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A key issue for the Caribbean concerns its
economic outlook in the wake of the recent
global turmoil. This is because for the Caribbean
its limited economic diversification, persistently
large external current account deficits and high
public debt render the region vulnerable to sharp
swings in global economic and financial market
conditions.

A recession in the United States — the country
likely to be most affected by the turbulence

— would sharply reduce demand for Caribbean
exports and erode regional economic growth,
which had fallen sharply with the decline in
tourism after the September 11, 2001 terrorist
attacks, but is now on a strong rebound. Few
countries are yet at a stage to carry out counter-
cyclical fiscal policies to stimulate growth
without further raising already high public debt
ratios.

If the credit crisis were to spread to a major
emerging market, it could lead to a complete
reassessment of risks for all emerging market
countries, including those in the Caribbean
which remain highly dependent on external
financing to bridge their external and fiscal
deficits. So far credit markets in the region have

been unaffected by the turbulence. Finally, some
countries in the Caribbean may be affected

by the loss of remittances, especially where
these flows from the United States are large in
absolute terms of or relative to GDP.

While regional cooperation is a key element

of the Caribbean strategy to cope with these
risks, there is continuing need for decisive
action at the national level to strengthen the
foundations for sustained regional growth and
reduce vulnerabilities. The current turbulence

in the global financial environment presents an
opportunity to reinvigorate those efforts and
advance the necessary reforms. Governments in
the Caribbean cannot afford to be complacent.

In Trinidad & Tobago, the run-up to general
elections is already generating intense debate
about the equitable use of energy wealth, both
as a means of economic diversification and




social enhancement. The Heritage & Stabilisation
Fund (HSF) is seen as a critical vehicle in this
regard, although it is clearly no substitute for
prudent fiscal policy. Inflation control remains

a serious challenge to macroeconomic
management in the period ahead. The reduction
in inflationary pressures during the first half

of 2007 mainly reflected aggressive liquidity
absorption measures. Further sustainable
reduction in inflation remains uncertain,
depending on the evolution of commodity prices
and increased agricultural supply.

Macroeconomic conditions in Jamaica remain
positive as evidenced by an expansion in
economic activity and moderate inflationary
pressures. The major challenge for the new
political administration is to show a credible
and consistent approach to reducing the very
high public debt burden. Slippages in tackling
the intractable debt problem could derail the
authorities’ economic programme, especially if
accompanied by further global financial turmoil,
increases in crude oil prices and weaker investor
sentiment.

The hosting by Barbados of some of the
Cricket World Cup (CWC) matches led to a
strong increase in long-stay tourist arrivals and
appears to have yielded some benefits for the
wholesale and retail, utilities and transportation,
storage and communications sectors. A post-
CWC environment, however, requires renewed
attention on the traditional sectors—tourism,

sugar and manufacturing—to improve their
performance and boost export earnings
capacity.

The Eastern Caribbean is benefiting from
buoyant economic activity, but the challenge will
be to sustain the growth momentum in 2007 and
beyond. Many of these countries face significant
headwinds, including high world energy prices,
greater competition in the dominant tourism
sector, eroding EU trade preferences, and a
heavy public debt burden.

Equity markets in the Caribbean showed some
signs of a revival in the third quarter of 2007.
Market activity was mainly driven by investor
sentiment surrounding impending mergers

and acquisitions. The bidding war between
Neal & Massy and ANSA McAL for Barbados
Shipping & Trading Ltd. (BS&T), and persistent
rumours surrounding a takeover of RBTT
Financial Holdings energised the Trinidad and
Tobago market. The Jamaican market enjoyed
a significant run up as investors took advantage
of attractive valuations in the period surrounding
the general elections. A bidding war between
Mayberry Investments and a local consortium
for controlling interest in Salada Foods also
helped to spur investor interest. The rise in the
Barbados market primarily reflected interest
generated by the quest for control of BS&T. The
Eastern Caribbean equity market was the best
performer in the period.




Global Economy

The initial turmoil stemmed from the U.S.
sub-prime mortgage market, where higher
delinquencies due to a softening housing market
and rising interest rates led to the collapse of
some large sub-prime lenders and inflicted
substantial losses on holders of sub-prime
residential mortgage-backed securities (RMBS)
and of some collateralised debt obligations
(CDOs). The sub-prime debacle and subsequent
contagion to global financial markets dented the
notion that U.S. housing woes would remain a
domestic matter.

Investors began to reassess their outlook and
tolerance for risk, especially for structured
financial products and for securities of highly
leveraged firms. Bond spreads, especially
those for speculative-grade debt, widened
substantially in June and July, with increased
volatility of equity prices. In mid-August, a series
of events led investors to believe that credit
risks might be larger and more pervasive than
previously thought, and began to increasingly
impair the functioning of global financial
markets, especially short-term and inter-

bank funding markets. To help restore orderly
conditions, central banks in the United States,
Europe and Asia undertook exceptional liquidity
injections.

On 18 September 2007, the U.S. Federal
Reserve aggressively cut its policy rate by

50 basis points, helping to bring some calm

to world financial markets. The U.S. Federal
Reserve also increased the provision of reserves,
cut the discount rate, and changed its usual
discount-window lending practices in order

to facilitate term borrowing. The turmoil has
tempered the tightening biases at the European
Central Bank, Bank of Japan and the Bank of
England. Other central banks, however, still
managed to hike policy rates in August (Korea,
South Africa, and Australia), either squeezing
them in before the full brunt of the crisis or
reflecting the fact that local credit and money
markets were not as much affected. For all
central banks, two factors will drive policy
decisions until calm returns to the markets; the
extent to which liquidity in local money markets
is impaired; and the extent to which the financial
market turbulence has, or raises the risk of,
negative domestic economic consequences.

Despite these reverberations across global
capital markets, economic fundamentals, both in
the large industrial economies and in most major
emerging economies, remain strong. Recent
financial turbulence is unlikely to have much of
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Table 2.1
Global Economic Growth
(year-on-year percentage change)

2005 2006 2007 proj. 2008 proj.
United States 3.2 3.3 2.0 1.9
Euro Area 1.6 2.9 2.5 2.1
Japan 1.9 2.2 2.3 2.0
China 10.4 111 10.7 10.0
India 8.7 9.7 8.8 8.2
World 4.9 5.5 5.0 4.8

Source: IMF World Economic Outlook (WEQ) October 2007

an effect on global growth for 2007, but could
have a larger though still modest impact in 2008.
The International Monetary Fund (IMF) expects
the global expansion to continue albeit at a
slower pace of around 5% in 2007 and 4.8% in
2008, which is still high by historical standards.
While the United States faces slower growth, it
is not expected to move into a recession. China
and India are expected to continue growing
rapidly, accounting for two-fifths of projected
global growth.

The balance of risks to the world economic
outlook has tilted to the downside. If the
global financial market turbulence turns out

to be prolonged with further spillovers to non-
credit markets — including currencies and
equities — the impact on the world economy
would be substantial. Risks also relate to
global imbalances, protectionist pressures and
the possibility of further increases in oil and
commodity prices.

United States

In the United States, the economy has been
growing at about 2% since the middle of
2006 despite being held back by a weakening
housing market. Forward-looking indicators

of conditions in the U.S. housing market were
pointing lower even before the eruption of

the sub-prime mortgage market. Housing
permits and starts were trending down, while
inventories of unsold new homes remained at
very high levels. Financial market turmoil seems
likely to intensify the downturn in housing. The

illiquidity in many segments of the market for
mortgage-backed securities has limited credit
flows, impacting residential construction. While
mortgage repayment distress has been largely
contained to the sub-prime market, conditions
may deteriorate further as some loans are reset
to higher interest rates over the coming year.
Beyond housing, it is too early to gauge what
effect financial market turmoil is having on
household and business spending, although very
preliminary and partial information suggest that
thus far the effects seem to be limited.

A key issue remains the extent to which the drop
in house prices is likely to restrain consumer
spending, which has been the main engine of
growth in recent years, and possibly push the
U.S. economy into recession. Over the past year
or so, consumption growth has been supported
by strong labour market conditions with firm
growth in household incomes. Job gains have
averaged about 125,000 per month, and the
unemployment rate has hovered around 4.5%—
a fairly low rate historically for the U.S. economy.
Resilient employment may be a critical factor in
severing the historic link between housing and
recession. In the past, job and income losses
were the main cause of spillover effects into

the wider U.S. economy and not the decline in
housing activity.

While the housing downturn is currently in full
swing, other indicators such as stock prices,
jobless claims and new orders and shipments
for core capital goods all point to continued
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Box 2.1
The Risk of a U.S. Recession Will Remain
Contained

Morgan Stanley, a leading global investment bank,

believes that with the Fed embarking on an easing path,
the probability of a recession in the United States has

likely peaked, and may well decrease going forward. The
investment bank simulated a 50bp cut in the Federal Funds
Rate (FFR) and a FFR cut accompanied by a further widening
of the yield curve spread (also of 50bp). The single lowering
of the FFR to 4.75% significantly reduces the risk of recession
in all its models. In fact, all of them display probabilities
ranging between 7- 19%, and an additional widening of the
spread would lower the probabilities even more.

On the opposite side, if conditions were to deteriorate in
credit markets, the models would still give at most a 40%
chance of a recession (in the case of a further widening of
20bp in credit spreads). Also, its models suggest that any
renewed deterioration in the equity market performance
would trigger a substantial increase in the perceived
probability of a recession. However, with the Fed likely
embarking on an easing cycle, it is difficult to imagine that
equities would under-perform further in the near future. A
further degradation in the Commercial Paper (CP) market
could not be entirely excluded, but again, with the Fed aiming
at providing more liquidity, the height of the crisis could
also be behind us. Morgan Stanley is of the view that with
loosening monetary conditions set to continue, the risk of
recession has likely peaked and the most likely outcome for
the US economy remains a cyclical slowdown.

Compared to July 2007, the risks of recession have
considerably increased in August according to its models
(those that are not exclusively based on bond markets).
However, the recent Fed move likely will cap the odds of

a recession. This suggests that a decoupling of the rest of
the world from the U.S. economic cycle is the most likely
outcome and that the U.S. dollar will go through a phase of
weakness.

Source: Morgan Stanley Global Economic Review
24 September 2007

modest growth ahead. Financing conditions for
capital spending for most firms remain generally
favourable, despite the recent rise in corporate
bond spreads and illiquidity in market segments.

Recessions usually require a decline across
several sectors and industries. In the United
States, sustained readings below 30% of the
six-month diffusion index of leading economic
indicators have generally been associated with
a recession. However, the index rose to 60% in
August and September 2007 from 40% earlier
this year. This rebound suggests that the risk

of recession may not be as pronounced as
previously anticipated.

Movements in energy prices have created
volatility in overall inflation. Year-on-year headline
consumer price inflation fell to just 1.9% in
August 2007, slightly below core CPI inflation
(which excludes food and energy) at 2.1%.
Core inflation is generally expected to moderate
further as growth in housing costs continues

to slow, although there is some upside risk to
this outlook from the high levels of resource
utilisation and rising import prices.

Since late September 2007, there have been
some signs of improvement in some U.S
financial markets that were severely disrupted.
Investors appear to be differentiating more
among risk characteristics of asset-backed
commercial paper programmes; term funding
has become a little more readily available to
banks and commercial paper issuers; and the
run-off in outstanding commercial paper has
slowed. Spreads in these markets are, however,
still quite high by historical standards, and
funding maturities are very short. In mortgage
markets, spreads for rates on jumbo prime
mortgage loans over those on conforming,
agency eligible loans have narrowed a bit, but
are still wide. It may take some time before
market participants are able to regain enough
confidence to price and trade certain types

of assets, and for the return of more normal
liquidity conditions.

