areduction in the US quota and

- EU and the developed world since they themsdlves are now the world's largest producers. In
this regard, under the EU preferentia arrangements for sugar from the ACP dates are likdy
to be terminated in 2002.

Moreover, the worldwide consumption of sugar is assumed to be declining because consumers
ae now becoming more hedth conscious In 1992, under a World Bank’'s Agriculturd
Development Support Project, a number of steps were taken to improve the financid viability of
SSMC and to increase production and efficiency of the industry. Noted among these were the
mechanisation of production and harvesting. Nevertheless, despite increases in production and
revenue in 1997 the indudtry gill remains unsustainable.

Agang the backdrop of a dedining sugar industry, which has the potentid to adversdy impact
both the agriculturd and manufacturing sector, and employment, the Government is urgently
addressing the need to drengthen the industrid sector as pat of the economic diversficaion
programme.  While there gppears to be no definite policy regarding the future of the sugar
industry, the government has undertaken to hold public discussons on the future of the
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enterprise. This in part reflects the sengtive politicd economy nature of the sugar industry in the
country.

There is the view in some quarters for diverdficaion within the indugry itsdf is a possble
solution to its problem. One gpproach to internd diversfication is to use sugarcane to produce
commodities, such as, cardboard and anima feed. Another view supports the total eradication of
the sugar cane industry and the utilisation of the lands for livestock, root crop production and
urban devdopment. Though it is il difficult to correctly predict the future present activities
such as the retrenchment of workers and the development a housing scheme usng sugar land
suggedts that the government is gradualy moving to cease sugar production.

2. M ANUFACTURING SECTOR

Over the 1990-1999 period, gross vaue added from manufacturing maintained a fairly constant
115% shae of GDP (Table 16). However, if sugar manufacturing is included under
agricultureé s contribution to GDP, then manufacturing GDP becomes more or less equivdent
with agriculturd GDP. In terms of employment opportunities, however, the manufacturing
indugtries generae fewer employment opportunities than the agriculturd sector, and in the
enclave indudries in particular, has edablished only limited linkages with the rest of the
economy.

Table 16
. Kitts Share and Growth Indicators, Manufacturing Sector
Real Prices (1990) 1990-94 | 1995 1996 1997 1998 1999
Avg.

Manufacturing in GDP % 11.91 11.21 11.14 11.55 10.34
Sugar in Manufacturing GDP % | 15.81 15.48 14.90 20.45 17.86
Manufacturing GDP — Red| 1.26 1.03 5.25 11.24 -8.97
growth %

Sugar Mfacturing growth 7.65 0.00 132 52.60 -20.48
Other Mfacturing growth -0.86 6.38 5.97 3.99 -6.01
Real GDP Growth 3.85 3.46 5.90 7.33 1.64

Sugar manufacturing is the dngle largest indudry in the manufacturing sector, averaging over
15% of dl manufacturing activity. The other more dgnificant manufacturing sub-sector is the
electronics indudtries.  In terms of red growth, the performance of the manufacturing sector over
the 1990-1997 period was encouraging. This was due largely to growth in the sugar industry,
which surged in 1997. The reationship between sugar and the manufacturing sector was clearly
illustrated with a 20% decline in the sugar ouput being a mgor contributor to the 8% decline in
the overal manufacturing sector. This dtuation was exacerbated by an overdl decline in other
manufacturing indudtries, by 6% from 1997. In fact, gross output of non-sugar manufacturing
industries reported postive, dbet declining growth between 1995 and 1997. This performance,
undoubtedly contributed to the maintenance of podtive growth in the economy of S Kitts
during that period.
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The Government of . Kitts is committed to diversfying the economy and has had success with
the devdopment of light manufacturing indudtries.  In fact, by the late 1980s, S. Kitts had the
largest eectronics assembly industry in the OECS, and by had developed a successful garment
indugtry. In the mid-1990s, plans were initiated to develop the informatics industry with the
development of new incentives package. By the mid-1990s, three fully developed indudtria Sites
were operationa to facilitate industriad development. In 1999, plans to edtablish a new dte, on
20,239 acres is expected to provide a boost to industria devel opment.

Non-Sugar Manufacturing

Nonsugar manufacturing output has been growing with the establishment of the Paul Southwell
Industrid Park in the 1970s. About twenty companies are presently operating in this area. There
ae nine (9) enclave firms employing about 1,500 workers and producing exclusvely for the
extend maket under the CBI initiaivee. Domedic firms, manly engaged in agro-indudrid
activity, export within the CARICOM market. Available data (Table 17) show an increase of
53.8% in the vaue of non-sugar manufectures in 1999 reative to 1998. Manufacturing firms
producing electronics and beverages adso recorded an increase in output. Data on export are not
avallable.

Table 17: Value of Non-Sugar Industrial Output Selected Years

EC$M 1993 1994 1998 1999
Beverages 11.64 10.21 16.0 15.55
Bakery Products (food) 8.24 1.88 3.8 0.75
Electronics 45.00 33.39 11.72 23.18
Clothing 31.50 1.55 NA 0.82
Other 0.18 0.04 13.53 28.34
Total 96.56 47.07 44.64 68.65

There are a number of factors affecting non-sugar manufacturing output in &. Kitts.  Labour cost
is congdered higher than in most OECS countries.  The government of St. Kitts has established a
minimum wage of EC$160.00 per week for the sector and efforts are underway to raise that
level. However, the average wage in the sector is about EC$270.00 per week and this can be
much higher in the enclave industries where there has dways been a shortage of labour. While
there is no minimum wage legidation in Grenada, wages in the sector average EC$200.00 per
week. The exigence of such uncompetitively high wages was a sgnificant factor in the closure
of an enclavefirmin late 1998.

The cogt of utilities (in particular dectricity) is consdered high reative to countries like Grenada
and St. Lucia where the consumption rates per KW/H are EC$47.5 and EC$39.2 respectively.
Supply has not been consistent over the years, in spite of recent efforts to increase supply. Water
supply is adegquate but the quality is poor which affect production cost and output of those firms
that use water asamagjor input. Rents, however, are comparatively low.

While transportation cods in & Kitts are conddered low due to the proximity of the
internationa arport and the good qudity of the roads, port charges and freight are consdered
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exceptiondly high.  This seems to affect export competitiveness of domestic producers who
market regiondly. High freight and port charges may dso povide a possble explanation for the
non-successful implementation of Article 56 of CARICOM. It has been reported that goods
produced in the OECS are receiving competition from extra-regional producers.

Constraints to the Development of Manufacturing
The manufacturing sector in . Kitts-Nevis operates under severd condraints. These include:

Finance. Although large firms have access to foreign finance or can dtract locd financing quite
eedly, indigenous firms face great difficulties in accessing finance. The commercid banks have
a penchant for short term less risky lending and hence lend more for mercantile activities, rather
than for manufacturing and agriculture.  The percentage of loans to the persond and didtributive
sectors account for more than 60% of loans outstanding while the manufacturing sector receives
less than 10%. Moreover indigenous firms do not have the requiste expetise in the
conceptudisation of projects and presenting them to commercia banks as projects for financing.

Nether do the commercia banks have the expertise to assst in this type of activity.

In addition, the high cost of finance in the face of high price dadticities of consumer demand,
regiond trade and payments problems, excess production capacity, primitive technology,
deficient technicd <kills, unrelidble transgport and qudity of raw materids al condran the
development of the sector.

Technology and technical skills are two other sources of concern in spite of St Kitts
superiority among the OECS countries in this area. The rapid pace of technologica development
worldwide hastens the obsolescence of capitd and erodes the competitiveness of less
technologicdly dynamic countries. The high cost of upgrading capitd and the inadequacy of
technicd capability to speed up the trander and diffuson of technology retards the export
competitiveness of the firms. Hence ther inability to penetrate extra-regiona markets and even
its ability to hold on to domestic markets. The paucity of technica training results in wastage of
rawv materias, inadequate maintenance leading to loss of production during down times, and the
need for foreign technica assistance to diagnose and solve some very smple problems.

High labour costs. St Kitts and Nevis is by no means a low wage area.  Higher remuneration in
the tourism sector has tended attract workers away from manufacturing. Labour cost is
consdered higher than in most OECS countries. The government of S. Kitts has established a
minimum wage of EC$160.00 per week for the sector and efforts are underway to raise that
levd. However, the average wage in the sector is about EC$270.00 per week and this can be
much higher in the enclave indudries where there has dways been a shortage of labour. The
exigence of such uncompstitively high wages was a dgnificant factor in the dosure of severd
enclave firmsin the late 1990s.

Inadequate transportation links. The paucity and reiability of transportation links is another
congraining factor. Sea transport is not only scarce but sometimes unrdiably. At time cargo
from the other OECS countries is routed through Miami. In addition, the cost of sea transport is
not sgnificantly lower than ar transport which is usudly more relidble.  In spite of the shortage
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of scheduled passenger services St Kitts and Nevis is in the enviable postion of having fairly
adequate dedicated cargo space. For many years there was a twice-weekly dedicated jet service
for cargo out of Miami with connections to New York. This services has recently been upgraded
dally except on weekends. The rdigbility of ar cargo service has atracted number of firms in
the endave sector paticulaly in the manufacture of €ectronic components. While
trangportation costs in St Kitts are consdered low due to the proximity of the internationa
arport and the good quality of the roads, port charges and freight are consdered exceptiondly
high. This seemsto affect export competitiveness of domestic producers who market regionaly.

