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SALUTATIONS:

If | am asked what is the state of the economy, my simple answer would be that the
economy is strong and that our economic prospects are excellent. My qualification
would be, however, that we face several challenges to ensure a sustained and
balanced development that would provide a steady improvement in the standards of
living for all citizens.

In this short presentation, | would like to give a snapshot of the state of the
economy. As | go along, | will also like to touch on some of the challenges that we
face in our march to achieve a meaningful transformation.



Figure 1

Selected Economic Indicators

2001 2002 2003 2004

Real GDP Growth (%) 4.3 6.8 13.2 6.2
Energy Sector (%) 5.6 13.5 31.2 10.5
Non-Energy Sector (%) 2.8 3.4 3.8 2.9
Inflation: annual average (%) 5.5 4.2 3.8 3.7"
end of period 3.2 4.3 3.0 5.6
Unemployment Rate (%) 10.8 10.4 10.5 8.6%*
In per cent of GDP
Fiscal Balance -0.1 0.3 1.4 2.1
External Current Account Balance 4.7 0.6 9.3 13.0
Central Government External Debt 17.7 17.7 15.0 13.1
Central Government Domestic Debt 18.7 19.6 15.8 15.9
Net Official Reserves (US$M) 1,585.5| 1,907.4|2,241.9| 2,975.5

First, on the screen you can see a snapshot of the evolution of the main macro-
economic indicators over the past four years.

Figure 1: Selected Macro Economic Indicators

Real GDP growth is projected to be about 6.2 percent of GDP in 2004, not
unexpectedly, in large measure, because of the continued strong performance of
the energy sector. Specifically in 2004, growth came from an increase in the
production of natural gas and LNG and from an expansion of the petrochemical
sector (N2000 plant and Atlas Methanol began production in 2004). (The unusually
high rate of growth (13 percent) in 2003 represented the start of production of the
Atlantic LNG Train 3.



FIGURE 2
PRODUCTION OF SELECTED ENERGY SECTOR COMMODITIES

2001 2002 2003 2004
Crude Oil Production (000 bbs) 41,374 47,685 50,192 44,985°
S(fjvzrlgg?‘(zggg t‘)bza)'[rels of oi 104,406 | 119,879 172,017 190,404
(C(:tht)jgit?s i; - barrels of oil equivalent 145,780 | 167,563 | 222,209 235,389
Petrochemicals (000 metric tonnes) 6,621 7,446 7,849 8,754
LNG Production (m® 6,579,943 | 9,611,772 | 19,077,668 | 23,154,178

You would note that growth in the non-energy sector has lagged (averaging around
3 percent a year over the last four years). | would return to this later.

Inflation has generally remained subdued 3-5 percent. Inflationary pressures
increased in the second half of 2004 and that accounts for the increase in the retail
price index, on an end of year basis, in 2004. The rise was due to higher food
prices partly related to temporary factors (such as adverse weather conditions) and
partly to a rise in the import prices of certain staples.

+ Still focusing on the broad macro-economic indicators, the data compiled by the
CSO, suggest that unemployment has fallen into single digits (around 8.5 per cent)
after hovering at between 10 to11 percent for some time.

» Like with the growth indicators, the predominant influence of the energy sector is
largely responsible for:

the strong fiscal performance (with the central government registering
overall fiscal surpluses averaging 1.5 percent of GDP over the past two
years;

the sizable external current account surpluses which have average a
whopping 11 percent of GDP over the past two years; and

a doubling of our external reserves position from around US$1.5 billion in
2001 to US$3 billion in 2004.



Economic Contribution of the Energy Sector
(in percent)
2001 2002 2003 2004

Energy Sector Share in:
Gross Domestic Product 28.3 27.8 34.8 341
Employment 3.0 3.3 3.3 3.4
Government Revenue 36.6 31.1 38.7 371
Merchandise Exports 78.2 75.9 83.3 85.8
Memo Item (US$Mn):

Foreign Direct Investment 776.8 684.3 583.1 972.7

The overwhelming influence of the energy sector in our economy is illustrated in
Figure 3.