Japan

In Japan, the domestic recovery remains in
place and the main uncertainty continues to be
the international environment. Both household
spending and retail sales were stronger than
expected in the twelve months to August 2007.
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Household spending increased by 1.6% and
retail sales increased by 0.5%, partly due to
weather-related conditions. The deterioration

in private consumption experienced during the
summer seems to have halted, and the outlook
has improved considerably. Industrial output
increased by 4.3% in the year to August, with
part of the boost explained by resumption of
auto production following the earthquake in
July. Excluding this effect, industrial production
rebounded strongly both in July and August.
Unemployment in August unexpectedly
increased to 3.8% from 3.6% in July, but does
not indicate renewed softness in the labour
market as the increase in unemployment is
solely explained by decline in volatile self-
employment. Although the resignation of Prime
Minister Abe elevated the political uncertainty in
Japan, it was not too surprising after his party
lost control of the Upper House in the July 2007
election.

At the retall level, CPI inflation has not shown a
clear direction; the core measure (which excludes
food and energy prices) has gradually picked up
over the past couple of years but remains close
to zero. The CPI declined -0.2% in the year to
August 2007 in line with expectations, and the
Tokyo CPI reading of -0.2% for September was
slightly weaker than expected. Both food and
energy prices are expected to push CPl inflation
higher in coming months, while lower cell phone
rates could be a significant drag on consumer
price inflation from December. It is increasingly
likely that headline CPI inflation will remain slightly
negative at year-end.

Economic activity in the euro area is continuing
to expand at sustained rates. Euro area real
GDP growth in the second quarter moderated
to 0.3% compared with 0.7% in the previous
quarter, but was in line with potential growth.
Data on activity in the third quarter — from
various confidence surveys and indicator-based
estimates — remain favourable overall. Business
investment has been a key driver of growth in
the euro area and is running at its fastest year-
ended pace since the late 1990s. The outlook is
also favourable, with capacity utilisation at high
levels, business sentiment positive, and profits
at healthy levels. The positive conditions in the
business sector have been supported by strong
external demand, particularly from Eastern
Europe.

Euro area private consumption continued to
grow in the June quarter in most of the major
euro area economies, with the exception of
Germany, where it was affected by an increase
in taxes. Euro area retail sales were practically
flat for the second consecutive quarter, although
there are some positive signs, with rising
consumer sentiment and a further improvement
in labour market conditions. The euro area
unemployment rate has been on a downward
trend since mid-2004. In July 2007, it remained
stable at 6.9%, which is its lowest level in more
than 15 years.

With respect to price developments, headline
inflation increased strongly to 2% in September
2007, in line with the ECB’s target of 2%. Core




inflation (which excludes food, energy, alcohol
and tobacco) has leveled out recently after rising
through 2006 and early 2007. However, euro
area inflation rates are likely to remain above
2% over the remainder of this year and in early
2008. The upside risks include increases in
indirect taxes beyond those anticipated thus
far and further increases in oil prices and prices
for agricultural products. More fundamentally,
stronger than expected wage developments
and an increase in the pricing power in market
segments with low competition may occur.

In the United Kingdom, GDP growth has
remained robust and stable in recent quarters,
reaching 3% in the year to June 2007. Growth
was driven by private consumption, whereas
investment and export growth declined, and

the contribution of net exports was negative.
While headline inflation has eased in recent
months, this is due largely to falls in regulated
electricity and gas prices. Core inflation (which
excludes food, energy, alcohol and tobacco) has
been trending up and at 2% remains close to a
decade high. The short-term outlook for inflation
is very uncertain due to expected volatility in
both food prices, relating to the recent floods in
the United Kingdom, and energy prices.

In China, real GDP grew vigorously by almost
12% in the first half of 2007. Recent policy
initiatives intended to rebalance growth away
from exports and investment and towards
household consumption are yet to take effect.

In September, the trade surplus jumped 56%

to US$23.9 billion, pushing China’s foreign
exchange reserves to a record US$1.43 trillion at
end-September 2007. Consumer price inflation
continued its upward trend, reaching an 11-year
high of 6.5% in August 2007, mostly driven by
rapidly rising food prices. Core consumer price
inflation is estimated to have held steady at
around 1%.

The Indian economy continues to grow strongly,
with real GDP increasing to 9.3% on an annual
basis in the second quarter of 2007. Growth in
the quarter was led by activity in the services
sector, although manufacturing production

also picked up. Inflationary pressures have
moderated. Wholesale price inflation, the
Reserve Bank of India’s main inflation measure,
slowed to 4% in August, below the 5% target
rate.

In Latin America, macroeconomic performances
have been mixed across the major economies.
In Brazil, industrial production continued to
accelerate, rising at an average annual rate of
5.8% in the second quarter of 2007, compared
with 3.8% in the first three months of the year.
After remaining stable in the first quarter of
2007, consumer price inflation started to pick
up to stand at 4.1% in September. In Argentina,
economic activity has slowed down in recent
months. Annual industrial production grew by
6% in the second quarter from 6.7% in the first
quarter. Annual consumer price inflation declined
in the second quarter to an average of 8.8%.
Mexican real GDP expanded by an annual rate
of 2.8% in the second quarter, up from 2.6%

in the first quarter. Annual consumer price
inflation has remained relatively stable since

the beginning of the year and stood at 3.8% in
September 2007.

On 18 September 2007, the U.S. Federal Open
Market Committee decided to cut its target




Table 2.2
Selected Policy Interest Rates (%)

Country Policy Rate Sep. 2007
United States Federal Funds Rate 4.75
Europe Minimum Bid Rate 4.00
Japan Overnight Call Rate 0.50
China 1-yr Lending Rate 6.57
India Repo Rate 7.75

June 2007 March 2007 Dec. 2006
5.25 5.25 5.25
4.00 3.75 3.50
0.50 0.50 0.50
6.39 6.12 5.85
7.75 7.75 7.50

Source: CMMB

for the federal funds rate by an unexpected

50 basis points to 4.75%. This was after
keeping its policy rate unchanged since June
2006 and in the face of reluctance to cut the
funds target, relying on the full array of other
monetary policy and supervisory measures to
mitigate the credit crisis. The Fed’s statement
on monetary policy asserted that the action was
“intended to help forestall some of the adverse
effects on the broader economy that might
otherwise arise from the disruptions in financial
markets.” In the Fed’s view, the tightening of
credit conditions has the potential to worsen
the housing correction and to restrain U.S.
economic growth, which was moderate in the
first half of the year. In related action, the U.S.
Federal Reserve Board approved temporary
changes to its primary credit discount window
facility. The changes included a 50 basis point
reduction in the primary credit rate to 5.25%
and allowing the provision of term financing

for as long as 30 days, renewable by the
borrower. Furthermore, the Fed made clear

that asset-backed commercial paper, which
had become highly illiquid, is acceptable as
collateral for discount window borrowing.

Later, in a September 20 speech, before the
Committee on Financial Services, U.S. House of
Representatives Chairman Bernanke reiterated
that developments in financial markets can have
broad economic effects felt by many outside
the markets, and the Federal Reserve must take
those effects into account when determining

policy.

The Bank of Japan (BoJ) has kept its policy
rate unchanged at 0.5% for seven consecutive
monthly meetings. While it signalled its intention
to normalise monetary policy further, this is
expected to happen at a very gradual pace in
line with developments in the economy and
inflation. The BodJ will likely wait until financial
markets settle down before raising interest rates,
as it could spark renewed heavy selling in carry-
trade funded assets. Japan’s key rate is the
lowest among major economies.

At its meeting on 6 September 2007, the
European Central Bank (ECB) decided to leave
the minimum bid rate on the main refinancing
operations of the Eurosystem unchanged at
4%. The move had been widely anticipated and
continued the gradual process of lifting euro
area rates, which are now up by a cumulative
200 basis points since late 2005. With the ECB
describing current conditions as remaining on
the accommodative side and reiterating its
inflation concerns, markets expect one further
25 basis point increase before year end. The
Bank of England (BoE) has kept its policy rate
unchanged at 5.75% since August 2007, after
hiking interest rates by a cumulative 125 basis
points over the past year.

Monetary conditions continued to be tightened
in China in an effort by the authorities to rein

in rapid growth of domestic liquidity. On 15
September 2007, the People’s Bank of China
(PBoC) increased for the fifth time this year the
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Figure 2.1
U.S. Treasury Yield Curve Slope
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Sources: CMMB

benchmark one-year deposit and lending rates
by both 27 basis points to 3.87% and to 7.29%,
respectively. It also raised the minimum reserve
requirements for banks by 50 basis points in July
and by a further 50 basis points in September,
bringing the ratio to 13%. In addition, China’s
State Council announced a cut in taxation on
interest income from 20% to 5% in an attempt to
divert savings into the banking sector and away
from the domestic equity market.

Elsewhere in emerging markets, a number

of central banks, including those in Korea,
Taiwan, and South Africa, have raised their
policy rates in response to rising inflationary
pressures. The Reserve Bank of India raised

its reserve requirement on banks. In contrast,
Bank Indonesia has reduced rates three times
by 25 basis points, from 9% to 8.25%, and the
Bank of Thailand has cut rates twice, from 4% to
3.25%, as inflation pressures in those countries
have eased. Brazil’s central bank has also cut
rates three times by a cumulative 75 basis points
to 11.25% in September 2007.

Bond Yields

Over the third quarter of 2007, bond market
sentiment changed dramatically. Credit markets
became particularly unsettled following the
announcement in mid-June by U.S. investment
bank Bear Stearns that two of its hedge funds

were facing financial difficulty through their
exposure to the sub-prime mortgage market.
Subsequently, several other hedge funds that
invested heavily in products based on sub-prime
mortgages suffered financial distress. In mid-
July, concerns about sub-prime mortgage debt
were further heightened when both Standard &
Poor’s and Moody’s cut the credit ratings of sub-
prime residential mortgage-backed securities
(RMBS).

These events triggered a “flight to safety” out

of riskier credit markets and into higher-quality
paper, notably U.S. government bonds. As a
result, yields on 10-year U.S. Treasury bonds,
which had risen by more than 60 basis points to
a high of 5.3% in May-June 2007, subsequently
fell by over 50 basis points to below 4.75%

in July-August. Yields rose quite sharply after
the U.S. Federal Reserve cut rates by 50bp.
This occurred largely as a result of two factors.
First, risk appetite returned to markets causing
a reversal of the “flight to safety” rush into
government bonds. Secondly, the larger than
expected easing prompted fears that the Fed

was taking risks with inflation, as evidenced

by increases in breakeven inflation rates on
inflation protected bonds. In the United States,
the breakeven inflation rate on 10-year TIPS
(Treasury Inflation Protected Securities) rose 15
basis points to 2.34% from the multi-year low
of 2.19% seen earlier in the month. Other major
bond markets largely took their lead from events
in the United States. In Germany, yields rose as
high as 4.75% before similarly falling back by 40
basis points, while in Japan yields rose to nearly
2% before also declining.

10
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Heightened uncertainty in global credit markets
also saw a widening of credit spreads for
speculative-grade debt. Concerns over credit
quality also saw spreads on highly rated
corporate debt hit new highs towards mid-
September 2007, exceeding levels seen in 2005
during the GM/Ford worries, before narrowing
back after the Fed rate cut. Investor appetite
for high-risk, high-yield debt has significantly
diminished. This was partly driven by concerns
over the potential exposure of banks to sub-
prime debt markets. The difficulties in the
sub-prime market also generated some volatility
in emerging market debt spreads. Spreads

on emerging Asian and Latin American debt
widened by around 50 basis points but still
remain at low levels by historical standards,
reflecting the strong fundamentals of these
economies. Emerging markets sovereign bonds
rebounded firmly following the Fed’s surprise 50
basis point rate cut.

Equities

U.S. stocks rallied after the Federal Reserve cut
its benchmark lending rate by half a percentage
point to prevent market losses and the real
estate slump from dragging down the economy.
All 10 S&P 500 industry groups advanced.

The S&P 500 climbed 2.5% to 1,513.74 while
the Dow Jones Industrial Average advanced
2% to 13,677.28. The NASDAQ Composite
Index increased 2.2% to 2,637.84. Financial
companies, the worst performing group this year
among 10 industries in the S&P 500, climbed
2.8% and led the benchmark index higher.