The size of firms and local market. As mentioned earlier, most of the manufacturing firms in
the country employ less than 20 employees. This limits the &hbility of the firms to regp
economies of scde and spread overheads. Moreover the mgority of indigenous firms are
contented to produce for protected local markets which are extremey smdl. The markets are
protected by the CARICOM CET and in some cases by Article 56 of the CARICOM treaty”.

The regulatory framework for businesses. The regulatory and legd framework in which
business operate may have impeded the development of the manufacturing sector. The process
by which projects are gpproved is too long and circuitous. In addition, there is the perception
that the process favours foreign invesment over locad investment. Some regulations and legd
requirement tend to impede the flexibility of the firms.

The effects of protection. The protection accorded by the CET aong with an incentive regime
which treats production for the local market and production for export in the same way cregte an
anti-export bias. There is no incentive to produce for the more competitive, more risky export
market, while production for the protected loca market is quite profitable. The reduction in the
CET would tend to redress this bias to some extent but specific incentives have to be put in place
to encourage production for export. However the regime of quantitetive redrictions is being
consgdered for phaang out via a process of taiffication which would initidly increase the import
duty.

Fiscal charges. The dze of the country and the inadequacy of transportation links aready
impose savere disadvantages on the countries in terms of their ability to compete internationaly.
Thus it is essentid that no inordinate charges are imposed to prevent the firms from sourcing
ther inputs a internationa prices.  Additiond charges like high port charges impose further
redrictions the ability of the firms to compete internationdly. The consumption tax on inputs
which is not rebated on export goods creates a disadvantage for firms in S. Kitts-Nevis vis-&vis
their CARICOM counterparts whose exports are zero-rated under the VAT.

Non-tariff barriers in export markets. The exigence of non-tariff barriers in the export
markets especidly the USA has tended to impede the growth of manufacturing exports. Exports
from St. Kitts-Nevis face a myriad of regulations which only experience in the markets can help
to get around. Many firms are seeking 1SO and other international certification to facilitate entry
into international markets.  Although the grester trangparency under the new WTO rules may

L Article 56 allows the less developed CARICOM countries to impose quantitative restrictions and suspend origin
treatment for goods of the more developed countries in an effort to develop the manufacturing sector in the less
developed countries.
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have reduced the uncertainty of entry, many indigenous firms may be unagble to finance the cost
of the barrage of lega chdlenges, which they may face in these markets.

Knowledge of export markets. The paucity of knowledge about export markets is another
ggnificant obgtacle to export development. Basic information regarding the gsructure of markets,
changes in taste, import regulations in the foreign country, gppropriate technology, new
processes, new products and potential competitors has to be assembled. Market intelligence is a
codly exercise for the individud producer and there are dso externdities associated with this
activity. This suggests the need for co-ordinated action at the OECS level. The activities of
Export Development and Agriculturd Diversfication Unit (EDADU) ae amed a reducing
some of these difficulties, but the organisation remans largely under-funded and suffers from a
lack of clear commitment and drategic focus. In addition tapping into internationd producer and
market information networks would reduce dggnificantly the cost of gahering market

intelligence.

The cogt of utilities (in particular eectricity) is consdered low reative to countries like Grenada
and St. Lucia where the consumption rates per KW/H are EC$47.5 and EC$39.2 respectively.
Supply has not been consstent over the years, in spite of recent efforts to increase supply. Water
supply is adequate but the quality is poor which affect production cost and output of those firms
that use water asamagjor input. Rents, however, are comparatively low.

Policies and Prospects

With regards to nontsugar manufacturing activities, . Kitts benefits from the incentive schemes
exiging for other OECS countries.  As such many of the programmes for the development of the
manufacturing sector in other OECS countries can dso be gpplied in . Kitts. However, there is
need for greater inditutional support for the manufacturing sector in &. Kitts.  Unlike the other
OECS, the Manufacturing Association in &t Kitts functions not as an independent body, but
rather as an am of the Chamber of Industry and Commerce. While the Association has
sub-groups that discuss issues of relevance to the industry, decison teking is ddayed, as the
Asociation has limited autonomy in own decision-making

There is need to increase public awareness of role of the manufacturing sector in the idand. The
sector needs to be promoted as a viable option in the country's development and as a viable and
profitable income and investment opportunity. Public awareness can dso take the form of buy
loca campaigns to increese domestic consumption and viability of domedic firms given the
gmadl sze of the domestic market.

TOURISM

The latter part of the 1980's was a period of rapid growth in the tourism industry in St. Kitts and
Nevis. Stay-over vistor arrivals grew on average by 11.2% to 66,247 during 1986-89 (Table 7).
Cruise ship passengers adso experienced rapid growth of 10.2% to 37,151. During this period
vigtor expenditure aso grew rapidly by 14.7% to $92.6m. Hotel room capecity aso increased
during this period.
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The completion of the Four Seasons Resort in Nevis during 1990-94 further added to room
capecity and facilitated the increase in Stay-over vistor arivas during this sub period. As the
tourism product matured in addition to a worldwide recesson in the early 1990's Stay-over
vigtor arivds dowed to 58% 84,525. Meanwhile cruise ship passenger arivas rose on
average by 27.3% to 71,349. Totd vigtor expenditure continued to grow during this period by
14.3% to $169.3m.

The passage of a number of naura disasters commencing with hurricanes Luis and Mailyn in
1995 and Georges in 1998 resulted in serious damage to economic and socid infrastructure.
Additiondly a number of floods were experienced by the degtination during this review period.
Most of the mgor resorts experienced considerable damage during these hurricanes and affected
the norma marketing and promotion of the industry. Consequently stay-over vistor growth
declined to less than 1% but was partidly offset by cruise ship passengers that grew on average
by 12.0%. The cumulaive impact of these naturd disasters was a decline in vistor expenditure
growth to less than 1%. The economy has become to depend on tourism as the lead industry
with the services penetration index incressing from 1.5 during 1986-89 to 2.6 during 1990-94
and declining dightly to 22 during 1995-98. The decline in the later years reflects the
disruption of the naturd disasters on the performance of service exports.

The USA maintained its market share over dl sub periods. This share increased from 39.3%
during 1986-89 to 45.9% during 1990-94 and declined dightly to 44.2% by 1995-98. The
Canadian market ranked second in importance during 1986-89 at 15.8% but has logt its position
over time to the Caribbean which has emerged as the second most important market for stay-over
vigtors. The market share of the Caribbean has increased over time from 11.3% during 1986-89
to 30.2% during 1995-98. The hogting of a summer music festivd since 1996 contributed to the
increasad influx in vigtors from the Caribbean region. Vigtors from the UK have conssently
increased their market share from 6.6% during 1986-89 to 11.1% by 1995-98.

St. Kitts-Nevis has been bedevilled by the problem that faces most smal destinations, that of the
interaction between arlift and the number of hotd rooms. In a country where the number of
hotd rooms is smdl (1500) it is impossible to atract any mgor airline to put on a scheduled
savice sgnce the number of rooms would be insufficient to generate the required amount of
traffic. On the other hand hotd chains are rductant to build because of the lack of arlift. The
problem was solved in the past by resorting to back-to-back charters to fill the hotel rooms.
However, the authorities seem to have been able to bresk out of the circle snce an additiona
1000 rooms are under congtruction by two hotel chains and more seem to be in the offing. With
an increase in the hotel rooms they country may soon reach the criticd mass required to attract
scheduled jet service.

Contribution to GDP

The tourism’'s relative contribution to red GDP has remained reatively stable a around 8.0%
during both 1986-89 and 1990-94 (Table 8). The passage of severd hurricanes in the 1995-98
period however resulted in a decline in red vaue added to 7.0%. Red GDP growth mirrored
growth in Stay-over vidgtor arivas over the three sub periods. It grew on average by 14.0%
during 1986-89, by 8.2% during 1990-94 and decline to —1.3% during the 1995-98 sub-period.
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Agan the negative red growth reflected the adverse impact of natural disasters on the economic
activity within the industry.

Role of Foreign Direct I nvestment

In the early stages of the evolution of the tourism indudtry, FDI flows into the economy were
Substantia and represented 16.3% of GDP during 1986-89 (Table 9). These inflows accounted
for 13.8% of GDP by 1990-94 and leveled off at 12.0% of GDP by 1995-98. Mgor projects
during 1986-89 included the Jack Tar Village and the commencement of the Four Seasons Resort
in Nevis.

FDI inflows into the economy accounted for 16.7% of totd inflows into the currency union
during 1986-89 but declined during 1990-94 to 12.4%. . Kitts and Nevis's share of inflows
however rose to 14.0% with the congtruction of Golf View, Paradise Resort and the extensions to
Royd St Kitts Resort during the 1995-98 period.

The role of land sdes increased over dl sub periods linked to the condruction of up market
vacation homes, condominiums and establishment of a number of resorts.

Constraintsto Tourism

The tourism industry has been congtrained by inadequate number of flights do the dedtination.
Despite having a modern arport that could accommodate large commercid arcraft arivas to
the territory are facilitated through either hubs in Antigua or Puerto Rico. The addition to plant
capacity by the condruction of a number of resorts in the Frigate Bay area will influence future
flight schedules to the destination.

Human resource development in the areas of management, customer service and qudity chefs
must form part of the drategic development of the industry. Similarly, the falure to attract FDI
inflows into the South East Peninsula lowers the rate of return on the congderable infrastructurd
invetment in tha area dnce 1989. This area offers by far the grestest potentia for additiona
development in upscae resorts within the destination.