Economic Contribution of the Energy Sector (in percent)
* You would notice from this table that the energy sector now accounts for:
about one-third of real GDP;
about 37 percent of government revenues;
more than four-fifths of total exports receipts, but unfortunately
only about 3 percent of total employment

This heavy dependence on the energy sector, carries risks and makes the entire
economy vulnerable to a slump in prices (as we know all too well following our
experience in the 1980s).

| should note, though, that we are now talking about a more diversified energy
sector where the earlier predominance of crude oil production, has given way to
that of natural gas and petrochemicals. [Some critics see this diversification as
misleading since the prices of our limited range of energy exports are positively
correlated so that there is limited room to diversify price risks].



Figure 4
Non Energy Sector Growth Rates
gy (per cent)
2000 | 2001 | 2002| 2003| 2004

Non-Energy 5.5 2.8 3.4 3.8 2.9
Agriculture -2.4 8.7 6.0 -18.0| -20.2
Manufacturing 6.0 9.8 4.6 5.0 6.6
Services 5.6 1.9 3.1 4.2 2.9
of which:
Construction and Quarrying 7.6 10.3| -16.0 6.7 9.0
Finance, Insurance & Real Estate 12.4 0.8 12.0 7.1 1.7
Electricity and Water 5.5 4.1 7.9 3.8 2.8
Hotels and Guest Houses -10.2 9.7 -11.1 -11.3 59
Distribution and Restaurants 5.9 -2.8 1.3 2.0 2.2
Transport Storage and

Communication 8.9 7.7 9.9 5.8 4.4
Education and Cultural Services -0.8 -0.1 2.4 4.2 0.8
Source: CSO

The Non-Energy Sector

As | said, the non-energy sector has been languishing over the past few years
growing at an average rate of about 3 percent a year since 2001.

« Construction and some services have been the leading non-energy sectors (a
typical but worrisome pattern in resource-based economies — the dutch disease
phenomenon).

* The manufacturing sector has shown steady growth based on the domestic
market and on CARICOM. The dependence on CARICOM has been critical for our
manufacturers though it is a small market and these economies have been subject
to pronounced income fluctuations in recent years.

* The agricultural sector has shown a chronic decline which has been
exacerbated, (hopefully temporarily) by the scaling down and restructuring of the
sugar sector.



Figure 5
Sectoral Distribution of Employment (2001 — 2004)
(in thousands)

Jobs Created
2001 2002 2003 2004 2001-2004

Goods-Producing Sector (excluding
Petroleum & Gas) 172.7 | 168.3| 167.2 173 0.3
Agriculture 40.1 36.1 314 25 -15.1
Petroleum & Gas 16.5 17.2 16.1 19.1 3.6
Manufacturing 539 56.6 55.8 594 5.5
Construction 71.2 69 72.6 81.2 10.0
Water and Electricity 7.6 6.6 7.4 7.3 -0.3
Services Sector 324.2 | 338.2 348.9 363.4 39.2
Transport, Storage & Communications 38.9 41.8 41.6 40.3 1.4
Wholesale & Retail 89.8 94.5 99 101 11.2
Community, Social & Personal Services 154.5| 158.1 163.3 175.6 21.1
Finance, Insurance & Real Estate 41 43.7 45 46.6 5.6
Not Classified 1.5 1.6 2.1 1.0 -0.5
Total Employment 514.1| 525.1 534.2 556.3 42.2

Source : CSO
Employment

If we look at the sectoral evolution of employment, we also see a similar pattern.

Over the past four years, employment growth has been fastest in community, social
and personal services, in the distributive trades and in construction. There has
been a modest increase in employment in manufacturing and a substantial decline
in employment in the agricultural sector. Clearly, the sustainability of this pattern of
employment generation is open to question.



