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ABSTRACT

The Bahamas and Barbadas are small fourism oriented economies whaose growth has sleywed
because of intensified competition fram ather Caribbean tourist destinations, The respanse
has been product differentiation, diversification and quality enhancement. The economic
prospects are evaluated using a forecast methodology that allows judgermental input o
reflect these elements. We use a madel of a differentiated export sector (goods and services)
driving a non-tradable sector with constraints on fiscal and monetary policy imposed by the
balarce of payments, & fixed nominal exchange rate and policies to maintain a competitive
real efleclive exchange rate. The economic strategy seems to lead to a recovery in the

Bahatras but the prospects for Barbados are uncestain,
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National £conomic Forecasts for the Bahamas and Barbados

1. Intreduction

Models commonly i use for the analysis of small open economies use a real effective
exchange rate (REER] as the measure of international competitiveness “World Bank (19943,
Although the deficlencies of this meastire are well known "Marsh and Tokarick {1994)" they
are used in the absence of appropriate indicatars,  Unforumately, they prove to be
unhelpful, even misleading, where countries are challenged by non-price competition such
as product differentiation, changing tastes, new technologies and new products and services.
The ezenamicdifficulties of mature Caribbean tourism economies such as The Bahamas and

Barbades Hiustrate this point. Tourism has been the main enging of steady growth in The

Baharras and Barbados for over two decades but in recent yvears both countries’ share of

Caribbean tourism has been declining. The emergence of iow-cost accommodation

elsewhare In the Caribbean was only part of the reacon. The major factors have been a shift
towards cruise ship tourismy and new ways of marketing tourism services, for example,
sports, health, “all-inclusive packages®, etc. "Poon {1893, . 131", Analyses based on REERs
fail to capture these developments, revealing what appears 10 be a surprising lack of
association between patterns of tourism growth and domestic prices relative to those of

competitors "IMF (1992)". They offer no guidance as to the policy response that might arrest

the decking in tourism,.



Tourism specialists in the Bahamas and Barbados-have determined that the best response
facusses on measures to raise productivity, build customer loyalty, differentiate the product
from other Caribbean destinations and improve the quality of service "Laventhol and

Howarth (1989)" and "Inter-American Development Bank (1992)". For purposes of

macroeconomic management we need a model which incorporates the effects of these
sectoral policies so as to permit Inferences about growth, employment, fiscal policy and the

balance of payments. This paper reports on the structure and use of such a framework.

2. The Model

Two-sector models with separate output determination for tradables and non-tradables are
the models of choice for small open economies "Khan, Montiel and Haque (1991, g. 235)".
Small economies are price-takers on the international markets for tradables but even in the
most open of economies there are goods and services such as government, distribution and
public utilities which are tradable only with great difficulty. In these sectors, domestic

prices may go way out of line with the prices of comparable services elsewhere with no

tendency for equalization over time.

The model is based on a variant of the two-sector models of Khan, Montiel & Haque where
the labour and capital markets are unified across the tradable and non-tradable sectors.
There are no relative price effects deriving from differential wages or profit rates. The
supply in both sectors depends on relative price of tradables to non-tradables. Whereas the

tradable sector faces an infinitely large world demand, the demand for non-tradable goods
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. varies with the national output an_d relative prices. The demand for non-tradables may also

be boosted by expansionaty fiscal and monetary policies. However, such expansion

weakens the balance of payments by increasing the demand for imports so fiscal and

monetary policies are constrained by a decision to maintain a fixed exchange rate. The

model allows us to measure the degree of fiscal discipline required to sustain a fixed

exchange rate strategy.

The model is designed to accommodate an export-led strategy and the tradables sector is
the point of departure. Separate forecasts are developed for tourism, manufacturing, fishing,.
agriculture, and other tradable services, incorporating both price and non-price factors. The
output of non-tradables is derived from the output of tradables and from fiscal and monetary

targets set with the balance of payments outturn in mind.