CONSTRUCTION
Recent Economic Developments

The congtruction sector grew at a robust 17.4% and contributed 11.9% to total red GDP during
1986-89. During this period both private and public sector congruction was buoyant. In the
public sector congruction activity centred on the economic and socid infrastructure including
the commencement of the South Eastern Peninsula Road. In the private sector there a number of
hote expanson projects in the Frigate Bay aea the condruction of factory shells a the
indudtriad Ste and the expansion of the telecommunications system.

Despite increesing its relative share of red GDP a 12.9% during 1990-94, growth in
congruction dowed to 2.6% with the completion of a number of large public sector projects.
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Although private sector activity was sudained by resdentid and commercid congruction,
activity was affected by the completion of the Four Seasons Resort in Nevis.

The congtruction sector increased its relative share to real GDP 13.7% during 1995-98 and grew
a afaster pace at 7.7%.

TRANSPORTATION

The trangportation sectors relative contribution to real GDP has ranged between 7.6% to 8.0%
over the three sub periods of andysis. The period 1986-89 demondrated the highest levels of
growth at 11.4% while average red growth during 1990-94 and 1995-98 ranged between 4-5%.
Road transport accounted for the largest share of the relaive contribution to the transportation
sector.  Sea trangportation ranked second, followed by air transport.

The highest periods of growth in the sector mirrored overdl economic activity within the
economy. During the 1980's the tourism industry recorded its highest levels of growth. In
response to the robust performance of service exports, investment in vehicles was subgtantid.
During the 1990's with a dow down in the performance of the export sector the sector as a whole
recorded moderate growth.

COMMUNICATIONS

The liberdisation of badc tedecommunicatiions under the Genera Agreement on Trade in
Services (GATS) dgned in 1997 has unleashed a wave of competitive pressures which has
resulted in a spate or internationd mergers, as formerly protected nationa telecommunications
companies scramble to postion themselves to be players in the globad market. No doubt this
devdopment has forced the monopoly provider of tdecommunications services in  the
Organisation of Eastern Caribbean States (OECS) countries to soften its stance and agree to
renegotiate its contract with five of the independent OECS countries”. Many of these contracts
date wdl into the new millennium.

At the same time, technologicd advances in the telecommunications indudtry is threatening to
creste a glut of bandwidth internationdly that would force the price of tedecommunications
savices to near zero levels. These advances are taking place a dl three criticd points in
telecommunications networks, i.e, internationd/long distance carying cgpacity, switching gear
and the locd loop. Cogt reduction in the loca loop is criticad for 75.0 to 80.0% of the cost of a
cdl conggs of the cost of the link in the last couple of miles. About two thirds of the assets of
telephone companies is invested in this ssgment hence making them a candidate for naturd
monopolies.

The reform of the tedlecommunications sector in St. Kitts Nevis began in 1998 with the privatisation
of the tdlecom services. The tdecommunications reform occasioned by the re-negaotiation of the

2 Five of the independent OECS countries are involved in a World Bank financed project to reform the
telecommunications industry. The five countries are Dominica, Grenada, St Kitts-Nevis, St Lucia and St Vincent
and the Grenadines.
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licenses and continued advances in technology will usher in mgor changes in the industry for which
the country needs to be prepared.

Recent Performance

The communications sector in the absence of a vibrant tourism sector is by far the most
important source of FDI inflows into the territory. This sector's relative contribution to red
GDP has increased from 5.6% in 1986-89 to 9.7% during 1995-98. Red GDP growth was
highex during the 1986-89 peiod with subdantid investment in  tedecommunications
infradructure.  Given, the increasing role of reinvested earnings over time rea GDP growth was
sustained in the 1990’ s averaging 7.1% and 8.9% over 1990-94 and 1995-98 respectively.

Tdecommunications is dreedy the fastest growing area in . Kitts and Nevis and its increased
contribution to GDP has largdy offsst the decline in the contribution of agriculture in recent
years. Over the period 1977 to 1998, the contribution of agriculture to GDP declined from
18.4% to 6% while the contribution of communications have grown from 1.4% to 10.4%. Hence
any prices dimulus that increases demand and hence the equilibrium quantity of telecom services
would be adding to an dready dynamic leading sector. In examining the effect which the reform
process would have on the GDP for St. Kitts and Nevis, it is important to recognise the role
which tdecommunications play in economic development. In doing <o, it is imperative that one
examines the sector’ s contribution to GDP over a given period of time.

. Kitts and Nevis like the other OECS countries which have a comparative advantage in the
provison of services. The information infrastructure is the pillar on which many of these services
ae ddivered. Therefore, the fdl in the cost of internationd and regiond communications which
liberdisation of the telecommunications sector is expected to achieve, will in fact increese the
potentia for trade in services and consequently improve the regions vaue of services produced. As
was mentioned earlier, expangon in areas such as the informatics industry would have a podtive
impact on the regions Gross Domestic Product.

FINANCIAL SERVICES
Offshore Financial Services

The terem Offshore Financid Services refers to a variety of activities which take place between
corporations regisered in a country with resdents in the rest of the world with little interaction
with domedtic resdents. It is rather limiting for offshore financid services does not accurately
describe the range of activities undertaken in these centres and may dso limit the scope of
opportunities congdered when one is trying to visudise the future development of the indudry.
A more accurate descriptor would be International Business Fecilitation Centres. Not only does
this nomenclature cover the wide range of services provided by the offshore sector, it dso makes
for a much neater dassfication of the activities and would ultimately assists in resolving some of
the ticklish regulatory issues, snce different types of activities do not necessarily need the same
leve of regulation.
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The offshore sector was developed to provide services which are normaly provided in the
domestic economy at lower cost or under a less demanding regulatory environment. Thus, dl of
the activities which take place in the offshore sector have counterparts in the domestic economy
and it is quite naturd that any such classfication would be equdly applicable to the offshore
sector.  The Internationa Monetary Fund aong with the other internationd inditutions has
recently revised its classfication of financid inditutions and this framework can be useful in the
development a taxonomy of International Business Facilitation Services (IBFS).

The IMF Classfication divides corporations/enterprises into five mutudly excusve sectors,
Houscholds, Generd Government, Financid Corporations, Non-financid corporaions and
non-profit inditutions.  IBFS ae concerned with Financid Corporations and Nontfinancid
Corporations and the bulk of the activity is concerned with the former.

The offshore Services Sector in the OECS teritories is currently a varying Stages of
development ranging from Antigua and Barbuda which is the most established, dating back to
1982 and St. Lucia where the legidation was passed in 1999 (see appendix I). The oldest
offshore centre is &. Vincent and the Grenadines which had offshore banking and ship registry
legidation enacted in 1976. However the activities, promoted by the . Vincent Trust Authority
Limited based in Liechtenstein have not redly teken off. The legidation was modernised in
1996 to give the sector anew lease on life. The most dynamic centres are Nevis and Anguilla
which have recently passed modern legidation which have created fisca consumer products
which are on the leading edge of the industry.

The legidation of mogt of the OECS countries is paterned on that of the British Virgin Idands
which is reputed to be one of the most successful emerging offshore financid services centres.
The sector is usudly exempt from dl forms of corporation taxes in the jurisdiction of
incorporation. These include income taxes, corporate taxes, capitd gains taxes, inheritance
taxes, withholding tax, other indirect taxes levied on internationa busness activity. Offshore
activities are adso exempt from indirect taxes such as damp duties and customs duties.
Government revenue from these activities is generated by modest licence feess A vaidty of
products are offered but countries seem to be operating in specific niches as shown in appendix I.

Several opportunities exis for the countries in the ECCB jurisdiction to develop offshore
financid centres. The opportunities can be discussed under seven broad categories.

Tax Advantages - Individuds of high net worth and multinationa corporations are attracted to
offshore jurisdictions because of the many tax advantages they offer. These jurisdictions offer
legitimate deferment, reduction or avoidance of taxes on certain profits earned abroad. Most of
the OECS countries have chosen to be no tax jurisdictions. This factor makes them attractive to
externd investors as possible tax havens. However, this nontax dtuation may meke these
offshore jurisdictions reluctant to enter into bilaterd double taxation agreements with other
nations because the initid benefits are not dways gpparent. These bilaerd agreements do
however have cetan diginct advantages for the developing financid services provider
juridictions.  Some of the benefits may be that the home country provides the developing host
offshore jurisdiction with avenues for resolving disputes, procedures for exchanging information
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regarding drug abuse and other illegd activities, favourable tax treatments for residents or
companies organised under Sgnatory laws.

Product Development - Offshore financid product and laws can be viewed as fiscd consumer
goods. The range of legal products offered can be as broad as the jurisdiction so desires and
goans the fields of banking, brokerage and other "traditiond” financid services, immigration and
nationdity, manufacturing and generd law services. Emerging jurisdictions are advised that the
more readable, and understandable the laws, the more sdeable is the jurisdiction. Putting the
appropriate legidation in place is a therefore a necessary, dbet not sufficient, condition for the
development of the offshore sector. Jurisdictions have to be vigilant to ensure that their legd
products always remain on the leading edge of the industry.

