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CHAPTER I.

EXECUTIVE SUMMARY

CHAPTER II.

INTRODUCTION AND MET HODOLOGY

A. Introduction

Curacao became a separate constituent country within the Kingdom of the Netherlands on October 10,
2010. While the Kingdom maintains control on foreign affairs and security, Curacao now has

autonomy regarding its future economic development and holds its destiny into its own hands.

Cur ac a o 6-=conoraic indcators indicate that the country is at a major cross-road. While it
maintains valid economic activity, with a relatively high average standard of living for its population
compared to the rest of the Caribbean, several factors suggest that sustainability is not guaranteed.
Growth in the period 2010-2011 was more than six times lower than that of Latin American and
Caribbean countries as a whole. This is occurring at a time when Dutch Government aid is no longer
available. Furthermore, there is a debt of around NAf 1.7 billion. The country is vulnerable to external
economic shocks, especially those emanating from the current international crisis, the resulting new
economic-financial environment and climate change. Higher food and oil prices in the international
market also create strains on households and other economic operators. Furthermore, growth is not
equally divided throughout the economy, hence generating inequities, with youth unemployment
jeopardizing the social construct and crime is on the rise. In the meantime there is a possibility of
capital flight. Yet , capital availabil i tagdalleforte ssent i a

must be undertaken to keep it in the country while attracting new capital.

There is consensus among the population that maintaining the status quo is not an option. Economic

policy, governance, laws, regulations and institutions must be reformed. There are too many internal

and external factors which have a strong impact on Curacao, which must be proactively addressed in

order to avoid the countryds i r-rtoemediunstérh.IThis repart gi nal i ¢
highlights them.

This situation does not mean the country does not have the means to ensure its own sustainable

economic development. Economic activity is present in the country. Sectors such as tourism, logistical
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services, financial services, business services and transshipment, for instance are viable. Skills and
capital are available. Location, climate and culture may also all contribute to a positive outcome.
Hence transition towards increased sustainability and growth is possible. In this regard, it will be
important to set the right ambitions according to achievable targets, based on reality and equity.
Increased competitiveness, higher youth employment and adaptation to climate change are obvious
goals. An incremental approach, consolidating clusters of activity around existing viable sectors is a
valid option. At the same time innovation must be encouraged and investment supported. It requires
the identification of key policy measures and the means to achieve them. Government spending has to
be limited though. There is an Agreement with the Netherlands that in exchange of partial relief of the
former Netherlands Antillesd debts, the new countri es
deficits. A Council for Financial Supervision (College financieel toezicht - Cft) was set up to approve
t h e c o buddets. Waile in 2010 and 2011 budgets were in deficit (163 million guilders in 2011),
in 2012, the CFT indicated its resolve to tighten up the budget and maintain the deficit under control.
Therefore, while Curacao is in the process to determine its future economic development, it is obliged
to adopt and implement sound policies that would rely on existing resources and limited public

spending.

Pragmatism suggests the need to strengthen the positive factors of the count r yds competitiv
while mitigating the negative ones. The country urgently needs a clear and realistic direction in this
regard and a consistent plan of action. On that basis a collective effort of the government of Curacao,
public administration, economic operators and the population may be demanded to achieve the
targets. While the private sector is expected to take the risks and pursue the initiatives, the
government must create the environment and provide the incentives for doing business in Curacao.
Coherent action and a mindset based on common interest are key success factors. This report

contributes to their identification.

There are many economic development reports in the country (see Annex 1). Most of them skillfully
address relevant issues such as tourism, SME Development, the improvement of macroeconomic
indicators, competiveness, the future of the refinery, health and education policy, competition policy,
the future of the harbour, etc. Most propose valid plans and recommendations. None is effectively
implemented. The fact that these reports are dispersed certainly affects their implementation. There is
still a lack of a coherent vision, which would take into account all the work produced so far. Such vision
should ideally shape a national consensus for which all stakeholders would feel strong ownership, as
part of their nationds collective goal . Lack of i mpl
country. Prioritization and sequencing of tasks are thus required. In order to transform words into
actions, all stakeholders should know who should be in charge and accountable for implementation,
when such implementation is expected and how it should be undertaken. It is therefore important to
define a coherent and operational road map as well as clear implementation indicators. An effective
management monitoring mechanism must be set-up. Immediate delivery of the most pressing
decisions (the @l owesseatial.grhrough initial impléneration,ithe coartrg voould

create an image of stability and solidity and send the right message to both the domestic stakeholders
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who are expected to contribute their efforts and the holders of capital who should invest their money in
the country. This report proposes such comprehensive roadmap, which actually will constitute the
most important added value of the entire activity.

B. Terms of reference

The objective of this Report is to assist the Government of Curacao to develop a sustainable and
stable long term economic development strategy. The overall purpose of the assignment is to
investigate the possibilities and to propose concrete recommendations to expand the economy, while
ensuring it has a sound business climate, is innovative, dynamic, sustainable and employment
generating. Hence the Report analyzes economic indicators in order to pinpoint vulnerabilities and
identify viable sectors with export potential and to carry out projections of growth based on several
scenarios. It also provides recommendations on the institutional and regulatory means to alleviate the
bottlenecks identified, including the general improvement of the business climate. Recommendations
address an overall integrated policy which takes into account the needs of the current population,
those of the local enterprises, the existing labour market and social structure in the country and its
environment. Recommendations address short, medium and long-term strategies to achieve the

development goal pursued. They also propose a strong research and development programme.

Finally, this Report is also expected to foster ownership, cooperation and coordination within the
country and raise the capacity of its public administrators to use the indicators and analytical methods
employed to realize its recommendations. This Report is also expected to guide the Government of
Curacao in the implementation of its new economic development plan and identify the relevant
resources required to achieve this. Full absorption of this Report by all relevant public and private
stakeholders is a pre-condition for its long term success.

C. Expected outputs and plan of the Report

The expected outputs of the Report include:

1. Long Term Policy Paper

The terms of reference require a comprehensive Long Term Policy Paper, which takes into account
the Social Economic Initiative of Curacao (SEI), current key sectoral studies pertaining to e.g. the oil
refinery, logistics (harbor) international tourism and financial services. The study must also contain a

sound analysis of the successes and failures of past economic development programs in Curacao, the
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strengths and weaknesses of Curacaobs economy and a

similar countries, with a view to suggesting potential paths for success in Curacao.

International trade aspectsar e al so addr essed. Curacaobs presence i
as its historical ties with the EU and its proximity to Central and Latin America and the U.S. provide
Curacao with important opportunities to integrate into regional and global supply chains and take
advantage of the current context of globalization and international trade. A well-conceived trade policy

can therefore be an engine of economic growth and sustainability.

In accordance with the Terms of Reference, this Report is structured as follows:

Chapter lll: Analysis of relevant factors affecting Curacao

Chapter Il of this report proposes an analysis of the key external and internal factors affecting the
countryds sust ai-tarm.bANhileithe ynceptian Repore dedcribedgat length the content
and orientation of the analysis (section 2.2.A), the chapter is structured according to the following sub-

divisions:

A first section defines sustainability as it affects Curacao. It proposes a definition of sustainable
development; it highlights the challenges related to Climate Change and it addresses the key
sustainability factors in relation to the situation of Curacao. This section emphasizes the need for

change and it provides examples of adaptation strategies in the Caribbean region.

A second section provides an analysis of the current economic situation of Curacao. It summarizes the
macro-economic indicators as they affect Curacao and it presents the successes and failures of past
economic development programs in Curacao. It then presents a comparison of successes and failures
in similar countries and it provides a detailed analysis of the determinants of economic growth in
Curacao, as a small island State. On that basis, it identifies the internal and external causes of weak
development in Curacao and it emphasizes the need for change.

A third section provides an ass e s s me n t of rel evant policies aslready
investment flows and trade and its competitiveness within its region and with the key trade partners. It
addresses the full range of domestic and external p

competitiveness and its capacity to integrate regional and international supply chains.

A fourth section is dedicated to sectoral analysis. Its purpose is to identify the principal economic
sectors, products and services of Curacao that may be of particular interest to its current or potential
future economic development by export generating sectors. The analysis first presents the current
trade profile of Curacao; it then describes local demand in Curacao for goods and services as well as
domestic investments in productive resources; it also addresses the unexploited opportunities and the
reasons for this. The section then proposes the adoption of a clusters approach based on the

incremental consolidation of key sectors of economic activity. It highlights those sectors and presents
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their existing positive features and bottlenecks. It also reviews the existing key sectoral studies and

assesses their relevance as well as the continuous validity of the recommendations they contain.

A fifth section briefly describes the regional and international context as it affects Curacao. In this
context, it portrays the Current market access conditions on relevant markets for Curacao; it
addresses the challenges and opportunities offered by regional economic integration processes and
Curacaobs possible accession to the WcehalemgesTotakele Or gar

advantage of this regional and multilateral trade context.

A final section in this chapter concludes by summarizing the favourable and negative factors for
Curacaods overall comparative and competitive advantze

for its future economic growth and development.

Chapter IV: Scenarios for development and recommendations

Chapter IV of this Report addresses the options for a long-term vision of the country and the required
fundamentals to achieve such vision. It suggests in this regard the way in which the existing factors
contributing to the countrydéds economic devel opment n
should be created with limited budget implications. While the Inception Report described at length the
content and orientation of the analysis (section 2.2.B), this chapter is structured according to the

following sub-divisions:

A first section presents the proposed overall strategy for industrial development based on an
incremental approach for sectoral development around clusters of goods and services. It highlights the
need to adopt policies fostering entrepreneurship, investment and innovation and it provides a
comparison with successful and less successful development programs in similar small-scale

countries in the Caribbean region or elsewhere.

A second session proposes a ten years6impact assessment of the identified strategy and projections
on economic growth and key factors for sustainability, such as environmental sustainability, social and

labour sustainability, financial sustainability, balance of payments and competitiveness.

A third session proposes the adjustment and support measures required in Curacao. The objective is
to strengthen the existing factors contributing to th
factor s with | imited government spending and rewverse th

term prospects.

2. Two draft Action Plans

The terms of reference require that two draft action plans be produced to implement the optimal
development strategy that will have been identified in the Long Term Policy Paper, after consultations

and policy deliberations with the relevant stakeholders in Curacao. One Plan would address short term
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measures and activities, while the other would address medium term ones. Both plans operationalise
recommendations aiming at enhancing economic activity, investment and trade of Curacao within its

region and with the rest of the world. They are to be structured as follows:

A first section proposes a sequencing and prioritisation of actions, by highlighting the fundamentals

that must be achieved,th e fil ow h adarg ithe Igngdr term intestments.

A second section describes the actions to be taken at the different levels, by the Government of

Curacao, by the enterprises and by civil society.

A third section provides the action map for the establishment of a Monitoring Management System for

Implementation.

A fourth section emphasises the need to build consensus on core areas and identifies an inner circle

of undisputable policy issues shaping the national political identity.

A fifth section provides recommendations for additional technical assistance activities, if required, and

use of available EDF and other donors6 funds.
Finally a sixth section provides indications of required budget and expenditures.

Both action Plans are supported by summary tables, containing clear implementation indicators,

facilitating follow-up and enforcement, as the case may be.

D. Conduct and methodology of the Study

The Mission was conducted in six phases; Phase 1 was the Inception phase (20 January- 11 May
2012). Phase 2 was a launching Workshop and a second mission (14-24 May 2011). Phase 3 was
about analysing data, the conduct of four sectoral workshops and a third mission (25 May -30 June
2012). Phase 4 was the drafting of a preliminary factualrepotand a validation stakehol
(1 July 7 29 October 2012). A rather long Phase 5, which is explained by a political crisis which took
place in Curacao during that period, consisted in the preparation of the scenarios for long term
economic development, liaison with the Interim Government and the preparation of the Action Plan.

Phase 6 will consist in the conduct of the final validation workshop and the conclusions of the Activity.

The overall methodology for this study has been described in the Inception Report and in the mid-term
Report, attached in Annex 2 hereto. In summary, the descriptive parts of the Report are based on
consultations with the main stakeholders and the numerous studies and other papers made available
to the authors. Consultation partners were asked to inform the consultants about their main trade
related functions or interests, the constraints they have experienced in their daily work in achieving
their objectives, and their views on how the Government or other players might contribute to the
fulfilment of their objectives. The findings of the Study are based on both a documentary and statistical

research on the trade and economic issues affecting Curacao and on-site missions and interviews with

10
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stakeholders, prepared on the basis of detailed questionnaires. Altogether, in the various phases of
the mission the consultants had more than 70 meetings and met with an even larger number of

government, business and other organizations.

The list of documents and statistics consulted is included in Annex 1 hereto. The questionnaires are
included in Annex 3. The programmes of all workshops held are attached in Annex 4, and the list of
meetings held and persons interviewed can be found in Annex 5.

This study was written with the view of its dissemination among all interested stakeholders.
Accordingly, it aims at being as clear as possible and at conveying information to an audience that is
not specialised in trade and economic policy. Therefore, wherever possible, the language used has
been deliberately kept simple. Furthermore, where relevant, some sections were taken and adapted
from a study two of the authors of this study produced regarding Regional Economic Integration
Processes (Caribbean, Indian and Pacific Ocean) and Recommendations aiming at enhancing trade
and economic activity of OCTs within their region and with the EC’. However, we believe that there

has not been a compromise to the analytical integrity of the report as a result of this simplification.

The recommendations and the suggested actions included in the Action Matrix are based on the
Consultantsd analysi s; hence they do not necessaril)
bodies consulted. In some cases the consultants have identified actions which have not been
mentioned by the Curacao partners, and in certain cases they have not included some suggestions in
their report due to conceptual reasons or the suggested action did not fit in the time horizon of the
period covered by the paper. The recommendations and the proposed interventions included in the
Action Plan clearly suggest that the pursuance of reforms and the successful integration of the country
into the world economy needs consistent policies, a stable legal framework, a business friendly
environment, a much closer involvement of the business community in the formulation of economic

policy and significant capacity building at all levels of Government and business.

The full draft report was handed over by the Team to the Government of Curacao on .... 2013. On ...,
the Consultants received a number of comments from the Steering Committee. Other stakeholders
have also commented on the draft. The present text reflects most of the comments which have been

forwarded to the Consultants.

E. Note on Political Challenges

Already in the early stage of the Mission the Team has been confronted by different and often
contradictory views about the business environment in Curacao. While the view was unanimous that

Curacao, if it intensifies its reforms and deeper integration into the world economy, will remain a

1 See Luff, D., P. Baker & Balestieri, E. (2010) The Analysis of the The Analysis of the Regional Economic Integration
Processes (Caribbean, Indian and Pacific Ocean) and Recommendations aiming at enhancing trade and economic activity of
OCTs within their region and with the EC, DFC, Final Report.

11
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prosperous country with promising future, some experts, and businessmen qualified the speed of
changes too slow and formulated a negative opinion aboutthequal ity of Curacaobd | ega
framework, judicial system and institutions. They stressed that laws in Curacao are not transparent,
give too much discretionary power to the executive power, law enforcement is weak, vision is lacking,
the judiciary system is not reliable, public administration is badly organized, and political opportunism

is pervasive practically in all aspects of life.