European and Japanese equity markets were
unable to recoup much of the gains that had
accumulated since the beginning of the year,
while bringing Japanese equities considerably
below their end-2006 levels. Following hefty
share price corrections in August, the European
stock markets put on a massive rally for
recovery. The mood amongst many investors
swung almost continually between hope and
fear. The events that unfolded as a result of
the desperate situation of the British mortgage

Figure 2.2
Emerging Market Spreads
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lender Northern Rock provided further evidence
that the credit crisis was yet to end. Share
prices of banks in Europe and Japan performed
similarly. This largely reflected investors’
anticipation of losses related to speculation in
the sub-prime market and other credit products,
as well as expected declines in bank profits due
to lower M&A-generated fees.

Emerging market equities were also drawn into
the global repercussions of the sub-prime crisis
from late July 2007. Markets ranging from East
Asia to Eastern Europe and through to South
America saw equity losses almost entirely in
double digit territory. In the past month, the
Asian (ex-Japan) equity markets have made

a significant recovery. Markets such as Korea
and Thailand were able at least to compensate
somewhat for the temporary losses, and
mainland China’s stock exchanges and the
H-shares even achieved new all-time highs.
Chinese A-Shares were largely isolated from
global sell-off; the CSI rose over 130% in the
past year, 3.6 times since Jul 2005.

Exchange Rates

After appreciating against the U.S. dollar
between late 2006 and the end of April 2007,
the euro traded broadly sideways, amidst some
considerable short-term fluctuations. Over the
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Figure 2.3
U.S. Dollar Weakness
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past three months, the euro appreciated again
initially, reaching an all-time high of US$1.40 on
20 September, as traders bet the Fed would cut
borrowing costs again after the first reduction
since June 2003. The U.S. dollar was also
pushed lower by speculation that Saudi Arabia
and some of its neighbouring countries may
abandon their pegs to the dollar following the
Fed decision. More recently, concerns about
liquidity conditions in global money and credit
markets have led to a general increase in
investors’ risk aversion and overall volatility, with
the implied volatility on the US$/EUR currency
pair having risen from their historical lows.

There has been a broad-based strengthening of
the Japanese yen over recent months, driven to
a large extent by developments in the attitude
of international investors towards carry trades.
In particular, the low level of Japanese interest
rates resulted in the Japanese yen as being the
primary funding currency for carry trades. The
market turbulence in early March 2007 led only
to a temporary correction of the corresponding
depreciation trend of the Japanese yen, with
initial gains quickly reversed. The more recent
turbulence in global financial markets appears
to have had a more significant impact on the
Japanese yen, with a corresponding substantial
increase in the riskiness of carry trades.

Most emerging market currencies have also
appreciated against the U.S. dollar in recent
months, particularly the Brazilian real, Thai baht,
and Philippine peso. The Chinese renminbi also
appreciated further against the U.S. dollar. In
May, Chinese authorities announced a widening
of the renminbi’s daily trading band to 0.5%
from 0.3% previously. This decision would, in
principle, allow greater volatility and a faster rate
of appreciation in the Chinese currency than
before, although the limits of the earlier narrower
band had not been utilised.

Commodities

Concerns over the potential effects of financial
turbulence on the global economy and the
possibility of dampening effects on energy
demand triggered significant falls in the main
benchmark crude oil price in early August 2007.
The price declines were, however, limited by
strong underlying market fundamentals, as

the Organisation of the Petroleum Exporting
Countries (OPEC) maintained production
discipline amid robust global oil demand and
tightening U.S. inventories. OPEC agreed to
raise production by 500,000 barrels on 11
September, but the move did little to convince
traders that the world will be adequately
supplied with crude. On 20 September 2007,
the price of West Texas Intermediate (WTI) set a
new high of US$84.10 a barrel. Several factors
were responsible for this jump in oil prices
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including an announcement by the U.S. Energy
Information Administration (EIA) that crude oil
stocks had fallen far more than expected, a
reported slowdown in production from Alaska’s
North Slope, hurricane threats in the Gulf

of Mexico and the unwinding of speculative
positions. Despite setting a record high price, oil
is still below the approximately US$90 a barrel

it would have been in the early 1980s, when
adjusted for inflation.

The recent fall in the base metals prices reflects
the sharp fall in nickel prices amidst signs of an
easing in supply constraints and more moderate

activity in the stainless steel industry (where
nickel is a major input). While nickel prices have
fallen by more than 30% over the past three
months, they are still more than double their
price level at the start of 2006. Abstracting from
nickel, base metals prices rose modestly over
recent months, as the markets for copper and
lead continued to tighten, and current prices
are near record levels. Wheat prices have risen
by around 15%, as northern hemisphere crop
forecasts have been pared back, and wool
prices have also risen strongly, to be almost
40% higher than a year ago.
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Caribbean

Trinidad & Tobago

Economic growth in Trinidad and Tobago is
expected to slow to 5.5% in 2007, following the
sharp increase of 12.2% in 2006. Exploration
and production activity is expected to lose
momentum largely due to a production shortfall
at one of the major energy companies. Technical
difficulties at Atlantic LNG Train IV should
dampen refining output. Growth is also expected
to decelerate in the petrochemical sub-sector,
partly due to ongoing technical problems at a
major methanol plant.

In the non-energy sector, strong growth is
projected for finance, insurance and real estate
and for distribution and restaurants. Agriculture
is forecasted to contract for the fifth consecutive
year, as a result of significant contractions in
sugar due to the exit of most cane farmers

from the industry, and in export agriculture on
account of the effects of the severe dry season
on cocoa, coffee and citrus production.

After peaking in October 2006 at 10%, headline
inflation steadily declined to 7.3% by June 2007,
before reversing the trend to climb to 8% in
August. Core inflation, which filters out the effect
of food prices, measured 4.5% in the twelve
months to August, the same as in the previous
three months, and indicating the strength of
underlying price pressures. The reduction in
inflationary pressures during the first half of 2007
reflected the combined effects of the Central
Bank’s aggressive liquidity absorption measures
and fiscal measures introduced by Government
to reduce the price of food and construction
materials.

These fiscal measures included the introduction
of Farmers’ Markets; the dissemination of
information on prices of fresh produce; the
suspension or waiver of tariffs on selected
food items, cement and selected iron and
steel items; the removal of VAT on selected
supermarket items; the introduction of a food
importation programme (the most recent being
imports of vegetables from Costa Rica under
the CARICOM-Costa Rica Agreement); the
award of additional licenses for the opening of
new quarries; and an increase in the quantity
of processed material produced by National
Quarries Limited.

Net domestic fiscal injections, which continue

to add to liquidity in the financial system, have
been partly offset by more intensified open
market operations and by sales of foreign
exchange. Notwithstanding the significant
liquidity absorption, bank credit expansion
continues to grow on average by 21% over May-
August 2007. Consumer credit growth, which
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had been on a declining trend since March
2007, has also begun to rise sharply.

The pace of reduction in inflation remains
uncertain and will depend on the evolution of
import prices, the effect of the increased supply
of agricultural commodities and the effectiveness
of measures to contain credit expansion.

Preliminary data from the Central Statistical
Office (CSQO) indicate that the unemployment
rate continued its downward trend falling to
5.8% during October 2006 to March 2007, from
6.8% in the similar 2005/2006 period. Additional
employment opportunities were generated
during the first half of the fiscal year, primarily

in wholesale and retail trade, restaurants and
hotels (6,900 persons); finance, insurance, real
estate and business services (3,400 persons);
electricity and water (1,600 persons); and
petroleum and gas, including production, refining
and service contractors (1,400 persons). An
additional 700 persons were employed in the
construction sector.

The Central Government realised an overall
surplus on its operations in 2006/2007 within
the context of robust international oil and
liquefied natural gas prices, strong receipts from
some petrochemical exports, and continued
tax reform. Based on a budgeted oil price

of US$45 per barrel, the original estimates

of revenue and expenditure was targeted at
TT$35,082.6 million and TT$35,054.1 million,
respectively, which would have resulted in an
overall small surplus of TT$28.5 million. The
current account is now expected to amount to
TT$9,389.4 million or 7.1% of Gross Domestic
Product (GDP). This represents an increase

of 40.4% over the previous figure obtained in
2005/2006. The overall balance is anticipated
to reach TT$1,268.7 million or 1% of GDP. The
government intends to transfer its entire surplus
to the Heritage and Stabilisation Fund (HSF).
As such, the balance of the HSF, inclusive of
interest is expected to increase to TT$12 million
at the end of September 2007, up from TT$8.6
billion at the end of the previous fiscal year.

Figure 3.1
Inflation in Trinidad & Tobago
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Gross Public Debt is expected to decrease
from 30.5% of GDP in fiscal year 2005/2006 to
28.3% of GDP in fiscal year 2006/2007.

On 20 August, the Budget for FY 2007/2008
was presented. It is based on projected revenue
of TT$39.4 billion and budgeted expenditure

of TT$41.8 billion, giving an overall deficit of
TT$2.4 billion. Box 3.1 gives a summary of the
relevant fiscal measures.

Jamaica

Jamaica’s opposition Labour Party (JLP) won the
general election, ending an 18-year reign by the
People’s National Party (PNP). The JLP took 33
out of the 60 seats in parliament. Crime, poverty
and high unemployment were the main issues

in the campaign. Macroeconomic conditions

in the Jamaican economy remain positive in

FY 2007/2008 as evidenced by an expansion

in economic activity and moderate inflationary
pressures, although the period surrounding the
run-up to general elections did engender some
degree of uncertainty.

Real GDP growth for the June 2007 quarter is
estimated in the range of 1.5% to 2.5%, similar
to the March 2007 quarter but slowed relative
to the June 2006 quarter. Economic activity was
driven mainly by upgrading exercises at both
sea and air ports as well as investment in the
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Box 3.1
Trinidad & Tobago: Summary of 2007/ 2008
Fiscal Measures

Personal Income Tax

Lump sum death benefits paid under approved deferred
annuity plans exempted from tax; Deduction for contributions
to approved pension fund/annuity plans increased from
$12,000 to $25,000.

Corporation Tax
Initial Allowance for manufacturers increased from 60 per

cent to 75 per cent of cost of plant and machinery.

Withholding Tax

Standard rate of tax reduced from 20 per cent to 15 per cent;

Rate applicable for dividends to non-resident shareholders
reduced from 15 per cent to 10 per cent; Rate applicable for
dividends to non-resident parent companies reduced from 10
per cent to 5 per cent; Penalty for the non-payment of taxes
reduced from 100 per cent to 25 per cent.

Custom/Import Duties

Common External Tariff on powdered milk and cream is to
be suspended from 5 per cent to O per cent; the import
surcharge is to be removed on the importation of selected
poultry products.

Other Fiscal Measures

Senior Citizens Grant revised and increased; Pension for
retired public servants revised and increased to $1,650 per
month; National Insurance Contributions rates increased by
0.6 per cent from 9.9 per cent to 10.5 per cent effective 1
January, 2008; NIS retirement pension of $2,000 per month
from 1 January, 2008; Disability Grants increased from

$900 to $1,100 per month; The initial allowance on plant
and machinery for use in the manufacturing sector is to be
increased from the current rate of 60 per cent to a rate of 75

per cent effective 1 January, 2008; Accelerated wear and tear

allowance up to $500,000 for costs incurred by a company
which provide child care facilities at the workplace, with
normal wear and tear for the residue of the cost; An amnesty
is proposed for tax penalties and interest on the late filing of
income and corporation tax returns due for the income years
up to 2006; The current minimum wage will be increased
from $9 per hour to a proposed $10 per hour; The qualifying
period of time for residing abroad for returning residents to
claim relief from customs duty and motor vehicle tax reduced
from 5 to 2 years.

communications industry. These factors also
influenced the recovery in construction. A strong
expansion in commercial bank credit continued
to support growth in these sectors.

Headline inflation fell to 5.4% at the end of July
2007 compared to 8.2% in July 2006 and was
well within the current target of 9-10%. The
moderation in inflation was primarily due to the
continued buoyancy in agricultural supplies and

relative stability in the exchange rate. Underlying
inflationary impulses also continued to moderate.
At end June 2007, the trimmed mean measure
of core inflation increased marginally to 1.0%
relative to the 0.9 per cent for the June 2006
quarter. In addition, CPI without agriculture (CPI-
A) and CPI without agriculture and fuel (CPI-AF)
were estimated to have increased marginally to
2.2% and 1.9%, respectively, but were below
seasonal averages of 2.4% and 2.1%.

