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The two newly-autonomous countries face substantial challenges, requiring sustained efforts
over the near and medium term. Economic growth has been low, unemployment remains
high, and population aging pressures are becoming significant. The current account deficit
has widened to worrisome levels, primarily reflecting low competitiveness, rapid credit
growth, and inadequate pass-through of increases in international food and oil pricesto
consumer prices. Srong measures will be needed to facilitate external adjustment. Credit
growth should be reduced to help cool domestic demand pressures. Srong fiscal effortsare
required to address pressures related to aging and institutional build-up, and to support
external adjustment. Deep structural reforms are also needed to increase wage and price
flexibility and competitiveness, and to improve the business environment.

Background

1. Following the dissolution of the Netherlands Antiles on October 10, 2010
Curacao and Sint Maarten became autonomous countrgewithin the Kingdom of the
Netherlands, with a currency union Alongside, the Dutch government gave substantial
debt relief to both countries, although the finatlian of the discussions on the payment of
arrears for Sint Maarten remains to be completege@dment was reached on new fiscal
frameworks as well. Average living standards atatinely high in comparison with the
region. The banking sector also appears soundywaathered the global crisis relatively
well.

2. The two countries share some similarities, but ther are distinct differences as
well. Both are small highly-open island economies,Gutacao’s economy is more than
three times larger than that of Sint Maarten, aodendiversified. Tourism exports are much
more important for Sint Maarten than for Curacawoainting for around 82 percent of GDP
and 13 percent of GDP, respectively. Curacao Haer anportant sectors including the oll
refinery, the free zone, and international finahsevices (IFS). Sint Maarten has enjoyed
considerable success in increasing cruise tounisivaés, boosting its average GDP growth
significantly above that of Curacao over the pastadie. Nevertheless, growth rates in both
countries have been low, and unemployment ratelighe particularly among the youth.
Population aging is a challenge in both countpasticularly for Curacao, and is generating
significant fiscal spending pressures. Sint Maaatien needs to upgrade and establish the
institutions to provide a range of services presigioeing the responsibility of the
Netherlands Antilles government.



3. Macroeconomic challenges are substantialn addition to low growth, high
unemployment, and aging pressures, the currenuatcficit for the currency union has
widened rapidly in recent years to 25% percent@PGn 2010, well above historical levels
(which averaged 3% percent of GDP over 2000-0@) cafis for dollarization (adopting the
US dollar as legal tender) or dismantling the aueyeunion have been rising in official
circles.

o Even after eliminating identifiable temporary fastosuch as increases in FDI
inflows and the breakdown of Curacao’s oil refindhe mission estimates that the
underlying current account deficit remains large\ar 15 percent of GDP.

o Pronounced weaknesses in export performance (withdountries losing export
market share in recent years), demand pressurearnisi from rapid bank credit
growth, and inadequate pass-through of recentaseein international oil and food
prices particularly in 2010, appear to be the ndzivers of the external deficit. The
pass-through mechanism has however improved sime2011.

o A complete separation of the current account ddseiween the two countries is not
possible because of data gaps, but the availabdeimt#icates that the widening is
primarily due to Curacao.

While international reserves have risen in receairy, vulnerabilities are substantial, and
strong efforts are needed to reduce the curresuatdeficit to sustainable levels by
restraining demand—including tighter monetary poby the central bank and tighter fiscal
policy—and overhauling the regulatory frameworletthance wage and price flexibility and
improve the business environment.

4, In several areas comprehensive policy responses atan advanced stage of
preparation and prompt implementation will be key. In Curacao, new tax legislation has
been passed, and measures to overhaul health degtslation, raise the retirement age, set
up an e-government system to speed up the graotingsiness licenses and permits, set up
a competition authority, strengthen competitioresudnd liberalize administered prices are at
an advanced stage. Sint Maarten has upgradedirfisrtodevelopment strategy, is
overhauling its health sector to contain costs) the process of reviewing its social system,
and intends to improve the business license amaip&amework, and to increase the
retirement age.