Niche Positioning - Since it may not be possble or advissble for an emerging centre to
smultaneoudy develop the full range of financid services to the same degree, countries should
seek to develop niches and therefore podtion themsaves and gain an internationdl advantage. In
the devdopment of a niche profile countries should seek to render quick, efficient and
professona service, and be innovative in meeting the needs of a niche dientde in a changing
and dynamic environment. It is advisble for emerging centres to develop niches and to seek to
gan an internationd advantage in a paticula ssgment of the maket. This dSraiegy may,
however, prove difficult to pursue given that other more established and resourceful jurisdictions
are competing to diversify into new and different products.

Marketing and Promotion - A continuous marketing and public relations programme is
necessary to support the legidation in place.

Private-public Sector Co-operation - Other successful Caribbean jurisdictions have identified
the need to have co-operation between the private sector professionals and government officias.

Communications Technology - Private banking and other financid services incressng utilise
high technology communications sysems and €ectronic payments sysems, which offer
opportunities for emerging centres to compete globdly. Moreover an offshore jurisdiction
cannot compete effectively if it does not offer twenty-four hour online searches and regigtration.

Supervisory and Regulatory System - Those jurisdictions with effective sysems for
supervison are increasingly the choice of reputable inditutions and individuads. The threats of
money laundering and other illega activities require that countries put in place a competent and
efficient regulatory system.

Among the mgor chalenges facing the offshore industry in the OECS are the following:
Limited Professonal Expertise - To atract dedrable investors OECS countries must have in

place an infrastructure accompanied by highly trained professona accountants, bankers, taxation
specidists and legd experts.
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Tdecommunications and Air Trangportation - The cost of tedecommunicetion service in the
region is generdly regaded as high and in some cases prohibitive  The irregularity or
unavailahility of internationd flights dso inhibits efficient travel services.

Regulation and Supervison - Unregulated or inadequatdly regulated financia services centres
pose a threat to globa financid sability. Hence the need for new regulatory standards for their
operation. The new regulatory standards will congtrain growth of new centres due to increased
financid and human resources requirements. At the same time the need for a good reputation
should ensure that laxity in regulaion frameworks is not encouraged.

Financial Liberalisation in Developed Markets - In the 1980's many of the regulations which
encouraged indtitutions to move offshore were dismantled as deveoped countries have
liberdised and deregulated their economies. New threats are dways emerging from the anti-tax
haven pogture of the U.S Government and new laws are being continuoudy passed which serve
to redrict the development of offshore centres. The recent threat by the OECD countries on
harmful tax competition follows in this same vein. Such chdlenges are likely to increase in the
future. It is therefore incumbent on newly- emerging offshore centre like the OECS countries to
maintain the highest standard of regulation and propriety

In spite of these condrants the offshore sector provides sgnificant opportunities for economic
divergfication. The globa offshore sector is growing a a rapid pace propdled by the growth in
the world economic wedth. Countries embarking on this path however need to remain cognisant
of the many respongibilities they face to uphold the integrity of the financia system.

OFFSHORE FINANCIAL SERVICESIN ST. KITTS-NEVIS

The financid services industry has emerged as a potentid source of government revenue in
recent years. Although the indudry is in its early stages of development the Federation emerged
as the maket leader in the cumulative number of registered International Business Companies
(IBCs) within the currency union. The number of IBCs rose from 9,753 in 1997 to 13,814 in
1998. Nevis accounted for over 98.0% of dl incorporations in the Federation. Difficulties in the
implementation of the automated company on line regigration network (ACORN) in Anguilla in
addition to adverse publicity surrounding the industry in Antigua and Barbuda have in part
facilitated the growth in the number of regidraions. In addition the development of the industry
commenced in the mid 1980's dlowing for sufficient market exposure in the marketing and
promoation of the jurisdiction.

The offshore financid services sector in Nevis grew up largdy independent of that in . Kitts.
The Sector was launched in 1984 with the Nevis Business Corporation Ordinance. The
Jurisdiction has since widened the choice of services offered to include Exempt Trudts, Limited
Liability Companies and Offshore Banking. There are over 50 service providers registered in
Nevis. In the year 2000, Nevis separated the marketing and promotion functions from regulatory
and supervison. The Offshore Banking Legidation was amended to make the Eastern Caribbean
Centrd Bank to supervisor. A joint task force was edtablished with S. Kitts that drafted
legidation to edablish a Regulaory Commisson, a Fnancid Intdligence Unit  and
comprehensive ant-money Laundering legidation
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The Offshore financia services sector was launched in &. Kitts in 1997 with the enactment of
legidation governing companies limited by guarantee of shares, Limited Liability Partnerships
and Truds. At the same time, the Financid Services Regulation Order was introduced, which
sought to regulate offshore financid services in both & Kitts and Nevis.  This generated much
controversy as the Nevis financid services sector had operated autonomoudy up to that point. In
recent times the two jurisdictions have cooperated on critical issues relevant to the development
of the sector.

In 1998 Government revenue was estimated at $5.6m in regigration fees from IBC maintenance
and incorporaion. This revenue represented 2.3% of current revenue and 85% of non-tax
revenue. Revenue increased to $6.5m and $7.7m in 1999 and 2000 respectively. Mogt of this
was collected in Nevis.

Mog of the financid services are intermediated through Service Providers (usudly a locd law
firm), which provides a second source of revenue and foreign exchange earning to the country.

Some employment is created but this is minima. Some inditutions are required to maintan a
physica presence in the country and the rents and expenditure by the expatriate workers are
additional sources of foreign recepts. Locad spending by the firms that mantan a presence in
the Federation, rentd of office space and well-pad high-end employment are other benefits of
the sector.

The mgor threast to the sector is the lising of the jurisdiction by the OECD. However, the
country has begun addressng some of the concerns raised with respect to the regulatory
framework so that it accords with internationd best practice. Addressng these concerns are
critical to the success of the sector in contribution to the diverdfication of the economy.

St Kitts-Nevis
Government Revenue from Offshore Financial Services
ECS$ ‘000

1996* 1997* 1998 1999 2000
Economic Citizenship
Offshore Banking
IBCs
Internet Gaming
Exempt Trust
Exempt Insurance
Management Companies
Other Services
Totd 2,754 3,954 5,600 6,510 7,720

* Includes revenue for Nevisonly.
Source: Minigtry of Finance
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Domestic Financial Services

During 1986-89 banking sector assets grew on average by 9.5% to $401.9m. During this
sub-period loans accounted for 55.0% of total assets. Net foreign assats of the banking system
grew a an average 22.6% to $62.2m reflecting relaively liquid conditions. There was increased
growth in assets of 124% during 1990-94 to $647.5m. However as liquidity conditions
tightened, net foreign assats grew on average by 5.0% to $74.6m. This momentum was
sustained during 1995-98 a 12.4% growth while the stock of assats stood at $1,113.6m.
Renewed inflows of FDI in addition to dams from reinsurance resulted in a fagter growth in net
foreign assets of 22.4% to $122.0m.

Domedtic credit grew rapidly during the 1986-89 period (21.2%) condstent with overdl
economic expanson. Net credit to centrd government and credit to the private sector grew by
19.7% and 22.4% respectively. By 1990-%4 there was dower pace in the expanson in domestic
credit in line with lower overdl economic growth. Domestic credit grew by 8.7% while credit to
the private sector grew by 13.5%. Net credit to Centra Government declined during this period.
By 1995-98 domestic credit increased its rate of growth from the previous period to 9.6%. Net
credit to Central Government accderated by 27.1% while credit to the private sector rose by
7.9%. Net credit to Centra Government reflected the need for rehabilitation and repair of socia
and economic infragtructure after the passage of a number of hurricanes during the 1995-98

period.

Structure and Financial Data of the
St Kitts & Nevis Banking System

No. | Total Loans | Deposits| Loans/ | Deposits/

FINANCIAL INSTUTITIONS Assets Assets | Liabilities
™ ™ ™ % %

Commercia Banks 6| 14714| 969.2 11147 65.9 75.8
Non-Bank Financid Ingtitutions
Development Banks* 1 54.2 49.3 - 91.0 -
Credit Unions* 4 298 235 25.0 78.9 84.1
Insurance Companies/Agencies 10 - - - - -
Nationa Development Foundations 1 - - - - -
Finance Companies 1 36.0 26.1 22.8 725 63.3
Building & Loan Associations - - - - - -

*Most Recent Data - December 1999
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Offshore Companies

L St Kitts Nevis
Type of Institution Number Number
Banks - 1
Insurance - -
Trusts 1 24
IBC's - 15,8%4
Exempt Companies - 363
Internet Gaming 48 -
Economic Citizens - -
Registered Agents - -
Limited Liability Companies 2,159 -

Total monetary liabilities (M2) grew on average by 20.3% during 1986-89 due in part to the
grong peformance of the tourism industry this sub period. Additionaly FDI equity inflows
related to the tourism industry were subgtantid during this period. With dower growth in the
tourism indugtry during 1990-94 M2 grew by 8.7%. This rate of growth was dso sustained
during 1995-98 a 8.8% due to the disruptive effect of a number of hurricanes on the hotel plant
and on economic and socid infrastructure in generd.  Savings deposits accounted for the
mgority of quas money throughout al sub periods.

TRADE LIBERALISATION

. Kitts and Nevis is smultaneoudy taking part in a number processes of trade liberdisation.
The fird results from the degpening of the CARICOM Integration movement, which has resulted
in a phased reduction of the CET. At the same time the country is participating in a number of
international negotiations which would lead to freer trade. These include the FTAA, the post
Lomé IV, the millennium round of the WTO and a number of CARICOM sponsored trade
liberdisation negotiations.

