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ABSTRACT

Tourism has become the main driver of economic growth and employment and the most important source
of income in the ECCU. Preserving and, possibly, enhancing the competitiveness of the tourism product is
key for these countries. Unfortunately, the evidence shows that tourism arrivals to the ECCU have been
declining slightly while global demand for tourism is on the rise. The objective of this paper is to study the
structural determinants of competitiveness for the ECCU, defined as the relative cost advantage over other
touristic regions (Di Bella, Lewis, and Martin 2007). Using a gravity model, we show that proximity to
North American and European markets is indeed an important competitive advantage for the ECCU.
However, despite this advantage, and, in some cases, specialization in high-end tourism, regression analysis
shows that arrivals to the ECCU are sensitive to relative prices. Our simulations show that mitigating
supply-side constraints would improve the ECCU’s competitiveness and allow the region to regain global
market shares.
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I. INTRODUCTION
Tourism has become the main driver of economic growth and employment in the

ECCU-. The development of tourism shifted production and employment from traditional
agriculture to the services sector with significant productivity gains and broader economic

benefits. Preserving the : —
competitiveness of tourism is ECCU Tourism: Contribution to Growth and
X mployment, 2018 (percent)
therefore key for the region. 0 Contribution to Growth
Several studies have looked at the 60  Contribution to Employment
drivers of tourism in the Caribbean |
and the ECCU (for example, 10
Archibald and others, 2008; 2
Bineswaree, 2011; and "
Laframboise and others, 2014).
Tashu (2013) looks at how the * I I I
ECCU is pOSitioned in the gIObaI ’ Anguilla  Antiguaand Dominica  Grenada St.Kittsand St Llucia St Vincent
tourism market and what factors Barbuda Nevis ndthe
drive its competitiveness. The aim Source: World Travel and Tourism Council (WTTC).

of this paper is to provide a fresh
view on this issue, building on the existing literature.

The paper focuses on structural issues. ECCU members have their own currency, the
Eastern Caribbean dollar, pegged to the U.S. dollar and supported by a quasi-currency board
arrangement. This implies that ECCU members must rely on internal devaluation to adjust to
relative price shocks and maintain competitiveness. Hence, this study does not focus on the
ECCU exchange rate arrangement, which has served the region well, bringing low inflation
and arguably better fiscal outcomes (see Imam 2010, Acevedo and Walker, 2013).2 Rather,
the paper looks at how competitiveness can be improved by reducing supply side bottlenecks.

There is large scope to make the tourism product more affordable. Being close to the
U.S. and European markets is a big competitive advantage for the ECCU as a tourism
destination. However, our study shows that price is an important determinant of tourism
arrivals in the ECCU and prices are high in the region®. Reducing them would imply
attracting more tourists to medium-end destinations, where price elasticity is higher,
substantially increasing the ECCU market share. Structural reforms that reduce the costs of
doing business —including electricity and transportation costs and import tariffs — can

1 ECCU members comprise Antigua and Barbuda, Dominica, Grenada, St. Kitts and Nevis, St. Lucia, St.
Vincent and the Grenadines (all independent states) and Anguilla and Montserrat (UK overseas territories).

2 For more on exchange rate competitiveness, please see Emilio, Sun, and Cashin (2010).
3 In the econometric work that follows, prices are proxied by the REER. Owing to the short span of the data for

the week at the beach index available only from 2014, it was not used in the regressions but rather in our
discussions of prices and the cost structure in the region.
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indeed allow price reductions in medium-end destinations while increasing profitability
and/or improving product quality in high-end destinations (Laframboise and others, 2014). ¢

The paper is organized as follows. Section Il provides the motivation of the study,
reviewing the evidence of persistently large current account deficits, a declining share of
global tourism, and the ECCU’s high prices compared with other tourism destinations.
Section 111 provides background on key factors affecting tourist arrivals such as natural
disasters and hotel and airline capacities. Section IV applies the gravity model to show the
key role proximity plays for the ECCU’s tourism inflows. Section V formally studies the
determinants of tourism inflows to the ECCU. Section V1 assesses the potential impact of
structural reforms and Section VII concludes.