5. Increased dialogue between social partners is neatito foster a consensus on
reforms and boost private sector confidenceBusiness sentiment appears to be declining in
both countries, amid rising concern about the ensoc@utlook and uncertainty about future
public policies. Private sector representativelsath countries called for a structured
dialogue on reforms, involving government, businassl unions, to provide a broad social
consensus, clarity, and confidence building orréierms needed. Both governments intend



to further strengthen the dialogue through thead@@onomic councils entrenched in their
constitutions.

Recent developments

6. Following economic contractions in 2009, in the wakof the global crisis, activity
was anemic in 2010The mission estimates that in 2009 GDP contraoyetls percent in
Curacao and 2 percent in Sint Maarten, as glolaidil led to significant declines in exports
and domestic demand. In 2010, we estimate GDP grofrxbout %2 percent and zero in
Curacao and Sint Maarten, respectively. ExportSuracao declined further due to a sharp
decline in oil refinery output and continued coati@n in tourism. As a result the
contribution of net exports to GDP turned negatiaegely offsetting the impact of
strengthening private consumption. In Sint Maargerebound in cruise tourism was largely
offset by continued decreases in stayover arrivdtile domestic demand and imports
remained subdued. With lower growth, the progmessducing unemployment rates in both
countries stalled. In Curacao, the unemploymeret stdyed around 10 percent over 2009-10,
after steady declines since 2007, while, in SinaNtn, the unemployment rate stayed
around 12 percent after steadily declining sind@320nflation declined sharply during the
crisis, but has since increased with renewed dillfand price pressures. Credit continued to
outpace nominal GDP growth in 2010, and since 20884redit/GDP ratio has risen by
about 20 percentage points. Banks are profitalidecapital and liquidity buffers appear
robust, though the Non Performing Loan (NPL) rés been rising.

7. Excluding the impact of debt relief, both island ggernments run modest fiscal
deficits over 2009—-10Excluding debt-relief grants, Curacao had fiskHlcits of % percent
of GDP in both 2009 and 2010. Fiscal expendituta ft&r 2009-10 for Sint Maarten are still
unavailable, but the mission’s estimates indicesteaf deficits of about one percent of GDP
in both 2009 and 2010, excluding the impact of del¢f. As of end-2010 public debt stood
at 34% percent of GDP and 28Y4 percent of GDP im€aw and Sint Maarten, respectively.

Outlook and risks

8. Low growth is expected to persist over 2011-121 Curacao, available indicators
indicate that domestic demand is decelerating il20kely reflecting declining consumer
confidence and a tighter fiscal stance. Howevegopes appear to be growing modestly, led
by tourism—uwith increased hotel capacity and neghtlconnections—and renewed activity
in the oil refinery. In Sint Maarten, continued llees in stayover tourism have offset the
strong rebound in cruise tourism. In this contes,expect GDP to be broadly flat in both
countries in 2011, and to grow by % percent andcetégnt in Curacao and Sint Maarten,
respectively, in 2012. Alongside, unemploymentsatee expected to stay elevated. Inflation
is expected to stabilize around 2% —3% percenbih bountries. The current account deficit
is expected to improve somewhat, but remain subatan



9. But some pickup is anticipated over the medium antbng term if needed

reforms are promptly implemented. With the current regulatory framework and policy
uncertainties exerting a significant drag on agtiv\yrowth potential will be heavily
influenced by the pace of implementation of refotmgnprove competitiveness and wage
and price flexibility. Overall, the mission projeajrowth rising to about 2 percent in both
countries by 2016, still on the low side. Low exp@sto the faster growing Asian and Latin
American countries will limit upside potential it countries. And aging will weigh on
potential growth over the medium and long run. $paanstraints may also limit the long
term scope for increasing tourism, which would jpatarly affect Sint Maarten.