The Consultants are aware of the complexity of the problems Curacao is facing and note that the
country, since the beginning of its autonomy, has undergone enormous pressures from its internal
divisions, the Dutch Government, a changed financial environment and international competitive
forces. In the context of a long-term economic development strategy it is very important to keep in
mind that the remodelling of Curacaoébés | aw and instit
number of other Caribbean countries, has realized that its old, often market alien institutions are

crumbling under the pressure of globalization and need substantial adjustments.

The Consultants are convinced that the viability of reforms needs not only new regulations and
institutions but also a change in attitude which requires time and calls for complex, comprehensive and

rigorous approaches in the implementation of the reform programme.

12



STRATEGIES FOR SUSTAINABLE LT ECONOMIC DEVELOPMENT IN CURACAO

FOURTH DRAFT REPORT T APRIL 2013

CHAPTER III.

ANALYSIS OF RELEVANT FACTORS AFFECTING CURACAO

A. Defining sustainability as it affects Curacao

1. Definition of sustainable development

The United Nations Commission on the Environment and Development (UNCED) in Rio de Janeiro in
1992 <coined the term ASustainable Developmento (SD)
developing nations. The focus of this development paradigm is on improving the quality of life of
present populations without compromising the ability of future generations to satisfy their own needs.
Within this context therefore, the emphasis has shifted away from the pursuance of optimizing
economic growthz, i.e., physical expansion in output, and is instead placed on what has become
known as gross domestic product plus (GDP+). It emphasises the generation of growth while

simultaneously advancing environmental sustainability and social well-being.

Unfortunately, the development imperatives for small, open economies like Curacao are still largely
based on economic indicators, such as the expansion in gross domestic product (GDP), foreign
currency reserves held, and improvements in the purchasing power parity (PPP). While these are
necessary ingredients for advancing Curacao 6 well-being, they are insufficient for the sustained
economic growth and development that will assist in promoting inter- and intra-generational equity.
Furthermore, these economic indicators often come at high, significant and irreversible social,
environmental and economic costs, such as extreme poverty levels that are still reportedly above 15%
in Curacao® (UNDP, 2011)* and growing socio-economic disparities. There is clearly, therefore, the
need for a new economic framework for Curacao, an island with substantial marine resources, but

limited technical resident human capital and high energy costs estimated at 0.42 US$/kwh.

It is within the above context that the need to develop sustainable development indicators that would
help monitor progress is also becoming critical. The World Commission on Environment and

Development (WCD) called for the development of new ways to measure and assess progress. This

2 While economic growth is seen as a necessary condition for achieving SD, it is insufficient to accomplish SD goals

3 According to the Central Bureau of Statistics (CBS) of Curacao (2012) and using a poverty line of ANG1,045 monthly income
perpersonitwasf ound that nearly 39% of Curacaobs residents were |iving
ANG1,190 on 1* September 2012 but it is unclear the estimated number of persons living below the poverty line at this time.

4 United Nations Development Programme (2011) First Millennium Development Goals Report i Curacao and Saint Maarten,

13
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need was echoed in Agenda 21° which calls on countries and the international community to develop
indicators of sustainable development. The Johannesburg Plan of Implementation® and the United
Nations Commission on Sustainable Development (UNCSD)’ encouraged further work on indicators

for sustainable development by countries, in line with their specific conditions and priorities.

Accordingly, Curacao Tourist Board commissioned a study on Sustainable Tourism Indicators in 2010.
This study, concentrating largely on four (4) categories: (i) natural and cultural heritage dimension, (ii)
economic dimension, (iii) social and ethical dimension and (iv) specific dimensions, indicates that the
Island had a generic overall sustainability index of 7.2, specific index of 6.2 and a tourism index of 1.7

out of 10. The major reason for the scores are due largely to the following reasons:

1 It is not compulsory to undertake either an environmental impact assessment before
development or to have an environmental management plan. Some projects do undergo an

impact assessment but these are few to be considered significant.

1 Need to transform the economy to more renewable energy sources for greater energy

independence, security and improve competitiveness.
91 Insufficient quality data to assess the Islands sustainability indicators.

In the redefining the entire concept of sustainable economic development, key objectives must be kept
in mind:
1 Information missing needs to be collected urgently in order to complete an actual sustainability

assessment.

9 Current infrastructures and future development should be highly improved in terms of

sustainability.
f Cura-ao popul ati on anshoudddd raiged onthamatted. awar eness

1 Existing policies, regulations, legislation and enforcement should be improved and future ones
should take into account sustainability criteria and should be developed towards the general

goal of reaching high standards of sustainability in Curacao.

1 A high priority must be given to assessing vulnerabilities to Climate Change and to developing

adaptation strategy.

5Chapter 40 Al nf or-vakiimgo.f of SoDwerccies:i oRi o0 2012 | ssues Brief #
Sustainable Development (UNCSD) Secretariat.

6 Chapter X. (Source: Ibid)
7 CSD-11, CSD-13

14
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2. Challenges related to Climate Change

Curacao has considerable concerns about the threats posed by a changing climate to its development
prospects and both mitigation and adaptation options will require a significant and sustained
investment of resources that the Island would be unable to provide on its own. Curacao, as a Small
Island and Low-Lying Coastal Developing State (SIDS) exhibits some common characteristics,
inclusive of relatively small physical size, proneness to climate extremes, extreme openness of its
economy and dependence on exports, and low adaptive capacity that exacerbates its vulnerabilities®
and risks® while simultaneously reducing its resilience to growing global events, such as climate
variability and change, and globalization. >’As such, Curacaods future devel op
predicated on proactive, sensible, and practical measures that seek to respond to these global
challenges while simultaneously exploiting the opportunities they present. Adaptation to climate
variability is not new, but Climate Change (CC) is presenting heightened challenges, exposing certain
vulnerabilities™ nationally and locally, and increasing the combinations of risks with potentially grave

consequences.

For example, though Curacao contributes less than 0.001% of global greenhouse gas (GHG)
emissions, past emissions of carbon dioxide (CO2) and other GHGs globally have placed the world on
a course for future Climate Change (IPCC, 2007). While deciding what level of Climate Change is
dangerous and what might be safe is not a purely scientific question as it involves normative and
political judgments about acceptable risks, the United Nations (UN) Human Development Report
(2008) and the State of the World Report (2009) of The Worldwatch Institute have identified 2°C as the
threshold above which irreversible and dangerous Climate Change will become unavoidable. At

current rates, the carbon budget is set for expiry during the 2030's, setting in motion processes that

8 According to Schneider, S.H., S. Semenov, A. Patwardhan, I. Burton, C.H.D. Magadza, M. Oppenheimer, A.B.
Pittock, A. Rahman, J.B. Smith, A. Suarez and F. Yamin, (2007): Assessing key vulnerabilities and the risk from
climate change. Climate Change 2007: Impacts, Adaptation and Vulnerability. Contribution of Working Group Il to
the Fourth Assessment Report of the Intergovernmental Panel on Climate Change, Vulnerability to climate
change in this document is viewed as the degree to which the region is susceptible to, and unable to cope with,
potential adverse impacts.

9 Chapter X (Source: Ibid).

10 Mimura, N., L. Nurse, R.F. McLean, J. Agard, L. Briguglio, P. Lefale, R. Payet and G. Sem (2007): Small
islands. Climate Change 2007: Impacts, Adaptation and Vulnerability. Contribution of Working Group Il to the
Fourth Assessment Report of the Intergovernmental Panel on Climate Change, M.L. Parry, O.F. Canziani, J.P.
Palutikof, P.J. van der Linden and C.E. Hanson, Eds., Cambridge University Press, Cambridge, UK, pp 687-716.
11 Vulnerability to climate change in this Strategy is viewed as the degree to which geophysical, biological and
socio-economic systems is susceptible to, and unable to cope with, potential adverse impacts (Schneider, S.H. et
al, 2007:781)
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can lead to temperature increases of 5°C or above by the end of this century. This would be roughly

similar to temperature changes since the last ice age 10,000 years ago.™?

Concomitant with Climate Change will be global temperature change, with analysis of observational
data for Curacao already indicating a level above the global mean temperature increase of
approximately 0.6°C during the 20th century. At the same time, mean sea level rose by about 2 mm/yr
and rainfall variability that appears to be closely related to the El Nino Southern Oscillation (ENSO),
has increased. All of these events are likely to have profound impacts on geophysical, biological and
socio-economic systems of Curacao, through affecting economic activities in the tourism sector in
particular, productive capacities, freshwater systems, infrastructure, coral reefs, fisheries and other
marine based resources, livelihood activities, health and environmental security of the populations,
energy consumption, trading abilities, and simultaneously depleting national budgets. Moreover, they
are likely to compromise the ecological services provided by some of these fragile ecosystems, such

as corals, vital for sustaining lives and livelihoods on this island.

Importantly, some circumstances that deepen the Islandd s economic, soci a
vulnerabilities also impede its ability to acquire and use appropriate technologies to stimulate its SD
and to support adaptation to Climate Change. Technology, generally, is developed, promoted, and
marketed by the private sector. In many instances the technologies developed in the more developed
countries have to be adapted for effective use in SIDS. However, the thinness of the markets in the
region and Curacao, and diseconomies of scale make such endeavours very risky and unattractive to
investors. In addition, the business leaders in the region tend to be reluctant to embrace new

technologies unless they have been shown to be successful elsewhere.

It is within the above context that leaders of SIDS endorsed the Liliendaal Declaration proposed by the
Caribbean Community (CARICOM) countries at the Conference of Parties in 2009 in Copenhagen,

Denmark. These declarations include:

1 Long-term stabilization of atmospheric greenhouse has (GHG) concentrations at levels which
will ensure that global average surface temperature increases will be limited to below 1.50C of
pre-industrial levels; that global GHG emissions should peak by 2015; and ultimately reducing
GHG emissions by more than 95% of 1990 carbon dioxide (CO2) levels by 2050.

1 Adaptation and capacity-building must be prioritised and a formal and well-financed framework
established within and outside the United Nations Framework Convention on Climate Change
(UNFCCC) to address immediate and urgent, as well as long-term, adaptation needs of

vulnerable SIDS and least developed countries (LDCs).

1 The need for financial support to SIDS to enhance their capacities to respond to the
challenges brought on by climate change and to access the technologies that will be required
to undertake needed mitigation actions and to adapt to the adverse impacts of Climate

Change.

12 United Nations (2008): Human Development Report 2007/2008 i Fighting Climate Change: Human Solidarity in a Divided
World, UN Press, New York.
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't must be reiterated that Curacaobs efforts to prom
Goals (MDGs) are under threat from those posed by Climate Change and sea level rise. Of particular
note is the increasing intensity of extreme weather events, which can result in severe damage to the

| sl and ésonomic esowrce base.

3. Key factors for sustainability and the situation of Curacao

a. Environmental sustainability

The persistence of poverty and environmental degradation (associated mainly with, but not
exclusively, poor development planning and inadequate coastal zone management) can be traced to a

series of market and institutional failures that make the prevailing economic model pursued far less

effective than it otherwise would be in advancing sustainable development goals. These market and
institutional failures are well known to economists, but little progress has been made to address them.

For example, there are insufficient mechanisms to ensure that polluters pay the full cost for their
polluting actions. T h & meaning tha mdrkets donot sygtemateallykaecousto

for the inherent value of services provided by nature, like water filtration or coastal protection. A

Amar ket economyo al one, publie gaodsp likee efficienta elentricity grigls, o vi d e

sanitation or public transportation.

The ecosystems-based services provided by Curacaobs natur al
mangroves and sea grasses, must be harnessed for the future development of the country and to
sustain the very tourism on which the country so largely depends. As such, it will be contingent that
Curacao recognizes the need to record natural assets as part of its GDP to measure how quickly they
are being lost. The move to better metrics is the realization that gross national product (GNP) does not

measure properly what makes us well-off and satisfied.

Curacao, like many other SIDS is challenged in dealing with its waste. The major problems in waste
management in Curacao, vital for environmental sustainability are: (a) pollution of marine pollution
from land based sources such as domestic sewage, industrial effluents and agricultural runoff: they
carry risks for human health, and can degrade habitats such as coral reefs, and tourist attractions such
as beaches; Curacao will have to be careful that it guards against receiving bad publicity related waste
management which can have major adverse impacts on its tourism industry and by extension,
economic development; (b) the management of toxic substances such as pesticides, waste oil, heavy
metals: Curacao has limited physical capacity to isolate and dispose of such substances in an
environmentally sustainable manner; (c) sewage treatment facilities: in Curacao such facilities are
inadequate resulting in poorly-treated effluent being discharged into the environment; and (d)

ineffective regulations: Curacao has devoted much time and resources on developing regulations;
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however, regulations have not always been very effective because of inadequate institutional and

human resource capacities to enforce them.

Critical for dealing with this waste management issue is the transformation in focus from pollution
prevention to materials management, to find flexible, yet protective ways to conserve resources

through:

1 Pollution prevention, recycling, and reuse of materials
1 Reduction of the use of toxic chemicals; and

1 Conservation of energy and materials.

Responsibility has to be shared for improving environmental sustainability through partnerships and
collaborations that encourage businesses, consumers, and government to work together to make
changes across the whole supply chain 1 from easier product reuse and to recyclability. Most of the
partnerships are voluntary while others are alternatives to regulatory control. Benefits include

recognition for activities that result in resource conservation.

b. Social / Labour sustainability

The harnessing of social energy and potential to deliver better developmental results for Curacao is an
imperative. Based on discussions with knowledgeable personnel, it was pointed out that Curacao, with
a population of approximately 150,000 i inhabitants (Central Bureau of Statistics, 2011), suffers from
two major population related issues: (i) significant brain drain of its qualified personnel, and (ii)
relatively high levels of youth unemployment, estimated in the vicinity of 25% of its youth working
population according to the Labour Force Statistics (Central Bureau of Statistics, 2011). The first factor
is said to be occasioned by declining job opportunities on the island after persons would have qualified
themselves and a growing level of uncertainty about the economic development prospects of the
economy. At the same time, the relatively high level of youth unemployment has been attributed
largely to the mismatch between labour demand and supply and a need to make the education system

more responsive to the needs of the Island.

Given Curacaob6s I imited human capital, i t ssingallt ure de
human capital available to it. While the government continues to spend a relatively high percentage of
its GDP™ on the education system compared to other countries in the region, there continues to be
clear areas for improvements. Further, the relative salaries of teachers in Curacao are comparatively
higher than those in comparative economies in the region (this point is elaborated later in this report).
At the same time, Curacao sits in an enviable position in the region, with each graduate from

secondary school being proficient in at least three official languages, i.e., English, Dutch and Spanish.

