° GrantThornton

EconomicCompetitiveness
Issues of PEI Tourism
Operators

Submitted ta

The Tourism Industry
Association of PEI
(TIAPEI)

Submitted by:

o GrantThornton

August 2009



Q GrantThornton

Table of Contents

EXECULIVE SUMMALY......ci it e e e e e e e e e e e e e e e e e e e e e e e e enanes 1
INEFOAUCTION L. e e e e e e e e e e e e e e e e e e e e e e e e e amrnannn e 4
Economic IMportance Of TOUIMSIM......ccooiiiiiiiieiie e 5
Global DUMSM TrENAS ......uiiiiiiiiieee e eaereeees 5
Maritime Provinces TOUriSM TrendsS...........ciierriiiiiiiiiiiieeeee e 6
Prince Edward Island Tourism OVerVIEW..........ccoeeeeeeeieiiiiiieeeeeeeeeeeeeeeeee 7
Changing Travel Markets...........coooiiiiiiiiiiice e 8
ECONOMIC OVEIVIEW.....ccciii et e e e e e e e e et e e e e e e eeeeeeeeanans 9
International ECONOMIY...........uuiiiiiiiiii e 9
The CanadiaBECONOMY...........cceeeiiiiiee et 10
Prince Edward Island ECONOMY..............cooiiiiiiiiiiiiieeeeeeeeeev s 11
\Y[=]1gToTe (o] (o]0 VA< A0S ToTo] o[NP 13
Overview of Main Economic Competitive Issues ldentified...............cccovvvvvenens 15
1= - U1 o R UPPRRPPPRR 16
= 10T 10 | PP PP PPPPPP 24
1T 0 )Y O 0] £ PP 30
Regulationsand Access to Capital........ccccceveeeiiiiiiiiiieieeeeeeeeeeeeeeeeeeeeee e 34
Impact on PEI Business in Switching to HST..........ccoooii i, 41
Overview of Other Competitive/Comparative ISSUES............coovviiiiiiiiiimiiiniiiinnnns 49
(@] o 115 o] o 1< PP 61
[T oT0] 3 11 F= T o F= 11 0] o =S 62
Y o] =] T [T =S RRRPRPPPPPPPPN 63
Appendix A Interview QUESTIONS........cooiiiiiiiiiiiiii e 63
Appendix B BiblIOgraphy............ceeiiiiiiiiiiiieceeee e 66

Appendix & Lettersof Support for HST.......coooiiiiiiiiii e, 70



Q GrantThornton

Executive Summary

The Tourism Industry Association of Prince Edward Island (TIAPEI) is a rhasdwer

association and was officially formed in1980L ! t 9L Qa YA &aaAz2y Aa (G2 LINRY2I
tourism industry in Prince Edward IslafREI). Tourismon PEturrentlyrepresents 6.88% of

GDPaccording to the Provincial Department of TourisResults from thevisitor exit survey

prepared by he Tourism Research Centkthe University of ince Edward Islanfbr the

period betweenJuly 1, 2007 to June 30, 2Q@Bowtotal direct expenditures by visitote PEI

exceededb314 million helping tourism taankamong the pre@ince® topeconomic sectcs.

In the period of May to July 2009, TIAPEI commissioned Grant Thornton to undertake research

into economic competitiveness issues affecting the PEI tourism industry. The focus of the

research was to provide a clear picturo 0 KS YIF Ay AaadzsSa FFFSOGAYy3a tolL
relates to the provinces of Nova Scotia and New Brunswick. The goals of the project included:

¢ 9y 3aAF3AAYyI AYyRddzZAGNE LI NIAOALIYG&A Ay RA&OdA&AAZ2Y.
competitiveness

9 Independent review and analysis of competitiveness brought forward from the
interviews

1 Within the Maritime Provinces, compare the economic competiveness of PEI tourism
businesses in the areas of energy, labour, regulation, taxation and other convgarati
issues.