10.  Uncertainties to the outlook are substantial but fted downward. Growth rates

are highly correlated with major trading partngraricularly the U.S. and European
countries), which themselves are confronted witlomdownside risks to activity from
fragilities in sovereign debt markets, and the ¢y that the contractionary impact of
simultaneous fiscal tightening in several advaramahtries could exceed current estimates.
If those risks materialize, spillover effects onr&ao and Sint Maarten could be substantial.
Domestic risks are largely related to the largeeniraccount deficit and constrained policy
options for responding to shocks. Shocks to extémancing flows could potentially
generate a sharp adjustment in domestic demandramdh.With monetary policy
constrained by the peg, fiscal policy constraingdne new framework, and significant
structural rigidities, any adverse shocks couldehawnore pronounced and prolonged impact
on the outlook than currently envisaged. Upsidestisn the other hand, originate primarily
from unexpectedly strong emerging market growthtspuhich raise global growth, and the
possibility of attracting large investment project® both countries.

Policies

11.  Against this background, Curacao and Sint Maarten st seize the moment and
implement policies to mitigate external vulnerabilties, entrench fiscal soundness, and
advance structural reforms to enhance competitiverss and growth A reduction of about
10 percentage points of GDP is needed to bringitiaerlying current account deficit to
historically sustainable levels over the mediunmtefhis could be facilitated by measures to
restrain credit growth, supported by fiscal corgation. In addition, structural reforms to
generate wage and price flexibility and improvelbhsiness environment will be needed to
realize durable gains in competitiveness. Moreoslarijty is needed on dollarization and the
future of the currency union to provide investomhva stable business environment and to
avoid undermining confidence in the economy andgthler.

Monetary and financial sector

12.  In principle, the existing exchange rate peg remamappropriate, though
dollarization could also be adopted under the rightonditions. In common with the
majority of small island economies, the NetherlaAdslles, and now Curacao and Sint



Maarten, have adopted fixed exchange rate regieesuse floating typically generates
excessive volatility of nominal and real exchangies due to small markets. Either the
current peg or dollarization would continue thedition. However, dollarization, while
removing the threat of currency crisis, would gilgomanently remove exchange rate
adjustment from the policy toolkit, leaving wagealarice flexibility as the primary means to
recover competitiveness.

13.  We recommend that any plans for dollarization shoud wait until the
competitiveness and the flexibility of both econoneis have been substantially enhanced
Notwithstanding concerns about the current accdefitit, there have been no indications of
pressures against the guilder. Also, membershibarkKingdom of the Netherlands provides
an implicit guarantee against a disorderly exitrfrine peg. Thus there is no particular
urgency to dollarize. Moreover, dollarization woalldo constrain the lender of last resort
function of the CBCS. Given current weaknesse®mpetitiveness, dollarizing without first
enhancing wage and price flexibility risks lockimgprotracted low growth, with adverse
effects on fiscal sustainability and employment. &l&® see little economic rationale
currently for dissolving the currency union, asatild dampen the efficiency of the banking
sector and raise supervisory costs. There is alsk #hat continued efforts in this direction
may undermine confidence and the investment clinmab®th countries.

14.  Ensuring that credit grows slower than nominal GDPwill help curb the current
account deficit Relaxing limits on foreign investment by domestimbank financial
institutions would help contain credit growth ar@htestic demand. Under current rules,
domestic nonbank financial institutions can investmore than 40—60 percent of their assets
abroad without penalty. This has forced pensionl$uand insurers to invest large portions of
their portfolios in bank deposits. Recent globahtoil has also caused them to invest more
in local instruments. In turn, ample deposits hsti@ulated rapid credit growth, boosting
domestic demand and contributing to the currenb@atcdeficit. Incentives for lending to the
private sector have intensified with debt reliedl @he new fiscal rules, which have
substantially reduced the scope for banks to inmgstiblic debt. The mission therefore
welcomes the CBCS'’s plans to gradually relax thité. The recent increase in reserve
requirements is also a step in the right directaord we recommend further measures by the
central bank to help reduce credit growth, inclgdmgher reserve requirements and risk
weights or tougher provisioning rules.