¥ It was estimated that in 2010 the Government spent approximately 5% of GDP on this sector (Education Ministry Officials,
2012)
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The main issue however, is that the drop-out rate from secondary school remains high. For example,
youths aged 15-24 years old the drop-out rate was estimated at 43.6% in 2001 and 36.5% in 2005
(UNDP, 2011). This means that the prospects for these persons to be absorbed within the formal job

market and to earn an acceptable level of income remain challenging.

c. Financial / Budget sustainability

The financial position of Curacao continues to be tenuous. The Island continues to be affected by
significant budget deficit, occasioned largely by increasing public spending relative to revenue intake.
While deficits are not in themselves harmful, if they are not used to drive economic growth, they can
become a drag on an economy, leading to a debt crisis and all its contingent problems. This budgetary
situation has meant that the government does not have the fiscal space to make the kinds of
investments necessary to enhance the investment infrastructure of the country. Moreover, it leads to
growing uncertainty and can lead to either capital flight or a wait and see attitude by investors, none of

which are healthy for the economy.

d. Balance of payments

A balance of critical importance for island economies, this measure speaks to the health of the
external sector via two general components: the current and capital account. While the current
account captures the external activity (imports and exports) of export sectors, whether for goods or
services, alongside income (e.g. repatriated or interest income) and transfers (e.g. aid and
remittances), the capital account keeps track of the ebb and flow of capital between the home country
and external investors (and creditors). Balance of payments (BoP) difficulties can source from many
factors; however, attention is often given to the current account as numerous crises have been
preceded by large current account deficits, e.g. Chile (1981), Mexico (1994), and Thailand (1997). In
situations where an economy faces a large current account deficit, it must be sustained by the sale of
foreign assets, privately owned or official reserves, or via finance from abroad. If foreigners, however,
suddenly become unwilling to provide further financing and domestic liquidity of foreign assets is
limited, the current account would need to necessarily adjust through a collapse in domestic demand.

In other words, the resulting large BoP deficit would require a correction in the current account.

For small and open island economies like Curacao, it is expected that more is imported than exported
due to natural barriers common to islands. In turn, to observe current account deficits near 10% of
GDP is normal (or BoP deficits). In circumstances where the current account shortfall far exceeds this
mark caution is warranted, especially when foreign exchange reserves fall below the generally
accepted threshold of 3 months of import cover but also struggle to remain above this mark. This

threshold is generally applied to island and non-island economies, hence is not sensitive to the

19



STRATEGIES FOR SUSTAINABLE LT ECONOMIC DEVELOPMENT IN CURACAO

FOURTH DRAFT REPORT T APRIL 2013

difference in constraints. Although debatable, there is a case to be made that this threshold should be
raised for islands. Ideally, a healthy BoP account should be: generally driven by the relatively less
volatile current account; be supported by sufficiently abundant foreign exchange reserves; and driven
by relatively more stable and long-term financial assets within the capital account. Lastly, an often
overlooked point of emphasis, is that if a sizeable share of imports is related to productive investments
and not consumption then, presuming there is adequate reserves, an island can afford to expand the

current account deficit, as the long-run growth benefits are likely to compensate for the expansion.

e. Competitiveness

For a vibrant economy, it is essential that the enabling environment be created and maintained.
Economic growth will only result when the necessary public and private investments are made,
supported by a qualified labour force and the appropriate business climate; when existing resources
become more productive; or a combination of these two events. Small, open economies like Curacao
have some inherent disadvantages, i.e., limited capacities and scale economies, relatively high cost of
energy, high transportation costs, and in Curacaobs
freshwater and the cost of producing this resource. In short, the cost of doing business tends to be
high due in part to the cost of capital (often due in part to the transaction costs associated with

monitoring small firms) and administrative hurdles and discretionary practices.

But Curacao also has some relative advantages, inclusive of her geographical location in the
Caribbean, the multi-lingual nature of its work force and the fact that it is currently largely outside the
hurricane belt in the Caribbean, though it is anticipated that with the advent of climate change the
possibilities for more intense storms and hurricanes originating further south in the Atlantic means that
Curacaods vul ner abi These ifeatares avoull seem cor imdicatee that there are

possibilities for the country to exploit.

f. Agriculture and Food security

According to the Food and Agricultural Organization (FAO) of the United Nations (2007) a nation is
said to be food secure when all people, at all times, have physical, social and economic access to
sufficient, safe and nutritious food that meets their dietary needs and food preferences for an active
and healthy 1ife. Curacaods agricultural sector, con
fisheries, remains nascent and labour intensive, despite it is estimated that some 5,000 hectare of land
are available for arable agriculture. The island is said to produce a very high quality of products and is
relatively disease free. However, in the absence of phyto-sanitary legislation and laboratory facilities to

test for pesticide and other residual trace elements it is difficult to test this assertion.
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However, major challenges remain in the arable agricultural sector due in large part to the relatively
abundant and cheap supplies of i mported foods br ouc
production, the low net benefits derived from being engaged in agriculture and the fact that Curacao is
a freshwater scarce island. Shifting rainy seasons around which farmers plan their planting routine and
longer dry periods said to be associated with climate change, high wind velocity and thus high
evapotranspiration rates leading to high night temperature that affect germination continue to
negatively impact the sector. Furthermore, poor soil quality, inappropriate land use planning and the
fact that some major food crops (rice, sugar, grains and potatoes) cannot be cultivated in Curacao are

all mitigating factors.

Further, the livestock and fisheries sub-sectors have been affected mainly by external factors, i.e.,
rising grain prices that caused feedstock to increase and thus the input price for livestock; the rise of
fuel price in 2008 to US$147 per barrel that increased the cost of fishing; and increased overfishing, all
of which have increased the cost and effort of the fish catch. There is also an inadequate legislative
framework to protect the marine resources and limited research has been conducted to ascertain the

effects warming temperatures northward may be having on migratory patterns of the fish stock.

With more projected extreme weather events, food prices are likely to continue to fluctuate with a
general trend to move upwards. This has implications
security. It may also provide an opportunity for Curacao to enhance its own food production, but this
would require, inter alia, further detailed integrated land use planning and development of the
necessary investment climate for persons willing to move into this area of economic activity.

Furthermore, if the emphasis remains on tourism as one of the growth poles of the economy, the

potential linkages between this sector and tourismought to be encouraged, wi t h t
saved is a dollar earnedod promoted.
g. Crime

Data indicates that crime remains relatively low. This is an asset in the Caribbean and the
neighbouring Latin-American markets where several nations experience high insecurity. However, it is
the perception that crime is increasing. This is possibly due to an expanding informal economy, a
growing unemployment rate and difficulties in the Island being able to police its borders. This remains
a threat to the countrybés aspirations to expand its t

and the fact that Caribbean tourism destinations remain high cost locations.
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B. Analysis of the current economic situation of Curacao

This section focuses on the macroeconomic aspect of sustainable development: it aims at identifying
and analysing the critical factors that can lead to higher potential economic growth. For an economy to
augment potential growth to focus on merely macroeconomic variables is tantamount to shooting
oneself in the foot, as the same variables that drive productivity and by extension long-run growth
depend on an economyébés factor endowment s, including

considering environmental and labour sustainability issues in the economic policy creation process.

These elements of sustainability and others are kept in mind throughout the analysis. For example, a
policy emphasis on human capital development, which is addressed later in our analysis, is clearly one
that would enhance labour sustainability by potentially generating jobs by attracting foreign firms and
allaying the extent of brain drain of qualified personnel.

However, the formal inclusion of these links between the various facets of sustainable development is
not relevant in the diagnostic phase, which is merely taking stock of the performances and hindrances
as they are today in Curacao. The durability of economic policy decisions in light of sustainability

factors will be addressed more explicitly in the projections / policy option and scenario exercise.

1. Summary of macro-economic indicators

An initial general appreciation of Curacaods macr oecc{
past 10 years can be illustrated with a chart crossing the performance in terms of economic growth

with the results in terms of consumer prices. The chart below highlights three key features:

T On average, Curacaods GDP growth has be-20il),very me
with average inflation not too high (2.7% over the same period);

T Curacaods economic pat h clearly shows t wo di f f e
associated with higher inf |l a-2008),mndgariods of geryfow up hor i c
growth with very low inflation;

1 Compared with many other countries, this macro path suggests that (1) increasing domestic
demand translates rapidly into either stronger price pressures and/or growing external account
deficits and (2) that overall performances are highly dependent on international events, both
on growth (e.g. sharp reversal in 2008-2009 when the global financial crisis erupted, situation

in Venezuela, etc) and inflation (spikes in food and energy prices in 2007-08).
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Figure 1 Curacao real GDP growth and inflation, 2001-2011
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Looking at the islanddés recent activity, the analysis
related to the international environment) and more medium-term effects of structural change and

issues.

CBS data highlights that the largest contributor to the overall economy over the past few years has on
average been the o6financi al intermediationé sector, r
the o6wholesale & retail traded and Ot r ageteep theyt |, stor
comprise more than 50% of total production and a considerable share of exports for both merchandise
goods and services. Hit by an adverse exogenous shock and a 0.5% contraction in real GDP growth in
2009, the economy as a whole has struggled to recover, registering a tepid 0.6% two years later
according to CBS growth estimates. Led by private consumption, the rebound in domestic demand is
driving the recovery while gross fixed investment has yet to recover, expanding at a below 2% pace,
according to IMF data. Consequently, inflation has eased noticeably from the 6.9% figure recorded in

2008 whereas the unemployment rate is on a renewed rise, posting 9.8% in 2011.
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Figure 2 Financial and Trade sectors largest contributors to GDP
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The uptick in domestic demand in 2010, however, came at the expense of a robust advance in real
imports (and rising oil prices) amid declining real exports (IMF: -5.6% for 2010). As a result, the trade
deficit widened, exceeding the pre-crisis level, and pushing the current account deficit deeper into the
red, which based on IMF statistics stood at about 30% of GDP in 2010. On the upside, the fact that the
i slandbs export base i s |l argely compri sed of
manufactures (see graph below), pre-empted potentially a larger drop in total goods & services
exports. Although the current account deficit is unsustainable and foreign exchange reserves are
falling, for the moment reserves remain above 3 months of import cover. Moreover, net FDI, an
important source of stable foreign reserves, has continued to decrease from 5.2% of GDP in 2008 to

an estimated 2% in 2011, according to IMF estimates.

Figure 3 Growth in services exports relatively stable
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With trend growth steadily declining over the past decade, the potential growth rate based on Cobb-

Douglas production function estimations now stands in the range of 1.5-2%, a relatively low level
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compared to other high-income non OECD islands. What are the factors hampering growth? From a
gualitative perspective, among the issues that were often quoted as obstacles to growth from
discussions with stakeholders and economic agents in Curacao were the following: inadequate skills;
the emergence of new growth headwinds related to export competitiveness (e.g. rising emerging
economies and trade regionalization), international governance (e.g. money laundering and
transparency requirements), and climate change; the p

are related to the small size and geographic location of Curacao.

Alternatively, the qualitative analysis has shown diverging views among stakeholders on the following:

the urgency in ameliorating growing external and domestic imbalances, knowing that a judgment of

error on the issue may have long-reaching implications on any sustainable development path; the

elements that explain the low level of both aggregate savings and investment in the country (e.g. lack

of Ainvestable opportunitieso, insufficientonseturns,
and |l astly the most pressing -wm sustaigabledevelopmeénspats, t o t he
implying that definitions of priority differ.

To shed some light on the long-term macro issues and potential for accelerated development of

Curacao, we first address the general issues facing small island economies, before conducting a
thorough fAgrowth diagnostico using -lointed offort hfuano sdi
Thereafter, some conclusions on the potential alternatives and policy choices are provided.

2. Small Island Economies and Growth

The exact growth drivers of small island economies remain a theme of debate. Nonetheless, there are
certain factors whereby we find general agreement, e.g. that the constraints and economic structure of
these island economies are quite different than others. In addition, they face relatively more
challenges than other states while at the same time harbor unique inherent strengths. We address

some of these elements in turn:

a. Population

Small populations severely limit domestic labour markets and thereby preclude labour-intensive
industrialization, as islands are unable to compete in low skilled labor-intensive export sectors.
According to Srinivasan (1986), due to insufficient domestic demand economic activity as a result
often fails to achieve the critical mass necessary to satisfy the minimum scale required to achieve
scale economies (the so-called Minimum Efficiency Scale). On the empirical end, attempts to examine
the relationship between small size and growth have been hindered by a myriad of methodological
and data problems, particularly with regards to the limited length of time-series data (Armstrong and
Read, 2003).
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b. Human capital

Emphasized within the literature, the stock of human capital is an important component of economic
growth, especially in environments that face labour constraints. It has a central role in the endogenous
growth literature and is closely associated with labour productivity and long-term growth (Aghion and
Howitt, 1997). Consequently, investment in education and training is expected to augment the

domestic skills base while bolstering productivity and growth in the long-run.

Moreover, human capital also enhances the capacity to absorb new technology, critical to islands as
they lack local sources of R&D and innovation (Briguglio, 1995). Combined with an open trade policy,
this further supports growth by enabling the economy to better benefit from interaction effects with the
technology embodied in imports. Hence, for island economies to compete at a global level and
increase potential growth Bhaduri et al (1982) and others find it critical that islands move up the value-
chain by improving the quality of the workforce via greater investment in education services. This
would suggest that economic prosperity for small island economies is best achieved by accumulating
human and/or physical capital instead of making investment decisions solely based on the priority of
job creation. In cross-country studies using endogenous growth models, results have shown that

human capital significantly contributes to output expansion (Edwards, 1998).

c. Domestic market

A small domestic market reduces the potential for competition because of a small number of
incumbent firms. Hence, islands are susceptible to the development of monopolies or oligopolies,
placing upward pressure on prices and hampering competitiveness. The cost of living on islands can
thereby be expected to be relatively high, stemming from a combination of size and competition effects
(IMF, 2003).

UNCTAD (1997) identifies four types of small islands, three of which are common. First, we have
economies that depend on external rental income, primarily overseas remittances by migrant workers.
This will differ between islands that lack an indigenous productive base and those that have limited
productive activities. Second, islands that heavily depend on commodity exports wherein there are two
types, those that are relatively undiversified and often lack supporting services and those that are
more diversified with better developed inter-sector linkages. And the third category refers to islands

that rely on earnings from services, mainly tourism and business services, including offshore finance.

Empirical studies on the interaction between sector specialization and growth in small states highlight
that robust economic activity is associated with rich natural resources and a strong service sector,
especially in financial services and tourism (Armstrong and Read, 2000). Both are linked to rising

domestic wealth, while tourism is considered an important source for employment.
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d. International trade

With an undersized labour pool, economies of scale constraints and a small domestic market, islands
often become highly specialized and relatively undiversified in output and export base (Armstrong and
Read, 2003). Consequently, this leads to greater reliance on a modicum of economic activities,
exports and export markets, thereby exposing the economy to external shocks in the form of export
prices and earnings (Easterly and Kraay, 2000). Furthermore, the impact of external shocks is greater
for these small-open economies, as islands have little influence on international prices and cannot
compensate for any deterioration in their terms of trade by increasing the volume of exports, due to
limited domestic supply. A common solution to export concentration and instability would be to
promote diversification; however, the extent for diversification is constrained by the size of the

domestic economy.