The forecast of tourism uses a threestep procedure. First, the demand for the Caribbean
tourism is estimated and projected. The determinants are: real output in the visitors’ home
countries; a refative price variable to capture global substitution effects; a time trend to pick
up changes in tastes, technology, etc.; and dummies to reflect oil price shocks, the effect of
the Gulf War and other disturbances. Secondly, the Bahamas and Barbados’ share of the
Caribbean tourist market is estimatec% and projected. The determinants are: prices relative
to those of other Caribbean destinations; a time trend to pick up the growth of capacity
elsewhere in the region, the emergence of new destinations and other systematic changes

in the Caribbean tourism market; and dummies to reflect the impact of hurricanes and other



) disturbances which affect Caribbean‘ countries to differing degrees. Thirdly, supply effects,
non-price strategies and market specifics are introduced to modify the projection which is
derived from steps one and two. Specific account is taken of equnsion in hotel capacity
in Barbados and the Bahamas, the upgrade of hotels and facilities, increases or decreases
in airline seat capacity, intensification of marketing expenditures, changes in productivity
and improved service quality. Exhibits 1 and 2 show the details of the estimates for the

Bahamas and Barbados. The total effects are applied to the baseline forecast for tourism.

Barbados exports sugar under quota to the European Community; a restructuring programme -

is currently underway to increase the supply so as to fulfil the quota and the domestic
market. The projections are based on data supplied by the sugar management company.
' \
The projections for other agriculture and manufacturing are based on a two-step procedure.
The forecast begins with a projection based on recent trend;v,. This base!ine projection is
modified to take account of trade reform, productivity changes and net new investment. To
estimate the impact of trade reform we calculate the effect of the reforms on prices for sub-
categories of manufacturing and agriculture, estimate price elasticities of supply based on
recent experience and infer the impact of the price changes on supply. To calculate
productivity changes we estimate the impact of the changes on domestic costs, the resulting
reduction in prices and the impact on supply, based on price elasticities. The effect of net

new investment is estimated as net investment times estimated capacity utilization.
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The forecast for non-tradable activities is derived from the forecast of tradables and targets
for fiscal and monetary policy. The demand for non-tradables is determined by income
generated by tradables, by fiscal and monetary expansion and by relative prices. The supply
price changes according to demand and output adjusts with a lag. The demand for non-

tradables is given by the equation:
Q' -

Q. (Q, P/P,, XMS)

Where Q, is the output of tradables, the d refers to demand, Q is the total autput of the
economy, P is the price of tradables, P, the price of non-tradables and XMS is an excess
money supply variable, equal to the difference between the money demand and the money

supply. The supply of non-tradables is:
Qb = QP

s refers to supply. The money demand is given by equation:
MO? = MO (PQ, 1)

where P is the GDP deflator and r an interest rate variable. The maoney supply is given by:

MO = MO (MB}



where MB is the maonetary base. The monetary base is defined by:

MB = NIIA + MFA
where NDA is the net domestic assets of the central bank and NFA are the ceniral bank’s
net foreign assets,  We specify NFA as a policy target, which leaves the NDA to be affected

by changes in credit 1o government as follows:

ANDA = ACRG

Total output is defined by the equation:

Q= Qo+ Qu

This entire system may be reduced to an equation which allows us to derive @, from 2

previously derived forecest of (Q, under assumptions about monstary policy and external

variables:

Qn - Qn (Q,r P(n AMB, MO(-1 ); r

The forecast of retail prices is based on projections of import prices and wages according

[£934
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RPl = RP1 (P, W}

Wages are derived from retail prices and productivity changes:

W {RP1, /M)

These last two equations are estimated simultaneously. The deflator is derived from the
national accounts identity using the retail price index as the price of consumgtion goods and
the GOP deflator as the price of investment goods. The equation i

PO - RPlc + P.i + Px . Py -P,.m

where all the variables on the right hand side are in real terms and px and p,, ate the prices

of exports and impons, respectively,
Nominal GOP is forecast as the product of real GDP and the estimated deflator.
The emplayment farecast is based on recent elasticities of erploymant to output In each

sactor.  Madifications are introduced when recent produciivity changes seem to he

unsustainable.