9 Assess the impact a harmonized tax system woaltlton the PEI Tourism Industry.

The research was conducted in two stages:

Primary Research

This stage of researchviolved an interview process conducted between May and July 2009 with
industry stakeholders. The Tourism Industry Association of PEI compiled a list of potential
interview candidates for this study, and communicated to these individnadvancealetter
prepared byGrant Thornton advising them of the study and asking for their cooperation.

Over thirty TIAPEI members and industry leaders were invited to participate and more than 60%
of those invited participateavith over 30 hours of onen-one interviavs conducted. The

interview questions were created from information provided by TIAPEI to the consultant and

the extensive secondary research in the area of tourism competitiveness across Canada and
international destinations.
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Secondary Research

The gcondary researcimvolved an irdepth review and analysis ofaterialsrelevant to the PEI
tourism industry, competitiveness issues in the tourism industry, tremithe economics of
the industry. The researaocumentsreviewed were substantial and gnificant andare listed

in AppendixB. The key competitive and comparative areas identiigthe secondary research
and discussions with TIAPEI officiaése:

I Taxation 1 Labour

1 Energy 1 Regulation and Access to Capital
9 Access f Customer Value

1 Marketing 1 Product

9 Research and Evaluation 9 Sustainability

1 Visitations and Seasonality

The finding on theseeleventopics are covered in detail in the body of the studyrant
Thornton conducted additional analysis of hypothetical business cases to betier how
current tax polieesimpact business competitiveness.

For clarification, the concept @bmpetitive analysigersus comparative analysis for Prince

9RgINR LaflyRWa (2dz2NRAY A yCodgeitivemnalisis féelatesS3Sy RSTFA Y ¢
tourism infrastructure, quality of management, workforce, input costs, government policies and

business climateComparative analysi®lates to characteristics such as climate, beautiful

scenery, attractive beaches, wildlife, history and culture.

Thisdocument is the culmination of the research. The conclusions taken from the research and
analysis are as follows:

1 The biggest burden on capital investment in PEI is the application of the provincial sales
tax. PEI tourism operators face a 10.5% taxhair tcapital investments while their
counterparts in Nova Scotia and New Brunswick are able to have their HST rebated as an
input tax credit.

1 Operators believe the current PST system adddirect business cost, reduced
reinvestment in their business, daced access to capitahd additionabdministrative
burden m their business A HST system would allow small businesses to see their sales
tax compliance costs cut in half, and elimimagles tax on business inpwigichwould
spur investment and prodttivity within the province.

1 Operators believe there is a need to improve the product offered and make additional
investments to enhance some tired tourism products.
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9 Industry support programs exist provincially and federally for small to mediaed
operators and noffor-profit associations; however, there appears to be a void in large
scale funding for major investments in the industry, specifically as it relates to product
development.

9 Electricity rates for commercial/general service customers InaREsignificantly higher
than those in the neighbouring Maritime Provinces, and Islanders pay more for gas due
to regulation.

1 Experts predict huge labour shortages throughout the tourism industry. PEI is already
experiencing a shortage of tourism workeand the situation is expected to get worse.

The recommendations of thetudyfor PEkourismoperators based on the primary and
secondary research and the conclusions therein are as follows:

1 Harmonization of the PST with the federal GST would grbatigfit the tourism
industry on PEI and level the playing field with its Maritime counterpd\itsva Scotia
and New Brunswick witnessed increased capital investments without significant impact
on consumesCpricesafter the HST was implemented in 199MAPEEhould continue
to lobby the provincial government to follow the other Atlantic Provinces and now
Ontario and BritistColumbia into a harmonizedkestax system.

1 A critical path should be created and implemented to educate industry, stakeholders
and associations on thdifferent taxationsystemsand the benefits that are provided to
businesses on a HST system.

