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At a pivotal point in the history of the World Trade Organisation, when
development issues are at the heart of negotiations, how the larger and
more powerful WTO Members address the legitimate concerns of its
poorest and most vulnerable members will shape the perception of the
institution throughout much of the century. This book aims not only to
document almost ten years of experience of small, vulnerable states
with the WTO, but also to explain why these experiences have occurred.

The book takes an evidential theory approach to explaining the
inherent features characteristic to the trade and economic development
of small island states. It then proceeds to highlight the particular issues
of concern to these states in relation to multilateral trade negotiations at
the WTO. A section is devoted to discussing the experience of the
African Caribbean and Pacific (ACP) countries with the WTO dispute
settlement mechanism, in the context of the impact and implications of
EU reform in the sugar, banana and tuna industries. The book ends
with a discussion of key negotiating issues for the island states and insti-
tutional arrangements which will facilitate reform.

roman grynberg is Advisor and Head of International Trade and
Regional Co-operation for the Economic Affairs Division of the
Commonwealth Secretariat.





WTO AT THE MARGINS

Small States and the Multilateral Trading System

Edited by 

ROMAN GRYNBERG



CAMBRIDGE UNIVERSITY PRESS

Cambridge, New York, Melbourne, Madrid, Cape Town, Singapore,

São Paulo, Delhi, Dubai, Tokyo

Cambridge University Press

The Edinburgh Building, Cambridge CB2 8RU, UK

First published in print format

ISBN-13    978-0-521-86143-4

ISBN-13 978-0-511-67515-7

© Cambridge University Press 2006

2006

Information on this title: www.cambridge.org/9780521861434

This publication is in copyright. Subject to statutory exception and to the 

provision of relevant collective licensing agreements, no reproduction of any part

may take place without the written permission of Cambridge University Press.

Cambridge University Press has no responsibility for the persistence or accuracy 

of urls for external or third-party internet websites referred to in this publication, 

and does not guarantee that any content on such websites is, or will remain, 

accurate or appropriate.

Published in the United States of America by Cambridge University Press, New York

www.cambridge.org

eBook (NetLibrary)

Hardback

http://www.cambridge.org/9780521861434
http://www.cambridge.org


CONTENTS

List of figures and appendices page viii
List of tables xiii
List of contributors xix

Introduction 1
Roman Grynberg

Part I – Theory and evidence 9

1 A theory of trade and development of
small vulnerable states 11
Roman Grynberg

2 Small countries: a survey of the literature 29
Michael Weatherhead

3 When comparative advantage doesn’t matter:
business costs in small economies 74
L. Alan Winters and Pedro M. G. Martins

4 Can small states compete in manufacturing? 108
Ganeshan Wignaraja and David Joiner

5 The economics of isolation and distance 145
Stephen Redding and Anthony J. Venables

6 The trade performance of small states 164
Roman Grynberg and Mohammad A. Razzaque

7 Small economies and special and differential treatment:
strengthening the evidence, countering the fallacies 227
Virginia Horscroft

v



Part II – WTO and small economies 279

8 Small vulnerable economy issues and the WTO 281
Roman Grynberg and Jan Yves Remy

9 Special and differential treatment for 
small developing economies 309
Richard L. Bernal

10 A study of alternative special and differential arrangements 
for small economies 356
Michael Davenport

Part III – WTO dispute settlement 423

11 Small states in the banana dispute 425
Edwin Laurent

12 Impact of changes in the European Union’s policy for 
banana imports on the Eastern Caribbean Region (1992–2002) 451
Claudius Preville

13 Jamaica and the case in the WTO against the 
European Communities regime for the importation,
sale and distribution of bananas (1992–2001) 484
Marcia Thomas

14 WTO complaints by Australia and Brazil regarding the 
EU sugar regime 522
Stephen J. Orava and Carol C. George

15 Reform of EU export subsidies on sugar: the legal and 
economic implications for the ACP countries 535
Roman Grynberg, Chris Milner, Wyn Morgan and Evious Zgovu

16 Analysis of the impact of opening up the EU import market 
for canned tuna on ACP countries 562
Elizabeth Bennett, Helene Rey-Valette and Zhen Kun Wang

vi contents



Part IV – Negotiating issues and institutional arrangements 605

17 WTO fisheries subsidies negotiations: implications for 
ACP fisheries access arrangements and 
sustainable management 607
Roman Grynberg

18 Plurilateral financial standards and their regulation:
the experience of small developing states 633
Roman Grynberg, Sacha Silva and Jan Yves Remy

19 Export processing zones and the WTO Agreement on 
Subsidies and Countervailing Measures 684
David Robertson

20 The accession of Vanuatu to the WTO: lessons for the 
multilateral trading system 693
Roman Grynberg and Roy Mickey Joy

Index 715

contents vii



LIST OF FIGURES AND APPENDICES

Chapter 2
Figure 2.1 Flow diagram of causes of small country 

disadvantages 33
Figure 2.2 Simple correlation of growth and volatility 41
Figure 2.3 GDP per capita and foreign market access 45

Appendix 2.1 Annotated bibliography 62

Chapter 3
Figure 3.1 Airfreight costs ‘to London’ vs. population 87
Figure 3.2 Shipping costs ‘from Yokohama’ vs. population 91

Chapter 4
Appendix 4.1 Construction of the SSMECI 137

Chapter 5
Figure 5.1 GDP per capita and FMA 152
Figure 5.2 GDP per capita and MA � DMA(3) � FMA 153
Figure 5.3 Relative price of machinery and equipment 

and FSA 153

Appendix 5.1 Countries in figures 5.1, 5.2 and 5.3 162

Chapter 6
Figure 6.1 Trend growth rates of merchandise exports 169
Figure 6.2 Share of small states in global merchandise 

exports: 1950–2000 170
Figure 6.3 Growth rates of commercial services exports 173
Figure 6.4 Volume and share of small states in exports of

commercial services 174

viii



Figure 6.5 Declining importance of small states in world 
export (merchandise plus services) trade 176

Figure 6.6 Share of small states in world trade transactions 178
Figure 6.7 Total exports (merchandise plus commercial 

services) of individual small states 180
Figure 6.8 Share of individual small states in global exports 

of merchandise goods and commercial services 
(1980 � 1) 182

Figure 6.9 Marginalisation of individual small states in 
world merchandise exports, 1970–2000 183

Figure 6.10 Marginalisation of individual small states in 
total exports (merchandise plus commercial 
services): 1980–2000 184

Figure 6.11 Average net shift in exports of small states in 
1995–2000 in comparison with 1980–5 191

Figure 6.12 Average net shift in total exports of small states in
1995–2000 in comparison with 1990–4 exports 192

Figure 6.13 Trends in marginalisation and growth of
real GDP in small states 195

Figure 6.14 Share of primary and manufacturing exports in 
small states 198

Figure 6.15 Share of agriculture in world exports and 
world exports–GDP ratio 202

Figure 6.16 Scatterplot of lnMAR and lnAGX 204
Figure 6.17 Scatterplot of lnMAR and lnGLO 204
Figure 6.18 Plot of variables and their correlograms 208
Figure 6.19 Share of small states in global inflow of FDI 218

Appendix 6.1 List of small states 220
Appendix 6.2 Merchandise exports from small states 221
Appendix 6.3 Commercial services exports from small states 222
Appendix 6.4 Share of individual small states in world 

merchandise exports (share in 1970 � 1) 223
Appendix 6.5 Share of individual small states in world 

commercial services exports (share in 1980 � 1) 224

list of figures and appendices ix



Chapter 7
Figure 7.1 Openness to trade in small economies 237
Figure 7.2 Export concentration in small economies 238
Figure 7.3 Losses from preference erosion as a percentage of

merchandise exports 257

Chapter 8
Appendix 8.1 Table of other negotiating proposals made or 

to be made in favour of small developing states 
in the WTO 294

Appendix 8.2 Total trade in goods and services sorted by 
average percentage share 1998–2000 298

Appendix 8.3 United Nations Economic Vulnerability Index 305

Chapter 10
Figure 10.1 Share in world trade (1998–9), selected small states 362
Figure 10.2 Share in world agricultural trade (1998–9), selected 

small states 370

Appendix 10.1 List of small states recognised by the 
CS–WB Task Force 382

Appendix 10.2 Cluster and discriminant analysis 383
Appendix 10.3 Results of line-by-line de minimis analysis 396
Appendix 10.4 Notes on data sources 418

Chapter 11
Figure 11.1 Supplies of bananas to the EU 15, 1990–2002 

(thousand tonnes) 437
Figure 11.2 Number of active growers in the 

Windward Islands, 1993–2001 438

Chapter 12
Figure 12.1 Extent of decline of Windward Islands banana 

production 464
Figure12.2 Extent of decline in active growers of

Windward Islands bananas 465
Figure 12.3 Impact of declining banana industry on 

regional export revenue 467

x list of figures and appendices



Figure 12.4 Banana export revenue decline in 
individual countries 468

Figure 12.5 Rate of banana export revenue decline in 
individual countries 469

Figure 12.6 Growth in GDP, Agriculture GDP (AGDP) and
Agriculture’s share of GDP (AG/GDP) in 
St Lucia and Dominica 470

Figure 12.7 Growth in GDP, Agriculture GDP (AGDP) and
Agriculture’s share of GDP (AG/GDP) in 
St Vincent and Grenada 472

Figure 12.8 Contribution of bananas to exports of goods 474
Figure 12.9 Contribution of bananas to exports of goods 

and non-factor services 474
Figure 12.10 Contribution of bananas to the stability of the 

current account of the BOP within the Eastern
Caribbean Currency Union 475

Figure 12.11 Changes in the number of persons employed 
in the regional banana industry and an index of
employment 476

Chapter 15
Figure 15.1 EU sugar scheme 539
Figure 15.2 Export revenues and income transfers for 

Sugar Protocol countries 539
Figure 15.3 Summary gross and net income transfer 

losses for all protocol countries 555

Chapter 16
Figure 16.1 Evolution of ACP production of canned 

tuna (MT) 563
Figure 16.2 Relative importance of canned tuna suppliers to 

EU market (2001) 568
Figure 16.3 Evolution of the European canned tuna 

market (MT) 568
Figure 16.4 Evolution of tuna purchases by Dakar canneries 573
Figure 16.5 Evolution of canned tuna production in Ghana 577
Figure 16.6 Tuna catches landed by Mauritius, 1980–2000 583

list of figures and appendices xi



Figure 16.7 Value of canned tuna exports in SR (’000s), 
1990–2002 587

Chapter 18
Appendix 18.1 Overlapping memberships in key 

standard-setting bodies 680

xii list of figures and appendices



LIST OF TABLES

Chapter 2
Table 2.1 Composite vulnerability index and other 

indices ordered according to vulnerability score 49
Table 2.2 The impact of size on growth in four growth 

regressions 53

Chapter 3
Table 3.1 Summary statistics of the sample of countries 77
Table 3.2 Sample countries cross-classified by size, 

region and insularity 80
Table 3.3 Correlations between size, region and insularity 81
Table 3.4 The continuous variables from the survey 83
Table 3.5 The categorical variables from the survey 84
Table 3.6 Summary of the size regressions for continuous 

variables 88
Table 3.7 Estimates for the ordered logit equations on 

categorical variables 94
Table 3.8 Cost structures for electronics and cost 

disadvantage ratios 99
Table 3.9 Central case cost inflation factors and 

income penalties 101

Chapter 4
Table 4.1 Features of recent competitiveness indices 111
Table 4.2 Summary of results from MECI 116
Table 4.3 Country rankings for the three separate variables 120
Table 4.4 Overall SSMECI ranking 122
Table 4.5 SSMECI performance by region 124
Table 4.6 SSMECI performance by income grouping 126

xiii



Table 4.7 SSMECI performance by population size 
grouping 127

Table 4.8 Comparison of results from SSMECI, MECI 
and WEF growth competitiveness index 129

Table 4.9 T-test to examine significance of determinants 132

Appendix 4.1
table 1 Basic profile of small states, most recent 

estimates 139

Chapter 5
Table 5.1 Economic interactions and distance 147
Table 5.2 Percentage change in real income from 

openness 154
Table 5.3 Percentage change in real income from border 

effects 155

Chapter 6
Table 6.1 Absolute volume of merchandise exports and 

imports (in billions of US dollars) 166
Table 6.2 Absolute growth of merchandise exports 

(in billions of US dollars) 168
Table 6.3 Exports of commercial services (in billions of

US dollars) 171
Table 6.4 Absolute growth of commercial services 

(in billions of US dollars) 172
Table 6.5 Volume of export trade (merchandise plus 

commercial services) (US $ billion) 175
Table 6.6 Total trade transactions of different country 

groups (US $ billion) 177
Table 6.7 Growth rates of merchandise exports from 

individual small states 179
Table 6.8 Growth rates of commercial services exports 181
Table 6.9 A summary of export performance of small states 

in the 1990s 186
Table 6.10 Fall in commodity prices in real terms 199
Table 6.11 Computed F test statistics and critical values 207
Table 6.12 DF and ADF tests for unit roots 207

xiv list of tables



Table 6.13 PHFMOLS estimates of the long-run 
relationship 212

Table 6.14 Short-run error correction model 214
Table 6.15 Official financial flows (millions of US dollars) 217

Chapter 7
Table 7.1 Small economies and key economic indicators 229
Table 7.2 Production cost inflation in micro- and 

small economies 233
Table 7.3 Cost inflation factors in micro- and small economies 234
Table 7.4 Penalties to value-added in micro- and small 

economies 234
Table 7.5 The extreme vulnerability of small economies to 

natural disasters (1970–2003) 240
Table 7.6 2002 governance indicators for small economies 244
Table 7.7 Average annual GDP growth (1990–2000) 251
Table 7.8 The major preferential trade arrangements of

small economies 254
Table 7.9 Preference margins by product for most 

vulnerable middle-income countries 256
Table 7.10 Macroeconomic losses from preference erosion 

in most vulnerable middle-income countries 258

Chapter 9
Table 9.1 Relationship between characteristics of small 

developing economies and special and 
differential treatment measures 348

Chapter 10
Table 10.1 Selected export variables 365

Appendix 10.2
table 1 Discriminant analysis: summary results with 

five groups 386
table 2 Discriminant analysis: summary results with 

four groups 386
table 3 Discriminant analysis: summary results with 

three groups 387

list of tables xv



table 4 Country data used in cluster and discriminant 
analysis 388

Appendix 10.3
table 1 Small state beneficiaries from de minimis 

rule (0.3 or 0.5 per cent world trade) applied to 
agriculture at two-digit level 396

table 2 Other principal beneficiaries from de minimis 
rule (0.3 or 0.5 per cent world trade) applied to 
agriculture at two-digit level 399

table 3 Coverage of 3 per cent de minimis rule, 
eight-digit tariff lines in agriculture 
(HS sections 01-24), EU imports (1998–9) 402

table 4 Summary results of de minimis analysis: shares 
of world imports covered by country group 404

table 5 Results of de minimis analysis: shares of world 
imports covered by country group 406

table 6 Principal exports of small states with lowest 
coverage by 3 per cent de minimis rule 411

table 7 Principal exports of all developing countries 
covered by 3 per cent de minimis rule 413

table 8 Share of major beneficiaries’ total exports of
principal non-zero tariff lines covered by 
3 per cent de minimis rule 415

table 9 Impact on other exporters of full utilisation of
3 per cent de minimis rule 417

table 10 Estimated revenue loss to EU of giving tariff-
free access on existing quantities of imports for 
principal tariff lines covered by 3 per cent 
de minimis rule 418

Chapter 11
Table 11.1 Supplies of bananas to the EU 15, 1990–2002 

(thousand tonnes) 427
Table 11.2 Average 1999 fob prices of a sample of

suppliers (US $ per tonne) 429
Table 11.3 Nominal and real retail prices of bananas 

in the UK, 1990–2003 436
Table 11.4 Export values (fob) (US $ million) 439

xvi list of tables



Chapter 12
Table 12.1 Percentage contribution of bananas to real GDP 454
Table 12.2 Banana output as a percentage of agriculture GDP 454
Table 12.3 Active growers in the Windward Islands 

banana industry 455
Table 12.4 Banana exports as a percentage of exports of

goods 456
Table 12.5 Banana exports as a percentage of exports of

goods and non-factor services 457
Table 12.6 Banana exports as a percentage of exports of

goods, non-factor services and private remittances 457

Chapter 13
Table 13.1 Phase I: 1 July–31 December 2001 506
Table 13.2 Phase II: 1 January 2002–31 December 2005 506

Chapter 15
Table 15.1 ACP export quotas in tonnes (1998–9) 537
Table 15.2 Estimates of current income transfer (2001) 541
Table 15.3 Current income transfer relative to trade levels 543
Table 15.4 Current income transfer to relative domestic 

and per capita income 544
Table 15.5 Summary of the impact of liberalisation on 

world market prices 547
Table 15.6 Exports to third countries by EU countries 

(three-year average for 1998/99, 1999/00 and 
2000/01) (’000 tonnes) 550

Table 15.7 Summary of sugar trade policy reform 
simulations 551

Table 15.8 Estimated change in gross and net income 
transfer to Sugar Protocol exporters with 
‘current WTO case’ (US $ ’000, 2001 prices) 553

Table 15.9 Estimated change in value of sugar exports,
imports and net trade of non-protocol 
ACP countries 557

list of tables xvii



Chapter 16
Table 16.1 National canned tuna markets within Europe 

(MT, average 1999–2001) 567
Table 16.2 Main sources and destinations of intra-EU 

trade in canned tuna 570
Table 16.3 Summary of Senegalese canning sector 572
Table 16.4 Summary of main strengths and constraints 

in Senegal 575
Table 16.5 Structure of a selection of the Ghanaian 

canning sector 579
Table 16.6 Strengths and constraints facing the industry 

in Ghana 581
Table 16.7 Main strengths and constraints on the industry 

in Mauritius 585
Table 16.8 Strengths and constraints for the Seychelles 

industry 589
Table 16.9 Case study summary 591
Table 16.10 Possible impacts for Senegal 593
Table 16.11 Summary of possible impacts for Ghana 595
Table 16.12 Summary of impacts for Mauritius 597
Table 16.13 Summary of impacts for the Seychelles 598
Table 16.14 Synthesis of main impacts (potential and actual) 599

Chapter 17
Table 17.1 1999 access fees and gross domestic product 627
Table 17.2 Exports and access fees of selected Pacific 

countries (1999) 628

Chapter 20
Table 20.1 Duty rates by broad economic classification 699
Table 20.2 Simple average rates of ad valorem duty by 

HS Chapter, offer of October 1999 706
Table 20.3 Average rate of WTO bound ad valorem tariffs 

for various Pacific Island WTO members 708
Table 20.4 Service sector commitments by Pacific Island 

countries 709

xviii list of tables



LIST OF CONTRIBUTORS

Elizabeth Bennett is a researcher with IDDRA (UK) Ltd.

Richard L. Bernal is the Director General, Caribbean Regional Negotiating
Machinery and Hon. Professor, Sir Arthur Lewis Institute of Social and
Economic Studies, University of the West Indies, Jamaica.

Michael Davenport is a consultant on international trade based in
London.

Carol C. George is currently with the law firm of Baker and McKenzie,
London.

Roman Grynberg is the Deputy Director, International Trade and Regional
Co-operation Section, Economic Affairs Division, Commonwealth
Secretariat.

Virginia Horscroft is a consultant to the Commonwealth Secretariat and a
former ODI Fellow, and is based at Queen Elizabeth House and New
College, Oxford.

David Joiner is currently Assistant Professor of Computational Finance at
the New Jersey Center for Science and Technology Education at Kean
University in Union, NJ.

Roy Mickey Joy is the Director of Trade in Port Villa, Vanuatu.

Edwin Laurent is the former Ambassador of Dominica, St Kitts and Nevis,
St Vincent and the Grenadines to the European Commission and is now a
consultant on international trade, based in Brussels.

xix



Pedro M. G. Martins is currently with the School of Social Sciences,
University of Sussex.

Chris Milner is currently a Professor of International Economics in the
School of Economics, and Fellow of the Centre for Research on Economic
Development and International Trade (CREDIT), University of Nottingham.

Wyn Morgan is currently a Professor in the School of Economics,
University of Nottingham.

Stephen J. Orava was formerly with the law firm of Baker and McKenzie,
London.

Claudius Preville is presently the Technical Advisor on Trade Policy to the
OECS Secretariat for the Caribbean Regional Negotiating Machinery
(CRNM).

Mohammad A. Razzaque is currently a Lecturer for the Department of
Economics, University of Dhaka.

Stephen Redding is with the Department of Economics, London School of
Economics.

Jan Yves Remy was formerly a Research Assistant with the Economic
Affairs Division, Commonwealth Secretariat and is currently a Services
Analyst with the Caribbean Regional Negotiating Machinery (CRNM).

Helene Rey-Valette is with the University of Montpellier, France.

David Robertson is currently a solicitor and a consultant on international
trade based in London.

Sacha Silva is a consultant on international trade, currently working for the
Commonwealth Secretariat.

Marcia Thomas is currently the Director of the Foreign Trade Department,
Ministry of Foreign Affairs and Foreign Trade, Jamaica.

xx list of contributors



Anthony J.Venables is with the Department of Economics, London School
of Economics.

Zhen Kun Wang is an international trade consultant based in London.

Michael Weatherhead is presently an ODI Fellow, working in Guyana.

Ganeshan Wignaraja is currently with the Asian Development Bank,
Manila, Philippines.

L. Alan Winters was formerly a Professor for the School of Social Sciences,
University of Sussex and is currently the Director of Research for the World
Bank.

Evious Zgovu is with the School of Economics, University of Nottingham
and is a consultant with the Commonwealth Secretariat.

list of contributors xxi





Introduction

roman grynberg

This book aims not only to document almost ten years’ experience of small
vulnerable states with the WTO but also to explain why the experiences
have occurred. Since the formation of the WTO in 1995, small states have
become increasingly vocal in their criticism of what they see as onerous
rules from which they feel that they have not benefited. Now at this pivotal
point in the history of the WTO when development issues are at the heart
of negotiations, how the larger and more powerful WTO members address
the legitimate trade concerns of its poorest and most vulnerable members
will shape the perception of the institution throughout much of the
century. If the Doha Development Agenda fails to address these concerns in
a constructive manner that recognises the particular vulnerabilities of
various groups, it will leave the WTO further weakened and undermined
from the perspective of a group of countries that are emerging as the
majority of its members.

Small vulnerable states and, in particular, small island states have
endowed or inherent handicaps that have shaped their trade and economic
development as well as the policy of the international community since the
colonial era. The combination of smallness, isolation and dispersion of
small pockets of population has shaped the range and type of products and
services that these countries have been able to export. What the export
activities of small vulnerable states have in common is that a surplus or
quasi-rent has been needed to cover the inherent cost disadvantage faced by
the private investor who has chosen to locate in small vulnerable states.
This quasi-rent has been provided through legal instruments such as
trade preferences which provided subventions to those investors in export-
oriented activities. Other legal instruments such as tax concessions, and
even the very sovereignty of these states, have provided the possibility for
creating surpluses or quasi-rents that were needed for the survival of inter-
nationally competitive export-oriented production.
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It has not just been legal institutions that create this surplus, the market
has also provided quasi-rents through niche exports or through booming
sectors which have provided fuel for the development of what would other-
wise be an uncompetitive private sector. It is the dismantling of the special
trade and economic arrangements at the WTO that has served to so under-
mine the position of small states and resulted in their perception of the WTO
as an institution that has, by and large, not served their economic interests.

What remains a common thread throughout much of the previous aca-
demic and policy research on small vulnerable states is that these countries
do not generally have a special economic and trade problem. These studies
have observed that small vulnerable states have high incomes, have
achieved relatively high economic growth and, despite their recognised
vulnerabilities, are generally not in need of assistance and policy advice that
is in any way different from that of other developing states. This position
certainly reached its pinnacle in the work of Easterly and Kray (see
chapter 2) whose paper ‘Small States, Small Problems’ encapsulated the
dominant position throughout the 1990s on small states. While there has
been a shift in thinking on the subject recently, there has been precious little
understanding or sympathy for the predicament of these states. The global
consensus that emerged was that small vulnerable states are low- to middle-
income countries and, in comparison to the economic constraints facing
the least developed, the problems of small vulnerable states remain less
challenging. Yet, despite the consensus of economic thinking, the problem
of adjusting from trade preference dependence to a liberalised global
trading environment has proved daunting.

Small vulnerable states have high-cost structures that stem not from
poor policy but from inherited cost disadvantages. There can be no guaran-
tee that, given the magnitude of these disadvantages, there exists any above-
zero wage or factor price that will induce investors, whether local or
foreign, to invest in these countries once the benefits of trade preferences
and other sources of quasi-rent are removed. Only if these countries are
able to develop niche market activities will they be able to survive in a far
more liberalised world that will almost certainly follow the completion of
the Doha Round.

The empirical studies of the impact of smallness, isolation and distance
(chapters 3 and 5) for the first time provide quantitative evidence of the
magnitude of the disadvantages faced by these states. The chapter by
Winters and Martins also provides important policy advice on how the
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international community may wish to address some of the concerns facing
the most disadvantaged. This includes the provision of possible temporary
labour market access for nationals. Redding and Venables suggest the need
for more infrastructure in their analysis of isolation and distance.

The trade performance of small vulnerable states over the last three
decades is considered in chapter 6 where the results of analysis of trade data
for the last thirty to fifty years shows a continual pattern of marginalisation
in trade in both goods and services. While a declining share of world trade
does not necessarily imply declining welfare for a state, it does measure, in
one summary statistic, several aspects of the performance of the state and of
the global trading system as a whole. First, the share of world trade reflects
the productive efficiency of a country, i.e. countries that maintain growth
levels of international trade above the global average by definition do not
become marginalised. Second, secular declines in the share of world trade
reflect the distributional equity of the trading system. If a large group of
low-income countries, for example, are experiencing a secular decline in
their share of world trade while high-income ones are experiencing an
increase, the distribution of welfare benefits of the trading system will
follow. Third, marginalisation, i.e. a decline in share of world trade, also
reflects the political significance of a state. It was furthermore observed that
investment share and aid levels are also in decline. The marginalisation of
small states in the trade in goods has been pronounced irrespective of the
time period considered.

The chapter by Winters and Martins reflects the high level of concern
regarding the trade competitiveness of small vulnerable states. The chapter
by Wignaraja and Joiner (chapter 4), which has developed a Small States
Manufactured Export Competitiveness Index to measure the competitive-
ness of small states in the industrial sector, exhibits interesting results. It
shows that despite serious cost disadvantages, some small states such as the
Fiji Islands, Mauritius, Trinidad and Tobago have successfully developed
from a state of vulnerability to a situation where they have a viable, interna-
tionally competitive industrial sector. While their experience is testimony
that the predicament of some small vulnerable economies is not without
hope for achieving competitiveness, concerns over the vulnerable situation
of other small states, which have performed poorly on the export competi-
tiveness index, remain.

The characteristics of small economies, centred on their size, vulnerabil-
ity and governance capacity, combine to yield significant cost disadvantages
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that are large enough to undermine these states’ capacities to participate in
trade on a remunerative basis, even in their areas of comparative advantage.
Diminishing trade possibilities serve primarily to compound the deleteri-
ous effects of small size on their economic welfare. The chapter by Horscroft
(chapter 7) highlights the need to adjust multilateral trade rules to accom-
modate the concerns of small economies. The special characteristics of
small economies also undermine the bargaining power of small states sig-
nificantly, and therefore affect the likelihood of their achieving beneficial
outcomes from the interstate negotiating process that determines global
trade rules.

In chapters 8 and 9 the small vulnerable economy issue at the WTO is
addressed in quite different ways. The fraught question of definition of
small vulnerable states is addressed, with possibilities considered for an
appropriate quantitative definition. Significantly the chapter by Davenport
(chapter 10) shows how minor the consequences would be for the multilat-
eral trading system of providing improved market access for small states.
The chapter also shows that, on the basis of cluster analysis, there is much
in common between small states and the least developed states, which are
the only group of WTO members that are provided with substantial market
access improvements.

It is the tangible experience of small vulnerable states with the most
important and powerful of the WTO institutions, its dispute settlement
mechanism, which has, more than anything else shaped perceptions of the
organisation as being antithetical to the interests of its smallest members.
The banana dispute, and its impact on the Caribbean, is considered in three
chapters that should be read together to grasp the full breadth of the
dispute. This is a dispute that has completely undermined the trade provi-
sions of the Lomé Convention and necessitated the wholesale reform of
trade relations between Europe and the African, Caribbean and Pacific
(ACP) nations under the Cotonou Agreement which envisages negotia-
tions with Free Trade Areas (FTAs) and/or Economic Partnership
Agreements (EPAs). The EPAs will oblige these small states to provide free
market access to EU goods in return for maintaining the existing market
access. Throughout the ACP group this will necessitate a complete reform
of taxation and trading systems that will occupy economic policy matters
in these countries in the first decades of the century.

However, it is not just the well-documented banana dispute that has
served to erode confidence in the WTO as a system of law, readily able to
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adapt to the economic realities of its weakest members. Recently the EU’s
sugar regime has been challenged by Brazil, Australia and Thailand. Many
of the same ACP states that were dependent upon the preference arrange-
ments available for their exports of bananas to the EU are similarly – and in
some cases (Mauritius, Fiji and Guyana) more – dependent upon the sugar
protocol. While there has, at the time of writing, been no decision by a
WTO panel, an adverse outcome could seriously undermine the economies
of the sugar-producing ACP states. Chapters 14 and 15 consider the legal
and economic implications of the dispute.

If small states felt that two key export sectors were threatened by the
dispute settlement mechanism, the need for a WTO waiver that resulted
from the banana dispute exposed their economies to further risks. When
the ACP and the EU sought an extension of the existing GATT waiver for
the preferences temporarily available under the terms of the Cotonou
Agreement at the Doha Ministerial Conference in 2001, the Philippines and
Thailand, two developing countries with considerable export interests in
canned tuna, held up the consensus on the waiver until the EU agreed to
mediation over the access provided to Thai and Philippine canned tuna.
Under the EU’s Generalised System of Preferences (GSP), Thai and
Philippine tuna is exported to the EU with the full most-favoured nation
(MFN) tariff (24 per cent) while ACP tuna enters duty free. Chapter 16 pro-
vides an analysis of the impact on ACP states of the tariff quota that was
eventually provided by the EU, ostensibly to Thailand and the Philippines.
This initial tariff quota clearly presages a further reduction in the margins
of trade preference available to ACP states which will undermine an export
sector of vital interest to Indian Ocean and Pacific Island states.

The experience of the small states in general and the ACP in particular
with the WTO’s dispute settlement mechanism (DSM) has not been
entirely negative. The DSM has provided for small WTO members a mech-
anism whereby they can, at least in theory, challenge much larger states and
where, as aggrieved parties, they can seek redress which would certainly not
be possible outside the WTO’s legal system. Indeed, the success of Costa
Rica in using the DSM has been proof that small states are capable of using
it in their favour. Recently the small island state of Antigua and Barbuda has
taken the US to the DSM over market access for internet gambling. It was
widely reported that Antigua had won the dispute with the US, but at the
time of writing the parties have agreed to suspend the dispute pending
further consultation. If the US does not agree to bring its trade regime on
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internet gambling into conformity with its WTO obligations, the option
available to Antigua is to impose trade sanctions on the US. The absurdity
of such an outcome only serves to underline the clear limitation of the
current DSM as it pertains to small states.

While the DSM has afforded opportunities for small states, it has simul-
taneously set off a chain reaction, beginning with the various banana dis-
putes, that has served to undermine the economic base of many small
states. Indeed, the ongoing negotiations between the six ACP regions and
the EU for the completion of Economic Partnership Agreements which are
ostensibly free trade areas stems from the banana dispute and the need to
maintain a WTO-compatible trade regime. This will necessitate a painful
adjustment of trade and taxation regimes of most ACP states and, because
of the multiplicity of trade agreements with their explicit and implicit
MFN obligations with other developed countries and regions, the ACP
states will need to negotiate similar arrangements with other trading part-
ners as well. Thus the banana dispute and what followed directly from
it can be characterised as the dispute which completely changed
North–South trade relations. What is peculiar is that the banana dispute,
like the subsequent sugar dispute, included the small states only as third
parties. They were not the ‘object’ of the disputes but rather suffered collat-
eral damage in disputes between larger WTO members. This has added to
the pervasive sense of powerlessness of the small states.

The book also considers new and emerging WTO issues of significance to
small states. Three issues in particular are considered where the development
of new rules or the implementation of existing rules creates serious chal-
lenges for small states. The first is the negotiation of potential new disciplines
in the area of fisheries subsidies (chapter 17) which could have very damag-
ing effects upon the economies of some of the smallest and poorest island
states in the Pacific. Again, the impact is by way of ‘collateral damage’ where
these countries, which are not even WTO members, may have their economic
foundation undermined by virtue of disciplines negotiated in Geneva.

The second issue is the export of financial services which has emerged
over the last twenty years as a growing and viable offshore financial sector
(chapter 18). The development of regulations essentially by OECD coun-
tries, which have not consulted or taken into account the interests of small
vulnerable states, has served to weaken their position and undermine the
commercial advantage of the offshore financial sector in small vulnerable
states. The need for WTO disciplines on the formation and imposition of
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essentially plurilateral standards by institutions dominated by developed
countries was raised by small vulnerable states at the WTO. The develop-
ment of the Harmful Tax Initiative, the work of the Financial Action
Taskforce and the Basel Committee are considered in relation to the devel-
opment of the financial services sector in small vulnerable states.

The third issue is the impact that the Agreement on Subsidies and
Countervailing Measures could have on those developing countries, small
or otherwise, that maintain export processing zones (EPZs) (chapter 19).
Clearly, for those that are not LDCs or low-income countries, there remains
the considerable risk that their EPZ regimes are not compatible with their
WTO obligations. The phasing out of export subsidies constitutes a further
diminution of the rents available to exporters operating in small states.

The final chapter addresses two specific institutional issues and the
actual experience of small states – the first is accession to the WTO and the
second the advice being offered to small states during the WTO’s Trade
Policy Review. For almost ten years, small developing states which, during
the years of the GATT, were either not members of the organisation or
played no noticeable role, have simultaneously complained about their
inability to implement what they perceive as burdensome and onerous
obligations of the Uruguay Round while lining up in large numbers to join
the WTO. This apparent contradiction is explored in part in the experience
of Vanuatu – a small LDC in the South Pacific which has had a particularly
traumatic experience with its accession to the WTO. For many observers,
there seems little direct trade benefit to countries like Vanuatu from acces-
sion as they would not be able to negotiate improved market access for their
limited range of exports. However, there are numerous reasons why small
developing countries choose to undergo the difficult and intrusive process
of accession that are specific to the geopolitics of their region. However, in
the case of Vanuatu, accession, unlike in many post-Soviet transition
economies, was motivated neither by trade nor by political considerations.
Accession to the WTO means an ability to participate in what has in effect
become a global parliament where the world’s commercial laws are negoti-
ated. Membership of GATT, where negotiations were simply about border
measures, by micro-states like Vanuatu certainly made no commercial
sense. However, now that the WTO has become increasingly involved in
negotiating what eventually become national commercial laws, member-
ship becomes an imperative to all those who wish to have any impact on
their own domestic laws.
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To say the least, the experience of small vulnerable states with the rules-
based multilateral system has not been an entirely happy one. The Doha
Development Agenda, as the Doha Round is called, is an opportunity to
address the legitimate concerns of such states. These states are, however, so
politically weak that they are easily overlooked and, if developed countries
are able to come to mutually acceptable terms with the large developing
countries, i.e. India, Brazil, China, South Africa, etc., it is entirely plausible
that bilateral pressures from the large developing countries can be used to
induce small states to agree to another agreement that they perceive is not
in their economic interest. Such an outcome would serve not only to mar-
ginalise and alienate a large number of the WTO’s weakest members, it
would also further erode confidence in the multilateral trading system and
leave it in disrepute.
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PART I

Theory and evidence





1

A theory of trade and development of small
vulnerable states

roman grynberg

1.1 Introduction: the theory of comparative advantage ad extremum

The purpose of this chapter is to attempt to draw together the common
thread of the historical experience of trade and development of the small
island states of the central and western Pacific within the context of eco-
nomic theory. The theory of comparative advantage has, since Ricardo,
been enunciated as a positive statement that nations will trade in those areas
where they have a comparative advantage even if they have an absolute dis-
advantage in all areas. If a theory is to be general in nature, it must apply to
all cases. There is perhaps nowhere better to challenge any theory than con-
sidering its applicability ad extremum. Indeed the smallest, most disadvan-
taged and remote of the micro-states of the central and western Pacific, e.g.
Tuvalu, Kiribati and Niue,1 constitute a fascinating test of Ricardian trade
theory for they provide examples of states which do not consistently trade in
either goods or services, and maintain existing consumption levels from
migration, remittances and aid. In such extreme cases, it is difficult to see
how Ricardian theory of comparative advantage applies as an explanation of
observed behaviour. Those who are wedded to Ricardian theory of trade as
a ‘tautology of impregnable circularity’ would explain the observations
from the remote islands of the South Pacific as merely a case of high trans-
action cost stemming from transport and the absence of economies of scale.
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These are the views of the author and not necessarily those of the Commonwealth Secretariat or
any of its member governments.

1 Kiribati consistently exports seaweed and Niue and Tuvalu have only minor and ad hoc exports
of products such as taro or copra but in all cases production for export or for subsistence con-
sumption constitutes only a very minor proportion of the observed subsistence of the popula-
tion. Consumption is determined largely by aid levels. At least two other countries of the central
Pacific, Nauru and the Marshall Islands, have virtually no production and subsist largely from
remittances and aid.



At least two of these three countries (Kiribati and Tuvalu) have in the past
had a comparative advantage in the production of copra, for example, but
now do not trade as prices are too low to compensate for the disadvantages
of scale, isolation and dispersed pockets of production. What little produc-
tion occurs is for the non-monetised physical subsistence of those remain-
ing inhabitants. What are equally interesting are the cases of a number of
larger central Pacific countries which currently export but are at the very
margins of commercially viable production and are facing future prospects
not dissimilar to those micro-states that are now in effect subsistence
economies supplemented by transfers. What this chapter attempts to do is
to explain trade patterns not within the Ricardian tradition but within the
tradition of economic theory of rents and quasi-rents.

It is argued that the development experience of the small states of the
central and western Pacific over the last half century follows from their
inherent structural characteristics of smallness, isolation and physical dis-
persion and poor human resource development which render otherwise
competitive industries structurally uncompetitive. The high-cost structure
has necessitated market-generated quasi-rents or de jure rents on an
ongoing basis in all sectors of economic activity as a precondition for private
sector investment. Rents are defined by the normal neoclassical version, i.e.
payments to any factor of production above its opportunity cost. Quasi-
rents are temporary or monopoly rents. Without these rents, the high oper-
ating costs would not be covered but, more significantly, capital and
entrepreneurship could not be induced to enter the market. Thus what
would normally be deemed to be rent in other larger and less disadvantaged
economies is, in the context of such remote and high-cost countries, an
offset payment to compensate for the inherent disadvantage of location.

Two distinct sources of rents have in the past fuelled what development
has occurred in the island states of the central and western Pacific. These
include de jure sources of rent stemming from trade preferences, tax conces-
sions and sovereignty (significant for the smallest of micro-states) and
market-based quasi-rent sources stemming from booming sectors. From a
development perspective, the system of trade preferences has been far more
significant for the longer-term development of the region than market-based
sources of rent because it has allowed the development of stable economic
linkages that stem from a substantial and long-term economic activity.
While market-based sources have been important and will become more
important as economic globalisation advances, they are unlikely to give rise
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to sustained development because of their failure to create linkages with
other sectors. These niche market activities, while not creating traditional
economic linkages, do create marketing links which in turn shape the nature
of development which, by their nature, will be predicated upon the relation-
ship with the outside world. Both booming sectors and niche markets are
more likely to generate ‘Dutch disease’ effects in small economies which tend
to undermine their long-term economic development.

1.2 Characteristics of efficient national economies in
a global market

Societies, like individuals, that prove most able to take advantage of the
market opportunities created by a more liberalised and globalised market
environment are those that are adept at moving resources and changing
economic activities with changing market opportunities. Economists nor-
mally associate several features or characteristics with societies that are best
able to adjust to the global market. The first of these is a pool of freely traded
and specialised land, labour and capital that are mobile, with low transac-
tion costs when involved in inter-sectoral mobility. Second, for a market to
function efficiently an efficient information system that disseminates rele-
vant market information rapidly and at low cost is essential. The third
feature is a physical infrastructure that permits efficient movement of
goods, services, resources and natural persons. A final feature is a social and
political infrastructure conducive to predictable legal outcomes.

In all economies, two broad types of factors are responsible for the
absence of these characteristics. The first are those factors induced by
domestic policy and the second, exogenous or inherent factors that are
beyond the immediate policy purview of national governments or multilat-
eral agencies. Market-oriented structural adjustment programmes are nec-
essary to deal with the policy-induced sources of inefficiency and market
failure. However, multilateral financial institutions are increasingly blur-
ring the distinction between exogenous and endogenous policy variables.
Other, possibly multilateral, forms of policy intervention by the global com-
munity are necessary if small vulnerable states are to cope with those of
their inherent cost disadvantages that cause economic marginalisation.

Through a combination of historical circumstance and the evolution of
commercial advantage, exports from these small isolated countries have
tended to remain largely confined to a limited number of agricultural,
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forestry and marine products. Small states face fundamental barriers to
adjustment that stem from the high cost of sectoral shift from what are
often agricultural monocultures to economic structures attuned to a more
liberal economic environment. What makes small states and enterprises in
those states so fundamentally different from those in larger states of a
similar development status is the very limited pool of specialised and com-
petitive domestic human resources available to firms. The absence of such a
pool in turn raises the costs of investments that are necessary for sectoral
and structural change. Moreover, the high degree of economic specialisa-
tion resulting from limited export and domestic market production has
meant that adjustment away from these sectors is all the more difficult.

A well-known and understood list of inherent characteristics is at play in
many small and highly vulnerable economies. These characteristics or
factors when operating together render markets in small economies less
capable of adaptation to global market change than those larger developing
countries of a similar development status. This list of inhibiting factors
includes the absence of economies of scale in production for both domestic
and export markets and the physical dispersion of small pockets of
resources, products and persons (especially in island states). These two
factors are frequently combined with physical isolation from resource and
export markets. However, the limitations on the capacity of island states to
adjust which stem from inherent physical characteristics are compounded
by several factors which stem from the level of development and economic
integration and are hence amenable to resolution with the passage of time.
The most significant is a lack of trade integration which means that these
small isolated economies are frequently unable to acquire domestically
scarce resources at the internationally competitive market price. This is par-
ticularly so for human resources when the acquisition of domestically scarce
skilled labour, management and entrepreneurship requires a significant
premium over the world market price. This, when combined with the poor
development of human resources, especially of skilled labour and entrepre-
neurial skills, often creates overarching barriers to the development of
industry. These island states frequently are further hampered by poor phys-
ical and communications infrastructure and a high degree of vulnerability
of that infrastructure to the economic impact of natural disasters.

This list of characteristics which impede market integration is fre-
quently produced, but less common is an understanding of the dynamic
interaction between these characteristics in creating cost disadvantages for
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firms operating in this environment. The interaction between these disad-
vantages is not necessarily linear, and often produces exponential increases
in the costs of production facing firms operating in small isolated states. A
simple example may suffice to demonstrate the nature of the interaction. In
the early 1990s, the Government of Fiji was considering diversification into
the export of cut flowers. The cost of airfreight of cut flowers from Hawaii
(one of the principal Pacific suppliers) to Tokyo was approximately USD
1/kg. To export a similar quantity of cut flowers from Fiji to Tokyo was USD
4/kg. In other words, while the distance between Fiji and Tokyo is double
that between Hawaii and Tokyo, the airfreight was quadruple. However, as is
well understood in transport issues, economies of scale are often far more
important than distance in determining freight rates. Export from Hawaii to
Tokyo is frequently done in large specialised air freighters because the
economies of scale exist to permit this type of development. In Fiji the export
of cut flowers (and chilled fish) could only be done in the cargo hold of pas-
senger flights. Thus the absence of economies of scale combine with isolation
and distance from markets to render sub-economic the development of an
export-oriented cut flower industry. This problem can be overcome, as was
the case with some Asian exporters which developed a cut flower export
industry by subsidising airfreight in the initial stages until volumes were ade-
quate to assure the development of specialised air services. However, under
WTO rules, direct export subsidies are prohibited for all members except
LDCs or countries with a GNP/capita of USD 1,000 or less. Fiji, by virtue of
its GNP/capita, is prohibited from providing such export subsidies.

Smallness per se is not necessarily an overarching barrier to a country’s
ability to shift resources and products between users and markets, which is
the essence of the adjustment required in order to prepare for a liberalised
market. It could readily be argued that more developed small states are in
fact better able to shift resources because of the physical proximity of social
and physical infrastructure. It is commonly argued that smallness is not a
problem because if resources are required for change but are not available
domestically they can be acquired through international trade from
related or associated countries. However, their acquisition from global
markets is often in small volumes, which in turn means that firms fre-
quently pay a premium on top of the world price. This high cost of
imported inputs is a particular problem where firms need to acquire skilled
labour and managerial talent, and this in turn results in relatively high unit
costs of production in small and isolated locations.
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Enterprises originating within those small states also suffer from a
further dynamic disadvantage in that they are unable to undertake what
has long been considered a normal corporate development path in larger
economies, i.e. from supplying the local market, usually with some
measure of government protection, to supplying the export sector. This is
not possible for firms in these very small states, as the domestic market in
which they operate is too small to provide a useful commercial education
for the entrepreneur. Hence, these firms are often unable to acquire the
necessary experience and market skills before entering much more com-
petitive international markets. Thus the natural learning curve that has
been the basis for corporate development in larger economies is not avail-
able to firms located in small states. The denial of access to this dynamic
process in small states constitutes one very important reason for the lack of
entrepreneurial talent outside the agricultural and staple goods sector.

To suggest that the development of new export staples requires the
existence of rents is in effect axiomatic as it would describe the early phase
of the product life cycle of every new staple, whether it be wheat from
Australia or cod fish from Canada. What is different is that in the small
states of the central and western Pacific the resource base is generally
inadequate and the cost structure too high for these exports to survive
even in the longer term without rents. While rents are needed in the
initial phase of any new staple development, they remain necessary
throughout the entire life cycle of products produced in the island states.
The high operating costs therefore create a short product life cycle in
comparison to larger economies. In turn the linkages that the short staple
life cycle creates means there is limited potential for the development of
other sectors of the economy. More importantly, the sharp booms associ-
ated with these rents tend to be far more destructive of other non-
booming sectors because of Dutch disease effects than in other larger
economies.

1.3 The nature and consequence of rent-based development

The traditional economic response to the inherent barriers of smallness,
isolation and less developed factor markets, and indeed any other undesir-
able qualities, has been to argue that domestic factor prices in such
economies must be adjusted downwards to reflect these cost disadvantages.
Adjusting factor prices sufficiently to compensate for these disadvantages,
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it is argued, would induce firms operating in competitive industries to
locate in small and highly disadvantaged states.

This raises an important but nonetheless highly heretical empirical
question. In small, highly vulnerable economies, does there in fact exist
sufficient domestic value added (over and above the subsistence reserva-
tion wage in the case of labour, the zero-risk rate of return on capital and a
zero rent for land and resources) to compensate potential investors for the
cumulative cost disadvantages faced by the private sector in such
economies? In other words, normal structural adjustment programmes
alone may not alleviate the commonly noted absence of bankable private
sector investment projects in small vulnerable economies. Such pro-
grammes act to lower factor prices to market-determined levels as there
may be insufficient domestic value added to compensate for the plethora of
inherent disadvantages associated with these economies.

The proponents of the doctrinaire free-market approach to develop-
ment, when confronted with the possibility that normal competitive indus-
tries cannot develop because factor prices cannot adjust sufficiently
normally, offer a second line of defence. They argue that if normal compet-
itive industries cannot be readily established in these small, highly vulnera-
ble economies, then this still does not justify any market-distorting
intervention by the international community. It is argued that small, highly
vulnerable countries may be able to develop their productive capacity in
niche market sectors. Such a possibility is again predicated upon the exist-
ence of quasi-rents, which permit production at costs that are above
normal competitive levels. However, while in other economies these quasi-
rents constitute a basis for super-normal profits, in small states they are
often a precondition for productive commercial activity as rents are neces-
sary to cover inherently high operating costs.

The history of the post-independence period in the Pacific islands –
a region where many of the other disadvantages frequently associated with
smallness are found – produces abundant evidence that the emergence and
continued existence of virtually every commodity export sector has been
associated with the different forms of rents described above.

1.3.1 Market-based sources of quasi-rent

Shifts in global commodity markets have had profound effects upon the
development of the Pacific island states from the time of the earliest contact
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that the region had with European explorers. Perhaps the first wave of com-
modity trade in the region stems from the mid-nineteenth century when
sandalwood traders came to the central Pacific in search of sources of
supply of the scarce and fragrant timber that were no longer available from
the traditional sources of supply in South-East Asia. This pattern of
resource development that was experienced during the nineteenth-century
sandalwood trade was replicated later in the century with trade in copra,
trochus, beche de mere and other tropical marine products. The island
states of the central and western Pacific only became sources of supply
when the more proximate sources were exhausted as a result of the rapa-
cious exploitation of resources for Asian and European markets. Indeed, it
is arguable that this pattern of resource development has not fundamen-
tally changed over 150 years. Without quasi-rents resource developers do
not normally enter these markets and the booms induced by termination of
supply from other regions generate the quasi-rents needed to induce entry
in a difficult and remote region.

In the recent history of the region two different varieties of market-
induced quasi-rents have affected the development of the Pacific.

1.3.1.1 Booming sectors

The development of both the Papua New Guinea (PNG) oil and gold
deposits and the PNG and Solomon Islands forestry sectors followed
immediately after price peaks which induced the exploration and develop-
ment of very-high-cost green field developments. Both the Solomon
Islands and PNG are very-high-cost locations for exploration for oil and
gold and the development of logging. In the case of the development of
gold mines and oil and natural gas deposits in PNG, the main spur to
exploration was the boom in oil and gold prices in 1979–80. The rapid
expansion of logging in the Solomon Islands, and also in PNG, is directly a
result of the contraction of supply from Sabah and Sarawak and a conse-
quent price peak in the South Sea log market in the early 1990s.

While these quasi-rents have been necessary in small vulnerable states in
order to establish new industries, they have all, in quite different ways,
created serious impediments to development. Booming sectors have been
widely recognised as having negative impacts, through Dutch disease
effects upon the non-traded goods sectors of the economy. This has cer-
tainly been true in the case of both the Solomon Islands and PNG. While in
theory it remains possible to manage resource booms effectively through
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various macroeconomic instruments such as sterilisation, small countries
are particularly vulnerable to such phenomena. Thus there is a far greater
tendency for these economies to suffer the economic consequences of
Dutch disease and their market-driven successes to result in an economic
implosion. Even in sectors where small states have been successful, their
small size renders them more prone to Dutch disease effects, which often
result in the destruction of non-booming traded goods sectors of the
economy and even occasion deleterious effects upon the booming sectors
themselves. For example, Tonga’s squash boom drew labour away from the
manufacturing sector, which resulted in a downturn in export-oriented
manufacturing activities as well as the state sector.

Very small developing countries are also less adept at making the type of
difficult political and economic decisions needed to manage such booms
effectively. In small societies where economic and political actors know
each other personally, and few have the economic literacy to understand
why revenues from booms should not be spent immediately, it is difficult to
convince a parliament not to spend these much-needed resources at once.
It is precisely because of their smallness that these island states are more
prone to Dutch disease from even small booms that would hardly be felt in
other, larger economies.

These booming sectors in high-cost small states also provide a relatively
short time period for the development of economic linkages and, as a
result, a diminished potential to develop normal economic linkages.
Because of their high costs, these sectors (usually natural resources) tend to
be developed only when the market has reached a point where the price is
sufficiently high to cover operating costs in these small and remote loca-
tions. Thus the development of oil and gold reserves as well as forest and
marine resources has only occurred when supplies from locations nearer to
markets no longer exist. Being high-cost locations, they also tend to be
amongst the last countries to enter the sector and the first to exit when the
price declines.

The nature of these booming natural resource sectors has also tended to
influence the type of entrepreneur attracted to the region. In general, high-
risk high-return resource developers are drawn to the region and these tend
not to be entrepreneurs interested in other related economic activities
which generate lower profits than the booming sector. Within other
larger and more advanced economies where there is abundant domestic
entrepreneurial talent this would not be a problem as low-risk domestic
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entrepreneurs would enter to provide those linkages. In the islands, where
entrepreneurial talent is at a great premium, this has been particularly
problematic. Significantly, those indigenous entrepreneurs that do exist
have tended to gain their experience from these booming resource sectors
and as a result have a higher risk profile than would normally be expected.

1.3.1.2 Niche market activities

Niche market activities, also generating quasi-rents, are different in that
they stem from a temporary market failure caused by the inability of entre-
preneurs to combine specialised inputs that are able to produce a particular
product or service. These markets are by their nature short-lived and the
quasi-rents generated have been transitory, surviving only until such
time as entrepreneurs are able to combine inputs and enter a quasi-rent-
generating niche market. The history of the island states of the western
Pacific is littered with numerous such cases. Perhaps the best example of a
quasi-rent-gathering ‘niche market economy’ is to be found in Tonga
which currently exports squash to Japan during a two-month window in
November/December when premium prices are paid because few other
suppliers have the climatic conditions to supply the Japanese market at this
time. Squash is now Tonga’s main export. Indeed, Tonga more than any
other economy in the region has moved from the market gardening of one
product to another in a most entrepreneurial manner, shifting production
whenever the demand for a particular product declines. It has shifted
throughout its history from exporting bananas, to taro, watermelons,
vanilla and squash.

One of the most significant recent examples of successful niche market-
ing in the region has been the successful export of sashimi grade tuna to
Japan from Fiji and to a lesser degree from the Marshall Islands and the
Solomon Islands. This trade, using local fishermen and capacity, has been
based on the high prices that are paid for premium fresh tuna in Japan, the
USA and Korea. Without these premiums, the Fiji producers would face the
same problems that have been faced in the highly competitive canned tuna
market where Pacific island producers have not been as successful as those,
such as Thailand and the Philippines, which export to markets such as the
EU without the benefit of trade preferences.

The rapid emergence of the traditional Pacific beverage kava as a natural
sedative in high demand in Northern Europe has also been associated with
very high export prices. In Fiji, Vanuatu and Samoa the export of this root
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crop has provided a massive stimulus to agriculture because of the high
quasi-rents associated with this current market niche. However, this niche
will no doubt disappear as other countries propagate the traditional Pacific
beverage for export. This has already commenced in both Central America
and Australia, though given the time taken to grow kava this may take
several years. In the interim the price boom has created a substantial incen-
tive for farmers to shift from traditional exports to the export of high-rent-
earning kava with little consideration that future prices may not match
current observed market prices. Significantly, a recent ban placed on the
consumption of kava in several Northern European countries, based on
highly contentious scientific analysis, has had devastating effects on several
Pacific island states and has underlined their vulnerability to change in
such small niche markets.

Niche market activity can constitute a foundation for trade policy in
small states. However, the information flows and international marketing
links that are necessary are often not available in small vulnerable states,
particularly in isolated small island countries. As a result, some highly vul-
nerable small states, which may be more able to make the change from a
trade-preference-dependent economy to a niche-market-based economy,
are not obvious candidates for the use of niche markets as a foundation for
trade policy. They are frequently disqualified by the lack of a suitable infor-
mation infrastructure and sophisticated and well-established marketing
links. Significantly, it is the existence of labour migration that has been so
important in the development of the Tongan squash industry and the cre-
ation of the marketing links and information flows that have facilitated the
peculiar nature of the Tongan economy as a highly flexible market garden-
ing economy. In economies where that flow of labour and information does
not exist, as is the case in so many of the Melanesian economies of the
Western Pacific, the development of niche marketing activities seems
highly unlikely.

Niche market activities are by their nature highly variable and require
rapid adaptation to changing market conditions. The existence of quasi-
rents, which by definition characterise niche markets, attracts the entry of
competitors. Thus what in one year or season may be a highly profitable
niche market may very soon become a crowded low-profit activity associ-
ated with high private and social exit costs. This in turn means that a society
which has such a basis for its economic development on niche markets will
have a radically different development path from those which follow more
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traditional staples export paths, with often far more volatile macroeco-
nomic environments as entrepreneurs shift from one sector to another,
causing short-term dislocation.

In the past and in other societies, a staple export sector could reasonably
be expected to generate both backward and forward linkages depending
upon the size of the economy, the length of the life cycle and the relative sig-
nificance of the staple good sector in the economy. These linkages, along
with the growth of the staple export sector itself, were frequently responsi-
ble for the transformation, if not economic development, of many staples-
dependent societies. In the case of niche market products, these life cycles
are frequently short and hence traditional economic linkages, the founda-
tion of economic development in so many staples-dependent economies,
are not possible. However, niche markets develop and result from non-
traditional economic linkages. As niche marketing is by its nature ‘market-
ing intensive’, those societies where entrepreneurs develop global linkages
will tend to pave the way for new niche products.

1.3.2 De jure sources of rent

The three main sources of rent that have been the most solid foundations
for the economies of the region have been trade preferences, preferential
taxation regimes and, in the case of the very smallest micro-states, sover-
eignty. Virtually all the manifestations of these de jure rents in the island
states have fallen into disrepute within an international community which
sees the market as the only valid measure of value and justification for
rents. As a result, policy measures are being put in place that will eventually
erode the commercial value or application of all these sources of quasi-rent.

1.3.2.1 Trade preferences

Trade preference arrangements have been extremely important in the early
development of tropical agricultural exports but have been less significant
as liberalisation has eroded the margin of preference in export markets.
This has been particularly so in the case of Melanesian tropical tree crop
exports such as palm oil, cocoa and coffee. Without what were even in the
early post-independence period small margins of trade preference in the
European market for tropical tree crop products, the exporters from
Melanesia would not have been able to compete with more proximate and
competitive suppliers in Asia and Latin America. These small margins of
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trade preference which are now no larger than 3–5% of the c.i.f. value were
often enough to compensate for the isolation of these suppliers, especially
when they concerned relatively low value to weight items such as tropical
tree crop products.

The main contemporary impact of trade preferences has been in the
diversification into garment exports to New Zealand and then Australia
from Fiji under the terms of Sparteca in the wake of the 1987 coups.
Canned tuna exports from three Melanesian countries (PNG, the Solomon
Islands and Fiji) occur under the 24% trade preference margin of the Lomé
Convention and its successor the Cotonou Agreement. This has been one of
the most conspicuous successes of export diversification of the Lomé
Convention. Electrical harnesses for automobiles are exported from Samoa
to Australia under Sparteca. Employment has recently been as high as 2,000
workers in Samoa’s largest private sector employer.

Trade preferences in the Pacific have played a vital role in providing a
stable, predictable and long-term source of quasi-rents that have success-
fully induced investment in agriculture and manufacturing in these small,
vulnerable states. However, even large margins of trade preference had little
effect in the case of the most vulnerable and disadvantaged economies, e.g.
Tuvalu, Kiribati and Tonga, although larger countries such as Fiji, Samoa,
the Solomon Islands and PNG have taken advantage of trade preferences. It
is, nevertheless, clear that while trade preferences are extremely important
to small states, they cannot long remain a basis for the development of these
states. What they can do is provide substantial economic rents which can
induce export-oriented investment and commence the necessary process of
learning that will enable societies to move to less-rent-dependent activity.
The critics of trade preference are correct in arguing that it can neither act as
a long-term stimulus nor as a substitute for competitiveness. The economic
benefits of trade preference were gained early in the life cycle of those prod-
ucts where high margins or trade preference existed.

What has been noted, as is so frequently the case with all forms of pro-
tection and subvention, is that governments in the island states of the
western Pacific have behaved as though these trade preferences are perman-
ent and have failed to undertake the difficult measures necessary to shift to
less-preference-dependent growth. While this observation is factually
correct, one can legitimately ask whether any such measures would have
been successful at so early a stage in their development given the cost disad-
vantages suffered by these countries.
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It has been noted by the critics of trade-preference regimes that the
greatest beneficiaries of these trade preferences have not even maintained
their market share in their traditional export markets in comparison to
those which receive no or much less preference.2 While there is no disput-
ing the decline in market share, the critics of trade preference fail to recog-
nise the possibility that in such economies, in the absence of trade
preference, no monetised activity would have occurred. Here the propo-
nents of the emerging trade regime depend upon a thoroughly dubious
optimism devoid of any understanding of commercial reality. They argue
that even the most disadvantaged societies can become competitive and
thus trade preference cannot have a long-term place in development strat-
egy. This is an empirical assertion that remains unproven.

Irrespective of the value of trade preferences in the past, they are undeni-
ably eroding over time as a result of WTO and unilateral liberalisation. It is
thus imperative that the international community devise appropriate
interventions that will replicate the results of trade preference while avoid-
ing some of the more market-distorting consequences. The difficulty rests
less with technical problems of engineering such a facility, than in the polit-
ical will to recognise and resolve the problem of marginalisation in a glob-
alised economy.

1.3.2.2 Tax concessions

The provision by fiat of tax concessions and other subsidies to exporters
that establish or maintain export-oriented production has also fallen into
disrepute. Given the ad hoc and frequently opaque application of this
instrument in the western Pacific, it is unsurprising that the international
community, increasingly driven by corporate governance issues, has
pursued a policy of assisting these states to dismantle these regimes. These
tax policies have nonetheless been instrumental in assuring export-
oriented investment.

Perhaps the single largest expansion of export-oriented investment in
the western Pacific occurred in Fiji with the growth and development of the
garment export industry in the wake of the 1987 coups. It was the liberali-
sation of garment imports from island countries into New Zealand and
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then Australia in 1988 that created the push factor for domestic producers
to locate in the islands. The liberalisation created a massive margin of trade
preference which was then eroded by the rapid MFN liberalisation of the
sector. However, it was the tax-free factory system implemented in Fiji after
the coups, along with massive devaluation of the currency, that pulled
those producers towards what was then a highly politically unstable envi-
ronment.

Tax concessions were one of the key factors that pulled New Zealand and
Australian manufacturers to Fiji rather than one of the twelve other island
states that benefited from duty-free access to the Australian and New
Zealand garment market. Tax concessions have also been important in far
less benign cases such as that of the gold mining industry in Fiji which has
operated under secret tax agreements with the state since 1980. These
agreements have effectively rendered these gold mines tax free. It is this
opaque use of tax concessions that has pushed the international commu-
nity to pressure developing countries in the western Pacific to eliminate tax
concessions and move to a low rate for both domestic and export-oriented
production. By and large this policy advice has been strongly resisted by
these states.

It has not just been Fiji that made use of ad hoc tax concessions to induce
foreign investment. Samoa and the Solomon Islands have made extensive
use of tax concessions in promoting export-oriented production both in
manufacturing and in agriculture and marine-product exports. In the
Northern Pacific as well, tax concessions for investors are seen as a vital
ingredient in compensating investors who chose to locate in such disadvan-
taged areas.

1.3.2.3 Sovereignty: from de jure to nefarious rents

Much of the economic activity in the very smallest micro-states of the
central and western Pacific does not stem from trade preferences or tax
concessions or from booming sectors or even niche markets. Indeed, in
many of these countries there is almost no staples production at all. The
sole source of export earnings stems from the provision of services which
are deliverable solely by virtue of the sovereignty of these states. Indeed, the
sale of stamps, domain names for the internet (e.g. tv for Tuvalu and Nu
for Niue) and flags of convenience for shipping, e.g. in the Marshall Islands,
are examples of relatively benign rent-generating service activities in the
region.
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However, the sovereignty-related services provided by small states in the
Pacific have not all necessarily been benign nor even legal. Indeed, some of
these activities – such as the sale of passports – have been of the most ques-
tionable domestic legality even though they have, in the past, been system-
atically organised at relatively high levels of government. Some seven of the
fourteen Pacific Island Forum countries also run finance centres with
varying degrees of success. The two most notable successes have been those
of the Cook Islands and Vanuatu. While many of the activities of com-
panies operating in these finance centres are no doubt perfectly legal, some
involve money laundering activities. As the OECD moves to impose greater
controls on tax constituencies that provide ‘harmful tax competition’, i.e.
tax havens, the revenue that small states derive from these rents will decline.

Increasingly the fertile high islands of Melanesia, such as PNG and Fiji,
have become source countries for illegal drugs such as cannabis which is
exported to Australia and New Zealand. However, more significantly these
countries as well as other Pacific island countries have become entrepôts
for other more dangerous drugs that are being smuggled into Australia and
New Zealand from Asia and South America. It is clear that as the legal eco-
nomic opportunities to obtain the rents necessary to maintain economic
activity evaporate in the face of globalisation, those in small states will turn
increasingly and more actively to nefarious activities at the margins of the
global production process. This is likely to lead to the increasing criminal-
isation of these states.

1.3.3 The conundrum of copra and tourism

What has been proposed above is a general theory of trade and develop-
ment and therefore if it is to have empirical validity then all industries must
be covered. There are two particular cases where it can be argued that the
theory does not appear to apply. Indeed both copra exports and tourism,
the region’s oldest and newest export sectors, appear to be counter-
examples to the general rent theory of trade and development. However,
these counter-examples may be more apparent than real.

Even a cursory reading of the history of the copra trade in the South Seas
will show that it started, like all staples, during the boom in the late nine-
teenth century and developed more significantly again with the boom in
the post-First World War era. Since the 1920s copra production has been in
decline in the Pacific. Production is now based purely on competitive prices
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with almost no subventions and no trade preferences. However, produc-
tion now occurs only in those locations where the soil has few alternative
uses and labour remains cheap because there is no alternative monetised
activity. Indeed, in many remote islands where copra production contin-
ues, the cost of production is actually quite low and the payment to
resource owners for copra is pure rent as their land and labour have no
alternative uses. In some central and western Pacific countries even copra
production has ceased. With the exception of some plantations which con-
tinue to operate in Melanesia, where alternatives exist to copra production
in the South Pacific it has by and large ceased.

Tourism can also be seen as a counter-example to the theory that normal
competitive industries cannot survive without rents in the central and
western Pacific. In most countries of the region it remains a niche activity
geared towards wreck divers, war veterans and culture and adventure
tourists. These are all clearly niche markets. Only in the case of Fiji is there
anything that can be considered a mass tourism destination. This is both a
counter-example and simultaneously further evidence of the theory’s
validity. Tourism in Fiji is generally highly competitive and it competes on
the international market without major subvention (except for tax conces-
sions), either market-based or de jure. Yet it competes only on the Australia
and New Zealand market as a mass destination and this is because this is the
one sector where Fiji is no longer remote. Indeed, as a destination for
Australian and New Zealand tourists Fiji remains more proximate than its
principal Asian competitors in Bali and Thailand. For other source markets
such as the USA and Japan, Fiji remains a tiny niche. Thus it is the violation
of the condition of distance and isolation that renders Fiji able to develop a
mass and competitive market for tourism services.

1.4 Conclusion

The dependence of these small and remote vulnerable states on rent and
quasi-rent as a basis for monetised export-oriented production raises
several profound and disturbing economic and policy questions, the reso-
lutions of which are beyond the scope of this chapter. If the rent theory is
correct then the question arises of how these countries will respond to the
consistent erosion of those rents that results from liberalisation and the
demise of sovereignty and tax concessions. The response of the interna-
tional community has been to argue that trade liberalisation necessitates
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structural adjustment, and yet there has been no analysis of whether there
exists sufficient domestic value added in these small vulnerable states that
can be adjusted downwards to compensate for the inherent disadvantages
of smallness, isolation and physical dispersion. Moreover, the international
community has not addressed the more difficult policy issue that possibly
prices cannot be adjusted to attract investment and that, as a result, some of
these small vulnerable countries may not be structurally viable in a glob-
alised and liberalised economy. If this is the case and structural adjustment
cannot work to attract investment, at what point will the international
community shift its policy, or will we continue to see, as has been the case in
the last few years, demands for ever greater and more politically intrusive
structural adjustments when private sector investment fails to materialise?

It is often only at the world’s very edges that one can see the impact of
historical changes with some clarity. For the central and western Pacific
states the impact of liberalisation and globalisation on their current trading
regime could not be of greater significance. While we have pointed to
several countries which are so small as to render sub-economic all com-
mercial production of goods and services, the impact of globalisation may
well create even more such countries. In these societies remittances, aid and
migration become the only basis for consumption above physical subsist-
ence. At the very least, for those who optimistically argue that these coun-
tries can develop on an unstable base of niche market activities there is a
need to rethink the nature of assistance that is provided to these societies to
assure that it reflects this reality.
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2

Small countries: a survey of the literature

michael weatherhead

2.1 Introduction

The study of the economic consequences of being a small state has received
a large amount of attention from policy-makers, academics and researchers
over the years. This is due in the main to the many arguments put forward
attesting to the economic disadvantages countries suffer as a result of their
size. These range from low returns to scale in the private economy to export
dependence, increased vulnerability and volatility as well as the costs of
isolation.

The objective of this chapter is to review these different strands of the
literature taking each of the major areas of interest in turn. After an exami-
nation of the different concepts of country size presented in the literature,
the author will review the range of constraints to growth for small coun-
tries that stem from the limited size of small country domestic markets.
These include limits to the ability to develop a manufacturing sector
(Pryor, 1972; Banerji, 1977) to financial constraints (Fry, 1982; Khatkhate
and Short, 1980) and export dependence (Kuznets, 1960). The literature
dealing with the constraints is advanced in both a theoretical way, reminis-
cent of the earlier literature, and also a more empirically based manner, one
that marries both the theoretical and the empirical.

The chapter goes on to look at the literature concerned with the issue of
volatility, which arises out of the greater openness characteristic of small
country economies, and its possible effects on growth. The issue of isola-
tion and the costs it presents to small countries in terms of higher input
costs (Redding and Venables, 2001) is also an area of the literature on small
economies which has had much attention paid to it. The costs of isolation
in conjunction with those resulting from higher volatility combine to
provide two elements in another field of study related to small economies,
that of vulnerability. Recent development of a number of vulnerability
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indices has shown a new way of looking at the state of a country’s economy
(Atkins et al., 2001; Briguglio, 1995).

Having reviewed the arguments put forward for the economic disadvan-
tages perceived to be inherent in small economies, the chapter will examine
the empirically based literature that focuses on measuring the relationship
between size and growth. Many of the empirical studies use regression-
based analysis in examining the growth of small nations (Milner and
Westaway, 1993; Easterly and Kraay, 2001; Khalaf, 1979). These studies
appear to contradict the theories (outlined above) of how small countries
are economically at a disadvantage as a result of their size. Reasons for the
apparent discrepancy between the theory and evidence are also reviewed in
this section (Easterly and Kraay, 2001; Romer, 1986; Blake, 2001).

In the final section of the chapter, the proposals various authors have
made with regard to the strategies small countries might adopt for self-
development are reviewed. Issues of economic management rather than
economic characteristics are the primary focus – is it the policies rather
than the size of countries that have led to some doing better than others?

2.1.1 Concepts of size

A good place to start a review of the literature on country size and eco-
nomic performance is to examine the concept of size. Country size can be
measured in a multitude of ways, although the different measurements can
generally be classified into one of two categories – geographic or economic.
This variety of measurements does of course make comparisons between
papers difficult. For instance, even within the same measure, cut-off points
are often made on a quite arbitrary basis.

2.1.1.1 Geographic

Country size as measured in terms of either population or actual physical
land mass is a common form of measurement amongst many of the papers
reviewed here. Kuznets (1960) decides on population size as his measure of
smallness: ‘By a small nation I mean an independent sovereign state, with a
population of ten million or less.’1 He openly admits though, that this cut-
off point is simply a rough decision. Other authors such as Srinivasan
(1986) determine countries with fewer than 1.5 million people as very
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small, and those with populations between 1.5 million and 5 million
as small. Cherney and Syrquin (1975) classify countries with fewer than
5 million people as small whereas Easterly and Kraay (2001) define small-
ness for their measurement purposes as below 1 million; Armstrong and
Read (1998) use 3 million as their cut-off value.

The most widely held view of recent times is to consider those countries
that have populations of less than 1.5 million (with the exception of
Botswana, Jamaica, Mauritius and Papua New Guinea) as small states. Even
when the same cut-off is used, as in the works by Easterly and Kraay (2001)
and Atkins et al. (2001), the sample of small countries used can vary quite
substantially. For instance, Easterly and Kraay (2001) include high-income
countries (with small populations) such as Qatar, Luxembourg and Iceland
in their calculations, countries not found in the work of Atkins et al. (2001).

It is not of course automatically the case that population size and land
area will be correlated measures. For the main reason that population size –
due to its reference to labour – is possibly more closely connected with
potential economic concepts of country size, it is this measure that has
prevailed over land area as the most widely used measure in terms of a
country’s natural characteristics. Land area is not necessarily a redundant
measure, but the fact that a number of LDCs have small populations but an
extremely large land area makes it less attractive in terms of the exercise
being conducted here.

2.1.1.2 Economic

Despite its obvious limitations for measuring the development of a nation
state, GDP is the economic measure of size most often used in the literature
when examining the question, does country size play any part in determin-
ing the level of development or economic performance of a country? It is
however often used as a secondary measure to population size for these
purposes. With respect to LDCs, the arguments against the exclusive use of
GDP are those that led to the creation of the United Nations Index of
human development.

An alternative to GDP is a country’s real gross national product (GNP),
as preferred by Khalaf (1979), which can often produce quite a different
value to GDP if, for instance, many of a country’s nationals are expatriates
who remit money to relatives back home. Gross domestic expenditure
(GDE) is another alternative. As Srinivasan (1986) makes clear, ‘a poor
country with lower per capita income could still have a large GNP (because
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of its population size). But it would still be only a small potential market,
because the bulk of its population is too poor to be potential demanders of
anything but basic commodities.’2

Davenport (2001) examines smallness in terms of trade flows, proposing
a definition of smallness as being below a certain percentage share of world
trade, whether by aggregate trade flows or on a sectoral basis. Similarly
another economic concept of size put forward by the international trade
literature is the market power a country displays. As described by
Srinivasan (1986), it is ‘the ability of an economy to affect its terms of trade
by changing its volume of exports and imports’.3 This is an interesting def-
inition of smallness. All open macroeconomics models are based on this
particular assumption although empirical economists provide minimal
support in favour of this, e.g. estimates by Senhandji and Montenegro
(1998) show price elasticity of export demand for all countries, whether
large or small, to be very small and in most cases less than one (absolutely).
This would suggest considerable market power of even apparently small
countries. Without going into this debate some qualifications can be made
about the terms of trade (TOT) definition of smallness. TOT can be com-
modity specific and even a small country might affect the international
price of a particular commodity. However, if the commodity in question
happens to occupy the lion’s share in a small state’s export bundle, the
overall TOT might be influenced by the country’s own supplies.

With this last definition and the previous comment made about the
ability of a population actually to purchase items produced dictating the
size of the market, we come to one of the main areas of discussion around
the topic of smallness, namely, the size of the domestic market.

2.2 Constraints to growth and development

Many of the perceived economic disadvantages attributed in the literature to
a country’s size are interlinked. The starting point for the majority of these
problems is the limited size of the small country domestic market. Much of
the literature covered in this section features the multiple effects this feature
of small countries has on their growth and development prospects. The fol-
lowing flow diagram (figure 2.1) helps identify the different linkages
between the various areas of study as described in the papers reviewed, and
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how they lead to the authors’ conclusions that smallness constrains growth
and development. It provides a route map for the literature foci that follow.

2.2.1 Export dependence

Many of the arguments put forward for the inherent disadvantage of
being a small nation in the traditional literature are based around the idea
of limited domestic market size. The main impediment of having either a
small domestic population or limited natural resources is that it is not
economically efficient to cater for the home market and that is why many
small states are so export focused. At first glance, one might question why
this might be considered a problem, but as Kuznets (1960) points out,
‘While foreign trade permits concentration of a small country’s activity in
the economically advantageous sectors, not all goods needed for domestic
use can be imported; nor can a country’s economic growth be securely
built upon exports to a few countries of destination.’ The old adage of not
having all your eggs in one basket applies very much to small economies.
The Joint Task Force report (2000) highlights this dependence amongst
small countries, with trade to GDP ratios above 110 per cent for small
countries; this compares with 38 per cent in all low income countries.

2.2.2 Export concentration

Stemming from the export dependence that characterises the shape of small
country economies is the fact that small countries often find themselves
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focused on just a small number of export products destined for a small
number of recipient countries. The limited available labour force means pro-
duction of a broad range of export products is less likely in small countries.
Often the exports of small nations are agriculture-based. A possible reason
for this, outlined in a survey4 in Kuznets (1960), is that, certainly in the first
half of the twentieth century, there was a very strong political link between
exporting small countries and the large countries their exports were destined
for. This is not a great surprise. Many small states were former colonies of the
European powers in previous centuries and their economies at that time were
often geared towards producing items for the colonial power’s home market.
Sugar is a good example of this. Many small states in the Caribbean, Africa
and Pacific regions had their economies organised by the United Kingdom
for the sole export of sugar to the British market. Movements away from
exports of raw sugar into, for example, refining of raw sugar (where the great-
est value addition is to be achieved) was discouraged in these countries via
the imposition of high tariffs. In the second half of the twentieth century,
after independence was gained, many preferential trade agreements were
established between the large European countries and their former colonies,
contributing towards the continuation of dependence on small numbers of
agricultural exports with a small number of destinations for those exports.
With commodity prices having fallen relative to manufactures and services in
the past and likely to continue to do so (Hewitt and Page, 2002), there is a real
threat that focusing on these products will inhibit growth and development.

Concentrating on a sector other than agriculture does not necessarily
improve a small country’s prospects however. For instance, the economies
of the Caribbean have been very badly affected by the events of 11
September. This is because of their export concentration in tourism, which
accounts for 76 per cent of total exports in St Lucia, 61 per cent in Antigua
and Barbuda and 55 per cent in Barbados, for example (Joint Task Force,
2000). The reduced number of Americans flying has had serious implica-
tions for their economies’ overall growth.

2.2.3 Size and manufacturing

Because of the research done on basic commodity prices,5 it is now widely
accepted that the economic development of a country cannot rely on
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agricultural expansion alone. Industrialisation and manufacturing is seen
by many as the next rung on the ladder of development for low-income
countries. A range of potential reasons why countries have shown different
levels of development of their manufacturing bases (in terms of plant size)
has been offered by a number of studies. Both theory and evidence point to
a number of factors that are complicit in this finding. These constraints on
manufacturing development include the size of the market (Pryor, 1972),
poor financial systems (Fry, 1982), tariff barriers in export markets and the
cost of transportation of inputs (Redding and Venables, 2001).

Under the simple assumptions of homothetic production functions and
invariant factor price ratios across countries, the result that average plant
size in a country is limited due to the size of its market and capability of its
financial sector is an obvious one. Banerji (1977) postulates, however, that
production functions of manufacturing may be non-homothetic – meaning
there may be more than one expansion path in a given industry which could
mean different returns to scale; combined with the assumption that relative
factor costs may well vary between countries (particularly developed and
less developed), then manufacturers in different countries could be on
different paths. Assuming, as is reasonable, that the relative factor price of
capital to labour is lower in developed countries, then these manufacturers
will pursue a more capital-intensive path, whilst LDCs adopt a more labour-
intensive route. With the common belief that the capital intensive expan-
sion path is associated with higher returns to scale, then this will lead to a
greater average plant size amongst capital-intensive countries and greater
levels of profit for those in capital-intensive manufacturing.

The relative factor prices of small countries are therefore critical in dic-
tating which expansion path they are likely to follow, and thus the levels of
returns achievable. The relative factor prices of capital and labour of small
countries will depend on factors including the level of development, which
will to a degree dictate the relative factor prices of a small LDC, and its
resource base or capacity to obtain competitively priced capital. Except for
the exceptional success stories amongst small countries, namely Hong
Kong, Singapore and small European states, it is reasonable to assume that
labour is cheaper relative to capital in small countries, which would lead to
a more labour-intensive form of manufacturing and therefore a lower
return and restricted growth opportunities.

Banerji’s findings show his hypothesis to hold. This then bodes ill not
only for domestic production of non-tradables in small countries – such as
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infrastructure which requires large-scale capital-intensive operations in
order to reap the benefits of scale economies, but also for export produc-
tion, implying that development of the export sector may well be limited
for small countries in manufacturing, therefore reducing a small country’s
ability to develop in higher ‘value added’ directions.

The author’s findings (as he himself admits) are limited by the data avail-
able and the proxies used. Indicative rather than definitive is the description
he likes to give his results. An interesting point to note in the discussion on
relative capital intensity of manufacturing, in one of the findings of Banerji,
is that in textiles (a form of light manufacture many commentators believe
is the first rung of the manufacturing ladder for agrarian-based LDC
economies) average plant size is the same in both the developed and the less-
developed world. This form of manufacturing (which is less capital/more
labour intensive than others) therefore shows that it lends itself equally to
production in the developed and the less-developed world.

2.2.4 Domestic production of non-tradables

As touched on above, a disadvantage facing small economies alluded to in
Kuznets (1960), Srinivasan (1986) and Armstrong (1993) is the possibility
of higher per unit costs of various services that for economic and social
reasons cannot be imported. Whereas Kuznets (1960) suspected that small-
ness did not prove a particular obstacle in the provision of a number of
different non-tradables such as health care and education (which he
believed were small scale in nature the world over), he did concede that in
areas such as infrastructure smallness might be an issue.

The capital-intensive nature of infrastructure manufacturing – mater-
ials, machinery etc. – demonstrates why it is less developed as an industry
in smaller countries and thus more expensive to undertake. The higher per
unit cost of infrastructure partly explains the proportionately larger size of
small country governments, which can lead to crowding out of the private
sector in terms of investment (Gutierrez, 1996). The resultant lack of infra-
structure is most serious for a small country in terms of costs for other
business. An example of one industry in which a number of small ACP
countries are involved and where good overland transport linkages as well
as port facilities are vital is the sugar industry. Poor infrastructure can lead
to higher costs and less growth in the sector. Good infrastructure in
Australia for instance and the recent privatisation and improvement of
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transport and port facilities in Brazil help these countries to be amongst the
most efficient sugar exporters in the world (ABARE 1999).

Continuing the theme of small countries’ lack of ability to exploit
economies of scale in certain non-tradables, Armstrong (1993) identify
retail as another sector that fails to exploit economies of scale in situations
of limited domestic market size. He finds that the Isle of Man has more
single outlet firms and few larger superstores relative to the UK. Energy dis-
tribution and electricity generation are also areas where small-scale pro-
duction has led to higher costs. Whether this is more a feature of island
economies or simply small economies may be dependent on the region in
which the small country is located and on the available supplies.

2.2.5 Size and matters of finance

The predicted effect on growth of the above-mentioned chain of problems
is compounded when one considers the effects size has on the financial
sector of small countries. Often dominated by foreign commercial banks,
their financial sectors are invariably uncompetitive (Fry, 1982). This has
serious implications for the ability of individuals and organisations to get
funding for investment purposes. The fact that many countries export
primary commodities with falling prices reduces the returns to these
sectors and further contributes to the problems of low investment. Small
countries, particularly those prone to natural shocks, can also often be seen
as highly risky by foreign investors. Crowding in can be a positive external-
ity of official aid (Collier and Dollar, 1999), but other reasons such as costs
of information collection, detailing capacity to repay a loan as well as the
cost of enforcing contracts have a negative effect on willingness to invest.

The particular economic characteristics of small countries also tend
to circumscribe the monetary policy options available to a central
bank. Economic delineation of country size for financial purposes can be
measured as the size of domestic production destined for domestic
consumption versus the amount produced for export. As Khatkhate and
Short (1980) explain, the greater the amount produced for export, the
smaller the control a central bank has over its economic targets. This control
is often further decreased in small countries because many of the services
being supplied domestically are designed to cater for the tourism trade.

The authors go on to hypothesise that if one is an export price taker, as
small countries invariably are, then one cannot control the value of one’s
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exports. Similarly, control over import inflation is also beyond the power of
the central bank. All these factors can lead to a greater vulnerability in
financial terms for small countries and greater vulnerability is often
reflected in greater volatility, which has the potential to constrain growth.
Gylfason (1999) also finds that, up to a point, higher inflation (during the
period under review in his article) tended to be associated with lower
exports as a proportion of GDP and also with slow growth of countries.

Capital mobility and fixed exchange rates render the actions of a small
open economy central bank particularly ineffective. An example (along the
lines of the Mundell-Fleming model for small open economies) of this
ineffectiveness is the case of the central bank increasing money supply and
simultaneously reducing interest rates – an expansive monetary policy
often used as a stimulus to the economy. In the small country case, these
actions will lead to an increase in aggregate demand for imports and non-
traded commodities. The lower interest rates will lead to a capital outflow.
With remittances often contributing significantly to the GNP of small
countries, lower interest rates will encourage more rapid outward remit-
tances or slower inward remittances. All of these factors will reduce the
small countries’ foreign reserves, which reduces commercial bank reserves,
forcing the authorities to undertake to decrease the money supply and raise
interest rates to protect exchange reserves.

In terms of fiscal policy, small countries tend to rely more heavily on
trade taxes than on income taxes – the primary revenue source of large
country governments (Codrington, 1989). With the international move-
ment towards free trade, reductions in import duties and export taxes will
have serious consequences for levels of revenue and a country’s ability to
fund production of its non-tradables.

All of this is not to say that small countries’ central banks have no
options. Suggestions made in Khatkhate and Short (1980) with regard
to different policy initiatives designed to compensate for these monetary
disadvantages are examined in the concluding section of this chapter.

2.2.6 Volatility

As just mentioned, the limited control of small economies’ central banks
can leave them exposed to financial volatility. In the preceding discussion,
we saw how small countries, due to their limited market size, become more
export orientated and more open.

38 michael weatherhead



Greater openness (as measured by trade/GDP) brings a greater reliance
on events outside one’s control and subsequently greater exposure to vari-
ations in the global economy. An exogenous shock to a large country on the
other side of the world importing goods from a small country may well
result in the small country feeling the effects of the shock just as much as, if
not more strongly than, the large country. Although dwarfed in volumetric
terms, it is because the proportionate size of small countries’ exports to
GDP is often far higher than that of larger more developed countries that
the effect might be greater for the small, rather than the large country.
Growth, up to a point, can be sustained in large countries due to their large
domestic market, which reduces reliance on exports. Even though coun-
tries such as the USA and Japan are amongst the largest exporters in the
world, their proportion of exports to GDP is amongst the smallest.

The possibility of greater volatility, as figure 2.1 shows, can have two
effects. It might lead to lower investment and in turn lower growth. It could
also lead to greater vulnerability.

The link between volatility and smallness (assuming small equates to
open) is tested in Easterly and Kraay (2001). Their regressing of TOT
volatility6 on a number of dummy variables, including one for small coun-
tries, shows the small country dummy to be significant. They account for
this result by saying that it is due to the unavoidably highly open nature of
small economies. Evidence from the authors’ regression results that con-
centration of export products by small countries could account for the
volatility is deemed inconclusive.

Having already established that smaller countries suffer higher growth rate
volatility, the authors attempt to analyse to what extent TOT volatility con-
tributes to the higher volatility of small countries’ overall growth rates. TOT
volatility is included as an explanatory variable in their growth regression fea-
tured in the second section. The significance of the ‘standard deviation of
growth’ variable in explaining average annual real per capita GDP growth –
despite controlling for TOT volatility (and hence small countries’ greater
openness) – signifies that other factors are also responsible for the higher
volatility of the growth experienced by smaller countries. One possible factor,
which will be examined later, is proneness to natural disasters.
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2.2.6.1 Volatility and growth

The fact that small countries suffer higher volatility of growth is an import-
ant relationship to have established. It links to research which, until the
1980s, had treated growth theory and business-cycle theory as dichotomous.
Little attention had been paid to the possibility that business-cycle volatility
may have an effect on growth. Romer (1986) proposes that it is difficult to
judge the success of growth theories, due to these theories assuming away
any variation in output from the business cycle. As highlighted in the previ-
ous section, analysis of long-run trends in growth patterns showed an
increase in productivity growth rate, not a decrease (decreasing returns
being a fundamental assumption of standard growth theories).

Ramey and Ramey (1995) attempt to clarify the relationship between the
two theories, through use of regression techniques. Their analysis of a
ninety-two-country sample covering the 1960s–1980s amounts to a simple
regression of the mean growth of the countries on the standard deviation of
growth. Their overall results (fig. 2.2) show a negative relationship, i.e. that
a higher volatility of growth results in lower growth rates.

Testing the robustness of this result is vital as the conclusion appears to
throw up a paradox: that small countries with higher volatility rates have
lower mean growth rates, which, as we shall see, is in direct conflict with the
results of many empirical studies. Robustness of the model is built up
through the introduction of a vector of control variables designed to
account for other characteristics of the countries whose contribution to the
result may be masked in their absence from the regression.

Variables we have seen before (included in growth regressions in previ-
ous sections), such as initial GDP (to account for convergence), the level of
investment as a share of GDP and the level of human capital7 at the begin-
ning of the sample period, are identified by Levine and Renelt (1992) as
being robust across specifications.8 Their inclusion strengthens the result
found by Ramey and Ramey, producing a ratio of a 0.5 per cent change in
mean growth from a 1 per cent change in the standard deviation. Despite
this, both investment share and initial GDP are larger in terms of economic
magnitude – both exhibiting positive relationships with growth.

40 michael weatherhead

7 As is usual in these regressions, the proxy used for initial level of human capital is a measure of
the numbers in school at a certain date.

8 Reference to this type of sensitivity analysis for variable selection in growth regressions where so
many variables could seem to be an influence.



2.2.6.2 Investment: is it the key?

Many authors believe it is investment that links high volatility and low
growth. The theoretical background for such an assertion is that of the ‘irre-
versibilities’ in investment. That is to say, increased volatility leads to lower
investment and therefore lower growth rates. ‘When projects are irreversible,
agents must make investment timing decisions that trade off the extra
returns from early commitment against the benefits of increased informa-
tion gained by waiting. In an environment in which the underlying stochas-
tic structure is itself subject to random change, events whose long-run
implication are uncertain can create an investment cycle by temporarily
increasing the returns to waiting for information.’9 In other words, it is safer
to wait, in an uncertain world. Ramey and Ramey (1991) demonstrate that if
firms have to commit to their investment ahead of time then volatility can
lead to lower growth due to firms operating at sub-optimal levels ex post.
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Source: Ramey and Ramey (1995)
Figure 2.2 Simple correlation of growth and volatility
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Arguments of a positive relationship between volatility and growth also
have investment acting as a bridge, this time as a result of higher precau-
tionary savings (resulting from higher volatility) leading to higher invest-
ment and thus higher growth – the theory resting on the assumption that
the increased investment will be fully reflected in higher output.

In testing the empirical strength of the argument that investment acts as
the link, Ramey and Ramey (1995) include different measures of invest-
ment in their original equation for testing the relationship between volatil-
ity and mean growth. The different measurements of investment alter the
results in an insignificant way, thus leading to the conclusion that invest-
ment is not the means by which increased volatility is transmitted into
lower growth.

With investment ruled out (empirically) as a candidate for the through-
flow of higher volatility to lower growth, innovation variance10 – a measure
more closely connected to the idea of uncertainty – is examined.
Empirically it is found that countries with higher innovation variances
have lower mean conditional growth rates.

The paradox (mentioned above) presented by the results of Ramey and
Ramey (1995) and various studies (in section 2.3) arises from separate
regression findings. First, higher volatility has a negative effect on growth;
secondly, small countries experience higher volatility; and thirdly small
states do not have lower growth rates. In this instance it is not axiomatic
that because A results in B and B results in C, A will result in C. The general
theme and conclusions from different papers reviewed on the subject of
volatility does however point to a consensual view of small countries
suffering from greater volatility as a result of their size. The resultant uncer-
tainty that would cause could then act as an impediment to the develop-
ment process.

2.2.7 Isolation and geographic surroundings

From figure 2.1 we can see the possible effects isolation can have on a
country’s growth performance either in terms of higher costs resulting in
lower profits, thus lower investment and lower growth, or in terms of vulner-
ability. The topic of isolation is one that features in many of the areas of

42 michael weatherhead

10 For a detailed breakdown of the definition of ‘innovation variance’ as used by Ramey and Ramey
(1995), see ibid., pp. 1143–4.



research related to country size. It is often examination of small island
economies that precipitates discussion on the issue. Many studies though
examine isolation in the context of its potential influence on GDP through
the flow of ideas, goods and factors of production, regardless of island
status,11 a country can be landlocked or an island, but if it is far away from the
markets it interacts with economically, then the same problems are faced.

One of the oft-mentioned problems is higher transportation costs. These
higher costs can be as a result of smaller cargoes to small countries being off

main transportation routes or a lack of resources to develop facilities to
accommodate large ships. The median value of the ratio of insurance and
freight costs to import values in the Joint Task Force report (2000) is higher
for small island and landlocked states than for all developing countries. If of
course a country is landlocked, then by definition, it is surrounded by a
regional market. For island economies too (though sometimes to a lesser
extent), regional markets are a feature of their location. The strength of
regional markets and how this may impact on the growth/development of a
small country has also been examined in a number of studies.

2.2.7.1 Isolation

A recent paper by Redding and Venables (2001) examines the importance
of isolation in determining differences in levels of per capita income
across countries. The authors use a structural model using per capita
income, bilateral trade and relative manufacturing prices in order to find
the effects of geography on variation of per capita income across a range
of countries, measuring bilateral trade flows via a gravity model in order
to obtain a meaningful estimation of market and supplier access for
countries.

The overall results of the study confirm what a number of other studies
have found in relation to geography and national income, that geographic
factors affecting market and supplier access have an important bearing on
variations in per capita income, in this instance accounting for 70 per cent
of the cross-country variation in per capita income. The authors’ finding
that the relative price of manufacturing goods is negatively related to a
country’s supplier access demonstrates the through-flow of the effects of
isolation to lower income levels as shown in figure 2.1.
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Inclusion of variables to control for technology and the price of factors
of production allows the authors to demonstrate the robustness of their
results. Prediction by the model of the effect of a number of these variables,
such as landlocked or island status, shows the former to contribute nega-
tively to trade, the latter positively. Redding and Venables (2001) also find
that manufacturing costs are negatively associated with a country’s sup-
plier access. Whether this is a problem that would affect all small countries,
not just remote ones, is an issue not just of transport costs, but also business
practices – reduced prices for bulk purchases, etc.

The finding that the bilateral trade flows predicted by the model show a
positive relationship with the trade policy-based measure of openness as
developed by Sachs and Warner (1995) is highlighted here due to the crit-
icisms that that measure of openness has faced.12 As a result, conclusions
drawn from the findings of the Redding and Venables paper that increased
openness leads to a 60–70 per cent increase in per capita GDP should bear
this criticism of openness in mind.

As figure 2.3 demonstrates, countries with greater access to foreign
markets in terms of geographic proximity have higher levels of per capita
GDP. Thus, despite the continuing integration of world goods and financial
markets, which standard neo-classical growth theory predicts would lead
to increased levels of Foreign Direct Investment (FDI) through the
increased mobility of firms and convergence of country income levels, large
differences remain between the income levels of countries.

The findings of the paper do not preclude the future shift in location of
large centres of manufacturing which could alter the results.

2.2.7.2 Geographic surroundings

As mentioned earlier in this section, it is not just geographic isolation in
terms of distance from major economic markets that can be a factor in
determining per capita GDP, but also the region a country is situated in.

Armstrong (1998) looks at the differences in economic performance
(in terms of various income measures) between small countries in
different regions. He utilises a standard neo-classical growth model
with a number of variables – binary, ordinal and quantitative – for
assessing various features of the small economies examined in the
cross-country analysis. An ordinal variable is used as a proxy for region.
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Values between one and eight are used for coding, the highest being for
North America, the lowest for Southern Asia. He finds this variable to
be significant, with a strong positive effect on performance, i.e. that the
region in which a small country is based does have an effect on its level
of per capita income. It must be remembered, however, that the use of
any dummy variable is more a sign that the author is missing some-
thing in the regression than anything else. It says that something about
the location is important, but not what that something is. It could
therefore be simply reinforcing the isolation hypothesis as defined as
distance from major centres of economic activity. Looking behind what
might explain the better performance of small countries in certain
regions of the world is what is needed for assessing how regional
positioning is important – an area of the literature reviewed in
section 2.4.

2.2.8 Vulnerability

The disadvantages of smallness described so far, namely the higher volatil-
ity of growth rates resulting from the need to be more economically open as
well as the higher costs associated with isolation, are both factors which
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Source: Redding and Venables (2001)
Figure 2.3 GDP per capita and foreign market access
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feature in the alternative measure of the state of the economy of a country,
that of the level of vulnerability.

The idea for the construction of a vulnerability index which encom-
passes characteristics of economies that measures such as GDP per capita
often conceal has been around for a number of years. The static nature of
the GDP/capita measure that disguises so many of the dynamic features
(important for describing the true nature of an economy) has led to the
construction of a broader measure. It was only really in the 1990s, though,
that serious attempts were made to construct vulnerability indices. The
idea for them runs along similar lines to the UN human development
index: a tool which provides policy-makers with a broader, more detailed
picture of the true state of a nation or its people.

Attempts have been made recently to construct indices both for small
states (Atkins et al., 2001) defined by population size, and also specifically
for small island developing states (Briguglio, 1995). The level of scientific
approach applied in the construction process of the indices varies. The vul-
nerability index constructed with small island developing countries in
mind, for example, uses theoretical assumptions for deciding which
variables to choose to form the composite index before comparing those
variables with each of the ranking of GDP/capita. The paper by Atkins et al.
(2001) takes output volatility as their starting point, believing this to be the
clearest indicator of a country’s vulnerability, and then tests empirically13

a number of possible factors that may contribute to vulnerability – open-
ness of the economy, mentioned previously, being one of the prominent
ones. The most significant of these variables is then used in the construc-
tion of the composite vulnerability index. Alternatives to this approach are
outlined in Guillaumont (1999), who proposes a measure of the instability
of agricultural production, and Pantin (1997), who suggests examination
of the impact of natural disasters on some macroeconomic indicators. Both
approaches suffer from the problem of isolating the effect of the natural
disaster, as the suggested indicators can be affected by other factors as well.

2.2.8.1 Measuring vulnerability index components

A strong reason for the non-inclusion of a number of factors that
may result in the greater vulnerability of a country is the difficulty of
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measurement. Accurate data and reasonable proxies simply do not exist
and cannot be represented in empirical analysis. Briguglio (1995), for
instance, acknowledges the importance of environmental factors, such as
fragility of coastal areas, but the serious difficulty in obtaining environ-
mental data precludes their use in the index.

One of the three measurable factors found to be significant in regression
analysis of determinants of output volatility is openness – exposure to
foreign economic conditions. This measure – found by Atkins et al. to be a
significant determinant of output volatility – is used by both sets of authors
in their index construction. The ratio of exports and imports to GDP is the
accepted proxy here.

Another of the factors present in both indices and found to be a signifi-
cant factor in explaining output volatility is proneness to natural disasters.
This is one of the hardest factors to measure. The proxy used to represent
this factor utilises historical data in its assessment of the danger of disas-
ters. A 1990 UNDRO report, utilised by Briguglio in his index, makes its
estimations from historical data, similar to the calculations made by Atkins
et al. (2001) who measure the proportion of the population affected by
such events estimated over a relatively long period of time. Guillaumont
(1999) stresses however that proneness to natural disasters is more than
just about the probability of a country suffering a disaster. It is about the
size and likelihood of the shock, the exposure to the shock and the ability
of the country to react to the shock. Factors independent of the will of
policy-makers should be the yardstick for measurement.

The third significant measurable variable used in the composite vulner-
ability indices is that of remoteness as measured by international trans-
portation costs. As already mentioned, certain aspects of this factor could
be seen more as an impediment to growth rather than a cause of volatility.
Its significance, however, as a source of output volatility and hence vulner-
ability has made it a feature of both the small island vulnerability index and
the general small country index.

Weighting of the three variables in the composition of the index is a sub-
jective decision. Briguglio (1995) looks at both an equal weighting scenario
and a 50–40–10 per cent split (openness, transport, disasters respectively).
Atkins et al. (2001) use the value of the coefficient of each variable in their
output volatility regression to represent each factor’s importance.14
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2.2.8.2 Indices results

Small countries are heavily represented in the top positions in both vulner-
ability indices, filling all but two of the top thirty places in a sample size of
111 developing countries in Atkins et al. (2001). Large countries fill the
lowest thirty scores (table 2.1).

When making comparisons with levels of GDP per capita, little correla-
tion is found between countries’ income levels and their vulnerability
scores. This matches the previous income level study findings (Easterly
and Kraay, 2001) which show small countries (those found to have
generally higher vulnerability scores) not to have particularly worse levels
of income per capita levels than other countries. Possible reasons
put forward for this include the preferential arrangements many small
developing countries benefit from with former colonial European
countries (Briguglio) as well as the greater exploitation of their compara-
tive advantage over larger countries (Srinivasan, 1986). Interestingly
though, and of importance for policy-makers, is that a number of
countries who are close to graduating from LDC status (and thus
losing certain concessionary privileges) have very high vulnerability
scores. Incorporation of a country’s vulnerability score in the decision-
making process with regard to eligibility for concessions by international
organisations could therefore have an important bearing on a country’s
status.

Testing for correlation between growth rates and vulnerability, despite
not being undertaken by the authors reviewed here, may well not have
produced a particularly strong relationship as correlation between
Atkins et al.’s vulnerability index and the output volatility index (table
2.1) shows mixed results. Hence the link between output volatility and
lower growth made in the previous section by Ramey and Ramey (1995)
may not carry over to vulnerability. Possible reasons for differences in
output and vulnerability indices could be that, due to the nature of a
composite index, some of the vulnerability components cancel each
other out, thus disguising the link with volatility – though exactly
why this might happen with three variables all strongly positively
correlated with output volatility would need to be examined on a case-
by-case basis.15
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2.3 Measuring the relationship between size and growth

2.3.1 Theoretical work

The issues raised in section 2.2 are legitimate concerns for small coun-
tries but tend to be dynamic features of small economies and thus not
always captured in static examinations of the possible effects of size on
growth. As Bhaduri and Sengupta (1982) make clear, you can have both a
dynamic framework for measuring size, addressing issues of scale effects,
and a static framework, which tends to analyse relative factor endow-
ments. They argue that to make an economically integrated approach,
one must look at the rate of growth of labour productivity in relation to
the two concepts of comparative advantage and increasing returns. One
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Table 2.1 Composite vulnerability index and other indices ordered
according to vulnerability score

Real per Output Composite
Population capita volatility vulnerability

Country (’000s) GDP ($) Rank index Rank index Rank

Top ten countries
Vanuatu 161 2,500 53 3.61 90 13.295 1
Antigua & 65 5,369 86 13.38 3 11.246 2

Barbuda
Tonga 93 3,740 73 13.18 4 10.439 3
Bahamas 268 16,180 110 7.37 25 10.433 4
Botswana 1,401 5,220 85 10.21 12 10.158 5
Swaziland 809 2,940 58 11.17 10 9.633 6
Gambia 1,042 1,190 27 7.67 22 9.331 7
Fiji 758 5,530 89 6.84 32 8.888 8
Maldives 236 2,200 47 2.97 97 8.654 9
Singapore 2,821 19,350 111 3.35 94 8.651 10

Bottom five countries
India 901,459 1,240 28 2.12 109 3.782 107
China 1,196,360 2,330 51 4.84 66 3.744 108
Argentina 33,780 8,350 98 6.19 40 3.539 109
Brazil 156,486 5,500 88 4.25 78 3.433 110
Mexico 90,027 7,010 97 5.05 64 3.194 111

Source: Atkins et al. (2001)



needs to examine sustainable growth in labour productivity in a small
country.