Il. THE EVIDENCE

Declining relative per capita incomes, ]
Per Capita GDP (PPP): 1970-2018

rising current account deficits, and . i
increasing external indebtedness have |,

characterized the ECCU in the last 0 “
twenty years. After a period of rapid o 20
catching up that ended in the 1990s, per |,, A/ / Theeeel o
capita output growth in the ECCU has 06 | .

lagged that of other emerging and o | I B
developing economies and of the 0 —— Ratio ECCU to other smallsands | 05

=== Ratio ECCU to EMDE (right scale)

broader Caribbean while external current | ,,
account deficits have risen. While a SEE55883828888888
large portion of the deficits are financed | oo,
by FDIs, the region has accumulated :

sizable external liabilities. External imbalances and high structural unemployment likely
reflect a weak external position, and low competitiveness.

2002
2004

4 As part of its 2017-21 strategic plan, the ECCB has committed to support member countries to achieve a top-50 ranking on
the World Bank’s Doing Business Index in the next three years. This will include policy advice and quarterly consultations
to reform processes and support specific initiatives, including the modernization of the legal framework and the
establishment of a modern land registry.



Current Account Financing ECCU: Current Account Balance
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2013 2014 2015 2016 2017 Unemployment in the Caribbean (year); national authorities; and
Sources: Eastern Caribbean Central Bank databae and IMF staff calculations. IMF staff calculations.

The ECCU’s share of global tourism market has declined. Largely dependent on the
North American and UK markets, tourism has become a key component of ECCU exports.
Global tourism has expanded significantly in the last few years, with new origin countries
like China entering the market. Tourism arrivals to the ECCU, however, have not increased
as in other tourist destinations, especially in Africa, Asia, and the Americas. A similar trend
can be observed in the broader Caribbean.

Tourist Arrivals to ECCU by Source Markets to Week at
the Beach Index Country Groups, 2012
(In percent)

u Other

u USA

= UK

= Europe excl. UK
" Japan

© China

Source: UNWTO.

Tourist Arrivals to ECCU by Source Markets to Week at
the Beach Index Country Groups, 2017
(In percent)

 Other

Source: UNWTO.




7
The loss of market share is explained mostly
markets, U.S, UK, and Canada, where demand

by the decline in traditional source
for tourism services has continued to

increase, with only a short pause during the Global Financial Crisis (GFC). Tourism arrivals
to the ECCU have also declined as a share of total Caribbean tourism inflows. With the
ECCU accounting for 10 percent of Caribbean GDP, ECCU members attract only about 5
percent of total Caribbean tourism stay-over arrivals.

Tourism Arrivals

(thousand)
200,000 3000]
—Other Caribbean

180,000 Americas

2500

Greece, Spain, Portugal
— Asia-Pacific (excl. China)
—ECCU (ths)
—Africa (rhs)

160,000
140,000
2000
120,000

100,000 1500

80,000
1000
60,000
40,000
500
20,000

Source: World Tourism Organization.

The ECCU tourism product is amongst
the most expensive in the world, as shown
by the Week-at-the-Beach index (IMF,
2018). Both ECCU members and the broader
Caribbean are amongst the most expensive
tourism destinations in the world. This may
partly reflect the relatively large presence of
high-end destinations in the ECCU.®

The region is vulnerable to hurricanes,
storms, and floods, which affect arrivals.
As an example, out of 511 catastrophes that
happened in small states since 1950, 324
(more than 60 percent) occurred in the
Caribbean. The impact of a hurricane on
tourism for individual countries can be quite
diverse. Romeu (2008) finds that tourism
improves in some countries in the year
following hurricanes relative to their
neighbors spared by the disaster. We find
that for the ECCU natural disasters do matter
as there is a direct correlation between them
and tourist arrivals, and the recovery can take

ECCU Share of Travel Spending

(US$ billion)
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Sources: ECCB, CTO and Fund staff calculations.
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STYLIZED FACTS ON REGIONAL SUPPLY

110 Week at the Beach Index

100
90
80
70
50

: ‘ “ ‘
0

B Africa

Other Caribbean
= North and Central America ® South America
W ECCU

® Asia
Europe

40
20

10

St Vincent

Turks and Ca
Us Virgi

Source: IMF staff estimates.
Note: Week at the Beach Index (W@TB)" measures the average cost of a 7-day-trip in a country's beach

The Indexis a c of an average hotel price (3 to 4 ‘bubble’ rating) from TripAdvisor and over
80 million crowdsourced data on meals, taxi fares, water, coffee and beer. The database covers 155 beach
destinations from 56 countries.