The dearth of locally sourced product diversity implies not only that consumption is highly dependent
on imports but also the presence of considerable difference between the patterns of domestic
production and consumption. In turn, unlikely to be a major source of autonomous self-sustaining
growth, a small island economy must pursue a highly open trade regime and be closely integrated with
the global economy (Easterly and Kraay2000). This openness has ramifications for the balance of
payments and local exchange rate. Several islands have opted for exchange rate stability at the
expense of losing domestic monetary policy autonomy and either fixed the exchange rate or joined a

hard currency area (Chadha, 2002).

e. Location

Proximity to and interaction with regions comprising relatively prosperous and high growth countries
may also have beneficial effects, suggesting that regional location rather than isolation may have an
important influence on the performance of island economies. This implies that the significant role of
location to growth is likely to be the result of the critical importance of trade and the proximity to large
prosperous markets. Empirical analysis evaluating the impact of location on the growth of island
economies show that regional location is positively related to per capita incomes (Armstrong and

Read, 2001). The strength of regional markets is found to be a predominant locational influence.

Although some general lessons can be derived from the above factors, it is unlikely that there can be a
single model for growth in island states. Some challenges are a permanent fixture to island
economies, e.g. small size and vulnerability to external shocks, while others can be overcome, e.g.
low potential growth. Based on the above, no effective strategy to raise long run activity, especially for
those in the third classification of UNCTADG6s typol

succeed without placing human and/or physical capital accumulation as a central component, as this
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is interlinked with greater competitiveness, productivity and by extension growth. In addition, openness
to trade requires the export sector in island states to be internationally competitive, i.e. based firmly on
their comparative advantage. Therefore, this implies specializing in activities that are relatively more

human capital-intensive, including higher value-added manufacturing and services.

3. International comparison and macro-benchmarking

Here we select structural and cyclical variables, based on available data, across a number of countries
to identify potential economies that can serve as benchmark cases. After much consideration, two
groups were selected, one middle-income and the other non OECD high-income. Within the former
classification (group 1), Panama, Mauritius, the Dominican Republic, and Jamaica are included. On
the other hand, the latter classification (group 2) is comprised of Barbados, the Bahamas, Singapore,
and Trinidad and Tobago. After taking the 5-year average (2004-2008) of the selected variables, i.e.
real GDP growth, GDP per capita growth, total reserves in months of imports, and gross savings, we
constructed a web diagram for each economy within both groups. The illustrations below highlight that
Curacaobs economi c aintngraus 2. This  appdrent whea €ugacao is compared
to the average shape produced by group 2, i.e. the shaded grey area, suggesting that other members
within the group better resemble the island. Although Singapore and Trinidad and Tobago differ with
regards to inflation and gross savings, which partly explains why real growth is relatively more robust,
the remaining Caribbean islands have a similar shape, especially the Bahamas. Conversely, this
relative uniformity is absent with respect to group 1. Unlike Curacao, the majority of the group displays
problems with inflation. Moreover, we observe varying strengths in real GDP and per capita growth,

commonly exceeding the rate posted by Curacao.

Figure 4 Benchmarking: Curacao versus Figure 5 Benchmarking: Curacao versus
group2 groupl
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Source: W8, CBS, IMF, Central Bank Van Curacao Source: WB, CBS, IMF, Central Bank Van Curacao
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Figure 6 Benchmarking: Curacao versus group 2 average
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Given that it is the purposes of this study to isol at

it understandably falls within the grey area. Furthermore, the difficulty in reigning in the current account
deficit is noticeable when we consider the distance of gross savings from the group 2 average, which

by far represents the largest gap.

Meanwhile, the age distribution among the members of group 2 appears almost identical with a
sizeable share of the population in the 15-64 age range. Nonetheless, there are marginal differences.
Within the group the Bahamas seems to have a slightly higher proportion of those within the age
range of 0-14 whereas Curacao has a slightly higher population of those 65 years of age and older. In
terms of economic structure, four of the five island economies have a dominant services sector,
equivalent to nearly 80% of total output, with Trinidad and Tobago being the exception due to its

noteworthy endowment of natural resources.

Figure 7 Age structure, % Figure 8 GDP Composition, %
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H0-14 m15-64 m65- Source: CIAWorld Factbook W services W agriculture W industry Source: CIAWorld Factbook
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In the even data is available, going forward these islands will be utilized as benchmarks alongside
regional averages, particularly in the growth scenarios section and throughout the growth diagnostic,

which is the subject of the upcoming discussion.

4. Growth Diagnostic: Introduction

Among a handful of high-income economies in the Caribbean basin, Curacao has a high standard of
living with GNI per capita above USD 12476, far above the 2010 regional average of USD 8294,
Capitalizing on its geographical position and constitutional arrangement with the Netherlands, the
island economy relies heavily on the tradable sector, especially in the area of services. Moreover,
cognizant of its lack of natural resources, the economy has adapted by largely depending on the
success of service exports from the tourism, international financial services, shipping and oil refining
sectors. In fact, CBS data highlights that the services sector accounted for more than 80% of GDP in
2010. Prone to external shocks and with an undiversified export base, economic growth has been
quite volatile and abysmal. The Caribbean-wide 10-year growth average ranges from 2.5-3%,
meanwhile Curacao has struggled to sustain anything above 1% over the past decade. According to
the CBS, real growth is set to come in at 0.6% for 2011. This continues more than a decade long of
abysmal figures. Compared to high-income islands in the region, this is well below that of the
Bahamas (0.97%), Barbados (1.3%), and Trinidad and Tobago (5.97%). Although Trinidad may not be
the best comparison, given its size and industrial structure, more importantly Curacao underperforms

relative to the other two islands which have somewhat similar economic compositions.

Figure 9 Real GDP growth in Curagao

Real GDP growth in Curacao has been subpar over the past decade
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Source: CBS, World Bank

14The figure refers to the World Bankds threshold whdncomby a higher
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Moreover, labour productivity is distressingly low. At least since 2002, IMF statistics indicate that
productivity has been on a general decline (-1.9% in 2008 and -1.3% in 2009).”° If long-term
sustainable growth is of central concern, this needs to be improved. With real economic activity
registering below 1% on average over the past decade amid a general decline in labour productivity, it

begs the question:; what is constraining long-run growth?

Figure 10  Ratio of exports, goods versus services
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Figure 11  Net FDI and productivity lagging behind
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Anecdotal evidence points to several potential constraints, including a lack of viable domestic firms to
investment in, the high cost of labour, and an onerous tax system. For policy reforms to be effective
one needs to discriminate between symptoms and causes and only after engage in a process of
prioritization to evaluate what causes would offer immediate and long-term returns if removed. To

achieve this, we employ the growth diagnostic approach of Hausmann, Rodrik, and Valesco (2005)16

15 For data prior to 2008, we are referringto Nether | and Antil l es data. According to a Standar
report, AA rule of thumb is that Curacao represented roughly 72% c

16 See details in Appendix
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to identify the most binding constraints to private sector growth. This approach differs from common
techniques as it takes into consideration historical and institutional differences while attempting to
prioritize the areas in need of intervention, as noted in Leipziger and Zagha (2006) and World Bank
(2005).

a. Growth Diagnostic: Data resources

In putting the diagnostic into operation we consider direct and indirect evidence from both domestic
and other sources, particularly multilateral financial institutions such as the IMF and the World Bank. 1
Cognizant of the intimate interactions between macro and micro variables, we employ both aggregate
and industry-level data. Moreover, the extant data is complemented by business and investment
climate surveys. In an attempt to extend the time-horizon of the extant data, for years before 2008
Net herl and Antilles statistics were utilized as a pr
status within the Kingdom of the Netherlands and dearth of relevant statistics as well as limited time-
horizon has functioned as an ever present constraint in our isolation of identifying the most binding
growth constraints.*® Thus, the following conclusions should be interpreted as tentative. Nonetheless,
the exercise highlighted a few key constraints, which we discuss later in this section. We present the

9

analytical methodology of the HRV approach in the attached annex.'® Hereafter, we apply the

framework to Curacao and address potential reform strategies.

b. Growth Diagnostic: Application to Curacao

Is private investment low?

A first glimpse at the extant data appears to suggest that investment is robust relative to international
standards. From 2002 to 2008, investment-to-GDP was in the neighbourhood of the average
Caribbean and high-income non-OECD economy. However, this has increasingly been funded by
foreign borrowing. In a normal situation, foreign borrowing for investment may not be an overwhelming
concern for a moderately sized economy with a relatively modest current account deficit/surplus, but
island economies often depend heavily on imports and the export sector is constrained (small size,
higher costs, and relatively less competitiveness). Hence, there is a stronger need to secure sufficient

foreign reserves. In the case of Curacao, the current account deficit is large compared to island

17 To allow for the possibility of international comparisons, much of the data was sourced from the IMF.

18I n I ine with our general experience, the most recent | MF Article
significantly hamper surveillance. 0

19 Of critical importance is to recognize that this diagnostic attempts to highlight persistent constraints using a long-run
perspective and thereby the need to consider a longer time-horizon beyond 2-5 years. Moreover, the extant data on Curacao
essentially begin during a crisis period and thereby renders an understanding of what normal conditions look like quite
challenging. Hence, this informs our use of Netherland Antilles data and the general attention to broad themes, which at times
may conflict with short-term fluctuations.
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counterparts and there are some concerns regarding foreign currency reserves, which according to
central bank data on the Netherland Antilles has historically struggled to sustain 3 months of import
cover (2003-2008). Consequently, the increasing pace of foreign borrowing to fund domestic

investment warrants some caution.

Over the same period, as domestic investment gained at an increasing pace, registering double-digit
rates by 2006, the proportion funded by foreign capital grew from 8% to 54% by the end of 2008,
eventually accounting for more than half of local investment. This activity peaked in 2008 at a current
account deficit equivalent to 26% of GDP and thereafter eased, but seems to have resumed in 2010
wherein the deficit hit a new record at 31%, according to IMF data. This appears to suggest a growing
dependence on foreign funds, which is unreliable by nature and especially so amid a climate of

heightened risk aversion and uncertain global economic conditions.

Alternatively, foreign direct investment (FDI) has accelerated for much of the past decade, which is a
plus as it is not debt generating while being a stable source of investment. As a share of GDP, FDI
recorded 4% and 5% in 2007 and 2008, based on IMF statistics. Despite an uncertain global
environment, the share has remained steady between 2% - 3% for every year thereafter. Moreover,
the average share of FDI over the past five years amounts to 3.2%. However, when we only consider
non-OECD high-income countries Curacao is noticeably below the average (7.7%) by about four
percentage points, more than double its current figure. Likewise, the shortfall is sizeable when
comparing the same metric for the Caribbean basin. This low level of investment may speak to
relatively weak degree of FDI attractiveness, the impediments of which relate to competitiveness and
productivity, a subject of later discussion. Furthermore, much of this investment does not appear to be
broadly shared across sectors but seems to largely concentrate in the financial sector. In 2011 alone,
the OFinancing, Il nsurance, Real Estate & Business Se

FDI, 27% of which wen t to 60ffshore & Other Servicesbo, accordin
Figure 12 Net FDI (2008-2010), % of GDP
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Similarly, CBS data indicates that the bul k of pri ve
intermediationéo, ut id iwadteesr 6()0,Elercd rd Ei arys p grats,, <stnor ac
Home to less than 40% of firms,? in 2008 the aforementioned sectors represented nearly 70% of total
private investment. Alternatively, domestic credit from commercial banks to the private sector has
more or less sustained double-digit growth since 2004. However, the share allocated to enterprises
has been on a decline since 2006 whereas mortgage loans have been on the rise, comprising more
than 35% of loans in 2009. # In other words, the majority of loans have increasingly gone into
mortgages, not necessarily institutions that would directly support investment. In fact, credit allocation
to the private sector as a share of GDP has underperformed relative to the high-income non-OECD

average (+80%) for more than half a decade, albeit it is gradually improving.

Figure 13  Contributions to Gross Fixed Capital Formation
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Hence, this leaves one with the question: what is keeping private investment relatively low in Curacao,

high financing costs or low rates of return? The answer is likely to be a mix of both.

Are external financing costs high?

Several variables appear to indicate that external financing costs are not an impediment. In terms of
foreign investor risk perception, considerable debt relief and close relations with the Netherlands have
benefited Curacaobs sovereign risk profil-etnwinth S&P
fact, debt relief reduced general government debt to GDP from 56.3% in 2007 to just above 30% in
2011 while the interest to revenue ratio fell by more than 10 percentage points to below 4%. As part of
the agreement to dismantle the Netherlands Antilles, Curacao issued Naf 1.6 bn worth of debt and
nearly the total amount was purchased by Dutch authorities. Moreover, the Netherlands has a

standing subscription on all debt issued by the island, which would be purchased at rates similar to

20 Calculated from data in Curacao Economic Outlook 2010.

21 Netherland Antilles is used as a proxy and is taken from IMF data.
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those observed on its own government bonds (refer to figure below). In turn, the effective yield on
medium- and long-term bonds for Curacao has closely trailed the 10-year Netherlands bond
downward, moving in almost parallel fashion after the second-half of 2010. Within a span of three

years the yield demanded by investors has fallen from 5.65% (Jan. 2009) to 1.37% (Jan. 2012), this is
quitelow. Even i f the Curacaobds gross external debt to
according to IMF data, it sits comfortably close to the regional average at 54.6% of GDP (2010).

Figure 14  Financing costs
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When we take into account a strong credit rating, low government debt, and a standby buyer to

purchase Curacao debt at a nominal rate, suggests external financing costs are not a constraint.

Is local financing inadequate?

There seems to be a few signs to imply that bottlenecks may be present within the domestic financial
market. However, does this stem from a lack of domestic savings or problems with financial
intermediation? These bottlenecks seem to source from both. In terms of domestic savings, any
tightness in supply should show up in rising deposit and lending rates. Using central bank data, the
lending spread (lending 7 deposit rate) is comparatively low, below the near 8% average (2010)
observed in neighbouring islands. This spread is driven by declines in both current account overdrafts
(lending rate) and passbook savings (deposit rate). Being a beneficiary of debt relief in 2010 has
partly contributed to the decline. In fact just prior to receiving support, excess commercial bank
reserves were all but exhausted (2006-2008) with the lending rate showing strong upward movement
over the same period, during which time we observe the nascent beginnings a moderating trend in
credit to the private sector from a 10-year high of 13.3% y/y to just above 5% y/y by 2009, according to
IMF data. Thereafter, commercial bank liquidity (demand deposits) surged in line with the current
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account deficit to 30.9% of GDP in 2010. ** When considering the gambit of non-OECD high-income
economies across the globe, from Barbados and Singapore to Cyprus and Malta, it is not uncommon
to find current account deficits, or foreign savings, slightly above 10% of GDP. However, this is not the
case for shares in the neighbourhood of 20%, as consistently displayed by Curacao since 2007,
according to IMF data. Even if we were to exclude the impact of temporary cyclical factors, IMF
estimates for Curacao and Sint Maarten reveal current account deficit to GDP figures above 14%

throughout the past few years (2009-2011).