9 The tourism industry of PEI is suffering from a tired tourism product that needs to be
refurbished. A federal and/or provincial fundipgpgram providing largscale funding
for major investments or reinvestments in the industry is required, specifically as it
relates to product development to ensure PEI remains at a competitive advantage.

1 To enable PEI small busineggratorsto remaincompetitive in regards to energy costs,
PEI should take action amebrk to make changes to the existing policy on Small General
Class Service fetectricity, asn the casestudy forNova Scotia electricity policy changes
in 2003, in which the cost to sdusinesses would be similar to residential customers.

9 To ensure PEI has adequate numbers of well trained employees to meet the demands of
the tourism industry, the provincial and federal governments and the tourism industry
mustwork together to develop an action plan to meet the anticipated demaridss
plan should involve a number of training and educational institutions, (e.g. ATHI) and
work cooperatively with TIAPEI and their existing human resource and training
programs.
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Introduction

Tourism is a key industry férince Edward Islandndcurrentlyrepresens 6.88% of provincial
grossdomesticproduct. Tourism has also become a global marketplaoce dobalizationhas
meanta dramatic increase in the number of destinatavailable tovacationers.Not only is
PEI competing with its maritime neighbourtss competingwith hundreds of international
destinationsthat will continue to grow imumber inthe future. PEI needs to benore
committed andan aggressive participant in this global market.

This report was commissioned by TIAPEI to study the business competitiveness issues facing
tourism operators on Prince Edward Islar@ompetitiveness is a broad concept, which can be
observed from differenperspectives; througproducts companies or branches of the

economy. The ultimate goal of competitiveness is to improve the real income of the economy.

Thiscompetitive analysis consisted of fotmmponents:

1. Engage industry participants and represeitas in discussions on what factors are
FFFSOGAYa GKSANKktOoOLQa O2YLISGAGAGSYySaa

2. Research and analysis on competitiveness issues brought forward from roundtable
discussionsincluding a review of industry information held by TIAPEI and ACOA relating
to competiveness issues.

3. Compare PEI tourism business economic competiveness across the areas of energy,
labour, regulations andaixation with that of the otheMaritime Provinces

4. Assess the impact a harmonized tax system (HST) would have on the PEI tourism
industry.

Tourism Prince Edward Island/John Sylvester
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Economic Importance of Toumns

Tourism is the fastest growing secfiarthe world economy.Travel is one of the most resilient
industries, quickly recovering from past shocks and one of the first things people want to
indulge in when the economic conditions improve.

According to the World Tourism Organization (WTQO), world tourism grewObtis 2007.

This was preceded by 5.3% growth in 2006 and 5.5% growth in ZB@SWTO reports that
I2PSNYyYSyia 2F RS@GSt2LIAy3a O2dzy iNASa KI @S 06S02YS
job creation, social and economic development, foraigrestment and the creation of

financial reservesThey have responded with significant investments in tourism infrastructure

in countries stretching from Asia to the Middle East, Africal Central and South America.

Subsequently, there are more exotind diverse destinations and experiences available to

travelers.

Developing countries are making significant inuests in tourism infrastructureThese
destinations are developing strategic alliances with airlines, hotel chetins

The market offesmore diverse destinations with new and unique experiences being offered to

travelers.a y& 2F (GKSaS LINRPRdzOGA INB Fd FGdNF OGABS 4Ll
Consumers are demanding more value for money, with focus on quality for sendgar@duct

offered along with the uniqueness of the product

There is a change in consumer behavidife are now faced with aging populations who do not
necessarily have the same historical travel patterfisere is a shifrbm weeklong vacations to
several minibreaks or vacationsWith advancedn technology thetravel product is readily
availableonlineto research and bookThis preference for shorter, more frequent trips places
additional pressures on industry to generate new visitations verspeaat visitations.

¢C2RIF@Qa GNI @St SNJ KI a I ofprodyctaniBéndcésRnd s endingt® T2 NJ |j dzl
shift from rural destinations to urban center$here is also a strong shift of travelé&escoming
environmentally conscioygarticularlywith European travelers.