External influences on the Jamaican economy
were generally unfavourable over the past

few months. International commaodity prices
increased, primarily for oil and raw material
food. In addition, interest rates in the advanced
economies were either increased or held at
relatively high levels, which contributed to a
significant decline in net private capital inflows,
prompting the Bank of Jamaica (BOJ) to

sell a significant amount of foreign currency

to the market in order to maintain stability.
Additionally, in order to absorb excess liquidity
emanating from net maturities of BOJ open
market operation (OMO) instruments, the Bank
offered a two-year variable rate (VR) certificate
of deposit (CD) in addition to the normal menu
of OMO instruments. In this context, the rate
of depreciation of the Jamaica Dollar vis-a-vis
the U.S. dollar was 2.2% for the September
2007 quarter, above the 1.06% depreciation
recorded in the June 2007 quarter and higher
than the stability observed in the comparable
period of 2006. Against the background of
greater demand for foreign currency, the Bank
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augmented supply to the foreign exchange
market. This resulted in a decline in foreign
exchange reserves by US$322 million to US$1.9
billion at end-September relative to end-June
2007.

Provisional data for the June 2007 quarter
indicate that Central Government operations
yielded a deficit of J$8,967.3 million or 1.2%

of GDP, relative to the budgeted deficit of
J$13, 719.9 million or 1.8% of GDP. The better
than expected outturn reflected lower than
anticipated expenditure; this was partially offset
by a marginal shortfall in revenues relative to
budget. Accordingly, the primary surplus was
2.1% of GDP, relative to 1.6% of GDP as per
budget. Further, the current deficit to GDP ratio
was 0.8% of GDP relative to 0.9% of GDP in the
budget.

Barbados

Following solid economic growth in 2006, the
Barbados economy improved during the first six
months of 2007, recording growth in real GDP,
higher holdings of foreign reserves and lower
inflation. In addition, credit slowed owing to the
tight monetary environment, and unemployment
remained within single digits. Real economic
activity in Barbados grew by an estimated 4.4%
in the first half of 2007, some 0.7 percentage
points greater than the rate of expansion
experienced in the corresponding period of
2006. Hosting of some of the CWC matches led
to a strong increase in long-stay tourist arrivals
and yielded some benefits for the wholesale and

Figure 3.2
Barbados Gross International Reserves
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retail, utilities and transportation, storage and
communications sectors. Construction activity
moderated, partly as a result of the completion
of several large projects in time for hosting the
CWC. Value-added from the sugar industry
grew marginally, while non-sugar agriculture and
fishing sector remained sluggish. Manufacturing
output in the first six months of 2007 was
unchanged from the preceding year.

Increased economic activity spurred a reduction
in the average level of unemployment for the
first three months of 2007, as the average
unemployment rate contracted by 0.3
percentage points to 7.8%. At the end of April
2007, the moving average rate of inflation was
6.2%, a decrease of 0.8 percentage points
when compared to the end of April 2006. This
improvement occurred as a result of the pass-
through effects of declines in international oil
prices.

The merchandise trade balance deteriorated
over the first half of 2007 compared to the
corresponding period of the previous year.
Nonetheless, the external current account deficit
narrowed from US$105.2 million to an estimated
US$74.6 million as the country benefited from
higher travel credits. Preliminary estimates
suggest that the surplus on the external capital
and financial account more than doubled over
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the first six months of 2007 when compared

to the corresponding period of the previous
year. Net inflows of long-term public capital
were registered in 2007, related to a number

of projects, the airport as well as pre-shipment
financing for the sugar harvest. This led to a
US$131.4 million increase in the net international
reserves (NIR) of the monetary authorities during
the January to June period of 2007, the largest
first half increase in the NIR since 2000.

The significant foreign inflows contributed to

a faster build-up in domestic deposits when
compared to the same period in 2006. With
the pace of credit expansion lagging that of
deposits, the relatively tight liquidity conditions
that were experienced in the banking sector
since 2004 eased somewhat. The average
discount rate on 3-month treasury bills was
5.74% at the end of June 2007, relative to
6.57% at the end of December 2006.

Preliminary estimates indicate that central
government operations resulted in a fiscal deficit
of BD$101.7 million for the first six months

of 2007, in contrast to a surplus of BD$3.9
million in the corresponding period of 2006. The
deterioration in the fiscal accounts reflected the
combination of sluggish tax revenue and higher
current expenditure. The deficit was financed
from domestic sources.

Dominica has fully recovered from its 2001-

02 economic and financial crisis. Real GDP
growth reached 4% in 2006—the highest in two
decades—and it is expected to remain above
trend in 2007. The rebound is driven by a pickup
in tourism, recovery in banana production,

and buoyant construction and offshore school
activity. Further implementation of the Growth
and Social Protection Strategy, could see real
GDP growth remaining above the historical
average in coming years.

Inflation has remained subdued, reflecting
stabilising oil prices. The external current
account deficit is likely to remain large at around
20% of GDP in 2007, financed mainly by foreign
direct investment and large capital grants. The
Central Government primary surplus, before
grants, is projected to reach 5.9% of GDP in
2006/07, a significant turnaround from the
primary deficit in 2001/02. Tax buoyancy (partly
due to the newly-introduced VAT and excise
taxes), sustained expenditure restraint and
continued output growth have contributed to the
strong fiscal performance. Grants received have
more than doubled the average pre-crisis level,
reaching almost 13% of GDP for the first nine
months of 2006/07.

Further progress has been made in structural
reforms. Dominica’s Social Security System
had been identified as a major risk to the public
finances. In March 2007, the contribution rate
for the Dominica Social Security was raised

by 1 percentage point as part of an ongoing
comprehensive reform strategy. The authorities
have recently started to merge the port and
airport authorities and to break up the National
Development Corporation into a tourism board

and an investment promotion agency to raise
efficiency. A draft law on the Financial Sector
Unit has recently been submitted to parliament,
albeit after much delay. The authorities have
maintained good-faith efforts in pursuing debt
restructuring agreements with non-participating
creditors. The government intends to undertake
a poverty assessment this year, which will help
design efficient and well-targeted social safety
nets.




Macroeconomic performance under the
Dominican Republic’s economic programme
supported by an IMF Stand-By Arrangement has
continued to be commendable. Prudent policies
in a generally favourable external environment
have restored confidence and resulted in

high growth, single-digit inflation, declining
public debt ratios, and a robust external
position. Continued progress in programme
implementation should further reduce
vulnerabilities and bolster medium-term growth
prospects. On 4 September 2007, S&P raised
its long-term sovereign credit rating on the
Dominican economy to B+ from B with a stable
outlook. S&P indicated that the stable outlook
for the Dominican Republic reflects continued
strong economic prospects and better external
liquidity. However, improved but still weak
Government institutions and the Central Bank’s
large quasi-fiscal deficits that constrain monetary
policy are continued weaknesses.

Real GDP grew by 7.9% in the first six months of
2007 compared to an expansion of 12.1% in the
first six months of 2006. On this basis, annual
economic growth is expected to reach 8-9% for
all of 2007. The Central Bank has successfully
contained inflation, which reached 4% at the
end of August and well within the target band of
6-7%. Net international reserves of the Central
Bank rose by US$454 million in the first half

of 2007, beyond the target accumulation for

the year as a whole. The Central Government
realised an overall surplus of RD$10.3 billion in
the first half of 2007, well above the fiscal target
of RD$7.6 billion and in contrast to the deficit

of RD$6.5 billion in the comparative period of
2006.

Fiscal policy has helped contain the public-debt-
to-GDP ratio, improving the outlook for public-
debt sustainability. Since early 2007, revenue
growth has been robust, in large part reflecting
tax reform passed at year-end 2006 and gains
from record-high nickel prices. Higher revenue
has, in turn, allowed for a more ambitious fiscal
target for 2007. The challenge ahead is to
persevere with fiscal consolidation during the
upcoming May 2008 presidential election, which
will require firm control of public spending.

Progress is being made in reducing the
electricity sector’s need for budgetary support.
Laws were recently passed that criminalise
electricity theft and fraud and some long-term
contracts were renegotiated. Electricity prices
should be allowed to adjust with cost conditions
to keep the sector operating on a sound
commercial basis. The plans to recapitalise
the central bank over a 10-year period will
help to strengthen its financial independence,
accountability, and credibility.

Grenada’s economy has made a remarkable
recovery after the unprecedented devastation
caused by Hurricanes Ilvan and Emily. Real GDP
growth averaged 7% per year during 2005-06
led by reconstruction activity, CWC preparations,
and recovery of tourism. Moreover, inflation has
fallen markedly, from a high of 5.8% in late 2005
to only 2.2% by April 2007. The Government’s
highly successful debt restructuring has resulted
in substantial debt service savings, and the
Government has maintained its strategy of not
contracting any further commercial external
debt.
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But substantial challenges remain, particularly
on the fiscal and debt fronts. The 2006 fiscal
outturn was worse than expected, reflecting
higher utility costs and transfers to households.
Government investment reached 20% of

GDP, about 5 percentage points higher than
envisaged, on the back of higher-than-expected
costs for reconstruction and preparations for
the CWC. These expenditure overruns led to a
primary deficit almost 7 percentage points of
GDP higher than targeted. Fiscal slippages have
continued through the first half of 2007, with
capital expenditure outpacing grant financing
owing to substantial shortfalls in grants relative
to pledges.

Grenada’s current public debt level remains
high, increasing from 121% of GDP at end-
2005 to 126% of GDP by end-2006. Placing
debt firmly on a sustainable trajectory will
require a determined effort, especially in light

of the fiscal slippages. With reconstruction
almost completed, capital spending in

2007 and beyond should be brought in line

with identified financing. In this regard, the
Government would need to enhance its capacity
with intensive training in prioritisation and
implementation of the public sector investment
programme, to strengthen procedures for cash
management and expenditure control, and to
avoid unsustainable financing sources. The
possibility of substantial divestment would allow

the Government to begin decisively tackling
the rising debt ratio by paying down the most
expensive debt.

Macroeconomic outcomes have strengthened
significantly in recent years. Real GDP

growth averaged about 4.5% during 2003-

06 and was sustained by construction and
Government services, both related to tourism
and preparations for the CWC. In 2007, growth
is expected to decelerate to about 3.5%, as
tourism activity slows. Inflation has remained
low. The external current account deficit

grew to over 30% of GDP in 2006, driven

by an expansion in imports related to hotel
construction and public capital expenditure

in preparation for the CWC, as well as a

large deterioration in the terms of trade. The
deficit was mainly financed by foreign direct
investment, reflecting the construction of several
large tourism projects. The current account
deficit is expected to narrow in 2007, due to a
slowing of CWC-related import spending and

a modest rebound in exports of goods and
services. Looking forward, St. Lucia remains
vulnerable to exogenous shocks, given its
dependence on imported oil, declining European
Union (EU) banana preferences, volatile tourism
receipts, and high exposure to natural disasters.

A key challenge will be achieving sound public
finances and ensuring debt sustainability.
Although public debt in St. Lucia is the lowest in
the ECCU, it is high by international standards,
and rising debt servicing costs constrain the
fiscal room for maneuver in the event of adverse
shocks. The authorities intend to deepen fiscal
consolidation and reduce public debt through
spending discipline and reforms aimed at
increasing the efficiency of the tax system.
Greater prioritisation and evaluation of the
capital budget would also help to reduce fiscal
imbalances, while facilitating increased social
spending. The Government plans to introduce a
value-added tax to help improve the efficiency
and stability of revenue over the medium-term.




Country Risk Report:

Background

Aruba, which is part of the Kingdom of the
Netherlands, is a small island located in the
southern Caribbean Sea, very close to north-
western Venezuela. The economy is highly
dependent on tourism, mainly from the United
States, which contributes over 70% of GDP
(both directly and indirectly). Strong legal
institutions, good governance, and openness
have brought the country stability and rapid
development since it gained autonomy (status
aparte) in 1986. Fitch has assigned a stable
outlook to Aruba’s ‘BBB’ foreign currency and
local currency Issuer Default Ratings.