Week at the Beach Index Country Groups: Tourist
Arrival Share, Floods and Storms, 1995-2016 Average
800

M Arrival Share
700

® Storm and Flood Occurrence, 95-16 Total (rhs)
600
500
6 400
300

200
[ ]

N

100
| 0

Other  United
Caribbean States

°
.

Australia  ECCU

o | -2 o
Africa  Americas

Asia Europe

Source: EM-DAT database on natural disasters.

5 Although all ECCU islands offer exclusive resorts, only Anguilla and St. Kitts and Nevis specialize in high-

end tourism (Lafambroise and others, 2014).




8
longer than a year, as the experience with Hurricanes Irma and Maria in Dominica and
Anguilla has shown (see also Acevedo, 2014 and Evridiki, 2008).

Airlift options for the ECCU have improved. The number of airlines serving all ECCU
countries has increased in the last few years, so has the number of flights from the U.S., with
some interruptions related to weather events, for example for St. Vincent and the Grenadines
in 2016.

Number of Airlines to the ECCU Number of flights from US to ECCU
80 200
70 BAnguilla @ Antigua and Barbuda
60 B Dominica B Grenada 150
@5t Kitts and Nevis B St. Vincent and the Grenadines
50 Ost. Lucia 100
40
50
. (8]
" s 1 - i} _ "
2013 2014 2015 2016 2017

10 = Anguilla = Antigua and Barbuda
0 Dominica Grenada

O - A MNMITINONDNO —AMIEINONNDNDO — N M DO~ W St. Kitts and Nevis B St. Lucia

ERERRERRRES88888888855558558 5 WSt Vincent and the Grenadines

FFFFFFFFFF NN AN ANANNNANNANNNNNANNNAN
Source: US Departement of Transportation. Source: US Departement of Transportation.

Hotel capacity in the ECCU is only 5 percent of the whole Caribbean, broadly equal to
the tourism share of ECCU in the region. Hotel and airlift capacities are highest in St. Lucia
and Antigua and Barbuda, the two top ECCU destinations. In the last five years, however,
hotel capacity has declined in these two islands and in St. Vincent and the Grenadines owing
to the closure of some hotels in the aftermath of the GFC. While in Grenada, in 2014, the
significant increase in tourist arrivals was primarily accommodated by an increase in
stayovers at large hotels. This is consistent with the opening of the large Sandals resort,
which expanded capacity in the hotel sector by 225 rooms, increasing total capacity of the
hotel segment by 12 percent.

ECCU: Hotel Capacity (2013-18) ECCU: Change in Hotel Capacity (2013-2018)
6,000.00 60
5,000.00 50
4,000.00 40
3,000.00 30
20
2,000.00
10
1,000.00
0 [
0.00 I I I I I I Ant] nd Grenada St. Kitts and Saint Lucia  St. Vincent and
2013 2014 2015 2016 2017 2018 -10 B, a Nevis the Grenadines
W Anguilla M Antigua and Barbuda
Dominica B Grenada -20
Montserrat B St. Kitts and Nevis
W Saint Lucia W St. Vincent and the Grenadines -30
.40  Source: Country authorities.
Source: Country authorities.

1IV. PROXIMITY IS A KEY COMPETITIVE ADVANTAGE

To show the significance of proximity for the ECCU tourism market, we estimated a
gravity model using countries and regions included in the Week-at-the-Beach index as
comparators for the period of 1977-2017 (Table 1lin the Appendix). The bilateral tourism data
mainly come from the World Tourism Organization (WTQ) database for non-ECCU
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countries and from the Caribbean Tourism Organization (CTO) for ECCU members. The
data on distance and cultural and historical links between countries are from CEPII’s
GeoDist database. The natural disasters data are taken from Acevedo (2017) and the crime
data from Laframboise and others (2014). The sample includes 55 tourist destinations and
includes 19 Caribbean countries, and 31 advanced economies as source countries.