There is changing consumer interest when it comes to travell@@nsumers are demanding
something new, different and unique that will be memorable and inspirifigese new and
unique products are shifts towards immersion ageriential tourism providing travelers with
active andhandson experiences to enjoy.

Economic Competitiveness Issues of PEI Tourism Operators Pageb
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According to StatistexCanadaas an economic enginéurism generates4,8billion in export
revenues for governments and 100®fbbs for Atlantic CanadianWhen expressed as a
percentage of GDP, tourism contributes significantly more to the economy of Atlantic Canada
(5.3%) than it does on a national economic level (2.5%).

Although tourism continues to grow globally, tourisedated activity in Atlantic Canadbeaked

in 2002. Between 1996 artD02, tourism related arrivals increased by 38% and revenues grew
by 64%.Since 2002however arrivals have declined by 12% while revenues grew by only 1%.
This trend is the same acrodee country.

The decline in visitation was not equally dispersed among the Atlantic ProviBapported by
strongMeetings, Conventions and Incentive TrawC(T and cruise ship visits, direct air access
andits unique natural environmentvisitation to Newfoundland and Labrador increased by 12%
between 2002and2008. Nova Scotjaupported by its direct air access and sea access links and
strong urban productreported a margial decline in visitatiopwhile Prince Edward Island and
New Bunswick eported the most significant declines.

CNRY | NBIAZ2YLI{ LISNA LIS Gieknigd Tips toCanhdjan dedditionsl y | Rl W& 2
has also declinedln 2002, the region enjoyed a 9.2% share ofdkierall trips taken by

Canadiango Canadin destinations.By 2006the market share fellto 7.7%¢ KS NB3IA 2y Qa &Kl
of overnight trips to Canada by Americans has also declined from 5.1% in 2002 to 4.4% in 2006.

¢KS NB3IA2YyQa AyloAfAade (G2 SEGSYR andksSourisd dzZNA aY &S|
products and experiences, less competitive tourism infrastructures, lower tourism technology

adoption ratesand shifts in consumer demand to urban tourism experiences are significant

contributors to the Atlantic Provinc€loss of tourisncompetitiveness.
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Second only to agriculturehé tourism Indwstry in PEI remains a potentiaigh growth gctor
that can offer distinct cultural, social and econoranefits to the Island.

According to the PEI Tourism Exit Survey in 2@Qighly 225,000 travel parties visited PEI
during the period from June 27 to September. 30 these, 85.%were from other Canadian
provinces, 9.8from the Unitad States, and the remaining 4drom offshore (international)
countries.

f Halfof PrinceEdward & f I Y RQ&a @A BdvaididiandDNew BrunIwicR. Y
Tagether, they accounted for 50%0f the overnight total.

1 Overnight visitors stayed in the province an average of 4.97 nightsipén 2007.
Average length of stay ranged from a low of 3.7 nights for visitors from Nova Scotia and
New Brunswick, to a high of 7.4 nights for visitors from New England.

1 Overnight pleasure visitors spent a total of $230 million during this period, an average of
$1,001.34 per travel party per stay.

1 Almost threequarters (73.%9 of overnight visitors were visiting for pleasuréisiting
friends and relatives ranked secoad a main reason fwisiting, accounting for 198
of overnightvisitors and the remaining 1%8was@A & A G Ay 3 T2 NJ a2 G KSNE
includedattending a wedding, attending a family reunion/meeting, edumadil study
and other purposes.

1 Traveling paits consistingf two adults accounted for 34of visitors to PEIFamilies
with children accounted for 32%f visitors. The average number tfavelersper party
was 3people.

9 Trips that included a visit to PEI lasted on averagég8ts, of which 4.96 nights or &2
of total trip nights were spent on PEI.