Aruba’s investment grade status is well
supported by its very high per capita income
of about US$24,000, which is well above
‘BBB’ median of US$5,000. The overall level of
social development is also high compared with
other Caribbean countries, but in some areas,
Aruba lags its high-income peers. Aruba enjoys
technical assistance and limited development
funding from the Dutch government. Aruba’s

development fund supports various projects
in healthcare, education, and governance.
Reflecting Aruba’s success, net immigration
to the island has been sizable since 1986,
mostly from poor countries in the region, while
net emigration to the Netherlands has been
negligible.

Since its separation from the Netherlands
Antilles in 1986, Aruba has full autonomy over
its internal affairs, while the Dutch government

has responsibility for defense and foreign affairs.

In 1999, Aruba and the Netherlands agreed

to a ten-year transition period during which
Aruba would gain financial independence. This
issue is expected to be reviewed in 2007 as
the island’s economic and financial position has
subsequently deteriorated.

Aruba has a parliamentary democracy, which
comprises: an executive council of ministers
headed by the prime minister; a 21-member
parliament chosen in direct elections every
four years; and a judiciary appointed by the
Queen of the Kingdom. In September 2005, the
government of Prime Minister Nelson Oduber
of Movimento Electoral di Pueblo (MEP) was
returned to office for a second four-year term.
The MEP won a majority of 11 seats in the
legislative assembly. The main opposition party,
Arubaanse Volks Patil (AVP), won eight seats.
The next general election is due in September
2009.
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Table 4.1
Aruba: Selected Tourism Indicators

Total Average Average Number of
Visitors Nights Hotel Cruise Ship
Stayed Occupancy Passengers Calls
2003 641,906 7.9 74.4 542,327 315
2004 728,157 7.7 80.7 576,320 318
2005 732,514 7.8 81.7 552,819 311
2006 694,372 7.9 76.9 591,474 314

Source: Aruba Tourism Authority

Aruba’s main industries are tourism, offshore
financial services, transport (mainly shipping)
and oil refining. The island possesses few
natural resources and is heavily dependent
on imports, including food and manufactures.
Aruba’s natural resource endowments of
sand, sun and sea attract many visitors, and
tourism has dominated the Aruban economy
since the mid-1980s. In addition, there is an
Economic Free Zone, which is wholly owned
by the Aruban government and primarily
provides for transhipment, warehousing, and
light manufacturing for local and Caribbean
markets. Outside of the free zone, there is some
light industrial processing such as tobacco
production, beverages, and consumer goods.

Recent Economic Developments

Aruba’s 10-year real GDP growth performance
averaged 2.5%, lagging that of most rating peers
and suggesting that the narrow island economy
needs to be diversified to boost its growth
potential. The Aruban economy expanded at
about 2.5% in 2006 compared to 2.4% in 2005,
driven by construction, financial intermediation,
and real estate and other business services.
After a subdued performance in 2005, tourism
contracted in 2006, as both stay-over visitors
and their nights spent on the island fell by 5%
and 4%, respectively, compared to a slight

1% rise in 2005. The Aruba Tourism Authority
attributes this decline to increased hotel rates in
combination with a decline in room availability
due to renovation of various hotels. Higher
airfares caused by a rise in fuel costs also had a

negative impact. Cruise tourism, however, was
more upbeat. Cruise passenger arrivals and port
calls rose by 7% and 1% in 20086, respectively,
following a decline of 4% and 2% in 2005. A
total of almost 1.3 million stay-over and cruise
tourists visited Aruba in 2006, up from

1.2 million in 2005. In the first quarter of 2007,
the tourism sector performed positively with
both stay-over arrivals and nights spent on the
island up by 10% and 7%, respectively.

Traditionally, inflation has been higher in Aruba
than in the United States, its largest trading
partner, because the island is mainly services-
oriented and imports most of its goods. Inflation
in Aruba rose to 3.6% in 20086, fueled by a
continued rise in the prices of water, electricity,
and gasoline, induced by higher oil prices on

the international markets. When adjusted for

the energy-related components, the inflation
rate accelerated to 1.9% in 2006, up from 1.7%
in 2005. The inflation rate differential with the
United States widened to 0.4 percentage point,
slightly worsening Aruba’s competitive position.
Inflationary pressures rose further to 4.7% in the
first quarter of 2007, following the introduction of
the turnover tax (“Belasting op Bedrijfsomzetten”
(BBO)) as of January 2007.

The Central Bank of Aruba further tightened its
monetary policy in 2006, introducing a separate
growth limit of 5% on consumer credit and
raising the penalty fee for excess lending by

2 percentage points to 8%. The Central Bank
also raised the cash reserve requirement from
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Table 4.2

Aruba: Government Financial Operations (Aruban Florin)

Total Revenue
Expenditure

Lending minus Repayments

Financial Deficit (-)
Net Foreign Capital

Net Domestic Capital
Net Recourse to the Monetary System (-)

Memo Item

Unmet Financing Requirements

2003 2004 2005 2006
988.6 835.9 908.9 983.4
919.3 1,180.2 1,033.8 1,095.7
-103.1 9.3 0.7 7.1
172.4 -363.6 -126.6  -119.5
-200.6 96.6 471 58.2
9.0 236.7 56.7 109.4
-19.3 -21.3 -22.8 48.1
285.5 1566.7 183.2 126.1

Source: Central Bank of Aruba

8% t0 9.5% in October 2006 to neutralise

part of the excess liquidity within the banking
system. In addition, the Bank took measures to
restrict credit allocation by the bank-like financial
institutions to maintain a level playing field within
the financial sector. As a result, overall banking
sector credit grew by 4% in 2006.

In 2006, the Central Government posted a
financial deficit of 2.8% of GDP, lower than the
deficit of 3.8% of GDP recorded in 2005 but
much higher than the target deficit of 1.7% of
GDP. Total government revenue on a cash basis
rose by 8% brought about mainly by higher
revenue from taxes on income and profit, in
particular the wage tax. In addition, there was
surge in revenues from the foreign exchange tax
following the levy on a large dividend payment
to abroad. Total government spending on a
cash basis (including net lending) rose 7%
compared to 2005. Payments for goods and
services, salary-related expenses, and interest
payments all expanded. One major concern is
the high level of expenditure on the civil service.

The number of civil servants has increased from
2,778 in 1986 (when the island obtained its
status aparte) to 6,576 in 2006. It has become
difficult to pare back the wage bill and other
personnel costs, which consume roughly 50%
of the budget. In contrast, transfers by the
government to the General Health Insurance
(AZV), comprising the government’s annual
contribution and advances to cover deficits of
the AZV), declined by 8%, attributed in part to
the increase in the AZV premium from 8% to
9.5% at the beginning of 2006. The Health Care
Fund (AZV) has repeatedly experienced large
spending overruns since the introduction of
universal health care in 2001.

Consequently, total financing needs of the
Government went down notably from Afl. 314
million in 2005 to Afl. 183 million in 2006. To
cover these financing needs, the government
took out two private loans amounting to

Afl. 24 million and Afl. 34 million, and issued

Afl. 75 million in bonds on the local capital
market, in addition to a private placement of

Afl. 93 million on the international capital market.
This borrowing raised its total outstanding debt
by Afl. 124 million to Afl. 1,996 million at the end
of 2006.

Since 2003, Aruba has resorted to contracting
external debt on commercial terms to cover
budgetary shortfalls, leading to a steady rise
in the public debt stock to 47% at end 2006.
Aruba’s debt-to-revenue ratio reached over
200% in 2005, which is above the ‘BBB’
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Figure 4.1
Aruba: Peer Rating Group Public Debt

% of GDP
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median. The increasing reliance on commercial
borrowing has caused interest payments to
now consume 11% of revenue. While the
general government debt is higher than the
‘BBB’ median of 34%, Aruba’s net external debt
(expressed as a percentage of current external
receipts) is comparable to its rating peers.

In the first quarter of 2007, the government
financial deficit (including the change in

unmet financing requirements) widened to

Afl. 32 million, up from Afl. 11 million in the
corresponding quarter of 2006. The expansion
of the government financial deficit was mainly
brought about by an increase in payment
arrears. In the first quarter of 2007, total

Government debt reached the Afl. 2 billion mark.

The sluggish tourism performance was also
reflected in a 2% decline in registered gross
tourism receipts in 2006. Consequently, the
contribution of tourism receipts to the current
account income of the balance of payments

of the rest of the Aruban economy (excluding
the oil and free-zone sectors) declined to

74%, 4 percentage points lower than in 2005.
The current account deficit of the rest of the
economy almost doubled from US$173 million
in 2005 to US$328 million in 2006. This deficit is
equivalent to 14% of GDP. However, the capital
and financial account of the rest of the economy
(excluding the oil and free-zone sectors)

recorded a notable US$288 million surplus in
2006. The surplus on the capital and financial
account was triggered predominantly by higher
foreign direct investments, reflecting a prevailing
foreign interest in investing in Aruba, particularly
in the tourism and real estate sectors.

As a result, the balance of payments of the

rest of the economy recorded an US$40.2
million net outflow of funds abroad in 2006. In
contrast, the external transactions of the oil and
free-zone sectors led to a net inflow of foreign
funds amounting to US$69.8 million. All in all,
Aruba’s overall balance of payments recorded
an US$29.6 million surplus, raising the level of

international reserves to US$364 million or 5.2
months coverage of merchandise imports. By
contrast, international reserves amounted to
US$334 million in 2005, or the equivalent of 5.5
months imports cover. In addition, the reserve
coverage of current external payments of less
than 1 month is weak compared with that of
other ‘BBB’ sovereigns.

In the first quarter of 2007, transactions with
non-residents resulted in an overall surplus of
US$43.5 million on the balance of payments,
up from US$22.9 million in the corresponding
quarter a year earlier. Consequently, the net
international reserves of the monetary sector
rose to US$407.8 million at end-March 2007,
which is 14% higher than a year earlier.
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Outlook

With a rebound in tourism and vibrant private
investment, Aruba’s short-term economic
outlook is favourable. Investments in the tourism
and real estate sectors will remain buoyant,

and tourist arrivals are expected to recover

and reach the 2005 levels. On the other hand,
inflationary pressures are rising, spurred by,
among other things, the introduction of a
turnover tax by the Government in January
2007, high wage costs resulting from increasing
labor shortages induced patrtially by the
Government’s more restrictive immigration
policy, and additional construction projects
currently in the pipeline. A further rise in the
price of oil on the international market and other
commodity prices will also push up domestic
prices. Despite recent improvements in the
overall current account balance, there is still
cause for concern on account of a rising non-oil
trade deficit indicative of an underperforming
non-oil tradable sector. Absent fiscal adjustment,
the non-oil current account deficit could further
widen.

Although the Government has implemented
some politically difficult reforms to the universal
health care scheme and the public sector
pension scheme, fiscal consolidation is a major
challenge facing the Aruban economy. Rising
public debt has the potential to undermine
Aruba’s credit rating. Aruba will have to move
towards a balanced budget if it is to place its
debt position on a more sustainable downward
path. Finally it must be stated that the Aruban
economy still remains highly undiversified and
dependent on tourism, which leaves little room
for policy manoeuvre in the event of external
shocks, such as a growth slowdown in the
United States.