The estimated gravity model is as follows:

LnT Aijt = a0 + allic + a2l +B1Distij+ oXij +yZit+eijt

where the log of bilateral tourist arrivals to ECCU destination i from advanced economy j

is a function of destination-year (lit) and source-year (ljt) indicators that capture non-systemic
tourism determinants of destination and source countries, (e.g., GDP), bilateral distance
between the destination and source country population weighted distance, a vector Xij that
includes other determinants of tourism flows such as whether countries share a common
language or a colonial history, number of hotel rooms, number of airlines or air flights,
number of hurricanes and storms and the crime rate, weighted average of US, Canada and
UK incomes per Laframboise and others (2014), and the real effective exchange rate

(REER).

The gravity model shows that distance
could be a major competitive advantage
for the ECCU. The estimated coefficients
have the expected sign and the results are
consistent with previous analysis (Acevedo
and others, 2017). The coefficients for
income and cultural and historical ties are
positive and statistically significant. So is
the capacity coefficient (hotel rooms).
Distance has the expected negative sign and
is strongly significant, that is, after

Week at the Beach Index and Distance from
the United States (NYC)

Africa
Asia

100 e © ®  Other Caribbean
B e ECCU
© Europe
= 80 -. North and Central America
< [ N
S ° South America
g ¥ Linear (All countries fitted values)
2L
2 w0 . R2=0.2531
T
S e @ Tttteee
S 40 - o0 Ttsgeen ,
= [ e P P R e Y
e _e g e, @
20
0
0 2000 4000 6000 8000 10000 12000 14000 16000 18000

Simple distance from USA (NYC) to most populated cities, kilometers

Source: IMF staff calculations.
Note: Using data of simple distance between capitals present similar dispersion.

controlling for all other determinants,

proximity to large traditional markets like the US and Europe gives the region a competitive
edge. This finding is also consistent with Laframboise, (2014).

Week at the Beach Index and Distance from
Europe (London)

B
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| ]
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Note: using data of simple distance between capitals present similar dispersion.
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The impact of relative prices seems to be muted. The coefficient is negative as expected
but is not statistically significant. The low impact of prices could be explained largely by the
model specification itself and the larger sample used. ¢ Indeed, even within the broader
Caribbean, prices vary substantially, with the ECCU being among the most expensive and
other countries (including Aruba, Bermuda, British Virgin Islands, Cuba, Guadeloupe, Turks
and Caicos) providing a much cheaper product.

V. MODEL ON DETERMINANTS OF TOURISM ARRIVALS AND EXPENDITURES

Following Laframboise and others (2014), we estimate dynamic panel regressions for ECCU
members on an extending sample including 2017. The basic model is as follows:”

Aln(th) = ﬁlA ln(P) ct + ﬁZUEct + ﬁ3lct + AXcj+Aect

where A is the first-differenced operator, e.g., A Yee = Yet - Yee — 1 and with year t = 2000,
2001...2017 and country c =1, 2...7.

Yc: is the number of tourism arrivals or expenditure in country ¢ and year t;

Pc: is the tourism-weighted real exchange rate of country c in year t, with weight being the
tourist arrival shares from US, UK, and Canada in 2010;

UEc: is the tourism-weighted source country unemployment rate of country c in year t;

Ict is the weighted average of US, Canada and UK income levels. Alternative specification
included only US income level;

Xcjis a vector of time-varying explanatory variables ((i) supply factors: number of
airlines reaching destinations or, alternatively, air flights and number of hotel rooms; (ii)
other factors: homicide rate in destination countries, dummies for natural disasters and the
September 11, 2001 terrorist attacks);

Aegt is an error term.