T 'yySQa [ YR ¢gdestinaiioKBr a 2aid3RBola ilavel parties nights
spent on PEICharlottetown was a close second and waes divernight destination of
28.9%of all travel parties.

1 Intotal, 71.8%60f travelersduring the study period in 2007 were making a return visit to
the Island. The remaining 27%were on their first trip to PEI.

1 Aleading 24%f overnight visitors stayed in hotels, motels or resofffie homes of
friends and relatives ranked second (ZH%nd campgrounds/trailergrks ranked a
close third (21.29. Cottages/cabins were the main type of accommodation used by
19.®%0f visitors.

Economic Competitiveness Issues of PEI Tourism Operators Page7
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Primary factors contributingp a national decline in tourism include the globalization of tourism,
geopolitical and economic conditiorend changing consumer travel behaviors and interests.
Changing demographicontinue to influence travelln North America and Europe, aging Baby
Boomers continue to be the largest market segment in the short to midterm.

Climate change is the single greatest ldagn issue affecting tourism globally.
Notwithstanding the physical impact thatrolate change will have on travéhere are
escalatingexpectations among consumers for environmental and social responsibility for the
tourism industry.

As consumers travel more, they become increasingly sensitive to and appreciative of the
cultures and environments of the destinations they vigis travé experiences become richer

and more rewarding, each experience nourishes a desire to experience wsthey continue

to seek out exposure to new experiences and a deeper understanding of the cities they visit, an
increasel focus will emerge on the pessal determinants of travel including selévelopment

and learning.

© Tourism PEI/John Sylvester WWW.gov.pe.ca
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Economic Overview

The global economy slowed notably in 2008 as the financial crisis took hold and consumer
demand declined Economic activity began tmontract late in the year, erasing nearly all the
growth seen earlier.

A USled meltdownin the financial sector, triggered by the subprimertgagecrisis, pushed
many2 ¥ G KS ¢ 2 NintRe@ncludingNtie 8 Farmabyand Japan) into a recessidn
2008. The collapse of financial institutions around the globe éimelresultingloss ofconfidence
were unprecedented drawingcomparisongo the GreatDepression

The warning signs of a crisis in firancialmarket began early in 2008 when the B&leral
reservebrokeredthe sale of the inveshent bank Bear Stearns to JPan ChaseMounting
losseshrought about bymortgagedelinquenciesandforeclosureded to further failures in
Septemberand October.Theseconditions werealsoevidentelsewherein the world where
significant government interventions were required to keep their finanogtitutionsafloat.

The global job boom came to an end in 200Bhemploymentrates in many major industrialized
countries begartlimbingduring the year as falling demand forced employers to lay off workers.
Consumergut spending as confidence declined.

Commaodity prices exhibited a gredealof volatility in 2008. Oil hit recard levels during the
summer of 2008topping$147 (US) per barrel, but retreated below $40 (US) per barrel during
the lastfew months of the year as the economic downturn deepened.

With a collapseof housing activity, real residential investment amdhg Organisation of
Economic Cooperation and Developme@EC countries posteda doubledigit decline in
2008 dueto increasedoreclosuresand fallinghousingprices.

Many developing economies have also been impacted by the downturn in global economic
activity. Although still showing growth, the impact of rapidly falling exports have pushed down
real GDP growth in newly industrialized economies such as China, India and Brazil.

It is expected that the slowdown of the economy will persist for much 602®ith a modest
recovery expected to start late in the year.

Economic Competitiveness Issues of PEI Tourism Operators Page9
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The deterioration in financial markets, faltng commodity prices and a desqing of the US
recession impacted theaBadian economy, with real GDP growth slowin@18% from 2.7%
posted in 2007.

With growth in the service sector more than doir growth in thegoodsproducing sector,
total employmentincreasedl.5% (or 259,400 jobs) in 2008he unemployment rate inched up
0.1 percemage point to 6.1% in 2007.