Risks to the forecasts are evenly balanced.
Besides possible shocks to tourism, the main
medium-term downside risk is from a looser
fiscal stance and the real appreciation and
associated negative impact on FDI that this
could cause. However, a rebound of tourism
fueled by a stronger-than-projected recovery in
the United States could accelerate investment in
tourism.
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Caribbean

Table 5.1
Caribbean Stock Market Summary (July-Sept 2007)
Stock
Exchange Index Value at Change (%0)

end-Sep. 2007 Quarter  Year-to-Date Year-on-Year
All T&T Index 1,179.6 2.4 -2.1 8.2
TTSE Composite 936.6 1.9 -3.3 7.8
JSE Market 96,299.8 6.9 -4.3 11.7
JSE Select 2,647 10.2 -10.0 13.1
JSE All Jamaica  97,885.1 9.4 -8.7 12.9
BSE Local 3,829.1 5.0 4.5 0.8
BSE Cross-List 2,029.0 1.4 2.8 2.4
BSE Composite 982.0 3.4 4.1 2.0
ECSE EC Share 153.0 17.6 27.5 28.5

Sources: TTSE, JSE, BSE & ECSE

Trinidad and Tobago

The bidding war between Neal & Massy and
ANSA McAL for Barbados Shipping & Trading
Ltd. (BS&T) and persistent rumours surrounding
a takeover of RBTT Financial Holdings
contributed to a surge of activity on the Trinidad
and Tobago equity market in the third quarter
of 2007. The All T&T Index rose 27.2 points or
2.4% to 1,179 while the TTSE Composite Index
increased 17.8 points or 1.9%. In the twelve
months to September 2007, both indices were
higher by 8.2% and 7.8%, respectively. The gain
in the third quarter was, however, unable to fully
reverse the decline as the Composite Index fell
2.1% and the All T&T Index contracted 3.3% in
the first nine months of 2007.

Market activity displayed considerable
exuberance in the third quarter of 2007. A total
volume of 37.1 million shares changed hands,
almost two and half times greater than volumes

traded in the second quarter and 4.5% higher
than trades in the first quarter when some

15.1 million shares changed ownership. National
Flour Mills (NFM) was the volume leader in the
third quarter with 5.9 million shares traded or
almost 16% of the total market. BS&T followed
with 5.1 million shares crossing the exchange

or 14% of all trades. Most of these trades took
place in late September when Neal & Massy
raised its stake in the Barbados conglomerate
from 23% to 27.9%, putting the company closer
to its goal of a full takeover of BS&T. Ansa McAL
counteracted by raising its offer for BS&T to
BD$8 per share and then to BD$10 in early
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Table 5.2

Trinidad & Tobago: Top 5 Advances & Declines, July-Sept 2007 (TT$)

Return
Security Opening Closing Absolute (%0)
Price Price

Advances

BS&T 17.00 28.35 11.35 66.8
GHL 19.85 25.00 5.15 25.9
TCL 7.03 7.74 0.71 10.1
RBTT 31.00 34.01 3.01 9.7
NML 45.40 48.00 2.60 5.7
Declines

NFM 1.40 0.80 -0.60 -42.9
OCM 20.47 17.08 -3.44 -16.8
UuCL 20.49 17.49 -3.00 -14.6
JMMB 1.00 0.93 -0.07 -7.0
CCMB 0.95 0.91 -0.04 -4.2
Source: TTSE

October, pushing past the BD$7.20 offer set by
rival Neal & Massy. The Directors of BS&T had
advised its shareholders against the Ansa McAL
offer. Sagicor (SFC) was the third volume leader
as 4.3 million shares changed hands or 11.6%
of the total volume traded.

Not surprisingly, BS&T was the top advancing
stock for the third quarter of 2007, rising a
staggering 67% or TT$11.35 to end the period
at TT$28.35. Guardian Holdings Limited (GHL)
was the second major advance, increasing 26%
or TT$5.15 to TT$25.00. For the half year ended
June 2007, GHL reported an operating profit

of TT$167.6 million compared to an operating
loss of TT$21.9 million for the half year ended
June 2006. While GHL saw substantial growth
in core earnings, its profits were eroded by fair
value losses which amounted to almost TT$250
million. As a result, the Group reported a diluted
loss per share of TT$0.81 for the first half of
2007 compared to a diluted loss per share of
TT$2.67 in the corresponding period of 2006.
Trinidad Cement Limited (TCL) was the third
ranked advancing stock, rising by over just over

10% to TT$7.74 at the end of September 2007.

NFM was the major decline, falling a
considerable 43% to TT$0.80 at the end of
September. NFM reported a TT$53.7 million
after tax loss for its 2006 financial year. A similar
loss is expected this year as the company has
been absorbing the increasing price of wheat
and continues to face intense competition

for flour on the local market. Speculation
surrounding the unexpected resignation of its
CEO also appears to have affected shareholder
confidence in the company. One Caribbean
Media (OCM) was the second major price
decline in the third quarter, down TT$3.44 or
16.8% to TT$17.03. Unilever (UCL) followed,
falling TT$3.00 or 14.6% to close at TT$17.49 at
the end of September 2007.

Of significance to investors was the
announcement in early October that Royal
Bank of Canada (RBC) and the RBTT Financial
Group had agreed to combine RBC’s Caribbean
retail banking operations with RBTT’s through
the acquisition of RBTT for a total purchase
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price of TT$13.8 billion (approximately

US$2.2 billion). Under the agreement, RBTT
shareholders will receive per share consideration
of TT$40, payable in a combination of cash
(60%) and RBC common shares (40%). The
number of RBC common shares received by
RBTT shareholders is subject to a plus/minus
10% “collar” based on an RBC share price of
US$54.42 (the average trading price for the five
days ending 28 September).

The RBTT Board of Directors approved the
deal and unanimously recommended that RBTT
shareholders vote in favour of the transaction.
RBC'’s offer represents an 18% premium on the
closing price of RBTT shares on 28 September
2007, and a 27% premium to the average
share price of TT$31.44 over the past year.

The transaction will create one of the most
expansive banking networks in the Caribbean,
with a presence in 18 countries and territories
across the region. With more than US$13.7
billion in assets, the combined operations will
have 130 branches across the Caribbean, with
more than 6,900 employees serving more than
1.6 million clients. RBC’s expanded Caribbean
retail banking operations will ultimately be
headquartered in Trinidad and Tobago.

The acquisition marks RBC’s return to Trinidad
and Tobago, where it had maintained operations
from 1902 to 1987. As a consequence of this
proposed transaction, RBC will explore the
possibility of issuing depositary receipts backed
by RBC common shares on the Trinidad and

Tobago Stock Exchange.

After enduring bearish conditions in the first
half of 2007, the Jamaican equity market
enjoyed a significant run up in the third quarter.
Two major factors appeared to have affected
the Jamaican equity market over the period.
Investors moved to take advantage of attractive
valuations and rebalance their portfolios in the
period surrounding the general elections whose
eventual outcome did not seem to weigh as
heavily on sentiment as previously anticipated.
A bidding war between Mayberry Investments
and a local consortium for controlling interest

in Salada Foods also helped to spur market
activity.

The JSE Market Index rose 6,230 points or 6.9%
to 96,300 at the end of September; the JSE
Select Index increased 245 points or 10.2% to
2,647; and the All Jamaican Composite Index
was up 8,429 points or 9.4% to 97,885. The
advance to decline was 31 to 10. A total volume
of 884.6 million shares changed hands in the
third quarter of 2007, 20.5% higher than the
combined 734 million volume of trade in the first
half of the year.

Salada Foods was the major advancer for the
third quarter, increasing by 35% or J$23.45 to
close at J$67.00. Salada is the largest of four
coffee processing companies in Jamaica, and
one of two soluble coffee processing plants




Table 5.3

Jamaica: Top 5 Advances & Declines, July-Sept 2007 (J$)

Security

Advances
Salada Foods
Lascelles
GHL

FCIB Jam.
Carreras

Declines

Supreme Ventures
Seprod Group
Goodyear Jam.

NCB Capital Markets

Caribbean Metal Prod.

Return
Opening Closing Absolute (%)
Price Price
43.55 67.00 23.45 35.0
190.70 282.50 91.80 32.5
175.00 250.00 75.00 30.0
33.20 39.10 5.90 15.1
55.20 64.00 8.80 13.7
2.32 2.30 -0.02 -1.1
16.50 15.0 -1.50 -1.0
6.15 6.10 -0.05 -0.9
2.91 2.90 -0.01 -0.3
1.61 1.60 -0.01 -0.2

Source: JSE

in the Caribbean. The company has been in
the coffee processing business since 1958.
In addition to coffee, Salada Foods Jamaica
produces a range of other beverages, drink
mixes and dessert products. The fight for a
major stake in Salada heated up in September
when Mayberry increased its takeover bid price

from J$32.50 to J$40. Its offer was higher than
a proposal made to shareholders by Three
Bears Limited. Three Bears, which along with
other related companies, currently controls
60% of Salada and was required in August to
make a mandatory take-over bid since it owns
more than 50% of the company. It offered
J$25.82 per share to minority shareholders, but

the Directors of Salada advised that the offer
was low and recommended non-acceptance.
Similarly, the Directors had also recommended
non-acceptance of the initial Mayberry offer.
The Directors principal recommendation on the
increased Mayberry offer is that stockholders
should consult with their stockbrokers,
investment advisers or like professional before
accepting or rejecting the offer.

Lascelles deMercado was the second major
advancer for the third quarter, rising J$91.8

or 32.5% to close at J$282.50. Lascelles is

a conglomerate whose business segments
comprise Jamaican and international wines,
spirits, pharmaceuticals, foods, personal and
homecare products. For the nine months ended
June 2007, the Group saw its earnings per
share increase by 8.8% to J$18.69 compared to
J$17.18 in the corresponding period last year.
At 11%, its operating profit margin has been
comparable in both periods. Lascelles has been
able to firmly control its operating expenses.

Other top advancers during the period were
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Table 5.4

Barbados: Top 5 Advances & Declines, July-September 2007 (BD$)

Security Opening Closing
Price Price
Advances
BS&T 5.51 9.00
B’dos Farms 2.00 2.21
CW Barbados 3.44 3.75
BICO 1.80 1.95
West India Biscuit 8.20 8.60
Declines
Ansa McAl (B’dos) 22.37 20.14
WI Rum Distilleries 9.00 8.50
NML 15.72 1517
OCM 6.36 6.25
Cave Shepherd 6.05 6.02

Return
Absolute (%0)
3.49 63.3
0.21 10.5
0.31 9.0
0.15 8.3
0.40 4.9
-2.23 -10.0
0.50 -5.6
-0.55 -3.5
-0.11 -1.7
-0.03 -0.5

Source: BSE

GHL (30%), FCIB Jamaica (15.1%), and Carreras
Limited (13.7%). Of the declining stocks, the

top five all recorded marginal losses at less than
1.5%. Supreme Ventures Limited (SVL), which
was the major advancer for the first half of 2007,
reversed this trend to become the major decliner
in the third quarter, falling by just over 1%.

Barbados

Activity in the Barbados equity market also
picked up in the third quarter of 2007 primarily
on the strength of the quest for control of BS&T,
the largest conglomerate in Barbados. At the
end of September 2007, the two main indices
in Barbados had moved upward. The BSE
Local Index rose by 5% to 3,829 while the BSE
Composite Index increased by 3.5% to 982.
Advances outnumbered declines by 12 to 5,
with 8 stocks trading firm.

BS&T was the top advancer during third quarter,
increasing by BD$3.49 or 63.3% to BD$9.00.
Interestingly, Ansa McAL (Barbados), whose
parent company is part of the bidding war for
BS&T, was the top decliner for the period, falling

by BD$2.23 or 10% to BD$20.14. The outlook
for the Barbados equity market for the final
quarter of 2007 is likely to see further interest
and trading in BS&T.