STATUSOF CET

As pat of the regiond integration movement and towards the structurd adjusment of the
economies of the CARICOM countriess a common externa taiff was adopted for
implementation in 1991. The taiff was later reviewed in the light of developments in the
internationd  economic  environment with greater emphads on trade liberdisation and
competitiveness as wel as the formulation and expanson of regiond economic groupings. A
number of factors were taken into account in formulating policies for the new tariff structures:
- differencesin the levels of development of member dates;

differencesin their indudtrid structures,

their respective exchange rate regimes,

the nature of their fiscal regimes;

their respective adminigtrative capailities.
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These factors determined the principles guiding the design of the new tariffs:
I. international competitiveness,
ii. efficient production for the regiond market;
iii. the preservation of government revenues,
Iv. contralling inflation S0 as not to increase the price of basic foods and socid services,

V. duty exemptions regime should be reduced/removed so as to foster uniform treatment of
production inputs across the common market;

vi. there should be uniform rates for the same items notwithstanding their economic use;
vii. the specia needs of the LDCs should be taken into account;

viii. the taiff dructure should be smplified with fewer rate bands with less room for
discretionary application.

The phasing of implementation of the new common externd tariff for the OECS was as follows:

January — June, 1993 0 — 5% to 30/35%
January — June, 1995 0 — 5% to 25/30%
January — June, 1997 0 — 5% to 20/25%
January — June, 1998 0—5% to 20%

. Kitts and Nevis implemented Phase Il of the CET in 1993 without sgnificant loss of revenue.
An edimaed loss of $0.5 million was more than compensated for by improvements in customs
adminigration and a margind shift of trade towards non-CARICOM imports which brought in
an additiona $2.0 million.

St Kitts and Nevis has not moved beyond Phase I1. It has, however, requested a study of the
implications of further adjugments, including a find move to Phase IV. The dudy is to take
account of revenue and price effects given the tendency to windfadl profits on the pat of
digributors that tend to nullify the beneficid effects of demand dadicity that normdly follows
tariff reductions.

TRADE LIBERALISATION NEGOTIATIONS(FTAA & WTO)
St. Kitts and Nevis is to conduct negotiations on trade liberdisation through the Regiond

Negotiating Machinery established by CARICOM to represent the interest of the region at WTO
and FTAA.
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Although . Kitts and Nevis has not moved beyond Phase Il of the CET implementation
programme, its experience with tariff reductions on the limited scde required by CARICOM has
been favourable. Price dadticity of demand and a dight diverson of trade towards third country
imports has more than compensated for any direct revenue loss that might have occurred.

However, trade liberdisation on a globa scale takes on much greater sgnificance as far as the
fiscal gdtuation of . Kitts and Nevis is concerned.  As mentioned above the fiscal Stuation has
deteriorated in 1998. The fiscd regime needs strengthening both on the revenue and the
expenditure sde.  In this Stuation there are a number of factors to be taken into account in
moving towards complete trade liberdisation. Among them are:

the importance of import duties as a share of total recurrent revenue;

the deficienciesin the current fiscd regime;

the market structure of the import trade and its response to changes to border prices;

possble contraction in the economy aisng from negaive sector response to externd
competition which could have an impact on revenue generating capacity.

Import duty amounts to 15.8% of tota recurrent revenue. St Kitts and Nevis dependence on
internationa trade, measured as a proportion of taxes on international trade to total recurrent
revenue, is 36.4%. Even if it were practicable to shift the burden on to other taxes, for example,
the consumption tax, the magnitude of the adjusment required could creste difficulties for
domedtic prices and the competitiveness of domegtic production. The problem is even more
criticd given the tendency for firms to take windfdl profits from tariff reductions rather than
pass on the benefits to consumers.

Moreover, while price dadticity of demand could simulate short term increases in the volume of
imported goods and keep the revenue buoyant, they could aso reduce demand for import
subgtitute goods and cause the domestic economy to contract in the long term unless exchange
rate adjugment complements fiscal adjusment. But given the high import content of domegtic
production, especidly import subgtitute goods, any gains from exchange rae adjustments would
a best be margindl.

The net effect could be a fdl in demand and contraction in both the economy and government
revenues.

The programme of reform indicated above should help to drengthen the fisca regime to better
withstand the shock of trade liberdisation. Extensive support may be required in the desgn and
implementation of the programme of changes required to the tax system, the government wage
and employment strategies and the management of the budget.

While it is not possible at this time to estimate the time scade and cost of such a programme, the

sequencing should dlow for the drengthening of the tax and budgetary systems before the mgjor
thrust towards trade liberdisation and should be done in two distinct phases as follows:
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1. A comprehensve reform of the tax sysem and further review of the budgeting system
together with a draegic review of the public services towards achieving a satisfactory and
sugtainable level of budgetary savings and investments.

2. A phasad agpproach towards the implementation of tariff dimination sO as to minimise
disruptions to revenue flow.

In order to address the latter the following smulation exercise of the effects of tariff reductions
was conducted.

TRADE AND REVENUE EFFECTSOF CET

The Common Externd Tariff (CET) represents an attempt by CARICOM countries to promote
indudridisation in the region and to harmonise ther trade policies as a fird sep in meeting the
chdlenges of globa competition and trade liberdisation. The CET proposes that dl CARICOM
members should gpply common tariffs on imports from nontCARICOM countries.  Starting in
1993, the CET was to be implemented in four phases.

By the end of the last phase, which was adopted for implementation by1998, dl CARICOM
countries should have the following CET rates (on nonnCARICOM imports) in place: (1) a
0-5%import tariff on non-competing, primary, intermediate, and cepitd inputs, (2) a 10% tariff
on competing primary inputs and cepita goods (3) a 15% tariff on competing intermediate
inputs, (4) a 20% tariff on non-competing find goods, and (5) a 20% tariff on garments, generd
manufactures and agro-industry commoditiess.  For mogt CARICOM countries to meet the
requirements of the CET, they would need to decrease import tariffs on some items and incresse
it on others. Dedines in imports arisng from tariff rate incresses may suggest the extent to
which CARICOM production is being subgtituted for nonnCARICOM imports. On the other
hand, tariff rate decreases imply loss of tariff revenues that member countries may need to make
up for by increasing non-CET import taxes.

This dudy andyses the effect of changes in CET rates on OECS taiff revenues, and
non-CARICOM agriculturd imports. OECS imports were grouped in accordance with seven
CET rate brackets: 0%, 0-5%, 510%, 10-20%, 20-30%, 30-45%, and >45%. The Andyss will
help OECS policy planners to anticipate, in the presence of CET rate changes, the extent to
which CARICOM production would subgtitute for non-CARICOM imports, and the amount by
which non-CET import taxes would have to rise to keep net import tax revenues unchanged. To
conduct the andyss, the dudy employed a smulaion exercise in which the CET rae on
non-CARICOM agricultura imports was increased by 5, 10 and 15%. Next, CET rates were
adjusted to ensure that commodities in each rate group faced a CET rate of 100%.

For the purposes of this exercise, the CET rate increases and adjustments were gpplied only to
commodities that fell within the CET rate brackets of >20% (20-30%, 30-45%, > 45%). The
dudy assumes that non-CARICOM imports entering the OECS face symmetric unitary import
demand dadicities The dadicities ae symmetric in tha a given percentage increese or
decreasein CET rates (or in import prices) would produce the same magnitude of change.
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In 1997, OECS (excluding Antigua) imports of agriculturd commodities from norn CARICOM
countries amounted to $232.62 million. About 54% of these imports faced no import tariffs,
21.4% faced import tariffs of 5% or less, 4.9% faced rates ranging between 5 and 10%, 4.2%
faced rates between 10 and 20%, and another 15% faced tariff rates in excess of 20%. Over $15
million in CET revenues were collected, representing 41% of dl import taxes. Commodities
faling in the >20% rate groups accounted for a disproportionate 80% of the CET revenues.

The dmulation results suggest tha the CET rate increases on commodities in the >200% rate
groups would cause imports to fal, CET taiff revenues to rise, and the resulting decline in
imports would cause nontCET import tax revenues to decline. However, increases in CET
revenues would more than offset non-CET revenue losses. For example, a 10% increase in the
CET rate would cause OECS imports to fal by 1.2%, CET revenues to rise by 15.3%, or $2.40
million, and net import tax revenuesto rise by 6%, or $2.25 million

ST. KITTSAND NEVIS:

St. Kitts and Nevis imported $295 million worth of agriculturd commodities from
non-CARICOM countries in 1997, an increase of 8.7% from 1996. The share of these imports
facing import duties of less than 5% increased from 55 to 57%. On the other hand, the share of
the >20% rate groups fdl from 22 to 20%. Both CET and nonCET import tax revenues
increased over the two-year period such that total trade tax revenues rose by 30% from $5.4
million to $7 million. Among the imports that fdl in the >20% rate groups, the 20-30% rate
group accounted for 78.7% of these imports and 73.1% of corresponding CET revenues. In
comparison, the 30-45% rate group accounted for 20.3% of these imports and 24.5% of CET
revenues. On the other hand, imports associated with the >45% rate group represented less than
one%o of imports and only 2.3% of tariff revenues.

Between the two years, 1996 and 1997, the average taiff rate of the 20-30 and 30-45% rate
groups changed only dightly, however, for the >45% rate group the average tariff rate decreased
ggnificantly from 75 to 63%. A 5% increase in CET rates among the >20% commodity rate
groups would cause imports to fal by 0.8%, CET revenues to rise by 8.4%, and net import tax
revenues to increese 2.6%, from $7 million to $7.2 million. Similarly, a 10% CET rate increase
would induce a 1.6% decline in imports, a 15.9% rise in CET revenues and net import taxes
would increase by $337 thousand, a 4.8% rise.