From the output projections we may derive projections for the balance of payments, and for
fiscal and monetary variables using the relationships that we have estimated, Export growth
will reflect the growth of tradables and the expected trends in the price of exports. Imports

are estimated from the import equation:

m - m {Q, PSP, KMS)
where m represents real imports and the other varisbles are a8 defined earlier.

Government revenues are projected according to their bugyancies in recent years, adjusted
for the impact of tax reform and divestment, Curremt expenditures may be projected to
graw at the rate of inflation, though for some purposes one may wish 1o regard the current
expenditure as a policy variable 1o be determined In the light of the foreign reserve target
Expenditres are adjusted for new programmes to which government is committed, for
programmes which are t¢ be wound up and for debt service projections. The capital

" expenditure may be derived from the public sector investment programme.
The equaticns for monetary liabilities to the private sector:
LPS = LPS (PQ), ©

and credit to the private sector;

CRP = CRP{PQ, 1}

enable us to deduce the liquidity changes in the banking system. From them we can infer

the availability of non-inflationary financing for government,

In arder to use the forecast system to infarm government policy we may proceed as follaws,
First, we forecast output, the deflator and employment. Then we set a foreign exchange
reserve target for the balance of payments and generate exports of goods and services from
the forecast of the sutput of tradables. imports are forecast and we derive the required net

capital inflows which would satisfy the foreign exchange reserve target.

We then forecast liabilities 1o the private sector and cradit to the private seetor, deriving the
change in bank liquidity and its impact on the monetary base. The difference betwesn the
change in the monetary base and the central bank’s net foreign assets (which are identical
to the foreign exchange reserve target) give us the change in the net domestic assets of the
monetary authority. We will allow that change to be in the form of credit to the
government. It sets the limit of credit to government which may be allwed without causing

the ecanomy to fall short of the authorities’ target for foregn exchangs accurmuiation.

The maximurn allowable fiscal deficit is the total of this non-inflationary eredit from the
central bank and prudem fevels of foreign borrowing - determined by the government’s

external debt service profile. The projection of fiscal revenues is based on tax buoyancies,



adiusted for the impact of any tax reform. The maximum allowable govemment expenditure

is the wotal of the deficit and revenye.

The system offers a forecast of real output! and employment based on secioral plans,
problers and strategies. It provides a guide for monetary and fiscal policies that will serve
to attain balance of payments targets, conditional on the prospects for growth. It may be
used to avaluate the effects of alternate policies, for example, the effect of a higher fiscal
deficit on money supply, on output via non-iradables, the additional demand for imports and

the shertfall it implies in the batance of payments target,
3. Eranomic Strategy in the Bahamas and Barbados

The Bahamas and Barbados are pursuing similar economic strategies aimed at restimulating

tourism as the engine of growth. Their competitive edge in tourism s to be developed by

the following policies:

enhancing and marketing the unique features and culture of each istand;
building visitar loyalty and differentiating from other tropical destinations;

- entiching the menu of servicas and facilities offered to tourists;
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- investing in the renewal of hotel plant and eguipment and upgrading of hotels

and facilities;

- increases in productivity partly by investment and re-engineering, partly by

reorganization of work and partly by more intensive and comprehensive

lraining.

The details are being worked out via Institutions for private/public collaboration such as
ministries of tourism, tourism assaciations and trade unions. Some aspects of the strategy
are in place, others are still matters of contention. Some plans are well-devised and have
been consistently implemmented, others are of questionabile efficacy. 1tis the forecaster’s job

to make the best judgement about the implementation, effectiveness and probable Impact

of each item.

The countries have also ken measures to reduce gradually the extent of expoct
concentration in the tourism secior, though acknowledging that tourism will remain the
principal foreign exchange samer. Maore vigorous promotion and additional incentives are
being targettod to other waded services. Niche markets are being sought in fisheries,
agrculture and manulfacturing and these seciors are to be developed further as complements
to tourism, to provide inputs and to produce goads and services that may be sold 1o tourists.
This is a continuation of a strategy which has shown promise in both countries. There is

substaniial international financial services activity in the Batiamas and an important but very



much smaller sector in Barbados. A fledgling information services industry has grown up
in Barbados in the decade of the 1980s. There has been considerable development of
artistic services in association with the tourism industry, especially music and festival arts.
A few firms in manufacturing have developed niches in pharmaceuticals, electronic

assembly and a number of other areas. In all of these activities demand is infinitely large

on the international market.