Eastern Caribbean

The Eastern Caribbean equity market was the
best performing market in the region during the
third quarter of 2007, with the ECSE Share Index
rising by 23 points or 17.6% to 153 at the end of
September. Of the nine listed stocks, there were
four advances, two declines and three trading
firm. The East Caribbean Financial Holding
Company (ECFH) was the top advancing stock,
rising 13.6% to EC$12.50. The ECFH Group

is the dominant financial institution in St. Lucia
and is seeking to venture into the wider region
using the proceeds of a recent Additional Public
Offering (APO) to capitalise and support its
subsidiaries. St. Lucia Electricity Services was
the next advancing stock, increasing by 19%

to EC$25.00. TCL, which is cross-listed on the
other exchanges, traded firm at EC$3.55 over
the period.
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Corporate Report:

Table 6.1

ECFH Group Financial Highlights (EC$ Million)

2002 2003 2004 2005 2006
Net Interest Income 33.5 36.7 41.4 52.1 64.0
Net Income After Taxes 3.5 15.2 18.2 27.7 35.3
Total Assets 886.9 9819 1,091.7 1,329.4 1,573.9
Borrowings 165.3 167.4 160.7 141.2 139.2
Capital 98.7 111.9 124.9 146.0 172.0
Share Price 6.50 7.50 7.50 7.90 10.00
EPS ($) 0.23 1.12 1.34 2.02 2.43
Dividend Payout (%) 37.6 44.4 43.1 39.8 41.5

Source: ECFH Annual Report 2006

Company Profile

Eastern Caribbean Financial Holding Company
(ECFH) was established in 2001, following the
merger of National Commercial Bank of St.
Lucia Limited, the country’s largest commercial
bank, and St. Lucia Development Bank, the sole
development bank. It is the dominant player in
the St. Lucian financial sector. ECFH is regulated
by the ECCB, the ECSRC, Ministry of Finance of
the Government of Saint Lucia, Financial Service
Supervisory Unit — Saint Lucia, and the Registrar
of Insurance.

The Group’s major business segments are
banking, insurance, real estate and general
financial services provided through its five
subsidiaries. ECFH has four fully owned
subsidiaries, one company in which it has
majority ownership (70%) and one company in
which its subsidiary, Bank of St. Lucia, has a
significant investment (ownership greater than

20%). The Group currently employs over 400
persons.

The principal business activities of the ECFH
Group include retail and development financing/
commercial banking, specialised mortgage
products, retirement plans, internet banking,
telephonic banking, insurance products, offshore
banking and wealth and asset management.

Ownership

Ownership in the ECFH Group is concentrated
among a few major stakeholders. The
Government of St. Lucia and Republic

Bank Limited each own 20% of the Group’s
outstanding shares. Another 20% is held by
financial institutions throughout the Eastern
Caribbean, while National Insurance Board of St.
Lucia has a 15% ownership. The remaining 25%
is distributed amongst various shareholders.
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Figure 6.1
Structure of ECFH Group
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Source: ECFH Annual Report 2006

Market Price

ECFH shares were first issued in 1999 at
EC$5.00 per share, and subsequently listed on
the Eastern Caribbean Stock Exchange (ECSE)
at a price of EC$8.69 on 19 October 2001. In
2002, shareholders received three additional
common shares for every 20 shares held.

Since then, ECFH shares have appreciated

by almost 55%, reaching EC$10 at the end of
2006. In the first nine months of 2007, ECFH
shares rose to a peak of EC$13.25 in early
August before declining to EC$12.50 at the end
of September. Dividend yields increased from
1.9% in 2002 to 10% in 2006. The stock is fairly
liquid, having one of the highest trading volumes
on the ECSE. Together, shareholders have
enjoyed an annual average total return (capital
appreciation and dividend yield) of nearly 14%
during 2002-2006.

Economic Analysis

The main revenue streams of the ECFH Group
are interest revenue, income from fees and
commissions, gains on foreign exchange trading
and insurance premium revenue. These flows
are largely affected by the general economic
climate in St. Lucia and, more specifically, by
factors such as economic growth, the level and
trend of interest rates and inflation, and changes
in the external environment.

Macroeconomic performance in St. Lucia has
strengthened significantly over the past five
years. Real GDP growth averaged about 4.5%

during 2003-06, boosted by construction and
government services related to investments in
hotel developments and preparations for hosting
the Cricket World Cup (CWCQ). Tourism activity,
the main-stay of the economy, contracted
during 2006 due to inadequate airlift, insufficient
marketing of the island in the European markets,
and the increased popularity of cruise vacations.
In 2007, economic growth is expected to slow
to about 3.5%, in line with a further easing of
both long-stay and cruise arrivals.

Following a spike in 2005, the annual average
inflation rate of the St. Lucian economy
decelerated to under 2.5% in 2006, as
international oil prices moderated in the latter
part of the year. The external current account
deficit grew to over 15% of GDP in 2006, driven
by an expansion in imports related to hotel
construction and public capital expenditure in
preparation for the CWC as well as a decline in
tourism earnings. Heavy inflows of foreign direct
investment, reflecting the construction of several
large tourism projects, helped to finance the
external deficit.

Despite robust tax revenue collections in
fiscal year 2006/2007, there was a further
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Table 6.2

ECFH Group Corporate Profile

Name
of Company

East Caribbean
Financial Holding
Company Limited

Bank of Saint lucia
Limited

Mortgage Finance
Company of Saint Lucia
Limited

Property Holding &
Development Company
of saint Lucia Limited

EC Global Insurnace
Company Limited

Bank of Saint Lucia
International Limited

Type of
Business

Group Parent Holding
Company

Universal Banking-
including retail,
commercial, corporate
and development, Wealth
& Asset Management

Residential mortgage

financing

Real estate holding,
Management and
Development

General Insurance

Private International and
Offshore Banking

Period Capitalization Assets 2006
Established 2006 EC$M EC$M
2001 105.1 160.9
2001 164.2 1,300.9
2001 15.6 198.1
2001 16.8 49.1
2004 3.0 8.2
2004 9.0 272.9

Source: ECFH Annual Report 2006

deterioration in the overall position of the central
government due to a substantial rise in recurrent
spending, mainly on wages and salaries. As a
result of the rising fiscal deficit, the public sector
debt increased to 65% of GDP, well above the
prudential guideline of 60% set by the Monetary
Council of the Eastern Caribbean Central Bank
(ECCB). Rising debt servicing costs consume
one-fifth of current revenue, constraining the
room for fiscal maneuver in the event of adverse
shocks like a greater slowdown in the U.S.
economy. The government plans to introduce a
Value-Added Tax to help improve the stability of
revenue over the medium-term.

St. Lucia’s medium-term prospects appear
favourable. The hosting of the CWC 2007 is
expected to provide a boost to the economy,
particularly through legacy effects. Some of the
construction activity involving new hotels and
villas will continue beyond 2007. The outlook
for agriculture, especially bananas, however,
remains uncertain. Some slowing in capital

spending should result in further narrowing of
the overall fiscal deficit. The current account
deficit is expected to narrow in 2007, due to a
slowing of CWC-related import spending and
fairly stable tourism receipts. St. Lucia’s ability
to generate overall net funds will depend on its
ability to continue to attract foreign investment.
Commercial bank credit is anticipated to remain
robust over the near to medium-term, with the
potential to outpace deposit growth and lead to
further tightening in liquidity.

Industry Analysis

Activity in the financial sector reflected the
buoyancy in the wider St. Lucian economy.
Liguidity tightened as the pace of loans and
advances exceeded that of deposits. Credit to
the private sector rose by an estimated 25% in
2006, up from 16% in 2005 as relatively high
investor confidence, coupled with the increase
in salaries and stable interest rates, created

a favourable lending environment. Loans to
businesses rose by 36.8%, nearly double
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the growth rate recorded a year earlier, while
household credit rose by a further 12.4%. Credit
to Central Government grew 20.1%, up from
13.4% in 2005.

Liquidity levels tightened somewhat in 2006 as
evidenced by a 6.4 percentage point increase

in the loan to deposit ratio of commercial banks
over the first nine months of the year. The
decline in liquidity did not have a discernable
impact on commercial banks’ interest rates. In
respect of the inter-bank market, interest rates
rose marginally during 2006. At the end of the
fourth quarter of 2006, the interest rate on short-
term loans between commercial banks averaged
5.2%, compared with an average of 4.3% at the
end of the fourth quarter of 2005.

Interest rates on the Regional Government
Securities Market also rose marginally during
2006. Weighted average yields on 91-day tenors
of regional member governments securities
increased to 6.4% at the end of December
2006, from 5.8% at the end of December 2005.
Since June 2003, the interest rate differentials
between the 90-day T-bill rates in the Eastern
Caribbean and those in the United States have
been narrowing, reflecting the tightening of U.S.
monetary policy.

Consistent with broadly favourable monetary
and credit conditions and robust GDP growth,
the Eastern Caribbean Central Bank (ECCB)
adopted a neutral monetary policy stance during

2006. It maintained the discount rate at 6.5%
and the administered minimum savings rate at
3.0%. It also kept unchanged the statutory cash
reserve ratio at 6.0% of eligible deposit liabilities.

Available indicators regarding banking system
soundness in the Eastern Caribbean region are
generally reassuring. At the end of September
20086, the capital adequacy ratios of banks in St.
Lucia stood at 15.8% of risk-weighted assets,
well above prudential norms. Non-performing
loans have been declining to reach 10% of total
loans, although this partly reflects the rapid
recent credit growth. In an effort to reduce the
financial sector vulnerability to credit risk, the
ECCB has set the maximum acceptable limit of
non-performing loans at 5%, which is now in line
with international standards. Exposure of the

St. Lucian banking system to government
amounted to 13.4% of total assets, which is
lower than the regional average of 15.1%.

In pursuit of financial sector stability, the ECCB
continues to:

® Provide assistance to member governments
with the drafting of financial legislation;

e |ssue prudential guidelines on corporate
governance, related party transactions,
liquidity risk management, internal auditing
and the selection of external auditors;

® Provide assistance to member governments
in the establishment of single regulatory units
(SRUs) for all financial institutions not regulated
by the Bank under the Banking Act;




Table 6.3
ECFH Group: Key Financial Performance Ratios (%)

Indicator 2002 2003 2004 2005 2006
Efficiency Efficiency Ratio 59.4 55.3 62.9 54.9 54.9
Net Income Per Staff 12,989 51,472 58,677 78,884 85,821
Profitability = ROE 3.6 14.4 15.4 20.4 22.2
ROA 0.4 1.6 1.7 2.3 2.4
Portfolio Non-Performing Loans
Quality /Total Loans 22.8 23.4 20.8 16.9 10.4
Provision/Non-
Performing Loans 29.1 32.6 34.3 34.5 33.2
Capitalisation Tier 1 Capital/Deposits 16.3 16.8 16.0 14.5 14.0
Capital Adequacy 15.6 N.A. 18.2 15.7 17.5
Risk 10 Largest Loans/Total Loans 14.9 13.6 12.5 12.3 16.5
Management 10 Largest Deposits
/Total Deposits 6.1 4.8 2.5 3.4 5.8

Source: ECFH Annual Report 2006

¢ Develop the regulatory infrastructure to the proceeds to further capitalise its main
facilitate consolidated supervision of the subsidiaries and facilitate future business
financial sector; expansion. The increased capital will assist Bank

¢ Develop risk management models; and of St. Lucia to develop its wealth and asset
e Conduct on-site examinations of banks. management services with a wider outreach into

the region, to increase its financing activities
Company Analysis to meet the demands for larger credit, and

to provide innovative convenience banking
Strategy solutions to its customers. Capitalisation of the
The ECFH Group aims to be the premier offshore banking business—Bank of St. Lucia
financial institution in the Eastern Caribbean International Limited—is expected to facilitate
region by expanding its geographic revenue rapid growth in deposits, while the insurance
base, continuing to modernise its financial company, EC Global Insurance Company
service delivery channels, managing asset Limited will be capitalised to enable larger risk
quality along international standards and by retention as the company turns around from the
playing a meaningful role in the social and operations of its formative years.
economic development of Saint Lucia and the
Eastern Caribbean. Growth

The ECFH Group has recorded consistently
In June 2007, the ECFH Group successfully strong asset growth over the past five years.
raised a record EC$100 million in equity capital ~ Total assets stood at EC$1.5 billion in 2006,
through an Additional Public Offering (APO) almost double the asset base of EC$0.8 billion
on the ECSE. The company intends to use in 2002. Much of this asset growth has been
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due to a similarly strong pick-up in loans and
advances and investments. The increase in
ECFH'’s loan portfolio was also above the
industry average. The investment portfolio of
the ECFH Group, which represents just over
one-third of total assets, is heavily skewed to
investment securities, mainly in Government of
St. Lucia originated debt. About 60% of these
securities are recorded at fair value and the rest
at amortised costs. On the funding side, deposit
growth almost doubled to EC$1.1 million in
2006.