Prices, income in source markets, natural disasters and flights are the key determinants
of tourism arrivals to the ECCU. In table 2 in the Appendix, we show that: (i) ECCU

6 Price elasticity is found to be statistically insignificant in a sub-sample of high-end destinations (Laframboise
and others, 2014). The authors used the two criteria (i) the number of 4- and 5-star hotels as a share of total and
(ii) GDP per capita above $15,000 and found the following countries to be high end destinations: Anguilla, The
Bahamas, Barbados, St. Kitts and Nevis and Trinidad and Tobago while the remaining set of 16 countries on
their sample were classified as countries specializing in middle to low-end tourism. We have repeated the
exercise by using the number of 4- and 5-star hotels in the total by doing a simple search in tourism search
websites such as Orbitz and Expedia (the original source for the 2014 paper) and found that for ECCU only
Anguilla is a high-end destination.

" As in Laframboise and others (2014), we use Blundell-Bond (1988) GMM estimation technique to address
two important econometric problems: (i) the correlation between the explanatory variables and the unobserved
country-specific effects; and (ii) the potential endogeneity of the explanatory variables.
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tourism is more sensitive to price changes than the rest of the Caribbean as described in
Laframboise (2014), perhaps reflecting a lower relative number of high end destinations in
the ECCU sample compared to the broader Caribbean sample;é (ii) the coefficients of income
and unemployment in source countries are consistently of the expected sign and significant;
(i1i) supply side factors such as the number of air flights are also a significant factor; and (iv)
major shocks whether in the forms of natural disasters in destination countries or terror
attacks in source countries can be detrimental for tourism inflows. These results are broadly
in line with Laframboise and others (2014) and suggest that price is a significant factor
affecting both tourism arrivals and expenditures. A one percent appreciation of the tourism-
weighted real effective exchange rate is associated with a 0.5 percent decrease in arrivals and
a 1.2 percent decrease in tourism expenditures during 2000-2017 (Table 2).°

VI. REMOVING SUPPLY-SIDE CONSTRAINTS COULD BOOST COMPETITIVENESS AND THE
ECCU’S MARKET SHARE

The empirical results confirm that reducing costs and prices would be an effective
strategy to bring more tourists to the ECCU. Key part of the solution would be to address
the supply-side constraints and bottlenecks that limit ECCU’s competitiveness on the global
tourism market.

Electricity and transportation costs are high. Despite some reduction in electricity tariffs
in recent years, energy costs are still very high, reflecting dependence on imported petroleum
products and inefficiencies in the power sector. These inefficiencies reflect lack of
economies of scale, a difficult terrain, weak institutional capacity, and deficiencies in
regulatory frameworks. Consumers and producers are directly affected, with average monthly
electricity bills three times as high as in the U.S. and twice the cost in most Latin American
countries. The potential for increasing the use of renewable energies in the region is
significant and could a have considerable impact on reducing oil dependency, tariffs, and
transportation costs.

Implied Effects of Renewable Energy Targets Domestic Electricity Tariffs, 2012-2017
" Implied Effects (In US ¢/kWh)
enewable Implied Implied Implied i t 7
mplie mplie mplied impaci
Country Target of reducti’j)n in oil reducption in onplon -teF:m 60 - United States 2012 m== 2017 ==
Electricity “ uctionr 9 Zedl] 2012 mem 2017
imports electricity tariffs GDP level 50 - Other Caribbean 2012 mmm 2017
40
Antigua and Barbuda 15% 8% 3% 1%
30
St. Kitts and Nevis 20% 15% 1% 4% 20
St. Lucia 30% 19% 14% 6% 10
Stvcentandthe . . o o MuEmERNENTNEIRLT NN ENERNEN
renadines b b b b VT QYT TV OCE VNN D DD T 0N e v o s
9 ‘C O c ® S £ = v T Qg
- 58555308 EsE3EE5 885827
Dominica 100% 33% 31% 13% HhECcaoE .nggsgzghgmg"aamua.smé
TE>5 B 50228 YRS sE<E¢ SstEc g
@ a @ & o a® SSE208R8m®
Grenada 100% 49% 49% 20% = H v I < g B&>> 3
S ] 2S¢
Sources: CARICOM Caribbean Sustainable Energy Roadmap, Costalia Report, IDB, WEO, IMF g’ o ] S E
. . [=4
staff estimations. Source: CARILEC and US EIA. <

8 As in Laframboise and others (2014), prices are proxied by the REER with additional robustness checks with
other proxies, see Tables I1.1 and 11.2, pp. 21-22. The Week-at-the-Beach index is available only as of 2014.