Figure 15  Lending spread (lending rate i savings rate)
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The decline in international reserves and demand deposits since the first-half of 2011 amid relatively
robust imports of goods and services seems to suggest the presence of an underlying constraint.
Despite removing 34.8% of GDP off t heesgvingsaeppeani@ nt 6 s b3
have done little to offset the deterioration in foreign exchange reserves, declining from 4 months of
import cover in 2010 to 3.7 months in 2011, according to central bank data. More importantly, this
attenuation of reserves has escalated since December 2011. Indeed, at this rate import cover may not
only approach the 3 month mark but possibly fall below this critical level. Notwithstanding the impact of
elevated oil prices, waning external demand, and a decline in foreign exchange receipts from the
international financial services sector, a key reason that motivated the considerable shortfall in 2011 is
the decline in net current transfer from the Netherlands, confirmed by central bank President Dr.
Emsley Tromp within the 2011 annual report, 23 implying that the island economy needs to consider
alternative foreign exchange generating measures. In other words, although the domestic market
appears relatively liquid, inadequate domestic savings was a challenge prior to the liquidity infusion

and for the moment remains masked. Given the absence of a clear policy to remedy this ailment, the

22 The impact of current transfers on the current account was most significant in 2011 wherein its contribution to the current
account turned negative for the first time since at least 2007, according to central bank data.

23 Although there was some improvement in the trade and services balance in 2011, much of this was offset by the decline in
current transfers. Since at least 2007, current transfers were positive contributors to the current account balance, with the
largest contribution witnessed in 2009 and 2010.
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accelerating decline in commercial bank liquidity and rising accumulation of foreign savings seems to
reflect this underlying problem.

Figure 16  Foreign exchange reserves
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In this context, one of two things can be done to replenish reserves in the short-run: accumulate
external debt or increase investment. Given that the first option would likely exacerbate the current
account deficit by feeding consumption demand, it would make sense to provide targeted credit
support to increase investment, particularly in the external sector. However, there appear indications
that financial intermediation constraints are present. According to a recent CBS survey, the leading
obstacle to investment in June and December 2011 remains inadequate access to financial resources.
If we were to take a glance at the history of credit allocation to the external sector, it is not until
recently that yearly credit flows begin to exceed that disbursed to the domestic sector. Otherwise,
credit to the external sector has been relatively limited. In sum, a combination of inadequate savings
and deficiencies in financial intermediation has played a part in suppressing investment. Nonetheless,
there is reason to believe that these elements may simply be a response to a low return uncompetitive
business environment, a claim we investigate next.

Are returns to economic activity low?

If the financial sector in Curacao, particularly pension funds, were to be asked to invest more
domestically, according to anecdot al evidence, fiwher
related to either low returns to investment or few viable investment opportunities several firms in the
financial sector, until ther e c e nt Dutch purchase of the islandbés de
capital towards bonds. Now that much of it has been sold to Dutch authorities, it would be reasonable
to expect a notable pickup in investment. In fact, credit growth did rebound in 2010 but this was not
accompanied by a proportionate gain in private investment, based on IMF data, as investment growth

contracted by 1% y/y while private consumption advanced by 8.9% yly.
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One way to measure the productivity of capital or the rate of return to capital is by taking the ratio

between real GDP per capita growth and the investment share of GDP. According to Favaro (2005),

economies with high investment share on average have relatively high per capita GDP growth. Thus,

it comes to no surprise that the rate of return on capital in Curacao is on the low side at 1.2% when

averaged over the 2003-2008 period. Although not unfounded for high-i nc ome countri es, t he
GDP per capita growth is unusually low at an average of 0.4%. The presence of poor investment

returns is confirmed when compared to regional or income classification averages. Over the same

period, Caribbean Islands, small states, and high-income non-OECD countries in general recorded

rates of return north of 10%. Curacao did manage to narrow the gap with regional counterparts in

2007 and 2008, however, this was short-lived.

Figure 17  Rate of return on investment ratio, %
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although have gradually increased their share of total output continue to make subpar contributions to

growth, especially the education sector. Moreover, CBS data indicates that the one sector that
continues be the |l eading growth contributor, i . e. f
decline in economic activity as a share of total output from a peak of about 20% in 2003 to 14% in

2008. With critical sectors for human capital augmentation underperforming on the one hand and with

the one sector that employs the largest pool of skilled labour losing overall output share, labour

productivity has struggled to accelerate, which has negative implications for a sustainable advance in

real per capita growth. This is a historically endemic problem that Curacao has inherited from its time

as part of the Netherland Antilles wherein productivity growth from 1998-2006 routinely came in south

of 1%, save for the blip in 1998 and 2001, averaging 0.17% per annum.

38



STRATEGIES FOR SUSTAINABLE LT ECONOMIC DEVELOPMENT IN CURACAO

FOURTH DRAFT REPORT i APRIL 2013
Figure 18  Sector contribution to total economic output, %
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Low returns on investment can root from different factors. These can be microeconomic and
macroeconomic in nature, from an overtaxed state to fears regarding major shifts in growth conditions.
In the subsequent discussion we attempt to evaluate the underlying causes and identify the binding
constraints.

Is this due to low social returns and/or appropriability?

One explanation of low returns from economic activity can be low social returns. The driving forces
can potentially be many but they often include missing complementary factors or inputs an individual
investor cannot provide. For instance, critical infrastructure like roads, power, and telecommunications
may be unavailable or dilapidated, depressing the returns that can be reaped from projects requiring
them. Alternatively, the labour with the necessary skills set may be scarce or difficult to hire, rendering

these human resources either costly to employ and thereby considerably eroding investment returns.

In terms of geography, the economy faces challenges that are simply part of island life, such as the
limited landmass for economic activity and investment opportunities to expand with only 444 sq km of
land. Compared to the surrounding islands, it appears to be among the most isolated in the Caribbean
region, being closer Venezuela than the majority of Caribbean islands. With respect to infrastructure,
there appear to be no serious bottlenecks. The island has a respectable airport and a port envied by
regional peers. Four ports24 are administered by the Curacao Ports Authority (CPA), while owning the
infrastructure plus the majority of the superstructure of the ports. The quality and management of
these ports have been | auded, being selected

Caribbean Shipping Association three times since 2000. The communication infrastructure is above-
average, with the teledensity among the highest in the Caribbean. As of 2005, the majority of about 25

internet providers in the Netherland Antilles were located in Curacao. Regarding electricity and water,

24 These four are considered ports by the port jurisdiction. Otherwise, the CPA administers more than 8 ports.
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production and distribution are adequate; however, the cost of energy is relatively high at around USD
0.37/kwh, with government proposals looking to raise the rate to USD 0.42/kwh, while the cost of
water is exorbitantly high, due in part to a leakage of about 25%, an obsolete distribution system, and
el evated energy cost s. Overall, the above i mplies thca

of low returns.

From the low social returns angle, attention falls squarely on low human capital. With the highest
literacy rate in the region and a multilingual population, it is not obvious at first glance. However, there
appears to be a noticeable gap between labour demand and supply. Moreover, the island has a high
drop-out ratio of above 40%. Although low when compared to other Caribbean islands, Curacao is not
a middle-income economy and therefore the rate is considered high. In 2007, only 41% of the total
workforce had pre-secondary education whereas 30% and 20% went on to complete secondary and
tertiary education, respectively. For much of the labour with a pre-secondary education or less, the
OECD has highlighted that wages are high relative to productivity levels. Indeed, the minimum wage
currently stands at more than USD 4/hr, according to CBS, leaving it regionally uncompetitive. With
mainly a low-skilled labour pool, firms in Curacao are as a result facing a shortage of skilled labour.
This is an issue in sectors such as #Afinanci al i nt e
wherein a sizeable share of the skilled labour is hired. As reinforcement, anecdotal evidence purports

that the educational system has been inadequate in meeting the needs of employers.
Figure 19  Education level of labour force
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Furthermore, a sizeable share of the relatively educated population is known typically to seek
employment in either Europe or the US. This may be a common reality of island economies, but Beine
et al. (2007) find that the Caribbean region has the highest degree of brain drain (74.9%) among
small-st at es. Gi ven Cur ac ao 6rs opportunittes ip Busope, theoextentmop brainy me
drain on the island may actually exceed the Caribbean average, which only reduces the size of the
already scarce pool of skilled labour. According to an OECD (2005) survey, a majority of firms
believed that the availability of well-trained workers is low, with the tourism sector expressing the most

concern. Lastly, the multilingual advantage of Curacao under closer inspection reveals a low standard
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of Spanish/English, as highlighted in the FIAS (2001) report, compared to the level of spoken

Spanish/English in Panama, Costa Rica, and the Dominican Republic.

Figure20 | nvest or s 6 nthelaboueNtatkéton o
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Alternatively, ineffective government policy shares culpability in keeping appropriability low, especially
as it relates to tax, labour, and administrative policies. Notwithstanding the recent introduction of tax
reforms, IMF statistics show that the personal income tax in Curacao as of June 2011 was 49.4%
(highest rate), second in the region behind Aruba, while at 34.5% the corporate income tax rate was
among the highest in the region. The corporate income tax has since been lowered to 27.5%, a
notable improvement for the business environment; however, in competitiveness terms it remains
above its high-income island counterparts Barbados and Trinidad and Tobago. Often overtaxed
populations circumvent making payments by entering the informal/shadow economy, which refers to
economic activities that take place outside the formal market. Furthermore, in addition to less
corruption and a high degree of rule of law, Johnson et al. (1998) find that relatively low tax and
modest regulatory environments manage to collect more tax revenue. Consequently, Carolina and
Pau (2007) found that the Netherland Antilles has a relatively large shadow economy, equivalent to
11% of GDP. This is higher than the .03% and 10% share of Barbados (2000) and Trinidad and
Tobago (2002), respectively.

Figure 21 Income tax rates
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Also playing a role in the relative size of the shadow economy, another setback to appropriability have
been overburdensome labour regulations. The labour market has been described for some time as
lacking flexibility and high labour costs. Rigid rules regarding hiring and firing, generous severance pay
schemes, alongside the findings in Carolina and Pau (October, 2008) that the jobless have a relatively
elevated reservation wage, have helped to place a high floor for wages. As of January 2011, the
minimum wage was USD 4.2/hr whereas the rate in Trinidad and Tobago, Barbados, and the
Bahamas currently stands at USD 1.96/hr, USD 2.5/hr, and USD 4/hr, respectively. Confirmed in an
OECD (2005) business survey, the majority of investors asserted that the cost of labour was high. This

is reflective of not only the island as a whole but for every sector.

Lastly, administrative barriers are prevalent. In particular, concerns from the business community have
been voiced regarding start-up requirements, obtaining permits for non-nationals and migration
regulations. Of the three, the OECD has pointed to the procurement of work permits for non-nationals
as the leading source of frustration. Again, this has disproportionately impacted the tourism sector.
Meanwhile, it takes from 1-6 months to setup a business, above that of Trinidad and Tobago (43
days), Singapore (3 days), and the Bahamas (31 days). Despite being close to the Caribbean

average, this compares poorly against high income non-OECD countries (26 days).

Figure 22 Starting a business - 2011
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In sum, the key constraints that appear to be weighing down returns on economic activity partly stem
from low social returns due to an inadequate level of human capital and low appropriability due to high
taxes, rigid labour regulations, and overbearing administrative barriers. This leaves us with the

guestion: What priority should these constraints take in the reform process?
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5. What are the most binding constraints?

Now that the main constraints on growth have been identified, we need to make an attempt to
highlight the most binding constraints so that policies have a maximum impact on growth, potentially

removing one constraint and easing others.

Growth = (constraint,, constraint, ... constraint, )

binding; = max

nel

i
I dGrowth dGrowth Z dGrowth dbinding;

dpolicy;

} — Mmaximizes

deonstraint, @binding; dpolicy;

j=1

To summarize, we identified the following constraints: low human capital, ineffective governance
related to micro risks (e.g. taxes, labour regulations, and administrative barriers), poor intermediation,
and low domestic savings. Based on the above four constraints, the most binding constraints appear
to be low human capital and ineffective government policy. Reform policies targeted to these two
areas have the greatest potential in raising trend growth meanwhile reducing the impact of the other

two constraints.

Here we have a combination of an over-taxed and under-investing state alongside an inflexible labour
market. Suppose the government is able to ease, if not remove, these constraints, private returns
should rise and encourage investment, leading to an increase in investment demand. In turn, we
would observe a pick-up in the lending rate, which compared to regional standards, is presently below
average. The increase in investment demand is likely to ease the presence of poor financial
intermediation, as rising returns to economic activity motivates an increase in credit allocation towards
a broad set of investment projects, preferably in the external sector. Greater investment in the external
sector (e.g. financial services and tourism) and human capital (e.g. education and health) would not
only augment t hexclraege tesenvedgenerftion cagaaty) but also offer the island an
opportunity to enhance the quality of goods and especially services exports, thus moving up the value
chain. Moreover, the potential productivity benefits from greater capital accumulation, enhanced
human capital, and less costly labour regulations would provide a needed boost to export
competitiveness, as the share of outbound shipments whether against world or Caribbean exports has
generally been on the decline since 2002. For these and other reasons reserve levels are likely to
expand, reducing the need for high domestic savings and narrowing the current account shortfall to

more sustainable levels.

Cognizant of the need for policy to be politically feasible and cost effective, it makes sense to

differentiate between short- and long-term returns. For the abovementioned constraints related to
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ineffective governance, reforms can offer relatively higher short-term returns. Alternatively, for human
capital investment, much of the fruits of investment will likely be born over the medium 1 long run.
Aside from reforms targeting the two aforementioned binding constraints, other complementary
recommendations include: increase incentives for investing in the external sector, establish a trade
finance service either through the government or a private-public partnership dedicated to supporting
small and medium sized exporters, and foster a more active and effective policy dialogue with the

business community.

Our initial analysis would | ead us to the following
makers:
1 First,tthe opti mal bal ance between having government i1

notably for potentially new areas or sectors, and giving priority to a simpler and more flexible

business environment. Here, there is a need to balance the fact that small economies highly
sensitive to international factors cannot have il
that they do not create a macro burden on private sector initiative (crowding-out effects,

taxation, etc.), with the recognition that there mu s t be a dledsvtearrntmenftor son
critical industry development, infrastructure supply or funding / financing of higher-risk /

stronger spill-over private projects.

1 Second, the priorities to be established on trade questions (regional versus global focus) along
with bilateral agreements on investment and taxation, as these priorities will have implications

in terms of institutional and industry composition.

91 Third, the observation of industrial questions coupled with the macroeconomic diagnosis
strongly suggests that Curacao is, more than most countries, sensitive to the legal, regulatory

and trust environment provided by the authorities.

C. Assessment of relevant policies and practices already in place in
Curacao

1. Process of and capacity for Policy Formulation and Implementation

Prior to becoming autonomous, Curacao was part of the Netherlands Antilles which meant that policy
formulation was the responsibility of both the central government and the island territory. The island

territories, such as Curacao, were mainly responsible for the implementation.