For a 15% CET rae increase, imports would fal by 2.4%, while CET and net import tax
revenues would rise by 225 and 6.7%, respectively (Fig. 4.8). On the other hand, imposing a
CET rate of 100%, would lead to an 11.8% decline in imports, but CET and net import tax
revenues would rise, respectively, by 34.1 and 3.8%. These results are depicted in Figures 5.a
and 5.b. The 20-30% rate group accounted for the largest share of the decline in imports and the
rie in taiff revenues, while the 100% taiff impostion was the sSmulation scenario that
produced the greatest effect. Other reaults indicate that the smulation exercises caused the
average tax rate of the 20-30% rate group to increase from a base level of 25% to 36% when the
tariff rate was increased by 15% (Fig. 5.b). Similarly, the average tariff rate associated with the
30-45% rate group rose from 33 to 43% and that of the >45% group increased from 63 t071%.
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SIMULATIONSOF A REDUCTION IN TRADE TAXES

This section proposes to andyse the impact on the fisca accounts, the sequentid reduction in
tariff rates based on trade liberdisation. The basis of the exercise is premised on a given set
savings invesment balance of the economies in question. By how much would indirect taxes
have to increase in order to maintain this baance. The adjusment is therefore entirdly fsca and
conggtent with the economic foundations of the Eastern Caribbean Currency Union. Given the
limits placed on the degree of Centrd Government borrowing from the monetary authorities,
there is a binding congraint on governments ability to monetise their deficits.  This adjustment
is further reinforced by the choice of nomina anchor whereby the exchange rate is pegged a a
fixed rate to the United States dollar. Given our degree of openness the economies of the
Currency Union have been heavily dependent on taxes on internationa trade and transactions as
a mgor source of revenue. This degree of dependence increases the vulnerability of the
economies to shocks arisng from increased trade liberdisation. The likdy edablishment of
Regiond Economic Partnership Arrangements (REPAS) under the new Lomé 5 protocol and
accesson to the Free Trade Area of the Americas (FTAA) will dter tariff rates among the
membership in these regiona trading blocks.

Member countries of the Currency Union therefore must take a proactive and anticipatory stance
in mitigating the codts of adjusment arising during the tranditiona period.

The One Country, Two Sector, Three Good (123) Modd

This model refers to one country with two producing sectors and three goods. The sectors are
the traded and non-traded goods sectors while the goods produced are the export good, a
domestic good and an import good. The three agents involved in the model are a producer, a
household and the rest of the world. There are a tota d twenty equations and two accounting
identities.  Five eguations describe the underlying relationships that generate red flows.  Six
explan price reaionships ~ Four describe nomind flows while the remainder describe
equilibrium or maket dearing conditions. These market-clearing conditions date that supply
must equa demand and that the balance of trade condraint must be satisfied. The model does
not assume that al tradables are perfect substitutes with domestic goods. The modd is static and
does not yidd a dynamic solution but a one period result based on the type of shock that is
selected.

TRANSMISSION M ECHANISM OF A REDUCTION IN TARIFFS

One of the key assumptions underlying the modd is imperfect subdtitution between tradables and
non-tradables.  This assumption enables deviations from the law of one price which is standard
in classicd trade theory. By relaxing the assumption of perfect subgtitution between traded and
non-traded goods the mode reflects the body of empirica evidence that indicates that changes in
the price of imports and exports are only partidly transmitted to the prices of domestic goods.
Product differentiation of both imports and exports given the level of aggregation permits an
extenson of the Sdter Swan modd and gives rise to normaly shaped offer curves. All domedtic
goods that are not exported are effectively treated as nontradables (semi-tradables). Another
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key assumption in the modd is the small country assumption whereby the country is a price taker
in both import and export markets.

In this model, consumers consume a composite good (Q) that is comprised of imports (M) and
domegtic good (D). Reaedy dl income is spent on the composte good to saisfy the
equilibrium condition that the vaue of goods demanded must equa aggregate expenditure. The
desred ratio of imports to the domestic goods is a function of relative prices for a given degree
of subditution. This dlows for the reaive demand functions to be linearly homogeneous of
degree zero thus mitigating issues of “money illuson”.

When the import tariff rate is cut this changes the relaive price of imports to the domestic good.
Imports become chegper and there is a red appreciation of the exchange rate. There are two
effects that arise the income effect and the subdtitution effect as imports become relaively more
dtractive. For a given propendty to import consumers maximise utility by consuming more of
the import good as red income is now higher. For most developing countries sich as those of
the currency union the income effect is likdy to dominate given low dadticities of subgitution.
Both exports and the domestic good will be more expensive relative to imports.

In the dmulaion the condraint that the overdl savings invesment baance should reman the
same is imposed. The smulation badcdly asks the question how much would sdes tax/vaue
added tax or excise tax revenues have to be raised in order to ensure revenue neutrdity. The
current revenue has three components related to (a) tradable sector; (b) nontradable sector and
(c) overdl income. Revenue is therefore a function of the product of the import tariff rate times
the rea exchange rae times the vaue of imports plus the product of the saledexcise/value added
tax rate times vaue of demand for the composte good plus the product of the direct tax rate
times total income. Hence when the import tariff rate is cut it, the income effect results in more
imports hence the quantity effect dominates the price effect for a given propendty to import in
the revenue function. The second effect is traced through the sales/excise or vaue added tax rate
as it is gpplied to demand for the composite good which is comprised of both imports and
domestic goods. The sdes or excise tax provides a compensatory mechanism that ensures that
the savings invetment bdance is maintained for a given cut in the import tariff rae  Waras
Law ensures that the sum of the price-weighted excess demands summed over dl markets must
be zero.

SIMULATIONS

The smulations were based on a 25.0%, 50.0% and 100.0% reduction of import tariff rates in the
face of increasing trade liberdisation. The method of adjustment assumed was interna based on
a change in the tax regime. It was assumed that given the reliance on trade taxes for most
revenue tha indirect tax rates would have to change in order to maintain the exiging savings
investment balance. The indirect taxes could teke the form of a sdes tax or some other form of
indirect tax on consumption. The basdline year chosen was 1998.

The degree of dependence on trade taxes in . Kitts and Nevis have declined from an average of
49.1% per year in the 1980's to 39.4% in the 1990's. The passage of a number of hurricanes in
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the 1990's that led to the granting of concessons in the rehabilitation of the economy may
explain this trend. This category of taxes accounted for 11.9% of GDP in the 1980's but this
ratio declined to 10.0% of GDP by the 1990's.

The degree of revenue buoyancy was 0.68 in the 1980's when GDP growth was on average
much higher than in the 1990's. Trade tax eadiicities during the same period was 0.41. During
the 1990's revenue eadticity rose to 1.72 due to discretionary increases in trade taxes in the latter
part of the 1990's. The trade tax eadticity for the same period was 1.53.

St. Kittsand Nevis Revenue and Trade Tax Elagticities

1980-98 1980's  1990's

Revenue 1.72 0.68 1.72
Trade Tax 1.57 0.41 1.53

In evauding the impact of tariff reform on the fiscd accounts, the smulations explored a 25%,
50% and 100% in the reduction of the average tariff rate. The results indicate that given the
lower degree of reliance on trade taxes in comparison to the other member countries of the
ECCB, indirect taxes (sales tax) would have to be increased to yield approximately 2.3% of GDP
with a 25% reduction in the tariff rate. With a 50.0% reduction indirect taxes would have to be
increased to yidd 4.7% of GDP. For full liberdisation indirect or saes taxes would have to be
raised to yield 11.1% of GDP.

St. Kittsand Nevis Simulations

Taiff Rate Indirect Tax Rate
Per Cent GDP

25% reductionin 2.3

Import Tariff

50% reduction in 47

Import Tariff

100% reduction in 11.1
Import Tariff
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Table6: . Kittsand Nevis Basdine Indicators

St Kitts and Nevis

1998 Badine
EC$M Per cent of GDP

GDP Market Prices 778.68
Consumption 617.81 79.3

Private 461.98 59.3

Public 155.8 20.0
Domestic Saving 160.9 20.7
Investment 337.36 43.3
Imports of Goods 451.7 58.0
Exports of Goods 130.13 16.7
Current Account -119.95 -15.4
Av. Taiff Rae/l 0.191 -
Current Revenue 236.57 304

Trade Taxes 86.1 11.1
Current Expenditure 233.78 30.0
Current Account Baance /2 341 0.4
Ovedl Bdance -49.49 -6.4

1 /Defined astheratio of Trade Taxes to Imports of Goods
2 /Denotes Current Account After Grants

Fig. 5.a St. Kitts, Simulation Results on Imports, 1997

Fig. 5.b: St. Kitts, Simulation Results-Tariff Revenues 1997
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LIBERALISATION OF TRADE IN SERVICES

The internationd obligations of . Kitts-Nevis for the liberdisation of trade in services are
related to its commitments under the GATS and Protocol |l amending the CARICOM tresty.
The commitments under Protocol 1l represent advancement on the GATS hence this section

begins with a discusson of the GATS.
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COMMITMENTSUNDER GATS AND TRADING ARRANGEMENTS

The genera objective of the GATS is to develop as set of rules that would foster increased
trangparency, consstency, cetainty and non-discriminatory norms and reguldions in  the
governance of trade in sarvicess The sarvices not covered by the agreement pertain to
trangportation and arline sarvices.  With regards to modes of supply four specific mechanisms
aoply asfallows

(1) crossborder supply;

(2) consumption abroad,

(3) commercia presence; and

(4) presence of natural persons.