% This price elasticity estimate is more reliable than that obtained from the gravity model owing to the broader
set of variables used and the robustness to endogeneity of the estimation methodology.
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High public wages are a drag on labor
markets. Evidence shows that wages in
public sector and tourism lead other sectors
and are only loosely linked with productivity.
Public wages in the majority of ECCU
members are higher than the median public
wage in small states, and minimum wages in
the services sector are higher than in most
comparable tourist destinations globally —
although lower than in other Caribbean
countries.

ECCU Central Government Wage Bill, 2017
(In percent of GDP)

O Small island states, 25th percentile

14 B Small island states, 75th percentile
# Small islan median
12
10 L] L] L]
8
6
4
2
0
Antigua and Dominica Grenada St. Kitts and St. Lucia St. Vincent and
Barbuda Nevis the Grenadines

Sources: WEO; and IMF staff calculations.

ECCU versus Other Regions: Ratio of Minimum Wage
to Value Added per Worker
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Source: World Bank, Doing Business 2018.

ECCU versus Other Regions: Minimum Wage of the

Full-time Worker in the Services Sector (US dollars)
900
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Source: World Bank, Doing Business 2018.

Tariffs and costs to import are high. Import
costs are high compared to other countries in
the world. This is especially critical as
tourism, a key industry in the region, requires
substantial amounts of imported intermediate
goods. Elevated shipping costs and tariffs
compromise the ability of businesses to
operate profitably.

Removal of tariffs within CARICOM and
increased integration with the U.S, Canada
and Latin America will benefit the ECCU.
In particular, the ECCU can implement a 0.3
percentage-point tariff cut for goods imported
from other Caribbean countries and can also
lower trade barriers vis-a-vis North America
and Latin America. ECCU’s tariffs vis a vis
these countries are only lower than Caribbean
2 countries, mainly Bahamas, while in all
other cases the ECCU is not competitive.
Having said this, a broader consideration of
the overall fiscal envelope, tax incentives and

Imports: Shipping Costs and Tariffs (2014)'

w
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Sources: World Bank, Doing Business 2014 and WDI.
'Tariffs for Dominica, Grenada, and St. Vincent and the Grenadines correspond to 2015.
Note: Excludes three countries with shipping costs above $6,000/container.
2Africa only includes Mauritius from the beach index composite.
*Other Caribbean includesthe Bahamasand Belize.
Average Tariffs in Goods Trade in 2016 (percent)
Partner Country Grouping
uUs and Latin
ECCU c2 c3 Canada America
Reporting Region
ECCU 0.3 0.3 13.3 14.1
c2 6.0 6.7 18.1 16.4
o/w The Bahamas 19.4 21.9 28.6 23.1
o/w Jamaica 0.2 0.0 12.2 12.7
c3 0.0 0.0 12.3 13.3
US and Canada 0.6 0.6 1.1 0.9
Latin America 7.4 7.5 6.8 7.5

Source: WITS, WEO, and Fund staff estimates.

Note: ECCU countries are Anguilla, Antigua and Barbuda, Dominica, Grenada, Montserrat, St.
Kitts and Nevis, St. Lucia, and St. Vincent and the Grenadines. C2 countries are Bahamas,
Barbados, Belize, and Jamaica. C3 countries are Aruba, Curacao, St. Maarten, Guyana,
Suriname, Trinidad and Tobago.

Note: The values represent regional averages weighted by individual country GDPs, of simple
average tariffs of reporting countries imposed on partner countries. Country-level averages
are computed as simple averages of tariffs imposed on items with non-zero trades in the
reporting year. For example, the average tariffs of C1 countries on goods from the US was 11.9

percent.
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the implications from the CET (Common External Tariff) agreement with the EU may
generally be given for decisions on tariffs.