The central government would support the island territories in the areas where they were unable to
carry out implementation by themselves. Now that Curacao is autonomous, policy formulation and

implementation fall under the Office of the Prime Minister and the various Ministries with responsibility
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for different sectors of the society. From consultations it appears that Curacao aims to carry out policy

formulation and implementation using a framework similar to that laid out in the following diagram.

Figure 23  Curagao policy formulation and implementation diagram
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Curacao has the institutional capacity and the support from International Development Partners and
the Kingdom necessary to formulate and implement policies. During the consultation process
numerous policies, plans and strategies were referenced and/or shared with the TAC team. However,
in reality the Curacao seems to face a challenge in the implementation of policies and plans as this
was a recurrent position mentioned in consultations for this study. Furthermore, when policy
implementation does take place it is susceptible to being reversed in the next political cycle. This
situation has been closely noted by the TAC team and the implementation process will receive

significant attention.

2. Development strategies (including past plans and lessons learnt)

As mentioned above, Curacao is not short of development plans and strategies going back for several
years prior to acquiring its autonomous status in October 2010. Given the relatively short passage of

time since autonomy, relatively few plans have been produced since then. However, most plans are
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still very relevant because many of the fundamentals have not changed in terms of the economy.

SomeofCur acaods main plans referred to in this study

1 Sustainable Economic Development Plan (2009)*° i this report outlines the socioeconomic
background, includes a sectoral analysis and a macroeconomic assessment of Curacao and

then examines the conditions for sustainable economic development.

1 An Economic Policy for Pais Korsou (July 2009) ?® - this study provided a road map to the
formulation of the long term economic strategy 2010-2030. It dealt with development and

programme objectives, results, the existing macroeconomic framework, and budgets.

1 Multi-Year Program (Curacao) 2004-2007, Part Il Sub-Programs i prepared by Island
Department of Economic Affairs (DEZ) Curacao, June 2004 i this report examines
macroeconomic stability, the business environment, specific sector analysis, supporting

policies in education, employment, incomes policy and environment.

1 Removing Obstacles to Growth and Restoring Jobs in Curacao: Issues, Strategic Agenda, and
Implementation (2008) i Sri-Ram Aiyer, Maarten J. Ellis, and Christopher G. Smeets i this
study looked at macroeconomic and structural issues, regulations, the tax system, labour
markets, state enterprises, pension and health care costs, access to finance, sectoral

priorities, and building consensus especially in implementation.

1 The Shadow Economy in the Netherlands Antilles (2007)- prepared by Miriela G. L.Carolina
and Lennie Pau i the report paper attempts to measure the size of the shadow economy of
the Netherlands Antilles using two distinct estimation methods: direct and indirect approaches.
Both methods produced similar results-a shadow economy of the Netherlands Antilles equal to

be approximately 11% of GDP.

91 Labor Force Development & Structural Proposal (June 2008) 2" _ this document (produced by
the Commissioners of Economics & Labor, Education & Culture, and Social Affairs) involved a
tripartite approach involving government, private sector and labour and deals with issues
including productivity & efficiency measures, incentives, status of temporary workers,
retraining and retrenchment programmes, creative pay systems & social programming, and

legislation.

1 A Strategic Tourism Master Plan (July 2010)?® which outlines the current situation and outlines

a set of strategies that could result in different growth scenarios for Curacao

25 Economic significance of the island territory of Curacao, by Working group: Sustainable economic growth Curacao 2009-
2024

26 An Economic Policy for Pais Korsou i Road Map to the Formulation of the Long Term Economic Strategy 2010-2030
prepared by the Executive Council of the Island Territory of Curacao and Department of Economic Affairs

27 Labor Force Development Policy and Structural Proposal (June 2008) i Eugene Rhuggenaath, Marilyn Alcala-Wallé,
Humphrey Davelaar

28 Strategic Tourism Master Plan for the Island of Curagao 2010 i 2014, prepared by Halcrow Group Limited in association
with CHL.
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1 Tourism Labour Market Curacao (2009-2011): Matching the Demand and Supply Side i A
Thesis Commissioned by the CTB and prepared by Clyrette Martinez Reyes i this thesis
looked at turnover rates and vacancies in the various segments of the tourism industry and
then tried to match this with the supply of appropriately trained persons coming out of schools

and training institutions.

1 Strategic Plan i Curacao International Financial Services Center Foundation (2011) i the
report looks at strategic actions to be taken related to the tax regime, tax legislation, tax

treaties, white listings, innovations, product development, rebranding and marketing

1 Curacao Logistical Hub Plan® - the study looks at issues relating to airlift, the seaport,

international trade, financial services, and information transfer

1 Qualitative Analysis of Curacao Maritime Developments: Charting Our Maritime Future
prepared for the Maritime Authority of Curacao (2011) prepared by Drs. Pieter Agtmaal and
Mr. W.W. (Tim) Timmers, Colophon 1 this report examines the shipping, fishing and yachting

sectors.
1 SME and Entrepreneurship Policy, March 2012

1 A Sustainable Plan for Curacao i Strategic Options for Isla and the Isla Site prepared by
ECORYS 2012 (not released) i this study examines different options for the refinery including

closing, upgrading or relocating.

Many of the above plans concur on key developmental issues in Curacao such as sectors with the
best opportunities (tourism, financial services, logistical hub); macroeconomic issues; labour market
constraints; budget constraints; the critical role and need for multi-stakeholder/tripartite dialogue; and
the fact that Curacao is ahead of many of its Caribbean neighbours in terms of per capita GDP and
other development measures. Another aspect that several studies allude to is the presence of
bureaucracy and red tape. It is argued that in order for Curacao to facilitate investors and the business

sector, the Government needs to reduce bureaucracy and red tape.

3. Bureaucracy and red tape

According to the IMF (2011) study, the Government has decided to cut red tape and streamline the
business licensing and permit regimes, so that the process of forming new businesses becomes timely
and predictable. During the Consultations for this study, Government officials indicated their

awareness of the need to reduce bureaucracy as there were repeated references to the need to

29 Curacao Logistical Hub Plan 2016 (2006) i Logistical Hub Group.
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replace fAred tapeo with fired carpet treatmento for

red tape that cause concern include:
1 Cumbersome customs clearing procedures

1 Complex labor law regulations and high labour costs (e.g. minimum wage and severance pay)

which results in employers being more inclined to use workers willing to work informally.

4. Political Decision Making (and stability thereof)

In Curacao political decision making takes place in a parliamentary representative democratic system
with several political parties with a Governor General as the head of Government. The Prime Minister

is the Chairman of the Council of Ministers. Legislative power resides with the Parliament.

Executive power in Curacao resides with the Governor who is appointed by the monarch for a six-year
term. The Prime Minister and Deputy Prime Minister are elected by the Parliament for four-year terms.
The legislature or Staten comprises 21 members elected by popular vote in Elections that take place

every four years.

Given that there are ten political parties in Curacao which all contest the General Elections and have
significant numbers of supporters, it is often difficult for any single party to get a parliamentary majority
of eleven seats. This means that a coalition government is often required. Coalition governments are
often unstable because they are often formed between parties with different ideologies and
representing different segments of the society. The most recent Government was formed by a three-

party coalition.

A major concern in Curacao is the lack of continuity in development plans because of the regular
changing of Governments and the political decision making process. As outlined in the 2009 report
Economic significance of the island territory of Curacao, by Working group: Sustainable economic
growth Curacao 2009-2024: A The | ast dec ad e sbhymrstantlbchanging econarntic er i z e d
policies. Policies that were introduced by one government were immediately repealed by the next.
There was no continuation with regard to the governmental involvement in the process of economic
growth & development in an integrated long term fashion. Up till now this involvement of the Federal
and island governments is focused on short term and sector/program- specific result, leaving limited
room for an integrated comprehensi ve Thigrgfleccamdjort owar d
challenge to long term sustainable development in Curacao and draws attention to the need for public-

private dialogue in the development and implementation process in Curacao.
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5. Public-Private dialogue

During the consultations for this study the Consultants were reminded that implementation of plans is
a major challenge in Curacao and one of the causes is the lack of dialogue and consensus between
key stakeholders, namely the Government, the private sector and the labour unions. Public-private
dialogues have been undertaken in the recent past including Vision Curacao and Kolaborativo,
however in each case after initial successes the initiatives have not been sustained because one of

the three parties failed to remain effectively engaged in the process.

The causes of the breakdown include changes of Government, Government being too slow to
respond, one party claiming that another was not prepared to listen, one party complaining that they

were frequently victims of criticisms from the other parties.

It is imperative that a multi-stakeholder dialogue process be embarked upon for the implementation of
the long term sustainable plan that will be the outcome of this study. UNDP is in the process of
launching a projectentitted Capacity Deve®lromMNmdn on By which has gs ao f Cur a-
expected outcome of Participatory Dialogue process to improve and finalise Development Plan. It is
recommended that opportunities should be sought to link aspects of the UNDP Project with the
implementation process of this project, especially as it relates to the participatory dialogue process

and preparing a Development Plan.

6. Fiscal Policy

The Curacao Economic Outlook (CEO 2011) explained that in order to remain competitive with
regional neighbours and other countries in the Kingdom it was necessary for Curacao to make
adjustments in fiscal policy by, amongst other things, moving away from direct taxation to more
indirect taxation. Budget neutral tax reforms were proposed including:

1 A decrease of the profit-tax rate from 34.5% to 27.5%

1 A decrease in marginal tax rates on income

1 Anincrease in the turnover tax from 5% to 6%, and

1 A decrease in the excise duty on gasoline and low sulphur diesel

However, currently for Curacao, pressures related to health care and pensions present a significant
drag on the budget which may not be sustainable in the long term. According to the IMF 2011 Article
IV Consultation Discussions: Preliminary Conclusions flComprehensive measures are required to
integrate the public sector funds, increase the health insurance premium, and contain costs through
re-examining insurance coverage and deductibles and reducing the rate of growth of spending on

equipment, pharmaceuticals, and personnel. Furthermore, in order to contain pension pressures,
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plans need to be implemented to increase the statutory retirement age from the current 60 years as

we |

as reduce the rate of accrual of benefits.

In terms of fiscal incentives, investors to Curacao can access several incentives including:

il
f

Tax incentives on inward capital investment

Investment allowances in the form of deductions from taxable profit
Accelerated depreciation

Expatriate exemptions on income tax

E-Zone company exemptions or reductions in profit and turnover tax rates, duty exemptions,

and payment of foreign exchange licence charges

Tax holidays and duty exemptions for new industries and hotels and land development

companies.

Curacao is facing major challenges with controlling its fiscal deficit at the moment and the following

qguote by Amanda Banks, Tax-News.com, London, 24 July 2012 sums up the situation:

fiCuracao has been tasked by the Netherlands government with getting its fiscal house in order
after it contravened a pledge made upon becoming autonomous to maintain balanced

budgets.

Under a 'formal compliance order' from the Netherlands government, Curacao must present
plans for budget savings worth some ANG153m (USD86m) by September, to ensure a fiscal
balance in 2012, and make good the ANG98m budgetary deficit the territory incurred in 2011.

On October 10, 2010, a new constitutional relationship between the Netherlands and its
Caribbean dependencies became effective, granting greater autonomy to Curacao and Saint
Maarten and dissolving the Netherlands Antilles. The Netherlands agreed to write off the two
territories' debts partially in exchange for an agreement that the territories' authorities would

prudently manage their finances.

While Saint Maarten achieved a balanced budget in 2011, Curacao registered a significant
deficit, partially due to weak economic performance, which is highly dependent on the
contribution of financial services, but also because of the slow progress made in healthcare

reform. o

Given the tight economic situation, tense political situation, and the uncertainty facing business

community, the new Government that will be formed after the upcoming General Elections will face a

major challenge in fixing the budget deficit and the current account deficit while generating the

necessary economic growth necessary to ease these pressures. This long term sustainable plan

being carried out by TAC should play an important role in helping to address the situation.
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7. Monetary Policy (including outlook of central bank; BoP risks)

Monetary policy in Curacao is determined by the Central Bank. Due to the fact that since 1971

Curacao has operated a fixed exchange rate with the US$ of NAf 1.79 = US$1, it is limited in its

monetary policy instruments. A major challenge facing the Central Bank is due to the fact that Banks

have excess l'iquidity at the moment due to the repa
Netherlands following the constitutional changes from which Curacao became an autonomous country

within the Kingdom of the Netherlands in 2010. This situation has helped to put further pressure on

the current account deficit and the desired level of foreign exchange reserves. The main instruments

used by the Central Bank to tighten or ease monetary policy are:

(@) Monetary Cash Reserve (MCR) arrangement
(b) Reserve requirement

(c) Policy on foreign positions

(d) Open Market Operations

The MCR entails the application of a ceiling on credit extension to the private sector and to the
government sector by banks. Credit extension in excess of the ceiling is subject to a penalty. The
rationale behind the MCR is that restricting domestic credit to the private sector controls private sector
expenditures and hence the imports, which will reduce balance of payments pressures. MCR has not
been used much by the Central Bank since 2002. Recently, a credit measure was introduced in order
to stem the growing current account deficit on the balance of payments and the declining trend in
reserves. This is not popular throughout the economy because even though the policy may have the
impact of reducing domestic credit for consumption activities, it also affects credit for investment which
is required for stimulating real economic growth. However, financing of foreign exchange

strengthening projects is eligible for exemption of the credit measure.

The Central Bank also uses the Reserve Requirement as a key instrument of monetary policy in
which banks are required to deposit a fixed percentage of their domestic liabilities at the Central Bank
on a non-interest bearing blocked account. The percentage is determined on a monthly basis and

was 12% in August 2012, which has not been sufficient to mop up the excess liquidity in the system.

The Central Bank also uses a policy on foreign positions of commercial banks which does not allow
them to have negative foreign asset positions and prevents the accumulating of net foreign debt,

which might ultimately contribute to a foreign exchange crisis.

The Central Bank also initiates open-market operations through buying or selling government
securities whenever monetary developments warrant such an action, especially given the excess

liquidity position of the banks.
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On the whole, the excess liquidity in the domestic banking system has required the Central Bank to
call into play its instruments of monetary policy in order to prevent the balance of payments and

foreign exchange reserves from deteriorating further in an economy with minimal economic growth.

8. Statistics and their availability/reliability

With respect to this assignment, the main agencies responsible for statistics are the Central Bureau of
Statistics (CBS) and the Central Bank of Curacao and St. Maarten. Over the years these agencies
have attempted to collect data for the Netherland Antilles broken down by the different islands,
however in some cases this disaggregation has not taken place which creates some challenges. In
addition to the above two agencies, more detailed information on trade and tariffs can be obtained the
Customs Department and more in depth information on Tourism can be obtained from the Curacao
Tourist Board (CTB). The Central Bank, the CBS and the CTB have websites that present key data
and information that the typical reader might require however if detailed time series data are required a
special request to the particular agency may be necessary. For example, the CBS has provided more

detailed trade data for the consultants in this assignment.