The authors do this using a Harrod–Domar formulation, but with the
introduction of employment for identification of critical minimum size.
Assumptions they make in their modelling are that productivity of labour
and other material inputs are positively related to the size of investment.
They also assume that ratio of investment to national income is constant
through time. With these assumptions, they can then define their dynamic
growth path. Their analysis interestingly shows that a larger volume of labour
invariably has a positive impact on the rate of growth in labour productivity.
This, they note, conforms to the empirically observed ‘Kaldor–Verdoorn’ law.

In identifying a critical size for sustainable labour productivity growth,
the authors create a function separating all the different combinations of
investment and employment possible. They demonstrate that the economic
size of a country may be a critical constraint on a country’s international
trading position. With dynamic increasing returns governing increases in
labour productivity and dynamic comparative advantage governed by
increases in labour productivity, any constraint to dynamic increasing
returns, such as limited population or income size or low investment level,
could move a country off a sustainable labour productivity growth path.
These of course are all potential characteristics of small economies.

2.3.2 Empirical work

The work done by Bhaduri and Sengupta (1982) is an important contribu-
tion in bridging the gap between the theoretical posturing of much of the
traditional literature and the much more empirically ‘hard nosed’
approach of much of the size and growth literature of the 1990s.

Large-scale cross-country growth regression analysis is a phenomenon
that itself grew substantially during the 1990s. Much of the work was not
explicit in its investigation of the relationship between size and growth but,
due to the focus on how growth rates differ between nations, differentiated
by their level of GDP, this work is in tune with the topic of size and growth.
An important point to bear in mind with regard to these regression studies
is that interpretation of the factors behind the growth figures needs to be
done carefully as, when use is made of interactive terms (slope dummies),
the results can be ambiguous – i.e. does one of the variables in the interac-
tive term affect the other or vice versa? Due to the large number of variables
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potentially involved in growth regressions, there is a strong case for sensi-
tivity analysis16 in papers using such regressions.

A number of studies have used the large cross-country growth regres-
sion analysis approach in looking at the question of whether size affects the
growth potential of small countries. Studies by Easterly and Kraay (2001),
Armstrong and Read (1998), Milner and Westaway (1993) and Khalaf
(1979) all take an empirical approach to analysing the subject of size and
growth. In all these studies population is used as the yardstick for the size of
a country, although for instance Milner and Westaway (2001) expand their
regressions to incorporate other measures of size such as area and GDP as
well. The importance of population size in explaining growth in these
studies is measured via use of either a dummy variable, representing a
cut-off for small country size, or a continuous variable representing
population.

2.3.3 Growth and size regressions findings

All the four studies mentioned above find there to be no significant relation-
ship between country size and growth.17 Each paper utilises a different form
of econometric analysis as each has a different focus. Milner and Westaway
(1993) utilise a correlation matrix to examine the relationship between size
(represented by a number of different proxies including population, GDP
and area) and GDP growth but find no strong correlation between them.
Easterly and Kraay (2001) demonstrate the insignificance of the relation-
ship through two methods: by way of a scatter graph of countries with per
capita growth on one axis and population on the other, they surmise that
small states have the same range of growth experiences as other countries.
They reinforce this conclusion through use of a regression with average
annual real per capita GDP growth as the dependent variable (for 147 coun-
tries between 1960 and 1995) and a small state dummy variable. Khalaf
(1979) tests the effects of size (both in terms of population and GNP) on
GNP growth and levels of economic development18 through the use of mul-
tiple correlation analysis (from a sample of 145 countries). He too finds no
significant relationship. Armstrong and Read (1998) employ a neo-classical
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conditional convergence growth model, finding the population variable to
be insignificant. The insignificance of the results is represented in the rows
containing population and the small state dummy in table 2.2.

The findings (of all these studies) that small nations do not exhibit dis-
proportionately lower rates of growth than other countries are reinforced
by Srinivasan (1986) who simply takes data for 158 countries between 1970
and 1980 and brackets them according to size and growth rate of real GNP
per capita.

One caveat that needs to be mentioned here is that regressions that
include GNP as the dependent variable (such as Khalaf, 1979 and
Armstrong and Read, 1998) therefore include remittances in their depen-
dent variable. Remittances are for many LDCs very important sources
of income, but are of course not necessarily a source of growth that some
consider a reflection of the true economic health of the inhabitants of the
country to which the remittances are being sent.

2.3.4 Behind the growth results: sources of growth

There does therefore appear to be agreement empirically that small states
do not suffer a disadvantage in terms of growth purely on account of their
size. As Milner and Westaway (1993) point out however, ‘it is not evident
from this type of comparison whether the nature or the “sources” of eco-
nomic growth are affected by country size or remoteness characteristics’.20

Thus although the studies found there to be no apparent link between size
and growth, that result does not tell us how size may affect the fundamentals
of growth for countries. All the studies look beyond the simple regression
results of growth and size and at the possible sources of growth in small
countries.

2.3.4.1 Openness

Openness is one factor that a number of studies measure with respect to the
growth of countries. Both Easterly and Kraay (2001) and Khalaf (1979)
examine whether it is a potential source of growth through adoption of it as
an independent variable in their analyses. The authors produce, however,
different findings. Whereas Easterly and Kraay (2001) find openness to be
a significant positive factor for growth, Khalaf (1979) finds it to be

20 Milner and Westaway (1993), p. 203.
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insignificant. He also finds there to be no clear relationship between it and
the level of economic development of a country. Khalaf ’s result also contra-
dicts the findings of Redding and Venables (2001) on the effects of open-
ness though it does suggest, as they do, that globalisation in its many forms
(mobility of firms, increased openness to trade) is not necessarily the
driving force for growth and development in all countries that it is some-
times credited with.

The apparent positive effect of openness on growth found by Easterly
and Kraay (2001) is counterbalanced by the negative effect of volatility on
growth openness produces. It is the insignificant net effect from the
different factors balancing each other out that the authors conclude
explains the insignificance of their size and growth findings. By showing
that openness can compensate in growth terms for the negative effects of
volatility, Easterly and Kraay (2001) present a possible explanation as to
why a study purely focused on the link between volatility and growth, such
as that by Ramey and Ramey (1995), may show a negative relationship
between growth and volatility. The paradox that the findings of Ramey and
Ramey (1995) threw up with respect to those of Easterly and Kraay (2001)
may be as a result of their study’s singular focus on just one relationship. It
may also be simply due to the different sample of countries chosen for the
different studies undertaken.

Concerns raised in section 2.2 about the potential effect openness and
export concentration could have as sources of instability and thus a con-
straint on growth on small countries is tested by Khalaf (1979) through use
of a multiple correlation analysis. As with the findings of Easterly and
Kraay (2001) (with respect to the importance of export concentration in
causing higher volatility), none of Khalaf ’s hypotheses tested appear to
have a significant bearing on the relationship between growth and size and
the level of economic development and size. The relationship is unclear, as
both positive and negative effects are found for the different factors with
respect to growth and development – though none being significant.

2.3.4.2 Fundamentals

Milner and Westaway (1993), when looking behind their initial size and
growth results at possible sources of growth, test four hypotheses addressing
the fundamentals of any economy to see whether country size is an influ-
ence on the medium-term growth process. They examine capital shallowing
(differing marginal products of capital due to the perceived extra riskiness
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of smaller economies), restricted ability to change structurally, barriers to
international catch-up and limited domestic technological diffusion. To test
these hypotheses they employ a model of disequilibrium growth – allowing
for structural change, differential technological progress and technological
diffusion (representations of each of the hypotheses being tested).

In order to model the influences outlined above, they employ a method-
ology21 that allows the identification of the significance of country size
when each variable’s importance to the growth rate is calculated.
Comparison of the statistical robustness of slope and intercept dummies
allows the authors to examine whether country size has a greater impact on
‘explained’ or ‘exogenous’ growth sources.

Their findings show only the first hypothesis – that of capital shallowing –
to be significantly linked to size. This result could be indicative of the
increased difficulties experienced by small firms in obtaining investment
outlined in section 2.2. This finding, however, is predicted to be offset by the
benefits of greater openness, a measure that also features as a positively sig-
nificant independent variable in the regressions of Easterly and Kraay (2001).

2.3.4.3 Sectors

Armstrong and Read (1998) look behind their initial finding of no signifi-
cant relationship between size and growth by looking for sectoral explana-
tions for the wide variety in growth and income performance exhibited by
small countries. Use of a number of binary and ordinal variables represent-
ing agriculture, tourism and the state of the financial service sector shows
that the different sectors promoted by different small countries play a large
part in explaining the differences in performance between these countries.
Tourism and a developed financial sector are areas identified by Armstrong
and Read (1998) as having strong positive effects on growth. Thus diversifi-
cation by small countries into these sectors would appear wise, a suggestion
also made by Bhaduri and Sengupta (1982) as a possible route for growth
and development of small states. Agriculture is shown to have a negative
influence on performance. This negative result is shared with Milner and
Westaway (1995), though without significance. The negative effect of agri-
culture is an important finding, if concentration on agricultural export
markets is being advised by international bodies, or, as is often the case,
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agriculture is a major part of the economy of many small states, for small-
ness, as seen in section 2.2, can provide impediments to the movement out
of this sector into, for example, manufacturing. This problem may have
implications for the possible convergence of LDC economies.

2.3.4.4 Convergence

Convergence is a phenomenon predicted by classical growth theory – that
poorer countries will catch up richer countries through their higher growth
rates. It often features in growth regressions – the effect identified by
including a variable denoting the level of income of each country at the
beginning of the sample period. It is measured in both the growth regres-
sions of Easterly and Kraay (2001) and Armstrong and Read (1998),
though with different results. As mentioned below, Easterly and Kraay find
it to have a negative effect on growth (though this result they attribute to
their findings of higher average income levels amongst small countries).
Armstrong and Read find it to be significant and positive with respect to
growth. Romer (1986) however questions the assumption of diminishing
returns to per capita output made by the neo-classical growth models used
by the above authors. He states that if knowledge were considered an input
in production with increasing marginal productivity, then we would not
necessarily witness the convergence of LDCs with richer countries. For the
thirteen LDC nations classified by UNCTAD as small, this would have
serious implications for their growth and development prospects.

2.3.5 Income level and size regression findings

As mentioned above, some of the studies that examine the relationship
between size and growth also look at the relationship between size and level
of economic development (most often measured as per capita income).
The finding that there exists no particular disadvantage from size for small
countries in terms of growth also seems to extend to the area of income per
capita (Khalaf, 1979). Easterly and Kraay (2001) in fact find per capita
income levels for small states to be on average 40 per cent higher. This result
would explain the negative coefficient for convergence in their growth
regression. Such a result would at first appear to be at odds with the data
produced by Srinivasan (1986) who points out that, of the thirty-six coun-
tries classified as LDCs by the UN, twenty-one (a clear majority) have
populations of less than 5 million. The different cut-off values for smallness
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could of course account for the difference here (Easterly and Kraay defining
small as a population less than 1.5m).

2.3.6 Behind the income results: preferential arrangements

Easterly and Kraay (2001) examine the hypothesis made by Bhaduri and
Sengupta (1982) that small countries could struggle in terms of productiv-
ity due to their size. The authors use a Solow growth model to examine this
question. Their findings show two-thirds of the income advantage enjoyed
by small countries (mentioned above) is as a result of a productivity advan-
tage, directly challenging Bhanduri and Sengupta’s theoretical analysis.
Their results show there to be higher investment rates and not significantly
lower population growth rates – the two potential bottlenecks for labour
productivity identified by Bhanduri and Sengupta’s analysis. They do
however acknowledge that the results showing that investment may
account for a third of the income advantage of small countries should be
taken ‘with more than a grain of salt’.22

A number of arguments outlined by Blake (2001) as to why there is no
perceived disadvantage of small countries in terms of income levels as well
as growth performance include the access small countries have to conces-
sional or grant financing for capital and infrastructural development. The
preferential access to export markets enjoyed by many small nations
(either as a result of political ties or from LDC status) and the stability of
export earnings that various agreements such as the Lomé Convention of
the EU provides to ACP members as well as the importance of natural
resources of small countries at different times in the expansion of
global production and trade, e.g. petroleum-based energy and bauxite,
also contribute.

All the results of the studies reviewed here are dependent on accurate
country data. Representation of a broad spectrum of countries is often hin-
dered by lack of data, especially from LDCs. This point needs to be remem-
bered in the conclusions drawn from the results of empirical work. It may
be the case that a number of small countries never make it into samples due
to the impoverished nature of their data. As mentioned in the first part of
this chapter, different samples of small countries may account for some of
the differences in the results found in the literature.
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2.4 Conclusions and policy implications

In section 2.2 of this chapter, the literature reviewed pointed to the size of
small nations as causing sub-optimality in terms of economic production
and also economic policy-making for a number of reasons. Econometric
findings reviewed in section 2.3 dispute to a large degree these presump-
tions. As noted in the same section though, there may be various special
arrangements, which disguise the disadvantages of small states in the
regressions run; this is combined with the static nature of cross-country
regressions. Obtaining accurate data for a sufficiently wide sample of coun-
tries is also seen to be problematic. If one does therefore believe that in a
world moving towards freer trade and a reduction in the number of special
arrangements between countries, small country disadvantages will provide
a real impediment to development and growth, then the question arises of
whether there are particular policies a small country might be able to
pursue in order to offset some of these disadvantages.

2.4.1 Sectoral focus

The question of why it is that some small countries have done better than
others was touched on in section 2.3 with a number of studies examining
sectoral specialisation as a possible cause. Armstrong (1995, 1998) find
(through use of a number of sector variables) tourism and the banking
sector to be sectors positively related to growth. Agriculture is found to
impact on growth in a negative fashion. A good natural resource base is
also seen to influence growth strongly. With these results, the message
would appear to be that movement into banking and tourism as well as
exploitation of natural resources is a possible solution for under-
performing small countries. Whether development of these sectors is
viable for certain small countries can only be answered on a case-by-case
basis. Becoming more competitive by either re-specialising in activities
that are ‘globally’ competitive or specialising in goods or services particu-
lar to the country and looking for a niche in the international market is
how Encontre (1999) sees small countries’ path to growth and develop-
ment.

The encouragement of small countries to move into the service sector is
one made by Bhaduri and Sengupta (1982). The arguments they put
forward (in section 2.3), combined with those put forward by Banerji
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(1977) (in section 2.2) concerning the limitations of small countries’ devel-
opment of their manufacturing sector, do suggest the service sector path to
growth might be their best option.

In the case of natural resource exploitation, little detail is given in
Armstrong (1995) as to the type of natural resource measured and thus it is
not possible to draw conclusions as to the potential of any one particular
type. Certainly, trying to move away from agricultural dependence would
seem wise, Bhaduri and Sengupta (1982) also noting the low returns to
scale from agriculture. How easy that is, of course, depends on the ability of
a country to set up new industries. As listed in section 2.2, small countries
may face a number of different obstacles in achieving this aim. Obstacles
range from a lack of financial resources to a failure to capture economies of
scale to lower returns for manufacturing and loss of skilled labour through
migration, this last point highlighted for Pacific Island economies by
Cashin and Loayza (1995). The locating of niche markets and the strong
environmental impact production of globally competitive goods can have
are constraints listed by Encontre (1999) to the approaches he suggests.
All of these factors can reduce the chances of a successful diversification
strategy.

2.4.2 Openness

Openness (as measured by imports and exports as a percentage of GDP)
is undoubtedly a feature of small country economies. With a number of
studies (e.g. Sachs and Warner, 1995; Easterly and Kraay, 2001) finding a
strong correlation between growth and openness, advocating a more
open trade policy approach has gained momentum in recent years.
Advocating trade policies, such as a move towards lowering trade barri-
ers, does not always marry with the reality of the situation however.
Question marks exist over how classification of countries as open or
closed is made in certain studies. Sachs and Warner’s use of numerous
trade policy indicators, for instance, classified Mauritius as open, whereas
‘an alternative scheme of classification that has been devised in the Fund
ranked Mauritius as one of the most protected economies in the
early 1990s’.23 Hence closer inspection of this small country success story
is required.
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2.4.3 EPZs and a heterodox trade strategy: the example of Mauritius

Subramanian and Roy’s review (2001) of the different explanations for the
success of Mauritian economic development over the last two decades
is enlightening in its observations regarding the trade strategies adopted
to overcome any handicaps of being a small country. The theory of a
heterodox opening trade strategy advocated in Subramanian and Roy
(2001) by Rodrik sees the effective segmentation of export and import
competing sectors as vital to its growth. By isolating the export sector from
other sectors of the economy it allowed the pursuit of a restrictive trade
policy with regard to imports (from which incidence analysis would nor-
mally predict a reduction in exports) without the attraction of resources
away from the export sector.

This theme is continued in Romer’s attributing of Mauritius’s success to
the creation of Export Processing Zones (EPZs). These zones had different
tax incentives, labour market rules and duty-free access to imported
inputs, enabling fast development of industries to optimal production
sizes.

Of course the attracting away of factors of production from exports to
import substitutes is not a feature unique to small countries, but, due to the
limited factors of production available to them, any switch of resources
resulting in sub-optimal output levels amongst the export industries would
not be so easily restored.

The appearance therefore of a policy mix that can help small countries
overcome a size disadvantage they might experience has to be tempered by
the realisation that a vital source of the development of Mauritius has been
the preferential access it enjoys to EU markets for its primary agricultural
export, sugar.

2.4.4 Integration

Integration in terms of both regional multilateral agreements and financial
integration is considered here for small countries. Gutierrez (1996) sees
financial integration as the primary form of integration to bestow the
greatest benefits for small countries. She also notes that activities related to
the concentration of exports, such as infrastructure, transportation, mar-
keting, education, health, insurance and research and development (R&D),
require a minimum scale which a country will not be able to get through
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openness to trade and investment, thus making economic integration an
attractive option.

A number of the benefits of financial integration afforded to members of
a monetary union illustrated in Khatkhate and Short (1980) include
greater stability and thus higher levels of domestic investment (an import-
ant benefit due to the increased volatility experienced by small countries),
the reduced amount of foreign reserves each country would have to hold
and the possibility for risk-pooling. The authors note, however, that a full
cost–benefit analysis would need to be undertaken prior to the formation
of any monetary union and that the benefits may well not be evenly distrib-
uted between the possible members.

With respect to regional multilateral integration agreements, one of
the most prominent featuring small countries is that between the EU and
the African, Caribbean and Pacific (ACP) countries. Such agreements
have brought benefits to small countries such as preferential access to
developed country markets (Lomé Convention) though do not gener-
ally encourage economic diversification, which could be seen as storing
up trouble for the future in the face of WTO challenges to these preferen-
tial agreements. Other types of arrangements that exist involve
‘south–south’ groupings of countries. Schiff (2001) examines the
advantages and disadvantages for small country involvement in these
arrangements. The spectre of trade diversion leading to welfare reduction
from the creation of such customs unions is widely believed to affect
smaller countries more than larger members of such groupings.
Intra-regional transfer mechanisms can help offset any such welfare
reductions. Cooperation on public goods such as infrastructure and
energy however has the potential to benefit smaller members greatly.
The primary benefit to small countries of such arrangements, however, is
the increase in bargaining power in the international arena. The
example of CARICOM (the Caribbean Community and Common
Market) demonstrates the increased effectiveness and benefits of
reductions in fixed costs and the strengthening of relatively weak individ-
ual bargaining positions such south–south groupings can bring to small
countries.

Thus we see a range of policy options open to small countries looking to
improve their economic performance. Whether a combination of them is
required or just single measures will suffice is an issue for the individual
country. These policies build on those mentioned over forty years before
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by Kuznets (1960) about the challenge of using the stronger sense of com-
munity, closer coherence of the population and the greater elasticity of
social institutions in small countries to overcome the disadvantage of
smallness.

Appendix 2.1 Annotated bibliography

Armstrong and Read (1995)

Objective Examination of economic performance of EU’s
micro-states and autonomous regions

Methodology Combine six binary/ordinal variables in linear dis-
criminant function for partial analysis of reasons
behind performance

Results Micro-states display large variance in GDP/capita.
Often did better than their neighbours. Tourism,
financial sector and natural resources important

Conclusions/policy Isolation does not seem to be an issue. Because of
implications sectoral results, tourism and financial sector devel-

opment are good for performance

Armstrong, De Kervenoael and Read (1998)

Objective Quantitatively check how small country economic
performance compares with larger countries’.
Examine whether different economic structures are
the reason

Methodology Use neo-classical conditional convergence growth
model. Sectoral investigation through inclusion
of variables representing different structural
aspects

Results Population size has no bearing on performance.
Region, tourism, financial sector and resources
important. Agriculture has a negative impact and
manufacturing effect is weak

Conclusions/policy Regional placement accounts for much of the varia-
implications tion among micro-states. Certain sectors are better

to specialise in
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Armstrong and Johnes (1993)

Objective Examine whether transport costs account for price
differential in retail and energy supplies between the
Isle of Man and the UK

Methodology Examination of costs that contribute towards final
product price

Results Only a small amount of price differential attribut-
able to transport costs

Conclusions/policy Other factors cause differential: higher stockhold-
implications ing costs, failure to exploit economies of scale and a

lack of competition

Atkins, Mazi and Easter (2001)

Objective Present a composite index to identify vulnerable
small states

Methodology Regression of output volatility on variables thought
to cause vulnerability. Three most significant –
openness, remoteness and proneness to natural
disasters – then used to construct vulnerability
index

Results All but two of top thirty in vulnerability rankings
are small countries. Bottom thirty are all large
countries. Lack of correlation between output
volatility rankings and vulnerability rankings

Conclusions/policy Shows importance of treating small countries
implications differently. Important measure for small countries

about to graduate from LDC status

Banerji (1978)

Objective Demonstrate non-homothetic production function
in manufacturing means plant size as a result of
both economic development and physical capital
intensity

Methodology Log normal distribution fitted to observed size dis-
tributions of plants. Average size of plants in an
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industry then derived from estimated parameters of
the fitted distribution. Incorporates elements of
both systematic and random effects

Results Middle- and low-income countries’average plant size
tends to be smaller than high-income countries’

Conclusions/policy Many factors affect plant size. With capital-
implications intensity correlated to size of plants then non-

homothetic hypothesis may also contribute to size

Bhaduri, Mukhedi and Sengupta (1982)

Objective Theoretical analysis of whether smallness causes
problems for long-term growth prospects of small
countries

Methodology Use of a Harrod–Domar formulation, but with
introduction of employment for identification of a
minimum critical size

Results Analysis shows the critical role of economic size –
either in terms of minimum employment level or
investment level – in maintaining labour productiv-
ity growth

Conclusions/policy To maintain its international competitive posi-
implication tion, a small country has to maintain a minimum

growth in labour productivity which, due to its eco-
nomic size, it may not be able to do. Should focus on
services

Briguglio (1995)

Objective Construction of a composite vulnerability index
Methodology Combining of three variables – openness, remote-

ness and proneness to natural disasters – in different
ratios to form vulnerability ranking

Results Small Island Developing States (SIDS) score highly
on ranking. Poor correlation between vulnerability
scores and per capita GDP rankings

Conclusions/policy SIDS should concentrate on niche export markets,
implications flexible specialisation and economic deregulation
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Cashin and Loayza (1995)

Objective Examine growth experience of nine Pacific islands.
Examine whether convergence has taken place

Methodology Use Cobb–Douglas Production Function to capture
convergence measure. Use time-series estimation of
convergence. Use Chamberlin Matrix to correct for
problems in Ordinary Least Squares (OLS) regres-
sion, for determining speed of approach to steady-
state level of income

Results Inclusion of Australia and New Zealand results in
divergence. Excluding them and using Matrix leads
to convergence in GDP measure. Migration a factor
in the effect of convergence

Conclusions/policy Model predicts convergence of neo-classical
implications growth model. Private and official net transfers help

prevent dispersion of GNP

Codrington (1989)

Objective Examine issues of size and taxation in poor countries
Methodology Examination of different sources of taxes and

methods of collection in different sized countries
Results Small countries tend to get more of their tax from

trade taxes, large countries get their revenue from a
broader range of taxes which focus more on income.
Tax levels per capita higher in smaller countries

Conclusions/policy Higher per capita taxes needed in smaller coun-
implications tries due to market failures. Country size is an

important determinant of taxation in LDCs

Easterly and Kraay (2001)

Objective Test empirically whether small states are different to
large states in terms of income, growth and volatility

Methodology Large cross-country growth regression employing
dummy variables to capture smallness and other
factors
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Results Show same variance of growth and income rates as
large countries. Show greater volatility of growth
rates for small countries

Conclusions/policy Because of similarities in performance figures,
implications does not believe small countries should have prefer-

ential treatment

Gutierrez (1996)

Objective Analysis of specific problems and ways to facilitate
integration of smaller countries into the free trade
area of the Americas

Methodology Examination of particular features of small country
economies and what potential benefits size may
constrain

Results Large governments squeeze out private sector.
Trade dependence and concentration a feature of
small economies. Heavy dependence on interna-
tional trade tax for government revenue

Conclusions/policy In small economies integration has a greater 
implications influence on macro-economic management than in

large countries. Adjustment costs should be a
concern for small countries. Integration may or
may not narrow inequalities in terms of income and
human development

Khalaf (1979)

Objective To assess the relationship between country size and
rates of economic growth and levels of economic
development, and the possible effects of trade con-
centration and dependence on trade on this rela-
tionship

Methodology Use of multiple correlation analysis to test proposi-
tions

Results Find size and dependence on trade not linked to
level of development. Only significant result is
export concentration negatively related to develop-
ment levels. Lot of other non-significant results
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Conclusions/policy Size not an issue with regard to growth. No clear
implications relationship between growth and trade dependence.

Also, concentration not important

Khatkhate and Short (1980)

Objective Examination of what small countries can do to over-
come the constraints on monetary policy imposed
on them by their size

Methodology Examination of monetary unions and systems of
currency issue

Results Benefits could be unfairly distributed amongst
members of a monetary union. Adopting a currency
can bring about a stable relationship between output
and money which facilitates the inflow of capital for
domestic investment and growth. Removes flexibil-
ity of currency issue

Conclusions/policy Any decision on a currency union should be taken 
implications after a full-scale cost–benefit analysis. Think use of a

currency board may be a better option for mini
states as a system of currency issue

Kuznets (1960)

Objective Examine possible relationship between small coun-
tries and growth

Methodology Examination of features of small economies
Results Small states at a disadvantage because of limited

area and variety of resources, limited population
and greater security issues

Conclusions/policy Can compensate for disadvantages by the quality
implications of their people and social institutions

Kwan and Beladi (1993)

Objective Investigation of optimal trade policies for small
economies with unemployment
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Methodology Employ a general unemployment model to investi-
gate optimal trade policies for a small open
economy with unemployed resources

Results With factor price rigidity, random foreign prices
result in random unemployment of resources. A
full-employment tariff would be higher than an
optimal tariff

Conclusions/policy Looking at the third best alternatives, if in certain
implications circumstances, the optimal composite tariff domi-

nates the optimal target price, which in turn domi-
nates the optimal quota

Milner and Westaway (1993)

Objective Examine the relationship between country size and
growth. Test a number of hypotheses that can be put
forward about the influence of country size on
medium-term growth

Methodology Use of zero-order correlation matrix to test for
size–growth correlation. Employ a model of dis-
equilibrium growth – allowing for structural
change, differential technological progress and
technological diffusion to test hypotheses

Results No correlation between size and growth. Only the
capital shallowing (different marginal products of
capital in different sized countries) hypothesis is
significant

Conclusions/policy No obvious link between medium-term growth
implications performance and a range of attributes of country

size and performance

Ramey and Ramey (1995)

Objective To see whether the standard dichotomy of growth
from the volatility of economic fluctuations is
evident from a ninety-two-country study

Methodology Regression of mean growth on the standard devia-
tion of growth. Incorporation of a vector of control
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variables that control for other characteristics.
Examine growth and variance of innovations by use
of a forecasting equation for growth

Results Discover that investment share of GDP plays little
role in the link between volatility and growth.
Negative effect mainly from innovation variance
which reflects uncertainty

Conclusions/policy Standard dichotomy between growth and volatility
implications of economic fluctuations is not supported by the

data. Results confirm theoretical ideas that costs of
volatility directly linked to uncertainty induced
planning errors by firms

Romer (1986)

Objective Examination of a fully specified model of long-run
growth in which knowledge is assumed to be an
input in production that has increasing marginal
productivity

Methodology Calculation of a social optimum, which is equiva-
lent to solving a maximisation problem

Results In contrast to model of diminishing returns, growth
rates can be increasing over time, and thus large
countries may always grow faster than small countries

Conclusions/policy Can look at an equilibrium situation of increas-
implications ing marginal productivity of knowledge and decreas-

ing marginal productivity of physical capital. Large
countries may always grow faster than small countries

Srinivasan (1986)

Objective Consider the problems that small economies are
most often alleged to face – failure to achieve
economies of scale, vulnerability, remoteness and
macro-economic policy dependence

Methodology Examination of arguments put forward 
Results Not hindered on the whole from a lack of economies

of scale. Remoteness not a small country issue; no
difference in incomes of small and large countries;
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exploitation of comparative advantage can offset
higher international exposure due to openness

Conclusions/policy Either good policies are needed, or the alleged
implications problems are not peculiar to small countries

Venables and Redding (2001)

Objective Examination via a structural model using per capita
income, bilateral trade and relative manufacturing
prices, of whether geography plays a part in explain-
ing variation of per capita income across a cross-
section of countries

Methodology Development of a trade model incorporating trade
equation to measure bilateral trade, wage equation
to estimate relationship between actual and model
predicted wages due to market access and a price
index to see how prices of manufactures should vary
with supplier access. Use of instrumental variable to
back up hypothesis

Results Geographic factors affecting market and supplier
access have an important bearing on variations in
per capita income

Conclusions/policy Isolation is a problem for growth rates of coun-
implications tries which are situated far away from centres of

economic activity
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3

When comparative advantage doesn’t matter: business
costs in small economies

l. alan winters and pedro m. g. martins

3.1 Background

For a small economy in isolation, the most obvious economic constraint is
scale. With a small market, small scale would follow, and with it, almost
inevitably, inefficiency in the rate at which inputs can be transformed into
outputs. In seeking to identify the disadvantages of smallness empirically
one would need to consider minimum efficient scales and look at
differences in production functions and overall efficiency across different
sized countries.

The problem addressed in this chapter is rather different. We consider a
trading economy in which in principle the scale problem can be obviated by
trading with the rest of the world. Imports can be purchased from the world’s
most efficient producer (or, at least, at prices dictated by that producer),
while exporting to a huge world market allows an economy to reap full
economies of scale in export sectors. The potential problem now is that trade
with the rest of the world is more costly for small and remote countries.1

Because of a mixture of small consignment size, poor infrastructure, a lack of
competition and weak regulatory arrangements, small countries’ costs of
trade may be inflated, and so the physical cost of goods and services in small
economies will always exceed world minima. (By physical cost we mean the
inputs required to deliver a unit of consumption measured in physical
terms.) Either consumers need to fund the costs of importing in addition to
the minimum price of the good in world markets, or the trading cost of
importing will be so great that local production is preferable, in which case
local scale re-emerges as the constraint. Moreover, delivering a unit of
exports is also more costly for a small country. The small country has to find
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not only the resources necessary for production (even if it is the most efficient
producer), but also those to deliver it to market – i.e. the cost of trading.

In identifying the potential commercial disadvantages of smallness in
the global economy one is thus interested in (a) the excess costs of interna-
tional transactions for small and remote countries and (b) the excess costs
of non-traded inputs into efficient industries. This is the agenda of the
present study.

Such excess costs imply, first, that ceteris paribus incomes will be lower in
small economies and, second, that the sets of goods that are traded interna-
tionally may be smaller for smaller economies. Nothing in these circum-
stances suggests that countries will over-trade (and hence benefit from
curtailing trade with the rest of the world) or that they will trade in the
wrong goods (and hence benefit from policies designed to alter the bundle
of traded goods). That is, provided that a country continues to trade inter-
nationally, the law of comparative advantage will determine its welfare-
maximising trade. But the provision is important: comparative advantage
does not matter if either you do not trade internationally or you cannot
survive (literally) when you do.

We do not challenge the proposition that, by definition, there must be
some good in which a country is, relatively speaking, least inefficient, but we
consider the possible routes through which ‘least inefficient’ does not trans-
late into effective exporting, and clothe them, for the first time, we believe, in
real data. We hypothesise that very small economies might lack sufficient
absolute comparative advantage for trade – i.e. have no good or service
which they can export competitively – because either their transactions costs
or their real production costs are too high to permit any trade on a commer-
cial basis. Taking world prices as given and subtracting the minimum costs of
trading and/or of intermediate inputs leaves nothing over for value added,
or, perhaps, too little for subsistence. Free trade would lead to no trade.

3.2 The approach

Our approach to testing whether small economies can sustain acceptable
incomes is conceptually unsophisticated. We collect data on a wide range of
the costs of doing business across a range of differently sized economies
and seek regularities in the relationship between cost and size. We also
collect data on certain policy variables to test whether small countries’
problems stem from obvious shortcomings in policy.
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Since countries’ size varies only slowly, we rely on cross-country var-
iance to identify the size effect. We define size in terms of population – the
traditional measure – although for some costs we also include GDP per
capita among our explanatory variables so that there may be aggregate
income effects too.2 Where we need size categories we use the following
definitions:

1 Below 400,000 inhabitants
2 Between 400,000 and 2 million inhabitants
3 Between 2 and 10 million inhabitants
4 Between 10 and 50 million inhabitants
5 More than 50 million inhabitants

The boundary between our second and third categories (2 million)
accords well with the semi-official definition of smallness used by the
Commonwealth Secretariat and agreed by the Commonwealth Advisory
Group in 1997. The latter proposes 1.5 million as the threshold, but includes
within the group Jamaica (which has a population of 2,633,000 in our
data), Lesotho (2,035,000), Namibia (1,757,000) and Papua New Guinea
(5,130,000).

Our sample of ninety-two countries is defined in table 3.1, along with
information about their survey organisation (see below), their population,
GDP and GDP per capita in 2000.

Size is not the only feature of an economy that potentially affects its per-
formance and business costs. There are strong reasons for believing that
location also matters in terms of both who are your neighbours (e.g.
Vamvakidis, 1998) and how isolated you are from the main centres of eco-
nomic activity (Redding and Venables, 2002a).3

We try to separate locational factors from size factors in a variety of ways
below. For transportation and communications costs, where the data refer
to links with specific main centres (e.g. London or Tokyo), we include dis-
tance to those centres. Moreover, for sea transportation we include land
distances to the port of entry/exit and seek qualitative differences for cases
where this exceeds a threshold or where it involves crossing an international
border. Isolation effects are explored by the use of an island dummy in
some relationships.4
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Table 3.1 Summary statistics of the sample of countries

Sampling Population GDP GDPpc
Country City organisation million $ million $

Anguilla The Valley C 0.01 108 8,869
Antigua & St John’s C 0.07 689 10,125

Barbuda
Argentina Buenos Aires 37.03 284,960 7,695
Australia Sydney 19.18 390,110 20,337
Austria Vienna 8.11 189,030 23,308
Bangladesh Dhaka 131.05 47,106 359
Barbados Bridgetown C 0.27 2,600 9,736
Belgium Brussels 10.25 226,650 22,108
Belize Belize City C 0.24 821 3,419
Botswana Gaborone I 1.60 5,285 3,299
Brazil São Paolo 170.41 595,460 3,494
Cameroon Douala 14.88 8,879 597
Canada Toronto 30.75 687,880 22,370
Chile Santiago 15.21 70,545 4,638
China Shanghai 1,262.50 1,079,900 855
Colombia Bogotá 42.30 81,283 1,922
Cook Islands Rarotonga P 0.02 85 5,264
Côte d’Ivoire Abidjan 16.01 9,370 585
Czech Republic Prague 10.27 50,777 4,943
Denmark Copenhagen 5.34 162,340 30,424
Dominica Roseau C 0.07 270 3,700
Ecuador Quito 12.65 13,607 1,076
Fiji Suva P 0.81 1,495 1,842
Finland Helsinki 5.18 121,470 23,463
France Paris 58.89 1,294,200 21,976
Gabon Libreville 1.23 4,932 4,010
Germany Berlin 82.15 1,873,000 22,800
Greece Athens 10.56 112,650 10,668
Grenada Saint Georges C 0.10 410 4,187
Guyana Georgetown C 0.76 712 936
Hong Kong Hong Kong 6.80 162,640 23,928
Hungary Budapest 10.02 45,633 4,553
India Mumbai 1,015.90 456,990 450
Indonesia Jakarta 210.42 153,260 728
Ireland Dublin 3.79 93,865 24,740
Italy Rome 57.69 1,074,000 18,617
Jamaica Kingston C 2.63 7,403 2,812
Japan Tokyo 126.87 4,841,600 38,162
Kenya Nairobi I/E 30.09 10,357 344
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Table 3.1 (cont.)

Sampling Population GDP GDPpc
Country City organisation million $ million $

Kiribati Tarawa P 0.09 43 475
Lesotho Maseru I 2.04 899 442
Malawi Blantyre I 10.31 1,697 165
Malaysia Kuala Lumpur 23.27 89,659 3,853
Marshall Islands Majuro P 0.05 96 1,844
Mauritius Port Louis I 1.19 4,381 3,694
Mexico Mexico City 97.97 574,510 5,864
Micronesia Kolonia P 0.12 228 1,932
Mozambique Maputo I 17.69 3,754 212
Namibia Windhoek I 1.76 3,479 1,980
Nauru Yaren P 0.01 50 4,348
Netherlands Amsterdam 15.92 364,770 22,914
New Zealand Auckland 3.83 49,903 13,027
Nigeria Lagos 126.91 41,085 324
Niue Alofi P 0.00 7 3,763
Norway Oslo 4.49 161,770 36,021
Pakistan Karachi 138.08 61,638 446
Palau Koror, Palau P 0.02 144 7,600
Papua New Port P 5.13 3,818 744

Guinea Moresby
Peru Lima 25.66 53,466 2,084
Philippines Manila 75.58 74,733 989
Poland Warsaw 38.65 157,740 4,081
Portugal Lisbon 10.01 105,050 10,497
Samoa Apia P 0.17 236 1,387
Senegal Dakar 9.53 4,371 459
Seychelles Victoria I 0.08 614 7,554
Singapore Singapore 4.02 92,252 22,960
Solomon Honiara P 0.45 275 614

Islands
South Africa Durban I 42.80 125,890 2,941
South Korea Seoul 47.28 457,220 9,672
Spain Madrid 39.47 558,560 14,153
Sri Lanka Colombo 19.36 16,305 842
St Kitts and Basseterre C 0.04 314 7,660

Nevis
St Vincent & the Kingstown C 0.12 333 2,895

Grenadines
Suriname Paramaribo C 0.42 846 2,029
Swaziland Mbabane I 1.05 1,478 1,415



Since completing the analysis data for St Lucia have been located. Its row
of this table would read:

Sampling Population GDP GDPpc
Country City organisation million $ million $

St Lucia Castries C 0.16 866 5,413

business costs in small economies 79

Table 3.1 (cont.)

Sampling Population GDP GDPpc
Country City organisation million $ million $

Sweden Stockholm 8.87 227,320 25,631
Taiwan Taipei 22.40 309,000 13,795
Tanzania Dar Es Salaam I 33.70 9,028 268
Thailand Bangkok 60.73 122,170 2,012
Tonga Nuku’alofa, P 0.10 153 1,529

Tongatapu
Trinidad & Port of Spain C 1.30 7,312 5,620

Tobago
Turkey Istanbul 65.29 199,940 3,062
Tuvalu Fusi, Funafuti P 0.01 14 1,167
Uganda Kampala I 22.21 6,170 278
United Kingdom London 59.74 1,414,600 23,680
United States New York 281.55 9,837,400 34,940
Uruguay Montevideo 3.34 19,715 5,908
Vanuatu Port-Vila P 0.20 212 1,074
Venezuela Caracas 24.17 120,480 4,985
Vietnam Ho Chi Minh 78.52 31,344 399

City
Zambia Lusaka I 10.09 2,911 289
Zimbabwe Harare I/E 12.63 7,392 585

mean 52.83 320,534 7,831
std dev 170.85 1,162,932 9,613
median 10.06 25,530 3,697
number 92

Note:
Under Sampling Organisation, ‘I’ denotes Imani Capricorn, ‘C’ Caricom,
‘P’ Pacific Islands Forum, ‘I/E’ Imani and EIU, and blank denotes Economist
Intelligence Unit.
Source: EIU, Business Cost Survey, World Development Indicators



Unfortunately, however, size, region and insularity are highly collinear. The
Pacific and Caribbean regions are almost wholly comprised of small coun-
tries and together comprise nearly the whole of our sample of small coun-
tries – see table 3.2. These two regions similarly provide nearly all our island
economies and contain very few continental countries, and smallness and
insularity also go very closely together. The correlations between these fea-
tures are given in table 3.3. Indeed, arguably, the correlation between size
and insularity is no accident, for there is a clear historical tendency for small
administrations on the same land mass to coalesce – e.g. the USA, Germany,
the United Kingdom. Even remoteness could enter the same nexus, since
islands close to larger countries will often become part of them.

These collinearities essentially reflect a lack of information. Because the
variables move together we cannot ascertain with certainty which of them
provides the explanation for the phenomena we observe, e.g. the level of
freight costs. Future researchers might try to solve the problem by enlarg-
ing the sample (e.g. to collect data for more islands and small economies
outside the Pacific or Caribbean, to consider more continental small coun-
tries such as Andorra, and to study islands within countries to ascertain the
costs of physical separation). For the present, however, the only palliatives
are theory and parsimony – exploiting theory to try to separate the
different effects and recognising the fundamental problem by not seeking
too fine a degree of explanation. The policy problem is, after all, also
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Table 3.2 Sample countries cross-classified by size, region and insularity

Population categories

1 2 3 4 5

Region
Pacific 11 2 1 – –
Carribbean 8 3 1 – –
Sub-Saharan Africa 1 5 2 10 1
Latin America – – 1 6 1
South Asia – – – 1 3
Rest Asia – – 2 2 5
OECD – – 7 11 8

Geographical status
Continental 1 6 13 30 18
Island 19 4 1 – –



collinear; we are mostly concerned about economies that are both small
and remote.

3.3 The business cost data

Our business cost data come from four sources. The main one is the
Economist Intelligence Unit, which administers a six-monthly survey in
fifty-four major capitals and business centres. We use their survey results
from mid-2002 and supplement them with surveys commissioned by the
Commonwealth Secretariat from regional organisations in various (mostly
small) economies: Imani Capricorn in Africa, the Caribbean Community
Secretariat/Caricom Secretariat in the Caribbean and the Pacific Islands
Forum in the Pacific. These surveys were also completed in mid-2002. The
survey instrument is given in WM1.

The data on costs come in two forms. Some are measured as continuous
variables – e.g. the nominal wage for a kitchen porter or the cost of a unit of
electricity – while others are categorical – ‘does the power fail once a week,
once a month, once a quarter, or never?’. The former costs are analysed by
simple regressions of the cost variable on the country’s size and other var-
iables which we believe might affect it (and which are reasonably readily
available). For the categorical variables, where the cost categories imply a
natural ordering, as with the power failure example above, we estimate an
ordered logit equation which asks whether a country’s chance of falling
into any particular cost category depends on its size. If so, we see that size is
either an advantage, reducing the chances of falling into a costly category,
or a disadvantage, increasing those chances. We cannot easily convert the
categories for these cost variables into dollars and cents in the way that we
can the continuous variables, but these results help to inform us about the
qualitative advantages or disadvantages of size.
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Table 3.3 Correlations between size, region and insularity

Correlation with

log (population) log (GDP)

Pacific Region �0.60 �0.63
Caribbean �0.43 �0.36
Island �0.81 �0.75



All survey data are subject to error and ours are no exception.
Considerable effort was required to interpret and clean them and, in order
to increase the value of the data, we have corrected the most obvious of the
errors – for example, re-scaling prices that have been reported in cents
rather than dollars. Nonetheless, a number of difficulties remain, which we
note very briefly as we come to them below. Full details of the problems and
adjustments made are available in WM1. Although our intention was to
make the data available to other researchers the requisite permissions have
not yet been received.

Even after the first round of cleansing, the data still contain a number of
obvious surprises and outliers. Where possible we have verified these from
secondary sources, but where we could not we have not overridden the
reported values. We have, however, omitted them from our empirical
analysis below. In addition, during the analysis further outliers were some-
times identified in the form of absolutely large residuals from our esti-
mated relationships. Since our aim is to test the relationship between the
various business costs and size, we have in general eliminated these from
the regressions in order to preserve the normality of the residuals and
hence the legitimacy of the statistical inference. In all cases, however, we
report the direction in which the observation is outlying and check that the
nature of the estimated relationship is not greatly changed by the elimin-
ation. If it is, we – and our readers – should exercise great caution in
drawing conclusions.

The main source for GDP, GDP PPP (Power Purchasing Parity) and
population was the World Development Indicators 2002, although other
sources were also used to complement this information where necessary
(Global Business Cost Survey and Asian Development Bank). For informa-
tion on air and sea distances, please see WM1.

The continuous data from the survey that we explore below are given in
table 3.4.5

All values are reported in or converted to current US dollars and
all refer to mid-2002. The data on passenger travel costs were obtained
from the Commonwealth Secretariat’s travel agents. They represent
the cost of an economy return ticket from each capital to the respective
destination.

The usable categorical data from the survey are given in table 3.5.
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5 Certain collected data proved unusable – see WM1 for details.
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Table 3.4 The continuous variables from the survey

Airfreight Airfreight costs of transporting 100 kilograms of general cargo
‘to’ and ‘from’ London, Tokyo and New York

Sea freight Shipping costs of transporting a standard 20ft Full Container
Load (FCL) of general cargo ‘to’ and ‘from’ Rotterdam,
Yokohama and New York

Wages Average hourly wage for unskilled jobs and annual salary for 
the rest

Telephone – Rate per minute of local calls during peak hour
– Rate per minute of international calls during peak hour
– Installation fee for a standard commercial line
– Line rental fee for a standard commercial line

Electricity – Costs of electricity for a standard commercial line (KWh)
– Connection fee for a standard commercial line

Water – Costs of water for standard commercial rate (per 1,000 litres)
– Standard commercial connection fees

Fuel – Retail price of diesel per litre
– Retail price of petrol per litre

Land – Average annual cost of per square metre of industrial (factory)
space (average industrial estate)
– Average annual rent of per square metre of office space in the
prime location

Bank – Prime commercial bank lending interest rate
– Prime commercial bank deposit interest rate

Corporate tax – Corporate tax rate for residents
– Corporate tax rate for non-residents

Import duties – Unweighted average (nominal) tariff rate
– Import weighted (nominal) tariff rate
– Receipts from import duties and taxes (including customs
duties, VAT, sales taxes, supplementary duties, etc.) as percentage
of total government tax revenues as available for the latest year

Personal air Cost of economy return from London, Tokyo or New York
travel (separate source)



3.4 The regressions results

This section gives a brief account of our attempts to locate country-size
effects in our data. Full details are given in WM1 and Winters and Martins
(2004b) (here after ‘WM2’). Our general strategy was to fit log-linear models
between the business variables cost and population as a measure of size,
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Table 3.5 The categorical variables from the survey

Are unskilled/semi-skilled/ (1) Domestically available and there is no need to
skilled workers domestically import them from abroad
available or do they have (2) There are enough workers domestically
to be hired from abroad? available to satisfy most of the demand; however,

occasionally workers need to be imported from
abroad
(3) Workers are available domestically, but many
need to be imported from abroad to satisfy demand
(4) Some workers are domestically available, but
most need to be imported from abroad
(5) Few workers are available domestically. The
vast majority of workers are imported from abroad

How long does it take to (1) �72 hours, (2) <1 week, (3) 1 week – 1 month,
get a new connection? (4) �1 month, (5) Not available (i.e. indefinite

delays)

How frequently does one (1) No disruption, (2) Very rare, (3) Rare, 
experience disruptions? (4) Quite frequently, (5) Most frequently

How long does it take, in (1) 48 hours, (2) 5 working days, (3) 2 weeks,
general, to have a broken (4) �2 weeks
line repaired? (Telephone
only)

Are tax incentives available YES/NO
for exporters and other
businesses?

Export duty rate (duties from Converted into YES/NO since there were too few
exports as percentage of total values (different from 0) to run a regression
government tax revenues)

Is there a special exchange YES/NO
rate for exports?



including, as necessary, other obvious regressors such as distance in the
transportation cost equations. Where appropriate we made allowances for
insularity and for likely differences between high- and low-income countries.

All equations were subject to a number of standard econometric diag-
nostic tests, including for normality, functional form and heteroscedasti-
city, and also tests for the robustness of the reported equations. In the few
cases where we could not eliminate the problems, the reservations are
noted and discussed in WM1 and WM2. Here we merely report our best
estimates of the relationships between cost and size.

Our basic estimating equation for the continuous variables was:

Ln (costs)��0��1 Ln (Popn)��2 [Ln(Popn)]2�other variables

Where costs were zero, observations had to be dropped, but we took a great
deal of care to identify cases where this might have changed the results.
Similarly, where missing observations (zeros) may have been influential,
we flag that fact when discussing the results below.

For the policy variables – various tax, subsidy and interest rates – we use
a linear-log specification since the policy variables are expressed as percent-
ages, which are, broadly speaking, scale free. These equations also include
GDP per head, Ln(GDPpc).

For the categorical information on the frequency of disruptions or
length of waits for connection or repair we estimate size effects from
Ordered Logits, since the data can be ordered (i.e. it is better to have fewer
disruptions than more). We thus calculate the probability of a country
falling into a particular class of disruption according to its individual char-
acteristics (e.g. income and size) as:

where �’xi��1*Ln(GDPpc) i��2*Ln(Pop)i

The main results are summarised in table 3.6. This reports, in column
order: the regression coefficients on population and population squared,
the joint test of their statistical significance, the co-efficients on distance,
GDP pc, an inland transportation dummy, an OECD dummy, R2 and the
number of observations. Finally come the cost disadvantages implied by
the equations for three example countries: those in italics are based on sta-
tistically insignificant estimates of size effects, while where we think there is

Prob(country i is in class � j) �
exp(	j � �’xi)

�exp(	
 � �’xi)
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no evidence of size effects we write 0. These are the columns that will under-
pin the competitiveness exercise in the subsequent parts of the chapter.

The cost disadvantage ratios summarise the costs of smallness by present-
ing for three representative countries the percentage excess costs of an input
relative to that of the median country. The exemplar countries are located
fourth, eighteenth and thirty-sixth in our ranking by size, expressing their
percentage disadvantage relative to the median country, ranked forty-sixth.
To make the examples concrete, they correspond to the populations of:

micro-economies Anguilla 12.13 thousand
very small Vanuatu 197 thousand
small Singapore 4,018 thousand
median Hungary 10,022 thousand

The estimates for airfreight costs suggest that there are significant size
effects for outward transportation (as shown by the joint significance F-
tests in column 3 of table 3.6). The negative sign on population and positive
sign on the squared term implies a u-shaped relationship between popula-
tion and costs – as illustrated in figure 3.1. The turning points vary between
1.5 million inhabitants and 3.5 million inhabitants (for the outward regres-
sions), which leaves at least thirty small economies on the downward part
of the curve.

A surprise is the apparent absence of significant size effects in the
inbound freight rates (from London etc.). Inbound rates are generally sig-
nificantly higher than outbound ones, and we speculate that the difference
arises because of different practices in consolidating consignments.
Outbound, export agents seek to consolidate and so are able to do some-
thing to overcome the disadvantages of small size. This is feasible for them
because exports are not highly diversified and stem from a small number of
economic entities. Inbound, on the other hand, the co-ordination prob-
lems are greater, with greater diversity of goods, entities and origins and
also great distance between national agents at home and the place where
consolidation must be done (i.e. in the partner country).

Turning to sea freight costs, there are strong size effects for all regres-
sions: the coefficients on population are always significantly negative and
the joint significance of the population variables very high. In this case the
‘U’ is much steeper and the turning points much higher: in two cases they
are far beyond any existing country’s size. That is, sea freight shows much
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higher minimum efficient scale than airfreight – see figure 3.2. (We decided
to keep the two insignificant squared terms to maintain the same func-
tional form for all sea freight regressions.)

Distance here includes both sea and land distances and is almost always
significant (the exception is ‘from NY’). It is supplemented by the dummy
variable L500, which takes a value of 1 when the trade is subject to internal
transportation between capital and port of at least 500 km. This takes a
positive sign (except ‘to NY’ where it is not significant) and is significant in
three cases. We also tested for the effects of land-lockedness by including
for crossing an international border: surprisingly it was not significant. The
OECD dummy always assumes a negative sign and is significant in five of
the six cases. It reflects, we hypothesise, different infrastructures and insti-
tutions in these countries.

The samples for the nominal wage regressions exclude the OECD and the
three high-income Asian countries. This decision followed a careful exami-
nation of data plots that displayed very great differences between the rich
and poor sub-samples. Among developing countries the relationship
between size and wages is log linear (since none of the squared terms for pop-
ulation was statistically significant). GDPpc is always positive and significant
at 1 per cent. Coincidently, the regressions for bank clerks and bank man-
agers had significantly worse fit than the rest of the estimates, a fact which we
attribute to the multinationality of the banking sector. Inter-country
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Figure 3.1 Airfreight costs ‘to London’ vs. population

Airfreight cost ‘to London’
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comparisons are much easier within a company than between companies
and so the relationship of the wage with national variables is more readily
‘contaminated’ by spillovers between countries. Population is significant in
eight of the eleven wage regressions (seven at 5 per cent) and the respective
coefficients range from �0.047 to �0.080. Nevertheless, all eleven regres-
sions suggest a negative relationship between size and wages. The fact that
two out of the three non-significant regressions refer to foreign banks (bank
clerk and bank manager) again, we believe, reflects multinationality.

Nominal wages may be higher in small countries because the cost of
living is higher for precisely the sort of reasons we are discussing in this
chapter. To explore this we also included the PPP adjustment factor in the
equation to capture ‘real’ price differences. This is strongly correlated with
size and absorbed some of the size effects. However, all the population
effects remained negative and three remained significantly different from
zero. Once we allow for the negative relationship between population and
PPP factor, the net effect of population on wages is almost identical
whether we break out the price effects or not.

For utilities we ran regressions for both fixed and variable costs. The
main problem faced with the utilities was the high number of zeros
reported. Since our log-linear regressions are highly sensitive to this issue
we were very careful with the interpretation of the results, and apply sensi-
tivity tests to assess the importance of dropping these observations – see
WM1 and WM2.
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Figure 3.2 Shipping costs ‘from Yokohama’ vs. population
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For international telephone costs, population is always significantly
negative at 1 per cent but distance is not important except ‘to London’. As
for virtually all utilities’ marginal costs, the coefficients on GDPpc are
robustly negative, indicating that people in richer countries pay less than
those in poorer countries. The estimates for local telephone costs are much
weaker and we feel that we cannot identify convincing size effects for this
variable. Turning to the fixed costs of telephones, installation fees proved to
have a weak but positive relationship with size (at 10 per cent), although not
with GDPpc. Finally, for line rental fees, we found that GDPpc has a strong
impact, but that population is not a significant determinant (although the
estimate suggests a negative relationship between size and line rental costs).

The results for electricity marginal costs indicate a significantly negative
population coefficient. We cannot prove the existence of a relationship
between size and electricity connection costs however, although the
coefficient suggests a positive relationship. There were nine zeros (for
countries ranging from Nauru and Senegal to Sweden and Australia), and
different ways of treating them gave different results, so a good deal of
caution is required here.

Turning to water, we find a negative relationship between size and
usage costs, while GDPpc was not significant. However, again the zeros
look influential so we do not include these results in the cost disadvantage
exercise. For water connection fees, we found a positive size effect on the
regression, and that GDPpc was significant at 1 per cent. The eleven zeros
would probably attenuate this result since most of these are for large
countries. Nevertheless, to be conservative we do carry these estimates
forward.

In the fuel regressions, we again had to exclude the OECD and three high-
income Asian countries based on various data plots – a procedure we justify
by appealing to different environmental and safety standards. The results
illustrate a negative significant relationship between size and the cost of fuel.

The exercise on passenger travel used data provided by the
Commonwealth Secretariat’s travel agents. The results are pretty much
consistent across the three different destinations. The coefficient on popu-
lation varies from �0.106 to �0.121, while those on GDPpc were negative
and those on distance positive as experience would predict.

The last of the log-log regressions was on land rents. Here we had severe
problems with missing observations and outliers. We managed to estimate
a relationship for the costs of office space, but the same was not possible for
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factory space. For office space, the population variables are jointly signifi-
cant, but since the coefficient on population is small (and insignificant)
the turning point occurs very early. Hence the predominant relationship
between size and office costs is positive. For factory rentals, we were unable
to find a significant relationship with size, especially given the numerous
outliers in the sample. The estimates, however, suggest again a positive
relationship. At first sight these results might look as if they show advan-
tages to being small. However, the Ricardian theory of rents suggests
that land rents reflect the surplus between earnings and costs, and hence
that low rents merely serve to confirm the disadvantages of small size seen
above.

For the categorical variables we estimate ordered logits to explore the
relationships between size (population) and the different categories of
disruption or waiting time. Table 3.7 reports the results. For each issue it
reports the coefficients on population and GDPpc, the population thresh-
olds between categories 1 and 2 and between categories 2 and 3 assuming
a GDPpc of $10,000, a measure of fit and the number of observations
used.

We start with the availability of workers. We ran regressions relating the
availability of each of three types of workers (unskilled, semi-skilled and
skilled) to size (logged population) and (logged) GDPpc. Although, as we
would expect, we do not have strong evidence for unskilled workers, for
semi-skilled and skilled workers there are clear reported shortages in small
countries. The minus sign attached to the population coefficient represents
the greater dependence of small economies on the import of semi-skilled
and skilled labour (lower categories mean less need to import workers from
abroad). It is comforting to note the GDPpc effects suggest that richer
countries lack unskilled workers, and semi-skilled workers to a lesser extent
(evidenced by a positive sign in GDPpc), but, relatively speaking, have an
abundance of skilled workers. The thresholds between categories 1 and 2
are 1.8 and 15.8 million respectively for semi-skilled and skilled workers.
This suggests that a large range of countries are small enough to have short-
ages of skills, especially since the thresholds are evaluated at a gap of
$10,000pc and the skills shortages will be greater at lower incomes.

For telephones, we found that while there were no significant size effects
for connection and repair times, there was evidence that disruptions tend
to occur more frequently in small countries. This conclusion is repeated
precisely for water and electricity. For quite understandable reasons,
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small countries are more vulnerable to utilities disruptions than are larger
countries.6

The second substantive question to address is whether policy is ‘worse’
in small countries. We used linear-log regressions for the policy variables,
since these were variables represented by percentages. There were severe
problems with outliers in almost all the regressions, but some tentative
conclusions can be drawn. There appear to be significant relationships
between size and bank lending and bank deposit rates. Thus, small coun-
tries appear to have lower deposit rates than the median country, but for
lending rates we can say that only for very small countries.7 The effect of
GDPpc is significantly negative in both equations, meaning that high per
capita income countries have lower interest rates.

With reference to corporate tax, we could not establish a convincing
relationship between either size or GDPpc and the tax rate. Thus, although
we are clearly not capturing much of the explanation of tax rates (see the
very low R-squares), the results certainly do not suggest that small coun-
tries tax more.

The final block on table 3.6 concerns import duties. Although we find
strongly significant coefficients for GDPpc, we were unable to establish a
convincing relationship between size and import duty rates. On the other
hand, receipts from import duties as a percentage of tax revenue did prove
to be robustly and significantly higher in small countries. GDPpc was also
negative and significant at 1 per cent, confirming that in richer countries
import duties provide a smaller share of total tax revenue. The relationship
with size seems intuitively plausible, for in small economies very large
shares of consumption are imported (increasing the numerator and reduc-
ing the denominator of the fraction to be explained). Indeed, in the limit, if
imported inputs into industry are exempted, as they frequently are, import
duties become very similar to consumption taxes and thus probably rather
efficient sources of revenue.

Finally, we have dichotomous data on three policy variables – the exist-
ence of special interest rates or tax incentives for exporters, and the
existence of export duties. Testing (through binary logits) for differences in
the sizes of the economies that display these features and those that do not,
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the only significant difference is that small economies are less likely to give
tax incentives for exports.

We did also collect information on general indirect tax rates and budget
deficits, but, unfortunately, neither were usable – the former because the
quoted ranges were too large (e.g. 0–350 per cent for Brazil) and the latter
because the survey did not specify whether to include a minus sign on the
deficit, which may have induced some correspondents into mistake.

3.5 The disadvantages of smallness: cost inflation factors and
income penalties

Tables 3.6 and 3.7 leave a strong impression of the excess transactions and
input costs arising from small size, especially for micro and very small
economies. However, we still need to confirm that these excess costs add up
to a material competitive disadvantage on world markets. To do this we
estimate the cost structures of three export industries typical of developing
countries – electronic assembly, clothing manufacture and hotels and
tourism – and use them to weight together the cost disadvantages above to
create a single cost inflation factor for each product.

The cost structures are based on the input–output tables from the
Global Trade Analysis Project (GTAP) consortium. For each industry we
collapsed the input structure into three primary factors – skilled and
unskilled labour and capital – and about a dozen intermediates. We then
arrayed the (value) input shares across the sixty-five countries for which
data were provided (there is considerable variance) and tried to infer the
likely shares for the median-sized developing country. The valuation is at
producer prices – i.e. essentially the same basis as our collected cost data –
and so the shares provide the weights required for creating base-weighted
indices of the cost disadvantages relative to the median in the exemplar
economies.

To create the indices we need to distil the results in the last three columns
of table 3.6 into a single figure for each identified input. In general we use
the averages in that table and further weight them together using crude
a priori weights. Whenever a cost disadvantage is not statistically signifi-
cant in the table, we assume the value to be zero here. We took averages of
outbound and inbound transport costs separately for exports and imports
respectively (weighting airfreight one-third and sea freight two-thirds). For
skilled labour we used the cost disadvantage for skilled labour above, and
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for ‘unskilled labour’ the weighted average of our original results for
unskilled and semi-skilled (one-third for semi-skilled and two-thirds for
unskilled). This fits reasonably well with the GTAP definitions of skills.
Finally, for the cost of utilities we consider the averages only for the mar-
ginal cost component, ignoring the connection fee (which means we over-
state the costs of smallness) and the costs of disruption (which means we
understate them).

Second, we need to determine what proportion of the cost of each input
is exposed to the disadvantage factors. We distinguish five different treat-
ments:

(1) Internationally traded intermediates are assumed to be available at the
price of the median country plus the excess transport costs identified
above assuming that 8 per cent of the gross value of these goods is
accounted for by transport. We apply the same transport cost disad-
vantage factors to the full value of small economies’ exports of elec-
tronics and clothing.

(2) Inputs of labour bear their own cost disadvantage factors and we
assume that the same factors apply to inputs of essentially non-
tradable services. For the tradable component of services categories we
assume that foreign competition imposes some discipline (or displace-
ment), and hence we halve the labour disadvantage factors when
applying them to each service in aggregate. We make no further
allowances for the labour availability disadvantages identified above.

(3) For capital our measured cost disadvantage factors – bank lending rates
– are not very appropriate. We assume conservatively that capital costs
are 15 per cent, 10 per cent and 5 per cent above median values for our
three exemplar small economies respectively. These excesses essentially
reflect investors’ ignorance of small economies and the greater variabil-
ity that the latter, almost inevitably, face. They are not large: if the cost
of capital is 10 per cent in the median country we make it 11.5 per cent,
11 per cent and 10.5 per cent for the three exemplar countries.

(4) For utilities we use the cost disadvantage factors from the table directly,
ignoring both the connection fees and the excess disruptions that small
economies face.

(5) Finally, for exports of tourism we assume that visitors have to pay the
excess personal travel costs identified in the table and that these
account for 25 per cent of the costs of a visit. Hence for recreation we
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have an exposure factor of 25 per cent and a cost disadvantage factor of
116 per cent for the smallest economies.8

Table 3.8 summarises the cost disadvantage information that we use in our
subsequent calculations on electronics. It reports our estimates of (a) the
cost shares of each input, (b) the assumed exposure to the disadvantage
factors, and (c) the summary disadvantage factors for each input for each of
our three exemplar small countries.

To put the cost disadvantage factors into context we also calculate the
income penalties that they entail. Assuming that exports must be delivered
at the same price as the median country would charge, the excess costs eat
into small countries’ returns to economic activity. By how much depends
on which inputs face excess costs and which returns can be squeezed to
restore competitiveness.

We define five concepts of the income penalty, progressively enlarging
the set of inputs with unavoidable cost disadvantages and correspondingly
shrinking the set which can be squeezed to accommodate the excess costs if
exports are to be competitive:

Concept Inputs bearing the Inputs assumed to have 
costs of inefficiency unavoidable cost disadvantages

1 all domestic supplies – internationally traded 
primary factors, services intermediate inputs
and non-tradedintermediates

2 primary factors and services traded intermediate inputs and
utilities

3 primary factors all intermediate inputs
including services

4 capital all intermediate inputs and
labour

5 labour all intermediate inputs and
capital

If all domestically supplied factors, utilities and services (i.e. everything
except those goods that are directly traded internationally) can be squeezed
to absorb the excess transactions costs of smallness, the relatively small cost
disadvantages on intermediate inputs are spread over relatively large flows

98 l. alan winters and pedro m. g.  martins

8 In retrospect, we accept that these factors may be a bit large, given that many tourists travel on
package holidays, which helps agents avoid the costs of small consignments.
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of income (revenue), and so the proportionate penalty is relatively small.
Concept 2 accepts that utilities’ costs in small countries are not reducible.
Hence it implies larger cost disadvantages loaded onto a smaller base than
does concept 1. Concept 3 follows the effective protection literature and
takes all intermediates’ prices as fixed (by trade or the limits of small-scale
technology) and takes value added (primary factors of production) as the
residual claimants. In concept 4 an individual investor considers the ‘excess
costs’ of workers as given, and that she herself is the residual claimant on
income. Concept 5 asks essentially a public policy question. If small
economies cannot force down the prices of intermediate inputs and if they
have to pay a premium to borrow on international capital markets, how
much income can they generate for the local population qua workers?

Table 3.9 presents the core results of our study in the first row: the
cost inflation factors. Subject to inevitably wide margins of error,
micro-economies face very large competitive challenges indeed. Our
central estimates suggest that micro-economies have a cost inflation factor
for manufacturing of 36 per cent, and that for tourism the factor is 58 per
cent! The last is driven substantially by our high cost-disadvantage esti-
mates for personal travel (and the high share of such travel in overall pack-
ages), but even without that problem, tourism in micro-economies would
be some 29 per cent more expensive than in an equivalent median-sized
economy. For very small economies the cost inflation factors are still a sig-
nificant 14 per cent and 29 per cent for manufacturing and tourism respec-
tively, although for small economies they are a mere 3–6 per cent, well
within the range of estimation error and small enough to be overcome by
good management.

The ‘income penalties’ in the remaining rows report the extent to which
particular elements of the cost structure would have to accept below
median prices or returns if the target economies were to supply exports at
median-country prices. Consider electronics in a micro-economy. If every
element of cost were ‘squeezable’, except for internationally traded inter-
mediates and export freight costs, they would all have to accept 39 per cent
lower returns than in the median country. If we next assume that utilities’
prices cannot be squeezed either, the remaining elements (factors and
service suppliers) would need to take a 43 per cent cut.9
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9 As we move down the column the figures increase because we are both adding further cost dis-
advantages to the numerator of equation (2) and removing flows from the denominator, so that
the penalties have to be borne on a smaller and smaller base.
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The big step occurs if we take services as unavoidably more expensive in
small countries. Now the primary factors of production in electronics
would earn 88 per cent less than in the median country – that is only 12 per
cent of what median factors owners earn. Specialising the burden further to
fall only on labour or capital, the other receiving its excess returns indicated
by our cost-disadvantage estimates, generates income penalties exceeding
100 per cent. That is, if all inputs except capital received the predicted excess
prices (returns), capital owners would make losses larger than the profits the
median-country capitalists received. If all inputs except labour received the
excess prices/costs, there would be nothing to pay the labour with and prices
would still exceed median-country levels! While, with our fixed weight
indices and no allowance for niche marketing, we may have exaggerated the
losses, it is difficult to believe that we have the basic story wrong.

Of course, at present small economies manifestly do not suffer these
huge income penalties. One reason is presumably that they do not under-
take these activities, but rather produce and export other goods or services.
There is some truth in this – e.g. the small island economies specialising in
fishing – but these alternatives also face excess costs of similar magnitudes
and so this cannot be the answer. Another reason is that the economies
produce virtually no exports, but rather depend on remittances, aid or asset
returns to fund essential imports.10 The third possibility is that preferences
on their exports or product differentiation into niche markets allow them
to earn prices above those of the median country, or that they have bene-
factors who will accept below market rates of return on their capital, or
labour in return for various non-pecuniary benefits of living in a small
economy. Finally, regulation may be more flexible and more cheaply
achieved in small economies than in large ones, leaving more surplus for
real incomes. This continuing advantage is independent of the trading
regime they face and so is not vulnerable to removal. Equally, however, it
cannot extend to compensate for any loss of trading advantages.

In WM1 we conduct extensive sensitivity tests on these results and find
them robust with respect to changes in weights, and clearly they are pro-
portional to the cost overall level of disadvantage. The most sensitive issue
is the transportation cost factor because it is applied to the full value of the
export and, for tourism, to 25 per cent of the value of a package. This is
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clearly an area towards which both future research and policy considera-
tion should be directed.

3.6 Policy conclusion

The message of this chapter is robust and stark. While circumstances vary
by economy and class of economy it is clear that, on average, micro- and
very small economies face huge competitive challenges. These economies
will not be suitable locations for industry or even tourism unless they have
very specific advantages that allow them to charge substantially higher
prices than the median country. For hotels and tourism the attractions of
small tropical islands are plausible and we do, indeed, see viable tourist
industries on them. Our results merely indicate that they will need to
manage costs carefully and will never achieve mass market penetration.

For manufacturing, on the other hand, the barriers look very high
indeed, and if we wish such industries to develop, the leverage of any cor-
rective policies will need to be correspondingly high. One common
response is that since the costs of trading are so high, small countries need
the right to protect their industries. This is completely misguided. The
problem is not that imports can get in too easily but the very opposite.
Adding barriers to trade will exacerbate not relieve the problems of small-
ness. Even where local industries could be successfully established behind
tariff walls there is nothing in the foregoing analysis to suggest that such an
approach would be economically beneficial. Theory still suggests that fol-
lowing comparative advantage maximises real income: only not sufficiently
to provide an adequate income.

A related response has been to suggest subsidising business investment
in order to overcome the cost disadvantages of smallness. There are many
arguments in the policy-making literature for subsidising business in an
economy. We do not accept many of them, but, even if we did, smallness
adds nothing to them. If you would not subsidise business in a large
economy, neither should you do so in an equivalent small one, for precisely
the reasons outlined in the previous paragraph. Smallness does not intro-
duce marginal distortions that need to be countervailed, but an overall fea-
sibility constraint. If income is insufficient when you maximise it, it will
certainly be insufficient if you do not; and in the absence of the market fail-
ures usually adduced to justify subsidising manufacturing, subsidies will
reduce income.
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The conclusion must be that if unviable economies are to be made
viable, an additional source of income must be found and, presuming the
absence of free technological or organisational lunches, that means from
abroad.11 One source internal to the set of small economies themselves is to
economise on the costs of economic management or even of statehood.
Andriamananjara and Schiff (2001) and Schiff and Winters (2003) argue
strongly that by combining various functions of government small states
can both economise on costs and, possibly, exert a greater influence on
their environments. Whether such efficiencies are sufficient to overcome
the disadvantages we have noted here, we rather doubt, but there is
undoubtedly a case for seeking such efficiency gains in any case. We also
note that in the cases where smallness appears not to matter – e.g.
Luxembourg, Liechtenstein, Andorra – the secret appears to be to integrate
extremely closely with the neighbouring large countries.

In the end, however, we suspect that the sources of income necessary to
keep very small economies going must be external – that ultimately the
international community will have to provide the compensating flows.
Merely subsidising capital costs will not generally be sufficient – there are
too many other continuing disadvantages. Thus, while international
capital transfers – either bilateral or via international financial institutions
and development banks – will clearly help to reduce costs by improving
infrastructure and perhaps utilities, most of the disadvantages we see above
are on the current account – e.g. shipping costs, thin markets for skills etc.
The most favourable case for infrastructural salvation is probably commu-
nications links. If these are excellent and cheap, services relying on elec-
tronic interchange may become competitive. But even so, the costs of
importing goods will still be high and even in ‘electronic services’ personal
contacts are important so small remote economies will be disadvantaged by
their high travel costs and long travel times. Thus, we believe that one prob-
ably needs continuing current transfer to confer lasting viability.

One superficially promising route is via some sort of preferences for
small countries’ exports, allowing them to sell at tariff-inclusive prices in
industrial country markets rather than at world prices. This source of rent
has historically been very important – as, for example, with banana or
tuna exports to the EU or clothing exports from the Caribbean to the USA.
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The problems are, first, that other developing countries have become more
hostile to these preferences, as with Latin American challenges to banana
preferences and East Asian challenges to those on tuna, and that the more
legalistic regime of the WTO makes them far harder to defend than they
were under the GATT. Second, as donors discover new favourites the pref-
erences of the old are eroded: consider Pakistan’s recent advantages under
the textile quotas and the way in which NAFTA and now African Growth
Opportunity Act (AGOA) reduced the advantages of the Caribbean coun-
tries in the USA. Third, industrial countries are gradually liberalising their
trade regimes anyway, so that the benefits of preferences are gradually
declining. In all these cases, as rents are reduced, very small economies face
large income penalties. A salutary thought is that if very small economies
are dependent on rents, the erosion of legal rents could presage a search for
less social sources. Very small countries are inherently difficult to police if
their governments are not sympathetic to global objectives.

An alternative route could be for industrial countries to subsidise small
country trade explicitly – either their exports or their imports or both. This
would require conscious policy-shifts in the major capitals and also derog-
ations from WTO agreements. A similar route would be straight income
transfers. In either case the issue for the recipients would be the security of
such transfers. As we noted above, we believe that they would need to be
permanent and so could not be dressed up merely as transitional financing
to encourage structural adjustment.

Explicit subsidies to micro- and very small economies raise their own
very particular political challenges. Specifically, many of the cost disadvan-
tages we have identified must also apply to insular or isolated parts of larger
countries. These disadvantaged regions are often subsidised via regional
policies. But if small economies were permitted to have export subsidies,
one would need to argue why this privilege should not be extended to parts
of larger economies, for if it were it would probably fatally undermine sub-
sidies discipline in the WTO. The reason is not hard to formulate, but it
may be uncomfortable: within a country, people can move out of uneco-
nomic locations. Ultimately if the current preferences that small countries
receive are eroded and we do not somehow support their incomes in other
ways, many of their inhabitants will seek to work abroad. We have argued
elsewhere that liberalising the temporary movement of labour within the
world economy – mode 4 of the GATS – promises huge economic gains
(Winters et al., 2003). This could be a key factor for very small economies,
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essentially allowing residents to earn abroad but live and consume at home.
Temporary workers from small countries would still be at a disadvantage
relative to those from larger ones: they would face higher transport costs,
less effective networks for finding jobs and easing migratory strains, and
higher consumption costs at home. However, particularly if they had pref-
erential access – e.g. guaranteed quotas – the benefits would be large
enough to cover the disadvantages. But again the sustainability of prefer-
ences would fall under question.

The alternative to temporary mobility would be permanent migration. In
the current political climate this appears to combine the nightmares of both
sides: of immigration in most developed countries and of depopulation,
and maybe eventual cultural extinction, in the very small economies.12 Such
nightmares should fuel our search for alternative solutions.

The title of Easterly and Kraay’s (2000) important paper ‘Small States,
Small Problems’ upset many commentators on the problems of small size:
the problems, they said, are very large if you face them. But the title con-
tains a silver lining: ‘small problems, small solutions’. Particularly if we
limit transfers to the micro- and very small economies they will need to be
only very small in aggregate – small amounts of money, small flows of
people etc. If there is a political will to offer them – not only in the devel-
oped donor countries but also among developing countries, especially
those which are only just too big to receive them – they would be perfectly
manageable. Around 3.1 million people (0.05 per cent of the world’s popu-
lation) live in countries of below 200,000 population, 6.3 million in those
below 400,000 and 16.4 million in those below 1 million population. These
are not insurmountable by any yardstick.
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4

Can small states compete in manufacturing?

ganeshan wignaraja and david joiner

4.1 Introduction

There is little doubt that globalisation has a profound impact on the eco-
nomic prosperity of the world’s smallest economies. Much of the recent
policy and academic literature has tried to show that small states do face
specific problems and that their small size can constrain economic devel-
opment in a global world economy. Several studies highlight the existence
of an inverse relationship between country size and susceptibility to eco-
nomic, political and environmental risks and threats (Commonwealth
Consultative Group, 1985; Commonwealth Secretariat, 1997; Streeten,
1993; Briguglio, 1995; Atkins et al., 2001; Grynberg, 2001; Winters and
Martins, 2003). This literature concludes that small states are more vulner-
able than larger economies because of higher exposure to external shocks
from higher trade openness and single primary commodity dependence;
have less access to international financial markets and aid due to limited
creditworthiness; face higher transport costs due to remoteness; and are
more exposed to environmental risks due to their geographical location.

These arguments have fuelled calls by small states’ representatives in inter-
national fora for increased foreign aid and trade preferences to facilitate eco-
nomic adjustment to globalisation. However, the success of such efforts to
date, and the prospect for future success, is at best limited, and even if it were
to improve significantly the underlying trends of globalisation are unlikely to
change. Realistically, small states will increasingly have to compete on world
markets for exports and foreign investment, and will receive less in aid and
special treatment. Relatively little academic and policy attention, however,
has been devoted to the competitiveness in small states (particularly in the
manufacturing sector) and the factors explaining success.1
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This chapter deals with the pressing policy question of whether small
states can compete in manufacturing in a global world. It measures the
industrial competitiveness record of small states using a composite index
and benchmarks them against each other. Benchmarking exercises of this
type allow small states to assess their country’s performance in relation to:
(i) countries at a similar level of development, or of similar characteristics,
which they would like to outperform; and (ii) countries at a higher level of
development, whose performance they wish to emulate, and whose policy
strategies they could learn from in order to achieve it.

Section 4.2 explores popular efforts to benchmark competitiveness and
highlights the lack of coverage of small economies in these exercises.
Section 4.3 constructs a small states manufactured export competitiveness
index (SSMECI) and presents the results. This is a simple composite index
made up of three variables (manufactured exports per capita, growth rate
of manufactured exports, and share of manufacturing in gross domestic
product (GDP)). Section 4.4 undertakes a T-test to shed light on the per-
formance of small states, while section 4.5 concludes.

There are many ways (e.g. GDP, population and surface area) to define a
small state and each has merits depending on the purpose at hand.
Following the Commonwealth Secretariat (1997), this study defines a small
state as an economy with 1.5 million people or fewer. Accordingly, forty
economies are considered small states in this study.2

4.2 Current benchmarking initiatives and their appropriateness for
small states

The concept of competitiveness is somewhat elusive, particularly at the
national level, and has been intensely debated to clarify its meaning and eco-
nomic relevance. It has often been equated with macroeconomic issues (e.g.
changes in exchange rates or wages) or microeconomic issues (e.g. entrepre-
neurship, economic incentives and bureaucratic regulations on business,
and firm-level technological capabilities and institutional support) (see
Faggerberg, 1988; Porter, 1990; Corden, 1994; Krugman, 1994; Dahlman
and Aubert, 2001; Lall, 2001a; and ADB, 2003). An examination of the
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theoretical debate on competitiveness is beyond the scope of this chapter.
Suffice it to say that both macroeconomic and microeconomic approaches
to competitiveness offer valuable insights, depending on the purpose at
hand. There is increasing recognition that building technological capabili-
ties at the firm level is associated with competitiveness performance in a
world of rapid globalisation and technological progress. Furthermore,
appropriate economic incentives and supportive institutions can help firms
to overcome market and systems failures in technological learning. This
chapter’s focus is on the empirical literature on competitiveness, particu-
larly on recent exercises to benchmark competitiveness performance across
countries using different composite indices.3 These include the following:

(i) World Economic Forum’s Global Competitiveness Report (WEF, 2003);
(ii) International Institute for Management Development’s World

Competitiveness Yearbook (IMD, 2003);
(iii) United Nations Industrial Development Organisation’s World

Industrial Development Report 2002/2003 (UNIDO, 2002); and
(iv)Wignaraja and Taylor (2003).

Table 4.1 summarises the key features of these four initiatives.
The work of the WEF and the IMD, both based in Switzerland, has

largely dominated the global competitiveness benchmarking industry.
Annual rankings of competitiveness in developed and developing coun-
tries have been produced for twenty-four years by the WEF’s Global
Competitiveness Report and for thirteen years by the IMD’s World
Competitiveness Yearbook. Both indices focus on the micro-level business
perspective, and examine the extent to which nations provide an environ-
ment in which enterprises can compete. In line with this, rather than focus-
ing on trying to calculate a measure of actual competitive performance,
both adopt an approach of looking at a wide range of factors that could
affect national competitiveness. To this end they use a large basket of var-
iables (160 for WEF and 321 for IMD in 2003), which include both ‘hard’
published statistics and ‘soft’ data from surveys of businessmen. The
sample size of these surveys is rapidly increasing, with 7,741 responses to
the WEF ‘Executive Opinion Survey’ in 2003, as opposed to 4,600 in 2001.

110 ganeshan wignaraja and david joiner

3 Composite indices of the type used in this chapter are only one possible way to capture compet-
itiveness. Other popular methods include labour productivity, unit labour cost, real effective
exchange rates, and revealed comparative advantage. See ADB (2003) for a discussion of the
different methods.
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Both indices are widely used, gaining widespread media attention. They
have also generated a wealth of empirical data. What light then can they
shed on the competitiveness of small states? Unfortunately the answer is
very little. Despite increasing its coverage from 80 to 102 countries, the
WEF index only has eight countries that are among the forty small states in
this study. The situation with the IMD index is even worse, with no small
states among the fifty-nine countries included. The precise reasons for this
lack of coverage are unknown, and without discussion with the institutions
involved, any attempts to determine such reasons remain simple guesses.
However, one of the most significant factors is likely to be that the very
complexity of both the indices means that the data requirements simply
cannot be met in small states. With small populations and often underde-
veloped institutions, there is simply no capacity or demand to collect the
data required.

The specific issues of small states may also mean that the general theory
of competitiveness espoused by both the WEF and IMD is perhaps inap-
propriate for the measurement of competitiveness in the small states
context. In small, developing economies, focus on the basic economic fun-
damentals (e.g. macroeconomic stability, outward-oriented trade policies,
high levels of human capital and efficient infrastructure) is perhaps more
appropriate than worrying about the 200 subcomplexities found in sophis-
ticated multisectoral economies of the developed world.

Quite apart from the lack of attention given to small states, the WEF and
IMD competitiveness indices have attracted criticism on technical grounds.
Lall (2001b) provides a comprehensive analysis of the WEF index of 2000
and finds flaws in its definition of competitiveness, model specification,
choice of variables, identification of casual relations, and use of data. Lall
goes on to offer some insights into the construction of competitiveness
indices, and while not writing with small states in mind, his comments are
perhaps particularly relevant in the context of small states:

To be analytically acceptable, however, all such efforts should be
more limited in coverage, focusing on particular sectors rather than
economies as a whole and using a smaller number of critical vari-
ables rather than putting in everything the economics, management,
strategy and other disciplines suggest. They should also be more
modest in claiming to quantify competitiveness: the phenomenon is
too multifaceted and complex to permit easy measurement (Lall,
2001b, 1520).
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The Asian Development Bank (ADB, 2003) points out similar flaws in the
WEF competitiveness index. For instance, ADB notes that the weights used
to construct the WEF index are arbitrary and the index displays an overly
negative view of the role of government. Furthermore, it relies extensively
on qualitative data obtained through questionnaires that are only tenu-
ously related to the notion of competitiveness.

Wignaraja and Taylor (2003) also offer a critique of the theory and
methodology used by the WEF and IMD, including a detailed exploration of
the IMD index of 2001. In summary they find that the IMD rankings have:

(i) Ambiguous theoretical basis. The theoretical linkages between the input
determinants and national competitiveness are weak. The ‘fundamen-
tals’of the IMD 2001 index (IMD 2001, 43–9), which details the ‘four fun-
damental forces of competitiveness’, are more of a schema than a theory.

(ii) Problems of index construction. The justification for the weightings
given to each of the indicators is sometimes weak and often nontrans-
parent. There also seems to be a lack of distinction between variables
that indicate competitiveness and those that determine it, with both
types used. These lead to problems in interpreting the results and
applying lessons to other countries.

(iii) Ad hoc data and proliferation of components. The use of survey data
can be problematic in that the perceptions of businessmen in one
country cannot be directly compared with the views of businessmen in
another country without some kind of moderation. The justification
of the recent proliferation of indicators is also weak, with no explana-
tion as to what is being gained by their addition.

Building on this critique, and the argument that such indices need to be
less ambitious and analytically simpler, recent work by UNIDO (2003) and
Wignaraja and Taylor (2003) has emphasised the industrial competitive-
ness performance of developing countries.4 This is a departure from the
somewhat broader (and more vague) concept of national competitiveness
implicit in the WEF and IMD work. The two newer indices were developed
from a general developing country perspective, rather than being small-
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4 The UNCTAD/WTO International Trade Centre (ITC) also produces a Trade Performance
Index, which benchmarks across developing countries at an industry/product level (see ITC,
2000). It is not discussed here due to the current chapter’s focus on national level competitive-
ness, rather than individual industries/products. However, for policymakers interested in such
detail it can be a valuable tool.



states specific, but come closer to the methodology appropriate for the
focus of this study and in the context of data-sparse small states.

The UNIDO Competitive Industrial Performance Index focuses on
national ability to produce manufactures competitively, and is constructed
from four basic indicators of industrial performance (see UNIDO, 2003):

(i) manufacturing value added (MVA) per capita
(ii) manufactured exports per capita
(iii) share of medium- and high-tech activities in MVA
(iv) share of medium- and high-tech products in manufactured exports.

The UNIDO index provides valuable insights into the industrial record
of the developing world. Unfortunately, out of eighty-seven countries
listed in the index, only three are small states as defined in this study. Again,
the reasons are unclear, but perhaps even such a simplified index still poses
data availability problems.

Wignaraja and Taylor (2003) found a similar analytical underpinning to
the UNIDO work and construct a Manufactured Export Competitiveness
Index (MECI) of eighty developing countries using three variables:

(i) manufacturing exports per capita (1999)
(ii) average manufactured export growth per annum (1980–99)
(iii) technology-intensive exports as a percentage of total merchandise

exports (1998).5

Of the eighty countries in the MECI, eleven are small states. The results for
these economies are shown in table 4.2. The top and bottom three results in
the overall MECI are also shown in order to give context to the data and
index values for small states.

The eleven small states are fairly evenly spread through the middle
section of the index, but even the highest performers have MECI values
substantially below East Asian tiger economies (such as Malaysia,
Singapore and Taipei, China) at the top of the rankings, putting perspec-
tive on the performance of small states. One of the reasons for this is
perhaps the universally low level of high-technology exports in the small
states (whether due to lack of such productive capacity or lack of data).
While the share of high-technology exports was an appropriate variable

can small states compete in manufacturing? 115

5 Technology-intensive exports include electronics, petrochemicals and chemicals, iron and steel,
engineering, plastics and industrial ceramics.



Ta
bl

e 
4.

2
Su

m
m

ar
y 

of
re

su
lt

s 
fr

om
 M

E
C

I

Te
ch

n
ol

og
y-

in
te

n
si

ve
A

ve
ra

ge
ex

po
rt

s,
 1

99
8

M
an

u
fa

ct
u

re
d 

ex
po

rt
s

m
an

u
fa

ct
u

re
d 

ex
po

rt
(p

er
ce

n
ta

ge
 o

f
to

ta
l 

pe
r 

ca
pi

ta
, 1

99
9

gr
ow

th
, 1

98
0–

99
m

er
ch

an
di

se
 e

xp
or

ts
)

O
ve

ra
ll

M
E

C
I

V
al

u
e

ra
n

k
E

co
n

om
y

va
lu

e
R

an
k

(c
u

rr
en

t 
U

S$
)

R
an

k
V

al
u

e 
(%

)
R

an
k

V
al

u
e 

(%
)

1
Si

n
ga

po
re

0.
93

1
25

,0
39

13
13

.4
1

70
2

M
al

ay
si

a
0.

82
5

2,
98

8
3

19
.2

4
55

3
Ta

ip
ei

, C
h

in
a

0.
79

3
5,

47
7

31
9.

4
3

58
15

Tr
in

id
ad

 a
n

d 
T

ob
ag

o
0.

52
16

64
5

37
7.

7
14

23
24

M
au

ri
ti

u
s

0.
45

12
98

4
15

12
.8

43
3

26
C

yp
ru

s
0.

45
15

68
4

62
3.

1
23

17
30

B
ah

ra
in

0.
42

13
95

3
19

11
.6

65
0

38
D

om
in

ic
a

0.
38

21
39

3
34

9.
2

65
0

45
Ja

m
ai

ca
0.

35
22

37
7

64
2.

8
43

3
50

St
 K

it
ts

 a
n

d 
N

ev
is

0.
33

26
30

0
57

3.
8

65
0

55
G

re
n

ad
a

0.
31

52
45

42
7.

2
65

0
58

B
el

iz
e

0.
29

41
86

69
0.

4
49

2
61

G
uy

an
a

0.
27

53
37

67
0.

9
43

3
67

T
on

ga
0.

24
72

6
50

5.
9

65
0

78
C

on
go

, D
R

0.
15

76
1

74
�

2.
1

58
1

79
N

ig
er

ia
0.

13
80

1
71

�
1.

2
58

1
80

Ye
m

en
, R

ep
. o

f
0.

00
78

1
80

�
18

.0
65

0

So
ur

ce
:W

ig
n

ar
aj

a 
an

d 
Ta

yl
or

 (
20

03
)



for the study of eighty developing countries, its applicability for work that
focuses on small states exclusively is called into question, as it is either not
available or not distinctive enough among a small-states sample.

Significant differences in the performance of individual small states are
visible. Cyprus, Mauritius and Trinidad and Tobago stand out among the
sample of eleven small states in the MECI rankings. In contrast, smaller
Caribbean economies (Belize, Grenada, Guyana and St Kitts and Nevis)
and Tonga in the Pacific have performed poorly compared to the three
leading small states.

4.3 A small-states specific competitiveness index

Bearing in mind the limited coverage of small states in the mainstream
competitiveness literature and the specific issues surrounding measure-
ment of their performance, efforts to benchmark the export performance
of small states requires a new small-states specific index. As many of the
existing methodologies are inappropriate for small states, the design of
such an index and the interpretation of its results need to be handled
with care. Building on the empirical work of Wignaraja and Taylor
(2003), a simple, transparent SSMECI was developed. The key features of
this index are highlighted in box 4.1, while the rest of the section presents
the results by country and various aggregate categories.

can small states compete in manufacturing? 117

Box 4.1 The small states manufactured export competitiveness
index (SSMECI)

The small states manufactured export competitiveness index
(SSMECI) emphasises the ability to produce manufactures competi-
tively in the world’s smallest economies. It has been designed in light of
the problems with data availability in some small states and the need to
build in realistic data requirements in order to make the country cov-
erage of the index as wide as possible. The SSMECI is composed of just
three variables, each of which captures a different aspect of industrial
competitiveness and which combine to create a simple but effective
snapshot of the economy’s overall international competitiveness in
this area. The three factors captured are:

(i) current performance in world export markets scaled by size
(ii) dynamism of this performance over time, i.e. growth rates



118 ganeshan wignaraja and david joiner

(iii) size of the manufacturing base in the structure of the wider
economy.

The first factor captures an economy’s actual record of competing in
international markets rather than simply alluding to an ability to be
competitive. The second captures how dynamic this performance is,
and whether the economy’s performance is on an upward or downward
trend. The third looks at more structural issues, recognising that in a
small state where economies of scale are such an issue, a larger manu-
facturing base is likely to reflect an advantage in achieving competitive-
ness. To reflect these three concepts and in light of the data issues, three
specific variables were selected for the small states index, namely:

(i) manufactured export value per capita in 2001 (US$)
(ii) average manufactured export growth per annum 1990–2001
(iii) manufacturing value added as a percentage of GDP in 1999.

Using these variables, the SSMECI was constructed for forty small states
in the sample set. This sample size is sufficient to permit basic statistical
analysis of determinants. Calculations were performed to give each
country a value between 0 and 1 for each of the three variables, and these
were then weighted to produce a final index figure for each country,
which could then be ranked. Higher values in the SSMECI indicate
greater levels of competitiveness: thus, for example, Malta, with a
SSMECI of 0.72 is perceived to be more competitive than Djibouti with
a SSMECI of 0.22 in Table 4.4.

In interpreting the findings, readers should be aware of the sensitiv-
ity of results in small states. When the overall production base is so
small, the establishment or closure of a single factory can substantially
affect the overall figures for that year. The quality/reliability of the data
obtained can also often be poor, due to underdeveloped/ understaffed
statistics institutions in small states. To a degree, such factors may have
influenced the overall rankings and led to marginally higher or lower
placement than would be expected. This needs to be taken into account
when interpreting the results, though it is unlikely to change the basic
patterns observed.

Full details of data sources, definitions and the specific methodology
used to construct the SSMECI are given in the appendix.



4.3.1 Country-level findings

Country-level rankings of competitiveness generate considerable interest
in academic and policy circles. Of particular interest are the top perform-
ers. Before considering the composite SSMECI rankings, it is useful to start
with a brief look at the component variables. Table 4.3 shows the top ten
performers for each of the three component variables in the SSMECI. It is
noticeable that there is considerable difference in the ranking of the three
variables, and that top performers in one component are not necessarily
the top in others. However, some countries rank consistently high, for
example Estonia, which ranks third, third and fourth respectively. The
Seychelles also figures in all three lists, albeit at the bottom end. Some
countries that figure highly in two of the components, such as Mauritius in
per capita manufactured exports and manufacturing value added (MVA)
as a percentage of GDP, do not figure well in the third (average manufac-
tured export growth) and this ultimately leads to a lower overall ranking in
the SSMECI. At the same time, a particularly high ranking on a single
variable can push up a country on the overall SSMECI rankings. Swaziland,
which is at the top in terms of share of manufacturing in GDP, is a case
in point.6

Table 4.4 shows the full SSMECI ranking for the forty small states, with
the component indices, the ranking in each individual variable, and the
underlying data values.

As might have been expected, results show that two European countries,
Malta and Estonia, occupy the first two places in the ranking, perhaps
reflecting both the greater access to market and the positive effect of sus-
tained competitive pressure from their large European neighbours.7 The
rest of the top ten is made up of some of the traditional small state power-
houses of the various regions, such as Mauritius from the Indian Ocean,
Trinidad and Tobago from the Caribbean, and Fiji Islands from the Pacific.

can small states compete in manufacturing? 119

6 Swaziland’s large share of manufacturing in GDP seems to be due to the following: (i) twenty-six
garment factories established by Taipei, China investors to take advantage of the Africa Growth
and Opportunities Act, which provides ready access to the American market; (ii) one of Coca
Cola’s five worldwide plants that produces coke concentrate; (iii) various sugar pulp factories;
and (iv) other light industries established by South African investors to take advantage of the
South African Customs Union market.

7 Calculations were also done to include Costa Rica, Singapore and Taipei, China, in order to
check the robustness of the theory, and to set context to the SSMECI figures. Not surprisingly,
these three economies came out at the top of the index.
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Of noteworthy interest is the performance of the ‘BLNS’ countries that
make up the Southern African Customs Union with South Africa. In the
rankings all four score highly: Swaziland is third, Lesotho eighth, Botswana
ninth and Namibia eleventh. This high performance may again be due in
part to proximity to large markets, and the trade and investment stimulus
that an agreement such as the Southern African Customs Union produces
for its ‘satellites’.

Some countries do not perform as well as might be expected. For example,
Cyprus, ranked twenty-three, did not perform as well as the other European
countries in the sample. While it scored fairly highly in terms of per capita
exports and MVA, manufactured exports have actually fallen over the last ten
years, possibly reflecting a fall in comparative competitiveness, and this neg-
ative average growth brings down the overall SSMECI ranking score.

4.3.2 Findings by region, income group and country size

In an attempt to establish patterns of performance and provide analytical
insights, the forty small states have been grouped into various categories as
follows:

(i) geographical region to facilitate comparisons across regions
(ii) income per head to permit analysis of different income groups
(iii) population to enable analysis by country size.

In each case, the group values for each of the three variables have been cal-
culated using weighted averages, which have then been indexed, using the
same methodology as before. Simple averages are also shown for each
grouping, calculated using average index values for each country in the
group. Table 4.5 aggregates the results according to geography, allowing the
regional breakdown of the results to be analysed.

The high performance of the European region is probably to be
expected, as discussed above. In comparison, the relatively high perfor-
mance of the African region is more surprising, and closer inspection
shows that there are in fact two tiers of performance within the region. At
the top level, the four BLNS countries, Mauritius and the Seychelles are all
in the top eleven of the SSMECI rankings. At the other end, a number of
African countries, particularly in Western Africa, are among the bottom
ten positions. Overall, the contributions of the top-tier performers are
enough to obtain a high average in comparison to the other regions. Also of

can small states compete in manufacturing? 121
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note is the particularly poor performance of the Pacific region, which was
not strong in any of the three variables, and significantly lower in the
SSMECI rankings.8 Apart from the Fiji Islands at position ten in the overall
SSMECI, the other countries of the Pacific were all in the bottom fifteen.

Table 4.6 shows the performance by income grouping, which reveals
some very interesting results. Rather than running from high income down
to low income in a linear fashion, the performance of the four groups is
more erratic. High-income countries perform only third best out of the
four, with the lowest average growth rates in manufacturing exports, and
the lowest MVA as a percentage of GDP. They do have the second highest
manufactured exports per capita though, which prevents them from being
below the low-income countries. This pattern of results could reflect
‘mature’ economies that have developed a manufacturing export base,
as shown in the high per capita figures, but have then diversified their
economies into other sectors such as services, particularly financial services
and high-end tourism. In such a case, the per capita exports in manufac-
turing would still be relatively high, but growth in manufacturing exports
would slow, and value added in manufacturing as a share of total GDP
would fall.

Table 4.7 shows the SSMECI performance grouped by population size.
This distinction is particularly important to capture the record of tiny,
micro-states compared to larger small states. In the absence of a universally
accepted definition of subcategories by size, the sample was divided into
countries with populations under 250,000 (micro-states); between 250,000
and 1 million; and over 1 million. The striking finding is that the micro-
states record a particularly weak competitiveness performance. This sug-
gests that even within the world’s smallest economies, country size matters
for industrial competitiveness. Perhaps unsurprisingly, the performance of
the larger states was better than the smaller two categories, though the mag-
nitude of this is perhaps unexpected. Many factors probably explain the
gap in industrial competitiveness performance between larger states and

can small states compete in manufacturing? 125

8 There are about twelve small states in the Pacific by our definition but five could not be included
in the final SSMECI due to data constraints. As a result, the sample for the Pacific is not complete
and may be biased. However, lack of data is often correlated to poor performance, and it is
unlikely that inclusion of these countries, if data were available, would significantly improve
overall regional performance. See Holden et al. (2004) for an analysis of constraints facing the
private sector in the Pacific. These include a weak macroeconomic environment, poor gover-
nance, frequent political instability, excessive state involvement combined with weak regulation,
underdeveloped financial markets and a poor investment policy environment for business.
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micro-states. These include the facts that the larger small states have some-
what bigger markets than smaller ones; have access to a larger pool of tech-
nical and managerial skills; are more attractive to inflows of foreign direct
investment (FDI); are better able to finance costly infrastructure projects
(e.g. setting up a national airline); and, possibly, are less susceptible to
natural disasters.

4.3.3 Comparison of results with other indices

As stated earlier, one of the reasons for developing the SSMECI is the lack of
coverage that existing work gives to small states. The IMD index contains
none of the small states in the SSMECI, so comparison of results is not pos-
sible. The WEF index however, has eight common countries, and the MECI
of Wignaraja and Taylor (2003) has eleven similarities. A comparison of the
resulting rankings is given in table 4.8.

Only three countries appear in all three indices, and so comparison
across all at the same time is difficult. However, if the SSMECI is compared
individually against each of the others, the results, while not identical, show
some correlation. Against the WEF, the results are broadly similar, and
while Botswana and The Gambia fare slightly better in the WEF rankings
than in the SSMECI, the rankings are otherwise fairly similar. The correla-
tion with the MECI is somewhat surprisingly less strong, with a number of
countries having significantly different rankings. However, if these outliers
– including Cyprus, Dominica, and Guyana – are excluded, the overall
pattern of correlation is again visible.

4.4 Explaining industrial competitiveness performance

Ranking intercountry patterns of competitiveness performance is only the
first step in analysing competitiveness. A second and more interesting step
is investigating what factors led to high, or low, performance. In other
words, what are the determinants of manufacturing export competitive-
ness and what lessons can be learned for future policy development?

4.4.1 T-test and variables

The analysis of the determinants of competitiveness in small states has been
conducted using a simple statistical test, a two sample t-test of the variable
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means.9 It analyses whether the two sample means are equal, and thus
whether the two groups are distinct in statistical terms. By using the top
twenty and the bottom twenty performers in the SSMECI as our two
samples, we can determine whether the mean for a particular determinant
is different in the two groups. If, for example, the mean value for a particu-
lar determinant (e.g. foreign investment) is higher in the top twenty sample
to a level that is statistically significant, this would imply that high levels of
foreign investment are associated with high SSMECI performance, which
further implies that it has an impact on competitiveness.10
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19 Recent attempts at statistical analysis of the factors affecting competitiveness in developing
countries include Ul Haque (1995), James and Romijn (1997), Wignaraja and Taylor (2003) and
Wint (2003).

10 An important qualification about the testing procedure should be noted. The simple t-test
shows significantly different means between two samples for individual variables. However, it

Table 4.8 Comparison of results from SSMECI, MECI, and WEF growth
competitiveness index

WEF growth
SSMECI MECI (Wignaraja competitiveness

Country ranking and Taylor, 2003) ranking, 2003

Malta 1 . . . 19
Estonia 2 . . . 22
Mauritius 4 24 46
Trinidad and Tobago 5 15 49
Botswana 9 . . . 36
Namibia 11 . . . 52
Bahrain 12 30 . . .
Guyana 14 61 . . .
Grenada 15 55 . . .
St Kitts and Nevis 17 50 . . .
Jamaica 18 45 67
Belize 21 58 . . .
Cyprus 23 26 . . .
Dominica 24 38 . . .
Tonga 32 67 . . .
The Gambia 38 . . . 55

Notes:
. . . means not available
Sources: WEF (2003), authors’ calculations



Tests of this nature were conducted on twenty-five separate variables, to
see which factors were statistically significant. The variables utilised are
divided into eight subcategories:

(i) Macro-environment. A stable and predictable macroeconomic envi-
ronment, characterised by low inflation and interest rates, sustained
GDP growth, and high levels of saving and investment, is widely
accepted as a fundamental condition for business activity. Five var-
iables are used in this category covering a wide range of macroeco-
nomic variables.