15. The mission also urges the authorities to press af@ with plans to enhance crisis
resolution arrangements The authorities are moving towards setting upraléd deposit
guarantee scheme, which is welcome, but progresbden stalled by the discussions on
dissolving the currency union. We urge that effartthis area be redoubled, and also
recommend that to enhance its effectiveness aisia m¥solution tool it should be preferably
authorized to fund bank resolution operations (idelg by financing the transfer of deposit
books and “purchase and assumption” transactibtis3y reduce costs, and enjoy depositor
preference. We are also encouraged that othes ceisolution arrangements are in place,



including: (a) robust understandings with parefit®eign banks on the support that would
be forthcoming for distressed subsidiaries; (blearcregime with appropriate objectives
(including financial stability), tasks and poweos the official administrators of intervened
banks; (c) orderly liquidation procedures for banks strengthen arrangements further, we
recommend that clear understandings be developékomwles of the two governments in
the event that public bailout of a bank is evertemplated.

Fiscal

16. The 2011 fiscal outturns in both countries are onrack with respect to the fiscal
rules. Data on budget execution indicate that Curacaocasliieve a current budget surplus
in 2011, as savings on expenditure on goods anitesrdue to efficiencies from the
integration of Netherlands Antilles and Island @a@ government operations are realized.
Sint Maarten is also on track to achieve a balamcecent budget outcome in 2011.
Including capital expenditure, Curacao is expetbedin a balanced overall budget, while, in
Sint Maarten, significant delays in major plannefastructure spending will imply an
overall deficit of %2 percent of GDP, well below th: percent of GDP deficit budgeted for
2011.

17.  And further welcome efforts are anticipated in the2012 budgets and beyond to
ensure continued adherence to the fiscal rule§or 2012, Sint Maarten faces significant
spending pressures related to institutional bugdand substantial efforts are underway to
streamline current spending to match current resenMoreover, plans are well advanced to
set up a new national health insurance schemepratimiums and coverage adjusted to
ensure sustainability ahead of the onset of spgmnaliessures. In the case of Curacao,
pressures related to health care and pensiondraagla significant, and comprehensive
measures are planned shortly to integrate thegaétitor funds, increase the health
insurance premium, and contain costs through reigxag insurance coverage and
deductibles and reducing the rate of growth of dpgnon equipment, pharmaceuticals, and
personnel. To contain pension pressures, plansesmg developed to increase the statutory
retirement age from the current 60 years to 65eftieasures are also being considered for
the public sector pension funds in the two coust(®&PS and AP), such as reducing the rate
of accrual of benefits and redefining the pensiasebover a longer time period.

18. In our view, fiscal tightening of some 2-3 percentf GDP is needed over the near
to medium term to support the efforts to reduce thecurrent account deficit. Given the
relative size of Curacao and data suggesting tiprimarily responsible for the widening

of the current account deficit, the bulk of theusdinent will need to come from Curacao. As
noted above, significant tightening is already exed in Curacao for 2011, which is a step
in the right direction. In addition to efforts torttain aging and institutional buildup-related
pressures, areas that could be targeted in tlug @ftlude social benefits, goods and
services, and wages. Social benefit spending iacauar is substantial and could be better
targeted. Scope for savings on expenditure on gandservices arising from synergies from



the merger of Netherlands Antilles and Island Caoagovernments appear substantial, given
pronounced under-utilization of budgeted amountsHis category in the 2011 budget. And
public sector wage moderation would strengthen aladetion efforts while also providing a
strong signal for private sector wage restrainSilmt Maarten, scope for reducing
expenditures appears limited, given institutiorsgdgy However, tax reforms as well as
compliance increasing measures being developedikely need to be moderately revenue
enhancing.