The CBS is responsible for providing social and economic data including data on size and climate,
population, public health, housing, politics, education, labour, establishments and enterprises, utilities
and manufacturing, foreign trade, transport and communication, money and banking, national
accounts, balance of payments, public finance, prices, social affairs, and justice and security. The
level of detail of information provided by the CBS depends on whether it conducts the surveys to
generate the information or whether it relies on other information institutions/agencies to provide the
information. As of 2011, the CBS will be responsible for collecting data only for Curacao and not the

other islands of the former Netherlands Antilles.

The Central Bank provides detailed information on (i) balance of payments; (i) international
investment position; (iii) monetary and financial (including interest rates); (iv) public finance; and (v)

real sector (including prices).

On the whole the data required have been available. The Consultants in some cases have had to be
careful because the data in the Statistical Yearbook do not always match those on the CBS website
due to the use of estimates. However, the CBS confirmed that data presented in the Statistical
Yearbook are the most updated and reliable. Furthermore, for tourism data, the figures presented in
the Tourism Master Plan for contribution to GDP and employment do not match those presented by
the CBS.
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9. Relationship with The Netherlands

Curacao is a separate constituent country within the Kingdom of the Netherlands. It is an economically
autonomous country since October 10, 2010. The Kingdom maintains control on foreign affairs,
defence, and nationality. On international economic matters, while Curacao may negotiate and
conclude any trade and investment agreement with third countries, ratification remains under the
competence of the Dutch Kingdom. Curacao has autonomy regarding all other domestic issues.
However, as indicated above, it remains constrained in its budgetary policy, pursuant to its Agreement
with the Netherlands that in exchange of full rel
produce sound budgets and avoid undue deficits. Therefore, Curacao is obliged to adopt and

implement sound policies that would rely on existing resources and limited public spending.

10. Infrastructure

In terms of basic infrastructure, Curacao is reasonably well equipped with:

1 A telecommunications network is in place to support e-commerce, provide reliable connections
for visitors staying in hotels as well as support other telecommunications requirements of
residents.

1 The airport has been renovated and has a long runway despite scope for improvement in
terms of air side capacity which is currently inadequate for increased traffic, land side capacity
which is constrained in terms of its capacity to handle increased traffic, increased baggage
handling carousels and functioning machines for security checks.

1 A deep and sheltered natural harbour which still has capacity. However, if Curacao is to
become a regional transhipment hub additional harbour development may be required 1
fortunately such sites exist on the island. The location of Curagao and the natural harbors of
the country are a big advantage and should serve as a catalyst for the development of
shipping, the shipping-related industries and the yachting sector. This should be an important
marketing point for the international promotion of Curacao as a maritime center.

1 Afairly good road infrastructure and access to all parts of the island seems quite good.

1 A reliable supply of utilities (electricity and water) even though there are complaints with
respect to the cost of electricity which renders Curacao less competitive when compared to

neighbours such as Trinidad & Tobago.
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11. Regulatory system

Curacao inherited most of its regulatory system from the Netherlands. Its laws and regulations are
equivalent to around 80 7 90 % those of the Dutch Kingdom. Upon its independence, Curacao also
took over from the existing bilateral investment treaties and agreements to which the Netherlands
Antilles were part. Curacao has signed bilateral tax treaties with Aruba, the Netherlands, Norway and

Jamaica and limited tax treaties with Denmark, Finland and Sweden.

The Judiciary in Curacao is also heavily inspired from the Dutch regime. Appeals of judgments of
lower courts in Curacao may be brought to the Common Court of Justice of Aruba, Curagao, Sint
Maarten, and of Bonaire, Sint Eustatius. The Supreme Court of Justice in the Netherlands remains

competent to rule on the legality of judgments of the Common Court of Justice.

The maintenance of the Dutch legal and judiciary system is of course a positive acquis for Curacao. It
is of a nature to provide the legal stability and predictability required by businesses and potential
investors. During the on-site visits, the consultants were able to observe the ec onomi ¢ oper at o

strong reliance on the existing laws.

However, concerns were expressed that the local judiciary remains too slow to effectively settle
commercial disputes. Furthermore, concerns were also expressed about the possible lack of
independence of the lower courts. Although it is constitutionally provided, it is not necessarily
guaranteed in practice in Curacao, thus affecting the overall trust in the judiciary to effectively
implement laws and regulations. While the consultancy could not verify these statements by itself, it
nevertheless stresses the importance to ensure the organisation of the most effective and
independent judicial system for the countryds future
issues, is currently reviewed by Transparency International, which decided to conduct a 'National

Integrity System assessment' in Curacao. Its report was not issued at the time of drafting of this report.

12. General Economic regulation

While company and business laws (including the protection of intellectual property) are largely inspired
from those of the Netherlands, Curacao does not have as yet a competition law, although the Council
of Ministers approved in early 2013 a draft competition law and passed it on for advice to the Advisory
Council and Social Economic Council. This law provides for the establishment of a competition Board.
In the meantime, stakeholders interviewed indicated that unregulated anti-competitive practices seem

to take place in the sectors of telecommunications, utilities, pharmaceuticals and harbour services.

It is becoming widely acknowledged that an effective competition policy greatly contributes to the
efficiency and fairness of a market economy. 't is al

expensive rent seeking behaviors resulting from concerted practices or from monopoly abuses.
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Consumers and industrial users of intermediary input are eventually the main winners of such policy,
which is also an important factor of poveCutagao, r educt i

the Governmentds determination to pursue a competitio

Implementing a competition policy, however, is not an easy task, as it not only requires a deep
understanding of national, regional and international markets in a variety of sectors, but it may also
imply, occasionally, a confrontation with major enterprises that are able to exert very strong pressures.
A powerful and independent body, staffed with top quality and well-paid officials is necessary to

address these difficulties. Establishing it seems to be a real challenge.

Furthermore, considering the possible power struggles, the inception of a competition policy requires
subtle tactics and a delicate and incremental intervention. Also, considering the variety of issues
arising in the application of competition policy, likely, relevant implementing decrees, including
exemption regulations, must be adopted quickly to ensure the necessary legal certainty for the market
players and the gradual adjustment of their practices to the new competitive environment. This also

constitutes a key challenge for Curacao.

Finally, as indicated above, like in all other fields, the appropriate training and preparedness of
independent judicial authorities is a key element for the proper functioning of a legally predictable

competition policy.

13. Social Policies

a. Availability of educated public administration

The consultations suggest that there are adequate numbers of educated persons in the public
administration in Curacao. If the objective is to provide red carpet rather than red tape or e-
Governance rather than bureaucratic governance then the public administration system would need to
be rationalized. This would require retraining of persons as well as changing the leadership and
orientation of critical institutions. However, there would still be the need for transparency and proper
standards despite such reforms. That should entail modern legislation and policy making, inter-
sectoral cooperation, bottom up approaches and no political influence on decision making on
individual cases.

b. Availability of skilled labour and issuance of work permits

There are some areas of the labour market where there are skill shortages, such as tourism,
construction and knowledge workers. The education system i s no't geared to educat e

wor ker so.
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Cura-aobs |l abour market is generally characterized b
relatively high | abour costs and high youth unempl oyl
force stood at 62,042 persons with an economically active population of 68,763%°. The overall
unemployment rate for that same year was 9.8%, with youth unemployment much higher at 24.7%,
more than twice the general unemployment rate. This high youth unemployment rate is of great
concern but present a great opportunity because if this can be reduced it will have the overall benefit

of reducing social security costs while increasing production and the income tax base.

Despite the labour market being less rigidthani t was i n adshosvn it Suliés@enducted by
the IMF, World Bank and the Inter-American Development Bank), it is still thought that many
employees hold onto the jobs they have due to a lack of alternatives. This inflexibility has created a

strain on the different economic sectors in Curacao.

In addition to poor mobility, the cost of labour in Curacao is also considered to be fairly high compared
to the relatively low levels of productivity of the labour force as well as compared to the cost of labour
in many Caribbean, Latin American countries, and even Pacific countries (such as The Philippines)
with which Curacao has to compete. Curacao will need to look at using technology to a) enhance
productivity across all skill categories; b) to assist in the development and delivery of high quality
goods and services; and ¢) act as a catalyst or a direct agent for creating jobs especially at the lower

skills levels where unemployment is at high levels.

As reflected by the large number of foreign workers in Curacao, a notable feature of the labour market
is the serious mismatch between labour demand and supply. There is a paradox in that while the rate
of unemployment is 24.7% amongst youth there are numerous vacancies filled by foreigners working
in Curacao e.g. in the tourism sector where in some categories local workers do not offer the same
quality service as their lower cost foreign counterparts. For long term sustainable development, this

situation has to be addressed with the appropriate use of training and technology.

Over 95% of enterprises in Curacao are small or medium sized enterprises (SMESs). These businesses
gener at e over hal f of al | j obs and support t he nat
investments. Curacao® employment structure shows that most domestic income is derived from
tourism. Jobs in the services sector dominate the labour market (especially wholesale and retail,

restaurants and hotels, financial services) which is consistent with the dominance of services in GDP.

Theisl andés income distribution is also reflective of
relatively small percentage of households that earn NAf 5,001 or more every month, predominantly

have had higher education, while most households with lower education levels typically received a

monthly income of less than NAf 1,000 (UNDP, 2011).

% Curacao Bureau of Statistics
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Figure 24  Distribution of equivalent monthly income in Curacao, in 2006-2008 (in %)

NAf 2006 2007 2008
>1000 35 31 39
1001-2000 28 29 28
2001-3000 15 16 15
3001-4000 8 9 8
4001-5000 6 6 4
>5001 8 9 6
100% 100% 100%
Source: UNDP, 2011
Brain Drain in Curacao
The issue of brain drain in Curacaobs |l abour market

search for better job opportunities elsewhere. Approximately 300-400 students go abroad annually to
pursue tertiary education, few of which return to seek/gain employment in Curacao. This reflects
amongst other things relatively few (perceived) opportunities for this segment of the workforce. The
UNDP Report of 2011 reported that those emigrating usually choose the Netherlands, which apart
from sharing the same language and legislative framework, offers higher wages, better job
opportunities for the higher educated, and, if no job is found, a better social security system. Curacao
has to look carefully at the skill requirements of the country and aim to steer those who go overseas to
study to select subjects that will make them readily employable and at competitive rates if they return
to Curacao after their studies are completed. It is recommended that even more effort should be used
to provide more targeted scholarships (to study in the Region and in the Netherlands) coupled with
bonding arrangements as an incentive to channel students into areas/disciplines where the demand

for labour is greatest.
Government Policies

Government policies with respect to the labour market over the years have included a number of
initiatives to combat the issues facing the labour market. In the year 2000, labour laws were adjusted
in order to increase flexibility within the labour market and encourage a better investment climate.

Among the steps taken were:

1 Enactment of the Dismissal Law which protects employees against unreasonable and arbitrary
dismissal. In most cases, the employer needs the approval of the Directorate of Labour Affairs

to terminate a labour contract
1 Allowance of private labour mediation

1 Allowance of employers to legally shift working hours between weeks in order to avoid

overtime. In addition, regular working hours per day were increased (9-10 hours without
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overtime) for all labour types (regular, scheduled labour and in the Hotel & Catering and

Casino industry).

1 The government decided to equalize the minimum wages to ANG 5.77 (per hour) for all 4

categories

1 The government introduced initiatives aimed at matching the supply and demand on the
labour market by organizing, through the relevant units, special crash-course programs in
order to meet the rising demand in specific sectors such as tourism and e-commerce.

1 The LAV-law (Landsverordening Arbeid door Vreemdelingen), which contains regulations
regarding the admission of foreigners, is being examined by the Island Department of Labour,

which is entrusted with the execution of the LAV.

The economy demands a well-educated labour force, which should be supplied by the educational
system. Unfortunately, a serious mismatch between supply and demand currently exists. High
unemployment and vacancies exist at the same time. This mismatch is caused by various factors

including:

1 The incapability of the educational system to deliver the required numbers and quality of

professionals

1 Lack of information concerning the number of personnel needed in each segment of each

industry
9 Lack of training capacity within the various institutions

91 Deficiencies in the standards of available labour are, among other things, caused by outdated

curricula, and equipment and lack of adequate in-service training of teachers.

Given the above mentioned shortages of appropriately skilled labour, investors/businesses are often
forced to seek the required quality of employees from outside Curacao, however, they are often
frustrated by the length of time it takes to obtain work permits. Cases were mentioned where work

permits were issued long after the urgent need for staff was over.
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c. Reforms in education and health sector

Education
Structure of Education System®"

Curacaobs education syst e m ofeducaiian.sThate acera numbeeof fublic c h sy st
and private schools to facilitate the educational needs of the population as well as residents and
students from other regions. Instruction from kindergarten through primary, secondary and tertiary

level is in Dutch and Papiamentu. Private schools mostly use English or Dutch.

Curacao, unlike many other countries has three forms of secondary education. Students are allowed
to choose between any of the three forms, depending on their interests. These are: the VSBO, the
HAVO and the VWO.

1. VSBO schools provide intermediate and lower vocational education. The VSBO certificate
gives access to secondary vocational education (SBO).

2. The HAVO certificate is awarded on completion of a five-year course of general secondary
education, including the transition year. The certificate gives access to higher professional
education (AHBOO / wundergraduate).

3. The VWO certificate is awarded after six years of pre-university education, including the

transition year. The VWO certificate gives access to universities as well as HBO.

One of the key deficiencies of Cur acao6s education system is t hat
professionals who are sufficiently skilled to enter the labour market. As mentioned before, the
apparent mismatch between supply and demand at present results in unemployment and vacancies
existing simultaneously. This mismatch is caused by various factors; primary amongst them is the

incapability of the educational system to deliver the required numbers and quality of professionals32.

Data from 2009 showedt hat 8 % of t he Cu deaeanantad educaton; B7f6% finisleed h a
secondary education; and 24% higher education. There is a high level of secondary education drop
outs so Curacao provides the Youth Development Program in which unqualified drop outs participate

Owith theatailmeast gedme job qualification skillsd (UND

Despite the various challenges however, the general level of education in Curacao has been gradually
increasing over the years, attributed to the policy of the government to create a knowledge driven
economy through increasing tertiary education students, and improving technical skills among the

population.