(ii) Country size. Recent literature has shown that country size is
inversely correlated with susceptibility to economic, political and
environmental risks. Traditional economic theory would also
suggest that larger country size may allow greater economies of scale
and scope. Population is used as the proxy for country size as this
has been shown to have the same result as more complex indices
based on variables such as total GNP, population and total arable
land.

(iii) Trade and investment regime. An open trade and investment regime
exposes the business sector to overseas competition, encourages
economies of scale through increased market access and facilitates
technological transfer. Three proxies of openness are used as well as
inward FDI stock.

(iv) Vulnerability. ‘Vulnerability’, whether in the form of susceptibility to
natural disasters or over-reliance on one commodity, may hamper
the competitiveness of economies. Six variables are used to test this
hypothesis, including both singular and composite measures of vul-
nerability.

(v) Structure. The overall structure of economic activity may impact
competitiveness, with a move away from low value-adding agriculture
into manufacturing and services, freeing labour and benefiting the
overall competitiveness of the economy. However, conversely at the
opposite extreme, a lack of agricultural and mineral activity may
prevent exploitation of potential for value-added industries based on
natural resources. Two basic measures of economic structure are used.

does not indicate causality, and is thus less powerful than full econometric analysis. That said, it
does provide insights into those underlying factors correlated with competitive success in com-
parisons of strong and weak national performance.
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(vi) Infrastructure. Efficient and cost-competitive physical infrastruc-
ture allows businesses to compete in the global market without
constraint, and for small states modern ICT infrastructure partic-
ularly allows the possibility to escape the ‘tyranny of distance’
and stay abreast of the latest technological innovation and produc-
tion techniques. Three variables of modern ICT infrastructure
are used.

(vii) Human capital. A strong base of productive human capital is
recognised as the basis for industrial innovation and competitive-
ness. Education and training provide productive numerate
workers with the skills to compete successfully. Four variables are
used, covering enrolment rates at different stages of education and
adult literacy.

(viii) ‘Development’. While not strictly a ‘determinant’ of competitiveness,
a country’s level of development would be expected to be correlated
with its level of competitiveness, even if the direction of causality is
complicated. As such, three variables are used to proxy for overall
‘development’.

4.4.2 The t-test results

Table 4.9 shows the results of the t-tests on the means of the variables for
high-performing sample countries (top twenty) and the low performers
(bottom twenty). Data availability determined the sample size for a given
t-test. In some cases the sample size would ideally have been higher, but all
have enough for statistical relevance and are not low by cross-national sta-
tistical analysis standards.

The main findings are as follows:

(i) Macro-environment. The higher-performing sample countries had
significantly higher average savings ratios and lower interest rates
(both at the 5 per cent confidence level). This may suggest that cost
and availability of capital is a driver of SSMECI performance. The
means of GDP growth of the two samples are statistically different at
the 5 per cent level (5.6 compared to 3.5 per cent between 1990 and
1999). While the high-performing sample countries do have a lower
mean inflation rate, the difference is not statistically significant at
the 10 per cent level, nor was the gross capital formation ratio.
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(ii) Country size. Using the full data set, the difference in the means of
population size for the two samples was not statistically significant.
However, if Papua New Guinea is not included in the sample (at 5.25
million, it is something of an outlier in the group), then the means
are highly significant at the 1 per cent confidence level. This backs up
the theory that size, even within the small states grouping, is a
significant factor in SSMECI performance.

(iii) Trade and investment regime. The high-performing sample coun-
tries have significantly greater means for FDI stock (at the 5 per cent
confidence level), which would confirm the suggestion that FDI is a
driver of competitiveness, through generation of export production
and technological transfer. Unsurprisingly, openness as measured by
the exports/GDP ratio was significant. However, imports/GDP and
the combination of exports and imports to GDP were not signifi-
cant. This is surprising but perhaps reflects that all small states are by
nature fairly reliant on imports, perhaps even more so if lacking
competitiveness.

(iv) Vulnerability. Some measures of vulnerability showed high levels of
significance, particularly those relating to the structure and diversity
of production. Dependence on exports and the number of com-
modities exported were both significant at the 1 per cent level, while
the UNCTAD diversification measure was significant at the 5 per
cent level. Perhaps surprisingly, the recent attempts to produce vul-
nerability indices were not significant, with neither the Natural
Disasters vulnerability index, nor the composite vulnerability index
producing statistically significantly different means across the
samples.

(v) Structure. The structural variable showed that high-performing
SSMECI countries had a significantly lower mean for the share of
agricultural value added in GDP than the lower-performing group
(at the 1 per cent confidence level). Given the nature of the index,
this is perhaps not surprising and represents the traditional shift
from agricultural production to manufacturing and industry. The
share of services value added in GDP was not significant at the 10 per
cent level.

(vi) Infrastructure. In the area of modern infrastructure the difference in
means for telephone connections (fixed lines and mobile) was signif-
icant at the 5 per cent level, suggesting that communication and
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information flow is a factor in competitiveness. The number of
Internet connections and PCs was not significant however, and this
may be because it is too early for such new technology to be feeding
through to the indicators found in the SSMECI.

(vii) Human capital. The importance of human capital in determining
competitiveness may be suggested by the high significance (at the
1 per cent confidence level) in the difference in means between
samples for levels of adult literacy. For both secondary and tertiary
level education enrolment rates, the higher-performing SSMECI
countries had greater means than the lower. However, this was
not statistically significant at the 10 per cent level. This lack of signif-
icance may have been affected by poor data availability in these
data sets.

(viii) Development. As expected, the relationship between overall devel-
opment and performance in the SSMECI was strong. Both measures
of GDP per capita had significantly higher means in the top-
performing SSMECI countries (at the 1 per cent confidence level),
while for the Human Development Index (HDI) the means were sig-
nificantly different at the 5 per cent confidence level.

4.5 Conclusions

International exercises to benchmark competitiveness have made little
attempt to include small states, let alone focus on them particularly. This
chapter presents a first attempt at such an index, and develops a simple
small state manufactured export competitiveness index (SSMECI). As ever
with work of this kind, some results are expected and fit with a priori
expectations. However, other results take more analysis and explanation.
The very size of the countries in question leads to increased data volatility,
and this may affect the results, perhaps causing a few anomalies and raised
eyebrows. This can never be avoided, but while one or two may have per-
formed above or below expectations, the general pattern of results is sound,
and provides insight.

Not surprisingly, the European small states (e.g. Malta and Estonia)
perform well, as do other traditional regional small state ‘powerhouses’,
such as Fiji Islands, Mauritius and Trinidad and Tobago. The high perfor-
mance of Botswana, Lesotho, Namibia and Swaziland in the Southern
African Customs Union is of note, and points to the benefits of integrated
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trade and investment relationships with larger neighbours. This shows that
some small states have successfully transited from a state of vulnerability to
developing a viable, internationally competitive industrial sector. These
economies have reaped positive aspects of globalisation such as access to
new markets, capital, industrial skills and technologies and have been able
to cope with increased international competition. In spite of possible vul-
nerabilities and cost disadvantages associated with country size, globalisa-
tion has not been a zero-sum game for all small states. Success does
co-exist, however, with a long tail of underperformance. Indeed, many
small states in the Pacific, Caribbean and Western Africa lag behind the
industrial leaders. Tiny micro-states record a particularly poor perfor-
mance and industrialisation may not be a viable option for them. Factors
like the lack of domestic markets, technical manpower, foreign direct
investment and limited industrial experience may help to explain the lack-
lustre performance of micro-states. Thus, in the final analysis, small
country size may hinder the creation of industrial competitiveness but does
not rule it out altogether for small states.

Unfortunately, greater use of econometric techniques was hampered
by the lack of data on key variables, and so the ability to analyse the deter-
minants of competitiveness was constrained. However, simple t-test
analysis indicates that the determinants of competitiveness include
several policy environment and supply side factors. High-performing
small states had better macroeconomic conditions, higher levels of FDI,
more trade openness, better levels of education and modern infrastruc-
ture. This suggests that the adoption of a coherent, market-oriented com-
petitiveness strategy in small states is vital to success on international
markets.11

Ultimately, even with better data availability that would have enabled
more complex econometric analysis to be undertaken, exercises of this type
can only begin to shed light on competitive performance and its drivers.
The complex nature of factors involved in export competitiveness, and the
particular circumstances and constraints of different countries, mean that
the lessons a particular policymaker can draw are normally only at
the macro-level. To truly understand the drivers of competitiveness,
there is a need for greater exploration of specific policy environment,
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elements of a coherent competitiveness strategy.



and institutional and firm-level competitiveness factors, which requires
detailed case studies of individual small states.12

Appendix 4.1 Construction of the SSMECI

This appendix covers the technical details of the methodology used to con-
struct the small states manufacturing export competitiveness index
(SSMECI), along with notes on data sources and definitions.

Data definitions and sources

Definition of ‘manufacturing’

The commonly used international definition of manufacturing is used
throughout, using the Standard International Trade Classification (SITC)
codes. The manufacturing sector is represented by the addition of the
values for SITC code levels 5, 6, 7 and 8, minus the value of code level 68.

The use of such a definition has both benefits and costs, but in light of
the data constraints of small states, was the only realistic option. In order to
put together data for as many countries as possible, a variety of sources had
to be used (see below). The use of an international definition made this task
both more accurate in terms of common definitions across multiple
sources, and more realistic as far as availability is concerned.

Ideally, it would have been useful to define manufacturing to include
more of the food processing industry, as this is often a large component of
small states’ export production. However, without access to disaggregated
data for each country this was not possible, and in the interest of larger
samples, a more standardised definition was more appropriate.

Definition of small states and countries used

The standard Commonwealth definition of small states has been used
throughout this chapter, and is again used here. From this thirty-two small
states are identified that are Commonwealth members. This includes four
countries with small-state characteristics despite their larger populations
(Lesotho, Namibia, Papua New Guinea and Swaziland).
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To increase the sample size slightly further, the IMF definition of small
states was also used; this identifies forty-three small states, and, when com-
bined with the Commonwealth list, produces a sample of forty-seven
countries. Data constraints meant, however, that a final sample of forty was
available for this study.

Data sources

As mentioned above, given the difficulties of obtaining data in many small
states, a number of sources were used. For the first two variables, the main
source was the International Trade Centre, with data extracted from the
COMTRADE database. This was supplemented using data from
UNCTAD’s Handbook of Statistics, ITC’s PC-TAS and the World Bank
World Development Indicators. National sources were also used where there
were gaps in the data, or to verify data. In certain circumstances, gaps in data
have been estimated using standard imputation techniques from other data
from that country.

Construction of the SSMECI

The SSMECI is a composite index constructed using a methodology similar
to that used for the UNDP Human Development Index (HDI).

Indexing the variables

For each of the three variables an index value was calculated using the fol-
lowing general formula:

Index =  

A key consideration in such a calculation was determining the minimum
and maximum values that were appropriate. In the absence of a theo-
retical rationale suggesting definite alternatives, the maximum and
minimum values in the relevant sample set were used. For example: value
added from manufacturing (MVA) as a percentage of GDP of the Fiji
Islands was 14.11 per cent in 1999, the sample maximum is 31.69 in
Swaziland, and the sample minimum 1 per cent in Kiribati. The index for
Fiji is therefore:

MVA Index =  = 0.4314.11 � 1
31.69 � 1

Actual Value � Minimum Value
Maximum Value � Minimum Value
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This method was used for the MVA variable and the growth of manufac-
tured exports variable. However, for the manufactured exports per capita
variable, the extreme high values of some countries in the sample meant
that all, except for three countries, had an index value of below 0.4. This has
the effect of introducing a large bias in the overall index in favour of the top
three countries. In order to discount these extreme variables, logarithms
were used in the calculations. However, this overcompensated for the bias,
and even low performers were attaining index values of above 0.8. In order
to even out the effect, an average of the two was used, i.e. the average of the
two values produced from using logarithms and from not using them.

Rank correlation calculations were used to measure the effect of the
use/non-use of logarithms on the SSMECI order. The rank correlation
between the SSMECI based on a logarithmic approach and the ‘average’
method above is 0.985, while the rank correlation between the SSMECI
based on a non-logarithmic approach and the ‘average’ method above is
0.993. Thus, while the average method refines the index, its overall impact
is relatively limited.

Weighting the indices

The three variables were weighted 40:30:30 per cent, with manufacturing
exports per capita gaining the largest 40 per cent weight. This approach has
been adopted, rather than perhaps the more obvious choice of equal thirds,
given the particular interest in current performance and the need to
account for the varying sizes of the countries involved.

As above, the ranking is robust compared to the use of an equal weight-
ing, with a rank correlation of 0.993 between the results of the two
methods.
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5

The economics of isolation and distance

stephen redding and anthony j.  venables

A recent programme of research at the Centre for Economic Performance
at the London School of Economics addresses the role of geography in
determining trade flows, the location of economic activity, and the extent
of income differentials between countries.1 Although not directed espe-
cially at the problems faced by small or isolated economies, the central
issues researched are the interactions between scale and proximity. There
are benefits from being large and from being close to centres of economic
activity, and the research seeks to understand these benefits, assess their
magnitude, and evaluate the rate at which they fall off with distance from
the centre. The purpose of this chapter is to draw out some of the implica-
tions of this research for small and isolated economies that are deprived of
these benefits.

The point of departure is to pose the question, why do isolation and dis-
tance matter for economic performance? There are several main consider-
ations. The first is simply that having good access to markets is valuable for
firms. The access can derive from two sources: one is proximity to other
countries that can bring good access to export markets, and the other is
domestic scale, i.e. the extent to which the home market can provide an
alternative to exports. Countries that are both remote and small forgo both
these sources of market access. The second consideration is access to sup-
pliers of intermediate and capital goods. Again, the supply of these goods
can be from imports or domestic supply, and remoteness and smallness will
have the effect of impeding the supply and raising the prices of these goods.
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This chapter is based on a talk prepared for a WTO meeting on Small Economies, Geneva,
21 February 2002.

1 The main analytical work is summarised in Fujita, Krugman and Venables (1999); see also Limao
and Venables (2002). Empirical work is summarised in Overman, Redding and Venables (2001),
and see also Redding and Venables (2001). This chapter is based partly on Venables (2002). The
Centre for Economic Performance is funded by the UK Economic and Social Research Council.



A further penalty may arise if the flow of ideas and technologies is curtailed
with distance. Although the determinants of these flows are not well under-
stood, there is a good deal of evidence that proximity to centres of technol-
ogy matters in both the development and application of R&D. We present
some of this evidence below.

These forces can give rise to spatial clustering of economic activity,
showing up both at the level of a single industry (e.g. electronics in Silicon
Valley or financial services in London) and at a more aggregate level (the
formation of cities and industrial districts). There is evidence – derived
from studies of subnational data in both the US and the EU – that produc-
tivity levels are higher where economic activity is dense, with causality
running from density to productivity.2 This effect can be a source of benefit
for small and densely populated city states – a Singapore or Hong Kong
effect. However, many more countries lack the scale to develop their own
clusters of activity, and suffer the cost of remoteness from existing centres.

Although this is not an exhaustive list of the costs of smallness the
remainder of the chapter will focus on drawing out some of the facts that
have been established concerning these forces.3 We look first at the direct
effects of distance on economic interactions, particularly the costs of
making trades across space. We then turn to their implications for per
capita income levels. Finally, we present a few ideas on the possible effects
of new technologies on these relationships.

5.1 The direct costs of distance

5.1.1 Distance and economic interactions

However much we hear about globalisation, a startling feature of economic
life is how local most economic interactions are, and how sharply they
decline with distance. Trade economists have explored this relationship with
‘gravity models’ in which bilateral trade flows between countries are
explained by economic mass (e.g. GDP) of the exporter and importer coun-
tries, and ‘between-country’ variables such as distance, and perhaps also by
whether they share a common border, language or membership of a regional
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2 Ciccone and Hall (1996) for the US, Ciccone (2002) for the EU.
3 Other factors that are important are economies of scale in public sector activities and the com-

modity concentration of small countries’ exports, with the associated high levels of variability of
export earnings.



integration agreement. Extensive data permit the gravity trade model to be
estimated on the bilateral trade flows of 100 or more countries, and studies
find that the elasticity of trade flows with respect to distance is around �0.9
to �1.5. This implies that volumes of trade decline relative to their magni-
tude at 1,000km: with a representative value of this elasticity �1.25, dou-
bling distance more than halves trade flows; by 4,000km volumes are down
by 82 per cent and by 8,000km down by 93 per cent.

Similar methodologies have been used to study other sorts of economic
interactions and are also reported in table 5.1. Portes and Rey (1999) study
cross-border equity transactions (using data for fourteen countries
accounting for around 87 per cent of global equity market capitalisation,
1989–96). Their main measure of countries, mass is stock market capital-
isation, and their baseline specification gives an elasticity of transactions
with respect to distance of �0.85. This indicates again how controlling for
the characteristics of the distance matters. Other authors have studied
foreign direct investment flows. Data limitations mean that the set of coun-
tries is quite small, and the estimated gravity coefficient is smaller, although
still highly significant; for example, Di Mauro (2000) finds an elasticity of
FDI flows with respect to distance of �0.42. The effect of distance on tech-
nology flows has been studied by Keller (2001) who looks at the depend-
ence of total factor productivity (TFP) on R&D stocks (i.e. cumulated R&D
expenditures) for twelve industries in the G7 countries, 1971–95. The R&D
stocks include both the own country stock and foreign country stocks
weighted by distance.4 Both own and foreign country stocks are significant
determinants of each country’s TFP and so too is the distance effect, with
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Table 5.1 Economic interactions and distance 
(Flows relative to their magnitude at 1000km)

Trade Equity flows FDI Technology
(0 � �1.25) (0 � �0.85) (0 � �0.42)

1,000km 1 1 1 1
2,000km 0.42 0.55 0.75 0.65
4,000km 0.18 0.31 0.56 0.28
8,000km 0.07 0.17 0.42 0.05

Sources: see text



R&D stocks in distant economies having much weaker effects on TFP than
do R&D stocks in closer economies. The final column in table 5.1 illustrates
his results by computing the spillover effects of R&D in more distant
economies relative to an economy 1,000km away; the attenuation due to
distance is once again dramatic.5

In addition, we know that borders have a major effect in reducing eco-
nomic interactions. Evidence from Canadian–US trade suggests that even
that most innocuous of borders has a huge impact. On average, the exports
of Canadian provinces to other Canadian provinces are some twenty times
larger than their exports to equivalently situated US states (Helliwell,
1997), and evidence from urban price movements suggests that the border
imposes barriers to arbitrage comparable to 1,700 miles of physical space
(Engel and Rogers, 1996). Overall then, these facts tell us that geography
still matters greatly for economic interaction.

5.1.2 The magnitude of shipping costs

Underlying the rate of decline of these interactions are a variety of costs.
The easiest to measure and observe are freight charges, although other
costs of time in transit and information costs are quite possibly more
important.

Shipping costs on short or heavily used routes are typically quite low. For
the US, freight expenditure incurred on imports was only 3.8 per cent of
the value of imports; equivalent numbers for Brazil and Paraguay are 7.3
per cent and 13.3 per cent (Hummels 1999a, from customs data). However,
these values incorporate the fact that most trade is with countries that are
close, and in goods that have relatively low transport costs. Looking at
transport costs unweighted by trade volumes gives much higher numbers.
Thus, if we take all possible bilateral trade flows for which data is available
(some 20,000 combinations of importer and exporter countries) the
median cif/fob ratio is 1.28, implying transport and insurance costs
amounting to 28 per cent of the value of goods shipped. Looking across
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5 To try and identify the channels through which technical knowledge is transmitted Keller inves-
tigates not just distance between countries, but also the volume of trade between them, their
bilateral FDI holdings and their language skills (the share of the population in country I that
speaks language J). Adding these variables renders simple geographical distance insignificant;
around two-thirds of the difference in bilateral technology diffusion is accounted for by trade
patterns, and one-sixth each through FDI and language. However, all these variables are them-
selves declining with distance.



commodities, an unweighted average of freight rates is typically two to
three times higher than the trade weighted average rate.

5.1.3 Determinations of shipping costs

Estimates of the determinants of transport costs are given in Hummels
(1999b) and Limao and Venables (2001). These studies typically have elas-
ticities of transport costs with respect to distance of between 0.2 and 0.3,
meaning that a doubling of the distance over which goods are shipped
increases freight costs by around 20 per cent. Sharing a common border
substantially reduces transport costs and overland distance is around seven
times more expensive than sea distance.

In addition to the effects of distance and mode of transport, shipping
costs are highly route specific, reflecting densities of traffic flow and
monopoly power. For example, the cost of shipping a standard container
from Baltimore to Durban is $2,500; shipping the 1,600km further to
Lusaka costs an additional $2,500, while the 347km from Durban to
Maseru (Lesotho) costs an additional $7,500 (quotes from the shipping
company used by the World Bank, cited in Limao and Venables, 2001).
Fink, Mattoo and Neagu (2000) study the impact of anti-competitive prac-
tices in the shipping industry, and estimate that these raise prices by more
than 25 per cent: the break-up of private carrier agreements would, they
estimate, save transport costs of $2 billion pa on imports to the US alone.

5.1.4 Landlocked countries

Landlocked countries face severe cost penalties. Research by Limao and
Venables (2001) indicates that a representative landlocked country has
transport costs approximately 75 per cent greater than those of a represen-
tative coastal economy. Infrastructure quality (as measured by a composite
index of transport and communications networks) is also important.
While this matters for all countries, it is particularly important for land-
locked countries. Dependence on both their own and their transit coun-
tries’ infrastructure (at the seventy-fifth percentile of the distribution)
makes landlocked countries’ transport costs a full 75 per cent higher than
those of a representative coastal economy.

These higher transport costs have a large impact on trade flows. The
median landlocked economy (controlling for other factors) has trade flows
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60 per cent lower than the median coastal economy. If, in addition, there is
poor own infrastructure and transit country infrastructure, then trade is
75 per cent lower than for the median coastal economy.

5.1.5 The costs of time in transit

Direct shipping costs are only part of the costs of distance. Also important
are costs of search, i.e. finding and identifying trading partners and
coordinating trades. Time in transit is important, and perhaps increasingly
important as firms seek to apply ‘just-in-time’ management methods.
Recent work by Hummels (2000) provides interesting evidence on the
magnitude of time costs. He analyses data on some 25 million observations
of shipments into the US, some by air and some by sea (imports classified at
the ten-digit commodity level, by exporter country, and by district of entry
to US for twenty-five years). Given data on the costs of each mode and the
shipping times from different countries, he is able to estimate the implicit
value of time saved by using air transport. The numbers are quite large. The
cost of an extra day’s travel is (from estimates on imports as a whole)
around 0.3 per cent of the value shipped. For manufacturing sectors, the
number goes up to 0.5 per cent, costs that are around thirty times larger
than the interest charge on the value of the goods. One implication of these
is that freight costs alone (and the cif/fob ratio) grossly understate the costs
of distance. Another is that transport costs have fallen much more through
time than suggested by looking at freight charges alone. The share of US
imports going by air freight rose from zero to 30 per cent between 1950 and
1998, and containerisation approximately doubled the speed of ocean ship-
ping. Together these give a reduction in shipping time of twenty-six days,
equivalent to a shipping cost reduction worth 12–13 per cent of the value of
goods traded.

5.2 Remoteness and real income

The previous section made the point that distance matters greatly for eco-
nomic interactions. How does this feed into the distribution of income
across countries? A number of mechanisms might be at work, including the
effects of investment flows and technology transfers. Here, to illustrate
effects, we concentrate just on the way in which trade flows can generate
international income gradients between central and peripheral countries.
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The effect of distance on factor prices is easily seen through a simple
example. Suppose that half of a firm’s costs are intermediate goods, and
one-third labour, the remainder being returns to capital. How does the
wage that a firm can afford to pay (while just breaking even) depend on the
costs it has to bear on shipping its output to final consumers and importing
its intermediate inputs? It turns out that a firm that faces 20 per cent trans-
port costs can only afford to pay labour approximately 20 per cent as much
as can a firm that faces zero transport costs. As transport costs rise to 30 per
cent, the wage the firm can afford to pay drops to 10 per cent, and at 40 per
cent transport costs the firm can survive only if it pays its workers nothing.
These numbers are based on an example where the cost of capital is the
same in the remote country as in the centre. If this cost is higher, then wages
in remote countries are depressed even further.

The point of this example is that in remote locations value added gets
squeezed in two ways – the firm receives less for its output and pays more
for imported equipment and intermediate goods. This means that even
quite modest transport costs can have quite a dramatic effect on the wages
that firms can afford to pay, and suggests that there will be quite steep ‘wage
gradients’ from central to peripheral locations.

Redding and Venables (2001) measure these wage gradients for a sample
101 countries.6 Trade data are used to calculate economically correct mea-
sures of ‘foreign market access’ (FMA). This, like a measure of market
potential, aggregates expenditure in different countries, with weights
inversely proportional to distance and also depending on whether coun-
tries share a common border, are islands or are landlocked.7 Thus, coun-
tries close to large foreign export markets have a high-value FMA, while
remote countries have low values of this measure.

Figure 5.1 presents the scatterplot of the relationship between this vari-
able and per capita income (both measured in logs, country codes given in
the appendix), illustrating a strong positive relationship between the
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gradient centred on Mexico City prior to trade liberalisation and the partial breakdown of
this regional wage gradient after liberalisation as production re-orientated towards the
United States.

7 The relative importance of these factors is found from econometric estimation of some specific-
ations of a gravity model. See Redding and Venables (2001) for details.



variables. For example, looking within Europe, there is evidence of a wage
gradient from Belgium/Luxembourg (countries with the best foreign
market access) through France, Britain, to Spain, Portugal and Greece.
Several other points stand out. One is that a number of countries are able to
escape the consequence of remoteness from export markets – e.g. Australia,
Japan and USA. However, looking at the bottom-right area of the figure,
good foreign market access provides a safety net against very low incomes –
despite the relatively poor performance of former communist countries.

As noted in the introduction, market access is derived both from prox-
imity to export markets and from access to a large domestic market. Both
proximity and scale matter. The scale effect was absent from figure 5.1, but
is included in figure 5.2, where the horizontal axis is the sum of foreign
market access (FMA) and ‘domestic market access’ (DMA), a measure of
domestic market size adjusted for the area of the country. Combining these
effects provides very strong evidence of a wage gradient, indicating the
importance of both proximity and scale in determining income levels.

Figures 5.1 and 5.2 just give market access (the penalty of being remote
from markets) but in addition ‘supplier access’ matters. One of the mecha-
nisms by which geographical remoteness depresses wages is the high price of
imported equipment and intermediate goods in remote locations. Figure 5.3
presents some direct empirical evidence on the relationship between access
to sources of supply and the relative price of these goods. The horizontal axis
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Figure 5.1 GDP per capita and FMA
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gives the proper measure of access to foreign suppliers of manufactures
(FSA), again derived from trade data, and the vertical axis gives the relative
price of machinery and equipment in countries for which data is available.
We see a statistically significant negative relationship, confirming that
remote countries have to pay higher prices for these goods, and contributing
to the squeeze on the wages that firms in these countries can afford to pay.
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Figure 5.2 GDP per capita and MA = DMA(3) + FMA
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Figure 5.3 Relative price of machinery and equipment and FSA
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5.2.1 Quantifying the effects

Per capita incomes depend on additional factors, as well as market and sup-
plier access, and Redding and Venables undertake econometric analysis
incorporating a set of other variables. These include measures of endow-
ments and of the quality of institutions, which are important determinants
of per capita incomes levels. However, the geographical variables remain
highly significant determinants of per capita income levels even once these
further variables have been added in.

One way of illustrating the quantitative importance of geography is to
undertake a set of hypothetical experiments of the form: suppose we move
country 1 to the location of country 2 then, holding other things equal,
what would happen to country 1’s income? Tables 5.2 and 5.3 report the
results of a few experiments of this type. Being landlocked and being an
island both have a negative effect on real income, and the first column indi-
cates that the penalty from being landlocked is substantial – removing it
would raise income by one-quarter.8 The cost of island status is smaller,
around 7 per cent of GDP (column 2). Column 3 reports a trade policy
experiment: changing countries’ trade openness (as measured by the
Sachs–Warner (1995) openness index) from the 1994 value to the most
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8 The model specification means that the same proportional effect is experienced by all countries.

Table 5.2 Percentage change in real income from openness

Variable

1 2 3 4
Loss of island Distance (Central

Country Access to coast status Become open Europe)

Australia 7.3%
Sri Lanka 7.3% 20.79% 67.4%
Zimbabwe 24.0% 27.7%
Paraguay 24.0% 25.3% 79.7%
Hungary 24.0% 26.5% 58.3%

Notes:
Actual values for the Sachs and Warner (1995) openness index are 1 in Australia,
0.2321 in Sri Lanka, 0.038 in Hungary, 0.077 in Paraguay, and 0 in Zimbabwe.
Source: Redding and Venables (2000)



open possible. This too yields extremely large income gains, of around 25
per cent for countries that were, in 1994, quite economically closed.
Column 4 reports the experiment of moving a country from its present
location to that of Hungary, on the edge of the EU. The dramatic increase in
FMA brought about by this change means that, for some of the most
remote economies in the sample, income increases by nearly 80 per cent.

Common borders are also important for facilitating trade and improv-
ing market access, and table 5.3 quantifies their importance by the hypo-
thetical experiments of closing borders. The effects reported show that
smaller countries gain very substantially from access to a large neighbour,
as illustrated for Mexico and the Czech Republic. However, two small
neighbours, the two African economies, neither of which has large markets
or supplies of manufacturers to offer, only experience extremely small
border effects. An implication of this is that South–South regional integra-
tion schemes yield very limited benefits compared to fuller integration into
the world economy as a whole.

5.3 New technologies: the death of distance?

Technical progress has led to substantial reductions in trade costs in the last
forty years. Shipping rates and airfreight rates have both fallen, although
the decline in these rates ended in the 1960s and 1980s respectively. We have
already commented on the cost reductions associated with the speeding up
of shipping.

In addition to these changes, the development of information and com-
munications technologies (ICT) has made the transmission of digital
information virtually free. These technologies bring great benefits to
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Table 5.3 Percentage change in real income from border effects

Removal of common border Effect on per capita income

Germany–Czech Republic Germany Czech Republic
�0.1% �25.7%

US–Mexico US Mexico
�0.5% � 27.2%

Zimbabwe–Zambia Zimbabwe Zambia
� 0.05% � 0.11% 

Source: Redding and Venable (2000)



isolated and distant economies, allowing faster and cheaper exchange of
information and ideas. However, it is not clear that they overturn all the
economic disadvantages of isolation or lead to the ‘death of distance’ as
suggested by some authors (Cairncross, 2001). In this section we offer a few
remarks about the likely implications of these new technologies for isolated
and distant economies.

5.3.1 Weightless inputs and outputs

In some activities inputs and outputs can be digitalised – made ‘weightless’
– and shipped virtually free of charge. These activities can be related to
lower wage economies, as recent experience indicates. The highly success-
ful Indian software and IT-enabled services sectors had an output in 2000
of $8 billion with exports of $4 billion. IT-enabled services – call centres
(‘customer interaction centres’), medical transcriptions, finance and
accounting services – had exports to the US of $0.26 billion, predicted to
grow to $4 billion by 2005 (Economist 5 May 2001). These are substantial
sized activities, compared to total Indian exports of $45 billion in 2000, but
are less than 1 per cent of total US imports of around $950 billion.9

Development of these activities may prove extremely valuable to isolated
and distant economies, although a couple of provisos need to be made.
First, as activities are codified and digitised, so not only can they be moved
costlessly through space, but also they are typically subject to very large
productivity increases and price reductions. Thus, the effect of ICT on, say,
airline ticketing, has been primarily to replace labour by computer equip-
ment, and only secondarily to allow remaining workers to be employed in
India rather than the US or Europe. There is continuing technical progress
in these activities so, for example, technology that can capture voice or
handwriting will soon make Indian medical transcription obsolete. This
suggests that even if more activities become weightless, the share of world
expenditure and employment attributable to these activities will remain
small – perhaps as little as a few per cent of world GDP.

The second point is that small economies will face intense competition
in attracting these activities, as the experience of India already suggests.
There is a sense in which ‘weightless’ activities are the natural comparative
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9 For further discussion of the concept of weightlessness and the implications of new information
and communication technologies for economic growth, see Quah (1997, 2001).



advantage of remote economies since these economies have a comparative
disadvantage in transport-intensive goods (Venables and Limao, 2002).
However, success will require both the telecommunications infrastructure
and the skill base to attract investments.

5.3.2 ICT and the costs of remote management

Recent years have seen the growth of both outsourcing and foreign direct
investment (FDI), with the associated development of production net-
works or production chains. FDI has grown faster than either income or
trade. The growth of production networks has been studied by a number of
researchers. One way to measure their growth is by looking at trade in com-
ponents, and Yeats (1998) estimates that 30 per cent of world trade in
manufactures is now trade in components rather than final products.
Hummels, Ishii and Yi (2001) chart trade flows that cross borders multiple
times, as when a country imports a component and then re-exports it
embodied in some downstream product. They find that (for ten OECD
countries) the share of imported value added in exports rose by one-third
between 1970 and 1990, reaching 21 per cent of export value.

Both FDI and outsourcing involve, in somewhat different ways, a fragmen-
tation of the structure of the firm, as production is split into geographically
and/or organisationally different units. From the international perspective,
this fragmentation offers the benefits of being able to move particular stages
of the production process to the lowest cost locations – labour-intensive parts
to low-wage economies, and so on. However, as well as involving potentially
costly shipping of parts and components, it also creates formidable manage-
ment challenges. Product specification and other information has to be
transferred, and production schedules and quality standards have to be mon-
itored. Do new technologies reduce the costs of doing this?

To the extent that pertinent information is ‘codifiable’, the answer is
likely to be yes. The use of ICT for business-to-business trade is well docu-
mented, although it is reported often to reduce the number of suppliers a
firm uses, rather than increase the number. In mass production of stand-
ardised products, designs can be relatively easily codified; where the pro-
duction process is routine, daily or hourly production runs can be reported
and quality data can be monitored.

However, in many activities the pertinent information cannot be codi-
fied so easily. There are two sorts of reasons for this. One is the inherent
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complexity of the activity. For example, frequent design changes and a
process of ongoing product design and improvement (involving both
marketing and production engineering) may require a level of interaction
that – at present – can only be achieved by face-to-face contact. The second
reason is to do with the fact that contracts are incomplete, and people on
either side of the contract (or in different positions within a single firm)
have their own objectives. It is typically expensive or impossible to ensure
that their incentives can be shaped to be compatible with meeting the
objectives of the firm. While new technologies may reduce the costs of
monitoring, it seems unlikely that these problems of incomplete contracts
are amenable to a technological fix.

What evidence is there? On the one hand, there is the fact that in recent
years there has been a dramatic increase in the outsourcing of activities to
specialist suppliers, suggesting that difficulties in writing contracts and
monitoring performance have been reduced. On the other hand, a
number of empirical studies point to the continuing importance, despite
new technologies, of regular face-to-face contact. Thus, Gaspar and
Glaeser (1998) argue that telephones are likely to be complements to, not
substitutes for, face-to-face contact as they increase the overall amount of
business interaction. They suggest that, as a consequence, telephones have
historically promoted the development of cities. The evidence on busi-
ness travel suggests that as electronic communications have increased so
too has travel, again indicating the importance of face-to-face contact.
Leamer and Stoper (2000) draw the distinction between ‘conversational’
transactions (that can be done at a distance by ICT) and ‘hand-shake’
transactions that require face-to-face contact. New technologies allow
dispersion of activities that only require ‘conversational’ transactions, but
might also increase the complexity of production and design processes,
and hence increase the proportion of activities that require ‘hand-shake’
communication.

Overall then, it seems that there are some relatively straightforward
activities where knowledge can be codified, new technologies will make
management from a distance easier, and relocation of the activity to lower-
wage regions might be expected. But monitoring, control and information
exchange in more complex activities still requires a degree of contact that
involves proximity and face-to-face meetings. Perhaps nowhere is this
more evident than in design and development of the new technologies
themselves.

158 stephen redding and anthony j.  venables



5.3.3 The speeding up of production

New technologies provide radical opportunities for speeding up parts of
the overall supply process. There are several ways this can occur. One is
simply that basic information – product specifications, orders and
invoices – can be transmitted and processed more rapidly. Another is that
information about uncertain aspects of the supply process can be discov-
ered and transmitted sooner. For example, retailers’ electronic stock
control can provide manufacturers with real-time information about
sales and hence about changes in fashion and overall expenditure levels.
For intermediate goods, improved stock controls and lean production
techniques allow manufacturers to detect and identify defects in supplies
more rapidly. These changes pose the interesting question: if some ele-
ments of the supply process become quicker, what does this do to the mar-
ginal value of time saved (or marginal cost of the delay) in other parts of
the process? In particular, if one part of the process that takes time is the
physical shipment of goods, then will time-saving technical changes
encourage firms to move production closer to markets, or allow them to
move further away?

There are some reasons to think that the effect might encourage firms to
move production closer to markets. The new opportunities created for
rapid response can be exploited only if all stages of production are fast.
The highly successful Spanish clothing chain, Zara (Economist, 19 May
2001) provides an example. It uses real-time sales data, can make a new
product line in three weeks (compared to the industry average of nine
months) and only commits 15 per cent of production at the start of the
season (industry average 60 per cent). It also does almost all its manufac-
turing (starting with basic fabric dyeing through the full manufacturing
process) in house in Spain, with most of the sewing done by 400 local
cooperatives (compared to the extensive outsourcing of other firms in the
industry).10

Just-in-time production techniques provide a further example. New
technologies have allowed much-improved stock control and ordering,
and a consequent movement of suppliers towards their customers. In a
study of the location of suppliers to the US automobile industry, Klier
(1999) finds that 70–80 per cent of suppliers are located within one day’s
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drive of the assembly plant, although even closer location is limited by
the fact that many suppliers serve several assembly plants. He also finds
that the concentration of supplier plants around assembly plants has
increased since 1980, a timing that he points out is consistent with the
introduction of just-in-time production methods. The leader in the
application of just-in-time techniques is Toyota, whose independent
suppliers are on average only fifty-nine miles away from its assembly
plants, to which they make eight deliveries a day. By contrast, General
Motors’ suppliers in North America are an average of 427 miles away
from the plants they serve and make fewer than two deliveries a day. As a
result, Toyota and its suppliers maintain inventories that are one-quarter
of General Motors’ when measured as a percentage of sales (Fortune, 8
December 1997).

These examples suggest that, at least in some activities, remote
economies may become more marginalised as a consequence of new tech-
nologies.

5.3.4 Clustering still matters

Arguments above suggest that new technologies will facilitate the reloca-
tion of some activities to lower-wage locations. Other activities may
become increasingly locked into established centres. However, for activ-
ities that can relocate, clustering is likely to be important. Foreign direct
investment projects will tend to go to locations where investors can see that
other investors are doing well. Firms will want to move to locations where
there is a deep pool of skilled labour and a network of local suppliers.
These factors may militate against relocation of these activities to small
countries.

Overall then, while it is clear that new technologies will bring many
benefits, allowing isolated and remote countries closer contact with the
outside world, the ‘death of distance’ view is misplaced. It is far from clear
that new technologies will provide a straightforward development strategy
for these countries.

5.4 Conclusions

The review of research in this chapter is partial in its coverage. For
example, we have not discussed the implications of smallness for export
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concentration and for vulnerability, concentrated on the costs of isolation
and distance. These factors choke off economic interactions, mean that
potential investors can pay only low wages, and reduce real income. New
technologies bring benefits, but need further study. Some activities will
become more entrenched in existing centres, others will relocate, and the
relocation will likely lead to the formation of new clusters.

What are the policy implications of the preceding analysis? We offer just
a few points. The first is that infrastructure improvements are important.
Changes that reduce isolation will affect prices in the economy, having
non-marginal effects that need to be properly evaluated by social cost-
benefit analysis. These changes do not necessarily require physical invest-
ments. Our discussion of the costs of time in transit point to the
importance of port, customs and other frontier delays in deterring invest-
ments. The example of Intel’s investment in Costa Rica is instructive: Intel
went ahead with a $300 million chip facility only after the government of
Costa Rica had guaranteed rapid customs clearance of imports, free
of bureaucratic and administrative blockages. Similarly, the discussion of
shipping costs pointed to the barriers created by ocean-shipping cartels.
Competition policy at the international level is needed to break up
these cartels.

Second, development strategies need to look carefully at what the com-
parative advantage of small, distant and isolated economies really is.
Traditional analysis points almost exclusively to factor endowments and
factor prices, but additional factors need to be taken into account. In add-
ition to looking to their factor endowments and the factor intensity of
industries, remote economies should look to ‘transport intensity’ of
industries. Small economies should look to the importance of scale in
different sectors, and not just scale within the individual firm, but scale
defined to include the size of viable clusters of firms and pools of skilled
labour.

Finally, while geography matters, so too do many other factors, includ-
ing trade policy, institutions and factor endowments. Restrictive trade
policy has the effect, like distance, of making a country more economically
remote from the rest of the world. Spatial analysis suggests that clustering is
important for many activities, indicating that small initial advantages can
translate into large differences in outcomes, as ‘culmulative causation’
drives the growth of the cluster. This highlights the importance of good
initial conditions in the business environment.
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ALB Albania
ARG Argentina
ARM Armenia 
AUS Australia 
AUT Austria 
BGD Bangladesh
BGR Bulgaria
BLX Belgium/Luxembourg
BOL Bolivia
BRA Brazil
CAF Central African Republic
CAN Canada 
CHE Switzerland
CHL Chile
CHN China
CIV Côte d’Ivoire
CMR Cameroon
COG Congo, Republic of
COL Colombia
CRI Costa Rica
CZE Czech Republic
DEU Germany
DNK Denmark
DZA Algeria
ECU Ecuador
EGY Egypt
ESP Spain
EST Estonia
ETH Ethiopia
FIN Finland
FRA France
GAB Gabon
GBR UK
GRC Greece
GTM Guatemala

HKG Hong Kong
HND Honduras 
HRV Croatia
HUN Hungary
IDN Indonesia 
IND India
IRL Ireland 
ISR Israel 
ITA Italy 
JAM Jamaica 
JOR Jordan 
JPN Japan 
KAZ Kazakhstan 
KEN Kenya 
KGZ Kyrgyzstan
KOR Korea, Republic of
LKA Sri Lanka
LTU Lithuania
LVA Latvia
MAR Morocco
MDA Moldova
MDG Madagascar
MEX Mexico
MKD Macedonia
MNG Mongolia
MOZ Mozambique
MUS Mauritius
MWI Malawi
MYS Malaysia
NIC Nicaragua
NLD Netherlands
NOR Norway
NPL Nepal
NZL New Zealand
PAK Pakistan
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Appendix 5.1 Countries in figures 5.1, 5.2 and 5.3



PAN Panama
PER Peru
PHL Philippines
POL Poland
PRT Portugal
PRY Paraguay
ROM Romania
RUS Russia
SAU Saudi Arabia
SDN Sudan
SEN Senegal
SGP Singapore
SLV El Salvador
SVK Slovak Republic
SVN Slovenia
SWE Sweden

SYR Syria
TCD Chad
THA Thailand
TTO Trinidad and Tobago
TUN Tunisia
TUR Turkey
TWN Taiwan
TZA Tanzania
URY Uruguay
USA USA
VEN Venezuela
YEM Yemen
ZAP South Mr.
ZMB Zambia
ZWE Zimbabwe
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6

The trade performance of small states

roman grynberg and mohammad a. razzaque

6.1 Introduction

Recent years have seen intensifying global integration measured by an
unprecedented rise in volume of trade and capital flows and a reduction in
barriers to worldwide trade and investment activities. This drive to global-
isation received substantial impetus from the successful conclusion of the
Uruguay Round of Multilateral Trade Negotiations (MTNs) establishing the
WTO, providing specific trade rules and procedures, and promising further
liberalisation in the world trade regime. Despite these developments there
remain serious concerns that some countries have failed to derive significant
benefits from the ongoing process of trade liberalisation and globalisation.
This is particularly true for small vulnerable states, which are confronted
with a number of overriding problems constraining their economic devel-
opment and have to depend greatly on international trade to overcome
these obstacles.1 It is now becoming increasingly evident that even in this era
of globalisation these countries have not been able to prevent their declining
relative importance, or marginalisation, in world trade.

Although small states have attracted a large amount of research and
many of them are concerned about the problem of marginalisation, there
has been little or no attempt to provide firm evidence of it nor explanation
of its causes. In fact, the notion of marginalisation in this literature remains
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1 The most important problems associated with small states are: (1) small size of the domestic
market does not allow exploitation of increasing returns to scale in production; (2) small size
prevents diversification into a wide range of activities; (3) extremely narrow export base and
excessive dependence on foreign trade make them vulnerable to terms of trade shocks and
export instability; (4) unfavourable geographical locations make these countries isolated from
world economic activities; and (5) many small states are located in regions prone to natural dis-
asters such as cyclones and volcanic activity (Commonwealth Secretariat, 1997).



unclear and is usually associated with the apprehension of losing out from
the multilateral trade liberalisation in the global economy.2 It is against this
backdrop that the present chapter defines marginalisation as the declining
relative importance in world trade and uses data and statistical tools to
investigate the long-term trends in marginalisation of small states. Our
focus is on export trade since, given the size of the domestic market, small
states are overwhelmingly dependent on exports for their economic growth
and development. One important contribution of this chapter is that it
makes an attempt to explain the long-term declining share of small states in
world merchandise exports, which emphasises the need for diversification
of exports and especially expansion of the manufacturing export base in
these countries.

The chapter is organised as follows. After this introduction, section 6.2
uses historical time series data to demonstrate how the relative importance
of small states has declined both in world merchandise and in commercial
services export trade. While section 6.3 summarises the performance of
individual countries, section 6.4 argues why marginalisation is a cause for
concern, particularly for small states.3 Section 6.5 provides an empirical
analysis of marginalisation of small states in world merchandise exports
followed by some discussions on a number of factors that aggravate the
process of declining significance. There are some concluding observations
in the final section.

6.2 Small states in world trade: volume, growth rate and share

6.2.1 Trade in merchandise goods

Between 1950 and 2000 world exports of merchandise goods grew by more
than 100 times: from about US $62 billion to US $6,327 billion (table 6.1).
Developed countries registered a 108-fold increase over the half-century
while developing economies experienced a rise of 112 times. By these

the trade performance of small states 165

2 For example, the Commonwealth Secretariat (1998, p. 19) observes: ‘[S]mall states are con-
cerned about further marginalisation of their economies as a consequence of the progressive lib-
eralisation of the global economy and acceleration of the economic integration process in North
America and Europe.’

3 Small states in this chapter include all those countries listed in Atkins et al. (2000) and also
Jamaica, Lesotho, Namibia and Papua New Guinea but exclude Bhutan. Discussions on the def-
inition of small states can be found in Commonwealth Secretariat (1997).



Ta
bl

e 
6.

1
A

bs
ol

ut
e 

vo
lu

m
e 

of
m

er
ch

an
di

se
 e

xp
or

ts
 a

nd
 im

po
rt

s 
(i

n 
bi

lli
on

s 
of

U
S 

do
lla

rs
)

19
50

19
70

19
80

19
90

19
92

19
94

19
96

19
98

19
99

20
00

M
er

ch
an

d
is

e 
ex

p
or

ts

W
or

ld
61

.9
31

4.
6

2,
02

2.
4

3,
47

8.
2

3,
75

6.
1

4,
27

8.
9

5,
33

5.
3

5,
45

4.
4

5,
64

6.
7

6,
32

6.
5

D
ev

el
op

ed
 c

ou
n

tr
ie

s
37

.6
22

5.
0

1,
28

5.
3

2,
48

9.
0

2,
68

6.
0

2,
94

9.
7

3,
59

8.
9

3,
70

3.
4

3,
76

9.
9

3,
98

4.
6

D
ev

el
op

in
g 

co
u

n
tr

ie
s

20
.4

59
.3

58
6.

9
81

8.
8

96
9.

5
1,

18
2.

9
1,

53
8.

0
1,

54
9.

6
1,

64
8.

9
2,

27
7.

3
LD

C
s

1.
8

5.
2

14
.2

16
.4

16
.4

18
.1

23
.5

24
.4

27
.6

34
.4

Sm
al

l s
ta

te
s

0.
6

2.
2

16
.4

18
.2

18
.7

20
.9

25
.9

21
.7

24
.9

28
.4

sm
al

l s
ta

te
s 

w
it

ho
ut

 
0.

32
1.

35
6.

5
10

.3
11

.5
13

.1
15

.7
13

.7
13

.2
14

.4
oi

l
sm

al
l L

D
C

s
0.

08
0.

12
0.

31
0.

39
0.

45
0.

51
0.

76
0.

95
0.

92
0.

88

M
er

ch
an

d
is

e 
im

p
or

ts

W
or

ld
63

.7
32

7.
4

2,
06

0.
5

3,
59

0.
4

3,
86

7.
1

4,
33

3.
2

5,
48

4.
0

5,
55

6.
4

5,
79

1.
4

6,
51

2
D

ev
el

op
ed

 c
ou

n
tr

ie
s

41
.7

23
6.

2
1,

41
8.

1
2,

60
8.

7
2,

74
6.

4
2,

93
8.

2
3,

66
3.

1
3,

77
2.

7
3,

97
0.

5
4,

31
7

D
ev

el
op

in
g 

co
u

n
tr

ie
s

18
.4

61
.7

49
3.

6
79

6.
2

1,
01

9.
5

1,
25

1.
8

1,
60

4.
3

1,
55

5.
9

1,
61

6.
4

2,
11

2.
0

LD
C

s
1.

5
5.

7
22

.1
24

.6
27

.0
27

.2
34

.7
37

.4
38

.0
41

.0
Sm

al
l s

ta
te

s
0.

7
3.

5
25

.1
25

.4
28

.2
28

.1
34

.6
35

.4
34

.6
39

.0
le

ss
 o

il-
ex

po
rt

er
s

0.
35

2.
3

10
.8

13
.7

15
.7

17
.2

20
.8

21
.4

22
.0

24
.2

sm
al

l L
D

C
s

0.
05

0.
15

0.
32

0.
4

0.
45

0.
5

0.
6

0.
55

0.
6

0.
55

N
ot

e:
D

ev
el

op
ed

, D
ev

el
op

in
g 

an
d 

LD
C

s 
ar

e 
de

fi
n

ed
 a

s 
in

 U
N

C
TA

D
 (

20
02

).
 O

il-
ex

po
rt

in
g 

sm
al

l s
ta

te
s 

ar
e 

B
ah

ra
in

, E
qu

at
or

ia
l G

u
in

ea
,

G
ab

on
 a

n
d 

Tr
in

id
ad

 a
n

d 
T

ob
ag

o.
 S

m
al

l L
D

C
s 

ar
e 

tw
el

ve
 s

m
al

l e
co

n
om

ie
s 

th
at

 a
re

 a
ls

o 
cl

as
si

fi
ed

 a
s 

LD
C

s,
 C

ap
e 

V
er

de
, C

om
or

os
,

D
jib

ou
ti

, E
qu

at
or

ia
l G

u
in

ea
, t

h
e 

G
am

bi
a,

 K
ir

ib
at

i, 
Le

so
th

o,
 M

al
di

ve
s,

 S
am

oa
, S

ão
 T

om
é 

an
d 

P
ri

n
ci

pe
, S

ol
om

on
 I

sl
an

ds
 a

n
d 

V
an

u
at

u
.



standards, the performance of small states was at best modest as their
export receipts increased from US $0.6 billion to US $28.4 billion, i.e. an
increase of forty-seven times since 1950. This lacklustre record is matched
only by an even worse performance of a mere nineteen-fold increase by the
group of least developed countries (LDCs) over the same time.

Table 6.2 provides information on annual average absolute growth of
merchandise exports by various country groups. It is estimated that over
the period 1950–2000, on average, world exports increased at an annual
absolute rate of US $114.2 billion. The comparable figures for LDCs and
small states were only US $0.43 and US $0.55 billion respectively. In the
1990s, when global export volumes expanded at an unusually high rate of
US $295 billion per annum, with developed and developing countries cap-
turing respectively US $168 and US $127 billion, the exports of two vul-
nerable groups of LDCs and small states grew by an average of just over US
$1 billion each. This, therefore, illustrates how the gains from merchandise
export growth in the world economy have largely bypassed these coun-
tries. From the figures given in table 6.2 it can be estimated that during
1995–2000 the combined contribution of sixty-nine LDCs and small states
to annual average absolute global export growth was only 0.71 per cent.4

Exclusion of the oil-exporters would slash this share to 0.31 per cent.
As figure 6.1 shows, the growth rates of exports of small states for most

periods have been lower than those of the developed and developing coun-
tries, thereby causing their relative importance in global export volume to
shrink. During the period 1970–2000 world goods exports registered a
trend growth rate of 9.17 per cent per annum as compared to 6.72 per cent
for small states. In the 1980s and 1990s small states’ growth performance
was the worst, with a negative growth rate for the 1980s (�1.44 per cent)
and then a rate of 3.73 per cent, which is just over half the growth rate
achieved by the LDCs, in the 1990s. The volatility in the growth rates of
export earnings is consistent with the well-documented experience of eco-
nomic vulnerability.

The data presented in table 6.1 reveal that almost half of the merchan-
dise exports of thirty-five small states can be attributable to the four oil-
rich countries – Bahrain, Equatorial Guinea, Gabon and Trinidad and

the trade performance of small states 167

4 There are forty-six LDCs for which data are available, while the corresponding number of small
states is thirty-five. However, since twelve small states are also LDCs there is a total of sixty-nine
countries in these two groups.
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Tobago. A close look at the data underlying the table also makes it clear that
since 1994 these countries have dominated the growth of small states’ mer-
chandise exports, as receipts of others have almost been stagnant. Twelve
small states that also belong to the group of LDCs have been the worst per-
formers, recording only an eleven-fold increase in their combined export
volume over the corresponding exports in 1950.

Figure 6.2 shows the marginalisation of small states in world merchan-
dise export trade as the combined share of thirty-five small states fell from
1.18 per cent in the mid-1950s to 0.44 per cent in 2000. Excluding the oil-
rich small states, the comparable figures are worked out to be respectively
0.68 and 0.23 per cent. The graph representing all small states in figure 6.2
exhibits a sudden jump in 1974 and then portrays a short-lived episode of
enhanced but deteriorating share with respect to the secular declining
trend of the 1960s. This was due to the export boom of the oil-producing
small states following the oil crisis of 1973. By the middle of the 1980s, all
small states (including the oil-rich countries) had reversed back to the
trend that originated in the early 1960s.
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Note: The trend growth rates have been estimated by fitting semi-logarithmic
equations to the data.
Source: Authors’ estimates based on the data from UNCTAD (2002).
Figure 6.1 Trend growth rates of merchandise exports
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6.2.2 Exports of commercial services

One of the most significant features of the post-war period of globalisation
has been the growing trade in commercial services that include travel,
transport, communications, financial and professional services. The value
of exports of commercial services now is a quarter of the value of merchan-
dise exports. The rising importance of services trade resulted in the inclu-
sion of the General Agreements on Trade in Services (GATS) in the
Uruguay Round of MTNs.

According to the information provided in table 6.3, world exports of
commercial services stood at US $1,457 billion in 2000, of which about 72
per cent was accounted for by developed countries. Small states earned US
$4.3 billion in 1980, which grew to US $16 billion at the end of 2000.
However, about 50 per cent of this absolute growth was due to four coun-
tries alone, i.e. Cyprus, Jamaica, Malta and Mauritius, which have a rela-
tively large and well-developed tourism sector.5

Table 6.4 provides estimates for the absolute growth of commercial ser-
vices exports. Between 1980 and 2000 global services exports grew at an
annual average rate of about US $63 billion; developed countries experi-
enced a per annum growth of US $44.6 billion and developing countries
US $17.5 billion. In contrast, LDCs and small states registered annual

170 roman grynberg and mohammad a. razzaque

5 The share of these four countries in small states’ manufacturing exports is, however, much
lower – about 21 per cent in 2000.

Source: Authors’ estimates based on the data from UNCTAD (2002).
Figure 6.2 Share of small states in global merchandise exports: 1950–2000
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absolute growth of US $0.22 and US $0.58 billion respectively. Almost 60
per cent of the growth in small states is attributable to the above-
mentioned four countries only. Without these four countries, the com-
bined contribution of LDCs and small states in world growth of
commercial services in the 1990s stood at only 0.87 per cent.

The 1980–2000 trend growth rate of services exports for small states is
estimated to be just above 7 per cent, which falls short of the growth rates
of world, developed and developing country groups (figure 6.3).
Therefore, although there had been a steady increase in the volume of
service exports of small states, their relative importance actually shrank
from 1.18 per cent in 1980 to 1.12 per cent in 2000 (figure 6.4). Figure 6.3
shows that the 1980s was the time when small states enjoyed a higher
growth rate than all other country groups. In the following decade,
however, small states were outperformed by the developing as well as least
developed countries.6

6.2.3 Total export (merchandise plus commercial services) trade

Since small states have experienced declining shares in both merchandise
and services exports, it goes without saying that their significance in the

172 roman grynberg and mohammad a. razzaque

6 Figure 6.4 reveals that the relatively superior growth performance of the small states was con-
centrated only in the early- to mid-1980s, resulting in their rising share. Growth rates in the
latter half of the 1980s were actually lower than those for the world, causing relative significance
to fall.

Table 6.4 Absolute growth of commercial services (in billions of US dollars)

Country groups 1980–2000 1980s 1990s

World 62.9 32.4 71.1
Developed countries 44.6 26.3 46.0
Developing countries 17.5 5.7 23.9

HPAE 7.7 3.1 9.3
Asian tigers 5.7 2.4 7.0
China 1.4 0.27 2.5

LDCs 0.22 0.07 0.32
Small states 0.58 0.38 0.64

Major four 0.34 0.22 0.34
Small LDCs 0.04 0.012 0.061



world’s combined exports of merchandise and commercial services has
also declined. Table 6.5 gives the volume of export trade of small states
along with other country groups, and, based on these figures, in figure 6.5
the share of small states in the combined global exports of merchandise
goods and services has been indexed, setting the 1980 share equal to 100.
Over time the index has fallen dramatically to reach 62 in 2000, i.e. small
states’ relative importance in global export trade declined by 38 per cent
between 1980 and 2000. Most of this decline took place in the 1980s. While
during the early 1990s this trend ceased, by the late 1990s the share had
declined by a further 8 percentage points. From the preceding analysis, it
should be clear that the deteriorating share or marginalisation of the small
states could mostly be explained by their relatively poor performance in
merchandise exports.

6.2.4 Total trade transactions

Total trade transactions (i.e. exports and imports of goods and commercial
services taken together) of the world economy stood at US $15,749 billion
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Note: The trend growth rates have been estimated by fitting semi-logarithmic
equations to the data.
Figure 6.3 Growth rates of commercial services exports
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in 2000, of which two-thirds were attributable to developed countries
(table 6.6). During the past twenty years small states’ total trade transac-
tions rose at a slower pace than those of developed and developing coun-
tries, resulting in a decline in their share from about 1 per cent in 1980 to
0.58 per cent in 2000 (figure 6.6).

6.3 Performance of individual countries

6.3.1 Long-term trends

Countries defined as small states are not homogenous and the performance
of individual countries, in fact, differs quite widely. Notwithstanding this
dissimilarity, high volatility of exports stands out as the most common
characteristic associated with these countries. Graphical plots of aggregate
exports, a fundamental aspect of economic vulnerability of individual
small states, as depicted in figure 6.7, show that almost all countries have
been subject to frequent and, at times, violent fluctuations in their export
receipts.7 This volatility problem arises both in the merchandise goods
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7 Aggregate exports comprise merchandise and commercial services export receipts. Since data
on services exports are available since 1980 only, the figure considers 1980–2000.

Figure 6.4 Volume and share of small states in exports of commercial services
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as well as in commercial services exports (see appendices 2 and 3).
Dependence on a narrow range of agricultural products that experience
either price or exogenous supply shocks on a regular basis is the principal
reason for export instability. In the case of commercial services, most small
states rely on the tourism sector, which is in turn dependent on such factors
as the global political situation which is completely beyond the control of
these countries. A close examination of the figures in appendices 2 and 3
reveals that for most individual small states earning instabilities are more
prominent in the case of merchandise exports. 

Instability of export earnings is also reflected in individual countries’
volatile relative significance in world trade, which is depicted in figure 6.8.
This figure sketches the evolution of individual countries’ share in total
world exports by setting their actual shares in 1980 at 1. A value greater
than 1 in any of the following years will indicate a rise in the share of the
country in question in total world trade, and vice versa. The result indicates
that small states, in general, have not been able to improve their share on a
long-term basis. For Bahrain, Barbados, Belize, Djibouti, Fiji, Gabon,
Gambia, Guyana, Jamaica, São Tomé and Principe, Solomon Islands,
Suriname, Tonga, Trinidad and Tobago and Vanuatu there is a clear deteri-
orating trend in their share of world exports. The figures in appendices 4
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Source: Own computation based on the data from UNCTAD (2002).
Figure 6.5 Declining importance of small states in world export (merchandise
plus services) trade
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and 5 give similar information disaggregated by merchandise and commer-
cial exports, where it is found that in the case of merchandise exports more
small states have experienced relative declines over a long period of time.

As marginalisation is a measure of relative trade performance, a country
can only prevent marginalisation if its exports grow at a rate at least as high
as that of the world average. Therefore, in order to obtain a long-term view
of marginalisation it is essential to compare the trend growth rate of a
country’s exports with that of the rest of the world. Tables 6.7 and 6.8
present the estimated trend growth rates of individual small states’ mer-
chandise and commercial services exports over different periods. Table 6.7
shows that, as against the world growth rate of 9.17 per cent over the period
1970–2000, there are only eight small states (Botswana, Equatorial Guinea,
Lesotho, Maldives, Malta, Mauritius, Seychelles and St Vincent and the
Grenadines) with a growth rate above the global average.8 This suggests
that the other twenty-seven countries will have shown a long-run tendency
of becoming marginalised in merchandise exports. In sharp contrast, in the
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8 Of these countries, some have been resource-rich, such as Botswana, or have commenced from
a very low base. Only in the case of Mauritius has there developed a diversified and merchandise
export-led growth, which has provided a genuine counter example to the inexorable tendency of
small state marginalisation.

Figure 6.6 Share of small states in world trade transactions
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Table 6.7 Growth rates of merchandise exports from individual small states

Country 1950–2000 1970–2000 1980s 1990s

World 10.29 9.17 5.11 6.37
Antigua and Barbuda 7.22 3.92 �6.6 �0.82
Bahrain 8.67 7.49 �5.9 2.9
Barbados 6.40 5.32 �3.2 3.9
Belize 8.38 5.92 �1.7 6.05
Botswana 15.4 14.28 18.6 3.8
Cape Verde 0.95 6.89 6.8 10.8
Comoros 4.73 2.43 2.8 �9.0
Cyprus 8.12 7.89 3.5 1.4
Djibouti 0.59 0.40 8.7 0.7
Dominica 7.58 8.25 15.7 0.5
Equatorial Guinea 2.82 10.57 17.9 24.4
Fiji 7.47 5.92 �0.5 3.0
Gabon 11.9 7.53 �6.7 5.4
Gambia 3.00 �1.41 1.4 �16.9
Grenada 5.00 4.32 7.9 0.5
Guyana 5.14 3.48 �4.2 8.7
Jamaica 6.58 3.94 �1.0 2.1
Kiribati 2.06 �4.38 �2.3 6.2
Lesotho 9.86 11.44 2.2 10.8
Maldives 8.39 12.68 20.8 5.6
Malta 13.5 12.09 6.8 5.9
Mauritius 8.61 10.05 13.0 3.5
Papua New Guinea 11.3 8.08 5.4 3.0
Samoa 1.87 1.20 �1.6 11.3
São Tomé and Principe 0.82 �0.97 �4.2 �7.4
Seychelles 10.2 13.05 6.3 14.1
Solomon Islands 9.50 8.71 1.2 4.5
St Kitts and Nevis 4.12 2.22 3.6 0.6
St Lucia 9.94 8.18 9.9 �8.8
St Vincent & the Grenadines 8.65 9.78 16.3 �5.4
Suriname 7.38 3.39 �1.6 �0.3
Swaziland 10.5 8.38 2.9 5.7
Tonga 4.17 4.71 0.5 �0.8
Trinidad and Tobago 6.71 3.10 �12.6 6.4
Vanuatu 4.40 1.35 �6.7 4.7

Note:
The trend growth rates have been estimated by fitting the usual semi-logarithmic
equation to the data.



case of services exports there are twenty countries that have enjoyed growth
rates higher than that of the world during 1980–2000.9 Therefore, it is the
dismal performance of merchandise exports that resulted in the overall
poor performance of small states in world trade.
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9 In the following decades of the 1980s and 1990s, these numbers fall slightly to nineteen and sev-
enteen respectively.
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Figure 6.7 Total exports (merchandise plus commercial services) of individual
small states
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Table 6. 8 Growth rates of commercial services exports

Country 1980–2000 1980s 1990s

World 8.4 6.8 6.5
Antigua and Barbuda 11.3 21.8 3.19
Bahrain 2.37 11.7 6.55
Barbados 6.32 7.72 6.42
Belize 13.0 14.1 5.00
Botswana 8.34 0.90 6.19
Cape Verde 8.76 3.13 14.2
Comoros 19.4 21.3 17.5
Cyprus 11.7 15.7 5.52
Djibouti 3.86 5.56 �2.62
Dominica 15.7 17.8 11.1
Equatorial Guinea 1.72 1.10 0.29
Fiji 6.73 2.86 3.91
Gabon 1.49 �5.25 �2.30
Gambia 9.47 12.3 7.44
Grenada 11.2 13.5 7.94
Guyana 11.7 17.5 6.40
Jamaica 8.57 9.12 7.86
Kiribati 10.4 2.93 7.20
Lesotho 4.61 0.93 3.41
Maldives 11.1 4.05 13.4
Malta 8.05 6.41 4.66
Mauritius 12.5 11.5 8.60
Papua New Guinea 11.7 8.84 2.24
Samoa 12.7 17.0 7.67
São Tomé and Principe 13.8 7.88 12.4
Seychelles 7.25 8.04 6.68
Solomon Islands 10.5 6.35 10.5
St Kitts and Nevis 12.8 21.5 4.65
St Lucia 11.6 14.2 7.65
St Vincent & the Grenadines 11.1 9.80 11.8
Suriname �2.61 �16.7 10.6
Swaziland 7.52 7.97 �0.39
Tonga 3.54 4.15 2.91
Trinidad and Tobago 3.31 2.20 6.13
Vanuatu 6.73 �0.34 7.39

Source: Authors’ own estimates by fitting semi-logarithmic equation to the data.



It follows from the above that, considering the merchandise exports alone,
there are only eight small states that have been able to register positive trend
growth in share during the period 1970–2000 (see figure 6.9). But, due to a
better performance in the exports of commercial services, the number of
small states that prevented marginalisation during 1980–2000 rises to four-
teen (see figure 6.10). According to figure 6.9, Botswana is the best performer
in merchandise exports among the group of small states, while Kiribati
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Source: Authors’ own estimates.
Figure 6.8 Share of individual small states in global exports of merchandise
goods and commercial services (1980�1)
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appears to have been the most marginalised. Consideration of total exports
(including services), however, changes the relative position, in which case
Equatorial Guinea is found to have gained most while Trinidad and Tobago
has the highest rate of marginalisation. The relatively good performance of
Equatorial Guinea stems from its low base of exports in 1980 (see appendix 2).

6.3.2 Recent performance of individual countries

Significant changes in the world trade regime took place in the 1990s with
the conclusion of the Uruguay Round of trade negotiations and the subse-
quent establishment of the WTO. It was thought that by providing clear-
cut and fair trade rules the WTO regime would benefit LDCs and
vulnerable countries like small states. However, the available evidence
shows that the trends in diminishing relative significance of these countries
remain uninterrupted. Table 6.9 classifies small states according to whether
their individual shares in both the early- and late-1990s increased,
decreased or experienced a mixture of both.10 Considering merchandise
exports only, it is observed that almost two-thirds (twenty-two out of
thirty-five) of small states saw their average share fall both in 1990–4 and
1995–2000. There are twenty-seven countries (77 per cent) with declining
shares in the post-Uruguay Round period. The only two countries that
experienced an increase in the share of global merchandised exports
throughout the 1990s were Equatorial Guinea and Seychelles.11

In the case of commercial services, as shown previously, the perform-
ance is much better. As many as thirteen countries (about 37 per cent)
increased their shares both in 1990–4 and in 1995–2000. Only eleven coun-
tries experienced a decline in their share of world service exports in both
halves of the 1990s. However, the number of countries (twenty-one) that
have been subject to declining share in the post-Uruguay Round is still
comparable to that of merchandise exports. Finally, when merchandise and
services exports are considered together there remain only three countries
that survived marginalisation in the 1990s. There are twenty-eight coun-
tries (80 per cent) that have experienced a reduced share in the late 1990s,
nineteen of which experienced decline in both halves of the decade.
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10 The late-1990s (1995–2000) corresponds to the post-Uruguay Round period.
11 The growth of exports of cocoa beans in the case of Equatorial Guinea and canned tuna in the

case of Seychelles resulted in such positive outcomes.
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How much are the lost exports that result from marginalisation? This
may be estimated as the net shifts in exports resulting from the discrepan-
cies between the actual export receipts and the predicted earnings based
on countries’ share in a previous period. A positive shift is associated with
a country’s rising share while a negative shift reflects diminishing relative
importance or marginalisation. It thus shows: if Antigua and Barbuda, for
example, had just maintained its average 1980–5 share in world exports, it
should have had an average export receipt of US $327 million in
1995–2000. However, its actual average earnings stood at US $435
million, thus registering a net shift of US $108 million or about 102 per
cent of its average 1980–5 exports. Figure 6.11 presents the net shifts in
total exports for all small states for 1995–2000 as a percentage of their
respective average of 1985–90 exports. It is observed that twenty small
states posted net negative shifts whereas fourteen experienced positive
changes.12 For the whole group of small states the net negative shifts were
more than 100 per cent of the average exports of 1980–5. In other words,
marginalisation has resulted in lost exports to the tune of US $18.19
billion.

Figure 6.12 exhibits the net shifts in total exports for individual small
states for 1995–2000 as a percentage of their respective average of 1990–4
exports. It is observed that São Tomé and Principe, Djibouti, Suriname and
Gambia experienced negative net shifts in excess of 50 per cent of their
average 1990–4 exports. Tonga, Antigua and Barbuda, Papua New Guinea,
St Kitts and Nevis, St Lucia, Bahrain, St Vincent and the Grenadines and
Fiji are countries that have negative shifts between 20 and 50 per cent of
their exports in 1990–4. Only seven small states are found to have enjoyed
net positive shifts, of which the gains of Cape Verde and Equatorial Guinea
are remarkably high. For the whole group of small states the net shift was
found to be negative again and was estimated to be about 15 per cent of
their 1990–4 average export earnings. Therefore, in order to prevent mar-
ginalisation in the post-Uruguay Round period small states would have
required an additional US $4.2 billion worth of exports of merchandise
goods and commercial services per annum.

190 roman grynberg and mohammad a. razzaque

12 Equatorial Guinea, which had the largest net positive shifts among all small states, is not shown
on the graph because of its very large vertical axis value. Equatorial Guinea’s net positive shift
was computed to be 1,749 per cent of its 1980–5 average export receipts. With a very low base,
the country average earnings stood at US $17 million in the early 1980s, rocketing to US $361
million by the end of the 1990s.
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6.4 Why is marginalisation of small states a cause for concern?

Marginalisation occurs when the relative importance of a particular
country or a group of countries diminishes in world exports or trade. This
does not necessarily mean that a declining share is always associated with
an absolute fall in export volume. If world exports are expanding rapidly,
countries registering modest rates of growth will see their relative share in
world trade shrinking. For example, in the 1970s when global merchandise
exports grew at about 19 per cent per annum, many countries, including
small states, could not prevent marginalisation even when performing at
their best compared to any other decade. More importantly, even when a
country’s share is diminishing in world trade, nothing can be inferred
about the resultant welfare implications.13 However, there are a number
reasons for which marginalisation of low-income countries and small
states can become a cause for concern.

First, after a high growth period in the 1970s export trade in the world
economy expanded at much slower rates of 5.11 and 6.37 per cent per
annum respectively in the 1980s and 1990s. Despite these lower rates of
growth of global exports, most small states suffered declining shares during
1980–2000. This suggests that export performances of most small states
have been poor by the absolute standard of the global average.

More worrying is the fact that for many small states marginalisation
often happens to be associated with an absolute fall in export volume. In
fact, 31 per cent of the listed small states have seen absolute declines in their
exports in the post-Uruguay Round era. This means that a sizeable propor-
tion of the declining share of the group of small states is attributable to
negative growth rates of some countries. For these countries, marginalisa-
tion is not only about growing more slowly than the rest of the world but
also about experiencing falling export revenues.

The difference between declining shares of relatively advanced coun-
tries and those of poor and vulnerable small states needs to be understood
carefully, since one might argue that falling exports either absolutely or
relatively should not be cause for concern for small states, as these are
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13 The welfare implications are much more complicated. First, as mentioned above, a country can
have positive export growth associated with falling share in world exports, which means that
marginalisation is not always accompanied by declining volume of export receipts. Second, the
concept of welfare gains (or losses) is not directly related to export earnings. Exports are needed
to finance imports and, consequently, the level of welfare is to be determined by the purchasing
power of exports.



common to many developed countries as well. Although a smaller degree
of export-orientation and slower growth in the export sector of a country
may not be major impediments to its overall economic growth and welfare
as long as the non-export sector flourishes, a robust performance of the
export sector may prove to be central to the acceleration of the growth
process in small states where domestic markets are small either due to
low per capita income or due to small size of population or both.
Understandably, the Republic of Korea has a much bigger domestic market
than that of all small states taken together. Thus, for countries with a large
domestic sector the significance of the export sector is not as crucial as for
small states. As exports are directed to the world market, low domestic
purchasing power or small size of the domestic economy cannot act as a
hindrance to the exploitation of the economies of scale in production.
Furthermore, in most of these economies market reforms were carried out
in the belief that reallocation of resources from non-export sector to
export sector would raise total factor productivity growth, contributing to
GDP growth. However, since in a large number of small states export
sectors either failed to flourish or actually experienced negative growth
rates, the growth-promoting role of the export sector has remained unre-
alised.

The results depicted in figure 6.13 indicate that there is a significant
and positive relationship between export growth and overall economic
growth in small states. It has been estimated that a 1 per cent rise in export
growth rate is associated with 0.4 per cent GDP growth in small states.
From this relationship, it is quite straightforward to hypothesise that
countries that have experienced rapid marginalisation will have lower
GDP growth rates. In figure 6.13 we examine how GDP growth rates are
related to growth rates of share of exports in small states over a period of
time: 1980–2000. Negative trend growth rates of exports show the mar-
ginalisation of a country, while positive rates imply increasing share in
world trade. A clear positive relationship is obtained, which suggests that
countries that have been able to improve their relative importance in
world export trade also enjoy relatively higher GDP growth rates. As most
small states have become marginalised over the period 1980–2000, scatter
points indicating their share fall on the scale represent negative numbers
in figure 6.13.

Finally, it is generally believed that in this era of globalisation if the most
vulnerable countries can participate effectively in the world market by

194 roman grynberg and mohammad a. razzaque



enjoying a relatively high growth of their trading volumes, a process of
convergence between relatively advanced and underdeveloped countries
will be initiated.14 For this to happen, small states need a larger share of
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14 The ‘convergence’ hypothesis suggests that income inequalities between countries will diminish
as the poorest countries grow more rapidly than the developed ones. Opponents, however, point
out that the benefits of globalisation accrue mostly to the developed and more advanced
developing countries and it is thus widening the gap between the richest and poorest countries.
The evidence provided in this chapter shows that, at least in terms of world export trade, the
‘divergence’ hypothesis dominates in the comparative analysis of LDCs and small states with
developed and advanced developing nations.

Note: Growth rates of exports share are authors’ own estimates based on both
merchandise and commercial services exports and correspond to 1980–2000.
Except For Equatorial Guinea, GDP growth rates are taken from UNCTAD (2002),
which gives the annual average growth for 1980–99. For Equatorial Guinea, the
average growth rate of GDP has been taken from Commonwealth Secretariat,
Small States: Economic Review and Basic Statistics (various issues).
Figure 6.13 Trends in marginalisation and growth of real GDP in small states
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foreign capital and technology transferred from the North. Until now this
process of accumulation of these key resources for production seems to
have been associated with the growth of exports of goods and services. This
means that if small states continue to grow at a rate slower than that of
developed and relatively advanced developing countries the benefits of
globalisation will become even more skewed.

To sum up, a declining share of exports itself is not a cause for concern.
However, when world exports are growing slowly, marginalisation of small
states is particularly worrying, since these countries have a small export
base by an absolute standard. More importantly, many small states are
actually being marginalised as a result of an absolute fall in export volume.
With an already low export volume, if these countries cannot increase their
share in world trade globalisation will contribute to a more skewed
distribution of gains from trade.

6.5 Marginalisation in merchandise export trade: a statistical
analysis

6.5.1 Understanding marginalisation

The manufacturing export base in most small states is rudimentary and
most of these countries have to rely overwhelmingly on agricultural com-
modities and natural-resource-intensive products for export. As can be
seen from figure 6.14, in twenty-five small states (out of a total of
thirty-one for which the information is available) primary exports con-
tribute to more than 50 per cent of the receipts from merchandise
exports. Only in four countries, i.e. Lesotho, Malta, Mauritius and
Swaziland, do we find manufacturing exports significantly greater than
primary exports.15

Excessive reliance on primary commodities has grave implications for
the long-term relative significance of the countries that depend on them.
As the income elasticity of demand for agricultural products is low, pro-
duction of and trade in primary commodities have failed to keep pace with
the growth of world trade. In 1980 agricultural products constituted about
16 per cent of world merchandise exports, whereas they now account for
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15 Although Swaziland is shown to have a low primary to manufacturing ratio, agro-based export
items such as wood pulp, sugar and other edibles account for about 50 per cent of its exports.



just 7 per cent. This follows the classic Engel’s law, which explains the
tendency of consumers to spend less on basic food products (or primary
commodities) as their incomes rise. Unlike the pattern of the growth in
world trade, as small states’ merchandise export structures remain dom-
inated by primary commodities there will be a deteriorating trend in the
relative importance of these countries in the global trading activities. This
process has been exacerbated by the development of new technology and
improved productivity growth. While these are beneficial to consumers in
general, small states and other commodity-producing countries that con-
tinue to rely heavily on primary exports seem to have experienced
unfavourable shocks as a result of these developments. The advent of new
technologies reduces the intensity of the use of various primary commod-
ities such as metals and agricultural raw materials (World Bank, 1994) and
is also responsible for productivity improvement and increased production
of many agricultural commodities (Reinhart and Wickham, 1994).

Therefore, the operation of Engel’s law (resulting in the diminishing
share of agricultural goods in total global consumption expenditure)
would guide the effects of technology-induced decline in demand, and the
increased supply capacity is translated into depressed prices for agricul-
tural commodities. Empirical evidence, especially since the late 1970s, cor-
roborates this hypothesis. Between 1970 and 1993 real commodity prices
more than halved (World Bank, 1994).16 Then, these prices registered an
annual average growth of 6 per cent during 1994–7. This was followed by
consecutive declines of 13 and 14.2 per cent respectively in 1998 and 1999
(UNCTAD, 2000). Table 6.10 shows that real prices of seventeen major
commodities in 2000 were lower than their corresponding prices in 1980 by
25 per cent or more. For another eight commodities prices fell by more
than 50 per cent in 1980–2000. The falling prices of agricultural products
have certainly also contributed to the marginalisation of small states.17

It needs to be mentioned here that advances in technology and productiv-
ity are also taking place in the manufacturing sector. But manufacturing
activities provide much more scope for product diversification and innov-
ation, allowing individual countries to specialise in different market niches.
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16 According to World Bank (1994: p. 32), ‘the estimated annual loss to developing countries from
the fall in commodity prices between 1980 and 1993 reached US $100 billion a year in 1993 – or
more than twice the total flow of aid in 1990’.

17 In fact, the prices of primary commodities have also fallen relative to manufacturing goods,
causing terms-of-trade shocks for countries specialising in agricultural products.
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Moreover, the income elasticity of demand for manufacturing exports, in
general, is higher than for primary commodities, i.e. a given rise in income
will result in a proportionately higher expenditure on the former. All this
implies that prices of primary commodities relative to those of manufactured
goods will have a long-run tendency to deteriorate in the world markets.18

The other obvious driving force behind the diminishing share of small
states is the rapid rise in trading activities in the world economy itself in the
present era of globalisation. In particular, amongst all other categories,
trade in high and medium technology-intensive products has registered the
most dynamic growth trends in recent times, capturing the largest share of
world trade (Commonwealth Secretariat and UNCTAD, 2001) – exports of
which are virtually non-existent from small states.19

6.5.2 A simple model of marginalisation of small states

The above discussions lead us to perceive the problem of marginalisation of
small states in merchandise trade mainly from two perspectives. First, the
overriding problem has been the overwhelming dependence on basic
primary commodities, many of which have remained dominant since the
colonial era. As the demand for these goods is income inelastic by nature,
with a rise in world income there will be a natural tendency for primary
exporters’ share to shrink. That is, other things remaining constant, follow-
ing Engel’s law primary producing countries will show a natural tendency
to become marginalised in an expanding global economy. On the other
hand, globalisation has resulted in a rapid rise in world trade, mostly dom-
inated by manufactured goods. But due to their inability to transform their
export base, small states have not been part of this growth process. Thus, as
globalisation accelerates and the same raw materials cross more borders
until they are finally processed into manufactured goods, countries con-
fined to the production of raw materials will experience marginalisation.
Thus, a simple model of marginalisation of small states can be written in
the following way:

MAR� f (AGX, GLO) (1)
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18 This is usually known as the Singer-Prebisch theory.
19 According to the Commonwealth Secretariat and UNCTAD (2001), the value of trade in office

products now exceeds the value of agricultural trade.



where MAR, AGX and GLO stand respectively for marginalisation (as
measured by share of merchandise exports of small states in total global
merchandise exports), share of agricultural goods in total global
merchandise exports and a measure of globalisation. For this study world
exports–GDP ratio will be considered as an indicator of
globalisation. According to our hypothesis, one should obtain a positive
relationship between MAR and AGX but an inverse association between
MAR and GLO. Using log-linear transformation and adding an intercept
(�) as well as a stochastic error term (�) the estimating form of (1)
becomes:

In MAR��+�1 In AGX � �2 In GLO + � (2)

6.5.3 Data

The share of small states in world merchandise exports is estimated from
the UNCTAD database (UNCTAD, 2001). The share can be calculated
for a period of fifty-one years: 1950–2000. Data on world exports of agri-
cultural products have been taken from the Food and Agricultural
Organisation (FAO) Yearbook and are available for a maximum of thirty
years, thus reducing the sample to thirty years (1970–99). Using this data,
the share of agricultural goods in total merchandise exports was calcu-
lated. The information on world export–GDP ratio for the whole period
1970–99 is not available from any secondary sources.20 Therefore,
the series of world GDP was constructed by using the IMF index of
world GDP volume and using the World Bank estimate of world GDP
in 1998.21

Figure 6.15 provides graphical plots of the share of agricultural com-
modities in world merchandise exports and world exports–GDP ratio. In
1970 world exports of agricultural products stood at US $53.5 billion,
which by the end of the 1990s had grown to US $442 billion: an eight-fold
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20 The information on world exports is reported in different sources, e.g. IMF, UNCTAD and
World Bank. However, the time series on world GDP cannot be obtained from any published
database.

21 According to the World Bank (2000), world GDP in 1998 stood at US $28,445 billion. Using the
IMF index of world GDP volume, as given in the International Financial Statistics (IFS), the
figures for other years were constructed.



increase over 1970. During the same period world merchandise exports
grew by more than eighteen times despite the fact that even in 1970 the
base of overall merchandise exports was about six times higher than that of
agricultural exports. As a result, there has been a secular decline in the
share of agriculture in total merchandise exports from about 18 per cent at
the beginning of the sample to just 8 per cent in the late 1990s, as evident in
the left panel of figure 6.15. The world exports–GDP ratio has a rising
trend from 1970 to 2000 but it is characterised by wild fluctuations as
reflected in the right panel of figure 6.15. In the 1970s world exports–GDP
ratio doubled from just over 11 per cent in 1970 to about 23 per cent in
1980 as merchandise exports registered a staggering trend growth rate of
19 per cent per annum. Due to a recession in the world economy, the early
1980s onwards witnessed export growth at much slower rates and even
experienced negative growth rates (i.e. decline in absolute exports), which
led to a fall in the export ratio. However, from the mid-1980s the trend in
world exports–GDP ratio was reversed upward again with some notable
fluctuations.
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Figure 6.15 Share of agriculture in world exports and world exports–GDP ratio
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6.5.4 Empirical estimation of the model

Figures 6.16 and 6.17 provide the scatterplots of the dependent and inde-
pendent variables in model (2). In line with our expectations, a positive
relationship between lnMAR and lnAGX (figure 6.16) and an inverse rela-
tionship between lnMAR and lnGLO (figure 6.17) are observed.
Particularly, the line of the best fit for scatterplots of share of exports and
agricultural exports share is fairly strong, as reflected in high R2. Although
these two figures exhibit the bi-variate relationships between the depend-
ent and individual explanatory variables in equation (2), it is important to
estimate the model carefully to ascertain that there is a ‘genuine’ long-run
relationship between them.

6.5.4.1 Tests for unit roots and cointegration

The model in equation (2) postulates a long-run relationship between the
dependent and explanatory variables based on the time series data.
Recent developments in time series econometrics have demonstrated the
problem of the Ordinary Least Squares (OLS) regressions in estimating
models containing non-stationary variables. A time series is said to be sta-
tionary if its mean, variance and auto-covariances are independent of
time. There is now compelling evidence that many time series are non-
stationary and the use of OLS in estimating regression coefficients may
produce spurious results. Under such circumstances the validity of the
long-run relationship between the variables in the model may be ques-
tioned.22 In other words, non-stationary time series can produce spurious
correlation.23 In order to avoid this problem it is necessary to consider the
integrating properties of the variables and to use an appropriate estima-
tion strategy. Graphical plots of the variables as given in figure 6.18 give a
first-hand impression that the variables in our model may be non-
stationary on their levels. However, formal tests should be employed in
determining the integrating properties of the time series and to distin-
guish between non-stationary and stationary variables. These tests are
known as the unit root tests.
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22 An OLS regression involving non-stationary variables resulting in high R2 can also be mislead-
ing. Moreover, the estimated standard errors and test statistics for ‘t’ and ‘F ’-tests become non-
standard, providing invalid inferences.

23 One interesting illustration of a spurious relationship is provided by Hendry (1980) who
showed a very strong positive relationship between inflation rate and the accumulation of
annual rainfall in the United Kingdom.



6.5.4.2 Testing the variables for unit roots

First, an ‘F ’ test of the following form is performed on the variables in the
model with the joint restrictions that ��1 and �0:

�Yt ���(��1)Yt�1�T�et (3)
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Figure 6.16 Scatterplot of lnMAR and lnAGX
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R2 = 0.7414
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Figure 6.17 Scatterplot of lnMAR and lnGLO
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where Y is the variable under consideration, � is first difference operator,
subscript ‘t’ denotes time period, T is the time trend and e is the error term.
The null hypothesis in this case is that the series is non-stationary (i.e. it
contains a unit root) against the alternative of stationary. The F-test values
obtained for these series are presented in table 6.11. It can now be seen that
the null hypothesis of non-stationary can be rejected for none of the vari-
ables as in every case the computed F-statistic falls short of its critical value.

Although the above test indicates the non-stationarity of the variables in
our model, the popular methods for testing unit roots are the
Dickey–Fuller (DF) and the Augmented Dickey–Fuller (ADF) tests. The
DF test for unit root is also based on equation (3) with the null hypothesis
of (��1)�0 (i.e. Yt is non-stationary) against the alternative of (��1)�

0 (i.e. Yt is stationary). The Augmented Dickey–Fuller (ADF) test, on the
other hand, is a modification of the DF test and involves augmenting equa-
tion (3) by lagged values of the dependent variables. This is done to ensure
that the error process in the estimating equation is residually uncorrelated.
Thus, the ADF version of the test is based on the following equation:

�Yt���(��1)Yt�1�T���Yt�1�et (4)

The t-ratios on the estimated coefficient of Yt-1 in equations (3) and (4)
provide the DF and ADF test statistics for the presence of a unit root. In
both cases, the estimated t-ratios are non-standard and thus the computed
statistics need to be compared with the corresponding critical values in
order to make references regarding the stationarity of the variables. It is
quite common to find that time series data are non-stationary on their
levels but stationary on their first or higher order differences. Following
Engle and Granger (1987), a non-stationary series is said to be integrated of
order d, usually denoted as �I(d), if the series can be transformed into a
stationary process by differencing it d times.

It should be noted that although in equations (3) and (4) the trend term
T is included, most studies in applied time series econometrics report the
DF–ADF test results by including and excluding the trend term separately.
When a variable is trended test statistics including the trend term is pre-
ferred. In the case of conflicting results, the ADF test is preferred to the DF.

Table 6.12 gives the results of the unit root tests. The DF and ADF test
statistics for lnMAR, both with and without the trend term, are smaller
than their 95 per cent critical values, suggesting the existence of a unit root
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in the level of the variable.24 However, when the same tests are performed
on the first difference of lnMAR, the null hypothesis of unit root is over-
whelmingly rejected at the 95 per cent level. Hence, it can be concluded that
lnMAR is non-stationary on its level but stationary on its first differences,
or lnMAR is �I(1). Similar results are also obtained for lnAGX, as all tests
indicate its non-stationarity but stationarity of �lnAGX. That is, lnAGX is
also �I(1). The test results are, however, inconclusive for lnGLO: the DF
test with the trend term contradicts the evidence arising out of other tests.
Also for �lnGLO, DF–ADF tests with and without the trend differ. The
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Table 6.11 Computed F test statistics and critical values

Variables Computed F Critical F Remark

ln MAR 8.52 10.61 the variable is non-stationary
ln AGX 2.84 10.61 the variable is non-stationary
ln GLO 4.95 10.61 the variable is non-stationary

Note:
In this case the F-test is non-standard and the appropriate critical values are given
by Dickey and Fuller (1981) as cited in Maddala (1992).

Table 6.12 DF and ADF tests for unit roots

DF–ADF tests without DF–ADF tests including
the trend term the trend term

Variables DF ADF DF ADF

LnMAR �0.59 �0.51 �1.87 �1.81
�lnMAR �5.34* �4.23* �5.25* �4.13*

LnAGX �0.60 �0.54 �3.08 �3.19
�lnAGX �5.65* �4.35* �5.54* �4.27*

LnGLO �3.34* �3.98* �3.06 �3.73*

�lnGLO �3.13* �3.14* �3.22 �3.29

Notes:
(1) The 95 per cent critical values for DF–ADF tests with and without the trend
term are �2.97 and �3.57 respectively. (2) � implies first difference of the
respective variables. (3) * indicates rejection of the null-hypothesis of non-
stationarity at the 95 per cent level of statistical significance.

24 The comparison between test statistics and critical values is made on the basis of their absolute
values.



graphical plots of lnGLO and its first difference (�lnGLO), as given in
figure 6.18, are found not to have any clear trends and hence, based on the
evidence of the DF and ADF tests without the trend term, both of them can
be regarded as stationary variables. In other words, lnGLO appears to be
�I(0).25 Thus the tests seem to suggest that lnMAR and lnAGX are �I(1),
while lnGLO is �I(0).

It needs to be mentioned that low power of the DF–ADF tests is well
acknowledged in the literature and the most important problem faced
when applying them is their probable poor size and power properties. This
is often reflected in the tendency to over-reject the null hypothesis when it
is true and under-reject it when it is false (Harris, 1995). This problem is
particularly severe in the case of a small sample like ours. Thus Hall (1986)
emphasises the importance of the inspection of autocorrelation function
and correlogram in determining the integrating properties of the variables
with short time length.

Figure 6.18 also provides the correlograms of the level and first
differenced variables alongside the graphical plots of the variables.26 For a
non-stationary variable the correlograms die down only slowly whilst for a
stationary variable they damp down very quickly (just on the first lag) and
then give random movement. It is obvious that the correlograms of lnMAR
and lnAGX behave like those of the non-stationary variables, while for
�lnMAR and �lnAGX they provide random movement as is expected for sta-
tionary variables. The correlogram of lnGLO is puzzling: it dies down,
demonstrating a pattern associated with positive autocorrelation, and then
portrays a negative autocorrelation. The correlogram of �lnGLO, however,
appears to represent a stationary variable. Thus correlograms cannot confirm
the order of integration of lnGLO; it can be either an I(1) or an I(0) variable.

6.5.4.3 Estimation strategy

Once it is determined that variables in the model have integrating proper-
ties, the only way to infer a long-run relationship is to employ some kind of
cointegration technique. There are several cointegration methodologies –
the simplest one being the Engle–Granger two-step procedure. The basic
idea behind this technique is that if two variables, say, Yt and Xt, are both
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25 The ADF test with the trend term also supports such a conclusion.
26 These correlograms are graphical plots of autocorrelation functions of individual variables. The

autocorrelation function at lag k, denoted as pk, is defined as the ratio of covariance at lag k
divided by variance, i.e. pk ��k/�0. When pk is plotted against k, the correlogram is obtained.
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�I(d), a linear combination of them, such that Vt �Xt – �Yt, in general, will
also be �I(d). Engle and Granger, however, showed that in an exceptional
case if the constant � yields an outcome where Vt �I(d�a) and a�0, then
Xt and Yt will be cointegrated. Thus if Xt and Yt are �I(1) they will be coin-
tegrated and have a valid long-run relationship if the residual from the OLS
regression of Xt on Yt is �I(0). This is the first step in the Engle–Granger
procedure. On the other hand, if the variables are cointegrated there exists
an error-correction model (ECM) of that cointegrating relationship, which
will then give the short-run dynamics in the second step. Assuming that
both Yt and Xt are �I(1) so that �Yt and �Xt are �I(0), the short-run error
correction model (ECM) can be represented as:

where is the lagged error from the cointegrating relationship and � is
the white noise. It is worth noting that the ECM is not a mere regression of
the stationary variables, rather it includes �t�1, the deviation from the long-
run relationship. Thus the ECM captures the short-run deviations taking
into account long-run information. A valid representation of the ECM will
require 0��3 � �1. The usual practice with the error-correction model-
ling is to follow the ‘general to specific’ methodology by constructing a
general model in the beginning and subsequently reducing it to a parsimo-
nious form after dropping all the insignificant variables step by step.

It follows from the above that one could employ the Engle–Granger coin-
tegration procedure to estimate equation (2) and test for a valid long-run
relationship. However, since the first step of the Engle–Granger procedure is
basically an OLS regression involving non-stationary variables, it yields
standard errors that do not provide the basis for valid inferences. Therefore,
in estimating equation 2 we cannot be certain about the statistical signifi-
cance of the individual explanatory variables even when the equation turns
out to be a cointegrating relationship.27 We propose to handle this problem
by using the Phillips–Hansen Fully Modified OLS (PHFMOLS) technique
(Phillips and Hansen, 1990). The PHFMOLS is a method of an optimal

�̂t�1

�lnYt � �0 � �
m

i�0

�1i 
�lnXt � �

n

i�1

�2i 
�lnYt � �3�̂t�1 � �t
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27 It might be that only one of the explanatory variables is significant, resulting in a cointegrating
relationship, while the other right-hand-side variable does not have any statistically significant
influence on the model.



single equation technique, which is asymptotically equivalent to the
maximum likelihood procedure. It makes a semi-parametric correction to
the OLS estimator to eliminate the dependency on the nuisance parameters
and provide standard errors that follow a standard normal distribution
asymptotically and thus are valid for drawing inferences. Due to its advan-
tages, the use of PHFMOLS has become quite popular in international trade
and macroeconometric modelling.28

Yet another problem arising from the estimation of the long-run rela-
tionship is that unit root tests of the variables could not confirm the non-
stationarity of the lnGLO variable. If lnGLO is indeed stationary on its level,
there will be a mixture of I(1) and I(0) variables on the right-hand side of the
model, posing the question whether an I(0) regressor can play any role in
determining a dependent variable which is �I(1). In a study Holden and
Perman (1994) considered a model with two I(1) variables and an I(0) vari-
able. The authors tested for the long-run relationship between the two I(1)
variables and included the I(0) variable only in the short-run error-
correction model. This procedure thus assumes that the I(0) variable does
not play a role in the long-run behaviour of the model despite the theoretical
justification of including it in the equation. In contrast, Pesaran et al. (2001)
have strongly argued that an I(0) variable just like any other I(1) variable can
be equally important in the long-run relationship. Pesaran et al. have also
devised a strategy which tests the existence of a long-run relationship in the
presence of a mixture of I(0) and I(1) variables in the model. For this chapter
we will use this test to determine the long-run relationship in equation (2).

6.5.4.4 Test for existence of a long-run relationship

First we apply the Pesaran et al. test to ascertain whether the model in (2) is
a cointegrating relationship. This test is based on an OLS estimation of an
unrestricted error-correction model, a general specification of which with
respect to our model can be written as:

�t (5)� �
p

i�1

�i 
�lnMARt�1 � �

g

i�0

�2 
�lnAGXt�i � �

g

i�0

�3 
�lnGLOt�i �

lnMARt � � � �1lnMARt�1 � �2lnAGXt�1 � �3lnGLOt�1
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28 Amongst others, Athukorala and Riedel (1996), Muscatelli (1995) and Senhadji and
Montenegro (1998) have used this technique for modelling trade, whilst Mallick (1999) is an
example of the application of the procedure in macroeconometric modelling.



where all the variables are defined as above and the last term on the right-
hand side is the white noise. Estimation of (5) in itself is not interesting
since the existence of a long-run relationship can only be tested by exam-
ining the joint null hypothesis that �1��2 ��3�0 with the help of
either a Wald or an F-test. The presence of a long-run relationship
requires the rejection of this null. However, the asymptotic distribution
of these test statistics is non-standard and Pesaran et al. provide the
necessary critical upper (FU) and lower bound (FL) values for the tests.29

The FU statistics are derived under the assumption that all variables
are �I(1) and FL considers all of them to be �I(0). If the computed F-
statistic (F) – obtained by restricting that �1 ��2��3 �0 – is greater
than the critical upper value, i.e. F�FU, one can reject the null and con-
clude that there exists a valid long-run relationship between the variables
in the equation. If F�FL, there is no long-run relationship and, finally if
FL �F�FU the test is inconclusive. Pesaran et al. (p. 2) spell out clearly,
‘[I]f the computed Wald or F-statistic falls outside the critical value
bounds a conclusive inference can be drawn without needing to know
whether the underlying regressors are I(1), cointegrated amongst them-
selves or individually I(0).’

In order to determine the existence of a long-run relationship, equa-
tion (3) was run with p�1 and g�0.30 Initial experiments suggested
significant unexplained movement in residuals for 1974 and 1993 and
thus the existence of a long-run relationship was tested, including two
dummy variables for those two atypical years.31 The F-test statistic
arising out of the Pesaran et al. test was estimated to be 5.01 against its 95
per cent critical upper (FU) value of 4.85. Since the computed F-statistic
exceeds the critical F value, it can be concluded that the variables are
cointegrated and consequently there is a valid long-run relationship
among the variables in the model. In other words, the share of
small states in world total export trade is genuinely influenced by the
ratio of global agricultural exports to total exports and by the world
exports–GDP ratio.
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29 Pesaran et al. give the critical values for both Wald and F-statistics. In this chapter we will con-
sider only the F-statistics.

30 Since we have a small sample, overparameterisation of the model can be very problematic in
terms of having fewer degrees of freedom. Choice of such lag lengths can be rationalised by the
use of annual data.

31 Had the dummies not been inserted, the residuals would have appeared to be non-normal.



6.5.4.5 Estimating the long-run relationship

We now proceed to know the exact nature of the long-run relationship by
estimating the model. Since the long-run relationship was tested by insert-
ing two dummy variables, their inclusion may be justified if they are found
to be statistically significant in the long-run model. For reasons discussed
earlier, the long-run relationship is estimated by the procedure of the
Phillips–Hansen Fully Modified OLS (PHFMOLS). The long-run model
thus estimated is reported in table 6.13.

The estimated results show that all variables are significant at the con-
ventional level. The coefficient on lnAGX is positively signed as expected.
Thus in the long run a 1 per cent fall in the share of agricultural products in
world exports reduces small states’ share by 0.42 per cent. The sign on
lnGLO is negative, which also provides support to our hypothesis. A 1 per
cent rise in world exports–GDP ratio reduces the relative importance of
small states by 0.18 per cent. Both the dummies also appear to be highly sig-
nificant at less than the 1 per cent level, justifying their inclusion in the
model. The long-run model explains 85 per cent variation in lnMAR.

6.5.4.6 Short-run dynamics

The existence of a long-run relationship would lead to a short-run model,
which we model under the framework of the error-correction modelling
strategy. The error-correction model regresses the current value of the
dependent variables in stationary form onto its own lagged value, current
and lagged values of the stationary form of the independent variables and
the lagged error term from the cointegrating equation. The general to
specific methodology is used to find a parsimonious representation of the
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Table 6.13 PHFMOLS estimates of the long-run relationship

lnMAR� �5.15*** � 0.42*** lnAGX – 0.18** lnGLO � 0.17*** D74 � 0.21*** D93
(s.e.) (0.17) (0.04) (0.07) (0.04) (0.05)
t-ratio �30.9 9.89 (�2.57) (4.17) (3.91)
Adjusted
R2 � 0.85

Note:
Statistical significance at the 1 and 5 per cent levels is denoted by respectively ***

and **. Standard errors (s.e.) of the coefficients are reported inside the parentheses
below the estimated coefficients.



relationship. In initial experiments the model was estimated by including
the first order lag of the first differences of the dependent and independent
variables along with the lagged long-run errors (ECMt�1). Then, most
insignificant variables were deleted one by one to give the most parsimo-
nious representation of the short-run model in table 6.14.

In the short run the indicator of globalisation is found to have a signifi-
cant influence on marginalisation of small states. Like the long-run
model, the sign on lnGLO in table 6.14 is negative. Interestingly, however,
the short-run model fails to find any significant effect of the global agricul-
ture–total export ratio. In the short-run there may be many other factors
that are likely to affect the export performance of small states, which have
not been included in the model. This is also reflected in the somewhat low
explanatory power of the model as the adjusted R2 turns out to be only 0.38.
The error-correction term is correctly signed and significant, implying
that the short-run model converges to long-run relationship. The
coefficient on the ECMt�1 suggests that it takes just about two-and-a-half
years to correct all short run disequilibrium errors.

For diagnostics Godfrey’s (1978) LM test for serial correlation,
Ramsey’s (1969) RESET test for functional form, White’s (1980) test for
heteroscedasticity and Jarque–Bera’s (1987) test for normality of errors
are performed. The computed test statistics for serial correlation, func-
tional form and heteroscedasticity follow a chi-square distribution with
1 degree of freedom, while the normality test statistic has a chi-square
distribution with 2 degrees of freedom. Since the 95 per cent critical
values for 2(1) and 2(2) are 3.84 and 5.99 respectively, on the basis of the
computed diagnostic statistics the null hypotheses of no problem of serial
correlation, no wrong functional form problem, normality of residuals
and homoscedastic distribution of errors cannot be rejected at the 95 per
cent level.