Both the Bahamas and Barbades are committed to a fixed exchange rate in terms of the LS
dollar, a policy which is recommended by theory and experience of small open economies.
The forecast system indicates what fiscal limits must be observed to maintain the fixed
exchange rate and free convertibility. Monetary policy is not very effective in the Bahamas
and Barbados because interest rates are kept in line with trends in the US by actual and
potential capital flows. Assymmetries, information costs and transactions costs mean that
domestic interest rates may deviate somewhat from equivalent US rates. This provides a
narrow corridor within which the central bank may effect some monetary adjustment (for
example, by open market sales of government securities to reduce the money supply).
However, if sales are large, exceeding the liquidity available in the banking system, rising
government interest rates will tend to draw up general interest rate levels and attract capital
inflows thereby frustrating the attempt to contain the money supply. In view of this very
narrow scope for monetary discretion, forecasts are based on passive monetary policy. The

increase in the money supply is fully determined by changes in the net foreign reserves and

in the central bank’s credit to the government.
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Foreign exchange reserves have to be maintained at levels which provide insurance far the
fixed exchange rate. We may infer from the macro forecast system what levels of money
and central bank credit to government are consistent with the target foreign exchange
reserves. This produces a range of combinations of money and credit not all of which are
actually available, because of the impact of the money supply on imports. Beyond a certain
level of the money supply imports absorb so much of the foreign exchange receipts that the
foreign exchange target cannot be achieved., Therefore, by superimposing the balance of
payments constraint on the fiscal constraint the allowable level of credit to the centrai bank

and therefore of increase in money supply is uniquely determined.

4, Economic Prospects for the Bahamas and Barbados

The point of departure is the forecast of tourism growth. Based on the elasticity of
Caribbean tourism with respect to output in the visitors’ home countries and on recent
trends in the Bahamas’ and Barbados’ share of Caribbean tourism, the projected growth rate
for tourism is between 2% and 3% for the Bahamas and between 2%% and 3% for
Barbados. If the exchange rates are kept fixed and inflation is contained as well as it has
been in the recent past, cost competitiveness should improve by about 1% per year in both
countries, relative to other Caribbean destinations. It is unlikely that Jamaica and the
Dominican Republic - the competitars suffering from high inflation - will be able to reduce
inflation to rates comparable to those for the Bahamas and Barbados for the time being.

Estimates are made of the improvement in prospects that result from efforts to improve non-



price competitiveness in tourism, They are reported in Exhibits 1 & 2 and applied to the

base projection.

Other traded services in the Bahamas are expected to grow in line with recent trends, at
about 1% per year. This sector is still relatively small in Barbados accounting for less than

4% of GDP. Growth rates are also expected to be in line with recent trends.

Manufacturing accounts for 9% of GDP in Barbados and 4% in the Bahamas. Growth is
expected in electronics and food processing, based on recent trends. However, Barbados
is undertaking a major trade reform which is likely to slow the growth of manufacturing.

The growth rate for manufacturing is projected at 1% for the Bahamas but manufacturing

is not expected to grow at all in Barbados,

There are no initiatives underway that give confidence of an increase in recent performance
in fisheries in Barbados and in the Bahamas. In both countries, output s projected to grow
at the current rate. Non-sugar agriculture is projected on recent trends. Efforts to expand
production of non-sugar agriculture in both countries have had litlle success. In the
Bahamas attempts were made to estimate the improvement in trends that might be expected

from planned land distribution, marketing reform and promotion campaigns to increase the

use of local agricultural produce in the hotel industry.
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The growth of the traded sectors should stimulate the non-tradables sufficiently to produce
an overall growth rate of 2% for the Bahamas, but only 0-1% for Barbados, There should
be jobs for about half the new entrants to the labour force in the Bahamas and the rate of
unemployment may rise to a projected 20% by 1998 from 13% in 1993. For Barbados the
current unemployment rate of 23% may be reduced to 17% by 1998. Rates of inflation in

both countries are expected to be at or near international levels.