The profitability of the ECFH Group has
consistently improved over the past five years.
At the end of 2006, the Group reported a net
profit after tax at EC$35.3 million, ten times the
net income of EC$3.5 million attained in 2002.
Return on Equity (ROE) was 22.2% and Return
on Assets (ROA) stood at 2.4% at the end of
2006, up from 2005 levels. The Dividend Payout
ratio was 41.5% in 2006 compared to 39.8% in
the previous year.

Although income from treasury bills and
investment securities only contributes about
one-third of total interest income, it generates
much higher returns of about 15%, when
compared to the returns of 8.2% from loans and
advances, which account for the lion’s share
of interest income. Net fee and commission
income, which represents almost half of other
income, rose at a rapid rate of 20.6% in 2006.
Net foreign exchange trading income also
showed strong growth as did net insurance
premium revenue.

Bank of St. Lucia, which accounts for three-
quarters the Group’s net profit before taxation,
remains the most profitable subsidiary. Its
financial performance compares favouably with
its competitors, and remains consistent with
international benchmarks. Mortgage Finance
Company of St. Lucia has recorded steady
growth in profits in the four years to 2006, and
management expects this trend will continue.

Property Holding and Development Company of
St. Lucia has also recorded steady profits since
2004.

The Group’s offshore bank, Bank of St. Lucia
International, was able to reverse its 2005 loss
position to record a profit in excess of EC$1
million in 2006. The Group’s insurance company,
EC Global Insurance Company Limited, was
able to reduce its operational losses from EC$1
million in 2005 to EC$0.1 million in 2006. This
turn around was achieved within two years of
full operations as premium income increased
significantly in both the motor vehicle and
property sectors. Management expects EC
Global Insurance Company to realise a profit in
2007 for the first time, and record increasing
profitability in the short to medium-term.

Capital adequacy measures of the ECFH Group
are generally on par with that of the industry.
ECFH'’s capital base expanded by EC$27 million
to EC$172 million at the end of 2006, generating
a capital adequacy ratio of 17.5%, well above
the 15.8% for the entire St. Lucian banking
system. Deposit and total borrowings to Tier 1
capital for the Group averaged 7.7 times over
the past five years, in line with the average of the
commercial banking industry.

The quality of the loan portfolio has also
improved over the past five years while loan
loss provisions have been fairly stable. Non-
performing loans fell from 23% of total loans in
2002 to 10% in 20086, reflecting the impact of
various initiatives including work-outs, write-offs




and the sale of non productive loans. The Group
aims to further reduce this ratio to 5% of total
loans in 2007, which would bring it in line with
ECCB guidelines and international minimum
standards.

Risk

Financial Flexibility

The ECFH Group has a relatively low degree

of financial flexibility, implying little room for
growth without being constrained by its capital
structure. The Group’s long-term debt to equity
ratio was 0.8 at the end of 2006. The net
proceeds of the APO will be used to capitalise
the subsidiaries of ECFH for future growth,

improving the Group’s financial leverage position.

Interest Rate Risk

According to ECFH’s 2006 schedule of interest
rate sensitivity, a negative mismatch of over
EC$718 million arises between interest-bearing
assets and interest-bearing liabilities within
one year. The 2005 schedule of interest rate
sensitivity showed a much lower negative gap
of EC$151.1 million. While this mismatch is
common among financial services groups like
ECFH with a large deposit base, it does imply
that the Group’s assets are highly exposed to
risks arising from sharp fluctuations in market
interest rates.

Diversification
The Group is improving its weak diversification
profile. It maintains a strong position in the

St. Lucia banking market through its main
subsidiary Bank of St. Lucia, which has an
estimated 45% of the deposit market and 30%
of the loan market and the most extensive
branch and ATM networks in Saint Lucia. A
major objective of the formation of the ECFH
Group of companies was to diversify the revenue
base and by extension, the profit of the Group.
For the first time since the merger in 2001, all
constituent companies contributed to profit or
virtually broke even in 2006. This has been a
significant turnaround from the years 2004 and
2005, when the newly-established subsidiaries
recorded collective losses of approximately
EC$2 million. In addition, deposit growth in
2006 was mainly supported by Bank of St. Lucia
International; the Group received 53% of its
deposit growth from international sources.

The banking segment, which refers to both retail
and commercial sectors, represents the core
source of revenue for the Group. Interest income
from loans and advances has demonstrated

a modest decline, accounting for 57% of total
revenue in 2006, compared to 60% in 2005,
suggesting the start of a shift towards more
stable fee-based income sources. The ECFH
Group also further diversified its investment
portfolio by reducing exposure to the Caribbean
and holding more investment grade instruments.

At the product end, the Group continues to
place more emphasis on convenience banking
and one-stop shopping as its strategy for
differentiation and value creation. By the end
of 2006, BOSL had the most complete suite
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of convenience banking products comprising
Complete Online Banking (internet banking),
Telebanking, Visa International Debit Card and
the most extensive ATM and points of sale
network in St. Lucia. A Convenience Banking
Centre was established to deal specifically
with customer queries relating to convenience
products.

In 2005, the Group launched its Complete for
Life mortgage product, which was a partnership
with business firms to provide discounts to new
homeowners on essential home purchases. Its
Honor 50 product partners with a number of
pharmacies and medical service suppliers to
provide services and medicine at discounts to
customers.

The ECFH Group operates at a highly efficient
level, with an efficiency ratio averaging 57.5%
over 2002-2006 compared to competitors’
average ratio hovering around 55%. Net income
per staff cost reached EC$85,821 in 2006,

up dramatically from EC$12,989 in 2002.
Management has set a benchmark of non-
interest income covering 100% of staff cost.
This ratio was recorded at 91% in 2006 despite
a general increase in salaries and staff training
to improve the customer service experience

at all branches of Bank of St. Lucia. Liquidity
tightened in the last quarter of 2006 with
heightened activity in the local economy for the
completion of projects for the Cricket World
Cup. This led to an increase in cost of funds
beyond budgeted levels.

The ECFH Group appears poised for sustained
growth over the medium-term. Its financial
position remains strong with increasing
profitability and asset base. There is strong
brand recognition of ECFH locally and regionally,
although the Group lags its peers with respect

to regional diversification. Its dominant position
in the St. Lucia market increases its competitive
advantage, although its business lines face high
interest rate risk in that core market. The Group
may also achieve greater operational efficiency
over the next few years.

Overall, the fundamentals of the ECFH Group
appear healthy with strong asset growth, deposit
growth, net income growth, return on assets
and return on equity generally exceeding, if not
on par, with industry levels. Credit risk is well
managed with substantial improvement in the
quality of the Group’s loan portfolio. The ECFG
Group is also well capitalised. Shareholders have
enjoyed an average annual return in excess of
13% since 2002. Additionally, the demand for
ECFH shares remains quite strong.

The fair value range of the ECFH Group was
determined using four valuation models: justified
price/earnings method, relative price earnings,
justified book value and a three stage dividend
discount model. The basic parameters used

in these valuation models were based on an
earnings projection of EC$2.40 per share for the
2007 financial year, a required rate of return of
10%, and a payout ratio of 45%. On this basis,
the fair market value of the ECFH Group is in the
range of EC$10.00-EC$13.25.




Does Normality

= Volatility?

“The markets will soon return to normal.”

That’s the mantra being recited by all the actors
in the financial markets these days. However,
their tone suggests that it's more of a prayer
than a forecast based on any semblance of
analytical rigour.

The theory being pushed is that the recent
decline in prices of Emerging Market bonds and
the attendant mark-to-market (MTM) losses it
generated in portfolios internationally needs

to be looked at as just another “correction”,
triggered this time by the collapse in the sub-
prime mortgage market.

The question therefore is, “What is normal?”

And the response is easily conjured. The
Federal Open Market Committee (FOMC or

The Fed), headed by Mr. Bernanke, will reduce
interest rates, the Bank of Japan (BOJ) and the
European Central Bank (ECB) will then abandon
plans to raise their interest rates, and a flood of
cash will obtain. Banks will then resume lending
huge sums to Hedge Funds, investors will return
to mortgages and mortgaged-backed securities,
and the financial markets will rally once again.

This is almost like saying that we shouldn’t call
the collapse in market prices a “correction”,
because it automatically suggests that any
general rise in prices would then be “wrong”.

Such a line of reasoning presumes that what
has happened in the markets over the last

two to three months as well as all the other
“corrections” that have occurred in the past are
mere aberrations and should be classified as
“abnormal”.

What if it isn’t?

In the last ten years, | can think of four major
triggers that generated huge losses in the
international markets, and | want to posit that
these so-called “corrections” will increase in
frequency or become “normal” as a result of the
globalisation process that has introduced the
very real and present phenomenon of economic
contagion.

Prior to this period (in 1994) we experienced the
Mexican peso crisis, when the unprecedented
US$40 billion that had flowed into that country
in 1993, was followed by a massive US$50
billion outflow the very next year, giving rise to
what became known as the “Tequila Effect”.
Contagion can be identified whenever large
amounts of capital flows, either to or from one
country, increase the likelihood of similar flows in
other countries. Thus, contagion can be positive
(inflows) or negative (outflows).

Of the US$1.3 trillion worth of currencies
exchanged every day, only about 5% of it
relates to trade and other substantive economic
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transactions. The other 95% is made up of
speculations and arbitrages, as traders wielding
huge sums of money look for quick profits on
exchange rate fluctuations and interest rate
differentials.

Portfolio capital possesses spectacular mobility!
Billions of dollars known as “hot money” can
desert a market or a country in one day! And
some Central Banks don’t have sufficient
reserves to withstand the collective pressure

of speculators gambling on the devaluation of
weaker currencies.

The first of the four major triggers in the past
decade occurred with the Asian economies
that were held up as paragons of industrial
success. In 1996, US$93 billion flowed into
Indonesia, Malaysia, South Korea, Thailand
and the Phillipines. In 1997, the situation went
into reverse with an outflow of US$12 billion.
In May 1997, currency speculators started
betting against the Thai baht on a hunch that
a soaring current account deficit and large
debt obligations were unsustainable. The Thai
government devalued the baht on 2nd July,
1997 and speculators moved on to the next
logical target—Indonesia.

In addition to its growing current account deficit,
Indonesia had a large number of companies
mired in debt and the currency was clearly
overvalued. By the time Jakarta devalued the
currency, the result was not only the market
grinding to almost a complete standstill but

also millions of people, in one fell swoop,
finding themselves below the poverty line. By
September 1997, it was Korea’s turn and world
markets plunged.

The second trigger was really related to the
first. The seeds were sown in November 1997,
when ominous signs began to appear in Japan
with the collapse of the Hokkaido Takushoko
Bank, one of that country’s largest financial
institutions. A virtual Pandora’s Box opened up,
and what eventually emerged was that Japan’s

financial industry was holding some US$580
billion in bad and questionable debt. So that by
mid-1998, as the yen plummeted, data coming
out of Tokyo clearly showed that the largest of
the Asian Tigers had crashed into a recession
for the first time in 23 years. This “sudden”
plunge in the economies of South East Asia hit
global commodity markets with hurricane force,
causing capital to flee any country carrying the
label of “emerging market”. So South Africa got
infected and so, too, did Australia with its main
exports of coal, iron ore and meat. Then China’s
economy began to slow down and Russia
literally crashed as major investors lost billions of
dollars. Russia’s Stock Market Trading System
Index plunged a whopping 85% after the Kremlin
defaulted on its debt. Around this time, the
over-leveraged Hedge Fund, Long-term Capital
Management, got swamped when currency
prices moved against it. At one point, the fund
had borrowed US$129 billion on assets of just
US$4.7 billion. These events engendered a huge
decline in stock markets worldwide.

The third trigger was the NASDAQ crash in
2000. This was really the bursting of a classic
stockmarket bubble, built on ever more feverish
expectations for stratospheric growth in revenue
and earnings by all the new high-tech listings. All
equity investors in the international markets felt
the eventual pain.

The fourth trigger, which is what the markets
experienced just recently, has its roots in what
we now call the crisis in the sub-prime mortgage
market. Essentially, there was this boom in
home prices that produced a boom in mortgage