In this section an attempt was made to explain the deteriorating trend in
the share of exports of small states in terms of agriculture – exports and
exports–GDP ratios in the world economy. An examination was made of
whether there existed a valid long-run relationship among the variables, as
specified in the model. In light of the problems associated with the time
series properties of the variables, unit roots and cointegration methodolo-
gies were used in the estimation of the equation. The results confirmed a
genuine long-run relationship among the variables. In the long run as the
share of agriculture in total exports fell and the share of world exports–GDP
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rose, small states’ share of merchandise exports shrank. The short-run
dynamics were modelled following the error-correction methodology where
only globalisation was found to affect relative importance of small states.
The short-run model explained a relatively small variation in the dependent
variable and therefore other exogenous and policy factors might have con-
tributed to the declining importance of small states in the short run.

6.6 Implications for long-term trade and development of small
states and concluding remarks

While dependence on primary products and increasing globalisation in the
world economy can explain much of the trend in declining significance of
small states, there are other factors that aggravate the process either by
inhibiting or by not facilitating the desired favourable developments. The
long-term trade and development prospects of small states critically hinge
upon the interplay of these factors and without addressing them the
process of marginalisation cannot be tackled. To conclude this chapter,
therefore we provide some discussions on these issues below.

First, as the existing structure of the export sector does not allow small
states to take full advantage of high income growth in the world economy
one straightforward policy recommendation would call for diversifica-
tion of their export base by aiming at production and export of manufac-
tured goods. This option has, however, so far been proved to be a very
difficult one not only for small states but also for developing countries as
a whole. Although most small states have a natural comparative advan-
tage in the production of primary products, many of them in the past
pursued an inward-looking import-substitution strategy in order to
facilitate the formation of a manufacturing industrial base in the domes-
tic economy. The import-substituting industries developed under a pro-
tective regime remained inefficient and, in the face of severe external and
internal imbalances which confronted many small states, the policies for
trade liberalisation and reforms were carried out. Since the import-
substitution regime resulted in policy-induced biases against agriculture,
a policy reversal to export-promotion strategy only revived the static
comparative advantage of primary commodities. Thus the export struc-
ture remained ossified in many states and continued to be dominated by
primary commodities, thereby leaving the process of marginalisation
uninterrupted.
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Second, due to the small size of the domestic market an efficient manu-
facturing industrial base in small states can only flourish depending on
international trade.32 Small states are, however, frequently confronted by
other natural barriers to trade associated with unfavourable geographical
characteristics (such as remoteness, isolation and physical dispersion of
small pockets of population), which increase the costs of both export and
import trade relative to countries with more favourable geographical char-
acteristics. Small states pay higher transportation costs because of geo-
graphical locations, small volume of cargo, bulky low-value products (e.g.
agricultural commodities) and lack of equivalent return cargo. The figures
quoted in Bernal (2001) show that transportation and freight costs for
some small states are as high as 30 per cent of export volume compared to
only 4 per cent for large states. These excessive costs alone can serve to make
small states’ exports uncompetitive. There is evidence that a 10 per cent
increase in transport costs reduces trade volumes by about 20 per cent
(Limão and Venables, 2001). This has some serious consequences for small
states as Redding and Venables (2001) show that ad valorem transport costs
of 20 per cent on both final output and intermediate goods reduce the
domestic value added (and thus GDP) by 60 per cent when intermediate
goods account for 50 per cent of costs.33 As excessive transport costs sub-
stantially reduce the domestic value added out of the production of export
goods dependent on imported inputs, it not only affects international com-
petitiveness but also discourages foreign firms from relocating their pro-
duction to these countries even when the wages are low.34

Third, most small states also suffer from a poor state of physical and
social infrastructure (human capital), the development of which is con-
sidered to be vital for expanding productive capacities and particularly for
exporting the manufactured goods that have witnessed rapid growth in
world trade. However, infrastructure development is very expensive and
requires long-term investment. Given the current level of income and
domestic savings, the development of infrastructure and the level of
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32 Small size of the domestic market does not allow firms to exploit either internal economies of
scale (i.e. where unit cost is reduced as the size of the firm gets bigger) or external economies of
scale (i.e. where unit cost is influenced by the size of the industry).

33 This is compared to a country that faces zero transport costs. Redding and Venables revealed
that more than 70 per cent of variation in cross-country per capita income could be explained by
the geography of access to markets and sources of supply of intermediate inputs.

34 Note that domestic value added includes, amongst others, profits of the entrepreneurs.



domestic investment in many small states will critically depend on the
inflow of official development assistance (ODA). The inflow of ODA from
the developed countries to small states, however, witnessed a major decline
in the 1990s.35 From the data given in table 6.15 it is found that during the
late 1990s the flow of ODA to developing countries and small states
declined absolutely. However, while developing countries, on the whole,
managed to enjoy increased total financial flows from about US $74 billion
in 1990 to about US $79 billion in 1999, small states saw the flow going
down by about 67 per cent.

Perhaps the most obvious and important source of financing domestic
investment for manufacturing activities is the inflow of foreign direct
investment (FDI). During 1990–2000 world FDI inflow grew at a trend
rate of 14.2 per cent whereas the comparable rate for small states was com-
puted at 9.57 per cent.36 Figure 6.19 shows that small states’ share in FDI
inflow decreased from a high of about 2.5 per cent of total FDI in 1972 to
less than 0.5 per cent in 2000, with a clear negative long-term trend per-
sisting.37

Fourth, for a long time small states have benefited from the preferential
access given to them under various arrangements. The evolving trading
system, however, either has reduced the preferential trade margins for
these countries or threatens to erode the preferences altogether. For
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35 It needs to be mentioned that the flow of ODA to LDCs also declined in the 1990s.
36 For the period 1990–2000 the trend growth rates of FDI inflow into developed and developing

countries are estimated to be 13.63 and 15.10 per cent respectively.
37 The estimated trend line indicates a declining trend rate of 4.19 per cent.

Table 6.15 Official financial flows (millions of US dollars)

Total flows Total ODA

Year Developing countries Small states Developing countries Small states

1975 21,905 982 16,142 865
1980 42,591 1,693 32,460 1,505
1985 41,019 1,730 30,180 1,353
1990 74,122 2,872 56,036 2,427
1995 70,725 1,792 58,706 1,811
1999 79,165 950 50,543 1,076

Source: Authors’ estimate from UNCTAD (2001).



example, in the post-Uruguay Round average tariffs on industrial goods
stood at only 3.9 per cent, providing a very low margin of preference to the
recipient countries. Again, under the Lomé Convention many small states
have enjoyed preferential trade margins extended by the EU, which have
become incompatible under the WTO regime.38 WTO compatibility of
these provisions will require substantial opening up of the sectors cur-
rently protected for the beneficiary countries.39 As a consequence, the net
economic effect of the Uruguay Round trade liberalisation upon the
highly trade-preference-dependent economies is found to be negative
(Grynberg, 2001). Therefore, it appears that the global trading regime
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38 Grynberg (2001) provides a detailed discussion on this.
39 Some small states are heavily dependent on various commodity arrangements with the EU.

These typically cover exports from small states that would not be competitive in the world
market, but are of major economic and social importance to these countries. For example, the
Sugar Protocol offers valuable protection to St Kitts and Nevis, where sugar revenue accounts for
about 50 per cent of GDP. In light of the problem of WTO incompatibility, these arrangements
are being renegotiated and revised, resulting in considerable erosion of trade preferences to
small states (Berthelot, 2001).

Note: The straight line is the linear trend equation fitted to the data.
Source: Authors’ estimates from UNCTAD (2002).
Figure 6.19 Share of small states in global inflow of FDI
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under the WTO will have further negative consequences on exports and
trade of small states.40

Last but not least, factors associated with the internal or domestic economy
in many small states have adversely affected their export trade. Improper
interventions resulting in inefficiencies and leading to wastage of resources,
social and political unrest creating a domestic environment hostile to invest-
ment and production, inefficient and lengthy bureaucratic procedures along
with corruption causing high transaction costs, etc., all act in concert to make
the costs of doing business very high, which, in turn, reduces the competitive-
ness of tradable activities. In fact, the importance of an investment-friendly
domestic economy backed by sound macroeconomic management is more
crucial in small states as they face some natural disadvantages, which retard
investment. Based on the Country Policy and Institutional Assessment
(CPIA) of the World Bank, Collier and Dollar (2001) show that, just like the
large states, there is a positive relationship between good policy and economic
growth. While good governance may not in itself attract investment to loca-
tions that are structurally disadvantaged, nevertheless the role of internal
factors in export success cannot be overemphasised.

Small states pose a challenge to the international community in the
process of globalisation. They point to the fact that increased integration
and rising trade and investment in the world economy may not benefit them
substantially. The experience of marginalisation in world trade is mainly
associated with the inability to diversify exports. Most small states face dis-
advantages in diversification that stem not only from high unit costs of pro-
duction but also from a small, narrow and specialised resource base.
Between these endowed handicaps and a global policy framework which has
emphasised the maintenance of static comparative advantage, diversifica-
tion into dynamic sectors may initially be of marginal economic viability.
Therefore, an important source of funds for diversification must be the
international community. Without trade diversification away from trad-
itional exports, globalisation will almost certainly continue to be skewed in
favour of those larger states which are better able to respond to market
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40 However, it needs to be noted that while trade preferences have been vital in assisting small
economies to diversify production away from traditional monocrops (e.g. in Mauritius), they
have at the same time provided incentives not to diversify away from highly preference-depen-
dent exports. Certain quota-dependent preferences such as those which exist for sugar and
bananas have provided significant incentives for the continuation of production of particular
crops long after the economic necessity for such preferences has disappeared.



signals. While the Bretton Woods institutions have correctly advised small
states that establishing a stable and market-friendly policy environment is
an absolutely necessary condition to attract the investment needed to assure
diversification, this is not a sufficient condition. Only when the inter-
national community begins to recognise that market-friendly interventions
are necessary to assist small states to diversify their export base will the
process of marginalisation be arrested. Failing such a shift in policy, margin-
alisation will only serve to erode support for globalisation in small states.
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Appendix 6.1 List of small states

Sl. No. Country Remark Commonwealth member?

1 Antigua and Barbuda yes
2 The Bahamas data problem yes
3 Bahrain OIL
4 Barbados yes
5 Belize yes
6 Botswana yes
7 Cape Verde LDC
8 Comoros LDC
9 Cyprus

10 Djibouti LDC
11 Dominica yes
12 Equatorial Guinea OIL/LDC
13 Fiji yes
14 Gabon OIL
15 The Gambia LDC yes
16 Grenada yes
17 Guyana yes
18 Jamaica yes
19 Kiribati LDC yes
20 Lesotho LDC yes
21 Maldives LDC yes
22 Malta
23 Mauritius yes
24 Namibia data problem yes
25 Papua New Guinea yes
26 Samoa LDC yes
27 São Tomé and Principe LDC
28 Seychelles yes
29 Solomon Islands LDC yes
30 St Kitts and Nevis yes
31 St Lucia yes
32 St Vincent and the Grenadines yes
33 Suriname
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Note: All exports are in millions of US dollars.
Appendix 6.2 Merchandise exports from small states

Appendix 6.1 (cont.)

Sl. No. Country Remark Commonwealth member?

34 Swaziland yes
35 Tonga yes
36 Trinidad and Tobago OIL yes
37 Tuvalu data not

available/LDC yes
38 Vanuatu LDC yes

Note:
The list of small states is taken from Atkin et al. (2001). The Bahamas and
Namibia are actually excluded from the data set due to data problems.
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Note: Commercial services exports are given in millions of US dollars.
Appendix 6.3 Commercial services exports from small states
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Appendix 6.4 Share of individual small states in world merchandise exports
(share in 1970�1)
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7

Small economies and special and differential treatment:
strengthening the evidence, countering the fallacies

virginia horscroft

7.1 Introduction

Small economies present a particular challenge to the multilateral trade
regime: will it adjust to arrest their increasing marginalisation in world
trade that is undermining their development prospects significantly? This
challenge poses the question of whether emerging international trade rules
are damaging the trade and development interests of small economies and,
if so, whether derogations from those rules can avert such damage. An
answer that more favourable treatment offers small economies the poten-
tial for a beneficial means of insertion in world markets is incomplete,
however, without considering the negotiating context from which trade
rules emerge. Whether favourable treatment is likely to result from the
interstate bargaining process determining the rules is the more problematic
aspect of the challenge small economies pose for the multilateral trading
system.

This chapter argues that the peculiar economic characteristics of small
economies combine to constrain their potential to benefit from the global-
isation of markets under currently agreed trade rules. Though supported
by recent empirical evidence, these arguments are contentious1 and require
engaging with contrary views refuting that small size undermines trade
competitiveness, that vulnerability to external economic shocks and
natural disasters has real economic costs, and that small economies’ charac-
teristics are peculiar and worthy of specific responses. The chapter goes on
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1 See Briguglio (1995: 1615–20), Encontre (1999: 265), WTO (1999), UNCTAD (2004a) and
Grynberg (2001a: 289–91) for sympathetic reviews of small economies’ special concerns, and
Srinivasan (1986), Streeten (1993), Easterly and Kraay (2001) and Page and Kleen (2004: 82) for
opposing reviews.



to argue that, as the implications of emerging trade rules are realised, the
marginalisation of small economies will be exacerbated. Whilst modifying
multilateral trade rules is not the only initiative required to address the spe-
cific trade and development needs of small economies, it is argued to be
vital. The likely economic decline of these states in the absence of
favourable treatment will undermine the legitimacy of the multilateral
trade regime, particularly its assumption that trade liberalisation on the
basis of agreed rules is mutually advantageous. The more significant
difficulty, this chapter suggests, is not demonstrating this predicament con-
vincingly but achieving the necessary response as an outcome of trade
negotiating processes. Here, the special characteristics of small economies
undermine their bargaining power and likelihood of achieving beneficial
outcomes from the interstate negotiating processes that determine global
trade rules. The chapter concludes that it is not necessarily the case that
agreed and emerging international trade rules are beneficial for all
states: small economies can make a development case for more favourable
treatment.

The economies considered ‘small’ for the purposes of this chapter are
listed in table 7.1, alongside their key economic indicators.2

7.2 The costs of being small

When trading internationally in a real world characterised by cross-border
transaction costs, size does matter. Indeed being small, economically, is a
meaningful concept only where transaction costs make national economies
distinct entities. Thus, being small is integrally related to remoteness and
insularity:3 a small nation perfectly integrated into a larger contiguous
market may not be small economically,4 but a remote or insular nation
facing significant transport costs may be. Once the size of its domestic
market matters, the trade predicament of a small economy will be

228 virginia horscroft

2 This chapter does not aim to address the appropriate delineation of small economies; such dis-
cussions can be found in Davenport (2001: 1–2), Atkins et al. (2000: 4), Hein (2004), Read
(1999: 2–5) and Encontre (2004). The list in table 7.1 is of independent developing states with
populations under the standard threshold of 1.5 million, excluding those with GNI per capita
above US $9,386 (‘high income’ in World Bank terminology), but including those above the
population threshold identified by the Commonwealth Secretariat as exhibiting similar ‘small’
characteristics (Botswana, Jamaica, Lesotho, Namibia and Papua New Guinea).

3 Salmon (2003: 133). 4 Winters and Martins (2004a: 148).
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compounded by the importance of economies of scale in production.5

Where transaction costs impede trade, small economies will have limited
opportunities to benefit from globalising markets.

To understand the logic of the predicament facing small developing
economies, consider a state with a small domestic market that faces signifi-
cant trade transaction costs. Its small domestic market arises from its small
population and associated low total GDP. Being small contributes to high
transport costs via low and infrequent volumes, costs exacerbated by
remoteness or insularity.6 Simple economic models can demonstrate that
transport costs can stop trade from being feasible in such scenarios.7 If
limited trade continues, imports of production inputs will bear an excess
cost from transport and, where transaction costs prohibit such imports,
inputs will be produced domestically at high per unit costs given the small
domestic market and consequent inability to exploit economies of scale.
Similarly, non-tradable goods like roads and the protection of property
rights will be produced domestically at high per unit costs. Wherever
higher production and export costs outweigh small states’ differential
advantages over competitors, even in areas of comparative advantage, their
exports will require premium prices in world markets to sell at all.8

Comprehensive data have now been compiled substantiating this trade
predicament of small economies. Analysis by Winters and Martins (2004a)
provides strong evidence that businesses in small states face large and signif-
icant cost inflation factors relative to firms in the median state, sufficient to
undermine their potential for competitiveness even in areas of comparative
advantage.9 Summary results, presented in table 7.2, indicate that cost infla-
tion factors in micro-states exceed 50 per cent in six of eleven key production
inputs, and for small states exceed 30 per cent in five of the inputs, relative to
the median state. These detrimental competitiveness implications are cap-
tured in the cost inflation factors calculated for representative electronics,
garments and tourism businesses (table 7.3): garments manufacturing costs
in micro-states are estimated to exceed those in the median state by 36.3 per
cent, whilst tourism services costs in small states are estimated to exceed
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5 Winters and Martins (2004a: 8). 6 See Briguglio (1995: 1617).
7 Winters and Martins (2004a: 3–8); see also Srinivasan (1986: 211).
8 Winters and Martins (2004a: 1).
9 Winters and Martins (2004a: 130–47), using various indicators of policy quality, find no evi-

dence that economic policy is worse in small states than in large, and thus reject the hypothesis
that the revealed inefficiencies are self-inflicted.



those in the median state by 28.5 per cent. Winters and Martins (2004a:
118–24) illustrate the damaging implications of their findings by calculating
the resultant returns to factors of production in the likely scenario that small
states are price-takers in world markets, taking import costs as given and
receiving the world price for their exports. Using the example of electronic
assembly in a micro-state, if infrastructure services costs are also fixed,10

exports could not be competitive unless capital made losses larger than its
profits in the median state or, if capital were remunerated, would not be
competitive even if labour earned zero wages. Even in small states, if capital
is the residual factor, it must earn near-zero returns if exports in any of the
three example industries are to be competitive at world prices (see table 7.4).
Winters and Martins (2004a: 119) describe their findings as ‘devastating’.
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10 Winters and Martins (2004a: 120) argue that this assumption is reasonable, given that the costs
recorded in the dataset approximate general equilibrium results.

Table 7.2 Production cost inflation in micro- and small economies

Area of costa Microb Smallc

Airfreight average 31.8 4.1
Seafreight average 219.6 70.5
Unskilled wages average 60.1 31.6
Semi-Skilled wages average 22.4 12.1
Skilled wages average 38.0 20.3
Telephone marginal costs 98.5 47.2
Electricity marginal costs 93.1 47.0
Water marginal costs 0.0 0.0
Fuel average 53.8 28.3
Personal air travel average 115.7 56.8
Land rent average �3.5 �17.2

a All figures show the percentage deviation of costs from those in the median
economy
b ‘Micro’ economy estimates are based on Anguilla (population approximately
12,000)
c ‘Small’ economy estimates are based on Vanuatu (population approximately
200,000)
(source uses ‘Very Small’ for Vanuatu estimates, and ‘Small’ for economies the size
of Singapore (population approximately 4 million), which well exceeds ‘small’ in
this chapter)
Source: Winters and Martins (2004a: 102–3)



These data make concrete the substantial economic costs of being small
and remote,11 challenging the argument that being small is not a disadvan-
tage in a globalising world.12 They also challenge ubiquitous assertions that
services are less affected by transport and scale costs in small economies,13

offering evidence that services exports can be subject to even higher cost
inflation factors than goods exports.14 The findings demonstrate the
insufficiency of policy recommendations for small states to specialise in
their areas of comparative advantage and trade their way to higher welfare
levels. Indeed, argue Winters and Martins (2004b: 4), comparative advan-
tage need not be enough. Small states, like all states, have comparative
advantages; what sets them apart is that even if they specialise in these,
trade transaction costs and the inherent inefficiencies of small size may
prevent trade from being remunerative. Without remunerative returns to
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11 Winters and Martins (2004a: 102). 12 See Page and Kleen (2004: 82) and Read (2004: 368).
13 See World Bank (2002a: 16) and Page and Kleen (2004: 81–3).
14 Winters and Martins (2004a: 113–16).

Table 7.3 Cost inflation factors in micro- and small economies

Industrya Microb Smallc

Electronic assembly 36.4 14.3
Clothing 36.3 14.3
Hotels and tourism 57.5 28.5

a, b, c See table 7.2
Source: Winters and Martins (2004a: 119)

Table 7.4 Penalties to value-added in micro- and small economies

Factor of production
Electronics Clothing Tourism

bearing penaltya Microb Smallc Microb Smallc Microb Smallc

All domestic supplies �38.8 �11.6 �40.1 �12.0 �36.2 �17.4
Value added �88.0 �29.2 �86.0 �28.6 �71.9 �34.0
Capital �245.1 �91.8 �263.9 �99.9 �202.1 �98.4
Labour �175.5 �62.5 �161.0 �57.3 �116.5 �56.6

a, b, c See table 7.2
Source: Winters and Martins (2004a: 119)



capital, small states will be unable to attract investment; without remuner-
ative returns to labour, human development will be impeded.15 Rather than
being ‘extreme’,16 this analysis simply uses new empirical evidence to verify
an existing possibility within conventional economic theory. Small states
do have comparative advantages, but these need not be ‘operational’.17

These findings also clarify the types of economic opportunities small
states can exploit. Where small economies face world market prices for
their exports they are unlikely to be competitive, ruling out the export of
generic goods and services. Their export potential is in markets where
forms of rent exist or can be created for exploitation. Argues Grynberg
(2001a: 292), ‘while in other economies these quasi-rents constitute a basis
for high profits, in small states they are often a precondition for productive
commercial activity as rents are necessary to cover inherently high operat-
ing costs’. Examples include scarcity rents in commodity markets, for
example Solomon Islands’ timber,18 niche-market rents from location-
specific factors like tropical beaches for tourism in the Caribbean and time
zones for data processing in Fiji, and niche-market rents from branding as
in the cases of Jamaican Rum and Fiji Water.19 Rents, however, can be tran-
sient.20 Encontre (1999: 261) appraises small economies’ experience with
niche markets as being typically unsuccessful, characterised by commercial
ventures with very short life-spans. Thus, whilst small economies certainly
have opportunities to benefit from globalisation, competitiveness requires
their productive activities to be limited to those serving specialist markets
where shifting rents can be created and exploited, so they are far from
having stable foundations for their economic development.

At the same time, small economies have the most to gain from interna-
tional trade.21 Their small domestic markets, narrow resource endowments
and inability to exploit economies of scale mean the welfare they can attain
under autarky is very low indeed.22 International trade should offer these
states the opportunity to overcome their small size and increase their
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15 Winters and Martins (2004a: 119–20). 16 Page and Kleen (2004: 79).
17 Winters and Martins (2004a: 1).
18 Grynberg (2001a: 291–3) and Encontre (1999: 267) provide overviews of small economies’ rent-

based exports.
19 Competitiveness in most other exports from small states relies on institutions like trade prefer-

ences and tax concessions, discussed below.
20 Armstrong and Read (2002: 2–3) and Grynberg (2001a: 293–5).
21 Streeten (1993: 198) and Read (1999: 9).
22 See, for example, Read (2004: 365), Encontre (1999: 268–9) and Burki (2001: 10).



welfare, but this section has argued that nothing in economic theory guar-
antees that they will be able to operationalise this potential in the presence
of significant transaction costs.23 Their possible marginalisation in the face
of globalisation is a pressing concern, particularly because it is they that
are most dependent on international trade to improve their economic
welfare.24 Small economies have both limited opportunities to benefit from
globalising markets and the most to lose from such marginalisation.25

7.3 The costs of vulnerability

Small economies are particularly vulnerable to external shocks from world
markets and natural disasters,26 because of the severe constraints they face
in diversifying their production and trade.27 Thus Atkins et al. (2000: 1)
state, ‘There is growing international recognition that high economic
exposure, remoteness and isolation, and proneness to natural disasters
have a debilitating effect on small economies, despite the fact that some of
them exhibit relatively high per capita incomes.’ Indeed, their vulnerability
index ranks twenty-seven small economies among the thirty most vulner-
able developing countries.28 This section will explore the adverse economic
impact of vulnerability on small economies.

7.3.1 Vulnerability to external economic shocks

A number of small economies’ characteristics make them both highly
exposed to external economic shocks and extremely vulnerable to conse-
quent adverse effects. First, the limited production possibilities of their
domestic economies make small states highly dependent on trade,29 with
trade accounts typically very open (see figure 7.1).30 Secondly, their pro-
duction activities and more so their exports are highly concentrated in a
very small number of products (see figure 7.2), Jansen (2004: 14) arguing
that small economies’ export concentrations are very similar to those in
least developed countries (LDCs). Thirdly, small economies’ exports are
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23 Winters and Martins (2004a: 3–8). 24 Winters and Martins (2004a: 1–2).
25 See Grynberg and Razzaque (2003: 30). 26 Atkins et al. (2001: 63).
27 Briguglio (1995: 1616) and Jansen (2004: 14). Grynberg and Razzaque (2003: 53), Read

(1999: 7) and Briguglio (1995: 1616) argue that small economies’ typically limited resource
endowments exacerbate this lack of diversification.

28 Atkins et al. (2000: 25–33). 29 Briguglio (1995: 1616).
30 See also World Bank (2002b: 18).



directed to a very limited number of markets.31 Fourthly, generally the
products in which small economies’ exports are concentrated are com-
modities.32 UNCTAD (2003a: 5) finds that for the subset of small island
developing states (SIDS), the average ratio of agricultural trade to GDP is
the highest of all country groupings. Finally, and most critically, small
economies are unlikely to possess the capacity necessary to mitigate the
negative effects of external economic shocks.33 Not only do they face signif-
icant challenges in diversifying their economic activity and export bases,34

the World Bank (2002b: 18–19) argues small economies have ‘a smaller
pool of human and institutional resources to draw on to help predict, mit-
igate, and manage the effects of shocks’. Their small financial systems, with
little liquidity and constrained access to international capital, also make it
difficult for small states to implement macroeconomic policies to smooth
the impact of shocks.35

This exposure and vulnerability has a destabilising impact on small
economies.36 Atkins et al. (2000: 5–9) find the income volatility of small
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31 Dehn (2000c: 10, 22), World Bank (2002b: 18), UNCTAD (2003a: 7) and Jansen (2004: 1, 6).
32 Jansen (2004: 12). 33 Read (2004: 169). 34 Jansen (2004: 6–7, 14).
35 See World Bank (2001). 36 Auffret (2003a: 4, 7), Jansen (2004: 1) and World Bank (2002b: 21).

Note: The ‘small economies’ category refers to those countries listed in table 7.1
for which data were available; the number of observations in each category is 38,
41, 30, 32 and 34 respectively
Source: Jansen (2004) and author’s own calculations
Figure 7.1 Openness to trade in small economies
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states to be the highest in the developing world. Empirical evidence also
demonstrates that small states’ openness to trade increases the volatility of
their output levels and growth rates.37 Their high export concentrations are
found to play a major role in exacerbating the income volatility of small
states, through terms-of-trade volatility.38 Also, extreme concentrations in
commodity exports are shown to exacerbate volatility.39 It is widely recog-
nised that such volatility of income and consumption aggregates does
matter for economic growth and welfare.40 Whether or not other character-
istics of small economies work to counteract the negative growth impact of
volatility41 makes it no less true that high volatility in key macroeconomic
aggregates like income and consumption affects growth negatively.42 And
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37 Easterly and Kraay (2001: 104), World Bank (2002b: 18) and Jansen (2004: 1, 6).
38 Jansen (2004: 9–12). 39 Dehn (2000c: 10).
40 See Jansen (2004: 1), who cites the relevant evidence from the literature, as well as Auffret

(2003a: 4, 7), Collier and Dehn (2001: 2), Atkins et al. (2000: 7) and Easterly and Kraay (2001:
104–5). On terms of trade shocks, see Dehn (2000a: 23). On uncertainty and private investment,
see the different findings of Dehn (2000b: 3) and Jansen (2004: 3–4).

41 Easterly and Kraay (2001: 102–8) argue that the negative effect of volatility on growth in small
states is offset by the positive effect of their openness to trade on growth, which appears to lead
Page and Kleen (2004: 81) to infer that volatility itself does not matter. 42 Read (2004: 169).

Note: The ‘small economies’ category refers to those countries listed in table 7.1
for which data were available; the number of observations in each category is 27,
33, 24, 30 and 31 respectively
Source: Jansen (2004) and author’s own calculations
Figure 7.2 Export concentration in small economies
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as Read (2004: 372) argues, small states’ vulnerability to external economic
shocks will only increase with globalisation and small states’ greater inte-
gration into world markets.

7.3.2 Vulnerability to natural disasters

The development prospects of small economies are also constrained by the
‘multifaceted’ welfare effects of natural disasters,43 to which they are both
highly exposed and peculiarly vulnerable. Small states’ exposure is geo-
graphic, from their typical location within hurricane and cyclone belts, and
sometimes seismic activity zones.44 Small states’ vulnerability is socioeco-
nomic, arising from the interaction of a number of their characteristics.
First, frequently small size means that natural disasters devastate entire
countries, hence aggregate effects are marked relative to large states where
these are mitigated by regional variations in the impact on economic activ-
ity.45 Secondly, dependence on agriculture for output and exports increases
the economic damage of natural disasters, particularly weather events.46

Thirdly, small economies’ narrow resource bases and undiversified eco-
nomic activities and exports concentrate risk.47 Fourthly, their relatively
low incomes impede household and state expenditure capacities on pre-
ventative measures. Fifthly, inefficient, incomplete or entirely absent insur-
ance markets reduce scope for managing risk.48

The exposure and vulnerability of small developing states is evident
from the data on natural disasters summarised in table 7.5. Small states are
widely recognised as being the most vulnerable to natural disasters because
of their exposure, having the highest frequency of natural disasters in the
world relative to population or land area.49 As these states develop, the eco-
nomic cost of their natural disasters will rise ‘exponentially’.50 That
prospect, combined with predicted increases in the frequency and intensity
of damaging weather events, leaves SIDS estimated to be facing annual
losses from natural disasters exceeding 10 per cent of their GDP by 2050.51
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43 Charveriat (2000: 10).
44 Charveriat (2000: 47–56), Freeman et al. (2003: 8), Rasmussen (2004: 5), Atkins et al. (2000: 3)

and Auffret (2003a: 13). 45 Charveriat (2000: 21, 39). 46 Charveriat (2000: 21).
47 Freeman et al. (2003: 9).
48 Rasmussen (2004: 4), World Bank (2001: 12) and Gurenko and Lester (2004: 3).
49 Rasmussen (2004: 3), Encontre (1999: 262), International Workshop (2004: 2), Atkins et al.

(2000: 30), World Bank (2002b: 18) and IMF (2003: 7). 50 Benson and Clay (2003: 76).
51 Freeman et al. (2003: 8).
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Table 7.5 The extreme vulnerability of small economies to natural disasters
(1970–2003)

Population impact of natural
Incidence of natural disasters disasters

Total affected
Number of persons 

Events/ Events/ events with (percentage
Country Number population land Area record of of 2003
groupinga of eventsb (index) (index) affected persons population)

Small economies 432 1,229 290 303 67.8
of which: Africa 177 1,051 174 117 93.2
Caribbean/Latin 96 1,384 697 67 53.2

America
Pacific 149 1,652 500 110 47.9
SIDS 285 1,495 882 204 46.6

Other least 1,446 175 126 1,130 109.5
developed
countries

Other developing 4,126 74 93 3,130 101.1
countries

Developed 1,450 140 84 748 5.4
countries

World 7,454 100 100 5,311 88.6

a Only countries with at least one natural disaster during 1970–2003 are
included, yielding: 37 small economies of which 13 are in Africa, 11 are in
the Caribbean or Latin America, 10 are in the Pacific, and 26 are SIDS; 34
other LDCs; 89 other developing (or transition) countries; and 23 developed
countries. Data for country groupings reflect weighted averages of the data
for the individual countries therein, calculated on the basis of
aggregate group data, rather than reflecting simple averages of individual
country data
b Only natural disasters involving at least 10 people being killed, at least 100
people being affected, a call for international assistance, or the declaration of a
state of emergency are recorded in EM-DAT; 2004 data are excluded because they
are preliminary as yet
Source: EM-DAT (2004), World Bank (2004) and UNCTAD (2004c); author’s own
calculations 



Empirical evidence on the economic impacts of natural disasters in
small economies indicates the significant challenge to trade and develop-
ment these pose.52 Typically, disasters are associated with immediate sharp
contractions in output and GDP growth, contractions exacerbated by the
share of agriculture in economic activity. External trade balances worsen
substantially, from the shocks to exports arising from output shocks and
damage to trade infrastructure, and from surges in imports occurring to
underpin reconstruction. Current account deficits worsen, sometimes to
‘staggering’ dimensions.53 Public finances worsen also, from higher expen-
diture requirements and a reduced revenue base. Generally, increased
foreign aid and official assistance are insufficient to offset these fiscal
impacts.54 As a result of foreign borrowing to fund fiscal and current
account deficits, typically external debt to GDP ratios increase. Frequently
also, inflation becomes a concern. Although the population proportions
affected by natural disasters in small states are relatively low, they reflect
significant real costs to the labour force nonetheless. These severe macro-
economic consequences are, of course, in addition to the psychological and
social effects of human suffering,55 the impact of which typically is most
acute for the poor.56

Furthermore, natural disasters can have significant economic effects on
small states beyond the short term. Incomplete reconstruction of damaged
capital will necessarily reduce future growth, a growth effect that can
emerge from a shortfall or delay in reconstruction financing.57 Recon-
struction may not even be possible, where factor endowments such as coral
reefs are destroyed.58 The redirection of capital from planned projects to
reconstruction imposes an opportunity cost on productive capacity and
growth, in the likely event that the marginal improvement of reconstructed
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52 For evidence summarised in this paragraph, see Rasmussen (2004: 5–11), Freeman et al. (2003:
11), Charveriat (2000: 15–21, 36–9), Benson et al. (2001: 12–17), ECLAC and IDB (2000: 7–12),
World Bank (2002b: 25–7) and IMF (2003: 10–11).

53 See, in particular, Rasmussen (2004: 8).
54 Freeman et al. (2003: 14) cite Inter-American Development Bank evidence that an average of 8.6

per cent, and at most 25 per cent of direct disaster costs are covered by international assistance.
Dependence on overseas assistance is itself a form of risk exposure, increasingly unwise as real
official development assistance declines (Charveriat (2000: 1)).

55 See especially Charveriat (2000: 10–12).
56 See, in particular, Freeman et al. (2003: 10) and Charveriat (2000: 26).
57 Auffret (2003a: 17), ECLAC and IDB (2000: 13–14), IMF (2003: 9) and Charveriat (2000: 13,

22–4). 58 Charveriat (2000: 23) and ECLAC and IDB (2000: 15).



over pre-disaster capital is less than would have been the rate of return from
the planned projects forgone.59 Moreover, risk reassessments and disaster-
induced solvency problems may reduce the investment attractiveness and
capacity of vulnerable regions.60 Damage to educational and health infra-
structure, together with household-level effects reducing access to these
services, reduce human capital formation – a foundation for future eco-
nomic growth.61 Vulnerability to natural disasters also is strongly corre-
lated with income and consumption volatility, with consequent welfare
effects.62 In addition, detrimental long-term effects arise from the increases
in poverty typically associated with natural disasters.63 There is also evi-
dence that worsening public finances go beyond short-term fiscal deficits,
to significant reallocations of public resources away from capital expendi-
ture and social sector programmes.64 Finally, higher external debt increases
the future risk exposure of small states, expanding the debt servicing drain
on public finances and possibly increasing the risk premiums financiers
demand.65

These considerations make the argument that natural disasters do not
affect long-term economic growth highly improbable.66 If there has been
little empirical evidence of long-term lower economic growth in disaster-
prone states, not only is it now emerging,67 but this is largely the result of
there being little empirical work at all on the long-term impacts of natural
disasters.68
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59 Charveriat (2000: 23).
60 Auffret (2003a: 28), Freeman et al. (2003: 13) and Charveriat (2000: 23–5).
61 Freeman et al. (2003: 13), Charveriat (2000: 23) and Encontre (1999: 262).
62 Rasmussen (2004: 11), Auffret (2003a: 4, 7, 15) and World Bank (2002b: 45).
63 ECLAC and IDB (2000: 16) and Charveriat (2000: 26).
64 Benson and Clay (2003: 77, 83). See also ECLAC and IDB (2000: 15), Charveriat (2000: 23),

Gurenko and Lester (2004: 3), IMF (2003: 4), Freeman et al. (2003: 13) and evidence of the mir-
roring of this behaviour by donors in Benson and Clay (2003: 76).

65 Charveriat (2000: 13, 24), Freeman et al. (2003: 11–13) and ECLAC and IDB (2000: 15).
66 See Page and Kleen (2004: 79), whose argument to that effect appears to be based on Encontre

(1999: 263–4). The latter compares average growth rates with natural disaster incidences in
SIDS over two decades, without engaging in statistical analysis to hold other factors constant, to
observe only that both high and low growth performers experience both high and low disaster
incidences.

67 See Freeman et al. (2003: 11), Charveriat (2000: 1), ECLAC and IDB (2000: 12–16), Benson et al.
(2001: 92) and Auffret (2003b: 28). Benson and Clay (2003: 76) state, ‘Disasters, especially when
these reoccur frequently, appear to have longer-term consequences for economic growth, devel-
opment, and poverty reduction.’ Similarly Freeman et al. (2003:11) argue, ‘The macroeconomic
and developmental implications of natural disaster[s] can be both large and long lasting.’

68 Rasmussen (2004: 11).



Critics contend also that vulnerability to natural disasters is endogen-
ous, implying that policy remedies are readily available to small states at
reasonable cost.69 However, small economies face significant impediments
in reducing their vulnerability to natural disasters. The constrained gover-
nance capacities of state institutions make problematic the formulation
and enforcement of vulnerability-reducing regulations.70 Continuously
shifting vulnerabilities, arising from altered exposure due to climatic
changes and from altered vulnerability due to socioeconomic change, exac-
erbate governance problems by requiring frequent re-evaluations of risks
and appropriate preventative measures.71 Moreover, the costs of preventa-
tive measures can be ‘inordinately’ expensive.72 Market inefficiencies
ensure that disaster insurance, if available at all, is highly volatile and typic-
ally requires prohibitively high premiums in small states.73 Standard policy
prescriptions for economic diversification into areas of comparative
advantage74 are of little utility where small size constrains diversification,75

comparative advantages are held in activities – like agriculture and
tourism – particularly vulnerable to natural disasters, and more disaster-
resistant activities like manufacturing are uncompetitive. As with external
economic shocks, therefore, small economies face substantial obstacles in
attempting to reduce their vulnerability to natural disasters.

7.4 The costs of governance

A very important scale economy that small states cannot exploit is gover-
nance.76 Whilst poor governance, in terms of democracy, stability and
the rule of law, is not a pressing issue for small states (see table 7.6),77

policy capacity and the costs of best practice are. The substantial capacity
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69 See Page and Kleen (2004: 79).
70 On these prescriptions, see Rasmussen (2004: 14) and IMF (2003: 13).
71 See IPCC (2001) on climate change, in particular for SIDS; and Benson and Clay (2003: 78–80)

and Benson et al. (2001: 88) on changing socioeconomic vulnerabilities.
72 Freeman et al. (2003: 16).
73 Rasmussen (2004: 12–13), Freeman et al. (2003: 17), World Bank (2001: 9–10) and Auffret

(2003b: 13). See also Benson and Clay (2003: 78) and Gurenko and Lester (2004: 2).
74 See Rasmussen (2004: 14), IMF (2003: 8) and Freeman et al. (2003: 15).
75 Charveriat (2000: 22).
76 See Schahczenski (1990) and Braun et al. (2002); see Srinivasan (1986: 211) for an opposing

view.
77 See also Winters and Martins (2004a: 130–47) and Collier and Dollar (2001: 16). On the rela-

tionship between good governance and economic success see Burnside and Dollar (1997).



requirements and costs of implementing international trade agreements78

are a severe concern for small developing countries, whose human and
financial resources are dwarfed by the complex array of international trade
disciplines with which they must work.79 This section will focus on a
further relationship between costly governance and trade capacity critical
in small states: the way in which state institutions augment the trade capac-
ity of the private sector.

Economies of scale in governance arise from the population-invariant
minimum set of responsibilities a state has towards its citizens and with
respect to other states, government functions typically exhibiting high fixed
and low marginal costs.80 Governance in small states is thus generally more
costly per capita than in large states.81 Both Murray (1981: 245–7) and
Armstrong and Read (2002: 2–3) argue that conventional policy and eco-
nomic models assume, without making explicit, a minimum state size and
administrative resource base which small states fall below. Frequently, these
prohibitive costs of adequate governance are mitigated by understaffing
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78 See Finger and Schuler (2002: 501), Michalopoulos (2002: 69) and Armstrong and Read (2002: 16).
79 On implementation costs, see Finger and Schuler (2002: 501).
80 Briguglio (1995: 1617), Farrugia (1993: 221), Encontre (1999: 265) and Armstrong and Read

(2002: 2).
81 See Hausmann (2004) for evidence of the poor performance of independent states in the

Caribbean relative to their dependent neighbours, and Bertram (2004: 345–50) for similar find-
ings in the Pacific.

Table 7.6 2002 governance indicators for small economies

Governance indicatora Observationsb Averagec

Voice and accountability 40 0.28
Political stability 29 0.32
Government effectiveness 37 �0.17
Regulatory quality 38 �0.22
Rule of law 38 �0.06
Control of corruption 38 �0.09

a Estimates range from �2.5 to �2.5, with estimates for the full sample averaging
zero
b Number of observations varies with missing data
c Simple average of estimated scores, none of which are significantly different
from zero even at the 10 per cent level
Source: World Bank Institute (2002) and author’s own calculations



among professionals and a reduction in the scope of state responsibilities.82

Small populations, especially those experiencing skilled labour emigration,
present a significant challenge to the recruitment of qualified and experi-
enced officials for public institutions.83 The result is ‘problematic gover-
nance capacity’: state officials are severely overstretched relative to their
responsibilities, and sometimes relative to their skills and experience, whilst
even these limited state responsibilities may be inadequate for the needs of
the population in the current global context.

Small states’ governance constraints affect the trade capacity of their
private sectors, especially given the latter’s inexperience in international
trade and lack of required entrepreneurial skills.84 For example, if a small
state’s facilitation of trade is ineffective, consumers and exporters will bear
costs arising from inefficient customs, standards and quarantine regula-
tions. States may be unable to facilitate the extremely costly certification
systems vital for niche marketing.85 Government responsibilities may not
feasibly extend to the provision of access to overseas market – including
regulatory – information to their private sectors,86 non-rival goods that are
otherwise extremely costly to individual entrepreneurs and vital to access-
ing transitory niches. Small states also may underachieve in negotiating
product – especially commodity – pathways, the means by which their
private sectors can realise market access abroad.87

Their problematic governance capacities make it difficult for small states
to reduce trade transaction costs through trade facilitation and to negotiate
product pathways for their exports, state activities vital to the trade capaci-
ties of their private sectors.

7.5 Characteristics in combination

Thus far, this chapter has presented arguments and evidence regarding the
significant economic costs imposed on small states by their size, vulnerabil-
ity to external economic shocks and natural disasters, and problematic
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82 Farrugia (1993: 222) and Gay (2004: 4).
83 Briguglio (1995: 1617), Murray (1981: 250–4) and Gay (2004: 15).
84 See World Bank (2002a: 29) on the entrepreneurial skills base in Pacific Islands.
85 See Vossenaar (2004: 74–82) on barriers to entry in niche markets; and Saqib (2003: 270–1) on

costly certification.
86 English and de Wulf (2002: 160–2), Wilson (2002: 428) and Grynberg (2001a: 294).
87 See Wilson (2002: 431–2) on technical barriers to trade, and Malua (2003: 185, 187) and

Vossenaar (2004: 79) for case studies.



governance capacities. In each case, it is through a combination of many
characteristics of small states that these costs are generated.88 The small size
of an economy, for example, is important only in the context of trade trans-
action costs such as those arising from remoteness and insularity. Small
economies are highly vulnerable to external economic shocks where they
are open to trade and have undiversified exports. Similarly, their vulner-
ability to substantial economic damage from natural disasters results from
small economies’ exposure to such disasters combined with small land
areas, large agricultural shares of production and incomplete insurance
markets. Finally, small economies’ governance capacities are problematic
for trade in cases where indivisibilities exist in trade facilitation and skilled
human capital is scarce.

It follows that cross-country econometric analyses regressing economic
growth on any one characteristic – distances to major markets, population
sizes, numbers of natural disasters, and so forth – may not yield significant
results. Large contiguous states with great distances between capitals will
offset the detrimental effects of distance for small insular states. Small
states integrated and contiguous with regional markets will offset the detri-
mental effects of small domestic markets for small remote states. Large
developed states experiencing many natural disasters will offset the detri-
mental growth impacts of natural disasters on developing countries with
small land areas. Because it is combinations of characteristics that engen-
der disadvantages, it is erroneous to treat these characteristics as being sep-
arable for analytical purposes.89 For the same reason, it is mistaken to argue
as Srinivasan (1986: 217) does that small economies do not face a special
predicament because, ‘Many of the problems allegedly faced by small
economies are . . . not peculiar to them’, a position echoed by Page and
Kleen (2004: 80). Instead, since it is the combination of many characteris-
tics of small economies that yields the significant economic costs that
undermine their trade prospects, states exhibiting those multiple charac-
teristics have a strong case for special consideration. The interaction of
characteristics deriving from small size, vulnerability and governance
capacity impedes the potential of small economies to integrate into global-
ising markets on a competitive basis, and thereby mitigate the constraint on
their development posed by size.
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88 See also Salmon (2002: 4) on this point.
89 For an example of such an approach, see Page and Kleen (2004: 80).



7.6 The limits of regionalism

The standard recommendation for small states to mitigate the deleterious
effects of their small size, vulnerability and governance capacities is region-
alism.90 Thus, for example, the integration of small economies in regional
markets is argued to overcome the limits of small domestic markets and the
constraints on their exploiting economies of scale.91 Regional cooperation
is meant to mitigate small states’ vulnerability to natural disasters, particu-
larly regarding the costs of preventative actions and the capacity to absorb
damage. Regional government is proffered as a solution to indivisibilities in
governance via the exploitation of scale economies and the regional provi-
sion of public goods and infrastructure.92 As Murray (1981: 247) argues,
small states are to be ‘scaled up’ to suit existing ‘doctrines of effective
administration’. In the extreme, small states are recommended to cease to
be states.93 Consequently, the existence of the opportunity for regional
integration is argued to make persistent small size an endogenous charac-
teristic, a policy choice for which small states should bear the costs.

It is beyond contention that regionalism has much to offer small
economies. It is also readily apparent that small states have recognised these
advantages and forged various regional groupings incorporating, to different
degrees, integrated markets, natural disaster cooperation, and elements of
regional governance.94 However, there are strict limitations on the extent to
which regionalism can solve the trade predicaments of small economies.

First, full market integration among a region of small economies will not
necessarily make those states better off, or more able to compete in global
markets. The most obvious reason is trade diversion, with economic
models demonstrating that the integration of a group of small economies
may reduce their aggregate welfare.95 Empirical analysis also calls into
question the degree to which geographical regions of small states can be
assumed to be regions in economic terms. Bertram (2004: 345, 352), for
example, provides evidence that the small economies of the Pacific do
not form an economic region, and cites similar evidence for geographic
regions elsewhere.96 Eliminating trade barriers, even achieving regulatory
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90 See Streeten (1993: 197). 91 Hausmann (2004) and Streeten (1993: 197–8).
92 Streeten (1993: 197) and Schiff and Andriamananjara (1998: 2–3).
93 See Srinivasan (1986: 211). 94 See, for example, South Pacific Forum Secretariat (2001).
95 Schiff (1996: 11, 32), Read (1999: 15) and World Bank (2002a: 10–11).
96 See also Encontre (1999: 265).



harmonisation, will not necessarily eliminate trade transaction costs and
forge a large single market in any of the main geographic regions where
small economies are concentrated. Substantial transaction costs will persist
from remoteness and insularity; aggregating populations not only yields
numbers still small in global terms but misleadingly implies a single
domestic market. On this basis, the World Bank (2002a: 7–8) criticises
regional integration among Pacific Islands because it will yield a still small
‘aggregate’ market dispersed over hundreds of islands with extremely high
intra-regional transport costs, and virtually identical patterns of economic
activity and comparative advantage.

Secondly, regional cooperation is unlikely to alleviate fully the economic
costs of vulnerability to natural disasters. Small states are already cooperat-
ing to enhance their capacity to provide public goods such as early warning
systems, cooperation which could increase to encompass risk pooling.97

The degree of risk covariance within regions, however, together with their
relatively low income levels throughout, must constrain the potential of
regionalism to enhance coping strategies. Moreover, the extremely similar
patterns of economic activity and exports within regions of small states
suggest that mitigating vulnerability through diversification at a regional
level will be problematic. Additionally, the most significant limitations on
disaster insurance appear to arise not from inadequate regional cooper-
ation but from weaknesses in global reinsurance markets.98

Thirdly, regional government is not a complete solution for governance
problems in small states. It offers, and is being utilised for, substantial
economies of scale in policy development and in negotiations with states
outside the region.99 However, the dispersion of regional populations
among remote insular land areas inhibits the potential for efficient regional
provision of public goods and infrastructure. Additionally, the recruitment
problems posed by small populations and skilled labour emigration are
mitigated – not eliminated – at the regional level.

This section contends not that regionalism does not offer opportunities
for small states to mitigate the costs imposed by their economic size, vul-
nerability and governance capacities, but that these opportunities are
limited. Small economies’ predicaments cannot be eliminated entirely by
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97 World Bank (2001: 13).
98 See Freeman et al. (2003: 17), Rasmussen (2004: 10) and World Bank (2001: 10).
99 Winters and Martins (2004a: 148), Schiff and Andriamananjara (1998: 2, 29) and South Pacific

Forum Secretariat (2001: 507–9).



regional integration, and it is thus mistaken to attribute this predicament
to the policy choices of those states.

With the advantages of regionalism qualified, policy prescriptions shift
to global integration for small states,100 implying that small states’ disad-
vantages arise from their lack of integration into the global economy.101 By
any measure of trade exposure, the degree of global integration of small
economies is not deficient nor – as the next sections will demonstrate – will
more integration necessarily benefit small states facing inherent challenges
to their competitiveness. Instead, what small economies require is a more
beneficial means of insertion into international markets than they cur-
rently experience.

7.7 Being ill-equipped to benefit from globalisation

The foregoing sections have explored small economies’ peculiar disad-
vantages in their potential to exploit opportunities arising from globalisa-
tion. These constraints on their global competitiveness are persistent, to
varying degrees, and condition an expectation of small economies’
increasing marginalisation in world trade and declining development
prospects. This expectation is not radical, with Winters and Martins
(2004a: 2) arguing that, in the absence of mitigating policies by the inter-
national community, small economies will become worse off as the world
economy globalises. Encontre (1999: 269) adds that most SIDS are likely
to gain ‘little benefit’ from the process of multilateral trade liberalisa-
tion,102 with UNCTAD’s Officer-in-Charge (2004a: v) arguing that SIDS’
intrinsic disadvantages mean they will be ‘unable to seize these [globalisa-
tion] opportunities unless certain special measures to compensate their
disadvantages are granted to them by their development partners’.
Grynberg and Razzaque (2003: 52–3) demonstrate that small economies
are already being marginalised in world trade flows, while Braun et al.
(2002) provide evidence of the declining relative economic performance
of newly independent states, such as small economies, largely as a result of
the associated decline in the size of their secure market access which the
existence of sovereignty – even with open trade policies – necessarily
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100 World Bank (2002a: 10) and Schiff (2002: 18). 101 See Page and Kleen (2004: 43).
102 The other exception he notes is any SIDS that are able to enhance the global competitiveness of

their merchandise exports, which the earlier cited evidence regarding business costs in small
economies would appear to make unlikely.



implies.103 Bertram (2004: 344) finds similar evidence for small
independent states in the Pacific, as well as for the whole group of SIDS.

This argument is not about the past growth performance of small
economies, and their ensuing current levels of per capita income. Nothing
in the argument is invalidated by evidence that small economies are not
currently the world’s lowest per capita income group, or have not suffered
the world’s lowest growth rates in recent years.104 As the data in table 7.7
indicate, the recent historical growth performance of small economies has
exceeded that of LDCs. Beyond the averages, it is important to recognise
that the relatively better performance of some small economies masks the
poor growth record and current low per capita income levels of others. In
particular, sixteen of the forty-one small economies considered in this
chapter are LDCs (representing one third of LDCs),105 and a further two are
landlocked developing countries. Briguglio (1995: 1615) cautions that per
capita income data conceal the reality of small economies’ threatened eco-
nomic viability, and Read (2004: 365) argues that, ‘Globalization represents
a particularly significant threat to the continued survival of many success-
ful small island states as independent entities given the greater susceptibil-
ity of their economies to changes in the international system.’ However,
relatively good past economic performance has led some analysts to argue
that it is difficult for small economies to ‘make a development case’ for
special and differential treatment.106 As Winters and Martins (2004a: 1)
argue, that reasoning is invalid because it is based on historical data only,

. . . ignoring the question of [whether] small countries are likely to be
able to respond to the changes brought about by globalisation and the
ability of small countries to respond to present and future changes in
the global trading system. For small states the policy issue is not past
performance but rather whether they are well positioned, given the
globalisation of trade, to capitalise and achieve growth rates similar to
those achieved in the past.

The validity of a future expectation cannot not be judged on the basis of
historical data.
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103 See also Hausmann (2004). Additionally, World Bank (2002b: 2–3) data indicate the declining
average growth rate of GDP in Pacific Islands since the 1970s, to a point of virtual stagnation.

104 See Easterly and Kraay (2001: 97–8) and Page and Kleen (2004: 80–2) in particular, but also
Read (2004: 368).

105 Note also that of these, UNCTAD (2004b: 5) regards seven as ‘regressing’ economies, and a
further four as ‘slow-growth’ economies. 106 Page and Kleen (2004: 82).



This historical economic performance of small economies occurred in
the context of their particular mode of insertion into specific market struc-
tures in the global economy in that period. By contrast, expectations about
future economic performance must account for recent and imminent
changes in the global economy and multilateral trading system, altering
both that mode of insertion and the structures of particular markets of
interest to small economies. A relevant global economic change, for
example, is the declining real value of aid and declining share of it accruing
to small economies typically heavily reliant on it.107 A relevant change
within the multilateral trading system would exist if, for example, the selec-
tion of markets being liberalised and distortions dismantled were detri-
mental to the export competitiveness of small economies. Analysts have
typically assumed that there must exist advantages of small size – asserting
greater social cohesion, bureaucratic flexibility, less popular resistance to
change, greater solidarity, fewer vested interests, a disproportionately
strong international voice and freedom from interference by major
powers108 – sufficient to offset small economies’ lack of international com-
petitiveness. These advantages, if they exist, need have had no such strong
offsetting effects on competitiveness if, instead, the relatively good average
growth performance of small economies has arisen from their historically
favourable means of insertion in the global economy.
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107 Based on data in UNCTAD (2003c); see also Grynberg (2001b: 330) and Briguglio (1995:
1622) and Collier and Dollar (2001: 23) on higher per capita aid receipts in small states than in
large.

108 Streeten (1993: 199–200), Srinivasan (1986: 211, 214), WTO (2002: 11) and Armstrong and
Read (2002: 8).

Table 7.7 Average annual GDP growth (1990–2000)

Per capita GDP
Country groupinga GDP growth rate (%) growth rate (%)

Small economiesb 3.6 1.9
All least developed countries 3.6 1.1
All developing countries 4.8 3.0
Developed market economies 2.4 1.7

a The definition of country groupings is given in UNCTAD (2003c: x)
b Simple average, excluding Nauru, Palau and Timor-Leste due to missing data
Source: UNCTAD (2003c) and author’s own calculations



7.8 Being vulnerable to harm from globalisation

Thus far, this chapter has explored why small economies are poorly posi-
tioned to exploit the opportunities emerging from globalisation. Equally
critical is the threat that further globalisation of markets according to cur-
rently agreed multilateral trade rules will damage the economic welfare of
small economies. Underpinning this threat is the dependence of most small
states on trade preferences for the feasibility of their key exports to major
markets in developed countries.109 Tariff preferences are already eroding as
a consequence of multilateral trade liberalisation and the proliferation of
free trade agreements.110 In compliance with WTO dispute rulings, small
economies also face the imminent modification or dismantling of espe-
cially favourable subsidy preference schemes for their commodities.111 This
section will show how preferential access to markets in developed countries
has been vital to the economic performance of small states, how vulnerable
these states are to preference erosion, and the gravity of the economic con-
sequences of their loss of preferences.

Small economies enjoy a considerable degree of preferential access to
the markets of their former colonial and major regional powers, particu-
larly for the tropical commodities that colonial rule structured as their
comparative advantages. Small economies’ access to preferential arrange-
ments is summarised in table 7.8.112 The value of these preferences to small
economies has been substantial, flowing through terms-of-trade gains,
greater export values and volumes, higher GDP, greater employment espe-
cially in rural areas, a degree of stability in ‘farm gate’ prices, higher house-
hold incomes, and increased government revenue.113 Reviewing the
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109 Grynberg (2001a: 274–9). 110 Schiff (2002: 14).
111 See Oxfam (2004: 2–3) on WTO disputes and the EU sugar regime, Mitchell (2004: 34, 38) on

catalysts for change in the US sugar regime, and Laurent (forthcoming: 2–9) on WTO disputes
and the EU banana regime. Note that this chapter will use ‘tariff preferences’ to refer to prefer-
ence schemes based on simple tariff concessions, and ‘subsidy preferences’ to refer to preference
schemes based on tariff-free quota access to subsidised markets abroad.

112 See Panagariya (2002: 1419–21) on ACP–EU schemes, and Ozden and Sharma (2004: 5–6) for
an overview of the CBI. Note that in the absence of specific preferential schemes, non-LDC
small economies must rely on Generalised System of Preferences (GSP) schemes. The smaller
preferential margins available under GSP than under ACP–EU arrangements, for example, is
suggested by Tangermann (2000: 21). See also Grynberg (2001a: 279).

113 See UNCTAD (2003a: 18) on the substantial benefits; Ozden and Sharma (2004: 12) on accru-
ing preference rents; Subramanian (2003a: 2) on terms-of-trade and export gains; Armstrong
and Read (2002: 8) on export multiplier effects; Choraria (2004: 13–14) for value-chain



literature on the impact of preferences, Alexandraki and Lankes (2004:
6–7) argue that preferences have enhanced market access relative to the
counter-factual of no preferences, encouraged export-driven economic
development and provided valuable transfers to small economies.
UNCTAD (2003a: 7) argues that preferential margins have been sufficient
to compensate for the inherent lack of competitiveness of the exports of
small – in particular island – economies. Alexandraki and Lankes (2004:
24) calculate that, among non-LDC developing countries, eleven of the
twelve states receiving the highest total preference margins for their
exports are small economies.114 These data dispel assumptions that
middle-income status alone is sufficient to avert the problems of adjusting
to liberalising markets. The findings, reproduced in table 7.9, indicate
clearly the size and importance of trade preferences, with preference
margins adding almost a quarter or more to the value of exports for the top
six of these small economies. For sugar, for example, small economies
account for nearly 93 per cent of the total ACP sugar quota volume in the
EU market, and hold another tenth of that volume again from US sugar
quotas.115

Small economies’ extreme vulnerability to significant economic damage
from the loss of preferences arises from the highly preference-dependent
structure of their exports and production. This dependence is charac-
terised by the concentration of their exports in a very small number of
commodities, the directing of those commodities to a limited range of
markets, costs of production that market – rather than preferential – prices
would not cover, and a lack of competitiveness in entering alternative pro-
ductive activities and export markets.116 Thus Alexandraki and Lankes
(2004: 5–6, 11) conclude that preference erosion is a significant source of
vulnerability for countries with deep preferential access to major developed
country markets, an undiversified export base concentrated in commodi-
ties enjoying preferential access, and high export concentration in
those markets where preferences are set to decline. Exemplifying export
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analyses, Laurent (forthcoming: 13) and Melville (2003: 105) on rural multiplier and develop-
ment effects; and Romalis (2003: 10–12) for discussion of the large, significant growth benefits
of preferential access.

114 Note also that small economies are among the LDCs facing the highest losses from preference
erosion (Subramanian (2003a: 12)); see also Tangermann (2000: 16).

115 Author’s own calculations based on data in Mitchell (2004: 31, 39).
116 UNCTAD (2003a: 7) argues that these trade patterns for SIDS are similar to those of LDCs.



Ta
bl

e 
7.

8
T

he
 m

aj
or

 p
re

fe
re

nt
ia

l t
ra

de
 a

rr
an

ge
m

en
ts

 o
fs

m
al

l e
co

no
m

ie
s

E
U

U
S

C
an

ad
a

Ja
pa

n
A

u
st

ra
lia

 &
Sm

al
l e

co
n

om
y

N
ew

 Z
ea

la
n

d
by

 r
eg

io
n

C
ot

on
ou

E
B

A
C

B
I

A
G

O
A

G
SP

–L
D

C
C

A
R

IB
C

A
N

G
SP

–L
D

C
G

SP
–L

D
C

SP
A

R
T

E
C

A

A
fr

ic
a

B
ot

sw
an

a
�

�
C

ap
e 

V
er

de
�

�
�

�
�

�
C

om
or

os
�

�
�

�
D

jib
ou

ti
�

�
�

�
�

E
qu

at
or

ia
l G

u
in

ea
�

�
�

�
�

G
ab

on
�

�
G

am
bi

a
�

�
�

�
�

�
G

u
in

ea
-B

is
sa

u
�

�
�

�
�

�
Le

so
th

o
�

�
�

�
�

�
M

au
ri

ti
u

s
�

�
N

am
ib

ia
�

�
Sã

o 
T

om
é 

an
d 

P
ri

n
ci

pe
�

�
�

�
�

�
Se

yc
h

el
le

s
�

�
Sw

az
ila

n
d

�
�

A
si

a
�

B
hu

ta
n

�
�

�
�

M
al

di
ve

s
�

�
�

T
im

or
-L

es
te

C
ar

ib
be

an
 a

nd
 L

at
in

 A
m

er
ic

a
A

n
ti

gu
a 

an
d 

B
ar

bu
da

�
�

�
B

ar
ba

do
s

�
�

�



B
el

iz
e

�
�

�
D

om
in

ic
a

�
�

�
G

re
n

ad
a

�
�

�
G

uy
an

a
�

�
�

Ja
m

ai
ca

�
�

�
St

 K
it

ts
 a

n
d 

N
ev

is
�

�
�

St
 L

u
ci

a
�

�
�

St
 V

in
ce

n
t 

an
d 

th
e 

G
re

n
ad

in
es

�
�

�
Su

ri
n

am
e

�
Tr

in
id

ad
 a

n
d 

T
ob

ag
o

�
�

Pa
ci

fic
�

Fi
ji

�
�

K
ir

ib
at

i
�

�
�

�
�

�
M

ar
sh

al
l I

sl
an

ds
�

�
Fe

de
ra

te
d 

St
at

es
 o

f
M

ic
ro

n
es

ia
�

�
N

au
ru

�
�

Pa
la

u
�

Pa
pu

a 
N

ew
 G

u
in

ea
�

�
Sa

m
oa

�
�

�
�

�
�

So
lo

m
on

 I
sl

an
ds

�
�

�
�

�
T

on
ga

�
�

Tu
va

lu
�

�
�

�
�

�
V

an
u

at
u

�
�

�
�

�
�

So
ur

ce
:E

C
 (

20
04

a)
, E

C
 (

20
04

b)
, U

ST
R

 (
20

04
a)

, U
ST

R
 (

20
04

b)
, U

ST
R

 (
20

04
c)

, T
ra

de
 P

oi
n

t 
(2

00
5)

, G
ov

er
n

m
en

t 
of

C
an

ad
a 

(2
00

2)
,

M
in

is
tr

y 
of

Fo
re

ig
n

 A
ff

ai
rs

 (
20

04
) 

an
d 

Pa
ci

fi
c 

Is
la

n
ds

 F
or

u
m

 S
ec

re
ta

ri
at

 (
19

98
)



concentrations, preferential beef exports account for 98 per cent of
Botswana’s agricultural exports to the EU, with equivalent figures of 97 per
cent for bananas from St Vincent and the Grenadines and 83 per cent for
sugar from Mauritius.117

The economic damage that will ensue for small economies that lose their
historically vital preferential access to major markets is estimated to be sub-
stantial. Alexandraki and Lankes (2004: 25) estimate that eleven of the
twelve worst affected middle-income developing countries will be small
economies, with estimated losses shown in table 7.10. Sugar and banana
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117 Data from Tangermann (2000: 10); see also Mitchell (2004: 19) for data on sugar export con-
centration.

Table 7.9 Preference margins by product for most vulnerable middle-
income countries

Percentage of preference margin accounted
Total for by preferences for:
preference

Country margin Sugar Bananas Garmentsa Other

Mauritius 39.9 84 0 13 3
St Lucia 32.9 0 94 2 4
Belize 29.3 47 23 0 30
St Kitts and Nevis 28.7 94 0 0 6
Guyana 24.2 95 0 1 4
Fiji 24.1 96 0 1 2b

Dominica 15.9 0 97 0 3
Seychelles 12.2 0 0 0 100
Jamaica 9.7 67 8 7 18
St Vincent and the 9.4 0 89 0 11

Grenadines
Albania 8.9 0 0 48 52
Swaziland 8.2 97 0 1 2
Middle-income 4.9 42 19 12 27

countriesc

a Garments includes textiles and clothing
b Discrepancy in original source
c Average for 76 middle-income developing countries, weighted by margin
Source: Alexandraki and Lankes (2004: 24)



preferences are the main source of vulnerability.118 For a 40 per cent reduc-
tion in preference margins, losses of a fifth to nearly a quarter of total
exports are estimated for the most vulnerable small economies, as depicted
in figure 7.3 (assuming a supply elasticity of 1.5). Even with a zero supply
elasticity, the losses from a 40 per cent reduction in preference margins as a
share of exports, GDP and government revenue, are substantial for these
small economies (see table 7.10).119 Guyana stands to lose the equivalent of
over 5 per cent of GDP, Mauritius nearly 25 per cent of government
revenue. Overall Alexandraki and Lankes (2004: 8, 26) argue that prefer-
ence erosion is most acute for SIDS, and that aggregate losses are several
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118 To what extent this vulnerability might be mitigated in the short term by Economic
Partnership Agreements, if these preserve aspects of current preferential arrangements (Schiff
(2002: 15–17), is yet to be seen; but preferential prices will anyway fall as EU reforms to the rele-
vant parts of the Common Agricultural Policy (CAP) commence.

119 Note also that these findings exclude the effects of preference erosion in minor ACP–EU
schemes (beef, veal and rum), and in markets outside Canada, the EU, Japan and the US. Thus,
the results miss the impact of eroding Australian and New Zealand preferences on Pacific
Islands, and the impact of the withdrawal of Multi-Fibre Agreement (MFA) quotas on small
economies (Alexandraki and Lankes (2004: 6, 10, 18)). Ozden and Sharma (2004: 3), for
example, find that the withdrawal of MFA quotas would be the equivalent of virtually eliminat-
ing the benefits of the CBI to garments industries in the Caribbean.

Source: Alexandraki and Lankes (2004: 25)
Figure 7.3 Losses from preference erosion as a percentage of merchandise
exports
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times larger for middle-income developing countries than for LDCs.
Among LDCs, Subramanian (2003a: 9–10, 13–14) makes similar findings:
small economies are among those with the highest preference dependence,
poised to lose most from preference erosion.

In light of the above, it is clear that multilateral trade liberalisation in
agriculture will not necessarily make small economies better off. They are
significant beneficiaries of current market distortions, will suffer absolute
welfare losses when these distortions are dismantled, and have little poten-
tial to diversify into economic activities in which their exports will be com-
petitive.120 UNCTAD (2003a: 16–18, 32) demonstrates that under all
feasible scenarios for agricultural liberalisation in the Doha Round, SIDS
will suffer absolute welfare losses. Of these, Mauritius, Jamaica and Fiji
will suffer the largest losses. Only if general agricultural liberalisation is
augmented by providing SIDS with tariff-free access for all of their
commodity exports to all major developed country markets will they be
better off.

The foregoing does not preclude the validity of findings that preference
schemes, particularly interventions in EU and US commodity markets
related to subsidy preferences, are grossly market distorting and enor-
mously wasteful to operate.121 For recipients, such schemes may impose a
significant administrative burden,122 impede the efficient allocation of
productive resources,123 and act as a disincentive to trade liberalisation
including through recipients’ reluctance to participate in reciprocal trade
negotiations.124 Their persistence may well be driven more by the vested
interests of producers, processors and distributors in developed coun-
tries, than by the trade interests of declared recipients.125 Furthermore,
preferences may have benefited their donors by reducing developing
country pressure to free markets in their export interests.126 That their

120 See Grynberg and Razzaque (2003: 52) on the absolute welfare loss to preference dependent
states caused by the Uruguay Round; and Mattoo and Subramanian (2004: 3) for a discussion
of the ambivalence of small states to further trade liberalisation.

121 See Mitchell (2004: 18), Borrell (1999: 8) and Oxfam (2004: 1).
122 See Panagariya (2002: 1429–30) and Keck and Low (2004: 11–12).
123 Subramanian (2003a: 2), Page and Kleen (2004: 26) and Levantis et al. (2003: 1).
124 See Ozden and Reinhardt (2003: 20–1), Panagariya (2002: 1416), Keck and Low (2004: 13–14),

Alexandraki and Lankes (2004: 5), Kennes (2000: 99) and Brock and McGee (2004: 15).
125 See Watkins (2004: 20–5), Subramanian (2003a: 2), Borrell (1999: 13, 19), Ozden and Sharma

(2004: 12) and Anderson (2004: 6).
126 See Watkins (2004: 41), Panagariya (2002: 1430), Page and Kleen (2004: 41), Levantis et al.

(2003: 1) and Subramanian (2003a: 2).
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existence is lamented does not mean that removing preferential schemes
will be any less damaging to small economies, however.127 Simply because
preference-dependent states are few and would lose only a fraction of
what global welfare would gain from liberalisation128 does not make that
loss any less detrimental to the development prospects of small
economies.

For preference-dependent states, the alternative policy to pursuing
extended preferences is ‘adjustment’, a term implying that there exists an
alternative sustainable development path. Yet, for the reasons outlined
earlier, small economies may lack both the potential for competitiveness
in exports historically benefiting from preferences and the robust macro-
economic situations to absorb the impact of collapsing industries.129

Small economies also face significant competitiveness constraints in
entering new economic activities and non-preferential markets, arising
from combinations of characteristics associated with their small size,
vulnerability to external economic shocks and natural disasters, and
governance capacity.130 Certainly, preferences have encouraged small
economies to maintain industries which are inefficient by best-practice
standards, thus inhibiting their incentives to shift to patterns of produc-
tion and trade that are sustainable in the absence of preferences.131 This
chapter argues that, at least in the near future, the feasibility of alternative
employments for these production resources should not be assumed
automatically.

Salmon (2002: 11) offers a necessary caution against the kind of rea-
soning that consists in affirming ex post facto that providing preferences
was not legitimate for small economies since they have performed
well, when their good performance has arisen precisely from those prefer-
ences. Small economies have benefited substantially from preferential
access to subsidised markets in the developed world, yet their
economies are now precariously positioned as these market-distorting
subsidies are reduced and non-LDC small economies are set to lose
preferential access.132 Transfers, equivalent to previous preference
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127 Levantis et al. (2003: 2) make a similar argument.
128 See Mitchell (2004: 26–7) and Panagariya (2002: 1426).
129 See Alexandraki and Lankes (2004: 5) on factors affecting states’ capacities to manage prefer-

ence losses.
130 UNCTAD (2003b: 20), for example, demonstrates this predicament with respect to the

Windward Islands. 131 Page and Kleen (2004: 28). 132 Grynberg (2001a: 279).



rents,133 need not have equivalent effects if channelled through donors’
aid administrations according to their development priorities.134 Even
direct financial transfers135 would not necessarily engender the same
macroeconomic outcomes:136 what small economies lose with preferences
is the feasibility of engaging in productive export activities at remunera-
tive prices, with concomitant gains in foreign exchange, employment and
stability of trade and transport patterns. Adequate compensation would
therefore involve funding the economic transition to equivalently remu-
nerative export industries, including possibly persistent subsidies to make
comparative advantages operational in the near future. A more palatable
alternative to donors, discussed earlier, might be the extension of tariff-
free access for all exports from all small economies into all developed
country markets. Otherwise, globalisation along the lines of currently
agreed multilateral trade rules will make small economies worse off,
making a strong development case for more favourable treatment for
small economies.

7.9 Small economies’ predicament as a trade concern

At the core of the present economic predicament of small economies is
trade: small economies rely on trade to enhance their development
prospects beyond the constraints of small size, yet face severe limitations
on their potential for competitiveness in world markets. Moreover, their
predicament is a relevant concern for trade negotiations; a failure to
address it is a threat to the legitimacy of the multilateral trade regime.137

This is not to say that appropriate modifications of trade agreements will be
sufficient to alleviate small economies’ development problems, nor that
other international forums and organisations will not prove vital to this
effort.138 The UNCTAD, World Bank, IMF and Commonwealth
Secretariat, as well as bilateral and NGO donors, can play, and in many
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133 These are advocated because they make explicit the aid transfer to recipients previously occur-
ring through preferences, without imposing the global welfare losses of the market interven-
tions underpinning those preferences. See Mitchell (2004: 27), Borrell (1999: 8, 17), Page and
Kleen (2004: 11, 14, 16, 63), Fowler and Fokker (2004: 34–5) and Kennes (2000: 103).

134 Page and Kleen (2004: 65, 91); for an example of this intention, see EC (2005: 6).
135 Alexandraki and Lankes (2004: 27) argue that targeting such transfers would be straightforward.
136 See, for example, the modelling of different compensation scenarios in Levantis et al. (2003: 6–8).
137 Grynberg (2001a: 305) and Keck and Low (2004: 8).
138 Page and Kleen (2004: 70) and Grynberg (2001b: 339).



cases already are playing, critical roles.139 But this does not make multilat-
eral, regional and bilateral trade negotiations any less relevant to the
predicament of small economies.140

Four specific avenues through which current trade negotiations affect
the development prospects of small economies are noteworthy here. First,
agreed and impending multilateral trade rules threaten to erode or disman-
tle the preferential access on the basis of which small economies have par-
ticipated successfully in world markets in the past. Secondly, the selective
liberalisation of global markets under multilateral rules omits markets of
particular relevance to small economies, notably semi-skilled and unskilled
labour services. Thirdly, elements of agreed multilateral trade rules con-
strain the policy space available to small states – or the international com-
munity – to improve their development prospects. Examples include
proscriptions preventing small states – whether from their own resources
or international assistance – from offering investment incentives to export
industries141 or subsidising transport services. Fourthly, small states are
especially disadvantaged in their capacity to challenge the abuse of trade
rules by other states; accommodating this weakness in the redesign of rules
and the allocation of technical assistance could prove valuable.142

Given the importance of trade regimes to the development prospects of
small economies, it is often asserted that small economies should embrace
multilateral trade rules with greater vigour.143 Such arguments conflate free
trade with currently agreed multilateral trade rules. The integration of
small economies into an idealised global free market is very different from
the insertion of small economies into world markets on the terms of cur-
rently agreed trade rules. Emerging from a process of interstate negotiation
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139 See, for example, UNCTAD (2004a), World Bank (2003), IMF (2003) and Commonwealth
Secretariat (2003).

140 It is, for example, mistaken to argue as Page and Kleen (2004: 43) do that because trade does not
necessarily lead to development, the readjustment of trade rules is not necessarily relevant to
the promotion of development.

141 See English and de Wulf (2002: 164–9) and Grynberg (2001a: 272, 298).
142 See Wilson (2002: 428–31) on non-tariff barriers to trade; and Davenport (2001: 10) on the

importance of protecting small states from anti-dumping and countervailing measures.
Protecting small economies from parallel trade-related abuses is also important: see, for
example, the OECD’s ‘Harmful Tax Initiative’ which incorporates a protectionist intent in its
‘unfair’ tax competition provisions, threatening the viability of financial services industries
with demonstrated probity in small economies (see Grynberg et al. (2003: 2–6, 10–12, 19–23),
Armstrong and Read (2002: 21) and Read (2004: 371)).

143 See Burki (2001: 9–10), Kennes (2000: 9) and World Bank (2002a: 3).



and bargaining, trade rules are widely recognised as being biased in favour
of the economic interests of major powers.144 Negotiated rules come with
no guarantee of being beneficial to the welfare of any one participant.
When small economies ‘integrate into the global economy’ by becoming
subject to multilateral trade rules, the markets of export interest to them
and into which they are inserted are not necessarily those that are free, nor
will their participation in negotiations necessarily change that.145 Thus, for
example, small economies are bound by intellectual property rules defined
by developed countries in the WTO,146 but their semi-skilled and unskilled
labour cannot move freely into industrialised markets.147 In a later section,
this chapter will address the suggestion that the value to small economies of
multilateral rules per se overrides whatever terms those rules might
contain.148

7.10 The feasibility of favourable treatment for small economies

This chapter has brought together evidence that small economies face sub-
stantial challenges to competitive participation in world markets, in
support of the contention that the trade of small economies requires more
favourable treatment if they are to avoid the imminent prospect of margin-
alisation.149 This section will argue that such favourable treatment is feasi-
ble, and furthermore that it would impose a negligible financial cost on the
international community. The only significant cost would be ideological; as
Winters and Martins (2004a: 149) argue, attaining the favourable treat-
ment that small economies require would necessitate ‘conscious policy-
shifts in the major capitals’.

If small economies were to be accorded duty- and quota-free access for
all of their exports in major markets,150 derogations from WTO rules would
be required. It is the current WTO-incompatibility of this necessary dis-
crimination among developing countries that has enabled larger or more
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144 See Finger and Winters (2002: 53–5) on exclusion of the interests of the weak; Ozden and
Reinhardt (2003: 5) and Oyejide (2002: 505–6) on the structural biases in GSP schemes, and
Freund (2003: 5, 23) on biases in trade agreements between unequal powers.

145 See Ozden and Reinhardt (2003: 3) for the opposite assumption of effective bargaining power.
146 See Subramanian (2003b: 169–72). 147 Chanda (2002: 307).
148 Page and Kleen (2004: 82). See also Armstrong and Read (2002: 11) for a discussion of small

states and trade rules as public goods. 149 Grynberg and Razzaque (2003: 1).
150 See Hoekman et al. (2003: 10, 19) for equity arguments in support of this inclusion; see also

Mattoo and Subramanian (2004).



competitive developing countries to challenge successfully the existing
preferences accorded to small economies.151 The life of tariff preferences is
of course finite, their value eroding with multilateral liberalisation, but
even finite preferences would provide small economies with a necessary
reprieve. WTO rules could also be adjusted to benefit small economies in
areas such as the feasibility of their access to and retaliatory measures under
dispute settlement,152 the extent of their benefits from technical assistance
programmes,153 and the achievement of a degree of rule-ordering of their
accession processes.154

In addition to tariff-free access for their exports, small economies would
benefit from amendments to specific WTO agreements that are unduly prej-
udicial to their interests.155 Exemptions from subsidies disciplines, for
example, are necessary to allow state interventions to overcome market
failures which are undermining particular trade opportunities for
small economies.156 Whilst it is not feasible for small economies to use
domestic resources to subsidise their way out of their pervasive cost disad-
vantages, exemptions from subsidies disciplines would also avert the WTO-
incompatibility of subsidies for the trade of small economies that are
sourced internationally. Alongside free market access for their exports,
Winters and Martins (2004a: 149) argue that such international subsidisa-
tion of small economies’ trade is one of the few possible policy responses
that could sustain small economies’ participation in world markets. A
second example is that small economies require long transition periods for
the implementation of WTO disciplines, the extreme costs and complexity
of which are beyond the current resources, capacity and development inter-
ests of small states.157 In place of a fixed transition period, compliance could
be required only once state institutions and resources – including any forth-
coming technical assistance – are sufficient for implementation to be
effective. A final example is provided by current fisheries negotiations. It is
vital to the interests of small coastal states that derogations prevent new
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151 Successful challenges that some developed countries are using as levers to direct small states
into reciprocal trade agreements in order to preserve something of their current preferential
access. 152 Delich (2002: 76–8). 153 Mattoo and Subramanian (2004: 6).

154 On accession, see Grynberg (2001a: 307), Grynberg (2001b: 333–4) and Langhammer and
Lücke (2000).

155 For a broader framework within which these specific suggestions could fit, see ICTSD (2003) or
Keck and Low (2004). 156 Davenport (2001: 10).

157 Hoekman et al. (2003: 5, 16) and Finger and Schuler (2002: 493, 501); see also Rodrik (2002:
8–9) and Page and Kleen (2004: 56).



rules from reducing their revenue from fisheries access fees and associated
development assistance, impeding their efforts to domesticate their fisheries
industries, and disallowing their support to artisanal fisheries activities.158

Incorporating specific derogations from particular rules to target the
needs of certain categories of states has extensive precedent in the WTO.159

Without overarching recognition of the special circumstances of small
economies such as that provided by the Doha Declaration and Small
Economies Work Program (SEWP),160 however, it will prove harder for
small states to leverage such derogations in specific negotiating groups.
And without overarching tariff preferences or international subsidisation
of small economies’ trade as the foundation of the international response
to the trade predicament of small economies, rule derogations will amount
to little more than piecemeal concessions lacking the potential to tackle
that predicament effectively.

In pursuing the recognition of their interests in multilateral trade negoti-
ations, small economies encounter opposition even at a conceptual level.
Non-discrimination and reciprocity are described as the ‘pillars’ of the
WTO,161 which rule derogations for some states are accused of undermin-
ing.162 Yet, as Keck and Low (2004: 3) state, ‘The battle to establish the prin-
ciple that a set of uniform multilateral rights and obligations among a deeply
diverse set of nations could not serve the best interests of all parties was won
a long time ago.’ What appears to be particularly threatening to proponents
of the doctrine that trade liberalisation necessarily advantages all, is the
prospect of rule derogations for small economies based on the argument that
small states otherwise would not benefit from globalisation.163 Apart from
conflating current multilateral rules with free trade, this attitude also sup-
poses faith in free trade to be hopelessly fragile if favourable treatment for
small economies, explicable and justifiable within economic models of com-
parative advantage, can undermine it. Still, critics argue that special and
differential treatment can only be temporary, if ‘equal treatment’ is to remain
a core principle of the WTO,164 supposedly invalidating the claims of
small economies because their small size, remoteness and exposure to
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158 For the details of how fisheries negotiations affect small states, see Grynberg (2003: 69–72) and
also Vossenaar (2004: 67).

159 See Davenport (2001: 4–5) and Grynberg (2001a) for examples of such derogations.
160 See WTO (2001: 7–8) and also Tulloch (2001). 161 Freund (2003: 2).
162 Ozden and Reinhardt (2003: 4). 163 See Page and Kleen (2004: 79–80).
164 Page and Kleen (2004: 46, 77).



natural disasters are permanent. But, favourable treatment of small
economies’ trade is not expected to alter fixed features like small size, large
distances to markets and frequent natural disasters.165 Such features merely
act as identifiers of likely candidates for assistance. Instead, more favourable
treatment is intended to alleviate the effects that combinations of the charac-
teristics of small economies have on their trade competitiveness. These
effects are persistent, but aspects of them may reduce in intensity in the
medium term in specific cases, for example if transport costs decline signifi-
cantly, or if complete and competitive disaster insurance markets develop.

It has been suggested that special and differential treatment, in as far as it
detracts from the systemic value of consistent rules, injures the interests of
weak participants like small states in the multilateral trade regime.166

However, one cannot extrapolate from the idea that international rules are
a public good the argument that small administrations can gain particular
benefit from implementing them, without accounting for the cost that
complex and often inappropriate disciplines impose. The systemic value of
the trade regime to all members could reasonably be expected to be
sufficient to absorb the negligible cost of rule derogations for a group of
states accounting in aggregate for only a fraction of 1 per cent of world
trade.167 If the rules are inappropriate for small economies, negotiating
derogations within the framework of the trade regime supports their inter-
ests. The marginal nature of small economies in the world trading system
makes incredible claims that more favourable treatment of them would
impose significant financial costs on others.168 UNCTAD (2003a: 19)
demonstrates for agriculture that free access for the exports of SIDS would
have virtually no effect on the welfare of other developing countries;
Winters and Martins (2004a: 150) argue that the costs to the international
community of subsidising all exports from small states would be ‘perfectly
manageable’.169 The cost to the legitimacy of the international trade regime
if it does not adjust to accommodate the trade predicament of small
economies may be more substantial, however.170 The further marginalisa-
tion of small economies in world trade will expose the insincerity of the
rhetoric of mutually advantageous negotiated trade liberalisation.
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165 For the contrary position, see Page and Kleen (2004: 15, 46, 80).
166 See Page and Kleen (2004: 7–8, 81). 167 See Grynberg and Razzaque (2003: 11).
168 See Breckenridge (2002: 11).
169 See also Davenport (2001: 1, 17–18) and Stevens (2002: 25–6).
170 Stevens (2002: 1) and Drahos (2004: 9–10).



7.11 Small states, negotiating weaknesses

Possessing a good case for favourable treatment in trade negotiations is
important, but the value of a good argument arises not of itself but from its
contribution to the bargaining power of the states concerned. What weakens
small states’ prospects of attaining special and differential treatment in mul-
tilateral negotiations are their substantial disadvantages in other aspects of
bargaining power. Most critically, small economies lack market power, and
thus the potential to make credible threats impelling others to negotiate with
them.171 Their intelligence networks, gathering and analysing information
about their trade performance and economic interests, also are weak from
the extremely constrained research capacities of their bureaucracies and also
of the relatively small firms implied by their small market sizes. If market
power and intelligence networks are the most important elements of bar-
gaining power, the prospects of small states attaining more favourable trade
treatment as a negotiated outcome are bleak.

In an attempt to mitigate this weakness, small states have utilised their
enrolment power to form coalitions among the collection of states that share
small, vulnerable or island characteristics. The coalition does not benefit
from greater bargaining power through market size, since the aggregated
market of members is still insignificant in global terms. But this coalition has
utilised the support of international organisations well, its intelligence net-
works have been strengthened by the pooling of state and regional adminis-
trative resources, and its cohesiveness has strengthened the voice of these
states in multilateral negotiations. Cohesion and voice, however, have
depended crucially on the inclusion in the coalition of states whose larger
populations or economic success lead opponents to question the deserved-
ness of special treatment.172 But these inclusions are vital to the negotiating
power of the group. Cohesion depends on including all states perceiving
themselves and perceived by the group as small; splitting traditional regions
of small states by excluding Papua New Guinea or Jamaica on the basis of
population, or Barbados or Trinidad and Tobago on the basis of per capita
income, would be extremely costly to group cohesion.173 Voice depends on
including strong states to lead the group; excluding Mauritius, Jamaica or
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171 On elements of bargaining power see Drahos (2004: 6–8) and also Mattoo and Subramanian
(2004: 3). 172 Davenport (2001: 1) and Hein (2004 : 6–7) discuss this point.

173 See Narlikar (2003: 2, 27–9, 183), including the critical statement: ‘Stability of allies is a crucial
asset for the weak.’



Barbados on grounds of size or success would cost the group historical
leaders, links to information networks in other coalitions, and states with
strong economic interests in the SEWP.174 If membership were fixed exactly
by small population or lower-middle income thresholds, the bargaining
power of the coalition would dissipate: critics could be satisfied that no
anomalies remained, but equally would no longer have to engage with the
group’s demands.175

This discussion of the negotiating process from which multilateral trade
rules emerge should temper suggestions that the continued presence –
rather than exit – of small states in the WTO indicates that they must derive
a net benefit from its agreements.176 WTO negotiations involve an unrolling
of ‘consensus’, starting with the most powerful economies and progressively
incorporating other major players and coalitions until it reaches the periph-
ery – populated by small states – by which time the ‘consensus’ is a foregone
conclusion.177 Furthermore, the governance capabilities of small states are
so constrained that they have little capacity even to assess the implications
for their development prospects of the many alternative proposals coming
forward. Thus, for small states in multilateral negotiations, concepts like
informed choice and cost-benefit analysis are somewhat irrelevant.178 To a
limited extent, it is appropriate to characterise international trade rules – for
example, liberalisation commitments – as public goods negotiated with the
resources of major powers and upon which small states can free ride.179 It is
equally feasible, however, that rules determined in the absence of input from
small states will prove adverse to their interests, with an alternative charac-
terisation of the process being of small states getting damaged in the cross-
fire of negotiations between major powers.180

7.12 Conclusion

This chapter has presented evidence that the globalisation of markets
under existing and emerging multilateral trade rules will damage the trade
and development interests of small economies. Arresting their further
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174 See Narlikar (2003: 16, 183).
175 See Encontre (2004: 92, 98) and Hein (2004: 12–13, 20) for emphasis on the need to define

group membership strictly. 176 Page and Kleen (2004: 43, 82).
177 See Narlikar (2003: 37), Drahos (2004: 11, 17) and Brock and McGee (2004: 9).
178 On this point see Drahos (2004: 4–10), and also Finger and Winters (2002: 55).
179 Armstrong and Read (2002: 15–16); see also Page and Kleen (2004: 82) and Narlikar (2003: 37).
180 Grynberg (2001b: 334), Grynberg (2003: 70) and Watkins (2004: 16–17).



marginalisation in world trade is not a simple matter of domestic economic
‘adjustment’ towards productive activities and trade patterns that are sustain-
able in globalised markets. Instead, characteristics of small economies, cen-
tring around their size, vulnerability and governance capacity, combine to
yield significant cost disadvantages large enough to undermine substantially
these states’ capacities to participate in trade on a remunerative basis, even
in areas of comparative advantage. Where small economies cannot obtain
premium prices for their products abroad, their exports will struggle to be
feasible. Any diminished trading success will only compound the deleterious
effects of small size on their economic welfare, with increasing marginalisa-
tion in world trade being the last thing that small economies can afford.

This chapter has also shown that preferential access to major developed
country markets has contributed to the relatively good historical income
and growth performances of small economies, preferences that are now
being eroded or dismantled. As Armstrong and Read (2002: 19) conclude,
‘Strict adherence to axiomatic multilateralism and the creation of a level
playing-field for international trade is therefore likely to deprive small
states of many niche opportunities by removing marginal but critically
important sources of protection which contribute to their growth success.’
At the same time, the significant challenges to their competitiveness posed
by their small size, vulnerability and constrained governance make it
extremely difficult for small economies to take advantage of new opportu-
nities emerging from the globalisation of markets.

At the current juncture of international trade negotiations, small
economies are precariously positioned: certain to lose from the greater liber-
alisation of markets for their key exports, they lack the bargaining power to
achieve more favourable treatment and greater trade-related assistance that
might forestall otherwise disquieting economic prospects in the near future.
Among the necessary international responses, multilateral trade rules can be
adjusted to accommodate the concerns of small economies, but whether
major powers will be willing to negotiate this adjustment, and thereby
support the legitimacy of the international trade regime, is less certain.
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WTO and small economies





8

Small vulnerable economy issues and the WTO

roman grynberg and jan yves remy

8.1 Introduction

Since the second Ministerial Conference of the WTO1 held in Geneva in 1998
there has been an attempt by small, vulnerable economies (SVEs)2 to achieve
some measure of recognition of the particular problems that confront them
in the process of globalisation. At the failed Seattle Ministerial Conference
the establishment of a work programme for small economies was agreed to
by Members3 but as the draft text was not accepted it was left until the fourth
session in Doha before a small economies work programme was agreed.4
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The views expressed are those of the authors and not necessarily those of the Commonwealth
Secretariat.

1 Ministerial Declaration, Second Session, Ministerial Conference of the World Trade
Organization WT/MIN(98)/DEC/1, 25 May 1998 (98-2149), Geneva, 18 and 20 May 1998,
adopted on 20 May 1998, para. 6:

We remain deeply concerned over the marginalization of least-developed countries and
certain small economies, and recognize the urgent need to address this issue which has been
compounded by the chronic foreign debt problem facing many of them.

2 The authors are keenly aware that there is a substantial difference between small states and
small economies. Small economies include the self-selected group of WTO Members which
includes countries as large as Sri Lanka, Cuba and Bolivia which are not necessarily small states.
Small economies often do not face the constraints imposed by very small administrative capac-
ity to implement the WTO agreements. Employing the World Bank/Commonwealth criteria of
a population of 1.5 million would have excluded these larger countries. The WTO mandates
and nomenclature refer to small economies but the problems addressed in this chapter refer to
the problems of small states, which are usually more vulnerable and have vastly different prob-
lems, both economically and administratively, than some of the larger ‘small economies’ that
are members of the small economies group at the WTO. For the purposes of this chapter, refer-
ence to small states, as distinct from small economies, will be to small, vulnerable economies.

3 The later versions of the draft text of the Seattle Ministerial Declaration contained no square
brackets in the section pertaining to small economies but the draft ministerial declaration was
not endorsed by WTO Members.

4 Ministerial Declaration, Fourth Session, Ministerial Conference of the World Trade
Organization, WT/MIN(01)/DEC/1, 20 November 2001 (01-5859), Doha, 9–14 November
2001, adopted on 14 November 2001, para. 35:



This chapter addresses several issues pertaining to the apparent contra-
diction in the wording of the work programme agreed to at Doha, which on
the one hand mandates Members to frame responses to trade concerns
of small, vulnerable economies, but on the other prohibits the creation of
a sub-category of states. The relevant paragraph of the Ministerial
Declaration was a political compromise between the small economy pro-
ponents of the WTO work programme, and developed countries which
insisted on the definitional caveat. It has created a conundrum of sorts for
negotiators, as it seems impossible to target responses to the concerns of a
group that is yet to be defined or recognised because WTO Members have
consistently refused to recognise SVEs as a distinct category. While the cre-
ation of a WTO sub-category of Members is explicitly prohibited in the
work programme, this does not nullify the right of any WTO Member or
group of Members to make a proposal during negotiations that includes
such a group of countries.

The chapter seeks to review the concerns and specificities of small states,
thereby highlighting the peculiarities and natural disadvantages that
inhibit the ability of SVEs to thrive, and at times survive, in the multilateral
trading context. It then considers the implicit definitions and other sub-
categorisations relating to smallness already existing in various WTO
agreements as well as in its administrative practice. The chapter argues that
small states have many characteristics that are similar to, but sufficiently
distinct from, those of least developed countries (the only formally recog-
nised group in the WTO) which warrant special treatment of them in the
WTO.5 The chapter however argues that such special treatment can begin
only with a definition, which it goes some way in advancing. Lastly, the
authors briefly examine the discussions currently taking place in WTO
sessions pursuant to the work programme, which underscores the intense
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We agree to a work programme, under the auspices of the General Council, to examine
issues relating to the trade of small economies. The objective of this work is to frame
responses to the trade-related issues identified for the fuller integration of small, vulnerable
economies into the multilateral trading system, and not to create a sub-category of WTO
Members. The General Council shall review the work programme and make recommenda-
tions for action to the Fifth Session of the Ministerial Conference.

5 The category of least developed country is defined by the UN’s Economic and Social
Commission and is external to the WTO. The category of developing country is determined in
the WTO by self-election, which has meant that until very recently high-income countries
such as South Korea, Israel and Singapore have chosen to define themselves as developing
countries.



discomfort that some WTO Members may feel with the creation of new
categories. However, irrespective of this stated uneasiness, the chapter
argues that they have already done so during the Uruguay Round and must
do so implicitly or explicitly if they are to address the legitimate trade con-
cerns of small, vulnerable states.

8.2 Small states, globalisation and the WTO

Prior to any discussion of the definitional issue, the first question that must
be answered is why SVEs require particular attention in the WTO. SVEs
comprise small states and small island states which in particular suffer from
a combination of inherited and inherent characteristics that impede their
ability to integrate into the global economy. These characteristics include
smallness, physical isolation from markets, dispersion of small pockets of
populations and a small and highly specialised human and physical
resource base. These together raise the operating cost structure of small
economies and render market adjustment more difficult. The high cost
structure that has traditionally been associated with these economies has
meant that many have predicated their export trade upon products or ser-
vices where the export price includes either market or institutionalised
quasi-rents, as few other activities have proven viable for these very small
producers. These market-based quasi-rents have been based on either short
temporary booms which have facilitated resource extractive activities and
created transitory rents or short-term niche markets. The institutional
sources of quasi-rent have stemmed from either trade preferences, tax con-
cessions or sovereignty-based activities.

Historically SVEs have become dependent upon these forms of export-
oriented activities primarily because few other exports ever developed.
Merchandise exports in particular have been based on high rates of trade
preference resulting from high most-favoured nation (MFN) tariffs, or
preference donors have created quota-based systems such as the Sugar and
Banana Protocols. It is these particularly distortive trade measures that are
most beneficial to SVEs because they offer guaranteed access under quota
for what are often small volumes that would otherwise not be traded. In so
doing, these measures have addressed the marketing constraints faced by
SVEs.

Over the years since the creation of the WTO, these high rates of trade
preference along with the tariff quotas have been diminished by a series of
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disputes and ongoing negotiations that have shaken the foundation of
SVEs. These include:

i) The Banana Dispute which has not only caused a major restructuring
in the Caribbean and parts of Africa but is forcing a complete realign-
ment of trade regimes throughout the ACP regions and necessitating
reciprocity in the ACP–EU trade relationship.

ii) The Sugar Dispute between Brazil/Australia/Thailand and the EU over
subsidies in the EU sugar regime will force similar adjustment in at
least twelve small ACP states that have been substantial beneficiaries of
the Sugar Protocol of the Cotonou Agreement.

iii) The Thailand–Philippines/EU mediation over margins of preference
for canned tuna has further eroded the competitive position of a
number of small states, including Mauritius, Papua New Guinea, Fiji
and Seychelles.

iv) The Fisheries Subsidies negotiations threaten to undermine the
revenue of small coastal developing states which are highly dependent
upon fisheries access arrangements.

v) The full implementation of the provisions of the Agreement on
Subsidies and Countervailing Measures (ASCM) will by 2008 under-
mine the ability of many small developing countries to use their
current range of export incentives in the Export Processing Zones.

Nonetheless, the economic adjustments and loss of quasi-rents in export-
oriented activities brought by these changes in the WTO are not the only
cause for concern. In addition, the OECD’s Harmful Tax Initiative has
served to undermine the development of offshore finance centres located
predominantly in small states which have used this sector to diversify away
from the highly trade-preference dependent activities. Thus the inter-
national trade policy shift that has occurred in recent years has served to
thoroughly undermine the export sector of small states.

In fact, no other group of developing countries, including least devel-
oped countries (LDCs), has been obliged to undertake such wide-ranging
adjustments necessitated by the last decade of globalisation. This is the
reason for the particular problems of small states which, in the WTO
context, include:

i) Loss of trade preferences stemming from MFN liberalisation and
WTO disputes.
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ii) Application of rules, including the ASCM, in a manner that does not
recognise the inherent economic characteristics of small states.

iii) Implementation of complex and burdensome WTO obligations which
are beyond the scope of small states with very small administrations.

8.3 WTO precedents on sub-categorisation of Members,
including small economies

WTO provisions have created a number of sub-categories of Members and,
in the process, have set precedents that may be useful for present purposes.
These usually constitute provisions on special and differential treatment
for small Members or small suppliers, although it is noteworthy that pref-
erential treatment is not given in all cases. For instance, small Members pay
proportionately higher contributions to the WTO budget than larger
Members. This has been justified from the earliest days of the GATT 1947
by the cost to the Organisation of providing services to Members.

MFN treatment and non-discrimination between its Members are
among the most basic principles of the WTO. However, there is an increas-
ing amount of trade being carried out on the basis of exceptions to these
basic rules and which allow for differentiation among Members. For
instance, there are provisions permitting free-trade areas and customs
unions or preferences for developing countries and LDCs. Tulloch has also
drawn attention to the fact that special characteristics, interests and con-
cerns of various groups of countries, other than developing countries or
least-developed countries, are recognised and accommodated in some of
the WTO Agreements.6

LDCs constitute the only sub-category of WTO Members that is clearly
agreed to and defined. The WTO has agreed that the LDCs are those
countries designated as such by the United Nations, and which are
Members of WTO. As this grouping is clearly defined, LDCs are specific-
ally referred to and granted special and differential treatment in
many WTO Agreements, including the Decision on Measures in Favour
of Least-Developed Countries appended to the Final Act of the Uruguay
Round.
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6 Peter Tulloch, ‘Small Economies in the WTO’ in David Peretz, Rumman Faruqui and Eliawony J.
Kisanga (eds.), Small States in the Global Economy, Commonwealth Secretariat and World Bank,
2001, p. 258.



Apart from these references to LDCs, the WTO also recognises other
sub-groupings within the broader category of developing countries. This
has often been done either explicitly or implicitly through the creation of
de minimis thresholds that in effect distinguish small states and often entitle
them to special and/or preferential treatment. This is reflected in the fol-
lowing WTO Agreements and practices:

(a) The Agreement on Agriculture and its related Decision contain special
provisions for net food-importing developing countries.7 Article 6:2
also contains special provisions for low-income or resource-poor pro-
ducers in developing countries, which are aimed at encouraging diver-
sification away from growing illicit narcotic crops.8

(b) The ASCM also grants developing countries with a per capita GNP
below US $1,000 the same treatment as least developed countries
in respect of export subsidies.9 Other developing countries are granted
a transitional period to phase out their export subsidies on non-
agricultural products, unless they have reached export competitive-
ness in particular products. Furthermore, the Agreement defines
export competitiveness to exist if a developing country Member’s
exports of the product in question have reached a share of at least 3.25
per cent in world trade in the relevant period.10 The Agreement also
provides for the termination of any countervailing duty investigations
as soon as the authorities determine that the volume of subsidised
imports represents less than 4 per cent of the total imports of the like
product in the importing Member concerned.11 Significantly, at the
Doha Ministerial Conference, while explicitly rejecting the creation of
a new category of small states, another de minimis threshold was estab-
lished for defining the conditions under which developing country
Members may obtain an extension of the rights to use prohibited
export subsidies.12
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17 Agreement on Agriculture, Article 16. 8 Agreement on Agriculture, Article 6.2.
19 Agreement on Subsidies and Countervailing Measures, Article 3 and Annex VII.
10 Agreement on Subsidies and Countervailing Measures, Article 27.6.
11 Agreement on Subsidies and Countervailing Measures, Article 27.10.
12 Procedures for extensions under Article 27.4 for certain developing country members,

G/SCM/39, 20 November 2001. The provisions state:

Programmes eligible for extension pursuant to these procedures, and for which members
shall therefore grant extensions for calendar year 2003 as referred to in 1(c), are export
subsidy programmes (i) in the form of full or partial exemptions from import duties and
internal taxes, (ii) which were in existence not later than 1 September 2001, and (iii) which



(c) The Agreement on Implementation of Article VI of GATT 1994 pro-
vides that the volume of dumped imports shall normally be regarded
as negligible if the volume of dumped imports from a particular
country is found to account for less than 3 per cent of imports of the
like product in the importing Member, unless the countries which
individually account for less than 3 per cent of the imports of the like
product in the importing Member collectively account for more than 7
per cent of imports of the like product in the importing Member.13 The
Agreement also provides that due account shall be taken of any
difficulties experienced by interested parties, in particular small com-
panies, in supplying information.14

(d) The Agreement on Safeguards lays down that safeguard measures shall
not be applied against a product originating in a developing country
Member as long as its share of imports of the product concerned in the
importing Member does not exceed 3 per cent, provided that the
developing country Members with less than 3 per cent import share
collectively account for no more than 9 per cent of the total imports of
the product concerned.15

(e) The Agreement on Textiles and Clothing lays down meaningful
improvement in access for exports of Members that are subject to
restriction and account for 1.2 per cent or less of the total volume of
restrictions applied by the importing Member concerned.16 Special and
differential treatment provisions under the Agreement apply to
Members whose total volume of textile and clothing exports is small in
comparison with the total volume of exports of other Members and
who account for a small percentage of total imports of that product into
the importing Members.17 Furthermore, special consideration is to
be given to wool products from wool-producing country Members
whose economy and textiles and clothing trade are dependent on the
wool sector, whose total textile and clothing exports consist almost
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are provided by developing country members (iv) whose share of world merchandise
export trade was not greater than 0.10 per cent, (v) whose total Gross National Income
(‘GNI’) for the year 2000 as published by the World Bank was at or below US$ 20 billion,
(vi) and who are otherwise eligible to request an extension pursuant to Article 27.4, and
(vii) in respect of which these procedures are followed.