The Most Favoured Nation (MFN) principle under the GATS dictates that trading partners
whether with the Free Trade Area of the Americas (FTAA) or the Regiona Economic
Partnership Agreements (REPA) of the EU. Albet temporary exemptions may be alowed for
trangtiona purposes. The principle of Nationa Treatment dictates that once a foreign entity
supplies a sarvice to WTO member country then there should be no discrimination between this
entity and aloca one.

. Kitts and Nevis has made commitments under GATS for the following services:

(1) Communicetion services, ecificaly dectronic mail, voice mail, online information and
data processing not including telefax;

(2) Hnencid savices, specificaly offshore companies and trus not including insurance
companies and banks;

(3) Tourism and tourism related services,
(4) Recreationd, cultura and sporting services, and
(5) Transport services.

In the above five areas limitations to market access pertan to horizontd commitments are
goecific to commercid presence and presence of naturd persons. In the case of commercid
presence, foreign service providers must incorporate or establish localy in conformance with the
regulatory requirements with the S. Kitts and Nevis Commercid Code. The acquidtion of
property by foreign entities is endrined within the Alien Landholding Act which dipulates the
need for a license. St Kitts and Nevis reserves a number of smal business service opportunities
for nationas. With regpect to movement of natural persons every person who is not a nationd of
S. Kitts and Nevis is required to obtain a vaid work permit if employment is sought in the
territory.
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Communication Services

There ae no limits to market access with respect to the following vaue-added electronic
sarvices, email, voice mal and ontline information and data processng. The latter is however
unbound with respect to presence of naturd persons except as indicated in the horizontd
sctions.  There are no limitations on nationdl trestment in the areas of cross-border supply,
consumption abroad, commercia presence nor presence of natura persons.

Financial Services

Commitments under financid services are ecific to the regidration of offshore and trust
companies. Under both limitations to market access and nationd treatment there are no
redriction on cross-border supply and consumption abroad. However with regards commercia
presence, this is subject to the International Business Companies Act of 1992 and the Nevis
Business Corporation Ordinance 1984. Licensng is facilitated through a locd registered agent
who is ether practicing accountant or lawyer.

Tourism and Tourism Related Services

Specificaly hotels and restaurants are unbound with respect to cross-border supply in the areas
of market access and limitations on nationd treatment. There are no limitations on consumption
abroad. However in the area of commercia presence the condruction of hotel plant is limited to
those in excess of 50 rooms. Foreign entities are aso subject to withholding tax. The presence
of natural persons is dso unbound with the exceptions indicated in the horizontal sections i.e.
work permit and immigration regulations.

Recreational and Sporting Services/Transport Services

With regards to entertainment services there are no limitations to market access for cross —border
supply and consumption abroad. A specific limitation to commercia presence is the proviso that
the foreign entertainer may be required to employ nationa atiss. The presence of naturd
persons is however unbound and subject to work permit and immigration regulations. There are
no limitations to market access for sporting services other than the presence of natura persons is
unbound.

The mgor limitations to market access for dhip regidrations are under commercia presence.
Specificdly the Merchant Shipping Act 1985 facilitates the regidration of ships in . Kitts and
Nevis. The Director of Maritime Affairs with the following requirements effects registration:

(@ wholly owned by citizens of . Kittsand Nevis,

(b) bodies corporate established under the laws of . Kitts and Nevis, and

() and ships regardiess of the nationdlity of the owners is sea-going ship of 1600 or more net
register tonnes and is engaged in foreign-going trade.
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The presence of naturd persons is dso unbound with exception of work permit and immigration
requirements

LIBERALISATION OF TRADE IN SERVICESIN CARICOM

If the CARICOM regime of free trade in services is to have meaning, it must provide for a
greater levd of liberdisation than is implied the current bindings of the countries under the
GATS. Protocol I amending the Treaty of Chaguaramas provides the framework for the regime
of free trade in sarvices. However, in its current form Protocol [I provides a statement of
intentions and the dements of the regime will only be dearly defined when the implementation
schedule is adopted.

Protocol 1l provides for Rights of Egablishment, Provison of Services and the Movement of
Capital. Article 35 provides for a standdtill on redtrictions to the rights of establishment and for
member dates to notify the Council for Trade and Economic Development (COTED) of the
exiging redrictions. It aso provides for establishment of criteria to safeguard these rights. The
Article dso addresses the abalition of redtrictions on the right of establishment on a phased bass.
It ds0 edablishes a conaultative mechanism for the edablishment of a programme for the
abolition of redrictions on right of esablisiment in progressve sages. COTED would identify
the activities to which rights of esablishment shdl not gpply; edtablish the conditions under
which it would be achieved and the stages and time frames for the remova of redtrictions.
Article 35 dso provides for access to land and buildings, free movement of sills, the trestment
of monopolies and the mutua acceptance of certificates and other evidence of qudifications.

Article 36 provides for a standdtill and the progressve remova of redtrictions on regtrictions on
the provison of sarvices within the community. It dso mandates COTED in consultation with
the competent organs of the community to establish a programme for the progressve remova of
regrictions on trade in sarvices. The Article does not explicitly mention the various modes of
provison of services, together with the Article 35 and Article 37 which dedls with the movement
of cepita dl four modes would be covered. However, the right to exclude certain financia
savices from the provisons of this Artide is given to the Council for Finance and Planning
(COFAP). As with the WTO certain government services are excluded from Protocol 1. These
include the operations of Centrd Banks or monetary authorities, nationd security and the
maintenance of public order, socia security and public retirement plans.

Protocol Il provides a framework for free trade in services, by providing for a standstill on
current redrictions and a progressive liberdisation of the exiding redrictions. The nature of the
regimes which emerges depends on the drength of the programmes edablished for the
progressve remova of redrictions. If the current WTO commitments are anything to go by,
member dates would have to improve sgnificantly these if the trade in services regime is to be
meaningful.

The completion of a regime in services would unleash competitive effects Smilar to goods with a
consequent reduction in the price of these sarvices. Because the use of services especidly
financid sarvices permeates dl types of production (including services themsdves), there is a
further knock-on boost for dl types of busnesses usng these sarvices  Competition in the
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provison of financia services can lead to the reduction in cogt of credit if firms can rase ther
loans in other CARICOM territories.  Similarly, the prices of insurance services can be reduced
by increased competition.

CONCLUSION

The economic performance of . Kitts and Nevis has been conditioned by adjustment to the
passage of 5 hurricanes during the last 9x years. Hence growth during this period has been
much less than 88% per anum achieved during the period 1986-1989. It is agangd this
backdrop of dower growth rates that the economy must be repostioned in the face of the
changes in the internationa environment.

The competitiveness studies suggest the country has export competitiveness in sugar production,
margarine, fish and beverages. Among the OECS countries, &. Kitts has dgnificant potentid in
the area of manufacturing. In particular the country has done wel in the area of export of
electronic components.  However, like most of the rest of the manufacturing sector it has
developed under protective arrangements and would need to stand the test of a competitive
environment.

The survivd of some firms in the manufacturing sector may be doubtful without the protective
arangements. In this regard the authorities may need to dlow the least efficient firms to exit the
sector in an orderly manner while providing support to those firms that have the potentia to be
export competitive. A package of assstance would need to be provided to these firms and may
include, finance and technical assgtance in product development, factory layout, marketing etc.
Given the tight budgetary condraints facing the country and the expected loss of revenue from
trade liberalisation it may be necessary to access the required resources from external sources.

The Federation of St. Kitts and Nevis like member territories of the Organisation of Eastern
Caribbean States invedts heavily in hedth and education. The investment in human capitd is
citical to future economic trandformation in a knowledge-based environment.  The ongoing
invesment in economic infrastructure and its mantenance is a pre-requidte for the future
economic of savices  Teecommunicaions reform will offer the opportunity to talor this
medium to the specific developmenta needs of the territory. It would afford the development of
education services through distance learning. It would dso afford smdl to medium sze
companies a chegper platform for communication with the rest of the world.

. Kitts and Nevis has a long tradition in public companies that have an issued share capitd of
$235m or 29.1% of the totd issued share cgpitd within the currency union. There is dso a
wel-developed treasury bill market. The advent of the Eastern Caribbean Securities Exchange
(ECSE) will afford secondary trading of these securities and ultimatdly primary issues. There is
an opportunity for the deveopment of additiona financid products as part of a wider drategy of
fostering growth in financid services. These indude mutud funds and derivatives.

The tourism industry will continue to be the nucleus of al services kut care has to be exercised in
the choice of product. The cost and benefits of cruise-based tourism has to be evauated given
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the cost of required infragtructure, the environmenta consgderaions and the low levels of
expenditure by this category of vidtor. Like Bermuda a determination ought to be made on the
sze and number of ships given some desired level of vigtor penetration.

St Kitts and Nevis tax dtructure is broadly consstent with WTO standards. However, there are
two aeas where discriminatory practices occur.  The varigion in the application of the
embarkation tax with a higher rate on nonnationds and the requirement for non-nationds to
obtain and pay for an diens land holding license gppear to be in violation of MFN principles
endrined in the WTO. The first can be corrected without sgnificant loss of revenue. However,
the deregulation of land transactions could have socid implications in that price/ldemand forces
could immediately dienate the poorer segment of the S. Kitts and Nevis community from lands
urgently needed for basic shdter. A phased gpproach to deregulation to ensure the dleviaion of
the critical need for lower and middle-income housing is indicated.