Figure 6
Central Government Fiscal Operations!
(in per cent of GDP)
2002 2003 2004 Budget
2005
Total Revenue 251 253 28.7 29.0
of which:
Energy Sector 59 9.3 10.8 12.4
Non-energy Sector 19.2 16 17.9 16.6
Total Expenditure 25.7 23.9 26.6 27.3
Current Expenditure 24.5 22.8 24.4 251
Capital Expenditure 1.2 1.2 2.2 2.3
Overall Surplus/Deficit -0.6 1.4 21 1.7
Non-energy Deficit -6.5 -7.9 -8.7 -10.7
1. Fiscal year runs from October 01 through September 30

Fiscal Developments

As you know, fiscal policy is a principal instrument of transformation in our energy-
based economy. In Trinidad and Tobago, fiscal policy influences the transformation
process in several ways, but principally through:

the level energy tax collections;
the level and quality of expenditure; and
the overall budgetary balance and its financing.

Figure 6 gives a summary of the central government operations over the past four
years.

Over the past two years, the central government’s budgetary operations have
registered overall surpluses averaging 1.8 percent of GDP. These surpluses have
permitted transfers to the interim Revenue Stabilisation Fund amounting to
US$279.4 million in the two-year period.



Figure 7
Government Expenditure

(Percent of GDP)
1999/ | 2000/ | 2001/ | 2002/ | 2003/
2000 2001 2002 2003 2004
Current Expenditure 21.2 22.1 24.5 22.7 24.4
Wages & Salaries 6.1 6.9 7.6 6.9 6.7
Goods & Services 2.3 2.8 3.2 3.0 3.3
Interest 5.0 4.2 4.4 3.8 3.3
Transfers &
Subsidies 7.7 8.3 9.4 9.0 11.0
Capital Expenditure and
Net lending 2.3 1.7 1.2 1.2 2.2

If we look at Figure 6 we see that tax collections from the energy sector in terms of
GDP will have doubled between FY 2002 and the current budget year. And this is
so, despite the widely-acknowledged fact that natural gas production which has
become the mainstay of the energy sector is not being adequately taxed. It is also to
be noted that tax collections from the non-energy sector have declined significantly
(by 3 percentage points of GDP if we include the projections for the current year
budget). Reversing this decline is one of the many fiscal challenges we face.

The increase in central government expenditure in terms of GDP has been relatively
moderate. The bulk of the increase has, however, been on current rather than on
capital expenditure of the kind that increases productive capacity. In general, there
are real questions about the quality and allocative efficiency of government
expenditure. In the last two years, Government has begun to sharply increase its
expenditure on education and health.

You could also infer from the table that the high energy tax collections are masking
an underlying imbalance as reflected in an increasing non-oil fiscal deficit. This
deficit has risen from 6.5 to 10.7 of GDP.



Figure 8
Public Debt and Debt Service

(in per cent of GDP)

Fiscal Year
2001 2002 2003 2004
Gross Public Sector Debt 55.0 59.3 55.9 52.7
of which:

External 17.7 17.7 15.0 13.1
Central Government Debt 37.1 37.3 33.8| 31.0
Contingent Liabilities 18.0| 22.0| 22.1 21.7
Crema Dot S (poront o0t | 156 1a0| 4| 57

Public Debt

Of course, the central government budgetary accounts only cover a part of the
Government’s fiscal operations. Spending on behalf of the Government is also
carried out by statutory authorities and state enterprises. The net impact of the
operations of these entities (principally the statutory bodies) is reflected in the public
debt statistics through the accumulation of “contingent” liabilities.

Thus you would see, for instance, that while, from fiscal year 2000 central
government debt has declined sharply in terms of GDP — from 42 percent of GDP to
30 percent of GDP, the Government’s contingent liabilities have increased from 12
percent of GDP to 22 percent of GDP. This is a major fiscal challenge — the reform
of the relevant statutory bodies.

In terms of overall debt management, public debt has been reduced from the
equivalent of 59 percent of GDP in 2002 to 51 percent of GDP in 2004 because of
the reduction in central government debt. Within this level, our external debt is at a
very modest 12 percent of GDP.

Central government debt service now consumes 12 percent of total government
expenditure : this is a marked improvement from a level of 21 percent in 2000.
External debt service now accounts for a mere 5 percent of exports of goods and
non-factor services.