13 Agreement on Implementation of Article VI of GATT, Article 5:8.
14 Agreement on Implementation of Article VI of GATT, Article 6.
15 Agreement on Safeguards, Article 9. 16 Agreement on Textiles and Clothing, Article 2.
17 Article 6:6(a).



exclusively of wool products, and whose volume of textile and clothing
trade is comparatively small in the markets of the importing Member.18

(f) In the Doha Declaration dealing with Technical Cooperation and
Capacity Building, Ministers agreed that priority shall be accorded to
small, vulnerable and transitional economies, as well as Members and
Observers without representation in Geneva.19 Members with a rela-
tively small share of world trade are subject to less frequent review of
their trade regime under the Trade Policy Review Mechanism.20

(g) The rules setting contributions to the WTO budget, drawn up under
Article VII of the Agreement establishing the Organisation, provide that
each Member’s contribution is a function of its share of world trade.
However, these rules provide that Members with less than 0.015 per cent
of world trade pay a minimum contribution of 0.015 per cent of the
budget (this figure has been modified on a number of occasions in the
past and was reduced from 0.03 per cent from the budget year 2000).

8.4 A small matter of definition

While WTO members have been emphatic in their opposition to the cre-
ation of a separate category of SVEs and have frequently restated their
support for the principles of non-discrimination, they have nonetheless
systematically created at least seven de minimis thresholds in various agree-
ments and administrative arrangements, which reveals a preference for
rules dependent upon the size of the particular Member. As mentioned
above, the difficulty arises because the mandate undertaken by WTO
Members is to ‘frame responses to the trade-related issues identified for the
fuller integration of small, vulnerable economies into the multilateral
trading system’. Clearly such responses, if they are to involve any deroga-
tion from, or alteration of, existing WTO rules, by definition will require
WTO Members to differentiate between those Members to which the dero-
gation or alteration of obligations applies and those outside that group.
However, because WTO Members went on to say that they would not create
a new sub-category of WTO Members, the Doha mandate creates an
impossible conundrum for policy-makers and negotiators.
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18 Article 6:6(b).
19 Ministerial Declaration WT/MIN(01)/DEC/1, 20 November 2001, para. 38.
20 GATT 1994, Annex 3 Trade Policy Review Mechanism, para. C(ii).



In fact, should WTO Members desire it, the task of defining SVEs is far from
impossible. Quite inadvertently, WTO Members may have in fact created a
defined, albeit imperfect, category of ‘vulnerable’ states. The ECOSOC defin-
ition of an LDC, the only category of WTO Members officially recognised, is
defined by resort to three criteria, one of which is the UN Economic
Vulnerability Index (EVI). If a country’s rating on the EVI is greater than 31
then it is deemed to be vulnerable. If it is greater than 36 then a country is
deemed to be highly vulnerable. In order to be an LDC, a country must rank
above 36. Unfortunately only 128 UN Members have been classified on the
EVI. The first 96 countries on the list in Appendix 8.2 of this chapter would
qualify as ‘vulnerable’ using this criterion. However, one limitation of the list
is that, while EVIs have been calculated for 128 countries, it does not include
all WTO Members and acceding countries, notably transition economies.

For expository purposes, one could use a trade criterion of 0.05 per cent
of world trade for measuring ‘smallness’. This threshold would categorise
some eighty-six WTO Members as small. In total these eighty-six states
account for 1.5 per cent of world trade and if the trade of least developed
countries is subtracted then the total amount of world trade potentially
affected by the WTO recognising small economies, as a group, is a mere
1.1 per cent (see Appendix 8.2).

Unfortunately, if individual thresholds are chosen there are some anom-
alies that would be created. This is because at least five countries, namely
Cyprus, Malta, Iceland, Singapore and Liechtenstein, are either small or
vulnerable economies. This could be resolved, however, if EU members are
excluded on the basis that any criteria would be restricted to developing
countries. In this way, Cyprus, Malta and Liechtenstein would be excluded.
In addition, if one uses both filters, i.e. ‘small’ and ‘vulnerable’, Iceland and
Singapore would also be excluded.21 Notably, the Doha Ministerial
mandate uses both these terms in its language.

This raises the question of the choice of thresholds for the definition of
small. There is little doubt that the threshold chosen for expository
purposes is ad hoc in nature. There is and can be no legitimate theoret-
ical explanation for the choice of 0.05 per cent as a threshold except for
the purely practical consideration that it excludes the most egregious
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21 It should be noted that the UN has not classified Iceland on the vulnerability index and if it were
included then, given its dependence on a very narrow range of exports, it may also have an EVI
classification above 31.



anomalies, something that would be necessary in order to satisfy WTO
Members that a trade advantage were not being offered to high-income
developed countries. In defence of such an ad hoc approach to the defin-
ition of small, one need look no further than WTO practice itself, as WTO
Members in the past have never provided a justification for the particular
choice of de minimis thresholds in any of the WTO Agreements.

For the moment, this definitional debate could be largely academic
because, as will be seen below, the demands currently being made by SVEs
in WTO negotiations may not as yet require a formal definition per se.
However, the emerging situation and debate suggest that it may soon be
necessary for proponents of a definition to develop at least the contours of
a working definition in order to address more specifically the economic and
trade concerns of Members. Significantly, given the precedence above,
there are a host of possible definitions and approaches to the issue that can
be employed depending upon the circumstances.

8.5 Small economy issues in the dedicated sessions of the WTO

Discussions concerning small economies in the WTO have taken place in
four dedicated sessions of the Committee on Trade and Development
(CTD). This Committee was entrusted with the task of ensuring compliance
with, and completion of, the Doha mandate regarding small economies.22

The dedicated sessions have shown the small economies’ representatives
to be the agenda-setters, as they have taken the lead in initiating and steer-
ing discussions thus far. In particular, a grouping of SVEs23 has submitted
papers and tabled various proposals specific to their circumstances. In their
first paper, the SVEs underscore the characteristics that make them vulner-
able, and the implications that these characteristics have on their trade and
development.24 In sessions of the CTD, SVE representatives have also
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22 See the Framework and Procedures of the Work Programme given to the CTD on 1 March by the
General Council, at WT/L/447. This requires the CTD inter alia to conduct these discussions in
scheduled Dedicated Sessions; to report regularly to the General Council, which has overall
responsibility for ensuring that responses to the trade-related concerns identified in these
Dedicated Sessions are arrived at; and where necessary to work with the other relevant sub-
sidiary bodies of the WTO. The WTO Secretariat is also instructed to provide relevant informa-
tion and factual analysis to inform discussions taking place in these Dedicated Sessions.

23 These include Barbados, Belize, Bolivia, Cuba, Dominican Republic, El Salvador, Fiji Islands,
Guatemala, Haiti, Honduras, Jamaica, Mauritius, Nicaragua, Papua New Guinea, Paraguay,
Saint Lucia, Solomon Islands, Sri Lanka and Trinidad and Tobago.

24 See WT/COMTD/SE//Rev 1*, 3 May 2002.



recounted their day-to-day hardships in trying to operate in a multilateral
trading context. Although the developed countries have been generally
supportive of these papers and have encouraged the sharing of individual
experiences, they have at times raised the definitional issue, with the weary-
ing precaution that the mandate clearly restricts sub-categorisation of the
kind that SVEs appear interested in.25

The actual proposals tabled by SVEs thus far address concerns of smaller
economies generally, and are relatively modest in scope.26 They are expressly
intended to complement others submitted in specific negotiating groups.
Their coverage is both procedural and substantive in nature, and proposals
are aimed generally at improving administrative procedures for SVEs, as
well as refashioning current rules to better suit and accommodate their
needs. Developed countries have in general been amenable to the former,
but as regards the rule-based proposals, they have indicated discomfort with
the idea of changing rules to address the need of a sub-category of WTO
Members.27 Many SVEs have however indicated their intention to present,
and have proposals accepted as, a packaged and all-inclusive deal.

Not surprisingly, one of the proposals made seeks to retain the margins
of preferences for small-economy exports. However, this has led to some
contention within the small economies camp, and in particular concern
from the likes of some Latin American countries, who self-define as small
economies, and who would want existing preferences extended to all small
economies. A number of the proponents of the proposal, however, feel that
such a blanket application to all self-professed small economies would have
the effect of diluting any advantage or benefit to SVEs. This would be an
area where a definition could be helpful.

Less contentious were proposals on Article XXIV and Regional Trading
Arrangements, which seek to ensure non-reciprocity in regional trade
agreements between developed and small economies. Small economies
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25 See in this regard, minutes of the Dedicated Sessions, available at WT/COMTD/SE/M/1, 2, 3 and 4.
26 The proponents of this submission were Barbados, Belize, Bolivia, Dominican Republic,

Guatemala, Honduras, Mauritius and Sri Lanka. See WT/COMTD/SE/W/3 for the entire expos-
ition of these proposals and the backgrounds informing them.

27 The general response to these proposals has been encouraging and supportive, with a few
pointed questions being asked in particular by the developing countries in dedicated sessions.
Notably, the US has tendered a written questionnaire to the proposal’s proponents, in which
they have sought clarification and further information on the proposals. The full version of the
questions posed by the United States and the responses received from the proponents of the pro-
posal are available at WT/COMTD/SE/W/7.



have proposed that sufficient space for policy development specific to their
needs be retained in the WTO, and that developed countries do not require
concessions in negotiations that are inconsistent with development, finan-
cial and trade needs of smaller economies.

Most proposals are aimed at improving how the rules of various WTO
Agreements work and affect small economies. One such proposal regarding
the ASCM seeks to ensure that small economies are not made subject to the
provisions of paragraph 1(a) of Article 3 of the ASCM requiring phasing out
of fiscal incentives. The proposal further provides that the rules and proce-
dures of the Agreement be modified for small economies. However, devel-
oped countries have generally not seen the need for such special treatment
of smaller economies, arguing that current procedures are working well,
and that any special consideration would encourage sub-categorisation of
the kind prohibited under the mandate. Other more administrative propos-
als which call for the explicit recognition of the right of small economies to
designate regional bodies as their ‘competent authorities’ for the purposes
of that Agreement have been more generally supported by developed coun-
tries, with some instances of voluntary pledges for the provision of technical
assistance. A similar proposal in the context of the SPS and TBT Agreements
has likewise been welcomed, and developed countries have been generally
supportive of any requests for technical assistance in the establishment of
joint and/or shared missions for current non-resident Members.

Proposals for the revision of some rules in the Safeguards Agreement for
small economies – including those relating to the definition of domestic
industry, serious injury, investigations, reporting requirements, causation
and the non-attribution principle, the right of compensation and/or retal-
iation – were not embraced by developed countries who drew attention to
the fact that Article XIX of the Agreement already catered for developing
countries. The proponents have however responded that the rules of the
Safeguards Agreement entail cumbersome administrative procedures
which would need to be simplified for smaller economies.

There have also been proposals for developed countries to assist small
economies in complying with their obligations under the SPS and TBT
Agreements through (1) use of the former’s technology and technical facil-
ities on preferential and non-commercial terms, preferably free of costs,
and (2) appropriate flexibility for small economies in dealing with time-
frames and notifications requirements. Developed countries again
have reacted to these proposals negatively by suggesting that technical
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regulation was also a problem for them, and smaller economies could focus
instead on the notification requirements of these Agreements. Some devel-
oped countries have even suggested the increased use of electronic technol-
ogy, for example in accessing such notifications. According to smaller
economies however, the plight of the developed countries was not compa-
rable to that of smaller developing ones, and flexibility needed to be incor-
porated into the time-frame and notification requirements.

Proposals on the dispute settlement body were met with comments from
developing countries that many of the issues raised were already being dis-
cussed in the context of Special and Differential Treatment in Dispute
Settlement Understanding negotiations. The proponents expressed their
awareness and intention to participate concurrently in these discussions as
well. On issues of graduation and accession of small economies from LDC
status, there is general agreement that these issues would have to be consid-
ered to develop acceptable guidelines and procedure for small economies.

The proponents of all of these proposals attempted to make them the
basis of recommendations to the General Council,28 as required under the
mandate. However, lack of consensus, particularly by developed countries,
on the suitability and workability of some proposals, and on the issue of
how to prevent the creation of a two-tier system of rights and obligations
within the WTO, prevented the forwarding of these proposals.

8.6 Conclusion

The present discussions in the WTO underscore the discomfort among
developed countries with the idea of explicitly recognising a sub-category
of smaller economies, and further SVEs. However, it is hard to surmise how
execution of the mandate in paragraph 35, requiring the framing of trade-
related responses to problems of smaller vulnerable economies, can occur
without the logical first step of defining and clarifying what a small, vulner-
able economy is. The existence of clear precedents in the text and practice
of the WTO exposes the possibility and indeed desirability of doing so,
once the requisite political will exists. In order for small states within the
WTO to gain any measure of success in current trade negotiations, they
must first and foremost achieve recognition as a separate sub-grouping
within the membership of the WTO.
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Appendix 8.3 United Nations Economic Vulnerability Index
Sorted by vulnerability

S.No. Country name EVI

1 Kiribati 74.32
2 Tuvalu 73.68
3 Chad 64.41
4 Liberia 63.62
5 Gambia 61.83
6 Cambodia 61.00
7 Saudi Arabia 60.01
8 São Tomé and Principe 59.07
9 Niger 58.98

10 Benin 58.68
11 Tonga 58.63
12 Nigeria 58.41
13 Somalia 58.04
14 Seychelles 57.02
15 Saint Lucia 56.99
16 Cape Verde 56.98
17 Uganda 56.52
18 Dominica 56.05
19 Guinea-Bissau 55.91
20 Rwanda 55.85
21 Qatar 55.84
22 Equatorial Guinea 55.81
23 United Arab Emirates 55.55
24 Comoros 55.36
25 Angola 55.19
26 Libyan Arab Jamahiriya 54.01
27 Solomon Islands 53.93
28 Lesotho 53.11
29 Samoa 52.45
30 Dem. Rep. of the Congo 51.89
31 Zambia 51.82
32 Saint Vincent & the Grenadines 51.65
33 Burundi 51.55
34 Guyana 51.41
35 Brunei Darussalam 51.07
36 Syrian Arab Republic 51.04
37 Saint Kitts and Nevis 50.26
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Appendix 8.3 (cont.)

S.No. Country name EVI

38 Iran (Islamic Rep. of) 50.00
39 Gabon 49.96
40 Myanmar 49.82
41 Mongolia 49.73
42 Yemen 49.54
43 Oman 49.05
44 Mali 48.41
45 Bahrain 48.15
46 Congo (Rep. of) 46.90
47 Djibouti 46.60
48 Sierra Leone 46.30
49 Guinea 45.77
50 Laos 45.65
51 Haiti 45.61
52 Dominican Rep. 45.54
53 Bahamas 45.37
54 Togo 45.30
55 Afghanistan 44.89
56 Burkina Faso 44.58
57 Ethiopia 44.58
58 Sudan 44.45
59 Suriname 44.28
60 Grenada 43.67
61 Nicaragua 43.16
62 Ghana 43.13
63 Paraguay 43.05
64 Central African Rep. 42.43
65 Bhutan 42.27
66 Lebanon 41.90
67 Malawi 41.57
68 Cuba 41.50
69 Mauritania 41.42
70 Papua New Guinea 41.40
71 Vanuatu 41.31
72 Algeria 41.30
73 Antigua and Barbuda 41.20
74 Tunisia 41.08
75 Zimbabwe 40.94
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Appendix 8.3 (cont.)

S.No. Country name EVI

76 Senegal 40.86
77 Belize 40.47
78 Trinidad and Tobago 39.03
79 Malta 38.98
80 Fiji Islands 37.39
81 Mozambique 37.36
82 Barbados 36.54
83 Nepal 36.37
84 Tanzania (Utd Rep. of) 36.23
85 Honduras 35.73
86 Mauritius 35.21
87 Swaziland 35.02
88 Morocco 33.82
89 Venezuela 33.79
90 Côte d’Ivoire 32.81
91 Dem. P. Rep. of Korea 32.31
92 Maldives 32.18
93 Cameroon 31.59
94 Jamaica 31.18
95 Singapore 31.02
96 Viet Nam 31.02
97 Cyprus 29.87
98 Ecuador 29.40
99 Panama 28.89

100 El Salvador 28.36
101 Kenya 27.75
102 Jordan 27.70
103 Bolivia 27.24
104 Eritrea 27.06
105 Madagascar 26.75
106 Sri Lanka 26.18
107 Peru 26.13
108 Guatemala 25.99
109 Chile 25.09
110 Philippines 25.00
111 Egypt 24.85
112 Colombia 24.28
113 Uruguay 24.09
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Appendix 8.3 (cont.)

S.No. Country name EVI

114 Costa Rica 23.99
115 Bangladesh 23.77
116 Israel 23.35
117 South Africa 22.43
118 Pakistan 22.21
119 Turkey 19.33
120 Thailand 17.92
121 Indonesia 17.38
122 Malaysia 16.55
123 Korea (Rep. of) 16.09
124 Mexico 15.47
125 Argentina 15.22
126 Brazil 15.20
127 India 12.20
128 China 4.18

Source: United Nations Economic and Social Council.



9

Special and differential treatment for 
small developing economies

richard l. bernal

9.1 Introduction

The international community has recognised that there are significant
differences between countries at different levels of development. It is for
this reason that it formally acknowledges developed countries, developing
countries and least developed countries (LDCs). It was recognised that in a
multilateral trading system with a standard set of rules the developing
countries and LDCs would be at a disadvantage relative to the developed
countries. It was also deemed desirable that the economic growth/develop-
ment and structural adjustment of developing countries and LDCs should
be promoted by special and differential treatment (SDT). In a multilateral
trading system with such wide differences among countries, special and
differential treatment is a necessity and is therefore one of the fundamental
principles of the World Trade Organization agreements. It has the same
validity as the most favoured nation principle and is not a derogation to be
applied to some countries on a temporary basis.

Up to the present time the international community has proceeded on
the basis of different levels of development. However, in addition to
differences in levels of development there are substantial differences in size
among economies. Small developing economies (SDEs) are a sub-set of
developing countries. The SDEs are a specific type of developing country
whose stability, adjustment and growth are constrained by both level of
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development and small size. Small size is an additional constraint, which
distinguishes small developing economies from the genre of developing
economies as a whole. The existing SDT provisions suffer from many inad-
equacies and do not consciously take account of small size in their design.
Therefore the provisions, which give expression to the principle of special
and differential treatment for developing countries, need to be revised and
refined to take specific account of the issues, which arise from small size.

This chapter explains why small developing economies must be afforded
special and differential treatment, identifies the characteristics of SDEs,
outlines specific measures of SDT which are appropriate for these
economies and establishes the direct relationship between the characteris-
tics and the SDT measures. Section 9.2 explains why SDEs should be
afforded SDT and how this is beneficial to them and the international com-
munity. Having done this, section 9.3 reviews the evolution and status of
SDT and finds that there is an unresolved debate about the efficacy of SDT.
Section 9.4 then examines the issues in this debate, concluding that there is
a need to establish more clearly the link between the characteristics of
developing countries and the existing SDT measures. The characteristics of
SDEs are outlined in section 9.5 and the implications of the features for the
functioning of SDEs are examined in the next section. Against this back-
ground, specific SDT measures appropriate for SDEs are set out in section
9.7. How these SDT measures address the characteristics of SDEs is
explained in the following section. That leaves the question of the identifi-
cation of SDEs, which is treated in the penultimate section. The conclu-
sions are stated in the final section.

9.2 Why SDT for small developing economies?

Small developing economies should be afforded special and differential
treatment for at least four reasons, which are important not only to these
economies but also to the international community.

1. Small developing economies have structural and institutional charac-
teristics, which affect the process of economic growth, constrain the
attainment of economies of scale and scope, increase their vulnerability
to external events and limit their capacity for adjustment. These char-
acteristics are sufficient to identify small developing economies as a
subset of the genre of economy commonly referred to as developing
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economies. Given the high degree of openness of small developing
economies and their supply-side constraints, external developments
have a very significant effect on their economic growth and the stability
of income. The terms and conditions under which these economies
participate in the world economy and their internal economic manage-
ment are the critical determinants of the economic progress and capac-
ity for adjustment in SDEs. External arrangements and internal policy
must be complementary because both are necessary but not sufficient
conditions for economic development. The benefits of sound economic
management can only be realised if international economic arrange-
ments do not frustrate these efforts, e.g. by protectionist barriers to
export markets. SDT for SDEs must allow adequate ‘policy space’ as the
type of policies appropriate for these economies will of necessity differ
from those suitable for developed economies. Therefore, the disciplines
applicable to the trade policy of these economies must be different from
that applicable to the developed countries. The recognition of this for
developing countries as a whole is part of the rationale for SDT.1

2. The availability of SDT is of considerable importance to small develop-
ing economies because of the critical influence of external trade on the
growth and economic development of these economies. The signifi-
cance to the international community of SDT for these economies
derives from the large number of small states and the fact that their non-
participation would prevent the emergence of a truly seamless world
economy, leaving the multilateral trading system with less than complete
membership. In addition, to the extent that SDT promotes the growth of
import capacity and export production, this serves to expand world
trade to the benefit of all trading nations. It is therefore in the interest of
the developed countries to facilitate the integration of small developing
countries into the world economy in ways that encourage their growth.

3. The political significance of this issue derives from the fact that
the majority of states in the world are small. There are eighty-nine
countries that have a population of less than 5 million, forty-nine
have fewer than 1.5 million people, and twenty-eight have fewer
than 500,000 people.2 Indeed, the number of countries has increased
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significantly in recent decades. At the time of World War I, there were
sixty-two independent countries, by 1946 that number had risen to
seventy-four and currently there are over 200. The number of small
states has also increased and is likely to increase in the future, as there is
a trend towards the fragmentation of states as witnessed in recent years
in Eastern Europe and Africa.

4. Increasingly developed countries have balked at permitting SDT
because several developing countries have demonstrated the capacity
to compete effectively with developed countries in price and quality in
an increasing range of goods and services. They have argued that
developing countries do not need SDT and that granting it to them
would undermine free trade to the detriment of all. However, small
developing economies as a whole constitute an infinitesimal fraction of
world trade and therefore SDT for them would not distort multilateral
free trade. The eighty-six smallest economies, most of which are small
developing economies, account for only 1.5 per cent of world trade and
such a minute percentage could not disrupt the operation of the multi-
lateral trading system.3

9.3 Evolution and status of special and differential treatment

Differentiated treatment is a well-established concept and practice in
multilateral, regional and bilateral trade agreements. The rationale for
differentiated treatment has been based on the recognition of differences in
the level of development among trading partners and has as its objective
the promotion of growth and development of the less developed partners.
Differentiated treatment had its origin in the colonial trade arrangement
and the principle has continued in various forms in agreements between
countries at different levels of development. The dissolution of colonial
regimes ushered in an era in which the international community accepted
the responsibility to assist in reducing the desperate and persistent poverty
of a considerable share of mankind. The prevailing view was that poverty
reduction required economic development and that trade could be the
‘engine of growth’. The procreative power of trade could be enhanced by
preferential access to markets in developed countries and the nurturing of
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export capacity through protection from full or immediate exposure to
international competition. This philosophy of trade-led development con-
tinues to inform differentiated treatment in the form of permanent or tem-
porary non-reciprocity, which is embodied in several trade agreements
between developed countries and small developing countries: for example,
the Lomé Convention and its successor the Cotonou Agreement, the
Caribbean Basin Economic Recovery Act, CARIBCAN and the Andean
Trade Preferences Act.

Small developing economies have been among groups of developing
countries that have been afforded SDT in a variety of forms of trade agree-
ments. Special and differential treatment in the WTO agreements assumes
particular importance for small developing economies because all other
trade agreements have to be compatible with the WTO. Negotiations on
SDT for SDEs must therefore be an integral component of the WTO
process because these economies more than any other group of countries
need a rules-based multilateral trading system. It is in their vital interest
that rule-making be conducted within a multilateral framework in which
decision-making is by consensus. In this type of arrangement small coun-
tries, because of their numbers, have more influence as compared with
their limited leverage in bilateral negotiations with larger countries.4

Differentiated treatment became a part of the rules of the multilateral
trading system when the concept was introduced into the General
Agreement on Tariffs and Trade (GATT). Although the initial premise
underlying GATT (1947) was parity of obligations between all trading
nations, differentiated treatment for developing countries was acknowl-
edged as a complementary principle. This took the form of preferential
treatment for developing countries, in the form of preferential access to
developed country markets through tariff preferences, and exemptions
from GATT rules. In 1965, the special status of the developing country in
the multilateral trading system was established with the adoption of a new
Part IV of the GATT, which embodied what was termed ‘special and
differential treatment’. This treatment was defined as non-reciprocity for
developing countries. Preferential access to developed country markets
such as the preferential tariffs under the Generalized System of Preferences
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derive from the waiver in 1971 from Article I (MFN obligation) of the
GATT. In 1979 the Enabling Clause gave the 1971 waiver permanent status
but also indicated that SDT is not a permanent right.

Developing countries suffered a reversal on SDT during the Uruguay
Round when they agreed to the concept of a ‘single undertaking’. This was
in keeping with a gradual but resolute shift in the attitude of developed
countries towards SDT for developing countries other than the ‘least devel-
oped countries’. There is a school of thought that SDT should be targeted
to the least developed countries because there is no dispute about their
need for assistance in integrating into the international trade system and
that a process of graduation should be established for the more advanced
developing countries.5 The change began in the 1980s, reflecting a congru-
ence of factors including:

(1) A change in the thinking in the economics profession about the role of
trade in economic development and the respective roles of the state
and the market. This coincided with the rise to prominence of the
private-sector-led, market-forces approach to development and struc-
tural adjustment both in academic circles and in the international
financial institutions. By the 1990s the so-called ‘Washington
Consensus’ had become the dominant paradigm with many ardent
exponents in developing countries.

(2) A few developing countries had emerged from the pack and proved to be
competitive with developed countries in a range of goods and services,
including manufactured goods, which until then had been the tradi-
tional preserve of developed countries. Developed countries became
increasingly reluctant to maintain SDT for all developing countries
because the advanced developing countries such as the newly industri-
alised countries, especially the ‘Asian Tigers’, would be beneficiaries.
These countries, it was felt, were sufficiently competitive to assume
stronger disciplines than the rest of the developing countries. The devel-
oped countries faced the dilemma that they could not eliminate SDT or
the category of developing country from the WTO agreements. This
prompted the developed countries to pursue a strategy of pushing
to confine SDT to the LDCs and calling for the graduation of the
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most advanced of the developing countries. EU Trade Commissioner
Mandelson has warned that ‘advanced developing countries must be
aware that they cannot be granted the same advantages and privileges as
weak and vulnerable countries’.6 This attitude is quite understandable
given some of the countries that are entitled to benefit from SDT: for
example, the World Bank’s Global Economic Prospects 2005 makes refer-
ence to ‘large developing countries’ including China, Russia and India.7

(3) Developing countries relinquished some aspects of SDT either because
they were pressured or in some cases of their own volition. An example of
relinquishing existing SDT under duress was when, starting with Korea,
Argentina and Brazil, several developing countries gave up their rights
under Article XVIII:B,8 which under certain circumstances permits the
imposition of quantitative restrictions or tariff surcharges for balance-
of-payments adjustment purposes. Another example of foregoing SDT
provisions is the fact that only one least developed country maintains
balance-of-payments restrictions invoked under Article XVIII(B).9

(4) There has been less use of some SDT provisions than expected. For
example, only twenty-five developing countries availed themselves of
the opportunity to notify to the WTO exemptions under the
Agreement on Agriculture, including investment subsidies, agricul-
tural input subsidies and domestic support to encourage diversifica-
tion from cultivation of narcotic crops.10 The underutilisation of SDT
is not necessarily an indication of lack of interest or the inappropriate-
ness of SDT provisions but is a result of severely constrained institu-
tional capacity, paucity of financial resources and conditionality of
lending and policy advice by multilateral financial institutions.11
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(5) Some developing countries began to evince doubt about the bene-
fits of SDT. The ‘earlier paradigm did not enjoy a consensus even
among developing countries, it was viewed as ideological baggage
from the past by some, or as a crutch which developing countries
no longer needed and which was actually hindering their competitive-
ness’.12 The view that SDT had been adverse for developing countries
is in part attributable to what Whalley describes as ‘the installation of
meritocratic trade officials in a number of developing countries’.13

(6) There was a growing recognition among an increasing number of both
developing and developed countries that developing countries would
benefit more from improved market access and elimination or sub-
stantial reductions in subsidies and domestic support in the agricul-
ture sectors of the developed countries than in what appeared to be the
futile attempts to extract concessions from the quagmire of SDT. It is in
this milieu that a number of developing countries took a strategy deci-
sion to focus their efforts in areas of negotiation other than SDT.

The concerns in developing countries about the reduced role of SDT
were assuaged by the much-heralded benefits of the Uruguay Round for
the global economy and in particular developing countries. Quantitative
estimates of the impact of the Round varied,14 with the most frequently
cited estimates by GATT and the OECD. The GATT study forecasted an
increase of $230 billion (1992 dollars) in world GDP by 2005 and world
trade was predicted to grow by 12.4 per cent or $745 billion.15 According to
the OECD report, world GDP would rise by $274 billion (1992 dollars) by
2002.16 Estimates of the impact of the Uruguay Round on developing
countries ranged from $13 billion to $125 billion per annum in increased
income in 1992 dollars. Several studies made the startling prediction that
the gains accruing to developing countries, measured as a percentage of
GDP, would exceed the benefits to be realised by industrial countries.17
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However, by the time of the WTO Ministerial meeting in Seattle the
majority of developing countries felt they had not realised the gains they
had anticipated and SDT assumed prominence in their negotiating
demands.18

The Ministerial Declaration of the WTO meeting in Doha in 2001 states
that ‘provisions for special and differential treatment are an integral part of
the WTO agreements’ and mandates a review of SDT provisions with the
objective of ‘strengthening them and making them more precise, effective
and operational’. Subsequently developing countries have made numerous
proposals, of which eighty-eight are being carefully studied. Up to the time
of writing there has not been agreement on even one proposal of economic
substance.

Special and differential treatment is embodied in the WTO agreements19

in 147 provisions, of which 107 were adopted at the conclusion of the
Uruguay Round, and 22 apply only to least-developed member countries.
These measures are incorporated in the Multilateral Agreement on Trade in
Goods, the General Agreement on Trade in Services (GATS), the
Agreement on Trade-Related Aspects of Intellectual Property (TRIPS), the
Understanding on Rules and Procedures governing the Settlement of
Disputes (DSU), and in several Ministerial Decisions. There are twelve pro-
visions in four agreements and one decision, which are aimed at increasing
the trade opportunities of developing country members. There are forty-
nine provisions under which WTO members should safeguard the interest
of developing countries. In addition, there are thirty provisions that permit
flexibility of commitments, of action and use of policy instruments.
However, measures to promote trade opportunities and safeguards are for
the most part best endeavours, which are not enforceable and have not
been fully implemented.
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9.4 Debate over the efficacy of SDT

Special and differential treatment for developing countries has been a con-
troversial topic since it was first broached in the 1950s. There has been a
vigorous debate on the rationale for, and the efficacy of, SDT. At the theo-
retical level there are two contending views that differ, almost diametrically,
on the conditions in which trade will promote growth and economic devel-
opment. At one end of the spectrum of views are the advocates of free trade
and at the other are those that argue that the free trade model is not
sufficiently realistic to explain the reality of international trade and cer-
tainly not the trade of developing countries. At the empirical level there has
been a dispute about whether statistical data supports conclusions on
positive or negative impacts of SDT on developing countries. The critics of
SDT for developing countries state that SDT has not worked and that it
cannot work.

1. The neo-classical theory of international trade is the basis for the
advocacy of free trade as the approach to trade, which ensures that all par-
ticipating countries derive benefit. Every country has a comparative advan-
tage in some good or service and trade on this basis will generate growth
and maximise consumer welfare.20 International trade on the basis of com-
parative advantage as determined by their different factor endowments21 is
supposed to be best for individual countries and the world economy as a
whole. The paradigm referred to by its proponents as ‘the pure theory of
international trade’22 is what Hirschman23 has termed ‘monoeconomics’ as
its prescriptions are the same for all economies.

The assumptions of the neo-classical approach are very restrictive and
bear little relationship to reality. The policy prescriptions have elicited
scepticism and prompted alternative views about the role of trade in eco-
nomic development, employing models which more accurately reflect the
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reality of developing countries. The divergence between the assumptions
underpinning this theory of international trade and reality has forced even
one of the most avid proponents of free trade, Bhagwati, to concede that ‘if
markets do not work well, or are absent or incomplete, then the invisible
hand may point in the wrong direction: free trade cannot then be asserted
to be the best policy’.24

During the 1950s and 1960s the virtues of international trade for
economic development were extolled by Viner,25 Harberler26 and
Craincross27 but elicited vigorous criticism from several perspectives. It
was claimed that the history of the now developed countries was a vindi-
cation of free trade policies, with the experience of Britain,28 Italy29 and
the US30 in the nineteenth century cited as evidence. The experience of
developing countries was in contrast to the predictions, prompting
different explanations. Nurske31 pointed to the lagging demand for
primary products and the enclave nature of export industries was also put
forward.32 By far the most telling comments highlighted the deteriorating
terms of trade between manufactured goods and primary products.
Prebisch33 and Singer34 identified the problem of developing country
trade as inherent in the structure of the world capitalist system, the inter-
national division of labour and the deformed economic structure of
developing countries. The developed/industrialised countries which
form the core export manufactured goods and the developing countries
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export primary products from the periphery. The core derives a dispro-
portionate share of the gains from international trade because of
differences in the income and price elasticities of demand for primary
products and manufactured goods and differences in technology, indus-
trial organisation and the operation of labour markets, which are part of
the structure of the core–periphery system. Lewis35 argued that in a dual-
sector economy with labour surplus, low productivity in the subsistence
sector is the critical factor whatever the demand conditions. Myrdal36 also
focuses on low productivity which is caused by the structure of underde-
veloped countries that generate a predominance of ‘backward effects’
(which are growth retarding) over ‘spread effects’ (which are growth stim-
ulating).

The disadvantaged position of developing countries gained credence
because the majority of empirical studies provided support in the form of
evidence of the long-term deterioration in the terms of trade of primary
products, which were the export mainstay of the developing countries.
There was deterioration in the relative real prices of non-oil commodities
throughout the twentieth century.37

Recent developments in trade theory, which incorporate imperfect com-
petition and increasing economies of scale,38 cast further doubt on neo-
classical trade theory but do not resolve the dispute over trade and growth.
Ocampo’s survey of the literature concludes that new trade theories do not
justify protectionism or laissez-faire industrial policy nor do they substan-
tiate an automatic connection between liberalisation and productivity.
Indeed, ‘they indicate that trade liberalization should be coupled with an
active industrial policy, particularly in sectors subject to significant
economies of scale’.39
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2. Based on the neo-classical theory of international trade, it is asserted
that trade liberalisation can and does increase economic growth. This
proposition is the position advocated by developed countries: for example,
an OECD publication states: ‘Exposure to international trade is a powerful
stimulus to efficiency. Efficiency in turn, contributes to economic growth
and rising incomes.’ The report goes on to claim that in ‘the last decade,
countries that have been more open have achieved double the annual
average growth than others’.40 This claim is supported by empirical
studies, which purport to show an association between policies of open-
ness such as trade liberalisation and higher rates of economic growth.41

One of the implications is that inadequate or delayed trade liberalisation
reduces the growth of developing countries. In keeping with this view,
many governments in developing countries misguidedly avail themselves
of certain SDT measures which retard the realisation of their growth
potential.

The empiricism of most of the studies that support the liberalisation-
cum-growth dictum exhibits serious weaknesses. A comprehensive survey
of the literature concludes that there is ‘little evidence that open trade poli-
cies, which lower tariffs and non-tariff barriers to trade, are significantly
associated with economic growth’.42 The real issue is the quality of domes-
tic policy as shown by the fact that developing countries with sound poli-
cies achieve efficiency, international competitiveness and growth and are
able to take advantage of open trade regimes. Rodrik has suggested
that macroeconomic stability, human resources, investment and good
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governance should be the focus of developing countries seeking enhanced
economic growth.43 Even the Asian Tigers44 or newly industrialised coun-
tries, which are often cited as examples of the success of outward-oriented
policies, on closer examination reveal that their strategies involved selective
import liberalisation over an extended period.45 The causality is not that
the economy is opened and then economic growth follows. That there is no
automaticity in this sequence is evident in the numerous instances of devel-
oping countries that have liberalised their trade regimes with disastrous
consequences, providing ample material for anti-globalisation and anti-
free trade advocates.

3. If trade liberalisation is the best way to stimulate the expansion of
trade and promote growth, any policy that deviates from this will produce
second-best results and is therefore harmful. Reference is made to the fact
that the majority of developing countries have not achieved the kinds of
growth rates warranted for economic development and poverty reduction
despite the existence of extensive special and differential treatment. More
specifically, preferential market access has not prompted export expansion
and thereby not promoted economic growth. Nor have infant industries
graduated into competitive export industries despite extended periods of
protection from the full brunt of competition from imports. Indeed, it is
the competition from imports which will either eliminate industries that
are not viable or force them to become sufficiently efficient to survive. The
conclusion of this line of reasoning is the abolition of provisions which are
intended to nurture infant industries. This amounts to what Chang calls
‘kicking away the ladder’, which was a key element in the development of
the now developed countries.46

It is ironic that the developed countries that never tire of exhorting
developing countries to relinquish SDT for reciprocal trade have quietly
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continued to deploy an array of protectionist barriers, especially against
imports from developing countries. In addition, the extensive system of sub-
sidies, domestic support and export subsidies in the agriculture sector of
developed countries, most notably in the US, the EU and Japan, is tanta-
mount to unilaterally appointed SDT. The double standard goes even further
when the governments in the developed countries maintain special pro-
grammes for vulnerable producers in their national markets. They operate
programmes for small and medium-size firms, family-owned farms and dis-
advantaged regions. These involve finance at below-market rates, technical
assistance and reserving a part of the market in government procurement.
The practice of SDT at home does not diminish the virulence of their oppos-
ition to SDT for developing countries in the multilateral trading system.

While there is substance to the statement that developing countries have
not grown as expected or desired despite SDT, it is also grossly inaccurate
because it is based on an incomplete analysis of the international trade
environment in which developing countries have operated. The evaluation
of the performance of the trade of developing countries must include the
harmful policies of developed countries starting with the $311 billion of
subsidies lavished on agriculture in the OECD countries in 2001, an amount
that exceeds the GDP of Sub-Saharan Africa and is six times total foreign
aid.47 Tariff peaks stymie developing country exports; for example 60 per
cent of imports from developing countries entering Canada, the EU, Japan
and the US were subject to tariff peaks.48 There is also tariff escalation, non-
tariff barriers, quotas, sanitary and phyto-sanitary measures, and a host of
other protectionist policies and trade-distorting practices such as dumping.
Ironically, what these policies amount to is special and differential treat-
ment granted unilaterally to themselves by the developed countries. It is
very problematic to assess the efficacy of SDT for developing countries
because most of the measures are best-endeavour commitments couched in
hortatory language but are not specific and definitely not enforceable. Even
more disappointing is the new trend for developed countries to offer techni-
cal assistance as the answer to demands for SDT. It creates the invidious
position that obviously it is a gesture that developing countries cannot
refuse but in reality it is more of a placebo than a lasting solution.
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4. It has frequently been said that SDT in the form of non-reciprocity
has produced perverse trade policy choices in developing countries.
Specifically, it has encouraged them to be protectionist, delaying trade lib-
eralisation49 as long as they can get away with it. This is the natural course of
action because there is no obligation to reciprocate, prompting some to
speak of the ‘perversity of preferences’50 of schemes such as the Generalized
System of Preferences (GSP). The existence of SDT is purported to ‘dis-
courage effective efforts to integrate into the world economy’ and ‘merely
exacerbates the difficulties of pursuing satisfactory policies’ and ‘should be
phased out as soon as possible’.51 This kind of attribution is too superficial
because it overlooks the motivations for deferring trade liberalisation
which are present in every country whether it enjoys SDT or not. The
common motivations emanate from the desire to preserve market position
by minimising competition from imports and garner economic rents and
higher profits.

What has not been definitively established in the debate on the efficacy of
SDT is how each measure of SDT is directly related to a specific aspect of
developing countries. This is partly due to the wide range of countries
covered by the existing outmoded nomenclature of developing country
and least developed country. It is extremely difficult to identify a typical
developing country or a feature that is common to all developing countries
to the same extent. Not all developing countries exhibit all the features and
problems ascribed to the category.

Some countries, by virtue of not being classified as developed or indus-
trialised, are still counted among the so-called developing countries. These
advanced developing countries have proven themselves to be internation-
ally competitive, industrialised and large enough not to be price-takers in a
wide and growing range of goods and services. In this context, the call for
SDT for SDEs will not succeed unless (a) these countries can be identified
as a separate genre of economy, not developed, nor least developed, but a
sub-set of developing countries having characteristics which derive from
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being developing and from being small; (b) the need for SDT is established
based on the characteristics of SDEs and the implications for their func-
tioning, growth, development and structural transformation; (c) each and
every type of measure of SDT proposed for SDEs is shown to be directly
related to and addressing a specific characteristic and/or aspect of the func-
tioning of SDEs. The next section is therefore devoted to identifying and
describing the characteristics of small developing economies.

9.5 Characteristics of small developing economies

Small developing economies have certain characteristics,52 such as a
high degree of openness, limited diversity in economic activity, export-
concentration on one to three products, significant dependency on trade
taxes, and small size of firms. Some developing countries and least devel-
oped countries in general may exhibit some of the characteristics listed as
defining small developing economies. This has led some to argue that many
of the problems attributed to small developing economies are not unique to
them or can be addressed by appropriate policy measures and therefore
smallness does not differentiate economies.53 Careful analysis reveals,
however, that the characteristics, which are common to different types of
developing countries, differ by degree between the different types of devel-
oping countries. Therefore what sets small developing economies apart
and defines them as a distinct genre of developing country is the combin-
ation of characteristics and the degree or extent of these characteristics.

9.5.1 Acute vulnerability

The high degree of openness and the concentration in a few export prod-
ucts, particularly some primary products and agricultural commodities
whose prices and demand are subject to fluctuations in world markets,
make small developing economies vulnerable to external economic events.
Substantial dependence on external sources of economic growth makes
small developing countries acutely vulnerable to exogenous shocks. The
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exposure of small developing economies to real shocks is much greater
than in larger economies, which are usually more diversified in structure
and exports. Gonzales regards vulnerability as such a critical aspect that he
speaks of small vulnerable transitional developing states as a distinct cate-
gory of economy.54 The WTO Ministerial Declaration of Doha makes refer-
ence to the objective of identifying trade-related issues for the fuller
integration of ‘small, vulnerable economies’ into the multilateral trading
system.55

Economic vulnerability can be a feature of an economy of any size and
level of development, but it is compounded by small size, a high degree of
openness, narrow export concentration, susceptibility to natural disasters,
remoteness and insularity. Small developing economies have structural fea-
tures that make them more vulnerable to external shocks.56 Indeed, acute
vulnerability is a feature that is unique to small developing economies,
differentiating them from other types of economies that may share charac-
teristics such as openness, weak adjustment capacity and limited institu-
tional capacity.

The characteristic of small developing economies that most differ-
entiates them from other developing countries is acute vulnerability. This is
a condition which arises from a high degree of openness compounded by a
high degree of export concentration and export market concentration.
Export concentration is not unique to small developing economies; it is a
feature of several developing countries and is particularly common among
the least developed countries. However, concentration on a few exports,
concomitant with small size of productive units and a disarticulated adjust-
ment capacity, gives export concentration an importance in small develop-
ing economies beyond that of other developing countries.

9.5.1.1 High degree of openness

External transactions are large in relation to total economic activity, as
indicated by the high ratio of trade to GDP. There is heavy reliance on
external trade because of a narrow range of resources and the inability to
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support certain types of production, given the small scale of the market.
Economic openness is measured by imports and exports of goods and
services as a percentage of GDP. A high degree of openness is not peculiar
to small developing economies, as the growth of interdependence and the
increase of international transactions relative to national production
have resulted in all economies showing increased levels of openness. For
many developed countries, a high degree of openness is typical; however,
the implications of this are very different compared to small developing
countries. A high level of openness coexists in most small developing
economies with extreme export concentration and internationally
uncompetitive production, resulting in vulnerability. In contrast, a high
degree of openness in developed economies is indicative of their integra-
tion in the global economy and their ability to compete in global
markets.

9.5.1.2 Export concentration

The limited range of economic activity in small developing economies is
reflected in concentration on one to three exports accompanied, in the
majority of cases, by a relatively high reliance on primary commodities. In
extreme cases, one export, often a primary product or tourism, accounts
for nearly all exports. Empirical analyses have detected a positive and
statistically significant relationship between export concentration and
export instability57 and, through its effects on terms of trade, volatility has
a major effect on income volatility.58 The terms of trade volatility is 30 per
cent higher for small developing economies than for other developing
countries.59

9.5.1.3 Export market concentration

In many small developing economies export concentration is accompanied
by export market concentration, i.e. dependence on one or two export
markets. For example, in the 1990s, Britain absorbed Dominica’s bananas
when that product accounted for 90 per cent of total exports.
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9.5.1.4 Export marketing monopoly

The effect of export market concentration is particularly detrimental to
economic development if the export marketing is controlled by a single
multinational corporation.60 This is frequently the case, in part because of
the very small export volume, for example the export of bananas and sugar
from the Caribbean. Even where an export is handled by several multi-
national corporations, the transactions constitute intra-firm trade61 and
not the arm’s-length international trade of economics textbooks. For a long
time the world bauxite trade was conducted on the basis of intra-firm
transfers62 and there was no genuine world market in operation.

9.5.1.5 Acuteness

The extent of vulnerability of an economy can be measured by a ‘vulnerabil-
ity index’: for example the index constructed by Atkins, Mazzi and Easter63

incorporates economic exposure, susceptibility to environmental events
and remoteness and insularity. Gonzales uses income volatility, growth
resilience and preference dependence.64 Different vulnerability indices have
been formulated differing in which variables are included and the method-
ology of weighting. Despite differences, all vulnerability indices reveal a
relationship between vulnerability and size, with the smallest countries
being the most vulnerable. Atkins et al. found that twenty-eight of the thirty
most vulnerable were small developing economies.65 A Commonwealth
Secretariat/World Bank study has shown that of 111 developing countries,
twenty-six of the twenty-eight most vulnerable were small countries and
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that the least vulnerable economies were all large countries.66 Argentina,
Brazil, Canada and the United States have vulnerability indices of 0.2 or less
while the ten smallest countries range from 0.59 to 0.84.67

9.5.2 Imperfect markets

The small size of markets in small developing economies results in market
structures which are characterised by substantial imperfections. These
derive from the limited number of participants, and in many cases there are
monopolies and oligopolies. Even where there are a large number of pro-
ducers or traders, one or a few firms effectively dominate the operation of
markets both in the financial as well as in the real sector. Market imperfec-
tions, of one kind or another, are to be found in economies of all types, but
in small developing economies these imperfections are particularly per-
verse. For example, monopolies in small developing economies are espe-
cially inefficient because the market is so small that there is little prospect of
competition and they suffer from the lack of economies of scale.

9.5.3 Small size of firms

Firms from small countries are small by comparison with multinational cor-
porations and firms in large economies. Small firms are at a disadvantage in
the global marketplace because they cannot realise economies of scale, are
not attractive business partners, and cannot spend significant funds on mar-
keting, research and development. The difference in the size of total sales of
the largest national firms is a good indicator of the enormous gap between
firms competing in the global marketplace. The total sales of General Motors
are 328 times larger than those of the largest nationally owned firm in the
SDEs of the English-speaking Caribbean. Sales and employment of some
multinational corporations are larger than the GDP and population of many
small developing economies. Given the minute size of even the largest firms
in small developing economies, they in essence constitute micro-enterprises
by global standards and this remains the case even when they merge within
regional integration schemes among such economies.
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9.5.4 Dependence on trade taxes

There is a high dependence on trade taxes as a percentage of government
revenue in small developing economies. Trade taxes account for more than
one-half of government revenue in St Lucia, Belize and the Bahamas, and
over one-third of government revenue in Guatemala and the Dominican
Republic. The extreme dependence on trade taxes as a source of fiscal
revenue accounts for the resolute and persistent resistance of governments
in small countries to contemplate tariff reductions. This, rather than pro-
tection of local industry, has delayed or blocked trade liberalisation in
small developing economies. Ironically, more costly imports due to high
tariffs result in high input costs, which reduce the international competi-
tiveness of exports of goods and services. This in many instances, however,
is justified by the need to control import demand for balance-of-payments
purposes.

9.5.5 Limited institutional capacity

Small developing economies have very limited institutional capacity and
this has a number of implications which increase the cost of goods and ser-
vices provided by the state, which in turn increase the cost of production in
the private sector. In many instances the government cannot sustain spe-
cialised services, with the result that they are either not available or have to
be imported. Even where the state has the capacity to supply certain goods
and services, these tend to be high cost because of the absence of economies
of scale and the indivisibility of certain public service functions.

9.6 Implications of small size

There is no direct correlation between size and economic growth68 and
level of development. This is evident in the fact that many countries which
are small in terms of standard indicators such as population, land area
and GDP are ranked favourably according to levels of GDP per capita
and the UN’s Human Development Index. Nevertheless, small size has
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implications for the international trade of these countries. These implica-
tions include:

9.6.1 Volatility

Small developing economies have traditionally experienced pronounced
economic volatility because:

(a) Acute vulnerability is especially severe when export earnings depend
on products which are prone to instability such as primary products69

or goods whose market access depends on voluntary preferential
arrangements in developed countries. This instability is heightened
when exports depend on a few external markets, because exports are
exposed to fluctuations in demand and price, and changes in market
access policy in importing countries. It has been suggested that many
small economies can reduce export instability by shifting to services,
particularly tourism and financial services. The change in export com-
position toward the service industry has not always been accompanied
by reduced instability in export earnings.70

(b) One of the peculiarities of small developing countries, particularly
small islands, is the fragility of their ecologies, the prevalence of
natural disasters and their susceptibility to environmental damage
from natural disasters. Natural disasters have been a recurring factor in
the volatility of small developing economies. The World Bank has esti-
mated that the impact of a natural disaster on a small economy and its
financial sector can be far more devastating than it is on a large
economy, where the damage is relatively localised. For example, the
damage to Jamaica from Hurricane Gilbert in 1988 amounted to about
33 per cent of GDP, damage to Antigua from Hurricanes Luis and
Marilyn in 1995 amounted to about 66 per cent of GDP, and
Montserrat suffered losses totalling 500 per cent of GDP from
Hurricane Hugo in 1989. In comparison, the damage to the United
States from Hurricane Andrew in 1992, while much larger in absolute
financial terms, amounted to only 0.2 per cent of GDP.
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(c) Small developing economies exhibit a very high reliance on foreign
capital inflows in the form of private direct foreign investment and
development aid. The average of the ratio of the volume of capital
flows to GDP is larger in small developing economies than in other
developing countries and the ratio of foreign aid to GDP is about 20
per cent, double that of other developing countries.71 Foreign aid flows
are subject to considerable fluctuations from year to year because they
are allocated according to the political priorities of donor govern-
ments. The evidence for the last twenty years reveals that small devel-
oping economies are at a disadvantage in attracting direct foreign
investment compared to larger developing countries. This is in part
due to the perception that smaller countries are riskier investment
environments. Even when they have sound economic policies and the
macroeconomic fundamentals are good, small developing countries
are rated 29 per cent more risky.72

Volatility is a feature of developing countries which export primary
products, particularly agricultural commodities and minerals, and which
experience fluctuations in capital flows. Volatility is costly because of its
adverse impact on financial intermediation, exchange rates, inflation,
income distribution, resource allocation, productivity and investment.73

Income volatility has a strong negative effect on economic growth in devel-
oping countries74 and adversely affects investment.75

Small developing economies experience higher levels of volatility than
other economies, indicating that small size is related to volatility.
Empirical studies have documented greater volatility of output76 and real
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per capita income77 in small economies, and income volatility increases
the smaller the economy.78 Estimates by the World Bank and
Commonwealth Secretariat show that ‘the standard deviation of annual
real per capita growth is about 25 per cent higher’.79 Small developing
economies experience difficulty in sustaining economic growth and they
may, as Looney argues, be incapable of sustaining economic growth.80

During the period 1980–98 only twenty-four of fifty-three small island
countries achieved growth and the ‘average per capita growth rate was
negative’.81

9.6.2 Sub-optimal resource use, allocation and mobilisation

Small markets are imperfect markets and this has several implications for
resource use, allocation and mobilisation:

(a) Small markets are not competitive business environments even with a
large number of firms because a very limited number of participants
achieve dominance and hence there is an oligopoly or a monopoly.
These market situations reduce the efficiency with which firms operate
and lead to distortions in resource use. The lack of market-driven
competition leads to inefficiency and higher costs, as firms are not
driven by the dynamics of competition to optimise efficiency and
introduce new technology and improved production systems. A firm’s
international competitiveness depends on its capacity to innovate con-
tinually in production techniques and products. The national market
conditions in which the company operates are a significant variable in
its drive to develop its competitive advantages.

(b) The small size and skewed structure of the market inhibits the ability
of small developing economies to garner resources from external
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sources, in particular private foreign investment. Investors often are
unaware of opportunities in small developing economies or do
not consider them to be worthwhile as investment locations
because of the limited size of the national market. Further, invest-
ment in export sectors tends to be biased in favour of larger
economies, even when these economies are low-income and less
developed.

(c) The high import content of production and consumption, undiversi-
fied economic structure and the lack of competitive markets in small
developing economies mean that there are rigidities in resource alloca-
tion. This makes the adjustment process more difficult and, of neces-
sity, slower than the adjustment process in larger, more developed
economies.

(d) Small firms and farms are unable to sustain a consistent supply in
volume and quality in both the local and export markets, and this
results in their elimination from the market even where they are com-
petitive in price and acceptable in quality on most occasions. For
example, the tourism sector often imports food products which are
produced locally because supply is not consistent.82

(e) International competitiveness and efficiency is sub-optimal because
labour productivity can never be at its maximum as small developing
economies cannot provide opportunities for specialisation. In these
circumstances, highly skilled personnel function as generalists, which
reduces their productivity. This inherent trend is compounded by the
migration of a significant proportion of university-trained persons
seeking jobs suited to their type and level of training. In some situ-
ations a highly specialist person, e.g. a neurosurgeon, may not be able
to find sufficient work in an economy of 500,000 or fewer people. Small
developing economies such as Fiji, Haiti, Jamaica and Trinidad and
Tobago have more than 60 per cent of their highly skilled population
living abroad and the figure reaches 83 per cent in the case of Guyana.
The comparable data for large developing economies – Brazil, China,
India, Indonesia and Thailand – are less than 3.2 per cent.83
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9.6.3 Constrained international competitiveness

It is firms not countries that conduct international trade. Firms in small
developing economies are small by global standards, although they may be
very large by local standards. Such firms are constrained by a business
environment which is less conducive to attaining international competi-
tiveness than those of large developing countries or developed countries
where economies of scale can be realised without involvement in export
activity and firms can benefit from modern infrastructure, large markets
and enterprise cluster. Even in developed countries small firms find it more
difficult than large firms to overcome the difficulties of breaking into
export markets and undertaking foreign investment. The result is that less
than 0.2 per cent of small firms have multinational operations.84 Despite
these difficulties, some firms in small developing economies have attained
international competitiveness,85 established worldwide brands and become
multinational enterprises.

(a) Small developing economies have severe constraints on their mater-
ial and labour inputs, both in amount and variety, because of their limited
land areas, narrow resource bases and small populations. These constraints
prevent the attainment of economies of scale for a wide range of products
and lead to high unit costs of production, especially in manufacturing.86

Small market size also tends to cause high costs because there is often a lack
of competition, and in many instances the markets are oligopolistic or con-
trolled by monopolies.

Firms in small economies, especially small developing economies,87 are
at a major disadvantage compared to large firms in the global context.
These small firms cannot attain either internal economies of scale88 (where

special and differential treatment for sdes 335

84 Zoltan J. Acs, Randall Morck, J. Myles Shaver and Bernard Yeong, ‘The Internationalization of
Small and Medium-Sized Enterprises’ in Zoltan J. Acs and Bernard Yeong (eds.), Small and
Medium-Sized Enterprises in the Global Economy (Ann Arbor: University of Michigan Press,
1999) p. 52.

85 Ganesh Wignarja, Marlon Lezama and David Joiner, Small States in Transition: From
Vulnerability to Competitiveness (London: Commonwealth Secretariat, 2004).

86 Donald B. Keesing, ‘Population and Industrial Development: Some Evidence from Trade
Patterns’, American Economic Review, vol. 58, no. 3 (1968) pp. 448–55.

87 Firms in small developing economies are discussed in Alvin G. Wint, Managing Towards
International Competitiveness: Cases and Lessons from the Caribbean (Kingston: Ian Randle
Publishers, 1997), and Alvin G. Wint, Competitiveness in Small Developing Economies: Insights
from the Caribbean (Kingston: University of the West Indies Press, 2003).

88 The cost disadvantages suffered by small firms result from the lack of economies of scale, higher
costs of inputs and higher transportation costs. See L. Alan Winters and Pedro M. G. Martins,



unit cost is influenced by the size of firm) or external economies of scale
(where unit cost depends on the size of the industry, but not necessarily on
the size of any one firm). A small economy and, by extension, small indus-
tries (including export sectors) are unlikely to foster the competitive
dynamics necessary for firms in small economies to achieve competitive
advantage. Competitive advantage in the sense in which Porter89 uses the
term is more likely to occur when the economy is a developed one and is
large enough to sustain ‘clusters’ of firms connected through vertical and
horizontal relationships and where there are networks90 of related and sup-
porting industries. A firm working with world-class local suppliers can
benefit from cross-fertilisation opportunities and overcome information
asymmetries. Related industries can also be an important source of innov-
ations and can provide strategic alliances and joint ventures.

Firms in small developing countries also have severe difficulties in
attaining ‘economies of scope’, i.e. economies obtained by a firm using its
existing resources, skills and technologies to create new products and/or
services for export. Exposure to global competition requires small firms to
invest heavily just to survive in their national market, and more so in order
to export. Larger firms are better able to generate new products and sources
from existing organisations and networks. Very large firms, such as multi-
national corporations, operate internationally in ways that are very
different from small firms.

The disabilities constraining small firms increase the smaller the devel-
oping economy in which they operate. Firms in micro-developing
economies face higher costs than other small developing economies.91

(b) A small developing economy is an aggregation of firms which are
small in the world market and therefore ‘price-takers’, i.e. exercising no
influence on world market prices for goods, services and assets. Inputs,

336 richard l.  bernal

‘Beautiful but Costly: Business Costs in Small Economies’ (a study prepared for the
Commonwealth Secretariat and the United Nations Conference on Trade and Development,
2004). For the opposing view see Boris Blazic-Metzner and Helen Hughes, ‘Growth Experience
of Small Countries’ in B. Jalan (ed.), Problems and Policies in Small Economies (New York:
St Martin’s Press, 1982) pp. 85–102.

89 Michael E. Porter, The Competitive Advantage of Nations (New York: Free Press, 1990)
pp. 71–3.

90 Christopher A. Bartlett and Sumantra Ghoshal, Managing Across Borders (Boston: Harvard
Business School Press, 1989).

91 Alan L. Winters and Pedro M. G. Martins, ‘Beautiful but Costly: Business Costs in Small
Economies’ (a study prepared for the Commonwealth Secretariat and the United Nations
Conference on Trade and Development, 2004).



including imports, cost firms in small economies more than large firms,
thereby making firms in small economies relatively less efficient.

Small developing economies pay higher transportation costs92 because
of the relatively small volume of cargo, small cargo units and the need for
bulk breaking. Small economies pay an average of 10 per cent of the value of
merchandise exports as freight costs, compared to a 4.5 per cent worldwide
average and 8.3 per cent for developing countries.93 Small developing
economies spend more on freight costs as a percentage of imports than
large countries. The world average is roughly 5.25 per cent whereas the
SDEs of the Caribbean pay between 9 and 13 per cent.94

The public sector and government expenditure in small developing
economies accounts for a larger share of GDP95 than in larger countries.
This is a reflection of the indivisibility of public administration structures,
the lack of economies of scale in the provision of public goods and the exe-
cution of certain functions which every country, no matter how small, has
to carry out, e.g. a head of state, a parliament, a police force, etc. The
growth of the public sector has also been due in part to attempts to com-
pensate for the absence of the private sector in certain economic activities,
as well as the inability of firms in small developing economies to finance
large infrastructure projects either in the narrow local capital market or in
international financial markets.

The small size of the market and the prevalence of small firms make it
difficult for small economies to attract private foreign investment and joint
venture partnerships even when the policy regime and economic funda-
mentals are better than competing locations. The result is that both the
public sector and the private sector composed of small firms pay higher
interest rates and other costs, which serve to increase the costs of produc-
tion. Small firms and farms find it more difficult than larger entities to
meet the cost of compliance with international standards. For example, in
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developing countries enterprise size is the key variable in the ability to
comply with sanitary and phyto-sanitary measures in developed country
markets.96

9.6.4 Disarticulated adjustment capacity

The high import content of production and consumption and the rigidity
inherent in the undiversified economic structure of small developing
economies severely hamper resource allocation, which makes the adjust-
ment process more difficult and slower than in larger economies. In many
situations, adjustment requires resource creation as well as resource alloca-
tion. The undiversified economic structure of small developing economies
causes the adjustment process to be more difficult, larger relative to GDP
and of necessity slower than in larger countries.97

There is a high degree of openness in small developing economies, one of
the consequences of which is that movements in the price of imports dom-
inate the overall domestic price level. The prices of non-traded goods also
tend to adjust rapidly through the impact of foreign prices on wages and
other costs. Exchange rate charges do not have the desired effect on the
balance of payments because of low import and export price elasticities.

Stabilisation policy must be designed specifically for small developing
countries, taking cognisance of the structure of markets and the nature of
their operations. The uncompetitive nature of these markets, particularly
where monopolies and oligopolies exist, and the limited number and type
of institutions make resource utilisation and allocation more problematic
than in large developed economies. These types of market situations are
characterised by rigidities which make the adjustment process more time-
consuming, and which diminish the efficacy of conventional policy mea-
sures such as open market operations and recalibration of economy-wide
prices such as the exchange rate. Furthermore, structural adjustment, like
stabilisation, is a more difficult process in small developing economies
because the inherent rigidities in the structure and operation of markets
complicate the process of resource reallocation. The nature of these small
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markets also restricts the ability of private-sector entities and the govern-
ment to mobilise additional resources, both within these economies and
from external sources.

Small developing economies have structural features that need to be
changed (where feasible) if these economies are to cope with the rapid and
profound changes associated with globalisation. Adjustment will not
suffice to enable these economies to manage the changes in the global
economy successfully since adjustment implies marginal and incremental
modification to an economic structure which is fundamentally sound and
conducive to sustainable economic growth. Economic transformation goes
beyond the resource utilisation, reallocation and mobilisation intrinsic in
stabilisation and structural adjustment to incorporate resource creation
over the medium to long term. Transformation in the current and future
global economy will entail the ability of small developing economies to
facilitate the rapid and frictionless international mobility of goods, ser-
vices, finance, capital and technology which is the essence of a seamless
global economy.

9.7 Special and differential treatment for small developing
economies

The design of measures to address the characteristics and interests of small
developing economies should not be limited to measures which avoid
putting these economies at a disadvantage, nor should it be confined to
best-endeavour commitments to promote trade opportunities and safe-
guard the interests of these economies. For example, Article IV of the GATS
specifies measures aimed at increasing the participation of developing
countries in the global trade in services, through specific commitments in
relation to strengthening the efficiency, capacity and competitiveness of
their domestic services. It also requires developed member countries to
facilitate the access of developing country service suppliers to information
related to market access.

9.7.1 Guiding principles

The overall goal of special and differential treatment applicable to small
developing economies is the promotion of economic development, which
entails a quantitative dimension, i.e. growth, and a qualitative dimension,
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i.e. structural transformation, and therefore must be guided by the follow-
ing principles:

(1) The measures must be precise and enforceable and not merely best-
endeavour commitments.

(2) Those provisions dealing with the disabilities in the process of devel-
opment should be subject to periodic review and renegotiation where
appropriate.

(3) The provisions which address the problems arising from small size
must be long term and should be renewable.

(4) Sectors or products which are clearly recognised to be internationally
competitive should be exempt from SDT.

(5) Where a SDE produces a large enough share of world production of a
commodity it should not be entitled to SDT for that commodity.

(6) Provisions must take account of the differences in the size of firms
involved in international trade, bearing in mind that firms from small
developing economies are micro-enterprises by global standards.

(7) Given the structural and institutional limitations on the capacity for
economic management, SDEs must have the maximum degree of
freedom to pursue development policies.

9.7.2 Specific measures

The classification of SDT measures used by the WTO is not as helpful as it
could be because the categories are too broad and consequently it does not
allow the connection between the provision and the issue it is intended to
address to be lucidly established. The categories employed by the WTO are
increasing trade opportunities of developing countries, safeguarding the
interests of developing countries, flexibility of commitments, transitional
time periods and technical assistance. In order to overcome the limitations
of the WTO classification and improve the specificity of the measures and
elucidate the link with how they help SDEs, nine types of measures are pro-
posed and illustrations are provided where pertinent. The examples pro-
vided are not intended to be an exhaustive list of existing SDT measures as
such a cataloguing exercise has already been completed by the WTO.

9.7.2.1 Differentiated obligations

Trade between developed countries and small developing economies
should be governed by the principle of less than full reciprocity. There
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would be reciprocity in some subjects and in some sectors and products
but SDEs would undertake commitments to the extent consistent
with their capacity for adjustment, level of development and their admin-
istrative and institutional capabilities for implementation. Developed
countries would maintain existing preferential market access for as long
as possible and seek to create trade opportunities by more favourable
market access for goods and services from SDEs through specific measures
on an issue-by-issue basis and, where appropriate, on a product-by-
product basis.

Consideration could be given to the inclusion of an ‘enabling clause’ for
small developing economies, which would allow for the differential appli-
cation of rules in the levels of obligation for small developing economies
within the developing country framework.

9.7.2.2 Asymmetrically phased implementation

Given the small size of firms, the small scale of production and limited size
of the market, small developing economies will require a longer period of
adjustment than developed economies. Hence, there must be asymmetri-
cally phased implementation of rules and disciplines, permitting a longer
adjustment period for small developing economies. For example, in agri-
cultural trade, particularly food items, small developing economies should
be allowed the flexibility to implement their commitments to reduction of
protection and domestic support over a longer period than the implemen-
tation period prescribed for larger economies.

Provision for such differentiated phase-in schedules was included in
both the Agreement on Textiles and Clothing (ATC) and the TRIPs
Agreement. In the ATC, small suppliers were allowed longer phase-out
periods for the Multi-Fiber Agreement (MFA) as well as greater flexibility
in growth rates, etc. Under the TRIPs Agreement, developing countries and
LDCs were allowed the longest phase-in period for implementation of their
obligations.

The weakness of the current provisions which allow longer implemen-
tation periods is that they are not related to any measure of implementa-
tion capacity, the cost of implementation or any evaluation of if and
when implementation has been accomplished or to what extent further
work is required and how long a period would be needed. These deficien-
cies have to be remedied in a revision of implementation and adjustment
periods.
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9.7.2.3 Exemptions from commitments in certain areas

Given the vast disparities in size, the extremely small size of some
economies and the human, financial and institutional costs involved in
implementing the trade agreements, small developing economies should
be permitted some exemptions. This would not only address the question
of disparities, but also avoid delays which may occur because SDEs, despite
their best efforts, are unlikely to meet certain requirements and timetables.
For example, if, as is likely, exports subsidies are outlawed, smaller
economies should be exempt from this requirement. Exemptions should
also be considered for standardising technical requirements through
national organisations and participation in international standardisation
processes where these have no applicability because of lack of production
or importation or exports. Where complete exemptions are not feasible, de
minimis provisions would be helpful.

An example of this type of measure is the provision which exempts
developing countries from the disciplines in some types of export subsi-
dies. This type of provision should be included in other aspects of the WTO
agreements. For example, in government procurement agreements the very
small developing economies should have their government procurement
markets exempt from coverage given their very small size.

9.7.2.4 Flexibility in application and adherence of disciplines under
prescribed circumstances

Small developing economies are highly open economies and are therefore
more susceptible to balance-of-payments problems. This is particularly the
case for small developing countries where balance-of-payment deficits
tend to be persistent because of their structural origins. The balance-of-
payment provisions such as those provided in Articles XII and XVIII:B of
the GATT are not confined to any particular type of country but all
members may avail themselves of the right to resort to these provisions
under the circumstances prescribed. Because of the vulnerability of small
developing economies to balance-of-payments problems, these provisions
should be made more applicable to them by permitting additional facilities
to enable them to (a) maintain sufficient flexibility in their tariff structure
to be able to grant the tariff protection required for the establishment of a
particular industry, and (b) apply quantitative restrictions for balance-of-
payments purposes which take full account of the continued high level of
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demand for imports likely to be generated by their programmes of eco-
nomic development.

9.7.2.5 Temporary suspension of obligations in prescribed
circumstances

Small developing countries should be allowed to suspend their obligations
in certain specified circumstances, for periods of up to one year, starting
with six months in the first instance. Situations that would trigger the right
to suspend certain obligations could include natural disasters and the
sudden and substantial collapse in earnings of one of the principal
exports, defined to be over a prescribed percentage of total exports over
the previous five years. Small island developing states in particular are
prone to natural disasters, causing devastation and necessitating an
extended period of national reconstruction, particularly in agriculture.
For example, a hurricane that hits Florida does not affect the rest of the
United States but when this happens to a small island such as one of those
in the Caribbean, the entire country is damaged. The experience of small
developing economies dependent on one or two primary products or sen-
sitive services, e.g. tourism, reveals that the devastating impact that the
events such as natural disasters have on the fortunes of a single commod-
ity can be both in the short and the long run.

9.7.2.6 Development promoting policy

There should be a shift in the focus of SDT from exempting developing
countries from having to fulfil certain obligations to measures which
proactively promote economic development. The forgoing of obligations
has not always been helpful to the adjustment and development of devel-
oping countries. It has resulted in the postponement of adjustment to the
detriment of economic development, international competitiveness and
the diversification of exports. Prolonged adjustment periods can be as
harmful to development as adjustment that is too short. Development
promoting SDT would furnish governments in small developing
economies with the policy flexibility which they need, while not relying
on governments in developed countries to honour the hortatory
language of ‘best-endeavour’ clauses. This emphasis on policy space for
developing countries rather than developed countries making exceptions
may have the advantage of arousing less opposition in developed
countries to SDT.
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Special and differential measures which stimulate development by stim-
ulating investment, enhancing international competitiveness and promot-
ing export production and diversification can take the form of:

(a) preferential access to the markets of developed countries. Market
access is critical to stimulating market forces which can produce trade-
led growth. Developed countries can promote this in small developing
economies by (i) establishing or maintaining preferential market
access arrangements, (ii) reducing protectionism in their markets,
(iii) a liberal dispensation on regional trade agreements among small
developing economies, (iv) more liberal provisions on Mode 4 of ser-
vices, the movement of natural persons, and (v) accepting measures
for small developing economies for which other economies are not eli-
gible, e.g. geographical indications.

(b) allowing governments in small developing economies the policy
space to promote development by means not open to all members
of the WTO because these economies are characterised by serious
market imperfections or market failures. This could entail the
implementation of existing SDT, which allows use of some subsidies,
investment incentives, waiving the principle of national treatment
for firms which are small by global standards or for exporters
whose share of world trade in a particular product is below a certain
level.

(c) affording the right to use a ‘positive list’ approach in deciding which
products are to undertake tariff reductions, particularly in agricul-
ture.98 The principle of non-reciprocity as expressed, for example, in
Article XIX(2) of the GATS allows ‘appropriate flexibility’ for develop-
ing countries, including ‘opening fewer sectors, liberalizing fewer
types of transactions, progressively extending market access in line
with their development situation’.

(d) allowing more latitude in rules of origin so that they do not negate
preferential market access but serve instead to stimulate development.
Relaxation of rules of origin has boosted apparel production in coun-
tries benefiting from the Caribbean Basin Economic Recovery Act and
the African Growth and Opportunity Act.
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(e) permitting a more generous approach to safeguards for small develop-
ing economies.

9.7.2.7 Technical assistance and training

The need for technical assistance to the small developing economies is
widely accepted; however, it is not a panacea nor should it be a placebo.
This issue requires some fresh thinking as the institutional capacity is so
constrained in most small countries that there is a need for technical assist-
ance to identify technical assistance needs. Technical assistance should
focus on:

(a) promoting the development of adequate institutional capacity by
training technicians to improve the implementation of the inter-
national trade agreements. The costs of implementing the commit-
ments in the Uruguay Round turned out to be enormous relative to the
resources of the developing countries;99

(b) assisting small developing economies in fulfilling their obligations
assumed in international agreements, in particular commitments
under the WTO;

(c) supporting the efforts of SDEs to prepare technically for negotiations,
attending meetings and maintaining representation at the WTO in
Geneva;

(d) contributing to efforts by small developing economies to undertake
the structural, institutional and legislative adjustment necessary to
stimulate and sustain economic development.

Technical assistance is provided for in the WTO in fourteen provisions
across six agreements and one ministerial decision. The major difficulty has
been ensuring that these provisions are given practical effect and that the
presently inadequate funding is substantially increased.

9.7.2.8 Enabling access to mediation

The Understanding on Rules and Procedures governing the Settlement of
Disputes (DSU) is currently under review in light of the experiences of the
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past few years. The problems which have been identified in the operations
of the Dispute Settlement Mechanism (DSM) include:

(a) the limited capability of small developing countries to make use of the
mechanism because of their inadequate expertise and institutional
capacity to implement panel findings;

(b) the high cost and administrative difficulties of using the dispute settle-
ment mechanism.

There are provisions in the DSU which grant technical assistance to
developing countries. These need to be extended to small developing
economies and made more effective for these countries. The cost
entailed and the difficulties experienced by the countries of the English-
speaking Caribbean in the banana dispute between the US and Latin
American banana exporting countries and the EU illustrates the
problems which small developing countries face in attempting to utilise
the DSM.

9.7.2.9 Development funding for implementation and trade
capacity-building

The cost of implementation of commitments in the WTO can be very sub-
stantial for small developing countries, particularly in the short run, and
can amount to a significant share of development assistance.100

The current concept of trade capacity-building must be redimensioned
to include building trade capacity in both the private and the public sectors.
While this may not form part of a trade agreement, the measures of SDT
should include not only those expressed in the rules but also financing to
ensure that capacity created or enhanced by technical assistance is put on a
sustainable basis. Measures of SDT in some cases cannot come to fruition
without being complemented by development funding. Development
funding for capacity-building should take account of financing for indus-
try and product adjustment, compensation for the loss of preferences, the
cost of implementation, improving international competitiveness and
strengthening negotiating capacity.

The opportunities created by trade liberalisation can only come to
fruition if there is investment, but in the case of small developing
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economies not all of this will materialise in the form of private investment
and hence there is a role for development financing. The financing facility
does not have to be part of the WTO; in fact it would be more appropriate
to locate it in a multilateral institution specialising in development financ-
ing. Hoekman101 suggests that a levy of 0.25 on imports of OECD countries
would generate $10 billion for support to developing countries. The World
Bank and the WTO should collaborate on establishing an adequately
funded trade capacity-building and adjustment facility to address this
issue. Collaboration between multilateral institutions and bilateral agen-
cies must strive for coherence in policies of trade capacity-building and
strengthen cooperation to rationalise resource use and avoid duplication in
programming.

9.8 How SDT addresses the characteristics and problems of SDEs

There has been a failure clearly to identify and articulate the direct link
between the structural characteristics and institutional features of
developing economies and SDT measures, both actual and proposed.
The failure to establish how SDT measures are directly related to specific
aspects of developing economies and therefore how they have a
beneficial effect on trade and development has led to a critique of the
concept of SDT and its efficacy. Indeed, SDT is now widely regarded as
an attempt by developing countries to gain an unfair advantage in
international trade arrangements and an unjustified ploy to avoid
reciprocity.

This section explains the direct link between each measure of SDT and
the specific structural characteristics and institutional features of small
developing economies. The nine types of special and differential treatment
suggested in this chapter are aimed at directly addressing the characteristics
and problems of small developing economies. The links between the SDT
measures and the characteristics and problems of small developing
economies which they are intended to address are set out in table 9.1. In
some cases more than one measure may be related to a single characteristic
of SDEs.
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9.9 Identification of small developing economies

Neo-classical trade theory assumes that international trade takes place
between countries in an environment of perfect competition, and trade
occurs because of differences in comparative advantage, which in turn
derive from differences in resource endowment or technology. In this para-
digm the effects of size of country and size of firm are not taken into
account. However, in reality, size has important implications. Economies
of scale, the size of a country and the size of a firm are important consider-
ations because large firms can achieve economies of scale and market dom-
inance (including oligopoly and even monopoly) which put small firms at a
disadvantage. While the discipline of economics has not dealt adequately
with the question of small size, the effect of small size has however been
recognised in national economic policy, as all countries have policies
specifically designed to promote the viability of small businesses and small
farms. This tenet of conventional national policy needs to be applied to the
global economy and be recognised in the rules of international trade agree-
ments, given the disparities in size among firms and countries. More gener-
ally, small and/or vulnerable participants (both firms and households) in
national economies are afforded appropriate treatment by compensatory
policy measures. These compensatory measures are fiscal transfers, techni-
cal assistance and enabling programmes, e.g. subsidies or low-cost finance
or rules which discriminate in their favour, such as quotas or prevention of
market dominance by larger firms. In the world economy there is no multi-
lateral entity which provides fiscal transfers to small and/or vulnerable
countries and firms. Therefore measures must be included in the rules gov-
erning the multilateral trading system to ensure that the vulnerable survive,
adjust and develop.

Small economies as a distinctive genre of economy attracted the interest of
academics in the 1960s. Subsequently, several technical studies of a policy-
oriented nature have been carried out on small economies and, in particular,
small island states by the Commonwealth Secretariat, the World Bank,
UNCTAD, the Organisation of American States and the Free Trade Area of
the Americas (FTAA) Working Group on Small Economies. There is a general
consensus in these studies that small economies have characteristics which
distinguish them as a particular genre of economy and that these features are
constraints on their capacity for trade and development. The first meaning-
ful attempt to grapple with the concerns of small developing countries in a
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trade agreement was the Free Trade Area of the Americas process.102 Since its
inception in the mid-1990s the FTAA negotiations have included a Working
Group on Small Economies. The issue finally emerged in the World Trade
Organisation when the Declaration of the Ministerial meeting in Doha in
November 2001 mandated a Work Programme on Small Economies.103

While the WTO Agreement does not recognise small developing
economies as a distinct category, it explicitly recognises that there are
different types of economies and that economies other than developed
economies require rules and disciplines which are specifically designed to
take account of their relative disabilities and promote their development.
The preamble of the WTO Agreement recognises that there is a need for
positive efforts designed to ensure that developing countries ‘secure a share
in the growth in international trade commensurate with the needs of the
economic development’. The Uruguay Round Agreements include provi-
sions for developing member countries and there are some concessions to
the least developed countries, Net Food Importing Countries, countries
‘below $1,000 per capita’ and narcotic economies.

There is no single definition of a small developing economy, undoubt-
edly because size is a relative concept. Definitions based on quantitative cri-
teria vary considerably because they employ different criteria and select
different cut-off points. The most frequently used criteria have been size of
population, size of land area and value of Gross Domestic Product or some
combination of these. As for population, Gutierrez proposed a range of
8–12 million,104 Kuznets105 and Streeten106 selected an upper limit of 10
million, Chenery and Syrquin107 and Lloyd and Sundram108 used 5 million.
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Armstrong and Read109 suggested 3 million and a figure of 1.5 million has
been employed by the Commonwealth Secretariat/World Bank Joint Task
Force,110 while a report from the United Nations Development Programme
(UNDP) speaks of countries with small populations as those with fewer
than 40 million.111 A study by the United Nations Economic Commission
for Latin America and the Caribbean (ECLAC) opted for GDP and selected
a ceiling of $15 billion, while Kennes112 chose a cut-off point of $10 billion
in GNP. The problem with using GDP or population is that small is a rela-
tive concept, hence both figures have to be revised over time. This dilemma
is illustrated by the Commonwealth Secretariat’s research, which used a
population of 1 million in 1985 but by 1997 had revised the cut-off point to
1.5 million. Demas113 combined a population of 5 million or less and less
than 20,000 square miles of usable land. Bernal114 applied three criteria
without selecting absolute limits and compared data for the thirty-four
countries participating in the negotiations for a Free Trade Area of the
Americas. A clear bunching of countries emerged at one end on the contin-
uum, all exhibiting smallness in the three criteria. Davenport115 has pro-
posed the use of the share of world trade and calculates that at a cut-off

point of 0.02 per cent thirty-six countries would be small.
Various international organisations classify countries into categories

according to selected indicators for operational and analytical purposes.
The classifications used by international organisations mainly relate to
per capita income levels, indicators of development status, and some
selected concept of ‘size’. While the main classification criterion used by
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institutions such as the International Monetary Fund (IMF), the World
Bank and the United Nations for establishing country categories is the level
of per capita income, these institutions also classify countries by aggregate
income levels, the types of goods exported (e.g. fuels, non-fuel primary
products, manufactures or services) and fiscal structure.

The definition of what is a small developing economy116 is an issue which
can be resolved technically and should not be allowed to delay substantive
discussions. An appropriate definition can be derived, based on one or more
criteria – population, land area and GDP – and could be arrived at by con-
sensus. As in any categorisation there will be debate about those countries
that are just above or below the line of demarcation. Although the dilemma
of where exactly to draw the line can be resolved technically, it does introduce
a discretionary element into the exercise, which sceptics and opponents have
capitalised on to frustrate the identification of small developing economies.
This can be resolved by negotiation or by techniques such as ‘self-selection’
which has been applied for development status under the GATT system and
now under the WTO. Indeed, there is no official definition of ‘developing
country’ in the WTO, as status is by self-definition by member countries but
is not automatically granted when negotiating accession to the WTO.

9.10 The way forward

The resolution of the deadlock on maintaining and/or strengthening SDT
is for the membership of the WTO to accept and to acknowledge that there
are differences in size and level of development among countries, and con-
sequently that they have different capabilities which must be addressed by
differentiated treatment. This is allowed by and provided for in the WTO,
based on two complementary principles, namely the most favoured nation
principle and the principle of special and more favoured treatment.
Obviously there will be rules that are shared by all and there will be special
rules for those disadvantaged by size, level of development or both.
The reality is that there are two kinds of SDT in operation: that which is
provided by multilateral consent to developing countries, including LDCs,
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and deviations which the developed countries have unilaterally abrogated
to themselves. When developed countries violate the rules and spirit of free
trade within the multilateral trading system codified in the WTO this is
tantamount to unilateral SDT for the more developed.

9.10.1 Differentiated treatment

Nearly all multilateral institutions when dealing with economic issues have
recognised the diversity of economies and the necessity of differentiation in
order to calibrate their policies to the specific needs of different types of
economies. Rather than adopt the typologies employed by other institu-
tions such as the IMF, World Bank and United Nations, the membership of
the WTO must formulate a classification of countries based on trade-related
criteria. The use of per capita incomes is fraught with problems, which are
well known and need not be rehashed here. It would not make for appropri-
ate SDT to apply the proposal of the International Food and Agriculture
Trade Policy Council117 that there should be three groups of countries that
should be eligible for SDT: (a) least developed countries, i.e. with per capita
incomes of less than $900; (b) lower middle-income developing countries,
i.e. with income per capita of between $901 and $3,035; and (c) upper
middle-income developing countries, i.e. with income per capita of
between $3,035 and $9,385. Such a classification is open to all the disadvan-
tages of using per capita income as a proxy for development and the failure
to recognise structural characteristics of developing countries, in particular
small size. Size is not the only structural feature which warrants consider-
ation, but it is a factor which affects a significant number of developing
countries and is likely to become more significant as globalisation proceeds.
However, addressing the concerns of small developing economies is a chal-
lenge which can be accommodated by the multilateral trading system
because collectively they account for such a minute share of world trade.

The most appropriate classification of members of the WTO involves
four types of economies:

(a) developed economies, i.e. OECD member states and by self-definition;
(b) developing economies, i.e. with a per capita income of over $1,000 and

which are outside the range of small developing economies. Some of
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the economies in this category could be reclassified as developed by
mutual agreement after review of agreed-upon economic criteria;

(c) small developing economies, i.e. over $1,000 in per capita income and
smallness based on a combination of criteria of population, land area,
GDP and vulnerability;

(d) least developed economies, i.e. with a per capita income of less than
$1,000 and which could graduate to the status of developing economy
or small developing economy.

Least developed economies and both types of developing economies
would be eligible for Special and Differential Treatment but each of these
three types of economies would have a different package of measures
designed specifically for that particular type of economy. The packages
would have some measures common to all and some unique elements.
Some measures common to all eligible economies would be given speci-
ficity for each type of economy by variations in degree, duration and
implementation schedule.

9.10.2 Implementation, adjustment and graduation

SDT should be subject to periodic reviews, the objectives of which are to (a)
permit adjustment to the respective SDT packages, (b) allow for gradua-
tion, and (c) evaluate the extent to which the developed countries are
adhering to their SDT commitments.

Improved economic development is a realisable possibility for the major-
ity of developing countries if they can overcome some of the structural and
institutional features which currently inhibit their development. The exis-
tence of these impediments is the basis justifying specific SDT measures and
therefore, to the extent that there has been structural and institutional
transformation, an economy’s need for SDT could change over time. There
should be periodic reviews of SDT allowing for the possibility of adjustment
to some components in the package for each type of economy. Any adjust-
ment recommended by the periodic reviews would require decision by con-
sensus. Countries as they develop may graduate from one category to
another and indeed may even become ineligible for SDT by attaining the
status of a developed country. At the same time, developed country imple-
mentation of SDT measures should be evaluated, and if they failed to
comply with their commitments they should be subject to payment of com-
pensation and retaliation through the Dispute Settlement Mechanism.
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SDT designed, implemented, reviewed and adjusted in the manner pro-
posed in this chapter would make developed countries more readily agree-
able to SDT provisions because of periodic review of adjustments to SDT as
needs change and even of graduation. Developing countries would be
assured that enforceable reviews would prevent or at least considerably
reduce the incidence of developed countries’ repeated postponements of
implementation and serial renewals of exemptions. The enforceability of
SDT measures would imbue developing countries with a positive dispos-
ition towards trade liberalisation, as they would have the assurance that
their development was being meaningfully addressed through SDT. This in
turn would induce them to engage in the full agenda of issues before the
WTO and to contemplate new subjects, confident that their characteristics
and concerns would be taken into account in the new SDT provisions.

9.11 Conclusions

It is now time to recognise formally that there are four different types of
economies, namely developed, developing, small developing and least
developed. All economies cannot be treated identically, i.e. there cannot be a
single set of rules. There must be differences in the rules and their applica-
tion to take account of the differences in types of economies. All multilateral
economic institutions acknowledge these two facts and specifically the WTO
recognises three kinds of economies and provides for special and more
favourable treatment, commonly referred to as special and differential treat-
ment (SDT). The three-country typology of the WTO is hopelessly outdated
and is now a major obstacle to the negotiations of the Doha Development
Agenda. The developed countries have resisted further SDT measures and
have even tried to eliminate existing SDT because of their unwillingness to
extend this type of treatment to the advanced developing countries. The
deadlock can be broken by a four-economy typology in which classification
is based on sound economic criteria encompassing the dominant features of
reality, differences in size and level of development. Four types of economies
should be recognised, namely developed, developing, small developing and
least developed. The latter three would be eligible for SDT, with a specific
package of measures for each category of economy. The packages would be a
mix of measures common to all, unique to one type of economy and
different in degree and implementation schedule.

The approach recommended is good politics and even better economics.
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10

A study of alternative special and differential
arrangements for small economies

michael davenport

10.1 Introduction

The difficulties faced by the small states (SS) in fully integrating into the
world trading system are well documented. They include the problems
created by transport costs together with the other costs associated with iso-
lation and/or insularity and the absence of economies of scale and of scope
associated with a small domestic market.1 However, suggestions that the SS
should receive a certain Special and Differential Treatment (SDT), mod-
elled on, though not necessarily identical to, that enjoyed by the Least
Developed Countries (LDCs), have not been broadly accepted, despite the
obvious fact that, almost by definition, the SS are of little importance in
world trade. Ex ante one would not anticipate a major distortion of trading
patterns, for example through trade diversion, by giving producers each
with a contribution to world trade measured in hundredths of one percent-
age point special treatment as regards market access or as regards compli-
ance with WTO disciplines. Nor would the loss in tariff revenue appear, ex
ante, to be large. This chapter looks at the possibilities of SDT based on de
minimis thresholds, both in terms of preferential market access and WTO
disciplines, though clearly more can be said of a quantitative nature
as regards the first of these. As regards the former, it will look at the threats
of trade diversion to the LDCs and other developing countries, and losses
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in tariff revenue that would be implied by extending preferential treatment
to the SS.

10.2 Background

The WTO at present formally recognises the group of Least Developed
Countries (LDCs) defined by the UN Economic and Social Committee.
This means that those small states which fall within the LDC list are eligible
for Special and Differential Treatment (SDT) under certain WTO agree-
ments. Of the UN Committee on Sustainable Development list of forty-
four small states, only seven countries are on the LDC list (see Appendix
10.1). The CS–WB Joint Task Force list of small vulnerable states (SVSs)
also included Jamaica, Lesotho, Namibia and Papua New Guinea, of which
only the second is an LDC. The non-LDC small states generally receive the
much more limited standard SDT which is more restricted than that avail-
able to the LDCs, whether in the form of preferential tariff regimes or dero-
gations from WTO disciplines. One of the reasons for the restricted nature
of the SDT for ‘other’ developing countries may be that access to this group
is through self-selection.

Even were the SVSs to seek limited recognition – perhaps only to reduce
the cost of WTO membership or that of the disputes settlement
procedure – there is a clear need for an unambiguous definition of a small
vulnerable state.2 But both the standard and the special Generalised System
of Preferences (GSP) schemes remain an important component – perhaps
still the most important component despite the erosion of tariff preferences
through successive trade rounds – of the SDT accorded to the developing
countries. The SS have argued for special access preferences parallel to
those of the LDCs. Yet defining a new group of countries for special SDT
appears to create major problems for other WTO Members. However, for
market access another approach to the special GSP issue, which would
obviate the need for contentious lists of deserving beneficiaries, is both
coherent and feasible. This would be through the extension of de minimis
provisions, already well established in the WTO trade agreements, to pref-
erential market access so that countries with exports below a certain share
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Cyprus, Estonia and Malta – may militate against the chances of the group as a whole being
recognised as meriting some SDT.



of world trade, presumably determined on the basis of an average over a
past period, would be allowed tariff-free access to all markets and deroga-
tion from most or all non-tariff restrictions such as quotas.

The basic reasoning in favour of preferential access for the SS is that

• it would be of help to small states who experience major difficulties in
participating in the trading system. In particular it would be of benefit in
terms of overcoming the disadvantage of the diseconomies of scale;

• below a certain percentage level of world trade, depending on the
number of beneficiaries involved, there may be little or no threat to the
interests of other countries (though, as with any preferential scheme,
individual, particularly small, producers might suffer). Once the trade
flow rose above the threshold and gave cause for concern about trade
diversion, the preference would automatically be rescinded;

• and, similarly depending on the number of beneficiaries, the loss in
tariff revenue for the importing countries is likely to be limited.

But SDT based on de minimis criteria need not be limited to market access
issues. Already the LDCs receive SDT as regards a number of WTO discip-
lines. This chapter will examine the extent that the SS might also receive
special treatment as regards WTO rules on the basis of the size of their
shares in trade measured in the aggregate or with respect to particular cate-
gories of product.

The de minimis rules would cover all developing country (non-OECD)
exporters, but it is likely that the small states would benefit disproportion-
ately because of the small size of their export flows, even typically of their
principal export products. Whether such an approach is practicable on the
basis of aggregate trade flows – in which case share in world trade might
become the basis for a definition of small states – or trade flows at some
narrower customs classification can only be determined through an exam-
ination of the data.

Whether the goal is to define a new group of small states for which a par-
ticular range of SDT instruments is warranted, or whether the small states
were to demand the same SDT as that enjoyed by the LDCs, the definition
of small states has proved both conceptually difficult and politically
fraught. Self-election is unlikely to be an approach acceptable as the basis
for a new range of SDT instruments or inclusion within the SDT currently
available to the LDCs. The Commonwealth Secretariat initially adopted a
purely demographic criterion with a population cut-off of 1 million, later
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increased to 1.5 million and then stretched to include some countries with
considerably larger populations but other characteristics similar to small
countries.3 However, a definition based solely or largely on non-economic
criteria would be difficult to defend as appropriate for SDT in a WTO
context, particularly if small but high-income developing countries were
to qualify.

Disagreements about SDT for small states in various multilateral
fora helped to trigger a study by a group jointly established by the
Commonwealth Secretariat and the World Bank. Small states were defined as
countries with a population of 1.5 million or less. In addition, four some-
what larger states – Jamaica, Lesotho, Namibia and Papua New Guinea –
were included in the small state category on the grounds that they share
many of the physical and economic characteristics of small states. An Index
of Output Volatility was used as the basis for establishing a composite vul-
nerability index. First, using a sample of small states and other developing
countries, regression analysis was used to explain output volatility in terms
of specified economic and environmental causes of instability. The variables
which were found significant were a country’s openness, as measured by
export dependence (exports of goods and non-factor services as a percentage
of GDP); its lack of diversification, measured by the UNCTAD diversifica-
tion index; and its susceptibility to natural disasters, measured by the pro-
portion of the population affected by such events estimated over a relatively
long period of time. Second, the model so developed was used to predict
individual vulnerability scores for all countries for which data were available.
These vulnerability scores form the Composite Vulnerability Index.

Under the GATT, the notion that developing countries should enjoy
special and differential treatment (SDT) was an outcome of the Tokyo
Round and became enshrined in the Enabling Clause of the GATT in 1979.
The scope of SDT became both more extensive and more complex in the
Uruguay Round. However, in only one of the Agreements, that on Subsidies,
is either the term ‘developing country’ or the term ‘least developed country’
defined. In that case the least developed are either included on the list pre-
pared by the UN or within a group of twenty additional developing coun-
tries with per capita incomes of under $1,000 per annum. Otherwise
developing countries are self-elected in the WTO, while the least developed
are defined by the UN Economic and Social Committee (ECOSOC).
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The WTO does recognise the issue of smallness. For example, in the
Agreement on Antidumping de minimis provisions specifically exempt
small producers from antidumping action. The Agreement on Clothing
and Textiles also makes special provision for small producers. In terms of
fees for WTO membership smallness is also recognised, though in the
opposite direction since a new member must pay a minimum fee based on
0.015 per cent of total WTO member trade (which represents a consider-
able burden for certain Pacific island states).4

There is no technical reason why SDT – including tariff preferences –
could not be enhanced for other groups of economies, whether defined in
terms of size, as islands or as landlocked, or in terms of measures of vulner-
ability. In a proposal tabled at the ongoing negotiations in agriculture,
a group of small island developing states (SIDS) – comprising Dominica,
Mauritius, St Kitts and Nevis, St Vincent and the Grenadines and Trinidad
and Tobago – argued that SIDS-specific characteristics, including small-
ness and remoteness, result in diseconomies of scale and scope and high
input and transport costs, and these have constrained their effective partic-
ipation in international agricultural trade.5 Inter alia, they proposed that
the SIDS be provided with security of access for one or two commodities
which they are able to produce on a commercial basis, that non-reciprocal
preferential tariff rates be improved, that the ‘substantially all trade’ provi-
sion of GATT Article XXIV on customs unions should not apply in the case
of SIDS, that SIDS be allocated increases in minimum access tariff rate
quotas and that SIDS be exempted from further reduction commitments
on support and protection.

However, efforts by small states to have the WTO recognise them as a
distinct group with specific SDT have foundered on resistance by other
WTO Members. Other developing countries, in particular the LDCs, could
see recognition of the small states as a threat to their own SDT through the
erosion of tariff preferences, through the increased difficulties of obtaining
special treatment in the future if the beneficiaries are more numerous and
through the dilution of limited technical assistance budgets. Developed
countries have tended to resist the proliferation of special interest groups
on the grounds that preferential access can give rise to surges of imports
and threats to their own producers. Also, among the developed countries,
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there has been resistance to the use of SDT on the grounds that it can lead
the beneficiaries to avoid the hard economic choices necessary to assure the
competitiveness of their exports and their own development. This latter
argument ignores the evidence that SS face inherent cost structures that,
regardless of all plausible domestic actions on rents and inefficiencies, will
inevitably prevent them competing in world export markets without sig-
nificant margins of preference.

10.3 The use of ‘objective’ variables

Arguments about the particular economic disadvantages of small states
have been dismissed as special pleading and counter-examples, such as
Singapore, Estonia and Liechtenstein, have been suggested. Secondly, small
states may have low shares in world trade – but in particular goods these
shares can be relatively high, for example the Bahamas and Jamaica in rum
and Mauritius, Fiji and Guyana in cane sugar. Thus a blanket argument that
trade diversion away from other developing or developed countries would
not result from granting the equivalent trade preferences to those given the
LDCs may be hard to sustain.6 However, the proposal that tariff preferences
be given to any developing country on the basis of its low level of exports,
relative to world trade or the importing country’s overall imports, uncom-
plicated by arguments about vulnerability or the low level of development
of the exporter, is more difficult to resist. These tariff preferences could
extend to all merchandise exports of the country in question or be confined
to those exports in which the share (in world trade or in the importing
country’s market) was below a particular threshold.7

This section examines the possibility of using ‘objective’ variables, i.e.
those based solely on patterns of merchandise trade, as criteria for SDT.
First, consider the use of the share in world merchandise trade as a measure
of a country’s trading significance: a very small share in world trade implies
that granting that country SDT is likely to have a minimal impact on the
importing country’s domestic producers and a minimal trade diversion
effect on other exporters. As Figure 10.1 (and the more complete data given
in Appendix 10.2) shows, there is some overlap in the share of world trade
between all five sets of countries and notably between small states (using
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the original CS–WB list, i.e. excluding Jamaica, Lesotho, Namibia and
Papua New Guinea), the LDCs (the ECOSOC list excluding those classified
as small states) and other developing countries. It is true that, if one were to
take the same threshold as was used in calculations of membership dues to
the WTO, that is 0.03 per cent of world trade, most of the small island states
in the Caribbean and the Commonwealth would be included.8 But
Trinidad and Tobago, Botswana, Mauritius and Gabon would be excluded,
as well as Malta, Estonia and Bahrain (see table 4 in Appendix 10.2).9

Among non-LDC developing countries, Nicaragua, Panama, the Lebanon,
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8 The WTO minimum level of membership dues was based on 0.03 per cent of trade of WTO
members. It is now based on 0.015 per cent. Our data refer to the UN estimates of world trade –
including non-members of the WTO.

9 Note that only twelve SS were included in the cluster and discriminant analysis. The available
data for thirty-four SS are given in table 4 in Appendix 10.2.

Figure 10.1 Share in world trade (1998–9), selected small states
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the Dominican Republic, Paraguay, Bolivia, El Salvador, Jamaica, Namibia,
Honduras and the Congo (Kinshasa), plus seven countries in transition,
would be included. If the criterion were changed to 0.02 per cent of world
trade, only the first five of these non-LDC developing countries and six
countries in transition would qualify. But the same small states – plus
Cyprus – would fail to qualify.

This raises the question of whether the addition of a number of other
variables might refine the grouping of SS, and perhaps also those of the
LDCs, ‘other’ developing countries and so on. The obvious statistical tech-
nique is cluster analysis. This technique is in keeping with the spirit of the
study: the data should determine which countries should be grouped
together, not prior considerations about vulnerability, underdevelopment
or other sources of relative weakness.

The variables selected on which to examine the presence of clusters of
like countries were constrained by data limitations. Eventually, in addition
to the country’s share in world trade, variables were chosen to measure
export earnings volatility, the concentration of exports and the share of
trade (exports plus imports of goods and services) in GDP. Other variables
could be suggested but, even among those chosen, there are major gaps,
especially among the small countries and notably among the new island
states in the Pacific (see Appendix 10.2). Of the 184 countries in the total
sample, a full set of data was available for only 95 countries. (If cluster
analysis were to be used actually to group countries for determining SDT it
would be necessary to fill in the missing data or select new variables; the
purpose here is simply suggestive.)

Clearly more work could be done in the selection of variables, use of
alternative clustering techniques and filling in missing data points.10 The
cluster analysis was only intended to indicate similarities and dissimilar-
ities among groups of countries on the basis of a limited number of trade
variables. However, the analysis was pursued through a different approach,
that of discriminant analysis. This starts from the opposite perspective. The
same five independent variables are combined into weighted linear func-
tions which best separate (or technically maximise the distance between)
the groups of SS, LDCs, ‘other’ developing countries, countries in transi-
tion and high-income countries.
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Some interesting results did emerge. There was a tendency for the out-
liers, e.g. China for its size and Malaysia for its share of trade in GDP, to
break off and form separate clusters of one or two states. There was no clear
separation of the rich countries or the countries in transition. However, the
SS and the LDCs consistently ended up in the same cluster. This is not sur-
prising if the mean values of the variables used are compared (see table
10.1). The averages for the share in world trade and for export volatility are
the same for the SS and the LDCs. In terms of export concentration the SS
show more concentration than the LDCs on the basis of the index but less
on the basis of the number of products measure. Only in terms of trade as a
share of GDP are they at opposite ends of the spectrum. More detailed
results are given in Appendix 10.2.

In the first analysis twelve out of thirteen small states were correctly clas-
sified, as were all the LDCs and thirty-two out of thirty-six other develop-
ing countries. The only misclassified small state was Trinidad and Tobago
which was classified as ‘other developing’. Of the other developing coun-
tries, Nicaragua and Jamaica were misclassified as small states and Malaysia
and China as developed countries. Except for the case of China which is
clearly sui generis, these errors are unsurprising. Only eleven out of seven-
teen countries in transition and thirteen out of twenty-three high-income
countries were correctly identified. The former set of errors is also under-
standable, given that countries in transition are as much politically as eco-
nomically defined. As regards the high-income countries, Iceland was
classified as a small state, Greece, Kuwait, Portugal, Finland and Ireland as
developing countries, and New Zealand, Israel, Norway and Denmark as
countries in transition.