Limited access to credit. Frictions affecting access to credit both for households and SMEs
impede competitiveness by keeping financial sector risk sharing and diversification low and
limiting capital to only large FDI related firms or hotels. Strengthening the competitiveness
of the financial sector that would support the development of competitive SME market that
would magnify the positive spillovers to the local markets including agri-businesses from the
tourism sector becomes increasingly central as ECCU economies move towards being
service oriented. Addressing financial sector competitiveness will involve improving
profitability of banks financing SMEs and financial management of banks, increasing market
share and optimizing the size of the sector, increasing access to credit through integrated
accumulation of information and databases, such as credit bureaus among others.

Improve doing business and governance indicators is key. According to the World Bank
Doing Business indicators, critical areas are access to credit and insolvency resolution.
Rankings in ease of trading across borders, registering property, and paying taxes are largely
in line regional peers, but well below advanced economies. Progress in any of these areas
since the 2010 has been marginal. Governance indicators, such as government effectiveness,
regulatory quality, and rule of law, lag peers.

ECCU: Ease of Doing Business, Relative to Peers (2018) "/ ECCU: Governance Indicators, Average Relative to Peers in
(Distance to frontier score, higher number represents better performance) 2 tourist destinations (2016)
S(artnag a Business (0 = worst: 5 = best) Control of

Dealing with X
Construction Permits Corruption1/
4

Voice and \ Government
Accountability Effectiveness

10
Resolving Insolvency, 7

Enforcing Contracts Getting Electricity

Trading Across Borders ; Registering Property

Paying Taxes Getting Credit

Protecting )
Minority Investors Rule of Law Political Stability

—ECCU (average) —Greece and Spain Average Asia-Pacific Average
—Other Caribbean Average Africa Average

Source: World Bank Doing Business Report 2018 .
1/ These indicators should be interpreted with caution due to a limited number of respondents, a limited Regulatory Quality

al coverage, and tions on business constraints and information availability. —ECCU Europe Asia-Pacific ~ —Other Caribbean — Africa
2/ Distance to frontier (DTF) score measures the deviation of a country from the best perfomer, 0 representing the
worst performer and 100 the fontier.
Note: The set of 11 indicators in Doing Business measure business regulation and protection of property rights and
their effect on businesses since 2004.
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Simulations indicate that the impact of structural reforms on competitiveness and
tourism inflows can be substantial. Using a time fixed-effects model, we estimate the
impact of doing business and

governance indicators and tariffs on | oo ECCU: Touristarrivals share in the world

the ECCU’s global tourist market Do

share after controlling for GDP, H\/\_

FDI, and the REER for the period oo ~—
1995-2016 together with 0.009

reproducing the actual declining
share of tourist arrivals of ECCU in
the week at the beach index country
groups. We then re-estimate the
same regression by using the
averages for those indicators for the

0.004

tourism destinations included in the — Arriva share

H H Predicted arrival share with GDP and time fixed effects
Week'at-the_ BeaCh Index (ASIa1 Predicted arrival share with own fundamentals
Africa, Europe, Latin America). We Predicted vl shre withmean govemance and daing usiness cators

rely on regression coefficients
based on panel regressions for the entire sample to estimate the model, with mean values of
fundamentals and the arrival shares with mean values for all regions; governance and doing
business indicators are based on time and country fixed effects. Our results show that
improving on doing business and governance indicators and reducing tariffs to the sample
average would increase the ECCU’s global market share by 40 percent.*

VII. CONCLUSIONS

With tourism having become the main driver of economic growth and employment and
the most important source of income for the ECCU, enhancing the competitiveness of
the tourism product is key for these countries. Our study highlights the evidence of
declining relative income, rising current account deficits, increasing external indebtedness
and high structural unemployment, which altogether point to low competitiveness in the
ECCU member countries. The evidence also shows that tourism arrivals to the ECCU have
been declining while global demand for tourism is on the rise. To assess ECCU’s
competitiveness, we have applied different quantitative techniques, including a gravity
model, regression analysis, and simulations to analyze the impact of structural reforms.