Cay | Rl Q& nflstionrdde 23% inR008, slightly higher than the 2.2% increase the pvio
year. Tight credit conditions and job losses dropped conswmefidence to levels not seen
since the 1991 recessiof.o stimulate consumer spending, the Bank ah&lalowered its
overnight rate by 75 bsispointsin October and another 75 basis points in Decemidére
Canadian dollar eventually settlearoundthe 80 to 85 cent (US) rangem aprevioushigh of
1.02 abllars (US).

While slumping commodity prices took their toll on certain sectors, overall exports were up
8.3% in 2008, supported largely by exports of energy produsgsiculture and fishing prodte
also fuelled the rise.

After two years of gains, heing starts deatied, while nonresidential builling permits
increased2.5%.

According to prate sector forecasters, lower
employment levels, decreased consumer
spending and weakened trade are expected tdss
contibute to the continueddecline in real
economic growth for 2009. This negative
growth, coupled with fallingammodity prices
is expected to keep infation low, while the
unemployment rate is antipeted to increase
significantly.
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In 2008 the population of PEI was 139,8%8 increase of 1,700 persons or 1.23Vhis was
the fastest rate of growth easitf Saskatchewaand slightly higher than the national growth of
1.17%.An estimated 1,281 immigrants chose PEI as their new home in 20Qiille 65
emigrants left the Island.

The CanadMortgageandHousingCorporation (CMHC) estimated that there were 712 new
housing starts on PEI in 2008, a decrease of 5:d% 2007. This was due to decreases in both
single and semi detachdtbme constrwction. However there was asignificantincreasein the
other starts- primarily apartmentbuilding construction increasirfgom 71.4% from 77 units in
2007 to 1332 units in 2008.

Air travel to PEI has increased for the past 5 consecutive yaa20@®, 139,405 passengers
flew into PElup 9.6 %rom 2007, while 142,980 people left the province by air up 13.5étal
air trafficwasup by 11.5% compared to 2007.

Statistics Canada estimates that the Canadian economy expanded by 0.5% ifTBi308.
compares to growth of 2.7% in 200The PEI economy grew by 0.9% in 2008 following two
years of 2.4% growth.

¢ KS @I f dzS RomesticPradri(GDPNE maiketicesfor 2008 is estimated to be
$4,716 million.

Employment incrased by 1.3%n 2008 to average 70,200 for the yedrotal labour inceased
by 3.9%. The unemploymerdte averaged 10.8% in 2008 uprh 10.3% in 2007.

EMPLOYMENT GROWTH, BY INDUSTRY P LQa LJ2 LJdzf | G A 2 )f Aa
PRINCE EDWARD ISLAND, 20028 the median age has risen
from 24.8 years in 1971 to
Consfruction 100 .
Wholesale / Retail Trade 100 f 41.3 years in 2008In
Frirmary indusfries 0 ;
Buzinezs and Financial Services 200 197]’ the poulatlon over
Accommodations & Food Services [ A the age of 65 was 11%, this
Liilities 0 _ i
I"."ianufacti.llr:ﬁg GO proportion has risen to
Transpoartation & Warehousing | | .
Cther services 100 15.1 % in 2008.
|

Health, Education and Public &dmin. ]

-1000  -500 0 500 1000 1500

Economic Competitiveness Issues of PEI Tourism Operators Pagell



Q GrantThornton

The Allltems Consumer Price Index for Pd&kerby 3.4% in 2008, compared to 2.3% nationally.
Core inflation, the yeaover-year rate of change of the CPI excluding faatkrgy and the
effects of change in indirect taxes, rose by 0.6% that y€&urce: Statistics Canada)

Energy inflation rose dramtically from 2.7% in 2007 to 16.9% in 2868ording to Statistics
Canada , gasolineold for an average of $1.145 perditin Charlottetown in 2008, an increase of
9.9% from 2007 Heating oil sold for an average of 823 per litre in 2008, up by 298from
2007.
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