The results of the cluster and the discriminant analysis are interesting
when considered together. The discriminant analysis clearly established
that the SS were a separately identifiable group – with only one exception –
on the basis of the five trade-related variables, i.e. share of world trade,
volatility of merchandise export earnings, concentration of exports (two
measures) and share of trade in GDP. The cluster analysis, on the other
hand, strongly suggested that in terms of the same variables, the LDCs and
the SS have a great deal in common. Indeed the only variable in which they
differ substantially is the share of trade in GDP – which did most of the
work in distinguishing the two groups in the discriminant analysis. More
work in this area might yield interesting insights, though it is doubtful that
such statistical manipulations will themselves yield a taxonomy acceptable
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for determining which countries qualify for any particular SDT. But further
work might reinforce the conclusions of this section. In terms of objective
variables, unrelated to controversial concepts, which are sometimes sus-
pected of being self-serving, such as ‘vulnerability’ or ‘underdevelopment’,
or even, ‘disadvantage’, the SS are similar to the LDCs – they cluster
together – though, when the variables are given different weights, they
clearly constitute a separate and well-defined group.

However, for practical considerations of SDT based on the de minimis
principle, the share in world trade may, for the time being, be the most
politically down-to-earth solution. To recap, a maximum share of 0.02 per
cent of world trade (i.e. trade of WTO members) would, on the basis of
1996 data, exclude Trinidad, Botswana and Gabon among the SS. It would
include Lesotho among LDCs and Nicaragua, Panama and the Lebanon
among ‘other’ developing countries. It might be argued that, given that the
criterion for admission into this group is essentially the smallness of the
country and its negligible impact on world trade, a few additional members
is of limited importance in economic terms.

As regards the use of the de minimis principle in the granting of SDT in
terms of preferential market access, there is a question about whether it
could be used to qualify a country for ‘special’ or LDC or some other
improved treatment under a country’s GSP. GSP schemes are not WTO-
negotiated but are ‘concessions’ on the part of each donor, i.e. importing
country, and subject to the unilaterally determined rules of that country.
That however does not preclude the use of an overall world trade share de
minimis criterion in those rules. If SDT under the de minimis rule were
part of a WTO agreement then the lack of predictability associated with the
current GSP would be significantly lessened. Another approach would be
through de minimis rules at a low level of product disaggregation. This is
examined in the next section but one.

One element of SDT as regards WTO disciplines that might be extended
on the basis of the de minimis share of world trade is likely to be security
from contingent protection. The aggressive pursuit of anti-subsidy viola-
tions, to include for example EPZs, now appears a priority among certain
developed countries. Article 27 of the 1995 GATT allows for time exten-
sions for LDCs and twenty other developing countries for their compliance
with the Agreement on Subsidies. These extensions were further prolonged
at the Doha Ministerial Meeting. They could be extended indefinitely to
countries meeting the de minimis criterion. After all, an SS government is
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limited in the extent to which it can subsidise an export, and, in any event,
these exports will be minor in terms of world trade in the good in question.
A new safeguard clause to protect domestic suppliers of the goods in ques-
tion against import surges, both defined in terms of the change in share of
domestic consumption satisfied by the SS producer and clearly related to
the derogation, might be necessary. Similar derogations on de minimis
grounds from anti-dumping are also feasible though, perhaps, more
difficult to defend on the grounds that the smallness of the country in
which a firm is based does not preclude that firm from engaging in
dumping, though it must make it less likely given that the home market will
provide limited opportunities for cross-subsidisation. The third of the con-
tingent protection devices sanctioned by the GATT is safeguards action.
The Safeguards Agreement already has a de minimis clause: ‘[s]afeguards
measures shall not be applied against a product originating in a developing
country Member as long as its share of imports . . . does not exceed 3 per
cent, provided that developing country Members with less than 3 per cent
import share collectively account for not more than 9 per cent of total
imports of the product concerned’.11 Except in the event that the second
condition applies or the safeguards action was being applied at a different
level of product disaggregation to that used for the SDT, safeguards actions
against a small state would be precluded by a de minimis rule of 3 per cent
or less. However, to guard against these possibilities, it would make sense to
include security from safeguards actions as part of the SDT, with the
coverage defined by the de minimis rule at a broad level of disaggregation,
say the two-digit level. There are, no doubt, other areas where the de
minimis principle might be appropriate to justify a measure of SDT as
regards WTO disciplines. In the next round there are likely to be a number
of new areas where special treatment of LDCs or other groups of develop-
ing countries is granted, and in some or all of these there may be a role for
the de minimis principle.

10.4 Analysis by sector

The de minimis principle is applicable at any level for which the appro-
priate statistics are available. The most telling of the arguments against
the de minimis principle – that a country might have a small share in
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overall world trade but could still be a threat to domestic producers in
particular sectors – can be largely countered by applying the principle at a
more disaggregated level. For purposes of SDT outside of market access,
there is a case for examining trade variables at a sectoral level. For
example, a share in apparel trade of below a certain threshold could mean
an accelerated timetable for the removal of MFA quotas. A share in world
agricultural trade below a certain threshold could qualify for exemption
from all quantitative restrictions on market access. Such an approach
merits further study. This section will concentrate on the agricultural
sector.

The Uruguay Round Agreement on Agriculture (AoA) provides SDT to
developing countries through such devices as favourable thresholds and
longer implementation periods under the three ‘pillars’ of agricultural pro-
tection, market access, domestic support and export competition policies.
These elements of SDT apply to developing countries across the board.
LDCs, however, have a more extensive package of SDT which exempts
them from making reduction commitments under the three pillars. The
question arises whether the same or similar LDC SDT might be given to
developing countries whose share in world trade in all agricultural prod-
ucts – or in particular sub-groups – is below a certain threshold.

In the continuing WTO negotiations on agriculture, many SS have
pointed out that ‘implementation of the AoA suggests that many small
developing countries lack the technical, institutional and infrastructural
capacity to take advantage of the limited market opportunities that have
emerged from the global trading system’.12 In this context, several small
countries have made proposals in the current agricultural negotiations
where the de minimis principle could be relevant. For example, Swaziland
has proposed, inter alia, that small developing countries be guaranteed
against any disadvantage from new SDT granted to other developing coun-
tries.13 This suggestion could largely be met through SDT based on de
minimis rules. The adverse trade diversion effects from, say, the EU’s new
EBA or other improvements in access provided to LDC producers could be
largely pre-empted by granting the excluded countries tariff and quota-free
access under carefully selected de minimis rules. Again it should be stressed
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that, if preferences under the de minimis rule were agreed under the WTO,
the non-predictability associated with the current autonomous preferences
would be reduced.

Agricultural trade is more affected by protection in the developed coun-
tries than is trade in other primary products or manufactures – other than
apparel. Protection in agriculture is complicated by the widespread use of
seasonal restrictions, specific duties and TRQs (tariff rate quotas) as well as
the extremely high and trade-distorting support to domestic farmers and
export subsidies in developed economies. There is also residual protection
in the form of reference prices, minimum entry prices and variable levies. If
the de minimis principle were adopted to reduce or eliminate tariff protec-
tion for marginal exporters, protection through other barriers to market
access should be eradicated lest the same degree of protection is sustained
through other instruments.

In the current WTO negotiations on agriculture a number of proposals
have been made on which the findings of this report have some bearing. A
number of countries have proposed greater tariff reductions and the elim-
ination of quantitative restrictions on products of interest to the develop-
ing countries, while others have emphasised liberalisation of trade in
tropical products. SDT based on the de minimis principle would not sub-
stitute for, but could complement, a broader liberalisation of trade
through deeper than average tariff cuts in products of special concern to
the developing countries. The same de minimis rules might apply to SDT
in the form of derogations from WTO rules in agriculture, such as on sub-
sidies or on SPS regulations, to the extent that it is technically feasible to
have different rules applicable in, say, the meat sector from those in the
cereals sector.

Consider first the use of share in world trade in agriculture as the criter-
ion for the application of the de minimis principle to determine the bene-
ficiaries of SDT in any of these areas. To cover all the SS the threshold
would have to be relatively high at 0.15 per cent (see Figure 10.2).
However, such a threshold would mean that a large number of non-SS
developing countries, of which a minority are LDCs, would also qualify. If
the threshold were set at 0.06 per cent, seven SS would be excluded (see
Figure 10.2) and sixty-three non-SS developing countries would be
included, of which nine would be LDCs. An alternative, more finely tuned,
approach is the application of the de minimis principle at the chapter
(two-digit) level.
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The share of agricultural trade covered by alternative de minimis thresh-
olds applied at the chapter level for different groups of countries is shown
in table 1 in Appendix 10.3. For details of the database for world trade, see
Appendix 10.4.14 Thus if the 0.3 per cent threshold were applied to agricul-
tural chapters, an average of 73.5 per cent of SS agricultural exports would
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not necessarily in the scheme were it to be implemented, a minimum percentage of the export-
ing country’s total exports in order to exclude the huge number of very small trade flows which
might in many cases have arisen from the return of an import order, re-exports or errors in
customs classification. This was set at 0.5 per cent.

Figure 10.2 Share in world agricultural trade (1998–9), selected small states
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be covered. This would equate to 27 per cent of total exports. Twenty-nine
small states would find that more than 90 per cent of their agricultural
exports benefited.15 Whether the de minimis rule was used for SDT for
preferential market access or for relief from WTO disciplines, it would be
significant. The principal SS beneficiaries of this rule are shown in table 1 in
Appendix 10.3.

Table 2 in Appendix 10.3 looks at the major beneficiaries of a 0.3 or a 0.5
per cent de minimis rule among other developing countries. On average, 53
per cent of LDC agricultural exports would be covered – though many of
these already benefit from tariff- and quota-free access to the largest devel-
oped country markets. Only seven ‘other’ developing countries and seven
countries in transition would find that more than 50 per cent of their agri-
cultural exports were covered by a 0.3 per cent rule, and in most cases –
Nicaragua and Georgia are exceptions – agricultural exports are a small
component of total exports. The benefits of the rule would then be heavily
concentrated among small state agricultural exports.

The results also have some bearing on the vexed issue of tariff rate quotas
(TRQs). Some developed countries, including the United States, are press-
ing for the gradual elimination of TRQs in favour of a tariff-only regime.
Others (Turkey, India) argue for their eventual abolition and, in the mean-
time, for expanded quotas and reduced in-quota tariff rates. Abolishing
TRQs would result in more liberal trade only if tariffs were significantly
reduced. And unless this were the case, exporting countries currently with
TRQs have no incentive to agree to their abolition.

It would be undesirable if any imports from countries benefiting from
tariff preferences on the basis of the de minimis principle were included
in unchanged TRQs. That would mean that any expansion of trade
resulting from the new preferences (trade creation) would be entirely or
largely offset by reductions in imports from other suppliers (trade diver-
sion). Imports from the new beneficiary countries should either be
totally separate from existing TRQs or the TRQs should be increased to
ensure that some expansion in exports is not precluded. From the view-
point of economic efficiency, allocating TRQs to particular countries is
‘second best’ to a global allocation. Also, on balance, imports under the
de minimis principle would be best excluded from TRQs and the issue of
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de minimis imports kept separate from the TRQ debate. However, it
could be argued that the SIDS proposal to allocate certain increases in
TRQs with zero in-quota rates to small island developing countries
would cause minimal distortion since the amount of trade involved
would be small.16 It is also true that TRQs have been largely ‘captured’ by
large exporters.

Thus one approach would be to provide country-specific TRQs with
zero tariffs to countries from whom imports in a base year were less than
some minimum share of total imports, with the TRQs equal to
those imports (in volume terms) but with an added fixed percentage, say
20 per cent, to allow for expansion on the basis of the tariff preference.
Table 3 in Appendix 10.3 shows the coverage by a 3 per cent de
minimis rule of small states’ exports to the EU at the eight-digit level. If
TRQs were set to cover all this trade, only 1.5 per cent of EU imports of
agricultural goods would be affected, plus any increase in imports
that might be allowed for and encouraged by the establishment of these
preferences.

10.5 Line-by-line analysis

If the use of variables relating to merchandise trade in the aggregate does
not yield an acceptable set of criteria for determining which countries
should be eligible for trade preferences, an alternative might be to give
trade preferences line by line according to the exporting country’s weight in
world imports. To some extent this idea has already been put into practice.
The EU’s standard GSP scheme includes a number of provisions that limit
the preferential treatment for individual countries. The so-called ‘gradua-
tion mechanism’ leads to the preferences being phased out for specific
sectors of countries on the basis of a development index (based on income
per capita and the level of exports of manufactured products) and a spe-
cialisation index (based on the ratio between the country’s share of total EU
imports and that country’s share of EU imports in the sector in question).
However, if the imports from a given country in a specific sector exceeded
25 per cent of all imports in the EU from all beneficiary countries in that
sector during the year 1992, exports from that country in that sector do
not benefit from GSP treatment whatever its level of development. This
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provision is commonly known as the ‘lion’s share clause’. Likewise the
graduation mechanism does not apply to countries whose exports to the
EU in a given sector did not exceed 2 per cent of all beneficiary countries’
exports to the EU in that sector. This exception is known as the ‘minimal
share clause’.17

In examining who would benefit from special tariff preferences – say
completely tariff- and quota-free access to developed country markets –
based solely on the smallness of their exports relative to total world imports
of that product group, world imports from developing countries were
analysed at the six-digit Harmonised Sytem (HS) level.18 The OECD coun-
tries and non-sovereign states were excluded from the analysis, thus pre-
serving the principle of preferential treatment for developing countries,
while the loss in tariff revenues is significantly reduced.

A number of alternative threshold levels of a country’s share in world
imports, 2 per cent, 3 per cent and 4 per cent, were tried. Only trade flows
equal to at least 0.5 per cent of the country’s total exports to the world were
included. The data set used is described in Appendix 10.4.19 The 3 per cent
rule implies a coverage of 3.6 per cent of all imports (including from OECD
countries). The loss of tariff revenue would be considerably less than this
because tariff-free products, either through zero MFN or GSP rates, are
also included here. The likely costs in tariff revenue lost to the EU are
discussed below.

The summary results are presented in table 4 in Appendix 10.3 with
country details in table 5 in the same appendix. With the 3 per cent
threshold, the small states find that 74 per cent of their exports
(unweighted average across countries) are covered, which equates to 65
per cent of world imports from these countries. Over 90 per cent of the
exports of fifteen of these countries satisfy the de minimis criterion, while
for one of these countries – Nauru – only 16 per cent of its exports qualify,
while for the Seychelles only 25 per cent of exports are covered. Other SS
where the share of covered exports is low include Suriname, Guyana, the
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17 These provisions, originally in the 2000–2 EU GSP scheme, have been retained in the 2002–4
scheme.

18 The six-digit level is the most disaggregated classification adopted in common by all users of the
Harmonised System. A number of additional digits may be added by a country’s statistical office
or customs department but these are country-specific and have no value for aggregating or com-
paring trade flows across countries.

19 The Eurostat CD-ROM, Intra and Extra EU Trade, was used.



Marshall Islands and the Bahamas. Among the LDCs, on average 62 per
cent of exports are covered, thirteen out of the thirty-two have more than
75 per cent of their exports covered but five – Malawi, Bangladesh, Congo
(DR), Mali and Mauritania – have less than 25 per cent of their exports
covered. In the cases of the last two of these, less than 10 per cent are
covered.

On the other hand, among ‘other developing’ countries, two – Oman
and Congo – have over 90 per cent of their exports covered, and another
five – Syria, Cambodia, Nicaragua, Lebanon and Namibia – have all but 75
per cent covered. Of the countries in transition, Turkmenistan, Azerbaijan,
Armenia, Tajikistan and Georgia have over 75 per cent of their exports
covered while the Russian Federation has barely 1 per cent covered. Among
the higher income group, only Brunei has over half of its exports covered,
but those consist of tariff-free petroleum.

Whether countries outside the SS or LDC categories receiving SDT
benefits on the basis of a de minimis rule is considered appropriate, an
unfortunate anomaly or simply ‘the luck of the draw’ is largely a matter
of judgement. Of course, on many of the lines involved the MFN or at
least the standard GSP tariff may already be zero. Such lines dominate the
exports of Armenia (diamonds) and Congo, Syria, Azerbaijan, Georgia
and Turkmenistan (petroleum and petroleum products). But the princi-
pal export of Oman, Cambodia, Lesotho and Nicaragua is, in each case,
apparel, while Namibia exports a variety of fish, both of which are ‘sensi-
tive’ products in most developed country markets.

The main reason for the low coverage of the exports of certain countries
by the de minimis thresholds is that in those countries exports are dom-
inated by one or two products and for those products they supply over the
threshold percentage of world imports. In order to examine in greater
detail the implications of implementing a de minimis rule, the major
exports of the countries with low coverage under the 3 per cent threshold
were examined. Table 6 in Appendix 10.3 shows the principal exports of
these countries and their shares in world trade. For many of the lines in
question – gold (Guyana), tankers (Marshall Islands), boats and planes
(Bahamas), phosphates (Nauru) – the relevant MFN tariff in many import
jurisdictions, including the EU and the US, is zero. All these countries are
members of the ACP group and all of the listed products currently enter the
EU duty-free under the Cotonou Agreement with the single exception of
frozen rock lobsters (Bahamas) for which the 12.5 per cent MFN tariff is
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reduced to 4.3 per cent for ACP exporters. Of course in other jurisdictions,
in particular the US which is the major destination for Caribbean exports
or Australia and Japan for Pacific island exports, the relevant tariffs are not
necessarily zero.

With or without SDT arrangements for the exports of small states, the
prospects for the ACP countries are particularly sensitive to the negotia-
tions on the aftermath of the Lomé Conventions. For non-LDCs, the
Cotonou Agreement envisages either the establishment of reciprocal
preferential trade arrangements between non-LDC ACP countries, either
singly or in regional groupings, or standard GSP treatment. In the latter
case the Seychelles would not qualify for better than standard GSP access
for its tuna exports, even if a 3 per cent de minimis criterion for preferen-
tial market access were agreed. A de minimis rule for most ACP states
would enable them to enter the negotiations in a much stronger position.
Clearly, in general, the gains to individual countries associated with
market access preferences based on the de minimis principle would
depend on the extent to which each country’s export products qualify,
and for those that do not, the details of any changes in the trade regimes
in force that might accompany the introduction of the de minimis
principle.

Turning to the commodities with the highest coverage under a 3 per cent
de minimis rule, 85 per cent of the total coverage of all merchandise exports
of the developing countries is accounted for by the fifty six-digit lines listed
in the last column of table 7 in Appendix 10.3. It is immediately clear that a
large share of this trade is both free of tariffs and non-tariff barriers in most
importing countries, including the largest importers, the US and the EU.
Such goods include petroleum and other energy products (including
propane, natural gas and electricity), metals and minerals and their alloys
(including gold, aluminium, iron ore and diamonds), most unprocessed
commodities (including wood, cotton and coffee), many mechanical and
electronic products (including circuits and cathodes, data processing
equipment, radio equipment), medical instruments, jewellery and medica-
ments.20 Not all these goods are imported duty-free everywhere but most of
them are in the major industrialised country markets as well as in many
developing countries.
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In many developed countries the relevant GSP tariff will be zero even
though the MFN tariff is significant. Here the loss associated with missing
out on the de minimis criterion may be less serious. However, the
GSP schemes are not in general highly utilised, whether by reason of
demanding, often unrealistic, rules of origin, ignorance of the availabil-
ity of the preferential margin or, simply, because the opportunity costs
of meeting the bureaucratic requirements for participation in the rele-
vant scheme may be such as to discourage exporters from pursuing the
opportunity.21

The lines where there are both significant tariffs (and often non-tariff
barriers as well) are those involving apparel of all sorts, footwear, travel
goods, shellfish and bananas. In most developed countries trade in apparel
is still tightly controlled by the system of quotas agreed under the Multi-
Fibre Arrangement derogation from WTO rules due to end in 2005. There
are also tariffs, generally at high rates, levied on almost all clothing imports
by the developed countries. Clothing, footwear and travel goods continue
to attract high rates of duty in the largest developed countries – MFN rates
of around 7 to 10 per cent with reduced GSP rates and zero LDC rates
(except for clothing in the US). The US imports frozen shrimps and
bananas tariff-free but the EU has MFN rates of 12 per cent and 16 per cent
respectively. EU imports of ACP shrimps are tariff-free and the rate on
GSP shrimps is 4.2 per cent. ACP and LDC bananas are imported tariff-
free – subject to complex licensing and quota arrangements which have
been declared non-WTO compliant and thus are due to change – and GSP
imports (with certain exclusions) pay 16 per cent duty. Thus in the case of
bananas the major potential gainers from the de minimis rule – St Lucia,
Dominica, St Vincent and Belize – already benefit from tariff-free access,
unconstrained by quotas, to their main markets in the EU and the US.

These products account only for about 13 per cent of world imports
covered by the de minimis 3 per cent rule. But they are the goods where trade
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21 Facilitating the utilisation of the special GSP would clearly be of considerable value to existing
beneficiary countries (LDCs, with, in the EU’s case, ACPs) and to any new beneficiaries under
the de minimis scheme. The most important deterrent to using the schemes is probably the rules
of origin. The small volumes of trade involved suggest that these could be easily liberalised if not
abolished. The anti-surge clause in the EU EBA scheme, and similar provisions elsewhere, could
be used to prevent the large-scale ‘re-sourcing’ of goods from other producers to benefit from
tariff-free access. Secondly, much could be done to reduce information gaps and bureaucratic
hurdles.



barriers are significant and therefore tariff- and quota-free access would
mean a significant preference for the countries that benefited under a
de minimis rule. Table 8 in Appendix 10.3 looks more closely at the main
beneficiaries of the principal non-tariff-free products covered by the 3 per
cent rule. It shows the share in their total exports of the qualifying products
in question.

The small states and the LDCs are well represented among the major
beneficiaries. Table 8 also emphasises the major role that would be played
by so-called ‘sensitive’ products, in particular apparel and footwear,
among the qualifying trade flows. There is a scattering of gains for Eastern
European and CIS member states. In many cases the SS and LDCs already
benefit from tariff-free entry into the EU (as ACP members or LDCs) and
US markets (as LDCs or under the CBI or under the nascent AGOA).
Under the de minimis rule they would now face competition from new
beneficiaries. One effect in apparel trade would be to redistribute tariff-
free entry into the EU from the major beneficiaries of EBA and ACP
status, including Bangladesh and Mauritius, to countries that have hith-
erto had to contend with the limited preference margin in the standard
EU GSP, including Cambodia, Sri Lanka, Macedonia, Laos and Viet Nam.
In the case of the US, imports of garments, currently excluded from the
US GSP scheme, from Eastern Europe and South Asia – and notably
Mauritius – would benefit at the expense of those from Mexico and the
Caribbean.

There will be, of course, trade diversion and trade-offs. The existing
US, EU and other major preferential schemes which go beyond the stand-
ard developing country GSP, such as EBA, ACP, CBI and AGOA, are
directed at different groups and cover different products. For example,
what the ACP states lose through new competition in the EU they may
stand to gain on the US market. Even the gains to the CBI beneficiaries on
the US market would be significant since at present the CBI preferences
are hedged about with exacting rules of origin, such as limiting prefer-
ences to goods made with US fabrics. Overall, as long as world demand
schedules are not totally price-inelastic, overall trade creation will out-
strip trade diversion.

The opposite side of the coin is presented in table 9 in Appendix 10.3 –
those countries which are most likely to suffer from increased competition
from the beneficiaries of the de minimis rule. The figures are based on max-
imalist assumptions:
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• there is no increase in overall world trade in the relevant products, i.e. no
trade creation, despite the introduction of zero tariffs and elimination of
NTBs for qualifying exporters, and

• all the countries benefiting from the 3 per cent de minimis rule increase
their exports of the covered products to 3 per cent, and

• all the most vulnerable countries share in trade diversion in proportion
to their existing market share.

Both the first two assumptions are extreme. The second is demonstrably so
since all the product lines listed are already tariff- and NTB-free for the
ACP states and LDCs on the EU market and for some countries and lines on
the US market while their export shares on these markets remain, in many
cases, very small.22 Clearly the tariff preferences do not fully compensate for
other factors behind lack of competitiveness. Nevertheless table 9 still gives
an indication of where the problems of trade diversion might be most sig-
nificant.

Table 9 shows the result of the level of dependency of certain countries
on exports of those goods whose trade flows will be most affected by a
de minimis principle. The third column gives the share of world
trade already taken (in 1999) by the countries which would benefit under
the 3 per cent rule. The fifth column shows the maximum share of
world trade which these countries could command – and still be eligible
for SDT under the 3 per cent de minimis rule. The most vulnerable coun-
tries to this new preference scheme will experience a fall in total
merchandise exports depending on the level of trade diversion and the
share in total country exports of the product in question. Under the
assumption that all supplying countries lose exports in proportion to
their share of the world market, the figures in the final columns of
the table show the maximum impact on total exports of each of the cited
countries.

It appears that the major trade diversion problems – at least given the
assumptions – would come in cotton jerseys, shrimps and men’s cotton
trousers. In clothing the MFA distorts world markets but most of the
smaller exporters are not quota-constrained. In travel goods China
would experience the greatest impact but given the scale and diversity of
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China’s exports it would not appear to create a major problem. In cloth-
ing a number of different countries would suffer from the increased com-
petition from a de minimis rule. Honduras – which is vulnerable in a
number of lines – Tunisia, Bangladesh and the Dominican Republic are
potentially the most at risk, though, interestingly, Bangladesh is one
of the major beneficiaries in men’s cotton trousers. As an LDC,
Bangladesh already has tariff- and quota-free access to the EU market,
though on the US market clothing exporters are given no special LDC
preferences and, as a result, Bangladesh would be vulnerable on that
market. Duty-free access for aluminium exports would be some threat to
the UAE, Russia and South Africa though the potential losses in exports
are modest.

Finally table 10 in Appendix 10.3 looks at the cost to the importing
country in terms of lost tariff revenue. The EU was taken as an example.
The impact of the 3 per cent de minimis rule on customs duty receipts
from the sixteen principal tariff lines was estimated by applying the
appropriate GSP rate for all qualifying countries, i.e. all developing
countries except the ACP states, the LDCs and Myanmar and North
Korea. These lines make up some 85 per cent of total world trade covered
by the 3 per cent rule. The overall loss was calculated as ECU 526 million
on average in 1998/99. This compares with actual customs receipts by the
EU of an average ECU 11.9 billion over the two years. The cost of
implementing the de minimis scheme for these sixteen products would
then be 4.4 per cent of total customs revenues. These products cover
about 85 per cent of the total covered imports of the EU but, at the
same time, they include clothing and footwear from most of the major
suppliers. These have much higher than average tariffs. True, some of the
imports would have entered at the MFN rate owing to rules of origin and
other obstacles to using the GSP but, on the other hand, no adjustment is
made for lower tariff rates for countries with which the EU has
preferential trade arrangements, such as most of North Africa. On
balance it seems unlikely that the customs loss would be more than 5 or
6 per cent. Since customs revenues in any event have been declining as
a source of public revenue with the gradual erosion of MFN tariffs and a
rapidly expanding network of Preferential Trade Agreements, from
a public revenue viewpoint the significance of a de minimis scheme
is minor.
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10.6 Conclusions

This study has covered a lot of ground, albeit without going into some of
the issues raised in as much detail as one would have liked. The task was to
undertake a preliminary investigation of the possible role of the de minimis
principle in the granting of SDT as regards both market access and WTO
disciplines to the small states. Those states’ own proposals for SDT have not
been well received by other developing countries or by the developed
world. However, the argument for applying the de minimis principle is self-
evident: granting SDT to countries with a very small share of world trade –
and which, largely because of that, have difficulties in integrating into the
world trading system – could be of major help to them but will have little
impact on world trade flows or the overall impact of WTO disciplines. In
the general area of market access, preferences – which could cover exemp-
tion from all quantitative import restrictions as well as tariff preferences –
could be based on the application of the de minimis principle at alternative
levels of trade disaggregation. The argument that trade will be minimally
distorted carries most weight when the finest level of disaggregation of
world trade data, i.e. HS six-digit codes, are used.

Simulating the effects of applying de minimis rules was both technically
more complex and intellectually more provocative than had been expected.
In general the conclusions as regard the feasibility of the de minimis
approach are largely positive:

• The de minimis criteria at different levels of trade focus well on the SS.
Even taking a maximum overall share in merchandise trade of 0.02 will
include all but eight of the World Bank list of forty-four small vulner-
able states (and among those eight, Cyprus, Malta, Estonia and Bahrain
feature) while only eleven countries neither on the list nor LDCs are
included. Inevitably the results are not as tidy as one might have
wished. If the de minimis threshold is set high enough to cover a prede-
termined group of SS, other countries will slip in under the threshold.
This is true whether the threshold is set as a share of total world mer-
chandise trade or as the share of trade in a six-digit HS tariff line – given
that world trade cannot be defined at any finer level of disaggregation.
The question is how much does that matter – if the impact of other
trade flows or of derogations as regards WTO disciplines is going to be
minimal.
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• Discriminant functions based on share in world trade, volatility of
export earnings, concentration of exports and share of trade in GDP
separate out the small states even more precisely. Though the exercise
was weakened by missing data problems, the discriminant analysis did
show that the SS were a clearly identifiable group of countries, while the
cluster analysis showed that, apart from their much higher dependence
on trade, they were in other objective respects very akin to the LDCs.

• In the agricultural area, where subsidies are an important issue and the
LDCs and other states with a per capita income of less than US $1,000
have a longer period of adjustment to the WTO rules, de minimis cri-
teria based on share of world trade in a particular section, for example
meat or fish or dairy goods or vegetable oils, might be appropriate for
extending derogations from WTO disciplines. The sectoral level might
also be most appropriate for the granting of freedom from the threat
of countervailing, antidumping or safeguards actions for those suppli-
ers with below a certain share in world trade in a two-digit product
group.

• As for TRQs, which are being much discussed in the current agricultural
negotiations in Geneva, a system based on the de minimis principle,
applied by an individual importing jurisdiction – the EU is used as an
example – is feasible. If TRQs were set to cover all EU imports for coun-
tries supplying less than 3 per cent of all eight-digit tariff lines, only 1.5
per cent of EU imports of agricultural goods would be affected, plus any
increase in imports that might be allowed for and encouraged by the
establishment of these preferences.

• De minimis rules could also tackle the concerns of the developing
countries about the diversion of trade associated with the new
initiatives of the developed countries (including the EU, the US, Japan
and Canada) in expanding their LDC GSP schemes. Trade diversion
will result from newly formed or deepened free-trade areas, such as is
envisaged by the Cotonou Agreement and in the Free Trade Area of the
Americas. One way of protecting small producers, who may be the
most vulnerable to trade diversion, is through complementing
these initiatives with preference schemes based on the de minimis
principle.

• For market access, tariff preferences based on the finest feasible level of
disaggregation, the six-digit level, would minimise trade diversion and
the economic damage to domestic and foreign suppliers.
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Appendix 10.1

Table 1 List of small states recognised by the CS–WB Task Force a

Population, Landlocked or On ECOSOC
’000s island ACP state list of LDCs

Antigua and Barbuda 65 yes no
Bahamas 268 yes no
Bahrain 535 no no
Barbados 260 yes no
Belize 204 no no
Bhutan 759 yes yes
Botswana 1,401 yes no
Cape Verde 370 yes yes
Comoros 607 yes yes
Cook Islands 20 yes no
Cyprus 726 no no
Djibouti 557 no yes
Dominica 71 yes no
Equatorial Guinea 379 no yes
Estonia 1,450 no no
Fiji 758 yes no
Gabon 1,248 no no
Gambia 1,042 no yes
Grenada 92 yes no
Guinea-Bissau 1,161 no yes
Guyana 816 no no
Kiribati 78 yes yes
Maldives 236 no yes
Malta 361 no no
Marshall Islands 62 yes no
Mauritius 1,091 yes no
Micronesia, Fed. States of 113 yes no
Nauru 11 yes no
Niue 2 yes no
Palau 19 yes no
Qatar 742 no no
Samoa 167 yes yes
São Tomé and Principe 127 yes yes
Seychelles 72 yes no
Solomon Islands 354 yes yes
St Kitts and Nevis 42 yes no
St Lucia 139 yes no



Appendix 10.2 Cluster and discriminant analysis

The following variables were used:

• share in overall world trade, average 1996–823

• a measure of export earnings volatility: the coefficient of variation of
merchandise export earnings about their trend between 1970 and 1998
(calculated by the author on the basis of World Bank data)

• the Hirschmann index of the concentration of exports (1997)24, 25

• the number of products exported at the three-digit SITC, revision 2,
level where the value of exports is greater than US $100,000 or represents
at least 0.3 per cent of the country’s total exports26

• the share of trade (imports plus exports of goods and services) in
GDP (1997).27
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23 Taken from UNCTAD (2001a).
24 See UNCTAD (2001a), table 4.5 and notes for the source of the data and a definition of the

index.
25 The export concentration index takes values between 0 (minimum concentration) and 1

(maximum concentration). It is calculated using the formula, Exi�
�[�xi/X]2/� [1/n], where xi/X

is the share of product i in total exports, X, the summation is carried out over all i, from 1 to n,
and n equals 239, the number of products at the three-digit SITC, revision two, level.

26 Taken from UNCTAD (2001a) 27 Taken from World Bank (2001).

Table 1 (cont. )

Population, Landlocked or On ECOSOC
’000s island ACP state list of LDCs

St Vincent & Grenadines 11 yes no
Suriname 414 no no
Swaziland 809 yes no
Tonga 93 yes no
Trinidad and Tobago 1,278 yes no
Tuvalu 11 yes yes
Vanuatu 161 yes yes

a Certain newly independent countries have been added to the original list. These
are the Cook Islands, the Marshall Islands, the Federation of Micronesia, Nauru,
Niue, Palau, Tuvalu and Vanuatu.



The cluster analysis method chosen used squared Euclidean distance to
measure dissimilarity between unweighted pair-group centroids. The
centroid of a cluster is the average point in the multidimensional space
defined by the dimensions. In a sense, it is the centre of gravity for the
respective cluster. In this method, the distance between two clusters is
determined as the difference between centroids.28, 29 There are a large
number of other clustering methodologies, but time precluded a full
investigation, and, in any event, it is unlikely that the results would have
been radically different.

Various analyses were carried out. For example, where the OECD coun-
tries were excluded and a breakdown into five clusters was specified with a
view to comparing the results with the groups, SS, LDC, ‘other’ developing,
transition and high income,30 most of the small states, LDCs, Central
American countries and the Asian CIS member states, together with
Albania, Syria and Algeria, were put in one cluster. The second cluster was
made up of most other developing countries and most European countries
in transition. The third group consisted of just Malta and Bahrain – small
but diverse exporters. The fourth and fifth clusters were made up of
Malaysia (abnormally high share of trade in GDP) and China (large and
very diverse in exports) respectively. When the number of clusters was
specified at four, Malaysia and China were grouped together and when
three clusters were specified, the small states, LDCs and smaller other
developing countries made up one cluster, the larger other developing
countries a second and Malaysia and China the third. Even at the two-
cluster level, Malaysia and China were put together in one cluster and the
rest of the developing world in another. The technical statistics on the
cluster analysis are available from the author.

The results differed little whether the OECD countries were included
and/or the countries in transition excluded. Essentially with no prespeci-
fied weighting of the variables, the analysis starts with the outliers breaking
off into separate clusters, either individually or as pairs. There were clear
indications that the smaller and poorer developing countries are ‘different’
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28 Sokal and Sneath (1967) use the abbreviation UPGMC to refer to this method as unweighted
pair-group method using the centroid average. Euclidean distance is given by the formula,
distance (x,y)�{�i (xi �yi)

2}, where xi and yi are the values of variable i in clusters x and y
respectively. 29 Everitt (1980) and Sokal and Sneath (1967).

30 Here the high-income group consists of five countries/territories: Brunei, Hong Kong, Israel,
Kuwait and Singapore.



from the other developing and richer transition countries, but the
differences were less – in terms of squared Euclidean distance between
cluster centroids – than between either group and Malta and Bahrain
together or Malaysia or China separately. With a lot more ‘data mining’
along these lines but with additional variables, alternative clustering tech-
niques31 and, probably, fewer missing data points, a more convincing
taxonomy would certainly result. But whether, without the use of ‘pre-
judgemental’ variables like real per capita income or output volatility, one
could end up with a grouping with a claim to serve as the basis for SDT is
doubtful.

Discriminant analysis starts from the opposite perspective. The same
five independent variables are combined into (n�1) weighted linear func-
tions that maximise the distance between the n groups. Again there are a
number of different techniques, using different combinations of distance
measures (in our case squared Euclidean distance), measures of group cen-
trality (in our case centroids) and techniques for agglomeration or division
(in our case agglomeration). The value of each function for each observ-
ation is called its discriminant score. Each set of scores is used to predict the
group to which the observation (country) belongs. A statistic, Wilk’s
Lambda, measures the proportion of the variance between the groups that
the set of functions do not explain. This statistic follows an F-distribution
and only when an independent variable contributes significantly – 5 per
cent was used here – to the explanation of the between-group variance is it
included.

The first of the analyses divided the developing world into five
groups:

• small states (the World Bank list),
• LDCs (the ECOSOC list less any small states),
• other developing countries, i.e. claiming that status at the WTO,

except for
• countries in transition, the former communist Central European and

East European countries, and those included among the
• high-income countries, as classified by the World Bank.

The list of countries in each group is given in table 4.
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31 Including monotonic transformations of the existing variables. The technique used here is not
invariant to such transformations as standardisation.



The data were analysed in three different ways: first, all the five groups
were included; secondly, the countries in transition group was eliminated
with those countries being split into high-income and developing coun-
tries using the World Bank classification; and finally, both the countries in
transition and the high-income countries were excluded, leaving just the
three sets of developing countries.

In the first analysis four variables contributed to the discriminant func-
tions at the 5 per cent significance level – the number of products, the
volatility of export earnings, trade as a percentage of GDP and the percent-
age of world trade. The Hirschmann concentration index reduced Wilk’s
Lambda from 0.172 to 0.149 (raising the explained variance from 83 per
cent to 85 per cent) but that was not statistically significant, presumably
because a large part of its explanatory power was shared by the number of
products variable.

386 michael davenport

Table 1 Discriminant analysis: summary results with five groups

Predicted group membership

small other high
states LDCs developing transition income total

small states 11 0 1 0 0 12
LDCs 0 7 0 0 0 7
other developing 2 0 32 0 2 36
transition 0 1 4 11 1 17
high income 1 0 5 4 13 23

Table 2 Discriminant analysis: summary results with four groups

Predicted group membership

small other high
states LDCs developing income total

small states 11 0 1 0 12
LDCs 0 6 1 0 7
other developing 2 1 34 7 44
high income 0 0 3 29 32



In the second exercise, the transition countries were excluded as a
group and were reallocated into other developing or high income
according to whether they were applicants for EU membership or not.32

Again Trinidad was misallocated as other developing. Among LDCs
Tanzania was put in the other developing group. Jamaica and Nicaragua
were again classed as small states, but Colombia, Indonesia, Thailand and
India as high income. Albania was classed as an LDC, Romania as
other developing, Russia as developed and Iceland and Kuwait again as
small states.

Finally, when the developed and countries in transition are excluded
from the analysis, Tanzania, Trinidad and Estonia (still included as a small
state) are classified as other developing and Nicaragua and Jamaica as small
states.

These results are encouraging, though more work could be clearly done
towards an ‘objective’ identification of trade disadvantage through the
inclusion of other variables in cluster or, particularly, discriminant analy-
sis. Whether such statistical exercises could ever yield a taxonomy
accepted for SDT must remain doubtful, even if they are based on only
trade variables. As the definitions of groups of countries become more
complex and more difficult to interpret – as inevitably discriminant func-
tions are – they will encounter increased resistance from countries who
are excluded or simply believe in a simple and comprehensive interna-
tional trade regime.
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32 This is clearly an arbitrary and arguable criterion. But the aim of this section of the chapter is
essentially experimental. Clearly there is scope for a lot more analysis in this area.

Table 3 Discriminant analysis: summary results with three groups

Predicted group membership

small states LDCs other developing Total

small states 11 0 1 12
LDCs 0 6 1 7
other developing 2 0 34 36
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Appendix 10.4 Notes on data sources

The purpose was to base the calculations of the impact of the de minimis
principle on as comprehensive a database as possible. There is apparently
no readily available database of exports by all countries at any level of dis-
aggregation, whether using the SITC or HS system. Clearly the HS system is
to be preferred as this permits the examination of tariff and NTB barriers
(though these are typically based on the HS eight-digit or higher classifica-
tion). The six-digit classification is the maximum disaggregation which is
common to all countries using the HS system.

Not all countries report their exports by destination and to have relied
on those that do so would have meant that a large number of small coun-
tries – the focus of the study – would have been excluded. Thus the database

418 michael davenport

Table 10 Estimated revenue loss to EU of giving tariff-free access on
existing quantities of imports for principal tariff lines covered by 3 per cent
de minimis rule (ECU million and %)

principal EU EU imports excl.
GSP tariff ACP and LDC, av. Tariff loss,

HS Code short description rate 1998–99, ECU ’000 ECU ’000

030613 frozen shrimps 4.2 5,527 232
080300 bananas 16.0 21,132 3,381
420292 travel bags etc. 3.3 735 24
610510 men’s cotton shirts 10.2 5,374 548
610910 cotton t-shirts etc. 10.2 210,871 21,509
611010 jerseys, wool 10.2 212,410 21,666
611020 cotton jerseys etc. 10.2 346,136 35,306
611030 jerseys, man-made 10.2 362,281 36,953

fabric
620342 men’s cotton trousers 10.8 631,689 68,222
620462 women’s cotton trousers 10.8 1,097,174 118,495
620520 men’s cotton suits 10.8 981,327 105,983
620640 women’s blouses, 10.8 378,704 40,900

man-made fabric
621210 brassières 5.5 811 45
640399 footwear, leather uppers 5.6 530,215 29,692
760110 aluminium, unwrought 6.0 428,717 25,723
760120 alum. alloys, unwrought 6.0 287,129 17,228

Totals 5,500,232 525,907



had to be constructed on the basis of UN Statistics Division–UNCTAD
reported imports by country source. The number of ‘reporter’ countries
has been increasing. For the year 1999 sixty-six countries reported, includ-
ing all the OECD and many large developing countries.33 The reported
imports by source were then aggregated over the roughly 50,000 HS six-
digit product lines.

The intention had been to use two years’ average: 1998 and 1999 were
selected since our source of data, the UNCTAD TRAINS database, does not
yet cover the year 2000.34 (The other UN database, PC-TAS, which has data
for 2000, was discarded because certain data refers to customs unions, e.g.
SACU, and are not available for the members independently.) However, it
was found that 1998 import data for at least one country, Tuvalu, had not yet
been incorporated in the system. Secondly, the data for 1999 was more com-
plete because there were more reporter countries for that year. Comparing
the two years, for 1998 our aggregated data accounted for 61.6 per cent of
total world imports (the sum of total imports which is reported by all UN
member countries). For 1999 it accounted for 68.1 per cent. If the de minimis
principle were to be implemented, an average of two or three years would be
appropriate, though a prior exercise to minimise missing data would be
desirable through a drive to promote the number of reporter countries.

The main source of the shortfall in the disaggregated data relative to the
total of reported world imports is the fact that not all shipments are identi-
fied by country of origin. This could lead to bias if small shipments are
more likely to be unidentified by source country and small shipments tend
to come from a particular group of countries, who might plausibly be
the SS. This would lead to a relative underreporting of imports from the SS
and a greater probability that their export lines would meet the de minimis
criteria. Whether this leads to a serious bias could only be investigated by
examining the procedures of customs officials in different countries.
However, if the de minimis principle were accepted it would be necessary to
ensure an improved recording of sources of imports.
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33 The following were the largest countries not to report: Bangladesh, Egypt, India, Iran, Pakistan,
the Philippines, Saudi Arabia and Ukraine.

34 The TRAINS database is on imports at the most detailed level of the Harmonized System, i.e. the
six-digit level, obtained directly from the reporter countries or indirectly through the Latin
American Integration Association (LAIA), the European Union (EU), the Inter-American
Development Bank (IDB), the Board for the Cartagena Agreement (JUNAC), the World Trade
Organization (WTO) and the United Nations Statistical Division (UNSD). For details see
UNCTAD (2001b).



Of course, the calculations are based on import data, when it might seem
more logical to base the de minimis rules on shares in world exports. It will
be many years before all small states – and even some big ones – report
exports at the six-digit level. If share in world exports is indeed the appro-
priate criterion, there may be a small bias in the calculations if the exports
of particular countries are characterised by a larger or smaller than average
cif mark-up. Since many small states are remote and the percentage cif
mark-up on their exports may be above that of the world for the same
products, using import data may discriminate against those countries in
terms of meeting the de minimis criterion.

Another source of bias, again probably small, might have crept in if in
fact there were a pattern of non-reporting countries importing more or less
from the small states or any other group of countries than the world as a
whole does. This, of course, is difficult to assess since we do not have data
on the pattern of imports of the non-reporters.
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PART III

WTO dispute settlement





11

Small states in the banana dispute: implications of EU
reforms for Eastern Caribbean islands and lessons for

the future

edwin laurent

11.1 Introduction

The high-profile and long-running transatlantic dispute over the European
Union’s banana import regime was widely perceived as a straightforward
fracas between the EU on the one hand and the US and Latin American
exporters on the other. In reality however, it involved a diverse mix of par-
ticipants, including some of the world’s smallest states, which had a deci-
sive bearing on the evolution of the regime. Among the most determined
and active were Caribbean exporters, led by the tiny Windward Islands.1

This study examines their performance, the implications for them of the
outcome of the dispute and the lessons to be learnt, amongst the most
intriguing of which is that their size does not automatically preclude small
states from actually being more than passive onlookers in the processes of
international decision-making that determine their future.

11.1.1 What was the dispute?

The trigger that precipitated the ‘banana war’ was the approach to the uni-
fication of the European Communities markets from 1 January 1993. Prior
to this, the various Member States had operated their own import arrange-
ments for bananas, in some cases applying a variety of tariff and quota
restrictions. At one extreme was Germany with no import restrictions and
at the other Spain, which effectively reserved its entire domestic market for
bananas from the Canary Islands. Between these extremes were the range of

425

1 The Windward Islands grouping consists of the Commonwealth of Dominica, Grenada, St Lucia
and St Vincent and the Grenadines.



import systems operated by the individual Member States. France main-
tained import duty and a virtual ban on bananas from Latin America
though it provided import quotas for the bananas from francophone
exporters in Africa. The UK permitted virtually unrestricted access for
bananas from the African, Caribbean and Pacific Group (ACP) with a
quota for Latin American bananas. Table 11.1 shows the import patterns
prior to and since the Single Market.

With consumption growing and already close to 4 million tonnes and
average prices well in excess of those on the world market, the EU market
was a particularly attractive prize both for exporting nations and for mar-
keting companies. The members of both groups therefore were evidently
anxious to increase the volume of their banana sales to Europe. But the very
cause of the attractive prices, the widespread import regulation, also
limited import volumes and the scope for exporters and banana companies
to win increased sales. All the major companies and exporting states
lobbied in European capitals for whichever post-Single-Market regulatory
arrangement they envisaged would, according to their circumstances, safe-
guard their existing volumes, prices and profit margins and/or permit their
expanded exports.

In the years before the Single Market, suppliers could roughly be cat-
egorised into two interest groups: one which sought to prevent any change
to the rules that would reduce their volumes and returns and the other that
wanted some considerable progress in liberalisation, which would permit
the expansion of their sales.

11.1.2 Why was there a problem?

An underlying complication in the EU banana market was the substantial
differential in the production and shipping costs of its various suppliers.
The large and highly capitalised plantations of Central and South America
benefit from favourable climatic and other conditions such as vast expanses
of suitable flat land with deep fertile soils and, most especially, economies
of scale in production and shipping. These plantations, which in general
enjoy low unit labour and related costs, are able get their bananas to Europe
at substantially lower cost than those produced by the ACP or the overseas
European producers like the Canary Islands, Martinique and Guadeloupe.

By contrast, production costs in the Windward Islands are high due to a
variety of factors, including their hilly and difficult terrain, the small size of
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the severely under-capitalised, family-owned and operated farms (averag-
ing less than 5 acres), unfavourable rainfall patterns and limited availability
of arable land, all of which combine to preclude their ability to benefit from
economies of scale. This competitive disadvantage is compounded by sus-
ceptibility to storms and hurricanes and a wage and social cost structure
that is significantly more burdensome than the average for the Latin
American plantations.

Table 11.2 shows the differential costs in 1999 among a sample of pro-
ducers.

It is evident that, being so much cheaper, ‘dollar’ bananas (as the Latin
American bananas are popularly known) would, unless impeded by regula-
tion, quickly be able to supplant European and most ACP bananas on the
EU market. To prevent this happening and to permit European bananas
and those from the ACP (linked from 1975 by the Lomé Convention to the
EC) to be sold, various national tariff and non-tariff barriers were intro-
duced. In order to prevent circumvention of the restrictions through
re-export of ‘dollar’ bananas from those EC members with liberal import
regimes to the more restrictive, derogations from the rules requiring free
circulation of goods were invoked for bananas by the UK, France, Spain,
Portugal, Italy and Greece. The protective arrangements were enshrined in
the Lomé Conventions in which the EC undertook to ensure that none of
the twelve traditional ACP suppliers2 would be placed in a disadvantaged
position.

11.1.3 Prelude to battle

The approach of the 1993 Single Market was seen as a threat by the ACP
banana suppliers. The derogations permitting their key importers, the UK,
France and Italy, to block ‘dollar’ bananas being re-exported from another
Member State would come to an end and the national regimes were all set
to be dismantled and replaced by a unified import regime. Their fear was
that a liberal regime would so dilute their effective preference that they
would not be able to compete with bananas from Latin America. On the
other hand, producers in these countries and the companies that marketed

428 edwin laurent

2 The traditional suppliers as listed in the ACP–EU Convention of Lomé were Belize, Cameroon,
Cape Verde, Commonwealth of Dominica, Grenada, Ivory Coast, Jamaica, Madagascar,
St Lucia, St Vincent and the Grenadines, Somalia and Suriname.



their fruit, principally Chiquita, Dole, Del Monté and Noboa, were keen for
a more liberal regime permitting greater access for ‘dollar’ bananas.

The first of the battles of the ‘banana war’ was therefore over the nature
of the unified regime. The EC had a bound import duty rate in the GATT of
20 per cent but, given the price differentials, it was clear that such a tariff on
its own would be insufficient to permit continued access for the ACP. Some
European producer interests initially favoured a reference price mech-
anism3 or simply a commitment to provide a subsidy that would compen-
sate the producers for any declines in price. The Windward Islands, with
their overwhelming dependence on banana exports, were particularly
determined to ensure that any new system would permit the continued
marketing of their bananas on a viable basis. They were wary of an arrange-
ment that would rely exclusively on a direct subsidy since, among other
things, they were unsure of the required long-term commitment in Europe
for such considerable financial support to the ACP. The alluring option of
campaigning for the retention of the distinct national regimes was dis-
missed as impractical in the single market context.

The Caribbean exporters committed themselves quite early to becoming
actively involved in the search for a new banana regime. Their aim was to
ensure that, even with the disappearance of the national regimes, the 1993
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3 A minimum selling price for bananas would be set which would be sufficiently high to permit
the higher-cost European and ACP bananas to be marketed profitably; however, this would not
have assured them of being able to market their bananas since marketing companies would have
preferred to handle the lower-cost bananas on which they would now make greatly increased
profit. This alternative was dismissed in the early stages.

Table 11.2 Average 1999 fob prices of a sample of suppliers (US $ per
tonne)

Ecuador 235
Belize 419
Jamaica 558
Suriname 636
Dominica 547
St Vincent 500
St Lucia 498

Sources: FAO Year Book and Windwards Islands Banana Development Company
(WIBDECO)



European Single Market and its Common Organisation of the Market
(COM) would deliver the equivalent security of access and remunerative
prices upon which they had hitherto relied.

In the first phase of the banana dispute, the run-up to the Single Market,
the main protagonists were Latin American exporters and some of the
international companies, particularly Chiquita, that campaigned for a lib-
eralised market in which there would be an end to quantitative import
restrictions even if a flat tariff was retained. Such was the confidence in this
camp that some gambled heavily on the expectation of being able to export
more bananas to Europe. Chiquita bought six custom-built refrigerated
banana ships to add to its existing fleet and increased its investment in Latin
American plantations. So widespread was the expectation among banana
companies that Geest, which had been marketing only Windward Island
bananas, bought a plantation in Costa Rica.

Nonetheless, even in the face of such confident and powerful opposition,
the Caribbean traditional suppliers were quite determined and insisted to
European Member States and the Commission that it would not be accept-
able to abandon their treaty commitments under the Lomé Convention,
which had assured them that their exports would not be placed in a worse
position than they were currently or had been in the past.4 Using the indices
of economic dependence, they stressed the calamitous economic, social
and political consequences of the loss of their banana industry for which
there were no short-term alternatives. Their message was clearly and con-
sistently articulated by diplomatic representatives of the Windward Islands
but significantly also by senior political figures, including their Prime
Ministers, who were quite visible and vocal campaigners in Brussels and
other European capitals.

11.1.3.1 The first phase of the banana wars

From the outset, the three small islands of Dominica, St Lucia and
St Vincent and the Grenadines were at the centre of the coalition that was
seeking to ensure that the COM would effectively limit imports of ‘dollar
bananas’ so as to ensure a tight market and high enough prices. The coali-
tion included Caribbean and other ACP suppliers, the Caribbean Banana
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Exporters Association (CBEA), Geest Plc, Fyffes Plc and eventually the
French marketing companies and producer interests in the overseas
Departments. The coalition’s wide-ranging campaign recognised that
securing a favourable position in the Council of Ministers would require
convincing public opinion and enlisting the support of various groups
including the Commission, the EU Parliament, National Governments
and Parliaments, NGOs, church groups and journalists among others.
Recognising that EU banana trade policy would not be made in isolation,
the ‘coalition’ targeted important third parties that were exerting pressure
on Europe for liberal reform. Hence, there was a very active campaign in
Washington focusing principally on the Congress. As well, direct though
limited contact was maintained with Latin American supplying states and
the multinational companies themselves in the hope of at least tempering
their opposition to a restrictive regime. It was the threat and danger posed
to the Windward Islands that provided the moral legitimacy and rationale
for the campaign. Its most public aim was to ensure that the EU would
honour its obligations to these islands, who, given the nature of their pro-
duction on small family-run farms and their lack of alternatives, would
suffer disastrous economic and social consequences should they lose
bananas. In addition, they also were to a large extent the ‘face’ of the cam-
paign. The safeguarding of the banana industry became their top foreign
policy objective, hence their representatives sought out or even created
opportunities to promote and advance their case. Despite the fact that by
1992 the Windward Islands accounted for only 7.6 per cent of the EU
banana imports, in the perception of the public (particularly in the UK),
a key policy question to be addressed was how the trade in their bananas
would be safeguarded.

In the end the COM, enshrined in EC Regulation 404 of 1993, was an
attempt to translate the existing national regimes into a unified system. It
awarded quotas for Latin American bananas totalling 2.2 million tonnes
and each ACP traditional exporter was assigned a maximum tonnage
within an autonomous quota for the ACP. There was no price support for
the ACP though the European suppliers were subsidised up to pre-
determined maximum volumes per region. In an attempt to unify the
market further and provide an inducement for traders to handle the more
costly ACP and European bananas, a system popularly referred to as the ‘B’
licence system gave them a share of the import licences for ‘dollar’ bananas
according to the volume of ACP or European bananas that they marketed.
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11.1.3.2 The early challenges

This system was challenged from the outset; five Latin American countries
(Colombia, Costa Rica, Guatemala, Nicaragua and Venezuela) initiated a
Panel complaint against the quota system in 1993. Following negotiations
with the Commission, all except Guatemala withdrew their complaint and,
the following year, signed the Banana Framework Agreement (BFA) that
gave them fixed country quotas and the consequent potentially lucrative
power to control their exports to Europe.

The 1994 BFA itself did not end the dispute since it excluded one of the
WTO complainants, Guatemala, which could still pursue the dispute.
Instead it introduced a new issue of contention, the BFA itself. Then
Ecuador, Honduras and Panama which had previously rejected the quotas
offered to them under the BFA acceded to the GATT and promptly joined
Guatemala in their complaint. Protesting their opposition to the BFA’s
restrictions and ceilings on their exports, they claimed privately that the
Commission had not treated them fairly in the allocations. Quite omi-
nously, the international companies saw the BFA as a threat to their opera-
tions in Latin America. The award of quotas to the exporting countries
handed their governments considerable potential power. They could have a
real say in the export to Europe since operators wishing to export bananas
could now be subjected to conditions and the prior approval of these coun-
tries’ authorities. Some of the BFA countries, in particular Colombia, used
the arrangement to promote local marketing companies and, along with
Costa Rica, sought to impose export levies.

The ACP was becoming more active in the dispute with a prominent role
for the Caribbean as the Ambassador of the three Windward Islands began
presiding over the ACP Working Group on bananas. ACP participation in
the Dispute process was organised, a legal consortium was engaged and a
legal defence of the contested provisions prepared. The processes were
managed by the ACP Banana Working Group Chairman in full collabora-
tion with national representatives. For the Panel Hearing two of the ACP
legal advisers were included on the delegation of St Lucia, but they were
expelled by the Panel on the grounds that they were not full-time employ-
ees of the government. This prompted the leader of the delegation to walk
out in protest at what he asserted was an inequitable ruling essentially
disempowering small states that could not afford to retain the required
specialists on a permanent basis and had to rely on outside expertise to
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assist in the presentation of their case before the Panel. Denying them that
ability would have entrenched their disadvantage in disputes as they pre-
sented and advanced their case.

This ruling by the Panel would have been appealed by St Lucia and the
Caribbean but, as third parties, they could not introduce independent
grounds of appeal. Even if the Appellate Body did not explicitly overturn
the contentious ruling, by reaffirming the sovereign right of countries to
determine the composition of delegations to its meeting, it in effect implied
its dissent with the Panel’s ruling. As a result, subsequent WTO practice has
been that Parties to disputes have been able to engage outside experts. This
facility has since been used in many instances by Members. Indeed, the
WTO Advisory Law Centre was subsequently created in recognition of that
capacity gap in developing countries that was so dramatically demon-
strated by this incident in 1997.

11.1.4 Resolution of the dispute and subsequent reforms

Following the successful challenge in the WTO to the regime, in an attempt
to conform to the rules, the EU introduced a new system on 1 January 19995

that abandoned the ‘B’ licences and country-specific quotas for the non-
substantial suppliers that were BFA signatories, Nicaragua and Venezuela
and the individual ACP traditional suppliers. From 1999 the latter were
assigned a quota of 857,000 tonnes for the group as a whole. The MFN
quota remained at 2.553 million tonnes but with shares to the four ‘sub-
stantial’ suppliers, Colombia, Costa Rica, Ecuador and Panama, according
to their 1994–6 exports and the remaining 9.43 per cent (240,748 tonnes)
of the quota reserved for the ‘others’ category of suppliers. The in-quota
tariff rate for MFN suppliers was 75 Euro and a prohibitive 737 Euro for
out-of-quota imports. No duty was levied on ACP imports within the
group’s quota as well as any which were imported within the 240,748 tonne
‘others’ category. Additional imports would attract a prohibitive duty of
537 Euro per tonne. The Caribbean and the ACP were able neither to over-
come the high out-of-quota tariff nor to compete within the MFN quota
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despite getting in duty free and, as a result, their exports were virtually
limited to the ACP quota. The inability of the ACP to compete even on the
basis of duty-free entry demonstrates that effective access is secured
not simply by exemption from import duty but rather by the adequacy of
the preferential margin and the possible existence of other protective
mechanisms or structures.

The new system was again challenged, this time by Ecuador which
claimed that the EC had still not complied with the Panel’s decisions.

The earlier defeat in the WTO was compounded by the US imposition
of US $191 million worth of trade sanctions against the EU, which more
than anything else completely changed the attitude of Member States.
With the dispute costing their exporters, they were determined to end it
and directed the Commission accordingly. The latter intensified its negoti-
ations with the United States Trade Representative (USTR) and some
headway was made, reaching agreement that the quota system would be
retained, with licences issued on a historical basis. Very soon, however,
talks floundered, with the main sticking point over the share of licences
for newcomers: the EU and Ecuador wanted 20 per cent and the US,
3.5 per cent.

To get around the impasse, the Commission began work on a potentially
chaotic ‘first come, first served’ (FCFS) system for the award of import
permits, which would have been disastrous for the Caribbean. But even
more damaging to them would have been the alternative single tariff. The
US though would not accept FCFS, insisting on a historically based system
for the determination of licence eligibility.

11.1.5 The breakthrough

Secret negotiations between the two sides had nonetheless been proceed-
ing simultaneously and, in a surprise announcement on 11 April 2001, the
Commission and the US Trade Representative jointly confirmed that
agreement was reached to end the dispute. Ecuador, the winner of the last
Panel, was incensed that a deal was struck without its involvement
and threatened to initiate new proceedings in the WTO. To avert this, a
new set of discussions with Ecuador was quickly initiated and formally
concluded on 30 April 2001 with an agreement that left intact most
of the US/EU deal but made some minor changes to the proposed
implementation.
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11.1.6 The Agreement

The Agreements with the US and Ecuador were reflected in a new set of
import rules enshrined in a Commission Regulation adopted on 2 May
2001 to operate in two phases. The first lasted from 1 July 2001 to 31
December 2001, in which the quantitative limitations and tariffs were
unchanged. The licensing system was adjusted. The significant feature of
the system is that only ‘operators’, i.e. persons or registered companies or
agents who had, during a specified reference period, imported bananas
into the EU, are eligible for import licences and hence they determine the
source from which bananas are imported.

The US ended its sanctions and, along with Ecuador, agreed to support
the application in the WTO for a waiver for the Cotonou Partnership
Agreement. Once 100,000 tonnes were transferred from the ACP quota to
the MFN quota and a GATT Article XIII waiver was obtained for the
ACP quota (done at Doha, 14 November 2001), Phase II could begin on
1 January 2002.

11.1.7 Impact of the changes

The regulatory changes since the early 1990s have had a fundamen-
tal impact on shaping the character of the EU banana market,
through determining the origins and levels of supply and hence prices. In
addition, the requirement that, to be saleable, banana imports must be
covered by scarce licences has generated valuable ‘quota rent’ that is
earned by the licence holder. The extent to which this is shared
with other participants along the production/supply chain varies accord-
ing to the differing circumstances, including their relative bargaining
strengths.

The changes in regulation, by permitting larger volumes of cheaper
‘dollar’ banana imports into the UK, caused a decline in prices. Selling
prices for Windward bananas fell by 10 per cent from their level at the start
of the Single Market whilst ‘dollar’ banana prices were more or less
unchanged. The Windward Island farmers are not only affected by the price
drop but even more by the loss of the de facto subsidy which they had
enjoyed under the ‘B’ licensing system that ended in 2000.

Simultaneously, with the price declines, the import patterns were chang-
ing not only between the ACP and ‘dollar’ suppliers but also among ACP
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suppliers. As shown in figure 11.1, the traditional Caribbean suppliers were
losing out to West Africa and the Dominican Republic whilst Ecuador was
expanding as Panama and Honduras went into decline. The subsidised EU
producers have been able to maintain their supply levels.

Although the Windward Islands, through their marketing company
WIBDECO, controlled sufficient import licences to be able to handle
their exports, production was declining sharply. The cause was principally
the reduction in the number of farmers and the abandonment of farms.
Figure 11.2 shows the declining number of growers in the Windward
Islands falling from 24,100 in 1993 to 7,300 in 2001.

The consequences of such a decline on rural employment and income
were massive since there was no sufficient productive activity to replace
bananas fully. In his 2002 study of agricultural performance in the Eastern
Caribbean, Gary Melville found great official enthusiasm for diversification
but overall the production and export performance of non-traditional agri-
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6 ‘Banana exports from the Caribbean since 1992’. Report by National Economic Research
Associates (NERA), June 2003, London.

Table 11.3 Nominal and real retail prices of bananas in the UK,
1990–2003

Retail prices of bananas £/kg Real prices (1990 = 100)

1990 1.14 100
1991 1.19 98.4
1992 1.06 84.7
1993 0.96 75.4
1994 0.94 72.2
1995 0.80 59.4
1996 0.89 64.5
1997 1.00 70.2
1998 1.04 70.6
1999 1.02 68.2
2000 0.99 64.2
2001 1.08 68.9
2002 1.02 64.1
Jan–Mar 2002 1.09
Jan–Mar 2003 0.90

Source: Fyffes 1992–2003, ONS 1990–1; real prices calculated by NERA6
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Note: Ivory Coast, Cameroon, and the Caribbean ACP supplier, Belize, exported
above their traditional quotas between 1994 and 1998
Source: DG Agriculture
Figure 11.1 Supplies of bananas to the EU 15, 1990–2002 (thousand tonnes)
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culture was erratic. This he attributed in part to unfavourable climatic con-
ditions, including natural disasters, a variety of production problems and
difficulties in meeting the phytosanitary requirements in export markets.7

It was not only the loss of direct and indirect employment (at the ports,
in transportation, production of packaging materials, etc.) which resulted
from the decline in banana production but also the loss of national income
due to declining export earnings from banana exports. Table 11.4 shows
what has been happening in US dollar terms. Given that no account has
been taken of inflation, the full impact of the declines on those countries
which are heavily reliant on banana exports would be even greater than ini-
tially suggested by the figures.

The economic consequences of such a massive loss of earnings by a
sector whose income rapidly circulated within the rural and national
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7 ‘Situational Analysis of the Agriculture Sector of the OECS member countries’. Gary Melville,
FAO Capacity Building Project, December 2002.

Source: WIBDECO
Figure 11.2 Number of active growers in the Windward Islands, 1993–2001(’000)
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economies were quite catastrophic. In May, the ACP Ministerial
spokesman Julian Hunte, addressing the twenty-eight ACP–EU Council of
Ministers 2003 stated, ‘Dominica, one of the most vulnerable suppliers, has
been so damaged by the falling prices and resultant export volumes, that its
economy is literally on the verge of collapse. It had to have recourse to the
IMF but a turnabout would only be possible if the country can again begin
to earn sufficient foreign exchange.’

11.1.8 2004 – Enlargement

In May 2004, ten new members acceded to the Union and, in keeping with
its WTO commitments to MFN suppliers and the new Member States
themselves, the EU increased the ‘dollar’ quota. It was generally agreed that
this should be related to historical import levels. Writing in Eurofruit
Magazine of May 2003, Jessica Greniez indicated however that it is not
simple to arrive at actual levels of imports and alluded to the ‘incoherence
of certain customs data supplied by the candidate countries’. One cause of
difficulty was that a sizeable portion of these countries’ banana imports had
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Table 11.4 Export values (fob) (US $ million)

Windward Islands

St St
Year Dominica Lucia Vincent Grenada Total Jamaica Belize Suriname

1991 32 60 34 4 130 49 7 10
1992 32 72 40 3 147 40 10 10
1993 26 55 25 2 107 36 12 11
1994 24 49 17 – 92 46 15 11
1995 18 52 25 2 97 46 22 8
1996 18 52 22 1 93 45 29 9
1997 18 37 16 – 71 45 26 24
1998 15 37 22 – 74 36 25 15
1999 15 34 20 – 69 29 27 21
2000 12 28 19 – 59 23 – –
2001 8 16 13 – 36 – – –
2002 – – – – 45 – – –

Source: WIBDECO (Windward Islands 1992–2002), FAO Yearbooks vols. 47, 50,
and 53. Values for Jamaica, Belize and Suriname for 1999 and 2000 are from NERA



actually been re-exported from the EU, hence the danger of double count-
ing. Over-estimation could have destabilised the market because, if the
quota was set too high, too many licences would be awarded, resulting in
excessive imports that would have driven down prices even further. In
addition, there could have been the possibility that effective demand for
bananas in the ten new Member States would decline once the latter joined
the EU since their banana imports would face an import tariff that would
make them more expensive.

11.1.9 How is the Caribbean adapting?

The changes that have been taking place result in lower prices to farmers
who face greater competition and uncertainty. The islands are therefore
forced by circumstances to adapt. At the domestic level serious efforts are
being made to secure the structural adjustment of the industry. Attempts to
increase productivity rely on investment in irrigation, feeder roads and
improved farming practices and standards. In the Windward Islands, the
management of the industry has been privatised and opened up to compet-
ition. Previously, national growers’ associations controlled the bulk pur-
chase and distribution to farmers of certain inputs and managed banana
collection and export. The aim of all of these measures has been to promote
efficiency and to lower costs.

In a situation of declining real prices, it is perceived as essential that
farmers’ share of the final price is not further reduced. The Windward
Islands and Jamaica have been involved in the actual import and marketing
of their bananas in Europe. Their marketing companies though are under
pressure to continue to cut costs and to maximise returns. The Windward
Islands have been introducing specific measures to safeguard their position
in a weakening market. They have been developing contractual arrange-
ments with supermarkets that permit their bananas to be sent from the
ripening rooms straight to the supermarkets; in some cases the bananas are
actually pre-packed on the farms in the islands for the supermarkets. The
Windward Islands have also begun producing organic bananas (still at
minimal levels) and ensuring that more of their banana production qualifies
for ‘fair trade’ certification and bears that label when marketed. The retail
prices of organic and of ‘fair trade’ bananas are higher than for the others,
hence these niche markets offer a more favourable return to the farmers.

Particularly in these islands with their production on small, independ-
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ent, family-owned and operated farms, conducive environmental factors
and considerations and marketing being in the hands of various farmers’
associations, there is considerable potential for further expansion of the
use of the ‘fair trade’ label. Despite the much higher cost and labour
required for the production of organic bananas, there seems to be consider-
able long-term benefit to be gained by the small Caribbean suppliers from
committing more resources to expanding their share of this small but
growing and lucrative niche market.

11.2 Subsequent challenges

There can be little doubt that small developing economies cannot indefi-
nitely defy the logic of the marketplace since their ability to export is
dependent on the policies of other players in the global trading system. In
this case, the EU and indeed other prospective importers have their own
range of commitments for tariff reduction and broader trade liberalisation
goals. Therefore the Windward Islands can only continue trade in the long
term if they manage to produce and supply competitively, whether it is
bananas or any other products. These islands, with growing populations
and facing irreversible declines in employment and income from bananas,
must find new sources of productive activity in which they can be inter-
nationally competitive. Ultimately, this would be the only prospect for
these countries in a liberalised environment in which effective preferences
have disappeared. But they require time for orderly transition if they are to
be able to make the necessary adjustments.

11.2.1 2006 – Abolition of the quota system

The next challenge for Caribbean bananas will come with the proposed dis-
mantling of the tariff rate quota system and its replacement by a flat tariff
scheduled for 1 January 2006.

Given the differences between costs of production in the Windward
Islands and the most competitive ‘dollar’ suppliers, unless the tariff is
sufficiently high, the former will not be able to find buyers for their
bananas. As has already been shown in table 11.2, there is a massive gap
between the various suppliers, with Ecuador for instance able to export at
less than half the prices of most Caribbean fruit. Their cost disadvantage is
compounded by their substantially higher unit freight charges due to their
small volumes. There is no doubt that the large low-cost producers benefit
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from liberalisation. However, unless some means to trade are provided for
the small vulnerable suppliers, who have no immediate alternative, then
contrary to the very principles of the WTO, only some countries, the
already more competitive, will benefit from liberalisation. Adequate
support (possibly preferential) arrangements are required by the small sup-
pliers if they are to export successfully rather than being further margin-
alised in the global trading system.

In order then for the tariff alone to provide the possibility of the
Caribbean banana being marketable, the rates have to be at a level that
might well be considered too high by some MFN suppliers.

According to the agreement reached at Doha, the EC would, upon
request, enter into consultations over the tariff level with any interested
Member. The talks between the Commission and the nine Latin American
suppliers began in late 2004.8 The Latin American suppliers have the right
to take the issue to arbitration if they are not satisfied with the proposed
level. If ultimately no agreement is arrived at, the WTO waiver for Cotonou
will cease to apply to bananas from 1 January 2006. It is ironic that it is the
ACP which will be at risk if the EU and the Latins cannot reach agreement!

Whilst the Caribbean needs a high tariff under the 2006 flat tariff regime
in order that its bananas, which should enter duty free, will be competitive,
the Latin American producers resist that. Those that are relatively higher
cost are concerned that they could be displaced by the more competitive
ACP suppliers (West African and Dominican Republic), which will enjoy a
price advantage over them. The lowest-cost Latin Americans, such as
Ecuador, fear that a high tariff will increase prices and dampen demand,
hence their exports would decrease. Also the margins of their trading com-
panies such as Noboa would be eroded. Ideas have been circulated that a
solution would be to place a ceiling on the volume of ACP bananas which
will be eligible for duty-free entry. This could partially appease the Latin
Americans but will cause problems of its own for the ACP. Essentially if this
duty-free quota is available to all the ACP, there will be intensive competi-
tion among the suppliers since the more competitive who have the capacity
to expand production will invariably do so up to the point where the quota
will be oversubscribed by further imports. Of course, disruption can be
avoided by retaining the licensing system.
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11.2.2 2008 – End of the Cotonou trade preferences

By 2008, the current Cotonou trade preferences are to expire. Whatever
replaces them will be determined by the current negotiations between the
ACP and the EU for new Economic Partnership Agreements (EPAs).
However, the effectiveness of access will depend not only on the nature of
the preferences secured but also on the import system in place at the time
which will impact on market prices and security.

11.3 Lessons to be learned

11.3.1 Implications of the banana challenge for other commodity
protocols and preferences

With the largely successful challenge in the WTO to the Banana Protocol,
concerns have been expressed within the ACP regarding possible conse-
quent vulnerability of the other commodity Protocols. Is it that politically
and legally they are no longer inviolable, or are their provisions for quanti-
tative allocations fundamentally flawed? However, the methods of alloca-
tion of volumes to the ACP vary among the Protocols. In the case of
bananas, it was initially the guaranteed share of the tariff rate quotas to the
individual traditional suppliers then later to the ACP as a group. (This vio-
lated the provisions of GATT Article 13.) In the case of sugar, however, the
EC purchased set quantities at negotiated prices. With respect to beef and
veal, it has fixed upper limits on the volumes of ACP imports that will enter
at reduced duty.

What the Protocols ultimately provide for the ACP is the prospect of
marketing specified volumes of the covered products on a remunerative
basis. However, the instruments and their legal and regulatory arrange-
ments are all fundamentally different. Consequently, the fact that some of
the provisions of the Banana Protocol fell foul of WTO rules does not
signify that the other Protocols, which share the same objectives but are
based on differing trading and regulatory arrangements, would be in
similar legal jeopardy in the WTO. Though the successful challenge in the
WTO to the Banana Protocol does not directly imply legal vulnerability of
the other protocols, their ACP beneficiaries nonetheless need to be con-
cerned. The WTO Panel did not question the underlying aims of the
Banana Protocol but, by rejecting the quota arrangements and the licensing

small states in the banana dispute 443



system used by the EC to give effect to its objectives, it clearly established
that the instruments used by Members to implement their bilateral treaty
obligations must conform to WTO rules.9 The EU had a definite and
unambiguous obligation to the twelve ACP traditional suppliers to ensure
that they would not be ‘worse off than in the past or at present’. The Panel
rejected the arrangements for giving effect to that commitment but did not
indicate any acceptable alternative and feasible means of achieving the
same objective. Indeed none has so far been found.

The other Commodity Protocols can therefore be challenged not neces-
sarily directly but through the instruments used to give them effect.
Already, Australia, Brazil and Thailand have formally challenged certain
aspects of the sugar regime that are essential for the trade in ACP sugar on a
remunerative basis. The complainants formulated their case on their per-
ceptions of the precise vulnerabilities and violations of the specific
Protocol or its beneficiary mechanism rather than those aspects challenged
in the banana case, but which might not have been relevant.

Linked to the potential legal vulnerability of the Protocols exposed by
the banana challenge is the perception that they have ceased to be sacro-
sanct. It is no longer ‘politically incorrect’ to challenge provisions of the
ACP–EC Agreement. Although the Commission conducted a spirited
defence before the Panel, the EU clearly lost the will to continue to defend
the contentious provisions of Protocol V. When the first opportunity arose
to dispense with its obligations, the EC sought in the negotiations for the
2000 Partnership Agreement with the ACP (Cotonou) to exclude all market
access commitments from the Banana Protocol. The ACP was though able
finally to secure a commitment from the EC, albeit one that was weaker and
less clear than its predecessor.10 The history of the banana dispute suggests
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ing countries that are currently heavily dependent on the production and commercialization of
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10 ‘The Community agrees to examine and where necessary take measures aimed at ensuring the
continued viability of their banana export industries and the continuing outlet for their bananas
on the Community Market.’ Protocol V, Article I, ACP–EU Partnership Agreement, Cotonou,
23 May 2000.



that the commitment of the EC to the Commodity Protocols, should they
encounter serious difficulties in the WTO, cannot be taken for granted.

11.3.2 Strategy and tactics

It is in the areas of campaign planning and management methodology that
the most important lessons for the defence of the other Commodity
Protocols can be learnt from the banana ‘wars’. These lessons include:

• Having an inclusive, coherent and well co-ordinated coalition. ACP–EU
banana exporters (States and producers associations), their marketing
companies and other allies such as NGOs cooperated and pooled resources
to take on the massive task of influencing opinion in the EU as a whole.

• The need for clearly articulated and simply expressed goals. In order
to get the range of politicians, NGOs, journalists and other non-techni-
cal supporters to advance the ‘case’ for the Caribbean and ACP banana
and to sway public opinion, the argumentation was kept simple even if
the underlying issues were highly complex and technical.

• Public relations are vital. Being at a major disadvantage to the ‘oppos-
ition’ in terms of conventional negotiating and commercial power it was
essential to win over public opinion through a massive and effective
campaign. Whilst there is natural public sympathy for the underdog,
retaining support requires having a competently articulated, sound and
morally justifiable case.

• There must be a redefinition of the parameters of the debate. If the
public is to become engaged, it is necessary to move beyond the techni-
cal questions and consideration of the case for the particular Com-
modity Protocol simply in terms of conformity of the Protocol’s
provision and instruments with WTO rules. Rather, the debate needs to
be expanded to include more fundamental issues including develop-
ment considerations, equity and the desirability and right of all coun-
tries to participate on a sustainable basis in the global trading system. It
must of course be emphasised that the technical legal debate over com-
patibility needs, in any event, simultaneously to be competently and
vigorously pursued. The defence requires high visibility and sophistica-
tion in the negotiations.

• It is necessary to canvass all key targets. Just as the ‘banana coalition’
targeted very broadly its lobbying, negotiations and canvassing way
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beyond immediately responsible Commission officials, the defence of
the other Protocols will have to do likewise. The banana targets included
the Commission at all levels, all EU Member States, the US Government
and Congress, the Latin American banana exporters, the international
community, NGOs, journalists and others.

• Defence is costly. A tremendous amount of financial, political and intel-
lectual resources have to be committed.

11.3.3 Other systemic lessons

There are a number of broad systemic lessons to be learnt from the banana
dispute that transcend its product and geographic context and are applica-
ble to international trade negotiations by small states.

The first is that small size and consequent lack of commercial and polit-
ical power do not, on their own, preclude countries from exercising
influence over international decision-making and events that impact on
their vital national interests. However, they need to understand their real
national interests and then define them in the form of clear, readily
articulated and comprehensible objectives to which combined national
effort can be devoted in a coherent and consistent manner. For small devel-
oping countries lacking political and commercial power as well as visibility
and influence on the international stage, the share of total resources that
they need to invest to win international support would be considerable.
Therefore if they are to have real influence, small states are obliged to con-
centrate their efforts on achieving their priority goals. The conventional
approach of giving more or less equal attention to the international
advancement of the full range of perceived national goals and interests is
beyond the capacity of small states whose efforts would be dissipated in the
pursuit of a broad agenda. It might seem counter-intuitive, but small states
can actually achieve greater concrete results with ruthless prioritisation of
their goals and concentrating their forces on the most important, even if
this precludes the direct pursuit of less vital aims. This insistence on the
need to focus on priority concerns must not be confused with a simplistic
concentration on a single goal or a narrow policy agenda. Rather, small
states have to be active participants in the multilateral system with an inter-
est in and voice on more than the issues of immediate concern to them if
they are to have the ability to exert real influence on any issues, including
those which are of vital concern. The ‘secret’ is that they themselves must
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neither lose sight of the key issues in their fight to advance their national
interests, nor so deflect resources to peripheral pursuits as to prejudice the
attainment of their priority goals.

It is a truism that the stronger the international opposition to the par-
ticular goal/s the greater the commitment of resources and effort that will
be needed. Changing the positions of governments and of major institu-
tions generally requires more than the formulation and presentation of
valid arguments. The frequently encountered unwillingness of negotia-
tors to concede, even when faced with irrefutable arguments, could be for
a number of reasons, including a resistance to change already endorsed
decisions or positions (sometimes bureaucratic inertia). Also, it is gener-
ally the case that the interlocutors are not the real decision-makers but
are instructed or influenced by superiors and other entities such as
national Parliaments, public opinion or even third countries, inter-
national institutions or the business community. When presented with
conflicting but convincing arguments, the technical or ministerial repre-
sentatives who engage in international negotiations would of course be
expected to seek adjustment to their brief or national position. However,
when they face representatives of weak and relatively uninfluential states,
they might not feel the necessity to undertake the negotiations with
and/or persuasion of their superiors, Parliaments, business and other
interests groups required in order to be able to accept the position which
the weak states have successfully championed in their negotiations but
which conflicts with their original national or institutional mandates or
interests.

Small states, seeking through lobbying and negotiation to change the
position of more powerful countries, need not only to convince their inter-
locutors at the negotiating table, but, having determined all the actual loca-
tions of decision-making authority and sources of influence, to seek to win
these over as well. The targets then are not just the interlocutors but others
within the hierarchy who could even include subordinates who have dele-
gated authority, which the latter might, for whatever reason, be unwilling
to override. To be successful, the small states will have to engage all required
targets within the vertical and horizontal planes of authority.

Whilst such a broad strategy will invariably be demanding, unless all
those with influence are either won over or neutralised, any which are not
can subsequently seek to block or undo the outcome being sought by the
small state/s.

small states in the banana dispute 447



The historical association of many small states with major powers can
sometimes result in an over-reliance and trust in international goodwill
and the expectation that friendly developed countries will secure their
interests. Whilst there is considerable evidence in the banana dispute of
such principled commitment, it would be uncertain in the long term or
when the small states’ aims conflict with the national interests or priorities
of their ‘benefactors’. Hence, small states must appreciate their ultimate
responsibility for achieving through their own domestic and international
action the outcomes that they desire, whether or not that entails mobilising
support and working with allies.

Securing international change can be very demanding and is likely to be
proportionately difficult for small developing countries. Hence, in order to
be able to commit the required resources, they need to mobilise effectively
and engage all their national capacity. Their political, diplomatic, business,
NGO, academic and other emissaries who will articulate and advance the
identified goals must be very well briefed and present persuasive, consistent
and coherent arguments. Senior Ministers and even Heads of Government
can be enlisted to use their influence and the opportunities that arise or are
deliberately created for interaction with and persuading of decision-
makers in target countries and institutions. During the 1990s, given the
overwhelming importance of the issue to their economies, advancing their
interests in the banana dispute was the overriding foreign policy objective
of the Windward Islands. That objective to a large extent defined their
policy stance towards the various members of the EU, to Latin America, the
US and also in multilateral spheres such as the Organisation of American
States and the UN.

In their pursuit of favourable decision-making at an international level,
small states will be able to obtain leverage through working with allies and
benefiting from the support of friendly countries and institutions.
However, actually securing the desired objectives will require effective
preparation of positions and arguments and skilful negotiation by the
countries’ representatives. Hence it is essential that small countries field
skilled and dedicated tacticians and negotiators who can actually win
debates and change the views even of the experienced and trained negotia-
tors and representatives of the developed countries and the multilateral
institutions. The methods to ensure that capacity will be long term and
entail a combination of training, careful recruitment, development and
retention.
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11.4 Conclusion

The aim of the small Caribbean traditional banana suppliers at the start of
the 1990s was simply to secure continued access to the EU banana market
on a viable basis. They wanted the changes to the regulatory system to be
sufficiently benign to ensure adequate preferential margins and high
enough market prices. The islands also understood that they would need
to restructure their banana industries drastically to reduce costs of
production substantially and to make the industry more competitive.
Simultaneously the agricultural sector and wider economy would need to
be restructured to create new sources of income and employment.

Despite their small size and lack of power in the traditional commercial
and political sense, these islands through commitment and perseverance
were able, along with their allies and supporters, to ensure that the banana
import regime retained its preferential character and that the market con-
tinued to be regulated so that prices remained substantially above world
market levels. The problem however is that, despite advances in efficiency
reflected in reduced costs and improved quality, the differential between
the competitive Latin American producers and the Caribbean producers
remains wide. Whilst these islands have achieved a considerable measure of
success in the battle over the regulation of the system, they have been losing
market share, with their exports falling drastically. In the Windward
Islands for instance, the drop was from 274,000 tonnes in 1992 to 99,000
tonnes by 2002.11 This loss of banana production has not been significantly
replaced by other productive activity. The result has been an increase in
unemployment and sharp declines in foreign earnings.

If these islands are to avoid the complete loss of the market before alter-
native productive activities have been developed, they will need through
diplomatic and other means to seek to ensure that the changes to the
market over the next few years and beyond preserve the required favourable
and preferential access terms essential to their ability to dispose of their
bananas in Europe. For their long-term economic stability and growth, it
will be essential that continued attention be paid to minimising costs of
production at all levels in order to reduce as much as possible the cost
handicap which they face. Most importantly, renewed commitment
and effort will need to be put into diversification, possibly to include
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organic and ‘fair trade’ bananas as well as new lines of agricultural and non-
agricultural production and services. To be successful, diversification will
require that the introduction of viable new crops is initially alongside
bananas. An attempt immediately and simply to displace bananas with
another crop is unlikely to have any chance of success, though the process
of identifying, testing and introducing new lines must be completed in the
time remaining when some measure of rural income and employment sta-
bility is still provided by the banana industry.
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12

Impact of changes in the European Union’s policy for
banana imports on the Eastern Caribbean Region

(1992–2002)

claudius preville

12.1 Introduction

Ever since the demise of sugar as a major export crop from the Windward
Islands1 to the United Kingdom in the 1950s, bananas have assumed
prominence as the only viable export alternative. Yet, the viability of
exporting Windward Islands bananas to the United Kingdom has been
directly linked to the preferential market access that they enjoy, i.e. tariff-
and quota-free market access. Preferential market access for bananas to the
European Community (EC) had in fact been secured for all African,
Caribbean and Pacific (ACP) countries since the signing of the Treaty of
Rome in 1957.2 At the signing of the Treaty of Rome, EC Member States
had agreed that a tariff and, optionally, a quota would apply with respect to
other banana imports. In practice, these sources of other banana imports
were largely a few countries in Central and Latin America, from where a
number of United States based transnational corporations (TNCs) oper-
ated,3 the so-called dollar zone countries.4 A notable exception to the gener-
ally agreed scheme of granting preferential market access was found in
Germany, where, under a special protocol annexed to the Treaty of Rome,
Germany had secured the right to import nearly all its bananas from dollar
zone sources free of duty and taxes. Germany had won the right to this
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1 The Windward Islands are St Lucia, St Vincent and the Grenadines, Grenada and Dominica.
2 Although it should be noted that at the signing of the Treaty of Rome, most of the countries

which subsequently became ACP members were colonies of an EU member.
3 Chiquita Brands International Inc. (Chiquita), Dole Food Company (Dole) and Fresh Del

Monte Produce (Del Monte).
4 The dollar zone countries include Colombia, Costa Rica, Dominican Republic, Ecuador,

Guatemala, Honduras, Mexico, Nicaragua and Panama.



special protocol given that it was the largest single consumer of bananas in
Europe at the time, and that it had traditionally sourced all its imports from
the dollar zone.

Essentially, EC members found themselves implementing two banana
import policies that were in fact diametrically opposed to each other, and
this would become the major point of contention when the Single
European Market (SEM) was implemented in 1993. There was a threefold
basis for granting preferential market access to ACP countries. First, since
they were all colonies or ex-colonies of an EC member at the time, it was
viewed as a mechanism through which their economic development could
be facilitated. Second, there existed little diversity in their exports, making
them extremely vulnerable as single commodity dependent economies.
Third, the traditional production, marketing and distribution processes
they utilised did not allow them to enjoy economies of scale, causing their
costs to be relatively high. However, in the dollar zone countries the con-
verse obtained. All of these countries had attained independence several
centuries prior, and their production systems were characterised by large-
scale capital-intensive plantation technology. Coupled with vertically inte-
grated systems of shipping, marketing and distribution, bananas from
dollar zone countries are relatively cheap to produce, market and distribute
in the EC.5

This study is concerned with the impact of implementing the various
changes in the European Union (EU) banana import policy on the
Eastern Caribbean economies, notably those of the Windward Islands,
over the 1992–2002 period, and the remainder of the chapter is structured
as follows. First, the economic importance of bananas to the Eastern
Caribbean is discussed and it is shown that the commodity has made a
major contribution to gross domestic product (GDP), the current
account of the balance of payments (BOP) and employment in the early
1990s. The social importance of the banana industry is then discussed,
and it is argued that the benefits of economic prosperity were passed onto
ordinary farmers and their families, resulting in relatively low poverty
rates and a more equitable division of wealth. The proceedings against the
EU banana regime in the WTO are discussed in some detail, identifying
who the main protagonists were and what their underlying motive had
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5 See Preville (2002: 114–17) for a discussion of the banana commodity chains through which
Caribbean and dollar zone bananas are produced, shipped, marketed and distributed.



been. The EU’s response to the WTO ruling is discussed in terms of the
various modifications that have been proposed and implemented with
regard to its banana import regime. The extent of the decline of the
Eastern Caribbean’s banana industry since the creation of the SEM in
1993 is analysed. It is argued that despite preferential market access
enjoyed by these countries, a combination of declining returns, the
uncertainty that prevailed since the creation of the single market and the
subsequent WTO ruling have been the major causes of the industry’s
decline. The impact of a declining banana industry on the income of pro-
ducers is then brought out, showing that the revenue of regional produc-
ers has declined by approximately 60 per cent since the WTO ruling and
has resulted in greater impoverishment of the region as a whole. The
extent to which the decline in the region’s banana industry might have
affected the Organisation of Eastern Caribbean States (OECS) economy
as a whole, given their common currency and monetary policy as set by
the Eastern Caribbean Central Bank (ECCB), is examined. Next, there is
discussion of the economic and social outlook for the region under com-
plete liberalisation in 2006. It draws upon a model of strategic behaviour
developed in Preville (2002) and an economic outlook prepared by the
World Bank in 2002. Finally, some concluding remarks are presented.

12.2 Economic importance of banana exports in the Eastern
Caribbean

The economic importance of bananas to the Eastern Caribbean producers
can be directly measured using three indicators: their contribution to real
GDP, employment and the current account of the BOP.6 Let us examine
each of these in some detail.

12.2.1 Contribution to real GDP

In 1991, bananas accounted for slightly more than 20 per cent of
Dominica’s GDP, 7 per cent of St Vincent’s GDP and 6.3 per cent of St
Lucia’s GDP, in real terms (table 12.1). Although in all of these islands the
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trend has been for some diversification away from bananas, in 1995 they
nevertheless accounted for 16 per cent of Dominica’s real GDP.7

Yet, these figures somewhat understate the real importance of bananas
to the agricultural sector in these islands. Banana production accounted for
no less than one fifth and as high as nearly two thirds of all agricultural pro-
duction in St Lucia, St Vincent and Dominica during the 1991–5 period
(table 12.2).

12.2.2 Contribution to employment

Not surprisingly, the substantial contribution of banana production to
agriculture GDP is also captured by a strong employment effect in these
economies. The employment effect is measured in terms of active growers8

in the banana industry as well as projected direct and indirect labour
effects. Table 12.3 shows that in the early to mid-1990s, there were no less
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7 The contribution of bananas to Grenada’s economy is rather small and estimated at only 1 to
2 per cent.

8 An active grower is defined as a farmer who owns land and actively cultivates bananas on it for
the purpose of international trade in a particular calendar year.

Table 12.1 Percentage contribution of bananas to real GDP

1991 1992 1993 1994 1995

St Lucia 6.3 8.2 7.1 5.3 5.7
St Vincent 7.0 9.9 6.1 1.7 3.7
Grenada n/a n/a n/a n/a n/a
Dominica 20.3 20.1 19.7 18.2 16.0

Source: Pantin et al. (1999: 26)

Table 12.2 Banana output as a percentage of agriculture GDP

1991 1992 1993 1994 1995

St Lucia 30.6 26.0 27.5 34.6 33.0
St Vincent 40.1 57.0 38.7 18.7 26.0
Grenada n/a n/a n/a n/a n/a
Dominica 31.4 36.2 34.2 27.2 22.8

Source: Pantin et al. (1999: 26)



than 20,000 active growers in the Windward Islands banana industry and
those growers were relatively evenly distributed among these islands, with
the exception of Grenada.

Moreover, in terms of direct employment, it is estimated that in 1992 the
Windward Islands banana industry employed approximately 56,000
workers, of whom more than 20,000 were employed in both St Lucia and St
Vincent, and no less than 10,000 were employed in Dominica.9 Considering
that in 1992 the combined labour force of these islands was approximately
190,000 and that nearly 20 per cent of the labour force was unemployed, then
effectively the regional banana industry accounted for more than one quarter
of its employment. We shall discuss the indirect employment effects under
the section on social importance of the banana industry below; however, let
us first examine an important macroeconomic contribution – the contribu-
tion of banana exports to the stability of the current account of the BOP.

12.2.3 Contribution to the current account of the BOP

A first measure of the importance of bananas to the stability of the current
account of the BOP is its contribution to merchandise exports (table 12.4).
It is seen that for the major banana exporting islands, the commodity
accounted for about half of their merchandise exports in the early 1990s,
with a tendency for a decline towards the mid-1990s.

Yet, a better appreciation of the contribution of bananas to the current
account of the BOP is captured by its overall effect on foreign exchange
inflows. This is captured by examining the share of banana exports as a per-
centage of exports of goods and non-factor services, as a percentage of
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Table 12.3 Active growers in the Windward Islands banana industry

1992 1993 1994 1995 1996

St Lucia 9,500 9,663 8,011 7,379 6,677
St Vincent 8,000 7,800 7,375 6,139 5,667
Grenada 600 869 897 450 150
Dominica 6,550 5,779 6,763 6,218 5,471
Total 24,650 24,111 23,046 20,186 17,965

Source: WIBDECO (2003)



exports of goods, non-factor services and remittances, and as a percentage
of exports of goods, non-factor services, remittances and foreign direct
investment, respectively. Let us examine each of these in greater detail.
When exports of goods and non-factor services are considered, there is a
distinctive decline in the contribution of bananas to the current account
of the BOP with respect to St Lucia and, to a lesser extent, St Vincent
(table 12.5).

Among the major sub-sectors within services, St Lucia’s tourism sector is
the most significant while that of Dominica is largely under-developed.
This largely explains the observed differences that non-factor services make
where the current account of the BOP is concerned.

As might be expected, when private remittances are introduced the con-
tribution of bananas to the BOP typically declines for all countries, but not
as drastically as was the case when only goods and non-factor services were
considered (table 12.6). This is because the flow of remittances is relatively
small in comparison with exports of non-factor services. A notable excep-
tion appears to be the case of St Lucia in 1993, when that ratio actually
increased considerably to 48.4 per cent, reflecting a net outflow of remit-
tances from the country to the rest of the world.

Finally, the effect of introducing foreign direct investment is to reduce
the importance of the contribution of bananas to the current account of
the BOP further, and that effect appears to have been strongest for
St Vincent.

In addition to the importance of bananas for the economies of the
Windward Islands, they are also important to the regional economy of the
Eastern Caribbean on the whole, where a single currency, the Eastern
Caribbean Dollar (ECD), issued and monitored by the Eastern Caribbean
Central Bank (ECCB), has been in effect for nearly three decades. By the
mid-1990s, bananas contributed 26 per cent of the merchandise exports of
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Table 12.4 Banana exports as a percentage of exports of goods

1991 1992 1993 1994 1995

St Lucia 48.0 53.8 41.3 42.9 41.4
St Vincent 49.6 47.5 40.2 30.2 39.8
Grenada 13.6 12.4 7.9 9.1 8.7
Dominica 53.7 55.3 50.0 44.3 36.5

Source: Pantin et al. (1999: 26)



the regional economy and 7 per cent of regional exports of goods and non-
factor services. Therefore, while banana exports are extremely important
for stability of the current account of the BOP of the Windward Islands
economies, their importance for the regional currency union is signifi-
cantly less.

12.3 Social importance of banana exports in the Eastern Caribbean

Bananas play an extremely important role in the social stability of the
economies of the major exporting countries in the Eastern Caribbean. Such
social importance derives from the process through which Windward
Islands bananas are produced for exports. In addition to the direct employ-
ment generated by the region’s banana industry, there is a considerable
indirect employment effect, which manifests itself through the number of
persons resident in growers’ and workers’ households.

In the Windward Islands, it is estimated that 98,127 persons were resident
in banana growers’ households and a further 141,021 persons were resident
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Table 12.5 Banana exports as a percentage of exports of goods and non-
factor services

1991 1992 1993 1994

St Lucia 28.0 30.5 25.4 22.3
St Vincent 46.6 42.4 34.1 23.9
Grenada 6.8 4.8 2.7 2.7
Dominica 51.3 48.0 37.6 36.9

Source: Pantin et al. (1999: 27)

Table 12.6 Banana exports as a percentage of exports of goods, non-factor
services and private remittances

1991 1992 1993 1994

St Lucia 26.0 28.4 48.4 21.0
St Vincent 39.9 36.9 28.5 19.5
Grenada 5.2 3.8 2.2 2.2
Dominica 42.4 40.5 30.7 29.8

Source: Pantin et al. (1999: 27)



in banana workers’ households in 1992.10 Therefore, although the region’s
banana industry directly employed only 56,428 persons in 1992, when its
indirect employment effects are considered approximately 240,000 persons
benefited from the industry in one way or another by being part of a grower
or worker household. Consequently, there has been a progressive division of
wealth in these societies, with a considerable multiplier effect.

The gender dimension is also important for understanding the social
importance of banana production in the Windward Islands. A study by
Babb (1998) reveals that 50 per cent of the households in Dominica are
female headed, and corresponding figures for Grenada, St Vincent and
St Lucia are 45 per cent, 44 per cent and 43 per cent respectively. This
implies that any deterioration of the banana industry in these countries
adversely impacts upon the welfare of women and the children for whom
they are responsible.

12.4 WTO proceedings against the EU banana regime

As indicated in the introduction, at the signing of the Treaty of Rome in
1957 the EC authorised two banana import policies. Simultaneously, it
allowed Germany to import virtually all its bananas from Latin America
duty and tax free, and Britain, France, Spain and Portugal to import unlim-
ited quantities of bananas from ACP countries duty and tax free. Banana
imports from any other source were subjected to duty and tax. As such,
when the time came for implementation of the Single European Market
(SEM), EU Member States had to adopt a common policy on banana
imports with respect to all sources of supply. The EU members that previ-
ously owned ACP colonies (Britain, France, Spain and Portugal) argued
that bananas from these countries should continue to enjoy preferential
access and enter the EU duty and tax free. Contemporaneously, the EU
members that previously had little or no colonial interests among ACP
countries (Germany, Belgium, Luxembourg, Netherlands, Ireland) argued
that bananas from Latin America should be allowed duty- and tax-free
entry into the EU.

Effective demand for bananas in the EU is essentially fixed, given that the
commodity is both price- and income-inelastic. Additionally, the perceived
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10 Pantin et al. (1999: 31). Additionally, indirect employment covers port, transport and packaging
workers.



cost of producing Latin American bananas is significantly lower than that
of producing ACP bananas, and, whereas smallholder farms in ACP coun-
tries are already operating at capacity limit, large-scale Latin American
plantations typically operate with capacity reserves.11 Therefore, any deci-
sion to liberalise the EU banana trade fully, i.e. to grant duty- and tax-free
market access to all exporting countries, would have been tantamount to
eliminating Caribbean ACP supplies from the market and substituting
Latin American supplies for these. With the preceding in mind, and given
the EU’s need to protect its own domestic producers, it opted for an import
regime that largely preserved the existing pattern of trade where ACP coun-
tries were concerned, while all bananas imported from Latin America were
subjected to a quota and a tariff. Germany was adversely affected by this
policy since it continued to import bananas from Latin America, which
were now subjected to a tariff. (Hence the seeds of disunity were allowed to
take root.)

Consequently, the EU banana regime was challenged on several fronts.
First, it was challenged in the ECJ by Germany, Denmark and the Benelux
countries on the grounds that it would not fulfil the objectives of the single
market. Second, some Latin American countries initiated a GATT panel to
investigate the legality of the banana import policies of several EU
members before the SEM, and another to investigate the legality of the new
banana import policy under the SEM. Both these GATT panels ruled that
the banana import policies did not conform with GATT law, particularly
Article I which requires most favoured nation (MFN) treatment for all
GATT members. Third, under the influence of the world’s largest banana
TNC, the United States initiated an investigation of the EU banana import
policy under Section 301 of its 1974 Trade Act. Fourth, the United States
along with several countries in Latin America initiated a WTO Panel to
investigate the EU banana import policy, which ultimately led to its defeat.
In this section we shall only examine the WTO Panel investigation and
ruling in detail.12 (See Preville (2002, 137–42) for a thorough discussion of
the first three of these.)
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Latin America, Ecuador, is capable of supplying the entire EU market at approximately one third
of the cost of ACP supplies, and still possess sufficient reserves to meet the demand of a country
the size of New York city! By contrast, even if the EU bought every single banana grown in the
ACP countries, its demand would be only approximately one-third exhausted.

12 This section draws heavily upon the author’s earlier work (Preville, 2002).



Joint and individual requests for consultations with the European
Communities on its banana import regime were made by the United States,
Ecuador, Guatemala, Honduras and Mexico (Complaining Parties) on
5 February 1996. In addition to the import regime established under EEC
Regulation 404/93, consultations were also meant to address subsequent
legislation, regulations and administrative processes related to it. These
consultations did not result in a mutually satisfactory outcome, hence on
11 April 1996 the Complaining Parties made a request for establishment of
a Panel. The Panel’s terms of reference included examining violations
under the GATT, the Agreement on Import Licensing Procedures, the
Agreement on Agriculture, the GATS, and the Agreement on Trade Related
Investment Measures (WTO, 1997a: 1).

In its defence, the EU deplored the manner in which the Panel had been
established, questioning the adequacy of consultations13 as well as the clarity
of the issue14 under dispute. However, the Complaining Parties countered
that their action was consistent with Article 4.7 of the DSU, which provides
for establishment of a Panel sixty days after the start of consultations (WTO,
1997a: 3–7). Additionally, the EU questioned the legitimacy of the US inter-
ests in the claim that was being pursued, since there was no banana trade
between those countries. The US argued in turn that it had a significant com-
mercial interest since two of its firms, Chiquita and Dole, had played a major
role in developing the EU’s banana market in the past. Moreover, the US
argued that under Article XXIII of the GATT, dispute settlement action
could be initiated by any Member if, in its view, one Member’s action was
inconsistent with another’s interests (WTO, 1997a: 8–9).