Figure 9
Financial Sector Indicators

Dec-01 Dec-02 | Dec-03 Sep-04
Deposits by Private Sector/GDP(%) 35.1 37.1 32.9 32.3
Credit to Private Sector/GDP(%) 28.3 30.5 27.8 29.7
Non Performing Loans/Total Loans(%) 3.2 3.6 2.0 2.4
Capital Adequacy Ratio 19.5 20.6 20.3 23.3
Aggregate Mutual Fund Value (TT$M) 9,096 | 12,305 15,997 | 22,791
Deposits by Private Sector (TT$M) 19,284 | 20,527 21,759 | 22,490

The Financial System

The indicators shown in Figure 9 point to the rapid evolution and the increasing
robustness of our financial sector.

The table show that the ratio of bank deposits to GDP has declined since 2002,
even as personal incomes have increased sharply. It's a clear indication that
individuals are diversifying their financial savings. It is interesting to note for
instance that while in 2000, the aggregate value of mutual funds was about one-
third the level of bank deposits, by the end of 2004, savings in mutual funds were
roughly the same level as bank deposits. Obviously, the low interest rate
environment has contributed greatly to this trend.

As regards the macro-prudential indicators, of the financial system one can note the
very low level of non-performing loans; and high risk-weighted capital ratios. The
Trinidad and Tobago financial sector has acquired extensive holdings throughout
the Caribbean region. Trinidad and Tobago has certainly become the financial
center of the Caribbean.



Figure 10
Summary Balance of Payments

(US$ million)
2001 2002 2003 2004
Current Account 409.1 66.8 1,081.60 1,488.10
Exports 4,227.50 4,033.60 5,958.00 6,363.20
of which: Non Energy Exports 868.8 892.9 827.8 773.9
Imports (3,603.5) (3,555.8) (4,283.1) (4,917.5)
Other items (net) (214.9) (411.0) (593.3) 42.4
Capital Account 61.5 -17.9 -747.4 -754.1
Foreign Direct Investment 776.8 684.3 583.1 972.7
Other (715.3) (702.2) (1,330.5) (1,726.8)
Overall Surplus 470.6 48.9 334.2 734

Balance of Payments

As noted earlier, the phenomenal strength of the balance of payments is largely
attributable to the performance of the energy sector.
energy sector exports receipts have risen by more than one-third, since 2001, non-

energy exports have languished.
Figure 10

According to the preliminary trade data, non-energy exports in 2004 were about 15

percent below the level of 2002.

Import growth has been quite buoyant over the last two years, and apart from the
rise in capital imports related to Train 1V, the partial indicators suggest a sizable

increase in consumer imports.

Thus, while the value of




Figure 11

Selected Capital Outflows
(US$ Millions)

Forei Bond Placements
oreien Total
Acquisitions | Sovereign | Other | Total
2000 25.2 30.0 - 30.0 55.2
2001 58.1 39.6 166.7 206.3 264.4
2002 105.9 70.1 - 70.1 176.0
2003 200.0 177.8 368.2 546.0 746.0
2004 254 230.4 196.9 427.3 452.7

On capital account, for decades we have been a recipient of sizable direct foreign
investments in the energy sector. The construction of Train IV has meant a large
increase in such investments over the past few years. More recently we have
begun to have sizable concerted outflows on capital account.

Figure 11 provides data on some identified capital outflows. It shows, for instance,
that foreign currency bond placements in the local capital market, as registered by
the SEC reached US$500 million in 2003 and have remained high in 2004. These
outflows also create pressures in the foreign exchange markets.

A few words on the exchange rate and export competitiveness.

The poor performance of non-energy exports raises questions about the
competitiveness of the export sector. However, the available evidence is not
conclusive either way.



CHART 1
Real Effective Exchange Rate

Trade Weighted Real Effective Exchange Rate
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Data on the real effective exchange rate show that much of the real appreciation
that occurred in the period 2000-02 has been reversed (Chart I). The TT dollar has
also been depreciating against both the pound sterling and the Euro.