Fiscd peformance in . Kitts and Nevis has suffered through frequent disruptions by naturd
disssters as well as high outlays on recurrent expenditure resulting form increased public service
employment and generous wage settlements.  High outlays on invesment projects and declining
concessond ad flows together contributed to a further deterioration in the fisca account, with
widening fiscd deficits and steep increases in debt and debt servicing costs.

Although revenue buoyancy has been rdatively high, serious digtortions and inefficiencies occur
in the digribution of the tax burden. Incentives and concessons create further inequdities in
burden sharing leading to nonrcompliance and rent seeking diverson of  investment.
Improvements to the tax code and in tax adminidration are needed to maintain reverue buoyancy
on asudtainable basis.

Continued improvements are aso needed to rationalise and control budgetary spending to help to
increese fiscd savings. A widening of the savingsinvestment gap has resulted in unsudainable
fiscd deficits and use of commercid borrowing. There is urgent need for a coherent medium
teem drategy that will inform budgetary dlocations and lead to improvements in project
selection and financing as to stem the growth in public debt and debt servicing costs.

As a preequdte for moving towards further trade liberdisation, there should be a
comprehensve fiscd reform including a restructuring of the tax sysem in order to smplify the
tax code, shift taxes downstream from imports to expenditure, strengthen tax administration and
improve efficiency in budget dlocations and spending.  Such reform will need consderable
international support and a trangtion period that takes account of the inditutional wesknesses
that presently exist in &t. Kittsand Nevis.

The study suggests that the market for services in St. Kitts is dready characterised by sgnificant
liberdisation further liberdisation would benefit the country more than it would lose.  Thus a
negotiating drategy would move to further liberdise the services sector in exchange for
concessions in agriculture. The study could not identify a case for the St. Kitts-Nevis as part of
the OECS grouping to pursue a negotiating dtrategy that was different from the rest of
CARICOM except in 0 far as the sequencing of adjustment measures and the trangtion period
for liberdisation are concerned. Action to be taken and the trandtion period required are
indicated in the Section on the Way Forward in the Overview.

44



St Kitts and Nevis

Table7: St. Kittsand Nevis Tourism Statistics

M ean M ean M ean
1986-89 1990-94 1995-98

Stay-overs 66,247 84,525 85,917
Cruise ship Passengers 37,151 71,349 115,884
Stay-over growth 11.20 5.78 0.29
Cruise ship Passenger growth 10.23 27.34 11.95
Totd Visitor Growth 9.22 14.41 5.84
Vidtor Expenditure $ECM 9263 169.27 187.65
Visgitor Expenditure Growth 14.72 14.31 0.23
Service Penetration Index /1 154 2.57 217
USA Market Share 39.32 45.88 44.20
UK Market Share 6.58 7.84 11.14
Caribbean Market Share 11.31 15.07 30.22
Canadian Market Share 15.81 12.40 10.18

1/ Defined astheratio of service exports to merchandise exports

Table8. St. Kittsand Nevis Foreign Direct I nvestment (FDI) Profile

M ean M ean M ean
1986-89 1990-94 1995-98

FDI as % of GDP 16.34 13.75 11.96
FDI as % of ECCB Inflows 16.68 12.43 141
Equity Share of FDI 30.38 481 2719
Land Sales Share of FDI 15.11 41.67 46.99
Reinvested Earnings Share of FDI 13.39 12.67 20.73
Other Investment Share of FDI 41.12 42.53 51
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Table9: St. Kittsand Nevis: Contribution to Real GDP and Real Growth of Services

M ean M ean M ean
1986-89 1990-94 1995-98

Tourism
Contribution 8.06 8.66 7.02
Growth 13.95 8.21 -1.30
Construction
Contribution 11.88 12.91 13.65
Growth 17.37 2.55 7.73
Communications
Contribution 4.76 8.09 9.87
Growth 29.49 12.51 8.90
Trangportation
Contribution 7.59 7.78 7.96
Growth 11.36 454 4.35
Banks
Contribution 6.34 7.85 9.86
Growth 9.67 8.53 9.77
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Table 10: St. Kittsand Nevis Savings I nvestment Profile

St Kitts and Nevis

1988 1989 1990 1991 1992 1993 194 1995 199 1997 1998
Sour ce of Funds 167.9 1964 3225 2445 196.5 2069 2538 2393 2932 2903 3834
Gross National Savings 9.6 9.6 199.6 1219 1124 929 1811 1288 1371 103.3 1388
Gross Domestic Savings 78.6 80.8 106.0 1100 %4 785 1622 1190 1139 95.3 1305
Public Sector 245 -17.0 4.6 95 101 35.2 289 385 426 26.1 26.1
Private Sector 54.1 97.8 1014 1005 84.3 433 1333 80.5 713 69.2 1044
Transfers from Abroad 330 44.6 30.6 305 R4 370 27 46.1 64.0 53.1 721
Net Factor Income -16.9 -25.7 63.0 -18.6 -14.4 -226  -238 -36.3 -40.8 -45.1 -63.8
Foreign Savings 733 9.8 1229 1226 84.1 1140 2.7 1105 1561 187.0 244.6
Useof Funds
Domestic Investment 167.9 1964 3225 2445 1965 2069 2538 2393 2932 2903 3834
Public Sector 486 68.3 82.7 66.1 378 315 51.2 720 717 60.2 60.2
Private Sector 1193 1281 2398 1784 1587 1754 2026 1673 2215 2301 3232
(In% GDP Market Prices)
Sour ce of Funds 337 A1 54.0 375 29.0 30.7 35.8 321 36.9 A1 423
Gross National Savings 190 173 334 187 16.6 138 255 173 172 122 153
Gross Domestic Savings 158 140 178 16.9 139 116 229 16.0 14.3 112 144
Public Sector 49 -30 08 15 15 5.2 41 5.2 54 31 29
Private Sector 109 17.0 17.0 154 124 6.4 188 108 9.0 81 115
Foreign Savings 147 16.8 20.6 188 124 169 10.3 148 196 220 270
Useof Funds
Domestic Investment 337 341 54.0 375 29.0 30.7 358 321 36.9 341 423
Public Sector 9.8 119 139 101 56 4.7 72 9.7 9.0 71 6.6
Private Sector 239 223 40.2 273 234 26.0 28.6 224 278 271 35.7
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Table 11: St. Kittsand NevisMonetary Survey

1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998
Net Foreign Assets 47.96 66.77 65.22 68.67 7119 62.22 72.18 8136 85.98 838.06 84.29 139.99 17548
Central Bank (net) 2760 2852 27.82 44.24 4393 44.86 70.89 79.48 85.75 90.32 88.32 97.34 126.30
Commercia Banks (net) 20.36 3825 37.40 2443 27.26 17.36 129 1.88 0.23 (2.26) (4.09) 42,66 49.18
Externd (net) 2537 65.44 69.17 36.23 36.32 34.98 2195 47.17 374 2504 (324  (52.39) 3BHA
Other ECCB Territories (net) (5.01) (27.19) (3L.77) (11.80) (906) (17620 (2066) (45.29) (851) (27.30) 3120 95.04 1324
Net Domestic Assets 99.25 104.24 141.01 189.62 208.09 22669 26099 29357 30414 3H032 37838 385.06 370.44
Domestic Credit 121.06 12754 177.68 235.02 251.53 27587 31553 33729 35648 40828 46826 48434 512.24
Central Government (net) 4395 43.30 58.61 61.81 67.93 79.42 7134 60.50 5161 8034 11302 79.12 11255
Other Public Sector (net) (15.58) (33.39) (3873 (3858) (36.86) (4991 (7064) (7997) (9099) (95520 (90.18) (9L.73)  (139.76)
Non-Bank Financia (9.95) (9.11) (12.29) (12199 (1135 (1613) (1947) (19.02 (7.08) (6.69) 4.72) (4.05) 0.19
Institutions (net)
Subsidiaries & Affiliates (net) 0.00 0.00 0.00 0.00 0.00 0.00 0.00 000 (1343 (1071) (1478  (20.06) (24.42)
Private Sector 102.64 126.73 170.08 22398 231.80 26249 33429 37578 41636 44086  464.92 521.06 563.67
Other Items (net) (21.80) (23.30) (36.66) (45.39) (4344) (4918) (%454 (43720 (5235 (5795 (89.83)  (99.28) (14179
Money Supply (M2) 147.21 171.01 206.24 25829 279.28 28891 33317 37493 39012 43838 46266 525.05 545.92
Currency 1222 12.96 16.08 2265 2143 23.86 2304 28.08 2828 30.29 3238 3185 B4
Demand Deposits 1721 2156 2717 35.10 34.02 32.60 37.26 4169 40.19 45.00 5155 50.32 55.56
Savings Deposits 63.01 77.30 94.99 11157 11191 12756 14735 16986 19074 20670  217.87 228.76 239.62
Time Deposits 4481 40.98 4758 56.24 7107 67.86 80.26 76.96 75.48 78.80 76.52 9334 110.76
Foreign Currency Deposits 9.97 1821 2040 32.72 40.84 37.04 45.27 58.33 5543 7759 84.35 120.78 104.15
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