Not surprisingly, the Panel ruled against the EU, concluding that certain
aspects of its regime were inconsistent with its obligations under Articles
I:1, III:4, X:3 and XIII:1 of the GATT,15 Article 1.2 of the Licensing
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13 The EU argued that only the barest outline of complaints had been presented during consulta-
tions, and that Complaining Parties had not exhausted the possibility of reaching a mutually
satisfactory solution as foreseen under Article 4.3 of the DSU (WTO, 1997a: paras. II.2, II.5).

14 Specifically, the EU argued that at the consultations stage of dispute settlement the responding
party should be given as clear a picture as possible of the case against it. It said it had prepared
several questions for consideration of the Complaining Parties and had been in the process of
preparing relevant responses to questions submitted by them when they announced a decision
to establish a panel. Moreover, the request for establishment of a panel did not identify the spe-
cific measure at issue, but merely cited ‘the regime’ (WTO, 1997a: paras. II.3, II.9).

15 These articles deal with the most favoured nation (MFN) treatment requirement of trade in
goods. Specifically, Article I:1 deals with non-discriminatory tariff treatment; and Article XIII:1
deals with quota restrictions on sources of supply.



Agreement and Articles II and XVII of the GATS.16 Additionally, it recom-
mended that the Dispute Settlement Body request the EU to modify its
banana regime, to make it conform with its obligations under the GATT,
the Licensing Agreement and the GATS (WTO, 1997a: para. 9.1–9.2). The
EU appealed the Panel’s ruling both on certain issues of law and on some of
the legal interpretations developed by the Panel. Specifically, the EU again
took issue with the right of the US to advance claims under the GATT and
the manner in which the Panel had been established (WTO, 1997b: paras.
15–18). Additionally, where the legal interpretations of the Panel were con-
cerned, the EU brought many issues into question, taking them in turn
under the categories of measures affecting trade in goods and services.

The Appellate Body largely upheld the findings of the Panel. In particu-
lar, it upheld the Panel’s conclusion that the US had a right to bring a claim
in the dispute and that the establishment of the Panel was consistent with
requirements under Article 6.2 of the DSU (WTO, 1997b: para. 255a–b).
Additionally, it upheld the conclusion of the Panel that the Agreement on
Agriculture did not permit the EU to act in a manner inconsistent with its
obligations under Article XIII of the GATT 1994; and that the allocation of
shares of the tariff quota was not consistent with Article XIII:1 of the GATT
1994 (WTO, 1997b: para. 255d–e).

12.5 Changes to the EU regime for banana imports prior to
and since the WTO ruling

In its ruling against the EU banana regime, the second GATT Panel insti-
gated by the Latin Americans (mentioned above) had found both the
import regime and the procedure through which the EU extended prefer-
ential market access to the ACP countries, i.e. the Lomé Convention, to be
in contravention of GATT law (GATT, 1994: paras. 169–70), and mandated
the EU to bring its import policy into compliance. With the support of ACP
countries, the EU was able to prevent the GATT Council from adopting the
panel report. Yet, realising that if these Latin American countries initiated a
WTO Panel to investigate the EU banana import policy it would most likely
be defeated, the EU proposed to create its first Framework Agreement with
the Latin Americans.
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16 These are the GATS non-discrimination clauses, which require that WTO members accord all ‘ser-
vices’ and ‘service suppliers’ similar treatment, regardless of the mode of supply of such services.



Under the proposed Framework Agreement, the Complaining Parties
would be allocated certain shares of the import quota based on past per-
formance, and the quota would be increased annually by an autonomous
amount. In addition to guaranteeing market shares for these countries, the
EU agreed to expand the tariff quota annually and reduce the in-quota
tariff to ECU 75 per metric tonne (European Council, 1998: Article 18).
But the Latin American countries were divided on the matter, in terms
of both the size of the quota and their individual shares, rendering the
agreement unstable. Notably, Ecuador, Guatemala, Honduras and
Panama objected to the agreement, while Costa Rica, Colombia,
Nicaragua and Venezuela accepted it (European Commission, 1994:
11–12). Nevertheless, the EU had ensured that the Framework Agreement
was agreed to by the US as part of the completion of negotiations under
the Uruguay Round.17 Additionally, the GATT Council agreed to grant the
EU a waiver of Article I.1, thus allowing the EU to give preferential treat-
ment to the goods originating from the ACP countries (European
Commission, 1995: 16).

Since 1999, the EU has modified its banana regime several times and the
evidence suggests that most of these modifications have taken into consid-
eration the need for WTO compatibility. This is reflected in the sheer
number of Commission Regulations that have been passed to modify the
original Regulation 404/93. In introducing Commission Regulation 2374
in 2000, while the EU stated that the regulation was being adopted with a
view to ensure uninterrupted supplies and trade with the partner coun-
tries, it carefully stated that subsequent measures might be introduced
with a view to ‘complying with the international commitments entered
into by the Community within the World Trade Organization’.18

Moreover, the regulations introduced in 2001 gave even greater recogni-
tion to the WTO rulings. Council Regulation 216 of 2001 clearly states that
it takes due account ‘of the conclusions of the special group set up under
the dispute settlement system of the World Trade Organization (WTO)’.19

It further sets out the size of the tariff quotas, which is based on a
projection of effective demand for bananas in the EU as of 2001, structured
as follows:
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17 As the EU explains, although the Framework Agreement was subjected to ‘criticism both inside
and outside the Community’, it nevertheless formed ‘an integral part of the Uruguay Round as
signed in April in Marakesh’. (European Commission, 1994: 12). The US was one of the signa-
tories. 18 See European Commission (2000). 19 See European Commission (2001a).



(a) a tariff quota of 2,200,000 tonnes net weight, called ‘quota A’;
(b) an additional tariff quota of 353,000 tonnes net weight, called ‘quota B’;
(c) an autonomous tariff quota of 850,000 tonnes net weight, called

‘quota C’.

In this revised regime, imports under tariff quotas ‘A’ and ‘B’ are subjected
to a customs duty of €75 per tonne, while those under quota ‘C’ are sub-
jected to a customs duty of €300 per tonne. Additionally, the EU grants
ACP countries a tariff preference of €300 per tonne, consistent with its
obligations to the ACP countries.20

The last significant changes that have since been made to the tariff quotas
were introduced in December 2001 under Commission Regulation 2587
and, according to the EU, the changes introduced ‘shall apply to imports of
fresh products falling within CN code 08030019 until the entry into force,
no later than 1 January 2006, of the rate of the common customs tariff for
those products established under the procedure provided for in Article
XXVIII of the General Agreement on Tariffs and Trade’.21 In other words,
these rules will apply until 31 December 2005. The notable change to the
tariff quotas are: quota ‘B’ has increased to 453,000 tonnes; while quota ‘C’
has reduced to 750,000 tonnes. ACP countries continue to enjoy a tariff
preference of €300 per tonne and zero duty on imports.22 Additionally, ‘tra-
ditional importers’ have been redefined to refer specifically to primary
importers, and the share of licences awarded to non-traditional importers
has increased from 3.5 per cent to 11 per cent. Subsequent regulations
passed by the Commission with respect to bananas have not altered the sizes
of the quotas, or the applicable tariffs, but have modified rules for their allo-
cation to specific countries within the set categories.23

12.6 Extent of decline of the Eastern Caribbean region’s
banana industry

Let us now examine the extent to which the Windward Islands banana
industry has actually declined since the implementation of the SEM in 1993
(internal liberalisation) and particularly following the WTO ruling in 1997.
Decline of the industry is measured in terms of reduction in production,
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20 Ibid., p. 3. 21 See European Commission (2001b).
22 Ibid., pp. 14–15. This effectively grants the ACP countries duty-free market access.
23 See, for instance, European Commission (2002) and (2003).



exports24 and employment, respectively. Figure 12.1 shows that Windward
Islands banana production has declined from 279,812 tonnes in 1992 to a
mere 99,089 tonnes in 2002, or by approximately 65 per cent over that
period.

Not surprisingly, the rate of decline in Windward Islands banana pro-
duction was most severe in the 1992–4 and 1996–2001 periods, corre-
sponding to the periods of implementation of the SEM and the protracted
WTO dispute and its settlement, respectively. The uncertainty over
whether or not the Windward Islands would continue to enjoy preferential
market access in the EU when the SEM was implemented resulted in a
decline in production of approximately 39 per cent. However, once these
countries were assured of continued preferential market access, there was
an initial recovery in production over the 1994–6 period (figure 12.1).
Additionally, as we have seen, by late 1995 it had become clear that the
United States, along with several major banana-producing countries in
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24 With very minor exceptions, practically all bananas produced in the Windward Islands are for
export and so the production and export trends are similar. Moreover, where there are excep-
tions, such differences between production and export are statistically insignificant at the 1 per
cent level.

Source: Author’s construction based on data from WIBDECO (2003)
Figure 12.1 Extent of decline of Windward Islands banana production
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Latin America, intended to establish a WTO Panel for investigation of the
legality of EU banana import policy. Since it is well known that the EU
banana import policy favours the Windward Islands, their producers were
aware that any finding of the WTO Panel against the EU would essentially
be a finding against their interest. Moreover, these producers had every
reason to believe that the WTO Panel would rule against the EU in light of
the fact that two previous GATT Panels had found EU banana import
policy to contravene GATT law. Consequently, coupled with declining
returns, there was a secular decline in Windward Islands banana produc-
tion over the 1996–2002 period, with the industry’s output contracting by
57 per cent.

The extent of decline of the regional banana industry is also cap-
tured by the trend in active growers (figure 12.2), which shows that the
number of active growers in the Windward Islands has declined from
24,650 to 5,475 over the 1992–2002 period, or by approximately 78
per cent.

The decline in the number of active growers of Windward Islands
bananas follows the trend in decline in production, but with a much
steeper gradient. Implementation of the SEM does not appear to have
been a cause for great concern among growers, in light of the fact that
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Source: Author’s construction based on data from WIBDECO (2003)
Figure 12.2 Extent of decline in active growers of Windward Islands bananas
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slightly less than 7 per cent of them actually exited the industry over the
1992–4 period. However, the protracted WTO dispute, which culmin-
ated in an adverse ruling against the EU, coupled with changes in the
regime since the WTO ruling, have been seen as major causes for concern
among growers since 1995. The number of active growers declined by
approximately 29 per cent over the 1994–7 period, and by approximately
66 per cent over the 1997–2002 period. While the WTO Panel was
looking into the banana dispute, anxiety and uncertainty among growers
resulted in a significant number of them exiting the industry. However,
once the WTO Panel had ruled against the EU there was no need for
further speculation and hence there was a massive exodus of growers out
of the banana industry. In fact, within the first year following the WTO
ruling, the number of active growers had declined by approximately
28 per cent relative to their 1997 level, before stabilising somewhat for the
next two years.

So to summarise, since the implementation of the SEM the Windward
Islands banana industry has contracted significantly in real terms,
whether industry decline is measured in terms of reduction in produc-
tion and exports, or active growers. Output of the Windward Islands
banana industry has shrunk by 65 per cent, and the industry has lost 78
per cent of its active growers since 1992. In both cases, most of that
decline took place during the period under which the WTO Panel was
investigating the EU banana import policy and subsequently when that
Panel had ruled against the EU, and since the EU’s implementation of
modified regimes.

12.7 Impact of industry decline on the Windward Islands
export revenue

The statistically significant contraction of the Windward Islands banana
industry is expected to have had a profound adverse impact on the
region’s revenue from banana exports, and figure 12.3 confirms such
expectation.

Revenue obtained from exports of Windward Islands bananas declined
from ECD 376.2 million in 1992 to ECD 117.7 million in 2002, or by
approximately 69 per cent. Implementation of the SEM resulted in signifi-
cant revenue losses of 42 per cent during the 1992–4 period; however, even
more significant revenue losses of up to 60 per cent were incurred during
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the 1995–2001 period of the WTO dispute, its settlement and the EU’s
implementation of alternative banana import policies.

Whereas all of the Windward Islands banana industries have been
adversely affected by the SEM and changes in the EU banana import
policy since the WTO ruling, individual countries’ export revenues have
been affected to varying degrees. Figure 12.4 shows that in absolute terms,
St Lucia appears to have been most severely affected by developments in
the EU banana import policy since 1992, with its export revenue falling
from ECD 185 million to ECD 59 million over the 1992–2002 period.

Absolute declines in banana export revenue were also substantial for St
Vincent, falling from ECD 101 million to ECD 39 million, and for
Dominica, falling from ECD 82 million to ECD 20 million, over the
1992–2002 period (figure 12.4). Grenada had never been a major
exporter of bananas in the Eastern Caribbean region. Yet, even there it is
clear that for the period since the WTO ruling (1997–2002) its indus-
try has further declined to the extent that export revenue has remained
below ECD 1 million. In fact in relative terms, export revenue
from Grenada’s banana industry has contracted the most since 1992
(see figure 12.5), even after controlling for an export ban that was
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Source: Author’s construction based on data from WIBDECO (2003)
Figure 12.3 Impact of declining banana industry on regional export revenue
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imposed by WIBDECO in 1997, resulting in no exports from Grenada
that year.25

In relative terms, where the other Windward Islands were concerned,
Dominica appears to have been most adversely affected since 1992, losing
78 per cent of its export revenue over the 1992–2002 period, followed by
St Lucia, 68 per cent, and St Vincent, 62 per cent (figure 12.5). Additionally,
the rates of decline in export revenue were highest for St Lucia and
St Vincent, with Dominica’s being the most gradual.

In summary, the substantial decline in output of the Windward Islands
banana industry is expected to have adversely impacted economic growth
and increased unemployment. (The unemployment effect is quantified
below.) Additionally, export revenues of all countries have declined consid-
erably, suggesting possible deterioration in their BOP positions given that
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25 Grenada resumed exports in November 1998. It must be noted though, that the overall decline
in Grenada’s banana industry cannot be attributed exclusively to external circumstances, i.e.
implementation of the SEM by the EU in 1993 and the ruling on illegality of the EU’s banana
import policy by the WTO in 1997. Grenada had long been diversifying its agricultural produc-
tion away from bananas and is a major producer of nutmeg and spices, but the WTO ruling does
appear to have caused it to take decisive action to exit the industry.

Source: Author’s construction based on data from WIBDECO (2003)
Figure 12.4 Banana export revenue decline in individual countries
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they have not developed alternative industries to compensate for revenue
shortfalls from banana exports. Let us therefore discuss the impact of this
decline on the individual economies and the OECS region.

12.8 Impact of industry decline on individual countries
and the OECS region

Let us now discuss the extent to which industry decline has adversely
affected these countries in the contexts of their growth rates, overall contri-
butions to the current account of the BOP and unemployment.

12.8.1 Impact of industrial decline on economic growth

Economic growth has been sluggish in St Lucia and Dominica, averaging
2 per cent, and somewhat more buoyant in Grenada, averaging over 5 per
cent, and St Vincent, averaging over 4 per cent over the 1995–2000 period.
Additionally, it would appear that for Dominica and to a lesser extent
St Lucia, growth in agriculture GDP influences the overall direction of eco-
nomic growth (figure 12.6). In Dominica, the significant contraction of the
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Source: Author’s construction based on data from WIBDECO (2003)
Figure 12.5 Rate of banana export revenue decline in individual countries

0.00

10.00

20.00

30.00

40.00

50.00

60.00

70.00

80.00

90.00

100.00

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

E
xp

or
t 

R
ev

en
u

e 
In

de
x 

(1
99

2 
=

 1
00

)

St Lucia
St Vincent
Dominica
Grenada



agricultural sector in 1995 (�8.1 per cent) resulted in slim growth that year
(1.6 per cent); however, recovery of the agriculture sector in the following
year (5.5 per cent) resulted in nearly twice the growth rate of the previous
year (3.1 per cent). Subsequently, there has been a tendency for Dominica’s
agriculture sector to contract at an average rate of �1.6 per cent over the
1997–2000 period, and this has been mirrored by a modest 1.6 per cent
growth of GDP on average. Growth of St Lucia’s agriculture GDP over the
1995–2000 period has been characterised by significant contractions, fol-
lowed by brief periods of modest recovery, and growth of the economy typ-
ically follows that trend. Growth of St Lucia’s agriculture sector averaged
2.9 per cent over the 1995–6 period and this was mirrored by a 1.5 per cent
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Source: Author’s construction based on data from ECCB (2002, 2001)
Figure 12.6 Growth in GDP, Agriculture GDP (AGDP) and Agriculture’s share
of GDP (AG/GDP) in St Lucia and Dominica
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growth of GDP. The significant contraction of the agriculture sector in
1997 (�17.8 per cent) resulted in a stagnant economy with growth of less
than 1 per cent. Subsequently, the recovery of the agriculture sector in 1998
(3.1 per cent) coincided with the recovery of the economy (3.1 per cent),
and when the agriculture sector experienced its next major contraction in
1999 (�17.6 per cent) St Lucia’s economy returned to stagnation one year
later.

The major reason why the performance of St Lucia’s agriculture sector in
1999 did not immediately impact economic growth as in 1997 is linked to
increased diversification of the economy, with agriculture accounting for a
decreasing share of GDP, falling from 11.1 per cent in 1996 to 7.2 per cent in
1999. In Dominica on the other hand, agriculture’s share of GDP has
changed very little over the same period and remains at more than 18 per
cent in 2000 (figure 12.6).

Conversely, for Grenada, and to a lesser extent St Vincent, growth in
agriculture GDP appears to have a much less significant impact on the
overall direction of economic growth (figure 12.7).

St Vincent’s agriculture sector experienced a record growth of 42 per
cent in 1995 and this translated to economic growth of slightly more than
8 per cent that year, with agriculture’s share of GDP at slightly less than
16 per cent. Subsequently, the significant contraction of St Vincent’s agri-
culture sector over the 1996–7 period of �9.7 per cent on average had an
adverse impact on the economy, which grew at 2.1 per cent on average. The
recovery of St Vincent’s agriculture in 1998 (8.3 per cent) did result in a sig-
nificant improvement in economic growth (5.8 per cent); however, since
1999 the performance of the agriculture sector appears to have had a
noticeably weaker impact on economic growth. St Vincent’s economy is
gradually becoming more diversified, with agriculture’s share of GDP
falling from 15.6 per cent in 1995 to 11.5 per cent in 1999. Therefore, while
developments in agriculture continue to impact overall growth, the ten-
dency is for the extent of this influence to diminish over time.

Grenada’s economy has shown the most resilience to developments in
the agriculture sector and the tendency has been for an improvement in
such resilience over time. In 1995 the nearly 7 per cent growth of Grenada’s
agriculture sector was accompanied by a slightly more than 3 per cent
growth of GDP. However, when the agriculture sector contracted by nearly
8 per cent the following year, GDP growth declined only perceptibly,
remaining at slightly less than 3 per cent. Subsequent developments in

eu banana import policy changes 471



Grenada’s agriculture sector over the 1997–2000 period appear to have had
little impact on its economic growth, which averaged 6.4 per cent. The
explanation for Grenada’s growth performance is linked to greater diversi-
fication of its economy away from agriculture over time, with agriculture
accounting for only 8.2 per cent of its GDP in 2000 (figure 12.7).
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Source: Author’s construction based on data from ECCB (2002, 2001)
Figure 12.7 Growth in GDP, Agriculture GDP (AGDP) and Agriculture’s share
of GDP (AG/GDP) in St Vincent and Grenada
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So to summarise, the performance of the agriculture sector impacts to
varying degrees on economic growth among the Windward Islands, with
Dominica being the most vulnerable and Grenada the least. The extent of
vulnerability of growth to the performance of agriculture depends on agri-
culture’s contribution to GDP – as agriculture’s share of GDP declines,
overall economic growth is less susceptible to developments in the agricul-
ture sector. Therefore, while developments in the EU regime for banana
imports since the SEM was implemented have adversely affected economic
growth of all countries, it has been Dominica’s growth that has been worst
hit, followed by St Lucia and St Vincent, while Grenada’s economic growth
appears to have been immune to developments in EU banana import
policy. Let us now examine the impact of developments in EU banana
import policy on the BOP positions of these countries.

12.8.2 Impact on the current account of the BOP

Another indicator of the extent to which contraction of the banana indus-
try is expected to have had an adverse impact on individual economies and
the regional Eastern Caribbean economy is its contribution to reducing the
deficit (or increasing the surplus) on the current account of the BOP. In the
Eastern Caribbean context, the major components of the current account
to consider are goods and services, particularly the extent to which
banana exports contribute to total exports of goods and non-factor ser-
vices. Figure 12.8 shows that over the 1994–2000 period, the general ten-
dency was for a decrease in the share of bananas in the export of goods from
the Windward Islands, although that trend was less distinct for St Lucia and
St Vincent, which show alternating periods of increase and decrease. Over
that period bananas accounted for the maximum share of St Lucia’s exports
of goods in 1996 (54 per cent), followed by 1999 (53 per cent), but had
declined considerably to only 20 per cent in 2000. St Vincent’s maximum
occurred in 1998 (41 per cent) and had declined to 34 per cent in 2000,
while for Dominica, its ratio of banana exports to exports of goods follows
a secular decline from 43 per cent in 1994 to 22 per cent in 2000.26

Moreover, when exports of goods and non-factor services are consid-
ered, it appears that the importance of the contribution of bananas to
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26 In the case of Grenada, its share of bananas in exports of goods had diminished to less than 1 per
cent since 1997, while Dominica’s trend suggests increased agricultural diversification.



stability of the current account of the BOP has diminished over time
(figure 12.9). The contribution of bananas as a percentage of exports of
goods and non-factor services for Dominica (the least diversified
economy of the Windward Islands) declined from 20.4 per cent in 1994 to
7.8 per cent in 2000; for St Vincent and St Lucia, the contribution of
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Source: Author’s construction based on data from ECCB (2002, 2001)
Figure 12.8 Contribution of bananas to exports of goods
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Source: Author’s construction based on data from ECCB (2002, 2001)
Figure 12.9 Contribution of bananas to exports of goods and non-factor services
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bananas to exports of goods and non-factor services declined from 13.1
per cent and 12.7 per cent in 1994 to 9.9 per cent and 2.9 per cent in 2000,
respectively.27

At the regional level within the Eastern Caribbean Currency Union, the
contribution of bananas to the stability of the current account of
the balance of payments has also diminished significantly over time
(figure 12.10).

In 1994 bananas contributed 26.8 per cent of the value of exports of
goods from the Eastern Caribbean Currency Union area. However, after
following a secular declining trend over the 1994–2000 period, this figure
had diminished to only 12.1 per cent in 2000. Moreover, when the com-
modity’s contribution to exports of goods and non-factor services is
analysed, an even more pronounced trend emerges – its contribution is
seen to diminish from 6.3 per cent in 1994 to a mere 2.5 per cent in 2000.

12.8.3 Impact on (un)employment

We discussed earlier the extent of decline of the Windward Islands banana
industry as measured by the decline in the number of active growers.
Quantification of the exact contribution to regional unemployment rates
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27 It has been noted above that since 1997 bananas accounted for less than 1 per cent of Grenada’s
export of goods. Therefore, when non-factor services are included, the importance of bananas
to Grenada’s economy becomes barely discernible.

Source: Author’s construction based on data from ECCB (2002, 2001)
Figure 12.10 Contribution of bananas to the stability of the current account of
the BOP within the Eastern Caribbean Currency Union
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that have arisen from contraction of the banana industry is difficult for two
reasons. First, unemployment data series covering the period 1992–2002
are not available for most of the Windward Islands. Second, the number of
persons employed by a grower depends on the availability of surplus
labour, as well as family relations.28 However, based on a number of studies
that have been conducted on the region’s banana industry, a crude estimate
of the mean number of workers employed per active grower has been found
to be 2.49.29 Using that estimate of the mean (and assuming it remained
unchanged over the 1992–2002 period), a data series of the approximate
number of persons directly employed by the banana industry has been esti-
mated. Figure 12.11 shows absolute changes in the number of persons
employed by the regional banana industry, along with an employment
index.
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28 On a typical smallholder banana farm in the Windward Islands, it is quite common to find that
most of the workers are either family members or close friends of family members. It is quite
rare that workers on a smallholder farm have no relationship whatsoever with the owner
(grower).

29 These studies include: a survey conducted by Cargill Technical Services (1998) on St Lucia, a
study performed by Addy (1999) for the International Labour Organization (ILO), and a study
conducted by Pantin et al. (1999) for WINFA, CPDC and Oxfam Caribbean.

Source: Author’s construction based on data from ECCB (2002, 2001)
Figure 12.11 Changes in the number of persons employed in the regional
banana industry and an index of employment
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It is seen that the approximate number of persons employed in the
regional banana industry has declined considerably from 61,379 in 1992
to 13,633 in 2002, i.e. approximately 86 per cent of the labour force
within the banana industry was made unemployed over the 1992–2002
period. With an estimate of 20 per cent of the labour force of the
Windward Islands employed in the banana industry in 1992, the contrac-
tion in the regional banana industry has contributed approximately 17
per cent of the region’s unemployment. Moreover, the real challenge
appears to be that most of this unemployment is structural in nature. The
typical banana farmer has only primary education and is over forty years
old; therefore, the possibilities for absorbing the labour released in
another sector of the economy are extremely slim. This is particu-
larly important in light of the fact that most of the economic diversifica-
tion (and growth) that has been taking place throughout the region has
been in the services sector and that sector requires a highly skilled labour
force.

So to summarise, from the preceding analysis four conclusions can be
arrived at. First, at the regional level very little (and declining) significance
can be attached to the contribution of bananas towards the stability of the
current account of the BOP, particularly when both goods and non-factor
services are taken into account. Second, for the banana exporting coun-
tries, although its contribution remains extremely important where
exports of goods are concerned, when non-factor services are also taken
into account the contribution of bananas to stability of the current account
of the BOP appears not to be that significant. Third, the most significant
impact of changes to the EU banana import policy over the 1992–2002
period on the Eastern Caribbean region has been increased structural
unemployment. Fourth, though not easy to establish a statistically signifi-
cant relationship, growth in the agriculture sector contributes positively to
growth of GDP.

12.9 Economic and social outlook for the OECS economies
(2004–2006)

So far, we have seen that the banana industry in the Windward Islands has
undergone extensive contraction since the implementation of the SEM,
and that most of this contraction has actually taken place since the com-
mencement of the WTO dispute, including the prelude to this battle,
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i.e. the instigation of a Section 301 procedure under the United States Trade
Act of 1974 in 1994 by the United States Trade Representative. Since 1992,
the regional banana industry has contracted by approximately 65 per cent,
falling from an output of 279,812 tonnes in 1992 to a mere 99,089 tonnes in
2002. Moreover, in the process the number of active growers in the regional
banana industry has declined by approximately 78 per cent during the
1992–2002 period, falling from 24,650 to 5,475 growers. With an estimated
2.49 persons being directly employed for every grower in the regional
banana industry, this implies that approximately 47,746 persons were
made unemployed (and most of whom possibly still are) since the onset of
the SEM in 1992.

Yet, analysis of the classical macroeconomic indicators (growth and the
BOP) suggests, at the very best, weak causal links between the extent of
decline of the regional banana industry and deterioration of such indica-
tors. No definitive causal links could be established between growth of the
agriculture sector and growth of real GDP. However, the empirical evi-
dence suggests that the growth rates of economies that are least diversified
(with agriculture accounting for a significant share of GDP) have been
adversely affected the most. Additionally, when the contribution of
bananas to the stability of the current account of the BOP is analysed, that
ratio has declined significantly over the 1994–2000 period, especially when
exports of both goods and non-factor services are taken into account. In
the meantime, the EU is set to implement two major changes to its banana
import policy over the 2004–2006 period. First, the EU will be required to
expand its tariff-quota in May 2004, in order to accommodate ten acces-
sion (new) members. Second, following from the protracted and acrimo-
nious WTO banana dispute, the EU has proposed to dismantle its
tariff-quota completely and replace it with a tariff in 2006. With the pre-
ceding analysis in mind, what therefore might these policy changes imply,
in terms of an economic and social outlook for the individual banana
exporting countries and the regional OECS economy? Let us briefly
discuss.

12.9.1 Economic outlook

The World Bank projected that growth rates in the developing countries
might reach 3.9 per cent and 4.7 per cent in 2003 and 2004, respectively,
with the Latin America and Caribbean regions projected to grow at much
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slower rates of 1.8 per cent and 3.7 per cent.30 Assuming these rates are rep-
resentative for the region as a whole, then the smaller Eastern Caribbean
economies can achieve growth rates of up to 5 per cent and 6 per cent, in
2003 and 2004, respectively. For the less diversified of the Windward
Islands, growth rates of 2.5 per cent and 3.5 per cent might be more realis-
tic for 2003 and 2004, respectively. However, the changes in the policy
regime proposed by the EU over the 2004–2006 period are likely to impact
these growth rates adversely and increase structural unemployment.

Expansion of the tariff-quota in May 2004 can adversely impact export
revenue, if the EU underestimates the current level of banana re-exports
from its members to these accession countries.31 Additionally, given that
accession members will be required to pay a 20 per cent tariff on all imports
and that their income levels are significantly lower than existing EU
members, effective demand is likely to decline. Yet, once the quota has been
set, regardless of effective demand, TNCs operating from the dollar zone
can engage in a strategic game, i.e. continue to fill the quota in order to
force market prices downwards. Any substantial decline in market prices
over a protracted period will cause Eastern Caribbean growers to exit pro-
duction, with resulting increases in structural unemployment.

Liberalisation, i.e. elimination of the tariff-quota system and its replace-
ment with a tariff in 2006, will result in cessation of banana production in
the Eastern Caribbean, which in turn will result in deterioration of its BOP
position, economic growth, and substantial increase in structural unem-
ployment. The US-based TNCs that dominate the EU banana market have
a history of engaging in anti-competitive behaviour once an opportunity
presents itself (see Preville (2002: 61–7) for a discussion of this). The over-
supply situation that existed in the EU prior to creating the SEM is the most
recent instance of such behaviour. Preville (2002: 263–83) has developed
an oligopoly model of the EU banana market, in which it is assumed that
firms are engaged in Cournot-Nash behaviour for setting quantities, while
each of the dominant TNCs command some degree of market power based
on branding and oligopolistic interdependence is strong. He then simulates
a game that dominant TNCs are likely to play under liberalisation (based
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on observed empirical evidence), which ultimately eliminates the Eastern
Caribbean countries from the market while reducing the welfare of EU
consumers and increasing monopoly power and profits for TNCs.

12.9.2 Social outlook

We have seen that the banana production process in the Eastern Caribbean
relies strongly on family members and close friends for its labour supply.
Additionally, the indirect employment effects, though not easily quantifi-
able, are considerable – approximately four persons reside in each grower’s
household and a further three persons reside in each worker’s household.
Considering that most of the unemployment created within the banana
sector is structural in nature, it implies increased poverty for all growers,
workers and their households. The policy change that will be made neces-
sary in order to accommodate accession members in 2004 is not likely to
worsen social conditions within the Eastern Caribbean, given that their
current quota levels will continue to be assured.32 However, the policy
change that the EU has proposed to implement from 2006 is likely to have
catastrophic implications for the region’s poverty, given that it will substan-
tially increase structural unemployment, when the few remaining banana
growers cease production. Further research will need to be conducted in
order to estimate the extent of increase in regional poverty as a conse-
quence of this proposed policy change.

12.10 Conclusions

The objective of this study has been to analyse the impact of implementa-
tion of the various changes in the EU market for banana imports on the
Eastern Caribbean region over the 1992–2002 period, and to suggest how
further modifications that are scheduled to be made to EU banana import
policy over the 2004–2006 period might affect the situation. Since 1992
there have been three distinct sets of banana import policy changes: first,
the creation of the common organisation of the market in bananas under
the implementation of the SEM with Regulation 404 of 1993; second, the
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creation of a framework agreement between the EU and a few countries in
Latin America as a consequence of a second GATT Panel ruling against the
EU banana import policy in 1994; third, the implementation of a number
of changes to the original banana import policy introduced under
Regulation 404 of 1993 since a WTO Panel ruling against the EU banana
import policy in 1997.

Overwhelmingly, the empirical evidence has shown that the implemen-
tation of various changes to the EU policy for banana imports since 1992
has significantly adversely impacted on the economies of the Eastern
Caribbean, particularly those that export bananas, i.e. the Windward
Islands. The most visible and directly quantifiable indicator of this impact
has been significant increases in structural unemployment. Active growers
in the regional banana industry declined by approximately 78 per cent over
the period 1992–2002, falling from 24,650 to 5,475, and this translates to a
contraction in the labour force employed in the banana sector by approxi-
mately 86 per cent. Yet another directly quantifiable indicator of the extent
of decline of the region’s banana industry is the contraction in production,
with real output falling from 279,812 tonnes in 1992 to 99,089 tonnes in
2002, or approximately 65 per cent. In both these cases, most of the con-
traction has taken place since the instigation of WTO action against the EU
banana import policy.

Additionally, though it remains difficult to establish statistically signifi-
cant relationships between economic growth and growth of the agriculture
sector on the one hand, and the impact of declining export revenue on the
current account of the BOP, on the other hand, the empirical evidence
leads to two conclusions. First, the growth trend of most of these countries
is influenced by the trend in agriculture growth, although the more diversi-
fied the production base the less susceptible is economic growth to growth
of agriculture. Second, banana exports make a significant contribution to
reducing the deficit on the current account of the BOP, although when
non-factor services are also taken into account, the extent of that contribu-
tion significantly declines.

The likely long-run consequence of liberalising the EU banana trade has
both economic and social dimensions and the social dimensions seem to be
more important. Increased structural unemployment leads to increased
poverty and can lead to increased societal instability. In the face of such
adversity, crime and the lure of illicit drugs become alternative industries
for the poor and indigent.
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13

Jamaica and the case in the WTO against the European
Communities regime for the importation, sale and

distribution of bananas, 1992–2001

marcia thomas

13.1 Background

The banana is the most widely consumed fruit in the European Union
(EU). The Member States of the Union provided stable markets for
bananas from the African, Caribbean and Pacific (ACP) Group of States
and Latin America for many years. Bananas are an important export
product for a number of small Caribbean countries which are members of
the Caribbean Community (CARICOM). They are one of the three
primary export crops in Jamaica, the others being sugar and coffee.
Currently, the banana is Jamaica’s third most important export crop.

For Jamaica, bananas have been one of the major export crops since
1869 following their introduction as part of the ongoing effort to diversify
the economy out of its dependence on sugar production. Banana cultiv-
ation was dominated by small farmers as it required little investment
outlay and generated a steady income, thus contributing to poverty allevi-
ation. Owen Jefferson in his book The Post-War Development of Jamaica
points out that by 1890, bananas had replaced sugar as the leading export
crop and in 1930 accounted for 57 per cent of total exports from Jamaica.
Jefferson also points out that banana production collapsed in the 1940s
due to the ravages of Panama disease which cannot be treated. Exports
were also severely restricted during the Second World War due to the lack
of shipping capacity. Thereafter, bananas never regained the position as
Jamaica’s major export crop although production levels rose significantly
during the 1950s and ’60s. The production levels of the 1950s and ’60s, up

‘European Communities’ is the name still used for the members of the European Union in the
context of the WTO and in international trade matters.
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to 200,000 tonnes between 1965 and 1966, were never again achieved in
succeeding decades. From 1974 to 1984, exports began to decline, varying
from a high of 78,807 tonnes in 1977 to a dramatic low of 11,100 tonnes in
1984. From 1985, the industry began a slow recovery until the entire crop
was destroyed by Hurricane Gilbert in September 1988. Thereafter, the
effort to revitalise and restructure the industry begun in 1984 had to be
restarted. Export levels rose to 76,723 tonnes in 1992 when the banana
dispute began.

In spite of the fluctuations in the fortunes of the industry over the
years, bananas have continued to be among the major export crops in
Jamaica and a primary source of income and employment in Jamaica’s
eastern parishes of St Mary, St Thomas and Portland. There is also signifi-
cant production in the parishes of St James and Clarendon.

Jamaica and other Caribbean countries have had preferential access
to the market of the United Kingdom under the system of
Commonwealth Preferences for many years pre-dating 1975. Jamaican
bananas up to the 1950s had a dominant share of the UK market. The
main competitor was Cameroon, and, later, the Windward Islands. Latin
American bananas (dollar bananas) were basically kept out of the UK
market. A negligible quota was allocated to dollar bananas. Owen
Jefferson states that the Latin quota for the UK market was 4,000 tonnes
per year.

The United Kingdom became a member of the European Economic
Community (EEC) in January 1972 and accepted the Common
Agricultural Policy (CAP) of the Community. From 1975, the preferential
market access granted to former colonies became a contractual trade and
aid arrangement between the African, Caribbean and Pacific Group of
States (ACP) and the European Community under successive Lomé
Conventions. Protocol 5 of the Lomé Conventions on Bananas stated that
‘no ACP State shall be placed, as regards access to its traditional markets, in
a less favourable situation than in the past or at present’. Jamaica and other
ACP states were allocated quotas to export bananas to the Community duty
free. Jamaica was allocated a quota of 105,000 tonnes for the UK market.
The preferential market access and facilities such as STABEX, the compen-
satory finance scheme for the stabilisation of export earnings, provided
under the Lomé Conventions, were of vital importance to the banana
industry in Jamaica. It should be noted that STABEX was terminated with
the Lomé IV Convention in 2000.
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The completion of the European Single Market in 19921 allowed larger
quantities of Latin American bananas to enter the UK market in that year.
With the introduction of the Common Organisation of the Market
(COM)2 for bananas (EC Regulation 404/93), which entered into force on
26 February 1993 and became applicable on 1 July 1993, Latin American
banana producers and the American-owned multinational corporations
(MNCs, primarily Chiquita and Dole), which produce and distribute Latin
American bananas, began their efforts to gain a firmer foothold in the
wider European market. The Latin Americans and the MNCs were opposed
to the quota restrictions and other measures applied under the COM
(Regulation 404/93) to regulate the European market for bananas. The
Latin Americans, for some time, were also concerned about the preferential
access accorded to ACP states under the Lomé Conventions.

Latin American countries are among the world’s largest producers of
bananas. Ecuador is the world’s principal exporter of bananas, exporting
approximately 3.8 million tonnes per annum, and is currently the major
exporter to the European Union,3 exporting an average of 1.2 million
tonnes per annum. Of the Latin American countries, Mexico was the rela-
tive newcomer to the banana trade in the EU market and, until the 1990s,
had not exported significant quantities of bananas to the European Union.
It was Mexico’s ambition to secure a share of the market for its expanded
banana production.

Under the Lomé Conventions (1975–2000), the markets of the United
Kingdom and France were mainly supplied on preferential terms with
bananas from the ACP states (their former colonies). The British market was
supplied with bananas from Jamaica, the Leeward and Windward Islands,
Belize and Suriname. Since 1992, Jamaica’s exports to the UK have ranged
from a high of 81,433 tonnes (1996) to a low of 42,026 tonnes (2001).

The French market was supplied with fruit from French West Africa –
primarily Cameroon and Côte d’Ivoire – and their overseas Departments in
the Caribbean – Martinique and Guadeloupe. The markets of Germany,
the Netherlands and some other European countries, including the newer
members of the Union, Sweden, Finland and Austria, were predominantly
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3 From 5th Edition Ecuador Exports – CORPE/Banco del Pacifico.



supplied with bananas by the Latin American countries without quota
restrictions prior to 1993. Germany had a free market in bananas and the
other countries had a tariff of 20 per cent. Countries such as Spain,
Portugal and Greece had quantitative restrictions (quotas) to protect
domestic banana production in their territories of the Canary Islands,
Madeira, the Azores and Crete. Portugal was also importing bananas from
Cape Verde, and Italy was offering concessions to Somalia.4 Some members
of the European Union, such as Germany and the Netherlands, were openly
opposed to the COM with its quota restrictions. Within the Union, there
were only five Member States – UK, France, Spain, Portugal and Greece –
which supported the 1993 COM for bananas.

In 1993, there were several challenges to the COM (EC Regulation
404/93) in the European Court of Justice by Germany and other EU
Members.5 Germany, supported by the Netherlands and Belgium, sought
an injunction in the European Court to suspend Regulation 404/93 on the
ground that it would severely damage the banana trade in that country. The
Court rejected the petition. In spite of these internal challenges, the EU
membership, as a whole, could not ignore their contractual obligations to
ACP states.

The USA, which became a key player in the banana dispute under the
WTO, does not itself produce bananas for export, but, as previously indi-
cated, US-owned MNCs produce and export bananas from Latin America.
Therefore, the USA claimed interest in the context of services (the WTO
General Agreement on Trade in Services (GATS)). In examining the USA’s
involvement in the banana dispute, the relationship between the MNCs
and the Republican and the Democratic Parties should also be considered.
It was the view that President Bill Clinton felt obliged to pursue this case in
the WTO because of the financial contributions which were made to the
Democratic Party.

In the pre-WTO period, the European Commission and the Members of
the European Communities had not used the Article XXV provision of
GATT 1947 to seek a waiver from the most favoured nation (MFN) princi-
ple (GATT Article I) and other relevant provisions of the GATT for the
trade provisions of the Lomé Conventions. It was felt that the Lomé
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Conventions were given legitimacy under Part IV – Trade and
Development – of the GATT 1947, which allowed developed countries to
assist developing countries, whether individually or as a group. The Lomé
concessions were also bound in the Communities’ GATT/Uruguay Round
Schedule of Concessions.

13.2 The GATT Banana Panels 1992–19946

In early 1993, a group of Latin American countries – Nicaragua, Costa Rica,
Colombia, Guatemala and Venezuela – requested that GATT Contracting
Parties establish a panel to determine whether the European Communities’
new Regime for the Importation, Sale and Distribution of Bananas (EC
Regulation 404/93), scheduled to be implemented on 1 July 1993 and
which preserved a share of the market for ACP states, was consistent with
the rules of the 1947 General Agreement on Tariffs and Trade (GATT). The
group had requested consultations with the EC in late 1992.

The Panel, in fact, was established to examine the banana regime in exist-
ence prior to 1993 as the European Commission argued that it could not
agree to the examination of its new regime, which was not as yet in effect.

With the establishment of this first banana panel, the ACP states, includ-
ing Jamaica and other Caribbean banana-producing countries, became
third parties to the dispute so as to be able to protect their interest. At this
point not all members of CARICOM were parties to the GATT. Countries,
such as St Lucia, acceded to the GATT because of the challenge to bananas
on which their economies depended. St Lucia, Dominica and St Vincent
and the Grenadines became GATT Contracting Parties in 1993. Jamaica
had been a GATT Contracting Party since 1963.

The Panel ruled that quantitative restrictions applied by Spain, France,
Italy, Portugal and the United Kingdom were inconsistent with GATT rules
(particularly Article XI – elimination of quantitative restrictions) and so
was the preferential market access accorded to ACP states under the Banana
Protocol (Protocol 5) of Lomé IV. The ACP preferential access was found to
be in violation of GATT Article I, the MFN principle. The Panel recom-
mended that the European Commission should either make its regime
conform to GATT rules or should seek a waiver from GATT rules under
GATT Article XXV. The European Commission, Member States of the

488 marcia thomas

6 GATT Activity Reports 1993, 1994, 1995.



Union and ACP states opposed the panel ruling. The ruling had, in fact,
raised questions about the legitimacy of non-reciprocal preferential
arrangements between developed and developing countries.

The panel report was not adopted as, under the GATT, Contracting
Parties could block the adoption of the reports. Therefore, the European
Commission, the Members of the Communities and the ACP countries
prevented the adoption of the panel report.

In June 1993, a second GATT Panel was established to consider the EC’s
new banana regime (EC Regulation 404/93). The Panel was requested by the
same group of Latin American countries which had requested the first panel.

In early 1994, the Panel, in its report, ruled that the EC’s new banana
regime was also inconsistent with GATT rules in several provisions includ-
ing its tariff quota restrictions. Again, it pointed out that the preferential
access to the EC market accorded to ACP states was inconsistent with the
MFN principles of GATT Article I. The EC was again requested to make its
banana regime consistent with GATT rules. The adoption of the panel
report was again blocked.

In April 1994, the European Commission and the Members of the
European Communities entered into an agreement (the Framework
Agreement on Bananas) with four of the original five Latin American coun-
tries which were complainants in the two banana panels. These countries
were Colombia, Costa Rica, Nicaragua and Venezuela. The countries became
known as the Banana Framework Agreement (BFA) countries. Guatemala
did not enter into this agreement. Under the BFA, the countries involved were
given access to the EC market under mutually agreed terms, which included a
commitment not to pursue adoption of the panel reports. The Agreement
became part of the EC’s Uruguay Round (UR) Schedule of Concessions. It
entered into force on 1 January 1995 – and remained applicable until 2002.

Guatemala and other Latin American banana producers – Mexico,
Honduras, Ecuador and Panama – remained opposed to the EC’s banana
regime which they continued to view as discriminatory and inimical to
their interest. They were deeply concerned that the panel reports had not
been adopted and that the banana problem had not been resolved during
the UR negotiations.7 Mexico, Honduras, Ecuador, Panama and the United
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States had followed the proceedings of the two banana panels with keen
interest. The USA was acting to protect the interest of its multinational
companies, Dole and Chiquita.

To give legitimacy to the trade provisions of the Lomé IV Convention
and particularly the Banana Protocol, the EC and ACP states formally
requested a waiver from GATT Article I (the MFN principle) in November
1994. This was in keeping with the recommendations of the two GATT
Panels. GATT Contracting Parties granted the waiver in December 1994.
This waiver enabled the European Communities to continue granting non-
reciprocal preferential market access to the ACP states. The waiver did not,
however, mean that other countries could not take dispute settlement
action against the European Communities. In fact, the USA and Guatemala
reserved their rights in this matter.

Guatemala, Ecuador, Honduras, Mexico and Panama8 continued to urge
the EC to find a solution to the banana problem, pointing out that the 1993
banana regime imposed quantitative restrictions on all members of the
Communities whereas previously only five countries had restrictions.

13.3 The banana dispute in the WTO

With the end of the Uruguay Round Negotiations in 1994, the World Trade
Organization (WTO) was established in January 1995 and superseded the
GATT. The UR also introduced a formal dispute settlement mechanism
within the WTO governed by the Understanding on Rules and Procedures
Governing the Settlement of Disputes, commonly known as the Dispute
Settlement Understanding (DSU). Under the provisions of the DSU, it now
required a consensus not to adopt panel reports (the negative consensus).
This rule virtually guaranteed the adoption of WTO panel reports, as it was
highly unlikely that the party in whose interest the panel had ruled would
join such a consensus. The DSU also introduced an appeal body, the
Appellate Body.

Under the new terms of dispute settlement, in October 1995, three of the
Latin American Complainants – Guatemala, Honduras and Mexico – and
the United States requested consultations with the European Commission
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on its Regime for the Importation, Sale and Distribution of Bananas (EC
Regulation 404 of July 1993).

Not much progress towards a solution was made in the consultations. In
May 1996, the Complainants, now including Ecuador, requested the estab-
lishment of a panel to determine the consistency of the Regime with provi-
sions of the GATT and other WTO Agreements. The ACP banana-producing
countries (Jamaica, Belize, the banana-producing OECS States,9 Suriname,
Dominican Republic, Ghana, Cameroon and Côte d’Ivoire), as well as the
BFA countries (Colombia, Costa Rica, Nicaragua and Venezuela) and others
(Canada, Japan, India and the Philippines), sought third party status in the
dispute. Countries like Canada and Japan had primarily systemic interest in
the dispute, as against ‘substantial trade interest’.10 The ACP countries
sought an enhanced third party status.

Under Article 10 of the DSU, a third party to a dispute has only a limited
level of participation. The DSU makes provisions for a dispute to have co-
complainants but not co-respondents and only recognises the rights of
parties to a dispute. Jamaica and other ACP states felt that the production
and export of bananas, and the preservation of their preferential access to
the market of the European Communities, was of such importance to them
that they had a right to be accorded more than the limited Article 10 partic-
ipation of the DSU.11 The ACP countries, in fact, felt that they had substan-
tial trade interests in the dispute.

At the meeting of the DSB on 8 May 1996, Jamaica, claiming substantial
trade interest, requested enhanced third party status. Acting on behalf of
the ACP countries, at the first administrative meeting of the Panel which
addressed procedural issues, Jamaica restated the request, asking that the
ACP countries be accorded enhanced third party rights in the following
manner:

1. to be present at all meetings of the Panel;
2. to present written submissions at all meetings of the Panel;
3. to present their point of view;
4. to receive copies of all documents.
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Based on the ACP’s request and following consultations with the parties, all
third parties were granted a certain enhanced level of participation in the
panel proceedings. They were, in addition to the usual Article 10 provi-
sions, permitted to observe the main proceedings of the Panel, and to make
a brief statement at the second meeting.

Although obtaining legal assistance from Professor Friedl Weiss of the
WTO,12 as provided to developing countries under the DSU (Article 27.2),
the ACP also found it necessary to employ international trade lawyers
from France, USA and Ireland to prepare their panel submissions and to
present their case. There was controversy surrounding this within the ACP
and later in the Panel. Should the hired lawyers speak on behalf of the ACP
states, or should the Permanent Representatives of the ACP states speak,
with the lawyers acting only as advisers? Eventually the lawyers, including
Mr Christopher Palin (USA) and Mr Phillip Lee (Ireland), representing
primarily the Caribbean interest, were accredited to the delegations of
ACP states. Palin and Lee were accredited to the delegation of St Lucia. The
European Commission’s Legal Adviser, Mr Pieter Kuijper, and his team
represented the Commission. The USA had its own legal representatives
out of the Office of the US Trade Representative (USTR), and the Latin
Americans drew on their own expertise, utilising the services of legal
advisers provided by the WTO, including Professor Ernst Ulrich
Petersman.

At the first substantive session of the Panel, the USA and others ques-
tioned the presence of the ACP’s international trade lawyers in the room,
particularly Palin and Lee. The Panel, following consultations with the
parties, reminded both parties and third parties that only members of gov-
ernments, including the European Commission, and international civil
servants should attend panel meetings. The lawyers contracted by the
Caribbean countries withdrew. The USA, by its actions, had challenged the
right of ACP states, particularly the Caribbean states, to constitute their
own delegations. This became an extremely controversial issue. It should
be noted that in July 1997 when the Appellate Body met to hear the EC’s
appeal, in a procedural ruling on a request from St Lucia, the Body allowed
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the participation of private lawyers, stating that, after hearing the legal
arguments from both sides, it was their opinion that it is for ‘a WTO
Member to decide who should represent it as members of its delegation in
an oral hearing of the Appellate Body’. During the procedural stage, the
standing (locus standi) of the USA in the dispute was also questioned
without effect.

The ACP states, in their first submission to the Panel, supported the
EC’s effort to establish the legitimacy of the banana regime and the rights
of ACP states under the Lomé Convention. The ACP also stressed the
importance of bananas to the economies of ACP states. For the
Caribbean, it was argued that the economies of entire countries were
dependent on the export of bananas. For Jamaica, it was stated that
certain parishes depended on banana cultivation for income and employ-
ment. The destruction of the banana industry through the end of prefer-
ential access would be devastating to the countries, particularly those of
the Eastern Caribbean. It was felt that the Panel should not take a purely
legalistic approach to the dispute but should consider also the economic
and social implications, particularly for the small and vulnerable
Caribbean states.

The Panel issued its report in May 1997 and, as in the GATT panels,
ruled that the EC’s banana regime was inconsistent with provisions of the
GATT 1994 and other WTO agreements. The Panel recommended that the
EC make its regime consistent with WTO rules.

The panel report was not adopted as the EC appealed the ruling, as
allowed under Article 16.4 of the DSU. This dispute was subsequently to
become a real test of the mettle of the WTO Dispute Settlement
Mechanism. It should be noted, however, that the Canada/Brazil dispute
on measures affecting the export of civilian aircrafts and possibly others
have now tested the mechanism even further.

The Appellate Body, with a few adjustments, upheld the ruling of the
Panel. On 25 September 1997, the DSB adopted the Reports of the Panel
and the Appellate Body. The EC was required to review and amend its
banana import regime to make it WTO consistent by 1 January 1999, a
period of fifteen months. An Arbitrator appointed by the Director General
set this date in December 1997. The ACP countries argued that, under the
Fourth Lomé Convention, the European Communities had a contractual
obligation to maintain preferential market access for ACP states at remun-
erative prices.
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13.4 Jamaica and other Caribbean countries seeking to protect their
interests

To protect their interest throughout the panel process and to contribute to
the development of a new banana regime as required by the Panel, there
were extensive consultations between CARICOM Ministers and other
officials, and the parties to the dispute. There were missions to lobby US
Government officials, visits to the Latin American countries, particularly
Ecuador, and regular meetings with UK and EC officials. Jamaica played a
very active role in this process, chairing, through the Permanent Mission,
the ACP Group in Geneva and leading various missions. The local Banana
Export Company (BECO) was also very active, as was Jamaica’s Embassy in
Washington, D.C., the Jamaica Marketing Company (JAMCO), the High
Commission in London and the Jamaican Embassy in Brussels.

Jamaican embassies and high commissions were working with the
groups of Caribbean ambassadors in the principal capitals, and with
the ACP Banana Working Group and the ACP Secretariat in Brussels. The
Caribbean Banana Exporters Association (CBEA), a grouping of British
and Irish companies and others with interest in the production, export and
distribution of Caribbean bananas in London, was also very active in the
consultative and lobbying process.

In April 1999, CARICOM13 Heads of Government established the
CARICOM ad hoc Group of Experts on Bananas mandated to coordinate
the region’s strategy-building with regard to the banana dispute. The
Group had several meetings during 1999 and held consultations with high-
level officials of the EC, Ecuador and the Office of the USTR. In December
1999, the Caribbean countries submitted to the EU a set of specific propos-
als for a two-tiered tariff rate quota regime based on a pre-1993 reference
period. This proposal was contained in a letter to the EC and USTR signed
by Prime Minister Edison James of Dominica, lead Prime Minister on
banana issues. The USA indicated support for this Caribbean proposal.

During 1998, the USA had itself proposed a non-restrictive tariff system
to replace the tariff rate quotas (TRQs). The tariff on Latin American
bananas would have to be significantly higher than the existing 75 Euros
per tonne. ACP bananas would continue to enter the EC market duty free,
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thus maintaining their preferential access. For the USA, if any TRQ system
were to be acceptable, it would have to conform to the requirements of
Article XIII of GATT 1994.

The Caribbean’s consultations with the USA were viewed with suspicion
by the EC and it was necessary for Caribbean countries to assure the EC
that their efforts were aimed at seeking a mutually acceptable solution and,
in this spirit, the region had been consulting with all parties to the dispute.

13.5 Testing the WTO dispute settlement mechanism

In July 1998, it was announced that the EC had designed a new banana
import regime (EC Regulation 1637/98). Even before the Regime was
tabled in the WTO’s Dispute Settlement Body (DSB), there was opposition
from the complainants who claimed that the regime was still WTO incon-
sistent. In October 1998, the EC produced Regulation 2362/98 concerning
the administration of import licences for bananas under Regulation
404/93. Both Regulations were denounced by the complainants, particu-
larly Ecuador. In August, Ecuador requested consultations with the EC and
expressed the view that the matter should be settled under Article 21.5 of
the DSU, which provides for the reconvening of the Panel to determine the
WTO consistency of the new implementation measure.

There were threats from the USA to impose unilateral trade sanctions
against members of the European Community under its domestic 1974
Trade Act (Section 301). In fact, in November 1998, the USA made a unilat-
eral determination under Section 306 of its 1974 Trade Act that the EC’s
measures failed to implement the WTO recommendations. The USA pro-
ceeded to impose ad valorem duties of 100 per cent on selected goods from
the European Union. This measure should have taken effect in January
1999. This led the European Commission on 25 November 1998 to request
dispute settlement consultations with the USA regarding the Section 301
procedure of the US Trade Act 1974. This Panel was established on 2 March
1999 and Jamaica was among those countries which sought third party
status. The Panel generated a lot of interest in and outside the WTO as there
had long been serious concern about the USA’s custom of resorting to uni-
lateral trade measures, particularly through the extraterritorial application
of its domestic legislation.

In December 1998, Ecuador formally requested the re-convening of the
original WTO Panel under Article 21.5 to determine the WTO consistency
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of the EC’s measures (i.e. Regulations 1637/98 and 2362/98) to implement
the rulings contained in the panel reports adopted in September 1997.
Earlier in December 1998, the EC had requested the establishment of a
panel under Article 21.5 of the DSU with the mandate to find that its
implementation measures must be presumed to conform to WTO rules
unless their conformity had been duly challenged under appropriate DSB
procedures. The EC’s request was again a controversial one as this kind of
respondent-initiated request was not foreseen in the dispute settlement
mechanism. The EC on its own initiative was requesting the establishment
of a panel which would practically make a de facto interpretation of Article
21.5. The interpretation of articles in WTO Agreements under Article IX.2
of the Agreement Establishing the WTO (Marrakesh Agreement) was the
sole responsibility of WTO Members. The Panels requested by Ecuador and
the EC were established by the DSB on 12 January 1999.

In January 1999, the USA sought under Article 22.2 of the DSU to obtain
official WTO authorisation of its unilateral sanctions imposed on EU prod-
ucts in December 1999. The US sought to remove duty concessions on
trade in goods from the EU valued at US $520 million and to impose duties
of 100 per cent. The USA argued that Article 22.2 gave it the right to resort
independently to sanctions within twenty days after the reasonable imple-
mentation period (fifteen months) had expired. The USA had conveniently
omitted to note that under Article 21.5 of the DSU, it was the Panel which
had to determine that the new implementation measure was still WTO
inconsistent. At this point, the Panels requested by both the EC and
Ecuador under Article 21.5 still had not met. The USA had not requested
such a panel.

The USA’s request for authority to impose sanctions under Article 22.2
was included on the agenda of the DSB meeting scheduled for 25 January
1999. At this meeting there was an extraordinary development. When the
agenda was to be adopted, the delegations of St Lucia and Dominica
objected to the inclusion of the item concerning the USA’s request for
authorisation. The DSB found itself in a procedural dilemma, there was no
consensus on the adoption of the agenda and the meeting was suspended
to allow time for consultations. The action of St Lucia and Dominica sup-
ported by the European Communities and Côte d’Ivoire was very contro-
versial. It raised the very sensitive issue of whether a member could block
the adoption of the entire agenda and the implications of such action for
the future of the WTO and its work. In other international fora such as the
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United Nations, the adoption of the agenda is an important issue for
developing countries. As Members looked on with concern, and some
would use the word consternation, the action of Dominica and St Lucia
received a lot of press coverage. Their action did demonstrate, however,
that the consensus rule could be used by small developing countries to
further their interests.

The meeting of the DSB resumed on 28 January 1999 (and continued on
29 January and 1 February) with the disputed item still on the agenda. The
Chairman’s decision to retain the item on the agenda after inconclusive
consultations was also very controversial. The Chairman had decided to
retain the item because, in his view, the Rules of Procedure should not
modify the rights and obligations of Members under WTO Agreements
and should not be so interpreted as to block meetings in cases where
a Member has a specific right to request a specific decision unless there was
a consensus against such a request. However, the representative of St Lucia
indicated that, in the spirit of compromise, the delegation wished to move
forward with the agenda.

On the interpretation of Article 21.5 and Article 22, there was the
important question of precedence: which came first, Article 21.5 to deter-
mine compliance or Article 22 to impose sanctions, or did the two work
together? This became the subject of intense debate in the WTO. Many
WTO Members, including Jamaica, felt that sanctions under Article 22
could not be imposed until a determination of non-compliance had been
made under Article 21.5.

In fact, by correspondence dated 21 January 1999, the EC submitted to
the General Council a request for the adoption of an authoritative
interpretation under Article IX.2 of the Marrakesh Agreement of Articles
3.7, 21.5, 22.2, 22.6, 22.7 and 23 of the DSU. The General Council consid-
ered the request in February 1999. Many Members supported the EC’s view
that recourse to retaliation under Article 22 of the DSU is sequential and
should come into effect after a determination under Article 21.5 of non-
compliance. This was seen as an important safeguard for the multilateral
trading system. It was decided that the matter should be referred to the
Review of the DSU taking place in the DSB.

Jamaica, in its statement in the General Council, pointed out the
importance of the matter which addressed the effective functioning of the
DSB and the multilateral trading system. Jamaica supported the view that
an objective determination of non-compliance of the implementing
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measure was necessary before the DSB could authorise any Member to
impose sanctions under Article 22. Jamaica reiterated its position that
where existing rules are clear they should be upheld and where ambiguities
exist they should be clarified. Jamaica also expressed the view that unilat-
eral action by a Member is contrary to the spirit of decision-making on a
multilateral consensual basis. Jamaica further felt that the General Council
had the authority under Article IX.2 of the Marrakesh Agreement to delib-
erate on the interpretation of the articles to offer guidance to the DSB. The
interpretation, in Jamaica’s view, should not have been referred to the DSU
Review but should have been addressed expeditiously in the General
Council and the DSB in order to make progress in the banana dispute. The
General Council’s 15 February 1999 meeting was inconclusive.

The EC objected to the level of nullification and impairment of benefits
claimed by the USA in its request to apply sanctions and requested arbitra-
tion under Article 22.6 of the DSU. On 29 January 1999, when the DSB
resumed its meeting begun on 25 January, the original panel was requested
to arbitrate in the matter. The USA’s unilateral sanctions were scheduled to
take effect on 3 March 1999 before any arbitration process established
under Article 22 could complete its work and, in fact, before it could deter-
mine the level of sanctions which should be imposed. The EC, at the begin-
ning of March, requested a full meeting of the General Council of the WTO
(the principal body of the WTO when Ministerial meetings are not in
session) to discuss what it viewed as a development which had serious
implications for all WTO Members and for the WTO dispute settlement
mechanism.

In April 1999, the Arbitrators and the Article 21.5 Panels submitted their
reports simultaneously to the parties. The Arbitrators under Articles 22.6
and 22.7 of the DSU had decided to authorise the USA to suspend conces-
sions to the EC to the amount of US $191.4 million per year. The Article
21.5 Panel requested by Ecuador ruled that aspects of the EC’s import
regime for bananas were inconsistent with the EC’s obligations under spe-
cific Articles of GATT 1994 and GATS. The Panel recommended that the
EC be requested to bring its new implementation measures into confor-
mity with WTO rules.

The Article 21.5 Panel requested by the EC, after hearing arguments
from the European Commission, the sole party, and third parties Jamaica,
India and Japan, did not offer a formal finding. The case raised the question
of whether the original respondent in a dispute could invoke Article 21.5 to
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determine the WTO consistency of its implementing measure. Japan and
India participated as third parties because of their systemic interest. Japan
pointed out the anomalies in the panel proceeding – the fact that the com-
plainants did not participate, which made it difficult for the Panel to fulfil
its mandate to make an objective assessment under the DSU – and it was
not, in Japan’s view, the function of the Panel to make a presumption of
innocence. Japan held the view that failure to utilise properly Article 21.5
procedures was a serious violation of the dispute settlement procedures.
India focused on the relationship between Articles 21.5 and 22. India felt
that a determination of non-compliance had to be made multilaterally in
accordance with Article 21.5 before there could be resort to Article 22 mea-
sures. For India, recourse to Article 21.5, in the manner demonstrated by
the EC, was a fundamental right available to all Members of WTO in the
dispute settlement system. Jamaica, as an original third party, supported
the EC’s analysis of Article 23 of the DSU. However, Jamaica felt that an
assessment of Articles 21.5 and 22 of the DSU was not within the Panel’s
terms of reference. The Panel did not rule out the possibility of Article 21.5
being used by a respondent on its own initiative to obtain a determination
of the WTO consistency of its implementing measure.

Returning to the sanctions issue, on 11 May 1999 the EC requested the
DSB to establish a panel to consider the US decision, effective 3 March
1999, to impose sanctions in the form of import duties on US $520 million
per year of EU products. On 16 June 1999, the DSB established a panel
on US Import Measures on Certain Products from the European
Communities. Jamaica, Dominica and St Lucia were among the countries
requesting third party status. In its report issued on 17 July 1999, the Panel
ruled that US unilateral action in imposing sanctions violated specific arti-
cles of the DSU and GATT 1994. The Panel recommended that the USA be
required to conform to its obligations under the WTO Agreements.

In this ‘sanctions’ dispute, both the EC and the USA in September 1999
appealed certain issues of law in the panel report and certain legal interpre-
tations developed by the Panel. Jamaica and other CARICOM Members
maintained their third party status at the appellate level. The Appellate
Body, while reversing other rulings of the Panel, upheld its ruling that the
USA’s action of 3 March was no longer in existence and, therefore, made no
recommendations to the DSB. The Appellate Body, however, also upheld
the ruling that the 3 March measure was not consistent with Article 21.5 of
the DSU.
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The inconsistency of the EU’s Regulations 1637/98 and 2362/98
having been established by the Article 21.5 panel process, the EC was
required promptly to make its banana regime WTO consistent. This did
not curtail the request for dispute settlement procedures. Ecuador was
now looking at Article 22 of the DSU with the objective of imposing
sanctions against the EU. In November 1999, Ecuador requested authori-
sation by the DSB to suspend concessions or other obligations under the
TRIPS (intellectual property), GATS (services) and GATT 1994 (goods)
Agreements to the amount of US $450 million. However, Ecuador had to
admit that the withdrawal of concessions in the goods sector would not
be practicable or effective. Ecuador, as a country dependent on imports,
was more likely to be negatively affected than the EC. Ecuador would
therefore focus on the GATS (services) and the TRIPS (intellectual prop-
erty) Agreements. On 19 November 1999, the EC requested arbitration
under Article 22.6 of the DSU because, among other things, as with the
USA’s earlier request, the EC viewed the amount of the concession to be
suspended as excessive.

In its decision circulated on 24 March 2000, the Arbitrators concluded
that Ecuador’s request had not fully followed the principles and proce-
dures of Article 22.3 of the DSU and that the level of suspension
requested by Ecuador exceeded the level of nullification and impairment
it had experienced from the failure of the EC to bring its banana regime
into WTO compliance. The Arbitrators suggested that Ecuador submit
another request for authorisation of suspension of concessions and other
obligations consistent with its conclusions, which included: that Ecuador
obtain authorisation to suspend concessions or other obligations to a
level not exceeding US $201.6 million per year; that these concessions be
obtained under GATT 1994 concerning certain categories of goods;
under GATS with respect to wholesale trade in services; and, if necessary,
under the TRIPS Agreement with respect to copyright and related rights,
geographical indications and industrial design. In reality, the panel
ruling made it difficult under TRIPS to suspend concessions. The
international nature of intellectual property rights and the number of
agents involved make it difficult for a country to impose sanctions
without infringing the rights of others. Ecuador’s resort to Article 22 of
the DSU is an indication of the procedural difficulties a developing
country, in a dispute with a developed country, could have in imposing
sanctions.
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Hereafter, the banana dispute took another turn in the WTO, impacting
on waiver procedures in the Council for Trade in Goods. In 1999, the ACP
and EU concluded negotiations for a twenty-year partnership agreement as
a successor to the Fourth Lomé Convention. The trade provisions in the
new agreement were transitional and the Banana Protocol was redrafted to
focus on technical assistance. After eight years, the ACP and EU would
complete negotiations to establish a new WTO-compatible trading rela-
tionship. A waiver was required under Article IX of the Agreement estab-
lishing the WTO (the Marrakesh Agreement) from the MFN principle
(Article I) of GATT 1994 for the new ACP/EU Partnership Agreement’s
transitional trade provisions. In fact, Lomé IV and its waiver had expired in
February 2000. Following informal consultations with WTO Members,
including the complainants in the banana dispute, the EC and ACP for-
mally introduced the waiver request in the WTO Council for Trade in
Goods on 5 April 2000. However, the complainants in the banana dispute
indicated that the documentation accompanying the waiver request could
not be regarded as complete without the EC’s new WTO-compatible
banana regime. As a result of this impasse in the Council for Trade in
Goods, consideration of the waiver request could not commence. The trade
aspects of the Cotonou Agreement (the Partnership Agreement was signed
in Cotonou, Benin, on 23 June 2000) could not be legitimised by a WTO
waiver.

In the meantime, the EC and other interested parties were continuing
the quest for a WTO-consistent Regime for the Importation, Sale and
Distribution of Bananas. The EC was required under the DSU (Article
22.6) to report regularly to the DSB on progress to implement the recom-
mendations of the Panel. At every DSB meeting at which the EC filed an
implementation report, usually indicating that it had still been unable to
finalise a WTO-compatible regime, the complainants took the opportunity
to accuse the EC of making little effort to comply with the Panels’ recom-
mendations. The complainants and their allies felt that the EC’s action, or
rather inaction, was a threat to the DSU and, indeed, to the entire multilat-
eral trading system. As EU Members began to feel the effects of the sanc-
tions, the European Commission found itself under severe pressure from
all sides, from within the membership of the European Union, from the
complainants and other interested parties in Latin America, including the
BFA countries and Panama, and from the ACP which felt that the EC was
not doing enough to protect its interest.
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13.6 The quest for a WTO-consistent banana regime

The European Commission continued to have intensive consultations
with the interested parties in a bid to find a compromise which would
lead to a new banana regime acceptable to all parties and consistent with
WTO rules. The ACP states were working hard to try to preserve their
small share of the Communities’ market while the Latin Americans and
the US companies were negotiating aggressively to increase their share
of the market. At the same time, all were concerned that increased sup-
plies of bananas would adversely affect the prices in the market. A
further difficulty for ACP states, which preferred a tariff rate quota (TRQ)
system based on a historical reference period and a licensing system, was
that by this time (May 2000), there were at least ten EU Member
States which were showing a preference for a tariff only system. France
and Spain were not in favour of such a system. The UK’s position was
ambiguous.

In November 1999, the European Commission had proposed a new
regime. This was a two-stage approach: a tariff only system accompanied by
a tariff preference for ACP states. There would be a transitional period of
TRQs, which would end on 31 December 2005, and a tariff only system
would be introduced on 1 January 2006. This tariff would be implemented
based on GATT Article XXVIII negotiations (modification of concessions).
However, after nearly six months of intense consultations, this system still
had not fully found favour with the complainants. Frustrated, the EC began
to look again at a ‘First Come, First Served’ (FCFS) system which it had pre-
viously considered. An FCFS system was viewed as a lottery in which access
to duty concessions would be determined at the time of the customs decla-
ration, i.e. the order of priority for access to quotas would be determined by
the date of the presentation of the import request.

Caribbean banana producers were definitely not in favour of the FCFS
system. They had submitted their own proposal in December 1999 and, for
them, a transitional period of ten years with a TRQ system managed by
licence allocation and based on a historical reference period (pre-1993) was
essential. This system provided predictability, certainty and security of
access for small states, like Jamaica and her CARICOM partners, to the EU
market. Caribbean countries were becoming increasingly concerned about
the direction the banana dispute was taking and the implications for them
of certain solutions of which there were several.
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In August 2000, representatives of Costa Rica, Colombia, Ecuador,
Honduras, Guatemala, Mexico, Venezuela, Nicaragua and Panama meeting
in Panama City decided to take a unified position in opposing the
European Communities’ most recent proposals for a new banana regime
which in their view still favoured ACP countries and continued to be dis-
criminatory.

An urgent meeting of Caribbean banana-exporting countries was con-
vened in New York on 7 September 2000 to review recent developments
and prepare for consultations in Quito and Washington, D.C. There was
consensus at this meeting that an FCFS system would be seriously damag-
ing to the Caribbean. It was also noted that the system which found greatest
favour with all parties, a system of TRQs with licences based on a historical
reference period, was technically not WTO consistent and would require a
waiver. There was also disagreement among the parties over the details of
this TRQ system. The meeting felt that the Caribbean had to try to get the
main parties (USA and EU) to resume negotiations.

The Latin American Group of Colombia, Costa Rica, Guatemala,
Honduras, Nicaragua, Panama and Venezuela, meeting in Panama City in
October 2000, rejected the FCFS system and indicated a willingness to
support the Caribbean’s December 1999 proposal. It will be recalled that
the USA had also supported the Caribbean proposal as a basis for negotia-
tions. There was little support for the FCFS system.

However, a report out of Brussels (Dow Jones) in December 2000 indi-
cated that the European Agriculture Ministers meeting on 19 December
2000 adopted regulations for the EC’s new banana import regime. EC
Trade Commissioner Pascal Lamy was quoted as saying that the new
WTO-compatible regulations would mark the end of the banana dispute
and the lifting of the nearly US $200 million worth of sanctions imposed
by the USA. The report indicated that the new rules would grant tradi-
tional suppliers of bananas access to 83 per cent of the total quota of 2.4
million tonnes, while non-traditional suppliers would have the remain-
ing 17 per cent. According to this report, under the new regime the EC
would allow bananas to be imported through licences distributed on the
basis of past trade between 1994 and 1996. There would be three import
quotas with different tariffs until 2006, when a tariff only system would
take effect. The Dow Jones report also pointed out that the EC–Ecuador
deal would increase the import volumes from Latin America by 100,000
tonnes to 353,000 tonnes – in line with the EC–US Agreement – and
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would improve market access to traditional and non-traditional
importers from Ecuador.

The adoption of the new banana regime in December 2000 by EU
Agriculture Ministers clearly demonstrated that, while Caribbean and
Latin American banana producers were expressing their objections to the
EC’s FCFS proposal, the EC was continuing negotiations with the USA and
Ecuador. Together they had agreed on the framework for a new banana
regime based on the FCFS proposal. The EC informed the DSB in January
2001 that it was modifying the banana regime, paving the way for rapid
implementation of a WTO-compatible regime based on the FCFS system.

At the meeting of the CARICOM Council for Trade and Economic
Development (COTED) held on 11–12 January 2001, Trade Ministers
issued a statement stating that the EC’s FCFS proposal was totally inconsis-
tent with the EU’s commitment under the Cotonou Agreement and would
lead to the total destruction of the Caribbean banana industry with result-
ant severe economic and social damage and dislocation. The Ministers
called on the EU and USA to resume negotiations to find a satisfactory
compromise. The Caribbean’s position was also made clear at the WTO’s
DSB meeting restating their preference for a historically based quota
system. At COTED, CARICOM Ministers had established a working group
on the development of the Caribbean banana industry. The working group
was scheduled to meet in Barbados in February and would seek to develop
a technical position and strategy for a lobby campaign focusing on
Washington, D.C., London and Brussels.

In the meantime, a rivalry had developed between the two American
companies involved in the dispute, Chiquita and Dole. Dole had found
ways to improve its position in Europe while Chiquita, inflexible in its pos-
ition, was floundering, claiming that the protracted banana dispute had led
to a reduction of its share of the market and consequently to a reduction in
its profits. It was being reported in January 2001 that Chiquita was contem-
plating filing for bankruptcy protection and filing a lawsuit against the EC.
It was further reported that Chiquita, in January, sued the European
Commission for damages amounting to Euro 564 million. The
Commission, from reports, was hoping that Chiquita’s weakening position
would lead the USA, at the negotiating table, willingly to take a more flex-
ible position.

The Caribbean’s lobbying efforts saw, among other things, letters being
sent to US President George Bush and to the President of the EU Council.
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The FCFS system14 was scheduled to be implemented on 1 April 2001,
but given the unpopularity of the system, the EC agreed to delay its imple-
mentation while efforts were made through negotiations with the USA to
find an alternative system.

Another factor in the search for a WTO-consistent banana regime
became the European Communities’ ambition to achieve the launch of a
new round of comprehensive multilateral trade negotiations in the WTO.
It became important that the EC prove its commitment to the multilateral
trading system and its respect for the dispute settlement mechanism. There
was, therefore, a renewed willingness to work out its differences on trade
issues with the USA.

On 11 April 2001, it was announced that the European Commission and
the United States had reached agreement on a proposal based on tariff rate
quotas, with licences to be based on a reference period (1994–6). A specific
quota (Quota C) was reserved for ACP states and the quota system would be
transitional until December 2005, after which a tariff only system would be
implemented. This new regime, with similar elements to the EC’s previous
proposals, would take effect on 1 July 2001, at which time the US sanctions
would end. The new regime would require a waiver in the WTO from not only
Article I of GATT 1994 but also Article XIII (administration of quantitative
restrictions (QRs)). The proposal was greeted with cautious optimism in the
Caribbean and elsewhere as details were not available. Ecuador was not happy.

Officials of the European Commission and the Government of Ecuador
held consultations, after which it was announced, on 30 April 2001, that an
understanding had been reached. This understanding, it was reported,
recognised Ecuador’s rights as a principal supplier of bananas to the EC and
gave Ecuador increased market access. It was also compatible with the
agreement reached with the USA.

13.7 The new banana regime (EC Regulation 896/2001)

The new banana regime was implemented by EC Regulation 896/2001
adopted on 7 May 2001. This Regulation sets out the management system
for the Tariff Rate Quotas (TRQs). The reference period used was the three-
year period 1994–6, which was the most recent period for which the
Commission had reliable data on primary imports. Traditional operators
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were required to apply by 11 May 2001 to be allocated licences under TRQs
A, B and C, based on their exports during the reference period. ACP
banana-exporting countries shared the specific C quota of 857,000 tonnes.

The TRQs were to be made available as follows: 83 per cent to traditional
operators; 17 per cent to non-traditional operators. The regime would be
implemented in two phases from 1 July 2001 to 31 December 2005 as
shown in tables 13.1 and 13.2.

In the second phase, the ACP quota would be reduced to 758,000 tonnes,
a reduction of 100,000 tonnes.

Following the implementation of this new banana regime, the USA
would end its sanctions. The USA and Ecuador would also support the EC’s
request in the WTO Council for Trade in Goods for a waiver for the trade
aspects of the ACP/EU Cotonou Agreement and a waiver from Article XIII
of GATT 1994 for the banana regime.

13.8 The banana dispute and the negotiations for a new Partnership
Agreement between the ACP and the EU (the Cotonou Agreement)

In 1990, the Fourth ACP/EU Lomé Convention (Lomé IV) with its
Commodity Protocols, including the Banana Protocol, was negotiated for
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Table 13.1 Phase I: 1 July – 31 December 200115

TRQs tonnage Non-preferential tariff ACP tariff

A. 2,200,000 75 Euros per tonne Duty free
B. 353,000 75 Euros per tonne Duty free
C. 857,000 300 Euros per tonne Duty free

Table 13.2 Phase II: 1 January 2002–31 December 2005

TRQs tonnage Non-preferential tariff ACP tariff

A. 2,200,000 75 Euros Duty free
B. 453,000 75 Euros Duty free
C. 758,000 no access Duty free



a period of ten years. On the recommendation of the second Banana Panel
in 1993, a waiver from the MFN principle of Article I of GATT was sought
and was granted in December 1994.

The Lomé IV Convention was scheduled to expire in February 2000. It
was agreed that a new agreement would be negotiated to replace it. The
negotiations for the ACP/EU Partnership Agreement commenced in
September 1998.

From the very outset, the European Commission made it clear that ulti-
mately the trade arrangements with the ACP had to become WTO compat-
ible. Since the signing of Lomé IV in 1990, there had been many
developments in the international trading environment and in the
European Communities, which set the scene for the negotiations between
the ACP and the EU. These developments included:

• The introduction in 1992 of the Single Market and the Common
Organization of the Market which allowed for the free circulation of
Latin American bananas within all Member States of the European
Community, including the United Kingdom.

• The creation of the European Union when the Maastricht Treaty entered
into force in November 1993.

• The initiation of the first banana dispute in the GATT in 1992 and the
second in 1993.

• The establishment of the World Trade Organization (WTO) in January
1995.

• The enlargement of the European Union in 1995 when Austria, Finland
and Sweden became members. These members had no colonial oblig-
ations.

• The publication by the European Commission in 1996 of its Green Paper
on relations between the European Union and the ACP on the eve of the
twenty-first century. The paper examined critically the trade prefer-
ences, taking account of WTO rules.

• The initiation in 1996 of the first banana dispute under the new dispute
settlement rules of the WTO.

• The application for membership of the European Union by a new group
of countries mainly from Eastern Europe.

• The need to reform the EC’s Common Agricultural Policy resulting from
WTO obligations, the further enlargement of the EU and internal EU
pressures for reform.
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• From as early as 1996, the call for expanding the WTO Work Programme
to include new issues such as investment, competition policy, govern-
ment procurement and trade facilitation.

• After 1998, the campaign to launch an expanded round of multilateral
trade negotiations in the WTO. The WTO Agreements on Agriculture
and Services (GATS) mandated the launch of negotiations to liberalise
trade in agriculture and services further by 2000 (the so-called built-in
agenda). The EC and the EU Member States became aggressive propo-
nents of a new round of trade negotiations which would incorporate
agriculture and services.16

• Since 1998, the involvement of CARICOM countries in the negotiations
for the Free Trade Area of the Americas (FTAA), which is intended to be
a reciprocal preferential arrangement. The Lomé Convention included a
provision which stated that any concessions negotiated with other devel-
oped countries should also be accorded to the members of the EU
(Declaration XXXI of the Cotonou Agreement).

• The decision of many developed countries, including Members of the
EU, to review their overseas development aid policies and, as a result, to
focus their foreign aid on the least developed countries (LDCs) or on
those developing countries within their regional sphere of influence.

• During the 1990s, the acceleration of globalisation driven by the phe-
nomenal progress in technology, particularly in telecommunications.

It was in this atmosphere of change and realignment that the new ACP/EU
Partnership Agreement was negotiated over a period of eighteen months.

The European Commission and Members of the European Union held
the view that the twenty-five-year relationship between the EU and the ACP
under successive Lomé Conventions had not achieved its development
objectives. In fact, the share of ACP countries in trade with the EU had been
declining. The Commission and Members of the EU felt that the new agree-
ment with the ACP had to take account of and reflect the global realties if an
environment attractive to foreign investors was to be created in the ACP
states. To accomplish this, there had to be recognition that non-reciprocal
trade preferences now under attack in the WTO in the protracted banana
dispute had had limited success and now had to be reviewed in the context
of WTO rules. In other words, they had to be made WTO compatible.
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The ACP states, at the start of the negotiations with the EU, felt strongly
that the non-reciprocal preferences continued to play an important role in
their trading relationship with the EU. They pointed to other problems,
such as lack of technical capacity, indebtedness and supply side constraints,
which had prevented ACP states from taking full advantage of the trade and
economic provisions of the Lomé Conventions.

The Honourable Billie Miller, Deputy Prime Minister and Minister of
Foreign Affairs of Barbados, in her role of President in Office of the ACP
Council of Ministers at the launch of the ACP/EU negotiations in
September 1998, said that ACP states, while accepting that negotiations
would be overlaid by the notion of WTO compatibility, called for the appli-
cation of WTO rules on the basis of flexibility that would make them com-
patible with the basic objective of development. The ACP, in her view,
needed a reasonable transition period within which to adjust. However, the
long-term objective of free trade that was being promoted, she pointed out
in her address, could only be valid when ‘free trade’ became synonymous
with ‘fair trade’.

As indicated, the Banana Dispute might not have been the central issue
dictating that the trade arrangements to be negotiated between the ACP
and EU would have to change to ones which would be WTO compatible,
but it highlighted the difficulties faced by the non-reciprocal preferential
arrangements in the WTO system and the precarious nature of their con-
tinued existence in that system. Both developed and developing members
of the WTO were pointing to these preferential arrangements as discrim-
inatory and injurious to their interests. Further challenges to aspects of the
common organisation of the EU market to which the commodity protocols
were linked appeared to be inevitable.

The ACP/EU Partnership Agreement was signed in Cotonou, Benin, on
23 June 2000 and became known as the Cotonou Agreement. Under the
Cotonou trade arrangements, new WTO-compatible trade arrangements
(free-trade arrangements) are to be negotiated during a preparatory period
extending up to 2008. The objective will be to liberalise trade between ACP
states and the EU during a transition period of at least twelve years. The
negotiations commenced in September 2002.

The trade arrangements of the Cotonou Agreement required a waiver
from Article I of GATT 1994. These arrangements, during the preparatory
period, continued, to a large extent, the trade arrangements of the Lomé IV
Convention. Changes had been made to the Banana Protocol (Protocol 5)
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to shift the focus from market access. However, the acquisition of a waiver
for the entire trade package was still a necessity.

13.9 The request for a waiver in the WTO’s Council for Trade in
Goods

The EC, with Tanzania and Jamaica, on behalf of the ACP, submitted the
request for a waiver on 5 April 2000 for the trade aspects of the Cotonou
Agreement required under Article IX of the Agreement Establishing
the WTO.

Formal consideration of the waiver request could not commence in the
WTO Council for Trade in Goods (CTG) as banana-producing countries of
South and Central America (Honduras, Guatemala, Costa Rica, Panama,
Colombia, Ecuador and Paraguay) objected on the ground that the com-
plete text of the Cotonou Agreement had to be translated into the
three WTO languages (English, French and Spanish). The Permanent
Representative of Uruguay was then chairing the CTG. Later, the translated
documentation provided was still considered inadequate by the group of
dissident South and Central American countries which were now demand-
ing that the European Commission table the specific details of the prefer-
ences to be granted to the ACP states under the new banana regime.
Without this document, these countries claimed that they were not in a
position to make a judgement on the true nature of the banana regime,
which they saw as part of the trade aspects of the Cotonou Agreement.
They were adamant that the details of the banana regime were essential if
they were to be able to protect their rights.

When the new Chairman of the CTG, the Permanent Representative of
Hungary, took office in March 2001, it was nearly a year after the waiver
request was tabled in the Council and consideration of it had not begun.
The ACP countries, including Jamaica, viewed the intransigence of the
group of Latin American countries as an attempt to block the waiver
process and to hold the Partnership Agreement and the ACP countries
hostage in order to achieve a settlement in the banana dispute. The
United States, itself providing preferential market access to developing
countries under the Caribbean Basin Initiative and the Andean
Pact Agreement, on the basis of its systemic interest, was trying to take a
constructive approach to finding a solution to the waiver impasse in
the CTG.
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To address the demand for more documentation, the EC, in March
2001, tabled its new banana regime, contained in EC Council Regulation
No. 216/2001 of 29 January 2001, which aimed to implement the
Commission’s FCFS proposal. But still, this did not satisfy the South and
Central American banana producers. They continued to obstruct examina-
tion of the waiver request. In any case, there was strong opposition to the
EC’s proposal, including from Jamaica and other ACP states.

In April 2001, the EC presented to the Council the elements of the agree-
ment reached with the USA and Ecuador which would later be contained in
EC Regulation 896/2001. The latest Agreement between the EC and the
USA and Ecuador was notified to the WTO Dispute Settlement Body as a
mutually agreed solution to the banana dispute. With this new regime, the
EC, in June 2001, submitted to the CTG a second waiver request from
Article XIII of GATT 1994 to cover the TRQ allocations to the ACP (i.e. for
the Transitional Regime for the EC’s Autonomous Tariff Rate Quotas on
Imports of Bananas). In arriving at an agreement with the EC on the new
banana regime, the USA and Ecuador had agreed to support the EC’s
requests for the two waivers.

At the meeting of the CTG on 5 July 2001, the EC’s second waiver
request was on the table but so was an amendment proposed by Ecuador.
Panama, Honduras, Guatemala and Costa Rica continued to be obstruc-
tive and argued that the EC’s two waiver requests should be considered
separately as they addressed different articles of GATT 1994. Panama,
Honduras and Guatemala reiterated their view that EC preferences
were injurious to their trade interest. In their opinion, the documentation
presented by the EC was still inadequate. They insisted that require-
ments of Article 1 of the Understanding in Respect of Waivers of
Obligations under GATT 1994 had not been met. Interestingly, the Latin
American countries were receiving support from members of the
Association of South East Asian Nations (ASEAN), such as the Philippines
and Thailand. These countries were eager to have consultations with the
EC concerning market access for products of interest to them, including
canned tuna.

By October 2001, the 4th WTO Ministerial Conference to be held in
Doha, Qatar, on 9–13 November 2001, was fast approaching and the
banana issue was not fully resolved. The consideration of the waivers
for the trade aspects of the Cotonou Agreement and the banana regime
continued to be held hostage by Latin American countries in the CTG.
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In frustration, Jamaica and other ACP countries wanted to see the waiver
issue resolved at the Doha Ministerial Conference.

13.10 Breaking the waiver deadlock at the Doha Ministerial
Conference

The ACP Group met in Brussels from 3 to 6 November 2001 in preparation
for the WTO Doha Ministerial Conference. The coordinator of the ACP
Group in Geneva, the Permanent Representative of Gabon, reported on the
waiver exercise in Geneva over nearly eighteen frustrating months. The
Members of the ACP felt strongly that action had to be taken to secure the
waiver. It was made clear that the waiver for the Cotonou Agreement, which
was important to all ACP countries, had to be one of the gains from Doha.
A way had to be found to have consideration of the waiver placed on the
agenda of the conference in spite of some procedural difficulties.17

At Doha, it was decided that the ACP would join forces with the African
Group and the Least Developed Countries (LDCs) as membership over-
lapped and this collaboration would strengthen the position of these devel-
oping countries. At the first business session of the Conference, the
ACP/Africa/LDC Group crossed their first hurdle by gaining approval for
the new item, ‘ACP/EC Request for a Waiver for the New Partnership
Agreement’, to be placed on the agenda. The Latin American countries
appeared to have been caught off guard by this ACP manoeuvre. The
ACP/Africa/LDC Group made it clear that they would not be able to join
consensus on a new round of multilateral trade negotiations, if, among
other things, progress was not made on the matter of the waiver.

Thereafter, intense negotiations ensued, involving the EC, ACP, the
Latin Americans and the interested ASEAN countries. The CARICOM
countries, including Jamaica, St Lucia, Belize and the representative of the
Caribbean Regional Negotiating Machinery (CRNM), participated in these
negotiations. However, progress depended on the deals brokered in consul-
tations between the EC and the Latin Americans, and ultimately, between
the EC and the Philippines and Thailand.
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The ACP/Africa/LDC Group was not certain that the waivers had been
secured until the morning of 14 November 2001 (the Doha Ministerial
Conference should have ended on 13 November 2001 but was extended
well into 14 November). Once agreement had been reached, as a procedural
matter, the working party for consideration of the waiver request and the
Council for Trade in Goods had to be convened to approve the draft waiver
decisions. At the final plenary of the Ministerial Conference, Ministers
approved the decision granting a waiver from Article I of GATT 1994 until
31 December 2007 for the ACP–EU Partnership Agreement (Annex IV)
and the decision granting a waiver from paragraphs 1 and 2 of Article XIII
of GATT 1994 for the Transitional Regime for the EC’s Autonomous Tariff
Rate Quotas on Imports of Bananas (Annex V). This latter decision pro-
vides a waiver for the period 1 January 2002 to 31 December 2005 with
respect to the EC’s separate tariff quota of 750,000 tonnes for bananas of
ACP origin.

While these waiver decisions address the legal status of the trade aspects
of the Cotonou Agreement and the banana regime in the WTO, they do not
prevent a WTO Member from requesting consultations with the EC on
difficulties which may arise from implementation of the tariff rate quotas,
the inconsistent application of TRQs for ACP bananas, or from resort to
dispute settlement proceedings if rights are deemed to be affected.
However, the adoption of the waiver decisions at the 4th WTO Ministerial
Conference formally brought an end to the banana dispute which had
dragged on for nearly ten painful years for Jamaica and other banana-
producing countries of CARICOM and the ACP.

13.11 The impact of the banana dispute on Jamaica’s banana
industry

In the disputes in the GATT and WTO, Jamaica, with its CARICOM part-
ners, spent nearly ten years and considerable resources in the struggle to
preserve the non-reciprocal preferential access for bananas to the market of
the European Union and, specifically, the United Kingdom.

In over 100 years, the banana industry in Jamaica, with preferential
market access and assistance from the UK Government and the European
Community, had survived the ravages of hurricanes, the export slump of
the Second World War, outbreaks of Panama and Leaf Spot diseases, and
competition from new entrants to the market of the United Kingdom,
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including the Windward Islands in the 1950s. As previously indicated,
Latin American bananas, in any significant quantities, were kept out of the
UK market until 1992.

It is interesting to note that Owen Jefferson in his 1972 publication The
Post-War Development of Jamaica, referring to the dominance of small
farmers in banana production in Jamaica, stated that ‘while this pattern
ensures a wide spread of the income generated it poses problems for the
future competitiveness of the industry which would assume even more
importance if the sheltered market were removed’.

As the banana dispute progressed and intensified in 1996, the question
was whether, this time, the Jamaican banana industry could survive the
challenge in the WTO to the EC’s regime for bananas (in effect, the removal
of the sheltered market). The dispute caused the Government of Jamaica to
re-examine its policies governing the trade in bananas and brought into
focus the whole issue of Jamaica’s dependence on preferential market
access for its agricultural products.

Prior to 1984, the production of bananas for export was dominated by
small to medium-sized farmers occupying 3 to 25 acres of land in several
parishes, but primarily in the eastern parishes of St Thomas, St Mary and
Portland. Yields per acre were low and the cost of production was high.
Jamaica’s small farmers were at a disadvantage when compared to the large
banana producers in Latin America and Africa. After the decline in produc-
tion and exports in 1984,18 the number of small farmers in bananas began
to decline in spite of efforts to assist them. The decision was then taken to
encourage consolidation into larger farms of 1,000 acres or more to achieve
improved yields per acre and better quality of the fruit as well as to improve
efficiency in operations and to reduce the cost of production.

Almost a decade later in 1993, when the first panel was established in the
GATT, over 1,000 small farmers remained in banana production for export.
By the end of 2001, it was estimated that fewer than 200 small farmers
remained in banana production for export. The number of small farmers
declined dramatically over the period 1993–2001 because their operations
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were increasingly uneconomical due to their high costs of production.
Also, with the liberalisation of the EU market commencing in 1992, these
small farmers were increasingly unable to achieve the high product stan-
dards required in the EU market and thus to compete against fruit from
Latin America.

Bananas imported into the EU had to attain a standard of no less than 85
per cent Percentage Unit Within Specification (PUWS), with the ideal
being 90 per cent. Over the years, the EC had instituted more stringent san-
itary and phyto-sanitary (SPS) measures in addition to technical regula-
tions. Currently, banana producers are required to keep detailed records of
their production methods and preparation procedures for export. Upon
request, it must be possible to trace a particular shipment of bananas back
to its source of origin and to identify production methods and preparation
procedures. For example, a farmer must be able to identify the type of fer-
tilisers and chemicals used on his banana crop over the production period.
All these requirements for standards and traceability presented a great chal-
lenge to small farmers as well as to the larger producers.

With the larger quantities of bananas entering the EU market from Latin
America and elsewhere, prices began to decline. Between 1996 and 2002,
prices for bananas imported into the UK moved from £615 per tonne to
£420 per tonne. At the same time, the prices of inputs (fertilisers, sprays
and other chemicals) were increasing. With profit margins declining, small
farmers, already high-cost producers, had even less incentive to produce
bananas for export. Many small farmers began to concentrate more fully on
producing fruit for the domestic market or turned to producing other
crops such as plantains. Exports from small farmers declined in 2000 to
8,228 tonnes. This declined further to 3,936 tonnes in 2001 and to 1,993
tonnes in 2002.

By 2001, nearly 90 per cent of the fruit exported from Jamaica came from
three large estates, St Mary, Eastern and Victoria. The fruit produced on
these estates largely met the grade in quality (nearly 90 per cent PUWS).
However, even relying heavily on technology, reducing the cost of produc-
tion remained a challenge. In comparison to Latin American producers,
even an estate of 1,000 acres in a small developing country such as Jamaica
cannot achieve the same level of production, efficiency and productivity of
a larger operation in South and Central America. A Latin American banana
producer can obtain yields of over 20 tonnes per acre. A Jamaican estate
yields on average about 7–8 tonnes per acre. In Latin America, one box of
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bananas is produced at a cost of US $2–5.00. In Jamaica, the same box of
bananas is produced at US $10.50–12.00, more than twice the Latin
American price.

During the period of the banana dispute, Jamaica’s banana exports
declined from a high in 1996 of 87,433 tonnes to 43,000 tonnes in 2001 and
39,896 tonnes in 2002. Foreign exchange earnings declined by over 50 per
cent during the same period. In 1996, Jamaica earned US $45 million and
in 2001 and 2002 earnings declined to US $18.7 million and US $17.6
million respectively. Jamaica’s quota resulting from the new EC banana
regime now stands at about 70,000 tonnes as the ACP quota for 2002–5 was
reduced and Jamaica’s production levels have been low.

With the end of the dispute, the waiver for the Transitional Regime for
the EC’s Autonomous Tariff Rate Quotas on Imports of Bananas extends
up to December 2005. During this period, preferential access to the EU
market based on quotas will be maintained, but, thereafter, a tariff only
system will be implemented. The objective of those producing bananas for
export in Jamaica will be to increase production; improve and maintain the
quality of the fruit; meet SPS and other environmental standards; improve
efficiency; reduce transport and operational costs; and, generally, reduce
the overall costs of production in order to become more competitive in the
EU market.

However, to reduce the costs of production, these banana producers also
face the challenge of addressing praedial larceny (theft of fruit), security
costs and maintenance costs for essential activities such as spraying to
control the Black Sigatoka disease which still poses a threat to bananas in
Jamaica. A further challenge will also be the price of bananas in the EU
market because as larger quantities of bananas enter the market, the price is
further reduced.

The Banana Export Company (BECO) has indicated that barring
serious natural or man-made disasters, Jamaica has the potential to
increase its exports to 60,000 tonnes in the transition period. However, in
September 2002, one of the larger banana farms, Victoria in western
Jamaica, ceased operation, putting 300 employees out of work. This,
however, is viewed as part of the effort to rationalise the industry. BECO is
continuing work to reduce the costs of production, to increase efficiency
and to encourage the introduction and maintenance of international
standards for farm operations in adherence to ISO 9000 and ISO 14000
standards.
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As stated earlier, small and medium-sized banana producers are focus-
ing their attention on the domestic market where, currently, prices are
competitive and there is increasing demand for fruit for domestic con-
sumption, use in the tourist industry, and for commercial use in the
making of banana chips. It is roughly estimated that, all things being
equal, a farmer with about 10 acres of land under cultivation solely to
supply the domestic market could earn a gross income of about
J $3,000,000 (US $50,000) per annum. While this income does not
compensate fully for income from export production, there appears to be
a future for banana producers in the domestic market. However, there is
a warning that small farmers will have to improve and maintain their
farming practices. Producing for the domestic market does not mean
that farmers can become neglectful and fail to maintain standards of crop
management, particularly in disease control. Poor and inefficient
farming practices will lead to reduction in production and income,
will threaten neighbouring farms, and thus the survival of the banana
industry.

The EU-funded Banana Support Programme is assisting small and
medium-sized farmers in traditional banana growing areas in St Mary,
St Thomas, Portland, St James and Clarendon to improve banana produc-
tion and to diversify their production into non-traditional crops for both
the domestic and export markets. In addition, efforts are being made by the
Ministry of Agriculture and its Rural Agricultural Development Authority
(RADA) to introduce ginger into parishes like St Mary and St Thomas.
Jamaican ginger has been highly sought after in the international market,
but, as with other products, cost of production presents a problem. As a
result, emphasis is being placed on the promotion of crop care manage-
ment in an effort to reduce the cost of production and regain and expand
market share. As some communities in the traditional banana parishes
have been seriously affected by the decline in banana production for
export, it is felt that diversification will contribute to poverty alleviation.

Banana producers are seriously looking also at the development of
value-added products from the fruit and the entire plant for both the
domestic and export markets which can generate higher incomes and
increased employment. It is felt in many quarters that the survival of the
banana industry in Jamaica will depend on the ability to develop and to
identify and introduce new, marketable by-products. This requires
investment in research and development, and proper market research
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and analysis during the transition period. The Jamaica Business
Development Centre is working presently with the support of the indus-
try to identify, develop and promote value-added products from the
banana plant.

In summary, the decline in banana exports and the number of small
and medium-sized farmers producing fruit for export cannot be entirely
attributed to the results of the dispute in the WTO. However, the banana
dispute undermined the security of the EU market for fruit from Jamaica
and other Caribbean banana-producing countries. It also phased out
various incentives that were available to Jamaican banana exporters under
the EC’s banana regime. The reality is that, over the years, banana pro-
duction has been affected by the liberalisation of the EU market com-
mencing with the Common Organization of the Market in 1992; the
introduction of higher standards for the fruit dating back to the mid-
1980s; reduction in price due to over-supply; high production costs;
labour problems; inconsistent disease control; and inclement weather
conditions. All these pre-existing problems and the erosion of the prefer-
ential market access resulting from the dispute have further exposed the
fragility of the banana industry in Jamaica. The Government of Jamaica,
while still focusing on the production of bananas for export and the
domestic market, is advocating diversification into by-products and other
export crops.

In 2006 there will be further liberalisation of the market for bananas in
the European Union, not only because the new EC banana regime will give
way to a tariff only regime after 2005, but also because of the current nego-
tiations in agriculture in the WTO. The WTO Agreement on Agriculture
mandated that negotiations to liberalise trade in agriculture further should
commence in 2000. At the 4th WTO Ministerial Conference held in Doha
in November 2001, agriculture was incorporated into the expanded Doha
negotiating agenda. A primary objective in the agriculture negotiations is
the further reduction of tariff levels on all agricultural products. The goal of
members of the CAIRNS Group,19 of which several Latin American
banana-producing countries are members, is to achieve a significant
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reduction of the EC’s existing bound tariffs on agricultural products of
interest to them. In the GATT Uruguay Round, the EC bound its tariff on
bananas at 650 ECUS (Euros) per tonne, while the current applied tariff for
non-ACP banana exports is 75 Euros per tonne. Latin American banana
producers will want the EC to bind its tariff for bananas close to or below
the existing applied tariff rate. It is important for Jamaica and its
CARICOM partners that, in these negotiations, the EC is able to bind the
tariff rate at a level that continues to provide ACP countries with meaning-
ful preferential access. A tariff bound at too low a rate and offering little
flexibility will not allow countries like Jamaica to compete in the EU market
and will deliver yet another severe blow to the banana industry in Jamaica
and other CARICOM countries.

In the agriculture negotiations, the EC and ACP have proposed the
adoption of the Uruguay Round approach for the reduction of tariffs.
This approach is more flexible and will result in more moderate tariff
reductions. The EC has proposed an overall average tariff reduction on
imports of 36 per cent. Other WTO Members, such as the members of
the CAIRNS Group, have proposed the use of the Swiss Formula, a
mathematical equation, which would result in more significant tariff
reductions than that proposed by the EC. These issues remain to be
resolved in the WTO agriculture negotiations scheduled to conclude in
December 2004.

The survival of Jamaica’s banana exports from 2006 onwards will depend
greatly on the tariff rate emerging from the WTO negotiations and the
subsequent tariff regime for non-ACP states to be implemented by the
European Commission for an enlarged European Union of twenty-five
Members. Survival will also depend on the industry’s ability to reduce the
costs of production, improve efficiency, achieve consistently higher yields,
and to maintain high quality standards for export. Price stability in the EU
market will also be a very important issue if profit margins are to be main-
tained, giving banana exporters an incentive to continue in production for
export. In the current economic climate, Jamaica cannot afford, in the short
to medium term, to lose the foreign exchange earned from the export of
bananas or to jeopardise the economic and social stability of rural commu-
nities, particularly in eastern parishes, further. However, the extreme vul-
nerability of this industry is a stark reality and the survival of exports from
2006 will continue to be a major challenge for the government and the
industry.
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14

WTO complaints by Australia and Brazil regarding the
EU sugar regime

stephen j.  orava and carol c. george

14.1 Introduction

On 27 September 2002, the Governments of Australia and Brazil (the
‘Complainants’) filed requests for consultations with the European
Communities (EC) alleging that the structure of its sugar market violates
its obligations under certain agreements of the World Trade Organisation
(WTO). If the Complainants are successful in their challenge, the EC may
find itself obligated to change the nature of its sugar market in order to
bring it into compliance with WTO obligations. Such changes could result
in a significant reduction in price supports from which domestic and
certain African, Caribbean and Pacific (ACP) suppliers benefit.