Proximity to the European and North American markets is a competitive advantage for
ECCU in the global tourism market, which, together with the high cost structure and the
relative presence of high-end destinations, can explain the high prices prevailing in the
region. While source country income, airline and hotel capacities, and natural disasters are
major determinants of tourism inflows to ECCU members, price is also an important factor.

10 We arrived at 40 percent increase in arrival share for ECCU by calculating the marginal effect of governance
and business indicators over the regression estimates with mean values of the fundamentals except GDP (FDI,
REER) for all tourism regions in the Week at the beach index.
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Our simulations show that improving business and governance indicators can substantially
increase ECCU’s global market share.

Deep structural reforms are key to increase ECCU’s global market share. The evidence
of a significant price elasticity underscores the necessity to lower domestic costs to capture
additional source markets. This requires comprehensive structural reforms, including to
reduce electricity and transportation costs, unit labor costs, as well as tariffs and cost of
import.



Appendix |

Table 1. Regression Results: Gravity Model */
Distance 2/ -0.00068***
(0.00000)
Common language 4.35278%**
(0.00000)
Colonial ties 3.50044***
(0.00000)
Weighted average of US, Canada and UK incomes per Laframboise (2014) 3/ 0 .62909***
(0.00000)
Real Effective exchange rate -0.16236
(0.18140)
Homocide rate 0.04879
(0.71620)
Hurricanes -2.96071
(0.14820)
Number of airflights -0.43938
(0.06410)
Number of hotel rooms 2.5778***
0.0000
Number of observations 12,931
R- squared 0.9637
Adjusted R- squared 0.9472

Sources: CEPIl GeoDist database; Country authorities; IMF staff estimates.

" The dependent variable is the log of bilateral stay-over tourist arrivals to ECCU destination i from
advanced economy j (grouped as US, Canada, Europe and Other).

%/ Distance is measured in population weighted kilometers.

3 The results replacing US income are also significant.

* b values in parenthesis.
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Table 2. Determinants of tourism arrivals and expenditure 1/

Tourism arrivals

Tourism expenditures

Caribbean sample
(Laframboise et al.

Caribbean sample

(Laframboise et al.

Independent variables (2014)) 2/ ECCU sample 3/ (2014)) 2/ ECCU sample 3/
ALn (Tourism weighted real exchange rate ) -0.158*** -.459** -0.105*** -1.222%%*
(0.00982) (0.19486) (0.0312) (0.45698)
ALn (weighted average of US, Canada and UK incomes) 4/ 0.30*** L616%** 0.67*** .681**
(0.07) (0.19362) (0.14) (0.27237)
ATourism weighted unemployment rate -2.081*** -2.439%** -3.724%** -.5094
(0.429) (1.078) (0.492) (2.102)
A Hurricane 5/ -0.0138** 0.0353 -0.0224** 0.0185
(0.00597) (.02491) (0.00965) (.02915)
ASept.11 terrorist attacks -0.0229*** -.0303*** -0.0286** -0.01325
(0.00625) (0.00692) (0.0122) (.01266)
AHomicide rate -0.0011 0.0012 -0.00141 -0.00088
(0.00101) (0.00072) (0.00130) (.00161)
ALn(Number of airflights) 0.0846%** .0644** 0.0928*** 0.05652
(0.0175) (.02759) (0.0313) (0.0463)
ALn(Number of hotel rooms) -0.0104 -.0591 0.0263 0.1053
(0.0659) (.03164) (0.0668) (0.1079)
Country fixed effects Yes Yes Yes Yes
Observations 141 72 139 72
Number of instruments 133 70 131 70

1/ Robust standard errors in parenthesis.
2/ Sample 2000-2013

3/ Sample 2000-2017. To deal with the endogeneity between hotel rooms/airlines with tourism arrivals and expenditure, we use GMM Arellano-Bond regressions.

4/ Laframboise et al. (2014) use ALn(US household net wealth), which also significantly affects tourism arrivals and expenditures. Subsequent updates of this work use both US and
weighted average income of major tourism destinations with similar results. The authors only run panel OLS fixed effects model including these variables.

5/ Hurricanes are significant in panel OLS regressions.
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