19. Public debt appears sustainable in both countrieswer the medium term,

assuming continued adherence to the fiscal rule$hanks to debt relief, debt-GDP ratios
are relatively low. Our projections, assuming caugid adherence to the fiscal rules, indicate
that for Curacao, the debt ratio is on a slightiglthing path over the medium term, while,
for Sint Maarten, debt rises temporarily in therrteam on account of substantial public
investment but stabilizes thereatfter.

20. Comprehensive tax reforms, which will help enhanceompetitiveness by
reducing rates on labor and profits, are being prepred in both countries Rebalancing
from direct to indirect taxes would also suppoddarctive activity and moderate
consumption, thus contributing to a reduction @f timderlying current account deficit.

o New legislation in Curacao envisages revenue-nkengti@ams that broaden the tax
base, raise the sales tax rate, and lower peraadatorporate income tax rates.
These are commendable and move in the right dineciVe are also encouraged by
the authorities’ intentions to go further in threa along the lines recommended by
the 2009 Technical Assistance mission of the IMAstal Affairs Department, which
proposed a corporate tax rate at 20 percent, fhmtome tax rate at 35 percent, and
a VAT at 10 percent.

o Tax policy reform in Sint Maarten also aims to lotea the tax base, shift from direct
to indirect taxes and moderately increase ovexalrévenue. We recommend that the
timing of implementation of reforms be brought fang as much as possible. Given
the shared border with the French side, synchrtiaizaf tax policy on both sides
would be critical to avoid arbitrage across bordstsmbership in the Caribbean
Regional Technical Assistance Center (CARTAC) waqurlolvide useful technicall
assistance in this endeavor.

Structural reform

21. Deep structural reforms are needed to enhance pricend wage flexibility and
improve the business environmentWith a currency peg, domestic price and wage
flexibility is the primary channel by which the emmy adjusts to shocks and sustains
competitiveness.



o Labor market legislation and regulations shouleberhauled in both countries, as
intended, to substantially enhance wage flexihilihg ease of adjusting company
workforces, and incentives for job search. This ldaiso help reduce the
proliferation of short-term contracts and the geegnomy.

o The business licensing and permit regimes shostul la¢ substantially streamlined,
as decided by both governments, so that the pra¢dssming new businesses
becomes timely and predictable.

o The widespread use of administered prices shoufthbsed out and replaced by
strong competition legislation, as planned. In &ddj pricing of petroleum products
should continue to be adjusted on a monthly badise with international prices to
stimulate appropriate demand responses and minioszes in public utilities.

o Measures to increase the efficiency of public tigi and strengthen the corporate
governance of public enterprises would also helprave the business environment.

We also suggest that tri-partite processes, innglgovernment, employers, and workers, be
strengthened to facilitate regular consultation emalsensus of all major stakeholders in the
structural reform process, as has been done sdltgss many countries including the
Netherlands and Aruba.

Other

22.  We would like to stress that there is an urgent nekto upgrade the statistical
infrastructure . Data gaps are substantial, representing a ssgnifimpediment to
macroeconomic diagnosis and policy-making in bathntries. For example ominal
expenditure-side national accounts data have rest pablished since 2006, and there are no data
on deflators or real GDP. Data on fiscal expendg&uor Sint Maarten are not available as yet for
2009-10, complicating the assessment of its figolity. Moreover, data on the operations of the
Netherlands Antilles central government in 2010lmnéed, impeding a proper assessment of
the degree of fiscal tightening in the currencyoanin 2011. Fiscal reporting standards still

need improvement. Estimates of individual islandent account deficits are subject to
significant margins of uncertainty, as some impddstined for Sint Maarten are booked as
Curacao imports.

23.  The mission is grateful for the high quality and ognness of the discussions, and
for the cooperation and hospitality received from he Curacao and Sint Maarten
authorities and private sector.