In order to maintain a level of foreign exchange reserves which will ensure continuation of
the fixed exchange rate and a convertible currency both countries need to secure very low
fiscal deficits, of less than 0.5% of GDP for the Bahamas and about 1% of GDP for
Barbados. The Barbados Government will have to reduce or eliminate some services or
activities so as to reduce current expenditure, Unless this is done, there will be insufficient
current account savings to finance essential capital warks for maintaining infrastructure and
environmental protection. An increase in the already high tax burden is not acceptable,

especially as recent tax reforms intended to reduce the tax burden fell short of intentions.

The Bahamas may achieve their fiscal targets by slowing capital expenditure. However, this
will inhibit government’s policy to reduce disparities of infrastructure between the very well-
developed northern islands and the under-developed southern islands of the Bahamas

archipalego. Also, it may slow vital investment in environmental protection.



Neither government has much fiscal leeway if it wishes to maintain the exchange rate. I
the Bahamas’ fiscal deficit rises to 2.5% of GDP and remains at that level the erosion of
foreign exchange reserves would make the fixed exchange rate untenable by the end of

1996. A deficit of similar proportions in relation to the Barbados GDP would undermine

the fixed exchange rate in 1995,

Stagnation of the US economy reduces the options far both countries but the impact on the
Bahamas is greater. !f real output in the United States remains unchanged real output in the
Bahamas is projected to decline while in Barbados there is a slowdown. Both countries
could maintain the fixed. exchange rate strategy by holding fiscal deficits to the limits of the
base scenario. However, this would require a reduction in government expenditure as
government revenues would now be lower because of the lower national income. The
contraction in expenditure would be much more severe far the Bahamas than for Barbados.
Both countries would also require additional net capital inflows to achieve foreign exchange

reserves targets. The economic contraction would cause a worsening of the current account.

5. Conclusion

The use of a suitable macroeconomic framework enables us to bridge the gap between
theory and policy-making in small open economies. Our model preserves features which
reflect the structure of small open economies including the ruling international price in
tradable markets, the critical importance of fiscal discipline and the limitation on monetary

discretion. At the same time, it incorporates non-price factors which alter the prospects for
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the growth of tradables. We are able to quantify the impact of policies and the expected
impact of competitive strategies. Because so much of what goes into the forecast of
tradables is judgemental we cannot determine margins of error ex ante. Nevertheless, the
forecasts are useful if they are carefully compared with performance as it evolves as a guide

to the modification of strategies and policies.
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Exnibit 1

ADJUSTMENT FOR TOURISM FORECASTS: BARBADOS
35

1893 1994
ADJUSTMENTS TO ARRIVALS

Aldne Capacly

US, Winter (32/93]
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Exhibit 2

ADJUSTMENTS TO TOURISM FORECASTS: BAHAMAS

1993
ADJUSTMENTS TO ARRIVALS
Airline Capacity

Seats (1) 1637674
Load Factor (2) 61
Max, Load Factor (3) 100
Available Seats (4) 643606
Additianal Seals {5)

EstChng Arr (6)

Grand Bahama
{1 843070
ﬂ 59
3] 100

@ 261729
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Avg Qccup Rate (3) 57
Target Occup Rate {4) 75
Add. Bednights {5)

Length of Stay {6) 5
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Grand Bahama
1

Family Islands

o]
{3) 39
{4

§ 7

Total Air Ariivals
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5
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Exhibit 4 Barbados: GDP Projections

TRADED SECTOR

Sugar
- Non—Sugar Agricuiture &
Fishirg
Manufachuring
Tourism

NON-TRADED SECTOR

Mining & Quanying
Electricity, (Gas & Water
Construetion
Wholesale & Feteil
Governrent
Trarsportation, Storage &
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Busingss & Other Service

Total
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