On the other hand, the World Bank’s Global Competitiveness Index (which takes
into consideration the macroeconomic environment, the quality of public institutions
and technology) shows that Trinidad and Tobago’s competitiveness ranking has
slipped.

| should note that (admittedly unscientific) survey suggest that exporters do not
believe that the level of the exchange rate is an impediment to export expansion.
They cite other factors.



Figure 12
Selected Medium Term Indicators

2005 - 2007
Growth in Real GDP (%) 6.0-7.0
Inflation (%) 4-5
Unemployment Rate (%) 7.0-8.0
Annual BOP Surplus (US$Mn) US$500-700 mn
Current Account (US$Bn) US$1.0 - US$1.5

Let me end with a few words on our medium term prospects and main challenges.

You are all fully aware of the very favourable prospects for the energy sector both in
terms of increasing gas production and the further development of the downstream
energy sector, as well as the prospects for increasing crude oil production. These
factors should ensure strong GDP growth and a robust balance of payments even
after energy prices return to more normal medium term levels.



The Main Challenges

* Increasing Value added from our energy wealth
— Increasing the value chain

— Boosting the fiscal contribution from our gas resources

* Reducing reliance on the energy sector

Expanding traditional manufacturing activities

Exploiting comparative advantage in culture tourism and financial

services

New areas such as high technology services

Intensified small business development

What are the main challenges we face?

Our first challenge is to increase value-added from the energy sector,
(consistent with optimum long term development of the sector).

* Already important steps are being taken “to increase the value
chain” for example, through local fabrication of drilling platforms:
(there are other examples)

. Secondly, the Government is considering a revision of the energy
tax regime to increase the fiscal contribution from our gas
resources while continuing to provide incentives for investment
and exploration in the sector.

We are also in pursuit of economic diversification concentrating on the
sectors identified on the screen - (traditional manufacturing, tourism, high
technology services and small business).

| also think we should increase our focus on agriculture.



Challenges for the Financial Sector

« Reform of existing financial sector legislation in
line with international best practices

» Improve financial sector regulation

« Establish more effective mechanisms for
financing priority sectors such as small business
development; intensified efforts to expand our
equity markets as a source of long term
financing

The government has adopted a white paper on financial sector Reform and we are
well on the way to doing these things.



Other Important Challenges

« Upgrading our economic and  social
infrastructure

* Institutionlisation of the Revenue Stabilisation
and Heritage Fund to be used for fiscal
stabilisation and to ensure that some of the
energy rents are saved for future generations.

» Improving external competitiveness.

These areas present particular challenges:

Firstly, upgrading our economic and social infrastructure (and improving public
services) in health, education, public utilities, transportation. One cannot over-
estimate how critical this is to raising our productive capacity as well as our social
welfare.

Secondly, the Government has indicated its intention to bring legislation on the
Revenue Stabilisation Fund to Parliament during this fiscal year.

Thirdly, improving external competitiveness in the non-energy sector. As
mentioned earlier, some indicators suggest that we are actually becoming less
competitive at a time when the FTAA is around the corner. Wage restraint,
education and training to increase productivity and lowering the cost of non-
tradables (such as utility rates, port charges etc.) will help in this regard.



Conclusion

* Our ample energy resources and the decisions we made
several years ago to promote down stream development
have given our country a solid and enviable economic
base.

* Our challenge is to maximize use of the economic rents
to develop the domestic sector in the interest of
sustained economic and social development.

e The stabilization and structural reforms undertaken in
the early 1990s have strengthened our economic
fundamentals. We need to continue to build on these
foundations.

* The current period of high energy prices is Froviding us
with much needed space to accelerate the reform process
and to make the necessary structural changes.

* It's a question of seizing the moment

CONCLUSION

Our ample energy resources and the decisions we made several years ago to
promote down stream development have given our country a solid and enviable
economic base.

Our challenge is to maximize use of the economic rents to develop the domestic
sector in the interest of sustained economic and social development.

The stabilization and structural reforms undertaken in the early 1990s have
strengthened our economic fundamentals. We need to continue to build on these
foundations.

The current period of high energy prices is providing us with much needed space to
accelerate the reform process and to make the necessary structural changes.

It's a question of seizing the moment.