¥ Multi-Year Economic Plan, Parti$land Department of Economic Affa(DEZ) Curacgao, June 2004

http://www.curacao-
gov.an/extranet/government.nsf/0/aa64f7e8538a049904256b6d0040a407/Body/M5/MEP%20Part%2011%202004%20-

%202007.pdflOpenElement
http://www.curinvest.com/about-curacao/education

32 Multi-Year Economic Plan, Partisland Department of Economic Affa(DEZ) Curacgao, June 2004
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Government Policy on Education

Over the years, successive governments in Curacao have made education a priority sector for the
general developmentof t he country. Commi ssioned by the central
the primary goals of the reform of the educational system have been to increase the level of education
of the labour force and to improve the functioning of the labour market by matching supply and
demand. Steps to achieve such have included: constantly investing in new curricula, promoting basic
education, supporting and disseminating innovative practice through global partnerships, improving
infrastructure facilities and fostering greater dialogue with the private sector to keep the educational
system focused on the needs of the labour market. In addition, several stakeholders and other entities
have committed to a collaborative effort to ensure that educational development is assured. Among

these collaborators are:

1 Island Departments: The Ministry of Education, Science, Culture and Sports (ESCS) is
responsible for educational policies, including vocational training policies. The Department of
Education and Science, which is the executing Department of the Ministry of ESCS, has the
task of managing educational innovations for the public schools as well as other general
responsibility for innovations in all schools. The ESCS has delegated to the Foundation for
Innovation in Education (FIdE) the responsibility for preparing and implementing a significant
part of educational reform. This Foundation also has the task of advising the Ministry of ESCS

on the policies for Educational Innovations.

1 School administrations: The Department of Education and Science is in charge of the school
administration. This department funds and controls the seven different school boards on the
island. There are several school boards which have under their jurisdiction schools for
vocational training. The school boards with the most schools for vocational training are the
iR. K. Centraal School bestuur OBodrddK@%)d ([fiomarst COtplemn
Scholeno (DOS) Bdaldubl i c School

1 Feffik: Feffik is a foundation responsible for a more practical learning program on vocational

education.

1 Tourism sector [CTB]: The Curagcao Tourism Bureau (CTB) conducts, among other things,
surveys to determine the need for personnel in hospitality services and makes forecasts of

hotel construction and the required humber of new hotel rooms.

1 ICT sector [CICA]: The Curacao Information & Communication Association (CICA) is the

business association of ICT service providers.

1 CISP/Stimul-IT Curacao innovation & technology institute: The foundation CISP and the
executing bureau Stimul-IT coordinate all promotional activities of the ICT sector on behalf of

the government.
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1 Tourism Human Resource Development Board: Consulting platform for government and

private sector on labour market issues within the hospitality industry.

The most recent step taken by the government towards educational development was the decision to
establish a Trainee Bureau to increase the number of trainee posts in crucial sectors so that more

students can gain practical experience.
Other initiatives to stimulate entrepreneurship and innovation include:

1 Competition among elementary schools, organized by a private bank, to stimulate
entrepreneurship among students from a very young age. The program is annual and takes
place every year between May and November. Unfortunately, there seems to be no
continuation of the process during the rest of the year. It is recommended that the
Government should encourage more initiatives like this because not only would they inculcate
entrepreneurial thinking in the minds of students at a young age but also generate greater
direct involvement of the private sector. This confluence of factors can only help to stimulate

entrepreneurship and innovation.

1 Fundashon Negoshi Pikifia/Junior Achievement Curacao (foundation). The goal of this
initiative is to develop an entrepreneurial and pro-active community starting with the youngest
generations. The foundation has developed a program to be used at the vocational schools to
stimulate, guide and prepare students to become entrepreneurs. This is also a short term
program lasting 12 months in which students learn all the steps necessary for starting up a
business (developing business plans, opening bank accounts, finding shareholders, etc.) and
operations (production, marketing, accounting and personnel relations). Students can continue
the business, if they wish, after the 12-month period but will need to subscribe at the Chamber

of Commerce and fall under regular laws and regulations such as taxation etc.

Health Care

With respect to the healthcare sector, the consultations provided information that suggested that
certain reforms ought to be considered®. It was felt that Curacao should aim to have an Integrated
Health Policy oriented towards preventative health care and a better coordinated health care system.
It was explained that there is scope for greater organisation in the sector which has many players who
are not organised or harmonised. In light of the fact that the demographics of the country suggest that
there will be increased pressure on the healthcare system, it was felt that greater leadership was

required in the sector.

It was noted that plans had been put forward to reform the system but they had not been

implemented. Some of the reforms put forward in the consultations included:

* As with the Education Sector, the Consultants consider that further consultations will be required to obtain a broader set of
perspectives
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1 Having one full service hospital with satellites
1 Having specialists fully integrated into the health system rather than in their own practices
1 Rationalising the number of laboratories and pharmacies in the country as there are too many

1 Restructuring the way in which medication is purchased, such as using more generic drugs,
given the excessive cost of the current system.

1 Developing and executing a National Health Awareness campaign that communicates to

persons on issues such as diet and preventative healthcare matters

On the whole it was felt that the country is well endowed with medical professionals in all departments
except for neurologists (and even this shortage of neurologists is being addressed by efforts to induce
a couple of local neurologists operating in Holland to return.) However, it was felt that there was scope
to improve the level of training for nurses.

d. Labour market flexibility

During consultations, the usual labour market inflexibilities were discussed including:

91 Dismissal laws that protect the employee and take a long time for employers to be able to
dismiss employees i the business community complained about the dysfunctional nature of

this law which required, in some cases, the authorization of the Director of Labour Affairs.

1 The mix of labour supplied by the training institutions does not match well the compaosition of
skills required by employers i the result is that employers in many cases cannot find the skills
and competency they require in the domestic labour market. On a macro-level this tendency
manifests itself in chronic labour market disequilibrium where unemployment and vacancies

coexist.

62



STRATEGIES FOR SUSTAINABLE LT ECONOMIC DEVELOPMENT IN CURACAO

FOURTH DRAFT REPORT T APRIL 2013

Table 1 Employed Population, vacancy rate by Economic activity
2006 1998

Employed Vacancy | Employed Vacancy
Economic Activity Pop | Vacancy % rate Pop | Vacancy % rate
Agri/Fishery/Mining 799 19 2 2.4 361 16 2 4.4
Manufacturing 3,330 60 6 1.8 4,357 107 12 25
Electric/Gas/Water 802 5 1 0.6 892 15 2 1.7
Construction 4,335 74 8 1.7 2,613 36 4 1.4
Wholesale/Retail 9,971 137 14 1.4 10,004 150 17 15
Hotels/Rest 4,297 139 15 3.2 4,164 82 9 2.0
Transport Storage 2,330 37 4 1.6 3,181 39 4 1.2
Financial
intermediation 4,544 93 10 2.0 4,194 93 10 2.2
Real estate renting 5,309 157 17 3.0 4,905 132 15 2.7
Education 758 10 1 1.3 448 8 1 1.8
Health/Social work 4,473 112 12 2.5 3,544 73 8 21
Other community 3,460 107 11 3.1 3,433 138 16 4.0
Total 44,408 950 | 100 2.1 42,096 889 | 100 2.1

Source: CBS

The above table shows that in 2006 and before that in 1998, vacancies existed to some extent in all
economic sectors>*. At the same time the CBS data reveals that there is 25% unemployment amongst
the youth. This reflects the fact that there is a tendency towards a mismatch in supply and demand for
labour given that the vacancy situation existed over the 1998 to 2006 period. The mismatch seemed to
affect some industries more than others, for example tourism and information based industries
seemed to be more affected than others. In addition, for some industries, such as International/
Offshore Financial Services, the deficiency tended to be in high level specialized skills. However, in

tourism the shortage of skills included front line staff such as bar tenders.

In light of the above situation where some industries are facing a deficiency in certain skills, the
proposed 80/20 labour law which has been approved, is of great concern to many employers because
the implication is that if they recruit from overseas one person with a specialized skill that cannot be
found domestically then they will be required to hire four local workers. CIFA is somewhat concerned

about this labour law due to the shortage of professionals for some specific positions on the island.

34 The CBS which is responsible for conducting the labour market survey has not conducted such a survey since 2006, they are
expecting the provide the latest set of data based on the 2011 Census.
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There is a division of opinions on the 80/20 labour law with those groups or individuals supporting the
cause of local labour supporting the 80/20 labour law while those in business typically not in favour.
During the consultations, representatives from the domestic financial services industry suggested that
the 80/20 labour law did not affect them because they met their labour requirements from the domestic

market, a similar situation was also identified for the nursing profession.

Another labour market inflexibility mentioned by several businesses is the challenge faced when
applying for a work permit in order to hire an overseas person. There were complaints that the process
is very bureaucratic and slow and often times the business opportunity was lost or the person was no
longer available by the time approval was obtained. Those who find themselves in this position
complain that it affects the productivity of their business and require reforms that will address this

issue.

For some businesses they find themselves in a position with a potential double blow given that they
may have no choice but to face the bureaucratic process of securing work permits for those recruited

as well as then encountering the (potential) challenges of the 80/20 labour law.

A further concern about the labour market is the impact of social security payments especially on the
unemployed youth. It is argued by many and supported by the principles of economics that if people
are supported when they are unemployed then they will be less motivated to seek employment and/or
do what is necessary to become employable. This is not a challenge faced only by Curacao but faced
by most countries that provide such a social safety net. It will be worthwhile studying the approach and

changes to the approach used in the U.K. (and other countries) to address such issues.

The above discus si on has outlined the need for reforms
require deeper research to determine how binding are the constraints; when possible exemptions can
be made; where the speed of certain processes can be increased; and the which best practices

applied in other countries can be benchmarked.

14. International Trade Policies and Export Promotion

a. General Orientation of Trade Policy and Tariff Structure

Curacao has an open economy with a strong dependence on imports to satisfy domestic demand.
Trade represented 144% of GDP in 2010, with imports of goods and services representing 88% of
GDP. In light of its dependence on imports and due to the fact that it has so little manufacturing
operations domestically. Curacao has been through a process of transformation in its trade regime
over the last decade. The first phase concentrated on tackling inefficiencies in the domestic market by
targeting the elimination monopolistic situations and excessive quantitative restrictions. A second
phase focused on eliminating tariff peaks and streamlining the number of tariff bands, and phasing out

import surcharges.
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The great majority of products are subject to ad valorem tariffs which are levied on the value at
importation according to the declared c.i.f. value of the merchandise. The customs authority also levies
a sales tax of 6% upon importation, unless good are exonerated. Exoneration may occur if the
merchandise will be re-exported. In some cases, the customs authority also levies specific duties on
importation, or a combination of both specific and ad-valorem rates. There are just over 50 specific
tariffs in the customs schedule, which relate primarily to live animals, some foodstuff, beverages and

microfilms.

An analysis of the tariff data suggests that the tariff rates are relatively dispersed and uneven across
the range of product groups. The average unweighted tariff rate is 10.1% with a standard deviation of
5.5% (see Figure 25). The lowest tariff is at 0% while the highest is at 62% (for smoking tobacco).
There are 21 tariff peaks (defined as 3 times the average national tariff rate)35. The weighted average
tariff is lower, at 9%. Overall this compares relatively favourably to other CARICOM Member States.
Antigua and Barbuda for example have an average applied tariff rate slightly below that of Curacao
(9.8%), but with a greater number of lines having a tariff peak. On the other hand, the tariffs exceed
significantly those applied by Mauritius, Hong Kong or Singapore. Mauritius in particular, applies an

average tariff rate of 1.4% only and has less than 2% of its tariff lines above 15%.

Figure 25  Tariff analysis for Curacao

Min | 0.0

Average - 10.1

Standard . 5.5
Deviation ’

Weighted
average

Source: Author calculations based on customs and CBS Statistics

35 The specific tariffs have not been converted into ad valorem equivalents and have not been included in the tariff analysis.
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Figure 26 illustrates the tariffs faced for the 250 highest imported products in 2010. The 250 highest
imported products at HS6 digit level account for over two thirds of imports. There are a number of tariff
peaks and these seemed aimed tackle two policy concerns: health and revenue generation. The
peaks and troughs of the tariff rates would indicate that further streamlining of tariffs could be made in
order to facilitate trade and employ tariffs for industrial policy objectives as well as other government

policy objectives.

Figure 26  Tariffs on 250 largest imported products in Curacao in 2010
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Source: Author calculations based on customs and CBS statistics

b. Import and export markets

Exports of goods and services represented 55% of GDP in 2010 (down from 70% two years earlier).
Exports of goods alone account for less than 5% of GDP, which is explained by the fact that value
added and transformation which takes place on manufactured goods is very limited. As stated earlier,
the balance of payments situation in Curacao has become tenuous at best in recent years and trade
should be considered as a potential engine for relieving pressures on reserves, but also for creating
jobs and improving social conditions in Curacao. Due to the very small domestic market, the
international market is a natural target for small island nations to market their goods and services.

Curacao is successful in exporting its services but less successful in exporting goods.

66



STRATEGIES FOR SUSTAINABLE LT ECONOMIC DEVELOPMENT IN CURACAO
FOURTH DRAFT REPORT T APRIL 2013

The principal markets of export have evolved, although the series are erratic from year to year,
suggesting rather opportunistic, as opposed to strategic international marketing policies from
exporters. Figure 27 provides the shares of major markets to which Curacao exports, with the inner
circle representing the shares in 2005, while the outer circle represents shares in 2010. Whereas the
US was a small mar ket for exports in 2005, it
earlier, the shares are influenced by large single transactions, in this case, regarding the sale of
aircraft parts to an American airline. The EU,
exports fall from 39% in 2005 to 16% 2010. The other islands of the Netherland Antilles, in particular
St Maarten, Bonaire and Aruba, account for a significant proportion of exports (around one quarter).
Finally, CARICOM remains a very minor destinati
exports in 2010.

Figure 27  Exports by main markets, 2005 and 2010

now ab
pri ma
on for

RoW
15%

cO
0% RoW Uus us
8% 12% 40%
Rest of
EU Ne:he.::ands
16% ntilles
27%
~
~
~
2005
(Inner Circle)
CARICOM

~
~
Rest of ~
Netherlands 201!?
Antilles (Outer Circle)
22%

Source: Authors calculations based on CBS Statistics; Data reclassified by authors on HS rev2. 6 digits

The evolution of trade with partners is illustrated in Figure 28. It is interesting to note the large surge in
exports over the selected period, when exports increased by 87%. Neighbouring and Latin American
countries, Venezuela and Colombia are relatively minor markets, as is Brazil. It should be noted that a
small proportion of the trade relates also to exports through consumption by cruise ship passengers of
local products which are subject to customs control upon departure.
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Figure 28  Exports by destination, 2005-10

Source: Authors calculations based on CBS Statistics; Data reclassified by authors on HS rev2. 6 digits
Note: NA: Netherland Antilles; CO: Colombia; VE: Venezuela; BR: Brazil; RoW: Rest of the World

The data provided in Table 2, relates to the principal mar kets fo
indicates the relative concentration of exports for each market, or expressed differently, the limited
number of products which account for the bulk of its export revenue. A well-diversified portfolio of
exports enables countries to mitigate external risks and lower vulnerabilities associated with changes
in demand. The portfolio of curacao is very concentrated both on markets and in products. The US,

The Netherlands and Netherlands Antilles account for over three quarters of its exports.

Meanwhile, in most of these markets, the top ten products account for three quarters or more of its
exports to that market. The graphs plot the values of imports for the top ten exported products and the
line graph plots the cumulative share of those products in total exports to a given market. In the US
market for example, the top ten products exported account for 90% of total export revenue from the
US. The top ten products exported to the EU amount to around three quarters of total exports. Exports

to other markets are more diversified, such as those to the Netherlands Antilles.
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