14.2 The EU Common Market Organisation for sugar

14.2.1 General structure

The EU’s Common Market Organisation (CMO) for sugar has the follow-
ing five principal features:

• production quota scheme
• guaranteed price and intervention mechanism
• export refund programme
• production levies
• preferential import programme.

14.2.2 Quota scheme

Under the CMO, processors are required to pay growers a guaranteed
minimum beet price, and the EC will pay producers a fixed ‘intervention
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price’ for a certain quantity (quota) of refined white sugar per EC Member
State. National quotas are allocated to individual sugar-producing factor-
ies. There are two types of quota, A and B, the main difference being the
level of the production levies applied to them. Only ‘quota sugar’ can be
sold in the EC; sugar produced in excess of quota (‘C-sugar’) must be
exported without any export refund. Thus, the quota system acts as a limi-
tation on the supply of sugar on the EC sugar market.

14.2.3 Prices

Quota sugar in excess of EC consumption is eligible for price support
through the intervention mechanism and export refunds. The ‘interven-
tion price’ is the price at which the EC is prepared (and obligated) to buy
white quota sugar. The intervention price therefore acts as a guaranteed
minimum price. It is fixed annually by the EC Council of Ministers of
Agriculture based on a proposal by the Commission. Producers may
either sell their surplus quota sugar to an Intervention Agency at the fixed
price, or they may export it and obtain a refund of the difference between
the EC intervention price and the world market price. Producers pay a
levy on the production of quota sugar to cover the cost of refunding these
losses.

Raw sugar and ‘basic beet’ and cane prices are derived from the interven-
tion price. The basic beet price guaranteed to the farmers is about 58 per
cent of the intervention price, while processors receive 42 per cent, plus the
difference between the higher EC market prices and the intervention price.

14.2.4 Export and production refunds

Under the export refund programme, surplus quota sugar and preferential
sugar are exported with the support of export refunds. Losses incurred on
the world market are recouped by receipt of export refunds paid out of pro-
duction levy proceeds. The Commission manages this programme by
deciding weekly on the refund rates based on offers made by sugar traders
and taking into account the world price of sugar and the total quantity of
sugar that might qualify for refunds during the marketing season.
Approved export refunds will never exceed the maximum export refund,
which is equal to the intervention price (plus storage and shipping costs)
minus the export price obtained on the world market.
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In addition, the EC makes available to domestic chemical and pharma-
ceutical producers ‘production refunds’ in connection with their use of
highly priced sugar products as raw materials. The production refund level
is derived from the average of the awarded export refunds and is fixed on a
quarterly basis.

14.2.5 Production levies

The EC charges producers ‘production levies’ that are intended to recover
from the sugar industry the cost of the export refunds and production
refunds. Thus, the export refund support system is ‘self-financing’ and
therefore, arguably, not a direct subsidy from the EC. The levies are paid by
the sugar producers who reclaim 58 per cent of the levy from the farmers by
a discount on the beet price.

Each Member State has a national Paying Agency and Intervention
Agency that collects the production levies, pays the export refunds and
buys the sugar at the intervention price, should it be offered to them. In
practice, there has only been one intervention purchase (by a German
Intervention Agency in the mid-eighties). Apparently, the option of
exporting surplus quota sugar with the support of export refunds is more
attractive than selling the sugar to an Intervention Agency.

14.2.6 Preferential import programme

The UK has historically imported large quantities of raw cane sugar from
ACP countries for refining in the UK. When the UK joined the EC, provi-
sion for importation of sugar from the ACP countries was incorporated
into the 1975 EC/ACP (IVth Lomé) Convention and embodied in the
CMO. This protected the interests of the UK refiners and supplying coun-
tries, and ensured that supply channels were not disrupted. Under the
Eighth Protocol (Sugar Protocol) to the Convention, the EC guarantees
that it will buy annually a fixed quantity of white sugar equivalents from
the ACP countries for an indefinite period. These imports are exempt
from import duties. India was also added to the list of countries for
preferential treatment. This imported sugar is referred to as ‘preferential
sugar’.

Prices to be paid for preferential sugar are negotiated annually between
the EC and the ACP countries. Under the Sugar Protocol, the price is to be
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‘within the price range obtaining in the Community, taking into account all
relevant economic factors’. In practice, the price for ACP raw cane sugar
has always been equivalent to the intervention price for EU-produced raw
sugar, and the guaranteed price of white sugar has been equivalent to the
derived intervention price in the UK. The EC guarantees that price and is
prepared to buy through the Intervention Agencies in case no other buyer is
prepared to buy at the guaranteed price (which has never happened). In
practice, therefore, the ACP countries receive the same guaranteed price as
Community sugar producers.

14.3 Basis for WTO complaints

The Complainants present two main claims: first, that the EC has provided
export subsidies in excess of its WTO commitments, and second, that
the provision of a guaranteed intervention price is a violation of the
national treatment obligation in that it is available only to EC producers.
Little elaboration is provided in the request for consultations, and we
can only surmise that the following is the approach that Brazil and
Australia will pursue in potential dispute settlement proceedings.

14.3.1 Export subsidies in excess of commitments

The Complainants assert that under the CMO for sugar the EC is, in two
regards, providing export subsidies for sugar that exceed the reduction
commitment levels set out in its Schedule. First, they claim that the
CMO for sugar, its intervention price system and regulatory mechanism,
taken as a whole, enable producers to export C-sugar at prices below the
total cost of production. They argue that by guaranteeing a high domes-
tic price for A-quota and B-quota sugar, the EC is subsidising exports of
non-quota C-sugar on the world market, in excess of its reduction com-
mitments.

Secondly, they claim that the export refunds provided to producers in
relation to surplus A-quota and B-quota sugar are export subsidies in
excess of the export subsidy reduction commitments of the EC. In support
of these assertions, they cite certain provisions of the WTO Agreement on
Agriculture, the Agreement on Subsidies and Countervailing Measures
(‘SCM Agreement’) and the GATT 1994.
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14.3.1.1 SCM Agreement

Without demonstrating that the measures at issue are export subsidies, or
subsidies at all, the Claimants cite Articles 3.1 and 3.2 of the SCM
Agreement, which prohibit subsidies that are contingent upon export per-
formance. A footnote to Article 3.1(a) makes clear that factual, as opposed
to legal, contingency may suffice.1 Importantly, however, Article 3.1 is
expressly subject to the provisions of the Agriculture Agreement, which
apply to agricultural products, including sugar, by reason of Article 2 and
Annex I on Product Coverage. The Agriculture Agreement therefore super-
sedes the prohibition on export subsidies under the SCM Agreement.

The Complainants also contend that the alleged export subsidies are not
exempt from challenge under Article 3 of the SCM Agreement, by reason of
the ‘Peace Clause’ in Article 13(c) of the Agriculture Agreement. This
clause imposes restraints on countervailing duty actions against export
subsidies and exempts them from actions under Articles 3, 5 or 6 of the
SCM Agreement during the implementation period, which expired at
the end of 2003. Brazil claims that the Peace Clause does not apply because
the alleged export subsidies do not ‘conform fully to the provisions of Part
V of the Agriculture Agreement’, based on the level of subsidies exceeding
scheduled commitments.

14.3.1.2 Agriculture Agreement

In the WTO Agreement on Agriculture, Members have undertaken to
reduce export subsidies and, further, that they will not provide export sub-
sidies except in accordance with the Agreement and the commitments as
specified in each Member’s Schedule.2 Article 8 is the basic foundation for
the Claimants’ main claim.

14.3.1.2.1 Definition The Agriculture Agreement does not define
‘subsidy’. Article 1 of the SCM Agreement, which defines ‘subsidy’ for the
purposes of that agreement, deems a subsidy to exist if there is any form of
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income or price support (Article 1(a)(2)) and a benefit is thereby con-
ferred. If Article 1 of the SCM Agreement applies to these claims, the first
question is whether the CMO on sugar, or the export refund, even if they
amount to price support, confer a benefit. If so, and they are therefore ‘sub-
sidies’, are they ‘export’ subsidies?

‘Export subsidies’ are defined in Article 1(e) of the Agriculture
Agreement as ‘subsidies contingent on export performance, including the
export subsidies listed in Article 9 of this Agreement’. This corresponds
generally to the description of the prohibited subsidies in SCM Article 3.1,
except that it includes no sub-text in relation to legal or factual contin-
gency. Although that provision may be subordinated to the Agriculture
Agreement, it is possible that a WTO panel might seek to harmonise the
agreements in regard to the definition, thus adopting the standard of actual
or anticipated contingency as a means of determining whether export sub-
sidies exist.

With respect to the system as a whole, neither Brazil nor Australia iden-
tify precisely which element of the ‘intervention price system’ is the benefit
conferred, or how the alleged subsidisation of C-sugar is contingent upon
export performance. From one perspective, the EC has never, with the
exception of one incident, provided any intervention payment to produ-
cers, and EC market prices sustain themselves. This is not a government
payment scheme: consumers pay the high prices. Neither is it clear that the
industry-financed export refund, which is contingent upon export, is a
benefit conferred by the government. Taken in isolation, the export refund
regime may be interpreted as not price support at all, but a voluntary insur-
ance fund to cover losses incurred by the industry.

14.3.1.2.2 Export subsidies subject to reduction Certain types of
export subsidies are positively identified, in Article 9.1 of the Agriculture
Agreement, as being subject to reduction commitments. These are largely
direct export subsidies, which are considered to cause the most distortion.
The Claimants point to those export subsidies defined in sub-paragraphs
(a) and (c) of Article 9.1.3
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Article 3.3 of the Agriculture Agreement states that a Member cannot
provide these types of export subsidies in regard to any agricultural prod-
ucts or groups of products that are not specified in Section II of Part IV of
the Member’s Schedule. It may only provide Article 9.1 export subsidies in
relation to those particular agricultural products/groups of products set
out in its Schedule, and only to the extent of the budgetary outlay and
quantity commitment levels specified therein.

14.3.1.2.3 Non-circumvention of export subsidy commitments Article
10 of the Agriculture Agreement requires that ‘other’ export subsidies,
those not listed in Article 9.1, shall not be applied in such a way as to cir-
cumvent the export subsidy commitments. The fact that the Complainants
rely on this provision implies that they may wish to demonstrate that the
CMO in sugar amounts to another type of export subsidy, perhaps not as
well defined as those listed in Article 9.1, that allegedly circumvents the
commitments of the EC. This view is supported by the fact that they have
also cited provisions of Article XVI of GATT 1994, which contains refer-
ences, in paragraphs 3 and 4, to the concept of indirect subsidisation. Those
provisions also denounce the notion that any subsidy should result in a
WTO Member having more than an equitable share in the world export
trade in the subsidised product.

Most of the relevant obligations in Article XVI of GATT 1994 have been
elaborated upon in the SCM Agreement, but WTO dispute settlement
panels are still obliged to apply them along with the Uruguay Round agree-
ments, including the SCM Agreement, whenever such application is pos-
sible and does not raise a conflict.

14.3.1.3 Conclusion

The success of the claim, that export subsidies have been applied in excess
of commitments of the EC, will depend on a persuasive argument that the
overall effect of domestic price support, exports of surplus quota sugar
with refunds, and exports of C-sugar should be considered together and
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that the cumulative effect is a form of indirect subsidisation that is not in
keeping with the spirit of the Agreement. To support this claim, the
concept of export subsidies subject to reduction in the Agriculture
Agreement will have to be construed much more broadly than the express
provisions appear to dictate. Notably, the other factors in play in the
system, the special safeguard measures keeping out non-preferential sugar
imports and preferential arrangements with the ACP countries, have not
been directly challenged by Brazil and Australia in these requests.

14.3.2 Intervention price constitutes a national treatment violation

The second main argument put forward by the Complainants is that the
guarantee of a fixed Intervention Price for in-quota sugar sold in the EC is a
violation of Article III of the GATT, because it is only available to EC pro-
ducers, thus affording imported products less favourable treatment. Article
III of the GATT has been considered at length in the history of the GATT
and the WTO and extensive analysis would be necessary to assess thor-
oughly whether there is legal foundation to this claim. Whatever its tech-
nical merits, however, the claim is of little practical importance, given that
almost all non-preferential sugar imports are excluded from the EC market
by 140 per cent tariffs. The only significant imports are those imported on
a preferential basis, which enter free of tariffs and receive what is in effect
the guaranteed intervention price. In the absence of a challenge against
tariffs, non-tariff barriers and MFN, Brazil and Australia will benefit little
from a national treatment claim.

14.4 Policy arguments in support of complaints

The policy arguments in favour of the complaints by Australia and Brazil
are persuasive from both a trade and a development perspective. From a
trade policy perspective, principles embodied in the WTO and other
trade agreements disfavour the use of subsidies as an instrument of trade
policy, particularly where they are directly related to exports. The basis
for this relates to the distortions that such subsidies cause in otherwise
competitive markets. In this case, EU export-contingent subsidies for
sugar are alleged to be the cause of substantial declines in the world
market price for sugar to levels below the cost of production for the most
efficient producers. Such distortions and the inefficiencies that they
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cause are the basis for the prohibitions on export subsidies in trade
agreements.

In addition to basic trade policy objections to the EU’s sugar regime,
substantial development-based objections have been raised, both by WTO
Members and by non-governmental organisations (NGOs). For example,
Oxfam prepared a briefing paper on ‘The Great EU Sugar Scam’, in which it
set forth its unequivocal views on the cover:

European consumers and taxpayers are paying to destroy livelihoods in
developing countries. Under the Common Agricultural Policy (CAP),
the EU has emerged as the world’s largest exporter of white sugar.
Subsidies and tariffs generate vast profits for big sugar processors and
large farmers – and vast surpluses that are dumped on world markets.
Smallholder farmers and agricultural labourers in poor countries
suffer the consequences. Oxfam is calling for an immediate end to EU
sugar exports and improved market access for the poorest countries.

As discussed below, however, certain ACP countries rely heavily on the EU
regime to support their economy. Oxfam considers that those benefits
accruing to certain ACP countries are unjustified, however, because ‘almost
80 per cent of the benefits accrue to just five of them – Mauritius, Fiji,
Guyana, Swaziland and Jamaica – none of which are least developed coun-
tries’. It also argues that the preferential access accorded to these ACP coun-
tries has:

• ‘limited the opportunity for these ACP countries to add value to their
commodity exports and create their own white sugar brands’ and

• ‘led several countries to have a high degree of dependence on exports of
raw sugar cane’.

Essentially, other WTO Members and certain NGOs consider that sacri-
ficing the interests of certain developing ACP countries, at least in the
short term, is acceptable in order to improve the situation for a larger
group of developing and least developed countries that are not benefiting
under the current EU regime. It is obvious that Australia and Brazil
support their WTO complaints because it is in the interests of their sugar
producers and exporters, but they have not paired this self-interest with
any proposals about how to address the adverse consequences, whether
intended or unintended, on a number of ACP countries. Certain NGOs
similarly ignore or otherwise marginalise the interests of these ACP
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countries by failing to understand the magnitude of the irreversible
damage that would be caused.

It would appear warranted for the Complainants and interested NGOs
to evaluate how to address the specific consequences of succeeding in a
WTO challenge prior to moving forward and to present proposals now for
addressing the potentially catastrophic effects of a successful WTO case on
a number of ACP countries.

14.5 Impact on ACP countries

For certain ACP countries, the consequences of a successful case that
results in the removal or substantial lowering of the guaranteed price for
the purchase of ACP raw cane sugar could be catastrophic in the short
term. For example, as reported by the EC’s Court of Auditors, Mauritius
benefits the most out of all ACP countries in the preferential structure of
the EC regime. Approximately 95 per cent of all 1998 sales were conducted
under the EC’s Sugar Protocol. A substantial decline in the prices guaran-
teed to raw sugar cane originating in Mauritius, in favour of cheaper
exports from Australia and Brazil, would have disastrous effects on the
local economy and societal welfare generally.

More generally, the benefits of the EU’s preferential sugar regime are
estimated at Euro 500 million per year compared to the earnings available
on the world market. Most of the benefits of the sugar regime accrue to
only a few developing countries, including Fiji, Guyana, Jamaica, Mauritius
and Swaziland. Thus, the impact on these countries of a successful chal-
lenge by Australia and Brazil would be to destroy their primary source of
income.

Although it may be the case that these five economies, as well as several
other developing and least developed ACP countries, focus too narrowly on
a single crop, the type of systemic changes necessary to transform their
economies will take decades. The effects of the reforms in the EU market,
however, are likely to be immediate and catastrophic.

14.6 Third party participation in WTO proceedings

Based on the significant adverse effects described above, those ACP coun-
tries that are also WTO Members may determine that it is in their interests
to participate directly in the WTO case. Because the countries would
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essentially be supporting the EC’s defence of the case, their role would be
limited to joining in consultations, if permitted, and participating as a third
party in any dispute panel and/or Appellate Body proceedings.

14.6.1 Joining consultations

Article 4.11 of the Understanding on Rules and Procedures Governing the
Settlement of Disputes (DSU) provides for the participation of third party
countries in consultations. In general, for a WTO Member to participate in
consultations in the dispute involving the EU sugar regime, it must:

(1) consider that it has a substantial trade interest in the consultations
between the EU and the Complainants;

(2) notify the EU, the Complainants, and the WTO’s Dispute Settlement
Body (DSB) by 11 October 2002; and

(3) ensure that the EU agrees that the third country’s claim of substantial
interest is ‘well founded’ and informs the DSB accordingly.

The previous section on the impact of a successful case appears to
provide ample support for certain ACP countries to satisfy the above con-
ditions for consultations. As a legal matter, the only condition effectively
outside the control of these countries is the final condition of obtaining the
EU’s consent for the countries to join consultations.

In the past, WTO Members have refused to grant this consent, although
only in unusual and highly controversial cases and/or where the countries
denied consent were supporting the complainants. For example, as part of
the lengthy dispute settlement proceedings challenging the EU’s banana
regime, the EU requested WTO consultations regarding the US approach
to retaliation following an adverse panel and Appellate Body decision, the
so-called ‘carousel’.4 The United States refused to allow Australia, the
Dominican Republic, Jamaica, Japan and St Lucia to join consultations,
relying on the discretion accorded to the defending Member under DSU
Article 4.11 and on its view that such countries did not have a substantial
trade interest in the dispute. The EU was especially critical of the US action
and thus is unlikely to refuse requests from the ACP countries, especially as
they are supportive of its defence.
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Therefore, the first step for ACP countries that would be adversely
affected by a successful challenge to the EU sugar regime or that would
otherwise be affected by any reform to such regime is to request immedi-
ately to join consultations under DSU Article 4.11.

14.6.2 Third-party participation before a panel and/or the Appellate
Body

Assuming consultations fail to resolve the dispute and the Complainants
decide to request the establishment of a WTO dispute settlement panel,
ACP countries may decide to participate in the panel proceedings as a third
party. DSU Article 10.2 enables third-party WTO Members to notify the
DSB and participate in the proceedings where they have a substantial inter-
est in the matter before the panel. Unlike in consultations, DSU Article 10.2
does not accord any discretion to the defending Member(s) or the
Complainants to prevent other WTO Members from participating in the
proceedings as third parties. Thus, ACP countries that may be adversely
affected by a successful challenge to the EU sugar regime have the right, as
WTO Members, to participate in the panel proceedings. A similar right
exists if a panel’s findings are appealed to the Appellate Body.

14.7 Conclusion

Australia and Brazil have initiated the first formal step in WTO dispute set-
tlement proceedings by requesting consultations with the EC regarding its
sugar regime. The precise nature of the Complainants’ claims remains
unclear, although they clearly target the EC’s mechanisms for ensuring
relatively higher prices for EU-origin sugar beets and for preferential
imports of raw cane sugar. If the Complainants are successful, the EC may
decide to reform its sugar regime in a manner that reduces or eliminates the
price supports for the purchase of preferential imports of raw cane sugar.
Such a result would be catastrophic for certain ACP countries that rely
almost exclusively on the EC market for sales of their raw cane sugar.

Although the Complainants and certain NGOs have voiced strong
opposition to the EU sugar regime on trade and development grounds,
they have not shown sufficient concern about the effects of reforms on
those developing and least developed ACP countries that rely on the regime
almost exclusively to support their countries. Certainly, the benefits to
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reforming the EU sugar regime for the Complainants and other producing
countries should be balanced against the significant and irreversible harm
that may be caused to certain ACP countries. The focus moving forward
should be on achieving such a balance through comprehensive negotia-
tions in the context of the Doha Development Agenda among all interested
parties rather than on a resource-intensive WTO dispute on the technical
details of the EU regime.
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15

Reform of EU export subsidies on sugar: the legal and
economic implications for the ACP countries

roman grynberg, chris milner, wyn morgan and

evious zgovu

15.1 Introduction

ACP countries have preferential terms of access for their sugar exports to
the EU. The Sugar Protocol of the Lomé Agreement gives (indefinite) duty-
free access for agreed quantities of sugar at guaranteed (protected domestic
EU) prices to specific ACP Protocol countries.1 This results in these ACP
countries receiving prices for their sugar exports to the EU that are in excess
of those on the world market, and a corresponding transfer of income that
embodies a significant element of rent or ‘aid’.

In September 2002, Australia and Brazil filed complaints and requests
for consultations with the EU at the WTO, concerning the nature of the
EU’s sugar market. The complaint is that the volume of EU subsidised
exports of sugar exceeds the levels the EU had committed itself to under the
Uruguay Round Agreements. If this challenge at the WTO leads to reforms
of the EU sugar policies, then this may lead to reductions in protected EU
import prices and therefore in turn to reductions in the level of income
transfer to the ACP Protocol exporters. Reduced rents or ‘aid’ to these rela-
tively sugar-dependent ACP exporters may have serious macroeconomic
implications, in terms of incomes, employment, the balance of payments
and tax revenue.

15.2 The EU sugar regime

The production of beet sugar in the EU is limited under the Common
Agricultural Policy (CAP) by the imposition of country-specific quotas that
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form part of an overall EU quota limit. Quotas apply to the finished refined
product (white sugar) but implicitly constrain production of the raw beet.
Each Member State is allocated a quota by the Council of Ministers, which it
then distributes to processors according to its own national rules.

The quotas themselves are further subdivided into three parts, ‘A’, ‘B’
and ‘C’ quotas. In essence, ‘A’ and ‘B’ are the main quotas and differ only in
the level of the levy imposed on producers. ‘A’ attracts a fixed levy of 2 per
cent of the intervention price while ‘B’ producers face a variable levy of up
to 37.5 per cent of intervention price, dependent upon the cost of export
refunds. A further storage cost levy, used to pay back producers for storage
costs, is charged on all sales bar those into intervention. C-quota sugar is
not eligible for intervention buying and is thus exported without subsidy
and sold at the world market price.

The intervention price is set by the Council and this, along with the
storage cost levy, creates a floor price for sugar in the EU. Clearly prices do
not always equate to this but will move between this minimum level and the
threshold price level (the price at which imports enter the EU) and possibly
higher. When production is at a level that threatens the floor price, the
Commission buys surplus sugar into intervention from A- and B-quota
production. However, given the export arrangements, intervention rarely
occurs.

Guaranteed prices for refined sugar are set annually and are then trans-
lated into minimum beet prices for producers. Refiners therefore must pay
beet producers 58 per cent of the intervention price as a minimum, while
processors receive 42 per cent of the intervention price.

The sugar regime has specific provisions for both the export and import
of sugar. Exports can be of two types of sugar – surplus quota sugar and
C-sugar. The former is exported onto world markets with the aid of export
refunds. Such refunds are necessary to ensure that the sugar refiners can
actually export, the refunds making up the difference between the (high)
internal EU price and the (lower) world market price. The value of these
subsidies varies each year depending on the relative level of prices in the
two markets, while the final level of export refunds will determine the level
of the levy imposed on B-quota sugar. C-sugar is exported without support
and as such is sold at the going world market price.

As with all products covered by the CAP, there is a common tariff
imposed on all non-EU imports that is set at a level higher than the internal
guaranteed price to protect domestic producers.
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There is, however, an exception to this arrangement and that is the pro-
vision for preferential imports from ACP countries. Under the Lomé (now
Cotonou) Convention, the EU agrees to buy a pre-determined, but fixed,
volume of imports from a range of countries which are exempt from the
duties normally applied to imports and which are purchased at a price that
is roughly equivalent to the EU’s internal intervention price. The vast
majority of such ‘preferential’ sugar flows to the UK for refining.

The Uruguay Round (UR) Agreement covered agricultural products for
the first time. For the sugar sector, the emphasis was placed on reducing dis-
tortions to trade, either via import restrictions or through export subsidies.
In the case of the EU, the system of a guaranteed minimum import price
based on a variable levy had to be replaced with fixed import tariffs.

The new policy had to be introduced in mid-1995 and the EU was
further tasked with reducing the fixed tariff by 20 per cent in relation to the
1986–8 base period, over the six-year period of 1995/6 to 2000/1. In effect
this meant that the import tariff on white sugar was introduced at 507
ECU/tonne in 1995/6 and had to be reduced gradually to 419 ECU/tonne
by 2000/1. However, there is a ‘Special Safeguard Clause’ that allows the EU
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Table 15.1 ACP export quotas in tonnes (1998–9)

Barbados 50,312.4
Belize 40,348.8
Congo 10,186.1
Côte d’Ivoire 10,186.1
Fiji 165,348.3
Guyana 159,410.1
Jamaica 118,696.0
Madagascar 10,760.0
Malawi 20,824.4
Mauritius 491,030.5
St Kitts & Nevis 15,590.9
Swaziland 117,844.5
Tanzania 10,186.1
Trinidad & Tobago 43,751.0
Zambia 0.0
Zimbabwe 30,224.8

Total 1,294,700.0

Source: ACP (http://www.acpsugar.org/acpstats1.htm)



to impose an additional tariff if the import price falls below 90 per cent of a
so-called trigger price of 531 ECU/tonne.

More significantly for the EU, the UR Agreement required its policy on
export subsidies and volumes to be altered. In 2000/1, the volume of sub-
sidised exports had to be some 21 per cent lower than the base period of
1986/7–1988/9, while the total expenditure on export subsidies had to be
36 per cent lower than the same base period.

15.2.1 Implications of the sugar regime

The principles of the EU sugar market regime are illustrated in figure
15.1, with production of sugar divided into A- and B-quotas and C-
production. The production of A-sugar is paid the guaranteed price PA, and
the production of B-sugar the price PB, whereas the production of C-sugar
is paid the prevailing world market price Pw. The prices of A- and B-sugar
are linked to the intervention price (PI) by charging the production of A-
sugar a levy of 2 per cent and the production of B-sugar a maximum levy of
37.5 per cent.2 Domestic consumption of sugar in the EU (Q1) is given by
the intersection of the intervention price (PI) and the demand curve (D).
Excess supplies of A- and B-sugar (A � B � Q) are exported to the world
market at the price Pw, the costs of exports (equal to the shaded area c � d)
being covered by the revenue from levies on A- and B-production (equal to
the shaded area a � b � c). The provision of export support through levies
on production might be viewed as cross-subsidisation of exports, and
incompatible with the regulations of the WTO. Certainly the provision for
B-sugar is subject to reduction commitments according to the WTO
Agreement.

If the scale of the supported exports in the international market is rela-
tively large then one may for some purposes wish to distinguish between
the actual world price (Pw) and a post-reform world price (PI

w). Reduced
exports by the EU, both of those eligible for export support and those not
(because of reduced incentives to produce for a protected market), may
reduce world supply sufficiently to shift the world price upwards.

The implications of the Sugar Protocol arrangements for the sugar export
earnings of the respective ACP countries are illustrated in figure 15.2. On the
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2 If necessary, a supplementary levy can be applied to cover losses caused by the disposal of
Community production in excess of internal consumption.



quota set for Protocol exports (part a) of figure 15.2, the price received by the
ACP exports can be approximated by PI.

The total revenue for an export quota of Xo is given by the area (e � f �

g). When compared with the prevailing world price (Pw), this constitutes an
additional income transfer of area (f � g). If the world price is variant with
the scale of these EU imports from ACP countries (an equivalent amount
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Figure 15.1 EU sugar scheme
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of which can be re-exported at world prices by the EU), then this income
transfer is a reasonable approximation for valuing the rent accruing to the
ACP exporters. In the case of wider reforms of the EU’s sugar regime, one
might anticipate a rise in the world price of sugar (e.g. to PI

w), in which case
the total rent transfer associated with the Sugar Protocol would be better
viewed as being equivalent to the area g in figure 15.2.

In part b of the figure we recognise that the protocol exporters may gen-
erate sugar export earnings from exporting (volume X1 in figure 15.2)
beyond their protocol quotas, but at world prices. The export earnings at
the prevailing world price are represented by area h. Again, any reforms of
the EU regime that raised the world price to PI

w would increase export
earnings on non-protocol exports to non-EU destinations to (h � i � j).
The net effect of EU sugar reforms that reduced the EU import (or inter-
vention) price to PI

w would therefore reduce the export earnings of the pro-
tocol exporters by (g � i � j).

15.3 Impact of current EU sugar regime on Sugar Protocol countries

The methodology employed is based on figure 15.2. We initially base the
estimates on the annual average (2001) International Sugar Agreement
(ISA) daily price (19.04 US cents/kg) to proxy the world price (Pw) and the
average unit value of ACP exports to EU adjusted uniformally for annual
(2001) average c.i.f. on London daily price (2.42 US cents/kg) to represent
the EU intervention price (PI).

At this stage (i.e. without reform to the EU regime) it is assumed that the
world price of sugar is unaffected by the ACP trade. The results of this
decomposition of the value of ACP sugar exports to the EU are reported in
table 15.2.3

The first two columns of table 15.2 report on the value and volume of
sugar exports to the EU in 2001 of the protocol exporters. Note that we
report here on all the quota-owning countries under the Sugar Protocol,
some of which (St Kitts, Suriname and Uganda) did not export any sugar to
the EU in 2001.

The estimated value of the total income transfer component of the total
sugar export earnings (of all the protocol countries in 2001) to the EU is
$490.2 million (2001 prices). This is equivalent to just under 60 per cent of
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3 For earlier but comparable estimates of the transfer see McDonald (1996).
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the total value of these countries’ sugar exports to the EU. Mauritius
receives the largest share (36.9 per cent), and Mauritius plus Fiji, Guyana,
Jamaica and Swaziland receive about 80 per cent of the total transfer. This
concentration indicates that any EU sugar reform which lowers the EU
import price to the ACP protocol exporters will have very uneven adjust-
ment implications across the countries involved.

The transfer is expressed relative to the current value of total sugar exports
and those to the EU, and of total exports, in table 15.3. Given the uniform
treatment of protocol exporters by the EU and that (not surprisingly) all
these countries only export to the EU under the protocol provisions, the total
transfer constitutes a very uniform share of the value of protocol exporters’
sugar exports to the EU. For every dollar’s worth of sugar exports to the EU,
the EU pays about 60 cents over the current world price of raw sugar.
Alternatively viewed, each dollar’s worth of sugar exported to the EU would
only generate about 40 cents if sold at the world price. Thus the greater the
relative share of sugar exports to the EU in total sugar exports, the more that
the ratio in the second column of table 15.3 tends towards that in the first
column. Thus, Barbados exports sugar only to the EU and the share of the
transfer in total sugar exports is the same as it is in sugar exports to the EU
(59.4 per cent). Similarly Kenya, Mauritius, Jamaica, Guyana, Tanzania and
Trinidad and Tobago export sugar predominantly to the EU only. By con-
trast, for several of the African economies (e.g. Congo, Côte d’Ivoire, Zambia
and Zimbabwe), the greater importance of sugar exports to non-EU markets
reduces the importance of the transfer relative to total sugar exports.

How important the transfer is in total exports depends upon the size and
degree of diversification of a country’s exports. For many of the countries
the transfer is small relative to total exports. For some, however, it is mod-
erately important (nearly 4 per cent for Jamaica and Malawi), for others
rather important (up to nearly 10 per cent for Barbados, Belize, Fiji and
Swaziland), and for some it is extremely important (over 10 per cent for
Guyana and Mauritius). In table 15.4, we express the total current transfer
in per capita terms (total transfer divided by total population) and as a per-
centage of GDP (total transfer divided by GDP) for each country.

The transfer per capita figures show a very marked variation, depending
on the allocation of the transfer across countries and on the size of countries
in population terms. For some of the African economies, the transfer trans-
lates into a negligible per capita transfer. Consider Kenya, Congo (Rep.),
Côte d’Ivoire, Madagascar, Tanzania and Zambia for whom the transfer is
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equivalent to less than a dollar per person. By contrast, for some of the small
economies the transfer is rather substantial in per capita terms, being over
50 dollars per person for instance for Swaziland, Fiji, Belize and Guyana. In
the case of Mauritius, it is equivalent to 150 dollars per Mauritian.

What these absolute amounts per capita translate into in relative terms
depends on average incomes (GDP per head) in each country. We can
gauge this from the transfer to GDP values in the second column of table
15.4, since this is the same as the transfer per head as a ratio of the GDP per
head. Thus, for instance, elimination of the current transfer would (in
accounting terms) lower per capita GDP in Madagascar by 0.1 per cent and
in Fiji by 2.9 per cent. In relative terms, therefore, a dollar’s worth of trans-
fer implies a larger increase in per capita income the poorer the country.
Thus, although the transfer per capita is three times larger in absolute terms
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Table 15.3 Current income transfer relative to trade levels

Transfer as % of the value of:

Sugar exports to EU Total sugar exports Total exports

Barbados 59.4 59.4 7.1
Belize 59.4 43.5 8.9
Congo, Rep. 60.0 6.7 0.0
Côte d’Ivoire 59.4 24.9 0.1
Fiji 59.4 48.8 8.6
Guyana 59.4 53.6 12.7
Jamaica 59.4 58.1 3.8
Kenya 59.3 59.3 0.1
Madagascar 59.3 51.8 0.5
Malawi 59.3 45.4 3.9
Mauritius 59.4 57.2 11.9
St Kitts – – 0.0
Suriname – – 0.0
Swaziland 59.4 35.4 7.0
Tanzania 59.6 59.6 0.6
Trinidad & Tobago 59.4 53.4 0.3
Uganda – – 0.0
Zambia 59.2 15.8 0.6
Zimbabwe 59.4 26.3 1.1

Protocol total 59.4 47.3 2.1



for Mauritius than Swaziland, its elimination would lower GDP per head
more in Swaziland (by 4.3 per cent) than in Mauritius (by 4.0 per cent).

The transfer is most important in relative income terms for Guyana,
where the transfer represents 8.7 per cent of GDP. Indeed, the particularly
sensitive countries might be viewed as all those where the transfer to GDP
constitutes more than 1 per cent of GDP, namely Belize, Fiji, Guyana,
Mauritius and Swaziland.

15.4 The impact of EU policy regime on EU and world prices

15.4.1 The impact of an import tariff

Before the Uruguay Round of the GATT was agreed, the EU operated a
system of support prices protected by a variable import levy (VIL). The
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Table 15.4 Current income transfer to relative domestic and per capita
income

Transfer per capita ($) Transfer as % of GDP

Barbados 60.2 0.6
Belize 59.9 1.9
Congo, Rep. 0.2 0.0
Côte d’Ivoire 0.2 0.0
Fiji 59.2 2.9
Guyana 79.4 8.7
Jamaica 17.2 0.6
Kenya 0.0 0.0
Madagascar 0.3 0.1
Malawi 1.2 0.7
Mauritius 150.6 4.0
St Kitts – –
Suriname – –
Swaziland 51.3 4.3
Tanzania 0.1 0.0
Trinidad & Tobago 11.3 0.2
Uganda – –
Zambia 0.5 0.1
Zimbabwe 1.6 0.2

Protocol total 3.0 0.6



level of the VIL changes with world prices and is simply the difference
between the threshold price and the world price. Under this arrangement,
the guaranteed internal price in the EU, set by policy-makers, is insulated
from movements in world prices such that if world prices fall, the VIL will
increase and vice versa.

Under the UR agreement, the VIL was replaced with a fixed rate tariff
that was to be reduced over a six-year period. By moving to this system, the
EU was no longer able to insulate its domestic price from world price
movements and thus it was less able to ‘protect’ it. Thus, if world prices
were to fall, the price at which imports entered the EU would also fall and
vice versa. As the tariff is reduced, the relationship between world and EU
prices becomes closer until the point where, after complete removal of the
tariff, the prices equate. The impact on world markets is to see the level of
imports into the EU rise.

15.4.2 The impact of a unit export refund

Export subsidies are used to provide exporters with a per-unit payment to
allow them to sell their exports onto the world market when domestic
prices are supported to a level above world prices. If the domestic guaran-
teed price is fixed then the unit export refund will vary with world prices.
As the guaranteed price is reduced then, ceteris paribus, the unit export
refund is reduced.

By setting a guaranteed price that lies above world price levels, the
policy-maker will induce greater production of the product. The experi-
ence within the EU is that this has moved production of many crops to
levels that lie above domestic consumption needs. The excess production
then needs to be sold onto the external (world) market, but clearly this can
only be done with the use of unit export refunds. There is no impact on the
domestic price of this policy, but it does lead to downward pressure on
world prices.

Under the Uruguay Round settlement, the EU has agreed to reduce its
volume of subsidised exports as well as its total expenditure on subsidised
exports. These goals can be achieved in a number of ways. First, if the guar-
anteed price is reduced then in effect the incentive to produce is reduced
and thus the excess supply is also reduced. In turn this means the volume
available for export will decline. The effect on world prices is to see them
rise, ceteris paribus, as the volume of subsidised supply decreases. In turn,
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this would imply a reduction in the size of the unit export refund as world
prices rise and EU prices fall. In the extreme case of no guaranteed price,
the world price and domestic price will equate.

Second, if the export refund is fixed and then reduced, then the volume
of exports that can be supported is reduced. Again, this implies that world
prices will rise and hence exporters from third countries will benefit.

15.4.3 Evaluation of policy reforms

A number of studies have sought to evaluate the impact of sugar policy
reform at a number of levels, varying from single country (or trading bloc)
level to global liberalisation of the world market. Clearly, such a task is not
simple and the results depend on the assumptions employed, with the
result that the impact of similar reforms produces quite different outcomes
from a range of models.

Borrell and Pearce (1999) provide a summary of works that examine lib-
eralisation in sugar markets in a number of scenarios. Table 15.5 replicates
some of this information.

Focusing firstly on liberalisation of EU policies alone, there have been
several studies which have attempted to measure the impact of reform of
both domestic and international aspects of the EU’s regime. A report by
NEI (2000) provides a ‘quick and dirty static estimate’ (p. 37) of the impact
of a 10 per cent reduction in EU production quotas on world prices. Simply
by using a correlation between EU stock/consumption ratios and New York
spot prices, they suggest a 10 per cent cut in quotas would lead to a 1.5
million tonne reduction in supply (assuming no increase in C-sugar). In
turn, this supply reduction would lead to an increase in world price of
about $15 tonne or 8 per cent of world price.

Frandsen et al. (2001), using a general equilibrium type approach, show
how two different scenarios, cutting quotas and cutting intervention prices,
can impact on the EU and third countries. The former would lead to a more
inefficient distribution of production in the EU and would have an impact
on production and trade in third countries. If, however, the latter route is
chosen and B-sugar is eliminated via price reductions, border protection
falls by 25 per cent and the EU sees production falling by 19 per cent. The
shortfall in supplies is met by exports from third countries, generally non-
ACP countries such as Brazil, and world trade increases by 10 per cent as
subsidised EU exports diminish.
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The longer-term impact of EU policies suggested by Borrell and Duncan
(1990) is viewed as reducing world prices by about 17 per cent, which leads
to lower annual incomes for Australia and Brazil of $160 million (in 1984
prices).

Borrell and Pearce (1999) use a model of trade behaviour in twenty-four
regions for seven types of sweeteners (the Global Sweetener Model (GSM))
to compare the outcomes in 2008 of the results of liberalising all markets in
2000 while retaining existing policies. In the case of liberalisation, EU
prices fall by 25 per cent while world prices rise by 38 per cent, and EU
imports increase by 7 million tonnes.

Borrell and Hubbard (2000) use a simplified version of a G-TAP model
to examine the costs of the EU and the impact liberalisation would have,
and do so by using a simulation-based approach. They suggest that liberal-
ising EU policies completely would lead to an increase in consumption in
the EU of 7 million tonnes while exports would be 5 million tonnes lower.
In addition, if all OECD countries dismantle their policies, the world price
would rise between 30 and 38 per cent, while EU sugar prices would fall by
40 per cent. CEFS (1999) show that a 25 per cent increase in world prices
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Table 15.5 Summary of the impact of liberalisation on world market prices

Study base Price effect
Authors period % change Scenario

Anderson and Tyers 1987 10% Liberalisation by East Asia and
(1986) Western Europe
OECD (1988) 1979–81 1.1% Reduction in assistance to OECD

sugar producers
Webb, Roningen and 1984 53% Complete trade liberalisation, twelve
Dixit (1987) commodities
Huff and Moreddu 1982–8 25% Multilateral trade liberalisation
(1990)
Martin et al. (1990) 1980–3 60% Multilateral trade liberalisation
Lord and Barry (1990) 1990 10–30% Multilateral trade liberalisation
ABARE (1993) 2000 baseline 5.30% Implementation of UR agreement
USDA (1994) 2000 baseline 2–5% Implementation of UR agreement
UNCTAD (1995) 2000 baseline 5% Implementation of UR agreement
Wong, Sturgiss and 1985–2004 8% OECD price
Borrell (1989) simulation liberalisation
Wong, Sturgiss and 1985–2004 33% Liberalisation of Japan,
Borrell (1989) simulation EU and US markets

Source: Adapted from Borrell and Pearce (1999), table 11, p. 18



would result from the CAP regime for sugar being removed but that a 50
per cent drop in the EU price would be required to make it equate with the
world price.

CIE (2002) extend Borrell and Pearce’s (1999) work using the GSM and
suggest that doubling import quotas by 2012 will lead to world prices rising
by only 3 per cent and EU prices falling by 9.2 per cent. However, export
subsidies will need to rise to deal with increased surpluses. Alternatively,
halving the intervention price by 2012 will cause EU and world prices to
equate, EU prices falling by 49 per cent and world prices rising by 16 per
cent. Finally, they examine the effect of halving export subsidies by 2012
and the results show that this would raise world prices by 1 per cent while
complete removal raises them by 2 per cent.

Other papers have a more global view of liberalisation. Anderson and
Tyers (1986) suggest liberalisation by East Asia and Western Europe would
cause world prices to rise by 10 per cent whereas the OECD’s evaluation of
a 10 per cent reduction in assistance to OECD sugar producers would only
lead to a 1 per cent rise in world prices.

Multilateral trade models give different results. Huff and Moreddu
(1990) suggest a 25 per cent rise in world prices would result from this form
of policy reform, while Martin et al. (1990) suggest a 60 per cent rise. Lord
and Barry (1990) are more conservative and suggest multilateral liberalisa-
tion would result in a rise of between 10 and 30 per cent.

Simply implementing the Uruguay Round agreements would raise
world prices by between 2 and 5 per cent (USDA, 1994), 5 per cent
(UNCTAD, 1995) and by 5.3 per cent (ABARE, 1993).

In terms of the ACP countries, the EC (2000) believed that a 25 per cent
reduction in the EU sugar price would result in an income loss of 250
million ECU per annum. Borrell and Hubbard (2000) imply such a cut in
prices would lead to a loss of 400 million ECU per annum. However, some
of this loss would be partly offset by selling more exports on the world
market where prices would rise by the aforementioned 30–38 per cent.

15.5 Impact of reduction of EU export subsidies on ACP countries

In addition to the possibility of reductions in subsidised exports by the EU
resulting from the current case brought at the WTO by Brazil and Australia,
there are other potential sources of reform of EU and other OECD coun-
tries’ sugar policies that may have an impact on world and EU policies. It
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will be instructive therefore to compare the implications for ACP export
earnings of varying intensities of sugar trade policy reforms; from marginal
reforms which might follow from the current WTO case through to total
reforms which fully liberalise OECD (including EU) policies.

15.5.1 Current WTO case

Under the Uruguay Round Agricultural Agreement, the EU made commit-
ments relating to sugar on import duties, on the volume of subsidised
exports and on the total value of export subsidies. The case brought by
Brazil and Australia relates to the volume of subsidised exports. In the year
2000/01 the subsidised quantity had to be 21 per cent lower than in the base
period (1986/7–1988/9). These limits do not include either the export of
sugar quantities equivalent to the preferential imports from the Sugar
Protocol ACP countries, India, Brazil and Cuba, or sugar exported as food
aid. Net of these quantities, the quantity of directly or explicitly subsidised
exports for the base period (1986/90) was 1,612 thousand tonnes. As a
result, the UR Agreement implied a commitment to limit subsidised
exports to 1,273.5 thousand tonnes.

Table 15.6 shows the three-year average (up to 2000/1) level of exports
by the EU, with 2,643 thousand tonnes of C-sugar exported with refund
and 3,141 thousand tonnes of C-sugar exported. If we take 1,700 thousand
tonnes as being equivalent to the preferential and other exports excluded
from the UR commitment and view the UR commitment defining ‘sub-
sidised’ exports to exclude C-sugar, then it is clear that there is no breach of
the UR commitment (2,643 � 1,700) being less than the 1,273.5 UR limit. If,
however, we take combined exports of sugar with export refunds and
C-sugar exports as capturing the quantity of subsidised exports, then total
‘subsidised’ exports net of preferential sugar would be (2,643 � 3,141 �
1,700) or 4,084 thousand tonnes. Reducing this to the UR limit would
require a reduction of ‘subsidised’ exports of 2810.5 thousand tonnes or by
68.8 per cent.

15.5.2 Other wider reforms

The scale of wider reforms is, of necessity, difficult to specify quantitatively,
except in the case of full liberalisation. In order to set an approximate limit
on the effects of OECD sugar reform, we investigate the impact on ACP
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export earnings and income transfers of a removal of all import and export
distortions by all OECD countries. Our representation (based on an assess-
ment of the evidence reviewed in the previous section) of the price adjust-
ment process imposes a full equalisation of prices (Pe

w � Pe
EU) at 26.28

(cents/kg). For less extreme reforms we consider two other cases: the pos-
sible effects of further multilateral trade negotiations (MTN) and major
CAP reform. The nature of the reforms assumed and the associated world
and EU price estimates are summarised in table 15.7.

These four sets of price (Pw and PEU) combinations are used to re-
estimate the change in income transfer to the ACP Sugar Protocol coun-
tries, relative to the 2001 estimated level identified in table 15.2.

15.5.3 Alternative simulated reform effects on Sugar Protocol exporters

For each policy reform case we derive two sets of estimates, one assuming
constant quantities of exports being supplied by each ACP Sugar
Protocol exporter to the EU and non-EU markets and one with quantity
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Table 15.6 Exports to third countries by EU countries (three-year average
for 1998/99, 1999/00 and 2000/01) (’000 tonnes)

Sugar exported with
export refund C-sugar exports

Denmark 164 126
Germany 332 881
Greece 7 0
Spain 70 139
France 836 1,107
Ireland 8 19
Italy 266 34
Netherlands 51 156
Austria 25 164
Portugal 47 0
Finland 17 3
Sweden 36 50
Belgium 494 135
UK 290 327

EU ‘15’ 2,643 3,141

Source: European Commission
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adjustments assuming unitary export supply elasticity. The perfectly
inelastic values might be thought of as representing either shorter-term
outcomes or ones where there are capacity (e.g. land area) constraints on
supply expansion or land or other factor specificities which restrict diversi-
fication out of sugar into alternative activities. Certainly in the case of the
less ambitious reforms then there may be little incentive to reduce produc-
tion below protocol quotas, if the return to protocol sugar production sig-
nificantly remains higher than to non-EU export sugar or to alternative
forms of agricultural activity. For these circumstances the perfectly inelas-
tic results may be better focused on. For longer-term effects and for large-
scale sugar reforms it may be more appropriate to focus on the unitary
elastic supply values. A unitary value is chosen for presentational reasons,
rather than because there are strong priors or clear indicators from the
existing empirical work about the appropriate elasticity to use for each
country. Agricultural export supply is often viewed as being relatively
inelastic, but it can be expected to be more elastic downwards in the long
run if production becomes uncompetitive as received prices fall. Note,
therefore, for the present exercise that the unit elastic results will understate
the fall in income transfer from the EU if export supply is more elastic,
while overstating the fall if export supply is less elastic.

The simulations explicitly identify the change in income transfer to each
of the protocol exporters and for these countries as a whole (all in 2001
prices), the fall in the gross income transfer from the EU, and the net effect
once allowance is made for the increase in export earnings from any sales to
non-EU markets at the raised world price (Pw).4

The results for simulation A (‘current WTO case’) are set out in
table 15.8. Overall there is a predicted decline in the net income transfer of $
16.0 million if export volumes remain fixed and a decline of $ 13.4 million if
volumes adjust (unit elastic case). This overall net decline is between about
2.7 per cent and 3.3 per cent of the current (2001) transfer. There is,
however, marked inter-country variation in the pattern of effects. For all the
countries currently receiving an income transfer from the EU, there is a
decline in the direct or gross transfer, as a result of the imposed fall in the EU
import price; this being consistently greater if there is quantity adjustment

552 grynberg, milner, morgan and zgovu

4 It should be noted of course that what is labelled as changes in income transfers might alterna-
tively be interpreted as the changes in sugar export earnings from the EU (‘transfer from EU’), in
sugar export earnings from non-EU markets (‘non-EU Xs earnings’) and in total sugar export
earnings (‘net transfer’).
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also (i.e. in the unit elastic case). By contrast, there is a rise in income on
non-EU sugar exports following the world price rise. Overall, it is not
sufficient to offset the direct, gross fall, but for some countries it is. As a
result, six countries (Congo, Côte d’Ivoire, St Kitts, Swaziland, Zambia and
Zimbabwe) are predicted to gain in net income terms (if supplies are fixed),
and seven (above, plus Belize) if there are quantity adjustments. By contrast,
a few countries more than offset these gains, with Mauritius predicted to
experience a net income loss greater than the overall loss (for both elasticity
assumptions). Indeed in the unit elastic case the net losses represent about
10 per cent of the current transfer for both Mauritius and Jamaica and about
7.5 per cent and 5 per cent respectively for Guyana and Fiji.

This mixed pattern of country results is driven by two factors. First, any
reforms required to satisfy the EU’s Uruguay Round Commitments will
concentrate relatively narrowly on subsidised exports. It will as a result
have greater impact on world than on EU import prices. In this simula-
tion of the ‘current WTO case’ we assume that the former rises by 17 per
cent and the latter falls only by 6 per cent. This is important when we con-
sider the second critical factor, namely the marked inter-country
differences in the relative importance of EU and non-EU sugar trade
among the individual ACP protocol exporters. The net gaining countries
are those with a relatively high share of non-EU exports – all with over 50
per cent of their total trade with non-EU countries – while the major
losers are those with a high share of their sugar trade directed towards the
EU.

The qualitative pattern of the results for the first simulation is generally
repeated across all the reform cases considered. It is in general the magni-
tude of the gross and net income transfers that change. Figure 15.3 sum-
marises the changes in transfers for the ‘current WTO case’ and the three
wider reforms simulated for the ACP protocol countries combined.5

Figure 15.3 illustrates the progressive increase in the fall in gross and net
income transfer through simulations A to D. It also illustrates that the gross
loss (or direct loss of income on EU exports) consistently exceeds the net
loss (adjusted for increases in non-EU export earnings), and that overall
both gross and net income declines are greater where there is allowance for
quantity adjustments (with unitary elasticity). Note that the overall, actual
(current) income transfer is about $ 490 million, and therefore for neither

554 grynberg, milner, morgan and zgovu

5 The detailed results for the other cases are available from the authors on request.



assumption about quantity adjustment is the transfer fully eliminated in
net terms.

Given the mixture of net gainers and losers in the simulations, it means
that the national shares of the actual current transfer understate how the

reform of eu export subsidies on sugar 555

Figure 15.3 Summary gross and net income transfer losses for all protocol
countries
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burden of the losses falls on specific countries. Take the case of Mauritius,
with 36.9 per cent of the actual (current) total transfer. It is evident that
Mauritius accounts for a larger proportion of the overall net fall (about 45
per cent). However, the nature of the quantity adjustment assumed makes
a significant difference in this case to whether the actual transfer is fully
eliminated or not. Mauritius’ current transfer is $ 180.7 million. With fixed
supplies it would fall in net terms by $ 134.6 million and by $ 199.6 million
if export supply is unitary elastic following a total liberalisation of OECD
sugar markets.

15.5.4 Alternative perspectives: effects on non-protocol ACP sugar
exporters and importers

Since reforms will affect the world as well as the EU import price of sugar,
any reform may affect the imports or exports or both of the non-protocol
ACP countries. The clear expectation from the earlier analysis and empir-
ical simulations is that reforms will raise the world price of sugar, and in
doing so raise the cost (or opportunity cost) of importing sugar and the
earnings from exporting sugar. For illustrative purposes we have taken the
current volumes of imports and exports of thirty-nine non-protocol ACP
countries, and re-valued this trade at the world prices predicted for the two
extreme policy reform cases (‘current WTO case’ and ‘full OECD liberalisa-
tion’). We are assuming no quantity adjustments, and so may overstate the
increase in the import cost and understate the export earnings increase.
Subject to this caution, one can take some guidance from table 15.9 as to
the scale of the effect on non-protocol countries as a whole and as to the
distribution of the gains and losses across countries. (Section a) reports
the change in export values, section b) in import values and section c) on
the net effect.)

The table shows this group of countries as a whole to be worse off in net
terms (�$121 million) from full liberalisation and (�$54 million) from
limited liberalisation. Indeed the vast majority of countries would lose in
net accounting terms. Although there are several countries whose export
earnings will rise, there are only a few that gain in net terms (Dominican
Republic, Ethiopia, South Africa and Papua New Guinea). Indeed if export
supply is responsive (even if import demand is not very responsive), the
number of countries which would be net gainers from liberalisation is
likely to increase.

556 grynberg, milner, morgan and zgovu
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15.6 Conclusions

Initially we take the world price of sugar as given, and estimate the total
income transfer to each Sugar Protocol exporter arising from the excess in
2001 of the EU import price over the world price. The estimated total value
of the income transfer element for all the ACP protocol exporters of the
current EU sugar regime is about $490 million in 2001 (at 2001 prices),
which is equivalent to nearly 60 per cent of the total value of these coun-
tries’ sugar exports to the EU.

Mauritius receives the largest share of the transfer (about 37 per cent),
with Mauritius, Fiji, Guyana, Jamaica and Swaziland receiving about 80 per
cent of the total transfer. Any reforms of the EU sugar regime which lower
the EU import price can be expected therefore to have uneven adjustment
implications across the ACP Sugar Protocol countries.

Although the current transfer is equivalent to about 60 per cent of the
sugar export earnings from EU sales for all the countries, there are marked
variations in the importance of the EU sugar market and of sugar trade for
the countries concerned. As a result, the current transfer ranges from being
equivalent to about 12 per cent of Mauritius’ and Guyana’s total exports,
down to accounting for considerably less than 1 percent of the value of total
exports in several, in particular African, countries.

The current income transfer also makes very different contributions to
income and production across the protocol countries. For six countries
(Barbados, Belize, Fiji, Guyana, Mauritius and Swaziland) the current
transfer is equivalent to over 50 dollars per head of their population. In the
case of Mauritius it is equivalent to 150 dollars. The significance of these
figures in GDP terms depends on the size and average incomes of the
economies. It is only for five countries that the total transfer is equivalent to
more than 1 per cent of GDP, but for some the percentage is substantial
(e.g. Guyana at 8.7 per cent and Mauritius at 4 per cent). It is for these
countries that there are corresponding significant production and employ-
ment implications arising from the transfer and its removal.

Any reform of the EU sugar regime will tend to lower the EU price and
reduce the world price. Taking sensible indicators from the existing litera-
ture, we argue that full liberalisation of all OECD sugar markets and trade
would raise the world price by 38 per cent. This would in turn imply a 52
per cent reduction in EU import prices as prices equalised with full liberal-
isation. We take these values as our basis for representing the effects of
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alternative degrees of reform on world and EU prices, if reforms are pro-
gressively intensified from the current situation. For all of the policy simu-
lations we find that:

• the protocol exporters overall will experience a fall in the net income
transfer, the fall increasing as the degree of OECD liberalisation
increases (from about $16 million for the partial reform to nearly $300
million for full liberalisation (with fixed quantities of $13 million to
about $450 million (with quantity adjustments);

• there will be protocol countries that consistently gain and lose in net
income transfer terms. The losers (e.g. Barbados, Fiji, Guyana, Jamaica
and Mauritius) are those that export sugar only or predominantly to the
EU and the gainers (e.g. Congo, Côte d’Ivoire and Zambia) are those
with significant exports to non-EU markets. The scale of the individual
net losers tends, however, to be considerably larger in absolute terms
than the net gainers. For example, the largest net gainer from partial
reform (‘current WTO case’) is Swaziland (�$6.5 million), while the
greatest net loss is that experienced by Mauritius (�$18 million);

• the magnitude of both the net gains and net losses from reform tends to
increase if allowance is made for the possibility of export-quantity effects.

Besides identifying the importance of the changes in net income transfer
relative to the individual countries’ trade, income and production levels,
the chapter also illustrates that non-protocol ACP countries will be affected
by changes in world prices of sugar. The reforms can be expected to
raise both the cost of sugar imports and earnings on sugar exports. Again
there are also likely to be net gainers and losers from reform in this set of
countries.

Reforming the EU sugar regime, whether it is piecemeal change or
complete liberalisation, has significant effects on the ACP Sugar Protocol
exporting countries in terms of changes in transfers of income. The extent
to which this varies between the countries depends on their reliance on
sugar exports for export earnings and also the degree to which they rely
on the EU as their main sugar trading partner. Countries relying heavily
on sugar exports, and in turn heavily on the EU market, will be highly vul-
nerable to the negative effects of EU policy reform. These countries will
need to diversify their export base away from sugar through policy initia-
tives of their own and with EU support.
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16

Analysis of the impact of opening up the EU import
market for canned tuna on ACP countries

elizabeth bennett, helene rey-valette and

zhen kun wang

16.1 Introduction: background to the WTO decision

On 5 June 2003 the European Commission published Regulation 975/2003
which spelled the beginning of the end of protection for canned tuna pro-
ducers based in ACP countries. In July that same year a 25,000 tonnes (MT)
quota of reduced tariff canned tuna from certain Asian countries was
opened and by mid-September had been used up.

Under the Lomé Convention, ACP countries (by and large, the ex-
colonies of EU countries) had enjoyed 0 per cent tariff on their canned
tuna trade into the EU since 1982. Although this trade was subject to
strict rules of origin (see box 16.1), the benefit of preferential trading
arrangements with the EU had enabled a number of ACP countries to
develop significant capacity in canned tuna production in the face of stiff
competition from some of the biggest producers in the world (see
figure 16.1).
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Box 16.1 Rules of origin

The ‘rules of origin’ were drawn up by the EU specifically to protect
duty-free imports from abuse (the same rules do not apply to imports
that are subject to tariffs). As far as the rules of origin apply to fish
imports, these ensure that (a) ACP countries (as opposed to third coun-
tries) are benefiting from the Lomé Agreement and (b) that the EU is
protected from abuse of the fisheries by third parties. Under the rules of
origin, fish must be caught within national waters (i.e. up to the 12-mile
limit) despite the fact that UNCLOS recognises a 200 nm limit to



However, Thailand and the Philippines, two very important global pro-
ducers (see box 16.2) who were subject to a 24 per cent tariff on their
canned tuna trade with the EU, considered this situation to be against their
legitimate interests, in contravention of the MFN treatment expected by
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1 See Grynberg, 1997 for a complete explanation of the rules of origin issue.

Source: Globefish, Commodity Update Tuna, July 2002
Figure 16.1 Evolution of ACP production of canned tuna (MT)
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national waters; fish must also be landed from wholly owned national
vessels or vessels operating under a joint venture.1

Derogation from the rules of origin is possible, but for the purposes
of derogation, all ACP states are considered to be one unit: thus all ACP
states currently hold quota for 8,000 MT of canned tuna and 2,000 MT
loins that are free from the rules of origin. This quota must be shared by
all tuna-pro\ducing ACP states (Gorel, personal communication, 2003;
Grynberg, 1997; Gakunu, nd). For most ACP tuna canneries, without
the derogation from the rules of origin, production would be very
difficult. In the case of Mauritius, under the rules of origin they have to
buy (import) nearly all their tuna caught in the Indian Ocean mainly by
French and Spanish fishing vessels. The high costs of running EU-
owned vessels due to various EU regulations relating to the environ-
ment, marine preservation, sanitary standards and fishermen’s working
conditions cause the fish caught by them to be relatively expensive.



WTO members, and petitioned the EC to reconsider their Preferential
Tariff Treatment.

Lengthy consultations between the parties failed to achieve a mutually
acceptable solution and the matter was referred to mediation under the
auspices of the WTO. In December 2002, the Mediator suggested one
means of addressing the situation would be for the EC to open an MFN-
based Tariff Quota of 25,000 tonnes for 2003 at an in-quota tariff rate of
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Box 16.2 Growth in Asian production of canned tuna

Since the 1970s, the share of developing countries, especially Asian ones,
in world tuna production has increased. Between 1965 and 1997, both
Japan and the USA saw a drop in their share of the world market whilst
over the same period Asian countries saw their share of world production
rise from 9 per cent to 40 per cent. World tuna production remains
nonetheless dominated by a few countries. Although there are more than
thirty producing countries, the leading ten (Japan, Taiwan, Indonesia,
Spain, Korea, the United States, the Philippines, Mexico, France and
Ecuador in decreasing order for the period 1978–97) represent 75 per cent
of the total world catch (Fishstat, FAO). In the case of canning, interna-
tional supply is dominated by Thailand, which represented 37 per cent of
world exports on average over the period 1993–7 (Globefish).

The increasing number of producing and processing countries has led
to greater trade and a more international market. Between 1976 and 1997,
the production of tuna raw material grew at an average rate of 2.98 per
cent per annum compared with an increase of 4.58 per cent in interna-
tional trade. In the case of canning, the production growth rate was 4.05
per cent per annum compared with 9.84 per cent in international trade. A
succession of three big commercial crises has led to concentration in the
processing sector, which in turn has disconnected price formation and
fishing company operating costs.

Production analysis shows various trends and country groups.
Generally there has been a continuous growth in world production of
canned tuna, although in the United States, the leading producer (together
with Thailand), production has remained relatively stable over the period.
Within the Asian group of countries, Thai production has grown spectac-
ularly, replacing Japanese production, which has fallen dramatically.



12 per cent ad valorem on imports of canned tuna from the non-ACP
states.

The European Commission agreed that the WTO Mediator’s opinion
represented a reasonable proposal, although significant canned tuna pro-
ducers within the EU (notably Spain) vehemently opposed this move (see
box 16.3). The Commission indicated that the establishment of a 25,000
tonnes quota at a 12 per cent tariff would not prejudice either ACP imports
or EC production of canned tuna. Neither the European tuna interests nor
the ACP countries were convinced. Although the quota represented just
4.6 per cent of tuna consumption in the EC in 2000 and 9 per cent of total
imports in 2001, interested parties argued that in fact the market
for canned tuna in the EU was highly segmented and complex and that
there would be serious consequences.

But it was not just the ACP countries that were likely to be affected. Spain
is the third largest producer of canned tuna in the world and was worried
about the impact of the decision on canneries – many of which are located in
fisheries-dependent regions of the country. France, with considerable invest-
ments in a number of canneries located in ACP countries, was also worried
about how this measure would impact upon its commercial concerns.

Although some observers of EU policy regarded this decision as a sensi-
ble step forward to bring the EU’s stand on free trade in line with its own
policies exercised at home, others were more sceptical. They questioned
whether the policy of a 24 per cent tariff on Asian canned tuna was there to
protect the EU industry or to protect the ACP industries (Brus, 2001); the
true agenda behind the EU’s decision to tax Asian tuna at 24 per cent is
likely to influence the direction of future negotiations on this issue.

Despite the EC’s belief that there would be no economic fall-out for ACP
countries from this change in policy towards canned tuna from Asia, there
was sufficient concern within certain institutions in Europe to establish just
what the impact might be and which parts of the industry were likely to be
most affected. During the summer of 2003 a series of in-depth interviews
were conducted with tuna canneries and fishing companies in four ACP
countries (Senegal, Ghana, Mauritius and the Seychelles) and two key
European players (Spain and France). These interviews were then followed
up in early 2004 in addition to a review of the actual impact on super-
markets in the UK (the most significant buyers of the product in the
largest single EU market to be affected by the change in tariff). The results
contradict the initial optimism of the EC.
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Because the organisation of the market for canned tuna in the EU is so
important to understanding where and how the impacts might make them-
selves apparent, we start with a brief examination of the EU market for
canned tuna. We then present a brief synopsis of the tuna industries in each
of the case-study countries. They demonstrate widely different scales of
production and dependence on the industry. We then examine what the
impacts have been – both in terms of the industry itself and in terms of the
wider economy.

16.2 The European market for tuna

Europe is the leading world market for canned tuna: 530,000 tonnes are
consumed each year, of which 280,000 tonnes are imported. Consumption
within Europe has increased dramatically, rising from around 490,000
tonnes in 1996 to 560,000 tonnes just five years later in 2001 (see
figure 16.3).

Five European countries represent 84 per cent of the European market
(table 16.1): Italy (22 per cent), UK (20 per cent), Spain (16 per cent),
France (16 per cent) and Germany (11 per cent) (FIAC, 2002).
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Box 16.3 The terms of the Agreement

The European Commission agreed it would be appropriate to allocate
country-specific shares of the canned tuna quota to those countries
having substantial interests in supplying canned tuna on the basis of
the quantities supplied by each of them under non-preferential condi-
tions during a representative period of time. Of the 25,000 tonnes,
Thailand was allocated 52 per cent, 36 per cent went to the Philippines,
Indonesia was given 11 per cent and the remaining 1 per cent was
assigned to imports originating in other third countries. In order to
ensure that the quota was administered efficiently and to bring the
Asian producers into line with some of the restrictions facing the ACP
countries, it was agreed that a certificate of origin must be required for
imports of canned tuna from Thailand, the Philippines and Indonesia.
In a cautionary move, the EC also agreed to open the quota annually for
an initial period of five years. After the first year, the quota would rise to
25,750 tonnes.



Canned tuna imports to Europe come from a wide variety of sources.
Currently around 70 per cent of products are from tariff-free ACP or SGP-
drug2 states and just under a quarter are from Asia with a tariff of 24 per
cent (see figure 16.2).

In terms of the four case-study countries, the destination of their canned
tuna exports within Europe differs. Whilst Senegal’s primary market
within the EU is France (taking 43 per cent of her exports); the UK is the
primary destination for Ghanaian (54 per cent), Seychellois (40 per cent)
and Mauritian (90 per cent) canned tuna exports.

The UK’s importance as a consumer of canned tuna is one of the keys to
understanding how and why ACP countries are affected by the recent
change in EU policy towards Asian canned tuna (see box 16.4). However,
there is a considerable level of intra-EU trade of canned tuna too (see
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Table 16.1 National canned tuna markets within Europe (MT, average
1999–2001)

Country Market size

Italy 118,435
UK 108,072
Spain 89,587
France 86,161
Germany 59,069
Portugal 15,745
Netherlands 12,228
Belgium 11,306
Finland 6,110
Greece 5,912
Denmark 5,799
Sweden 5,106
Austria 4,936
Ireland 3,558

Source: FIAC, 2002

2 SGP countries are as follows (tuna producers are shown with an asterisk (*): Colombia (*),
Venezuela (*), Peru (*), Ecuador (*), Costa Rica (*weak), Panama, Guatemala, Nicaragua,
El Salvador (* weak), Bolivia and Honduras. This particular system set up by the EU is defined as
a quota of 20,000 tonnes per country (FAO, 1995) and expires in 2004 (FIAC. Pers. Comm.
2003). The system is questioned by the WTO, which argues against the clause concerning drug
producing countries, because this only concerns Latin America and in the absence of official
data, the clause is difficult to manage.



table 16.2). Spain is not only the third largest producer in the world, but
also the principal source of canned tuna produced in the EU. This complex
web of production and supply complicates the unravelling of the cause and
effect of the impact of reduced tuna tariffs on the ACP producers, as will
become apparent.

The type of canned tuna is a major factor in determining where it is likely
to be sold. Broadly speaking, whilst southern European consumers prefer
their canned tuna packaged in olive oil (which explains why much of that
tuna is packaged in Europe itself – shipping olive oil to West Africa would
be prohibitively expensive), northern European consumers prefer theirs
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Figure 16.2 Relative importance of canned tuna suppliers to EU market (2001)
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Box 16.4 The UK market for canned tuna

Spain and France may be major players in the production and distribu-
tion of canned tuna within Europe, but the UK is the single largest con-
sumer of canned tuna in northern Europe and the most important
single destination for tuna exports into the EU from Ghana, Mauritius
and the Seychelles.

The tuna-canning market has seen a remarkable growth in the UK,
driven by its popularity as a cheap, healthy food product. In 2002, Africa
was the main supplying region (accounting for more than half of the
total UK imports of canned tuna), led by the Seychelles (21 per cent of
total imports, with 29,400 MT), Mauritius (17 per cent, with 23,400
MT) and Ghana (13.9 per cent, with 19,100 MT). All three have
increased their presence on the UK canned tuna market in recent years
with growing shares of total imports. More recently, in 2002, imports
from the Seychelles increased by 26 per cent and from Mauritius by 4 per
cent. The UK also relies quite heavily on imports from Asia (24 per cent
of total), in particular from Thailand, the Philippines and Indonesia, all
of which have recorded a rise in exports to the UK in 2002 (+4 per cent,
+ 42 per cent and + 45 per cent respectively) compared to 2001.
Thailand, which was the main exporter of canned tuna to the UK in
1996, has lost ground recently going from a market share of a quarter in
1996 down to just 12 per cent in 2002.

Two privately owned brands (Princes and John West), controlled by
powerful international groups (Mitsubishi Group for the former and
Heinz for the latter), supply the majority of the UK market. Princes holds
a 22 per cent share of the UK canned fish market, selling 1.2 million cans
of tuna per week; their leading brand of canned tuna holds 21 per cent of
the UK canned tuna market. Both companies operate an integrated
network of canneries and have exclusive partnership agreements with
fishing companies operating out of the Seychelles, Mauritius and Ghana.

The fish market in the UK is dominated by the big supermarkets.
Tesco is the leading retailer (19.6 per cent of the market share), with
canned fish giving them the edge over Asda. Other supermarkets
(Sainsbury’s: holding 16.6 per cent of the market share, and Marks and
Spencers: 8.3 per cent) are also major canned fish retailers though they
are more geared to the quality fresh fish market.



packaged in brine. As a consequence of these differing preferences,
Senegalese production is largely in olive oil while that of the other three study
countries tends to be in brine. Asian tuna tends to be packed in brine and as
a result is destined for northern European markets. The switch from oil to
brine is not easy, but small companies are often flexible enough to do this.

In order to be able to assess the likely impact of the EU change in policy
on ACP canned tuna producers, it is vital to understand the basic structure
of the sector in each country. The rest of this chapter is organised as follows.
First we provide a brief introduction to the history of tuna fishing, the struc-
ture of the canning sector, the role that tuna plays in the export economy
and an assessment of the key constraints facing the industry in each of the
study countries. We then look at the potential and actual impacts that the
change in policy has had upon the four study countries – and also on the UK
market which is the main market affected so far. Finally, we present some
possible options open to the ACP countries and some conclusions.

16.3 Case study 1: Senegal

Fishing occupies an important place in the Senegalese economy. Since 1986, it
has represented 12 per cent of primary sector GDP, 2.3 per cent of total GDP
and employs 15 per cent of the economically active population. It is the most
important export for the country (making up around a third of total exports).

16.3.1 Development of the sector

Exploratory fishing trips funded by French canners in 1953 saw the sector
develop under the influence of fishermen from Brittany and the Basque
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Table 16.2 Main sources and destinations of intra-EU trade in canned
tuna (MT)

Main importers

Main
suppliers Italy France UK Portugal Germany Austria Belgium

Spain 31,113 17,653 5,538 3,493
Netherlands 5,146 16,061 1,026 1,011
Germany 1,083 2,033 7,131 1,123 2,766
France 1,719 9,080 1,476



region. These fishermen transferred their live-bait pole and line fishery
(a Californian technique) from the Bay of Biscay to the West African coast
with spectacular results. The number of vessels operating out of Senegal
almost doubled in the first four years: by 1957 there were ninety pole and
line vessels in the area and by 1960 it was considered necessary to limit the
amount of effort to sixty vessels so that they matched the canning capacity
in Dakar. From 1966, fishing zones gradually shifted south-east to the Gulf
of Guinea so that by 1970 landings in Abidjan in Côte d’Ivoire exceeded
those in Dakar and in 1974 the French moved their fishing companies to
Pointe Noire and the port of Abidjan, making Abidjan the new focus for
tuna activities in the Eastern Atlantic. In the meantime, the Spanish fishing
fleet took over tuna activity in Dakar and the Senegalese government had
begun to develop a national fleet through the creation in 1962 of SOSAP
(Société Sénégalaise d’Armement à la Pêche). But, in common with other
developing country forays into parastatal fishing fleet formation, SOSAP
was declared bankrupt in 1976, which effectively left the tuna sector in
Dakar dependent on foreign vessels.

The first canning companies appeared in 1955 and by 1960 there were six
units operating in Dakar. From 1960 until early 1972 these six canneries
went through a series of buyouts and mergers such that by 1973 three can-
neries existed: Interco which was Senegalese owned (closed in 2002);
SE-SNCDS which was a Senegalese–French operation (until the French
withdrew in 1997 leaving the state to take up the slack until total collapse in
1999); and PFS which is a mixed Senegalese company. Table 16.3 gives a
brief summary of each of the three companies.

16.3.2 Key features of the canning industry

With the reduced strategic importance of the port of Dakar and the much
reduced level of fishing activity there, just 20 per cent of the tuna processed
in the canneries comes from the fleet based in the city. Most of the tuna
(68 per cent) comes from boats based elsewhere and a further 12 per cent
comes from foreign freighters. All but 0.5 per cent of the cannery production
is exported – the local market is very small. The cannery sector is intricately
linked to the fishmeal sector: 60 per cent of cannery output (waste) goes to
the fishmeal sector which in turn exports some 32 per cent of this output.

The canneries tend to rely upon hyper- and supermarkets and import
brokers or wholesalers. In the case of hyper- and supermarkets, canneries
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must be given a reference, which requires lengthy formalities, with visits on
site from hyper- and supermarket representatives to verify the production
process. This leads to a certain loyalty. Prices are negotiated through
computerised calls for tender by the hyper- and supermarkets who always
put their suppliers in competition. However, the hyper- and supermarkets
try to diversify their suppliers in order to avoid monopolies or interrup-
tions to supply.

The EU has a tuna fishing agreement with Senegal, and it is this agree-
ment which provides much of the tuna that makes its way to the canneries.
The agreement stipulates that a certain percentage of catch must be landed
at Dakar. Most of the tuna, however, is not caught within the Senegalese
EEZ which provided just a third of landings on average during the 1990s.
Landings have fluctuated greatly over the past ten years (see figure 16.4),
adding to the already parlous state of the industry. Landings are dependent
upon a number of things: fishing strategies pursued by fishing companies,
price differentials which can make transshipment more or less attractive,
especially towards Spain, and local canning industry demand. Within the
European fleet, pole and line vessel landings are becoming increasingly
important, which is an advantage (they can offer a quality label of ‘line
fished tuna’), but because catches are smaller in size and therefore require
more labour this also acts as a constraint on the industry.

Over the past ten years, Senegalese canneries have faced various
problems which have left them in a crisis situation. Only one of the three
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Source: Charneau (1988) until 1988 then DOPM
Figure 16.4 Evolution of tuna purchases by Dakar canneries
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companies has operated on a regular basis since 1996. Meeting standards
imposed by European directives on trade agreements has necessitated
heavy investment (5 billion CFA francs in 1995) and periods of cessation of
activity of variable duration depending on the companies. Heavily
indebted (partly because of restructuring work but mainly because of the
need to fund their cash flow), and destabilised by the large price fall of 1998,
Dakar canneries have, since 1998, been faced with downward pressure on
the price of the finished product whilst the average price of Senegalese
seafood exports has tended to rise since 1998.

16.3.3 Role of tuna in the export market

In a bid to shore up an industry in crisis, Senegal has increasingly diversi-
fied its markets – since the late 1990s it has targeted the UK and Belgium
and diversification has also occurred through the development of
Senegalese exports of canned tuna to some African countries, principally
North Africa, Ghana and Gabon. But such tuna exports remain low com-
pared to the European market mainly because the market within Africa is
very limited.

Spain and Côte d’Ivoire are the main competitors to Senegalese produc-
ers. More recently, Senegalese canneries have also identified products from
Ghana and Madagascar which target the French market; and, depending on
the dollar exchange rate, Latin American production, since measures have
been set up in favour of Scheting Plough (SGP) drugs, can be a serious
competitor when the dollar is weak. Thai and Asian competition is less
noticeable on the quality markets targeted by Senegalese canneries but
since 2003 Asian competition has begun to be felt by Senegalese pole and
line vessels on the French, Italian and Belgian markets.

16.3.4 Key constraints facing the industry

In order to make the most of their production capacity the canneries need
supplies of some 38,000 tonnes, but since 1990 they have purchased on
average just 26,775 tonnes and this figure has decreased markedly since
1998. Whenever there is a lack of supply they have to rely on freight from
Côte d’Ivoire, which increases the fish purchase price. Unfortunately,
Senegal is ill placed in terms of freight routes: few freighters pass by its
coasts, except towards Spain, because the Atlantic Ocean is the least
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productive of all the oceans. This ‘isolation’ of Senegal, indeed of African
countries in general, leads to higher costs of access to the spot market than
for Thailand. Moreover, repeated crises, the unreliability of some Senegalese
canneries, together with landing costs and delays in Dakar, have given the
port a bad name and freighters now refuse to put into port there. The only
stability comes from the landing requirements under the fishing agreement
but it is feared that vessels may soon prefer to pay the fines for non-landing
rather than land in Dakar, as is already the case with demersal species.

The organisation of stevedores’ work in the port of Dakar has consider-
ably slowed down handling, which leads to very high landing times and
costs compared to Abidjan (160 tonnes/day versus 250 tonnes in Abidjan)
and higher prices for some inputs. The comparison of product storage
costs (highly dependent on energy costs) shows that these costs are very
high in Senegal where in 1997 they were evaluated at 620 CFA francs per
tonne compared with 403 CFA francs per tonne for the first 100 m3 and
532 francs/tonne thereafter in Côte d’Ivoire (Discussion days, Côte
d’Ivoire, 1997).
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Table 16.4 Summary of main strengths and constraints in Senegal

Strengths Constraints

• Good quality products (two successive • No commercial representation in
procedures of product separation – • client countries
originally demanded by the English • Recurrent cash flow problems
market) • and high banking costs as

• Good expertise in product control • banking conditions are ill 
• Important know-how • adapted to the sector
• Partial positioning on ranges of luxury • Processing capacity development

and new products • in Mauritania, closer to the local
• Potential to generalise and formalise • fishing zones of Spanish tuna

the label ‘Line fished tuna’ • vessels
• Client countries’ policy to diversify • Little value extracted from

suppliers to avoid shortages and • fishmeal and oil
benefit from competition • Energy wasted during the sealing

• Wide range with diversified supply • process which could be reduced
(canning and nature of the products) • by the use of turbines (as is done

• by Spanish producers)
• Low labour productivity



In a market dominated by large international companies with a continu-
ous concentration process, the small size of Senegalese companies repre-
sents a handicap, the more so because they compete with one another and
have no common national marketing policy. Mergers, or understandings
between companies, or at least a common positioning strategy on inter-
national trade fairs, or even the creation of a national brand ‘Products from
Senegal’ or ‘Senegalese pole and line tuna’ should be envisaged.

16.4 Case study 2: Ghana

Although agriculture is the mainstay of the Ghanaian economy and, in
terms of volume and value, has long been the principal export earner,
the fisheries sector along the 500 km coastline is also locally important. The
fisheries sector contributes 3 per cent to GDP, accounts for 5 per cent of the
agricultural GDP and 10 per cent of the labour force.

16.4.1 Development of the sector

There is a long tradition of artisanal fishing for tuna and other large pelag-
ics in Ghana, but it was not until 1959 that intensive fishing for tuna began
in Ghana when a fleet of tuna vessels was introduced by Starkist
International (now a division of Heinz). One of the key factors behind the
introduction of this fleet was the abundant supplies of anchovy for bait –
a close relationship grew between the tuna fleet and the semi-industrial
anchovy fishermen, a relationship that continues today. In 1962, the State
Fishing Corporation was established. This was based in Tema and it
imported a large fleet of trawlers whose fishing activities occurred outside
the continental shelf of Ghana and as far away as Angola, Senegal and
Mauritania on bilateral agreements. The expansion of the tuna fishing
industry took off in the early 1990s, peaking in about 1997 and again in
1999. It has been on the decline since then (see figure 16.5).

Stocks of tuna in Ghanaian waters are not considered to be overexploited
and are in fact thought to be the only significant species able to sustain large
increases in production. Estimates made in 1998 for the maximum sustain-
able annual take of tuna in the East Atlantic are of about 200,000 tonnes, of
which 40 per cent can be taken in Ghana’s economic zone. Ghana’s tuna
fishing potential has also been increased by the recent provision, financed
by Japanese aid, of tuna landing facilities. However, with factories already
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working to capacity, increased catch is only likely to be of use to Ghana if
further investment is forthcoming in the canning sector: which, given the
eroding preferences with the EU, is unlikely in the current climate.

Fishing within the Ghanaian EEZ has always been reserved for
Ghanaians or for joint ventures where Ghanaians held at least 25 per cent of
the company share. Recent changes to the Fisheries Law (2002) now see
that minimum stake increased to 50 per cent, an issue which is proving
controversial within the tuna sector. Despite repeated requests to open up
negotiations, Ghana has never had a fishing agreement with the EU.

16.4.2 Key features of the canning industry

The tuna industry in Ghana is usefully characterised by the fishing sector
and the canning sector. One fishing company is part-owned by Heinz (who
also own one of the canneries) but this is the only example of a direct tie-in
between company and cannery.

There are currently thirty-six tuna vessels operating in Ghanaian waters:
twenty-six pole and line (also referred to as bait boats in some literature
because of the way they fish) and ten purse seiners. The vessels are owned by
the eight registered fishing companies that target tuna (two of these compa-
nies are currently undergoing a merger). All the companies are based in Tema.

The fishing companies exhibit a range of different structures. TTV is
majority owned by Heinz and is linked directly to the Heinz factory.
World Marine is a very small joint Korean–Ghanaian operation. The other
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Source: Figis database, FAO
Figure 16.5 Evolution of canned tuna production in Ghana
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companies are wholly owned by Ghanaians. While most of them land at
Tema, some also land at Abidjan (a two-day round trip away) when prices
there are better than those in Tema. By law, Ghanaian companies must also
deposit 10 per cent of their catch on the local market, although the stipula-
tion appears to have no ill effect on the canning industry.

There are currently five tuna canneries in Ghana, all located in Tema:
PFC, GAFCO, Quality Food Processing, Myroc Food Processing and
Tonelli. The sector is dominated by PFC (majority owned by Heinz) which
is by far the largest cannery in terms of production and numbers employed.

All the canneries send the bulk of their production to Europe and most
of that to the UK and Germany. There is a market for canned tuna within
the ECOWAS region, but it is very small and there is no room for expan-
sion. Likewise, whilst one company sends the product to North Africa, this
market is also small and accounts for only a small part of business.
Compared to other producer countries, it is interesting to note that the
Ghanaian sector is able to support a wide variety of canneries.

Tonelli is a small, wholly Ghanaian-owned cannery operating in the Free
Zone in Tema. It has been in operation since the winter of 1995/6 when a
bacon factory was converted into a tuna processing facility. It exports to the
EU market and has, through an agent, secured a supply contract with
Morrisons supermarkets. Before its entry into the EU market it was selling
within West and Central Africa. The current division of its output is 95 per
cent to the EU, the remaining 5 per cent going to West Africa, though this is
a very small market with little room for expansion.

Ghana Agro-Food Company Ltd (GAFCO) was established as a state-
owned venture in 1995. It is now a joint venture with 25 per cent held by the
Ghanaian government and the remaining 75 per cent owned by a Swiss
family concern. The plant processes a number of food items. The largest is
the canning division (which is the second largest in Ghana); the flour mill is
the second largest division and the third biggest operator in the country,
and finally there is the feed mill which is the largest in Ghana. The company
also trades in a variety of products. The canned tuna destined for Europe is
mostly packed in brine and is a mixture of flakes, chunks and solids; a small
segment of the business exports tuna in oil (olive, sunflower and soya),
mostly destined for southern Europe. The tuna for the African market is
packed in oil and includes a variety of local recipes and spicy sauces.

GAFCO exports around 92 per cent of its canned tuna production to the
EU. The remainder is distributed within the West African region – mainly
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Nigeria. Of the share that is exported to the EU, 80 per cent goes to the UK,
the remaining 20 per cent going to the Netherlands and Germany, and a
very small share to Denmark.

The largest canning concern in Ghana is the Pioneer Food Cannery
(PFC) which is owned by HJ Heinz which commands 22 per cent of the
world’s canned tuna market. The newly refurbished and expanded plant
was formally opened by the President of Ghana in 1994. The original for-
mation of PFC began operation in 1976, producing canned tuna for export
to Europe and for local consumption in Ghana. Rapidly decreasing tuna
prices on the world market, and rising costs due to the ongoing economic
crisis in the region, forced the factory to cease canning operations in May
1990, though it continued to process frozen loins for onward shipment to
other Heinz-owned canneries (Heinz by this stage owned 50 per cent of
PFC). Following Heinz’s acquisition of the remaining shares in the
company, the expansion programme took place, with distribution to the
French market though Paul Paulet being a prime new market for the plant
(Guillotreau and Le Roy, 2000: 4). When the new plant was opened in 1994
it was capable of processing 80 MT of tuna/day. In 2004 the plant was pro-
cessing close to 175 MT/day. A report in November 2002 envisaged this
capacity expanding further to 200 MT by June 2003, though with the recent
tariff changes this is not necessarily the case any longer.

16.4.3 Role of tuna in the export sector

Agriculture is the mainstay of the Ghanaian export economy and within
this, tuna, as a non-traditional agricultural export (NTAX), is an important
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Table 16.5 Structure of a selection of the Ghanaian canning sector

GAFCO PFC Tonelli

Number of employees 1,802 100
Year company 1995 1976 1995/6

established
Ownership breakdown 25% Ghanaian HJ Heinz Ltd Family owned

75% Swiss + nominal Ghanaian
ownership

Throughput 75 MT/day 10–15 MT/day
Contractual obligations None John West Morrisons in UK



contributor. Over 80 per cent of Ghanaian NTAX are value-added prod-
ucts, with raw material goods now representing an increasingly small pro-
portion of NTAX. Canned tuna represents a very important segment of the
NTAX sector, accounting for just over 14 per cent of total NTAX by value,
the single largest contributor. Up to a quarter of Ghana’s exports (by value)
are sent to other countries in West Africa (many, but not all, within
ECOWAS) but the ECOWAS market is comparatively small and chances of
expansion into higher value goods are limited due to the relative size of the
middle classes in neighbouring countries and the purchasing power of
those potential customers.

However, although tuna is an important source of foreign exchange for
Ghana (and by weight, the most valuable) it is not the only source. Recent
promotion of other goods (timber in particular) has helped broaden the
export sector base, potentially making the country less susceptible to exter-
nal forces. What is more, although the EU is a major trading partner, Ghana
has strong and well-established links to other countries in the region which
provide an export market. Overall, whilst there is a heavy reliance on tuna,
this reliance is not exclusive.

Ghana’s main competitors in the tuna canning export market are
Mauritius, the Seychelles and the Asian producers who all produce tuna in
brine destined for northern European markets.

The Ghanaian tuna sector is reasonably healthy – so much so that
Tonelli felt it worth taking the risk to venture into the European canned
tuna market comparatively recently. However, the industry in Ghana
suffers from a number of structural constraints.

16.4.4 Key constraints facing the industry

The cost of employing labour in the canneries in Ghana is high compared
to its competitors. This is not so much governed by the level of wages
but by the cost of employment (benefits, cost of uniforms, laundry ser-
vices – demanded by UK supermarkets). Active and powerful labour
unions within Ghana have also contributed to the rise in labour
costs through demands for working hours, working conditions and leave
entitlements.

Ghanaian energy costs are high. Ghana has no domestic oil reserves so
all oil products are imported, driving up costs. Cannery managers are not
able to rely 100 per cent on the national grid and have to run their own
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back-up power units in case of failure. This adds more costs to the overall
production.

Despite their proximity to Europe, the coastal nations of West Africa are
no longer on major shipping routes. Shipping goods from Tema to Europe
is thus far more expensive than comparative costs from Asia.

Ghana’s freedom to purchase tuna at the best price is constrained by reg-
ulations laid down by the EU regarding product origin (see box 16.1).
Ghana is able to produce its own cans for use in the canneries (a distinct
advantage over some other ACP producers) but still has to import the sheet
metal to make those cans, which contributes to the overall high costs of
production.

16.5 Case study 3: Mauritius

The Republic of Mauritius is a maritime state with an Exclusive
Economic Zone of 1.7 million square kilometres. The fisheries sector in
Mauritius represents approximately 1 per cent of the total GDP, which is
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Table 16.6 Strengths and constraints facing the industry in Ghana

Strengths Constraints

• Potential to increase catch rates: local • Comparatively high labour costs
stocks are not overexploited • Comparatively high shipping costs

• Ghanaian tuna is not shipped in from to Europe
elsewhere, so there is an opportunity • Little room to increase exports of
to market tuna as from identifiable canned tuna within the region
sources • Power supply has to be

• Ghana has a long-standing stable supplemented on site, utilities not
political environment and relatively well organised, labour force not
stable economy, both of which may well educated and infrastructure
encourage further foreign investment could be better

• Comparatively well-established • Energy costs are comparatively
infrastructure higher

• Well placed in development terms in • Cost of producing cans: sheet
the ECOWAS region metal has to be imported

• Distance from richest fishing
grounds (WPO)

• Productivity of workers (which is
low in comparison to Asia)



of minor significance to the national economy as a whole when com-
pared to tourism which contributes twenty times as much value to the
economy.

16.5.1 Development of the sector

Although Mauritius has a very large EEZ due to its large number of islands,
it is situated in relatively poor tropical waters; tuna migration routes enter
the EEZ of Mauritius, but only just (the tuna migrate from the Maldives
across the exclusive zone of the Seychelles down to the south of
Mozambique). Despite these disadvantages and the fact that the nation has
to rely upon imports from the Seychelles for its cannery, Mauritius has suc-
ceeded in developing a thriving tuna cannery sector which processes some
22,000 tonnes of tuna a year.

Tuna fishing has experienced ups and downs. The catch by locally based
vessels rose reasonably steadily until the early 1990s, since when it has
dropped considerably (see figure 16.6). This rise and fall in catch rates
reflects the fortunes of the domestic tuna fleet which is now obsolete. Faced
with few tuna resources within its own EEZ and a failing domestic fleet,
Mauritius began to import tuna from the Seychelles which lies squarely
within rich tuna fishing grounds. Mauritius is heavily dependent upon the
ability to import tuna – and, because of the EU Rules of Origin, this places
an added constraint on the industry.

Over fifty purse seiners, which operate in the South-West Indian Ocean,
land around 260,000 tonnes of tuna in the region yearly. At present, there
are no long-line tuna fishing boats registered in Mauritius but there is a
large international fleet which uses Port-Louis as a transshipment base.
Because Mauritius does not have the capacity fully to tap the migratory
tuna stocks available in its waters, it has entered into a fishing agreement
with the European Union since 1990, allowing European vessels to fish in
the EEZ of Mauritius. The most recent agreement lapsed at the end of
December 2003; there is no indication, as yet, of a further agreement. The
agreement, which related exclusively to tuna, provided fishing opportuni-
ties for forty-three tuna seiners, forty surface longliners and an average
annual tonnage of 25 GT per month for line fishing. The total financial
compensation is €412,500 and a financial contribution of €206,250
towards science and technology programmes, studies and training
programmes.
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Tuna canning was first set up in Mauritius in 1972 by the Mauritius Tuna
Fishing and Canning Enterprise (MTFCE), a joint Mauritian–Japanese
venture. Because of space problems, MTFCE was split between two sites:
Caudan and Riche Terre. This split-site arrangement, however, meant that
MTFCE was unable to comply fully with EU environment and sanitary
standards (necessary for importing food into the EU) and so building a
new factory became urgent. To raise the necessary finance, a UK private
company, Princes Ltd, acquired the assets of MTFCE in April 1999 and
established Princes Tuna (Mauritius) Limited. This new company is jointly
owned by Princes Ltd (64 per cent) and Ireland Blyth Ltd, a Mauritian
public company (36 per cent). In September 2000, the new factory was
commissioned at Riche Terre and the modern factory has been operating
and expanding its production of canned tuna since then. Princes Tuna
(Mauritius) Ltd operates a purse seiner (Lady Sushil I) which meets a small
percentage of its tuna consumption.

16.5.2 Structure of the canning sector

There is only one cannery on Mauritius. In 1999, MTFCE employed 1,200
people, processed about 120 tonnes of raw (frozen) tuna and produced 75
tonnes of canned tuna per day. The total tuna processed was 28,000 tonnes in
1999. By 2002 when MTFCE had become Princes Tuna (Mauritius) Ltd and
moved to the new factory, the tuna cannery had increased its employment by
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Source: FAOFISHSTAT+
Figure 16.6 Tuna catches landed by Mauritius, 1980–2000
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54 per cent compared with 1999, employing 1,845 people. About half of its
workforce are foreign employees from Sri Lanka and Madagascar. The
cannery processed 182 tonnes of raw tuna and produced 116 tonnes of
canned tuna per day. The tuna processed in 2002 was 44,707 tonnes, about a
60 per cent increase relative to 1999.

Port Louis is an important port of transshipment for the Far East Asian
tuna longliners, which are landing or transshipping an average of 17,500
tonnes per year. These activities, alongside those of the canneries, mean
that associated trades (stevedoring, shipping agents, etc.) are also reliant
upon the future of the tuna fishery. What is more, the cannery is also a sig-
nificant consumer of electricity and water.

16.5.3 Role of tuna in the export sector

More than 95 per cent of Mauritian canned tuna is for export to the EU
markets where the UK is the main consumer, accounting for 90 per cent of
total Mauritian canned tuna exports in 2000. Other EU markets for
Mauritian canned tuna are Germany (3 per cent), Sweden (3 per cent) and
the Netherlands (2 per cent). The concentration of Mauritian canned tuna
export to the UK market is due to the fact that Princes Tuna (Mauritius)
Ltd is owned by Princes Ltd, a private UK company. The latter has tradi-
tional marketing networks in the UK. The concentration of Mauritian
canned tuna exports in a few northern European markets brings it into
head-to-head competition with Thailand, Indonesia and the Philippines.

Although 95 per cent of Mauritian canned tuna goes to the EU market,
and the quantity produced has risen steadily throughout the 1990s the
same dependence is not exercised in reverse: Mauritius held only 3 per cent
of the EU market in 2000. Expansion outside the EU is also fraught with the
same difficulties experiences by Ghana and Senegal: the regional African
markets for canned tuna exports are too small. Even given the geographic
proximity of Mauritius to South Africa, there is little hope of expanding the
market sufficiently there in the near future.

With a population of 1.1 million, Mauritius is much larger than other
islands in the Indian Ocean and has a diversified economy. However, it is
important to see the contribution of tuna within the context of the wider
economy. Mauritius has long been an exporter of clothing, but is currently
facing difficulties in this sector due to the phase-out of the Multi
Fibre Agreement. Mauritius is also an exporter of sugar which, currently, is
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protected on EU markets, but, like tuna, is coming under increasing pres-
sure from other, larger sugar producers to have those preferences reduced.
So while the economic value of the tuna cannery may be slight, its value to
those employed there (in a climate of impending employment problems,
should the textile and sugar sectors also suffer from reduced tariffs in other
markets) is certainly great and of symbolic value to the islands.

16.5.4 Key constraints facing the industry

With limited tuna now being caught and landed in Mauritius, the key con-
straint for Mauritius is the cost of raw material which has to be shipped in
from the Seychelles – at a cost of $115 per tonne, which automatically
affects profits in the cannery. The cannery is also affected (more than most)
by the stringent rules of origin. Like their counterparts in West Africa, ship-
ping costs are comparatively more expensive than those experienced by
Asian exporters because there are far fewer vessels travelling along that
route. This contributes to the high cost of the product.
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Table 16.7 Main strengths and constraints on the industry in Mauritius

Strengths Constraints

• Recent significant investment in the • There is a lack of adequately trained
• Princes Tuna (Mauritius) cannery skippers and master fishermen for

gives confidence to the sector purse-seine or long-line fisheries
• Princes Tuna has well-established and a shortage of trained seamen

markets in the UK that may be able and fishermen
to withstand any shocks • Cumbersome and lengthy

immigration procedures for foreign
crews working onMauritian-flagged
vessels deter incoming investment

• High costs of production
• Existing ageing fleet operating on

banks are unable to operate on the
high seas which cover the migratory
track of tuna

• Tuna are highly migratory and only
pass through the EEZ for a short
period. Catches are concentrated
outside the zone



16.6 Case study 4: The Seychelles

The tuna fishing industry is one of the most important sources of foreign
exchange in the Seychelles, a group of small islands in the Western Indian
Ocean. Tourism is very important to the economy, yet the fisheries sector
(as a whole) has overtaken tourism as the biggest foreign exchange earner.
In 2001, exports of canned tuna alone generated 771.2 million rupees
(compared with the whole tourist industry at 770 million rupees), account-
ing for 91 per cent of the total fish export and 87 per cent of the total
Seychelles’ visible export.

16.6.1 Development of the sector

The Seychelles are located in rich tuna fishing grounds and have thus been
in a prime position to take advantage of the economic benefits therein. A
variety of nations fish for tuna in the waters, although the EU is the single
largest group. In 2002 (the latest year for which figures are available), the
EU had thirty-six purse seiners (from Spain, France and Italy) operating in
the Seychelles EEZ under licence and there are a further seventeen from
other countries. There were also 190 long-liners operating in the EEZ: 130
from Taiwan and 57 from Japan. The Seychelles itself had seven purse
seiners operating in the EEZ.

The Seychelles has a fishing agreement with the EU which allows forty
purse seiners and twenty-seven long-liners to fish in the Seychelles EEZ.
The agreement also carries a significant compensation component
whereby the EU pays the Seychelles €2.3 million a year for its fishing boats
to fish in the Seychelles water, based on a catch of 46,000 tonnes a year, in
addition to the licence fee paid by boats’ owners. And, for the three-year
period covered by the agreement, the EU contributes another €3.48 million
to the Seychelles fishing sector.

16.6.2 Structure of the canning sector

Expansion of the canning sector, which was rapid in the 1990s, is sympto-
matic of expansion in the fisheries sector as a whole. Total fish processing
capacity has grown from around 20,000 metric tonnes in 1995 to around
70,000 metric tonnes in 1999. Total production has also grown constantly
over the same period, from around 12,000 metric tonnes in 1995 to over
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23,000 metric tonnes in 1998. With further investment planned, total
capacity and production of fish and fish products are expected to increase
further in the future in order to meet the demand. How this expansion will
be affected by the change in preferences of canned tuna remains to be seen.
The total value of canned tuna exports has also grown steadily over the
years, to reach approximately US $159 million in 2002, from only US $16
million in 1995.7

The main import for the production of canned tuna is raw or whole
tuna. This is bought principally from foreign purse seiners that land at Port
Victoria or transship to other vessels that then come into the port. Due to
the very small internal economy, most machinery, components and pack-
aging materials are imported. Whilst this would normally increase costs,
the facilities of the SITZ (Seychelles International Trade Zone) have helped
keep added costs to a minimum.

There is just one tuna cannery in operation on the islands: Indian Ocean
Tuna (Seychelles) Ltd (IOT) which is a joint venture between Heinz and the
Seychelles government. When IOT was established in 1987, it had a capacity
of 50 tonnes per day or around 15,000 tonnes per year. Since its acquisition
by Heinz in 1995, the production capacity of the plant has constantly grown
to reach an estimated 350 metric tonnes per day by the turn of the century.
Exports of canned tuna in terms of volume have also grown steadily. IOT
processed 90,000 tonnes and produced 360 million cans in 2002.

IOT was previously called ‘Conserverie de L’Ocean Indien’. In 1995, the
cannery was acquired by Heinz who bought 60 per cent of the shares (the
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7 These prices converted at 1 Seychelles Rupee = 0.19 dollar in February 2004.

Source: IOT data, February 2004
Figure 16.7 Value of Seychelles canned tuna exports in SR (’000s), 1990–2002
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Seychelles government holding the other 40 per cent) and its name then
changed to Indian Ocean Tuna Ltd. This facility is the second largest tuna
cannery in the world after Starkist Samoa. IOT produces about 14 per cent
of the canned tuna bought in the EU and is the largest volume supplier of
canned tuna to the UK. However, it only uses one third of the 300,000
tonnes of tuna landed in the Seychelles each year – Princes Tuna in
Mauritius buys 40,000 tonnes and the rest is transshipped in large refriger-
ated ships, mainly to Europe. The cannery is the single largest purchaser of
electricity and water on the islands (purchasing 8 per cent of the power pro-
duced) and has contributed to making Port Victoria the biggest tuna trans-
shipment and landing port in the world.

Facing such stringent cost disadvantages, IOT is exceptionally efficient;
it has invested heavily in capital equipment to reduce manual labour
requirements in the areas of non-fish cleaning. This increased investment
in automation improves labour productivity. For example, the Seychelles’
high labour cost is compensated for by a high level of labour efficiency,
measured in tonnes of tuna processed per person per year. A worker at the
Seychelles tuna cannery can process 36.8 tonnes of tuna per year, compared
to 21 tonnes per person per year in Mauritius and 20 tonnes per person per
year in Ghana. Similarly, although it pays a much higher price for water
than Ghana, its utilisation rate of water is much lower than Ghana. The
Seychelles tuna cannery consumes 5.25 m3 of water to process one tonne of
tuna fish, while in the Ghana tuna cannery the corresponding figure is
11.00 m3/tonne.

16.6.3 Role of tuna in export sector

IOT contributes a considerable amount to the Seychelles economy; it
brings in the most foreign exchange earnings and employs over 10 per cent
of the working population as the single largest private employer. The
Seychelles tuna cannery sells its output mainly under brand name in
Europe; the free-tariff and free-quota market access to the EU was a very
important element in determining Heinz’s investment in the Seychelles
tuna cannery.

The Seychelles is highly dependent on the European market for its
canned tuna exports. Within the EU, the UK and France were both lead
importers in 2002, followed by Italy and Germany. However, the
Seychellois share of the EU market is comparatively small compared to
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intra- and inter-EU imports, but it is the largest single source of canned
tuna compared to rival ACP producers.

The fishery sector accounted for 14 per cent of the total employment
(4,600 people) in 2001. There are 1,100 fishermen in the sector, 1,000
employed in industrial fishery services (stevedoring, ship repair, ship chan-
delling and bunkering, etc.) and a further 2,500 in the tuna cannery. The
employment in the tuna cannery accounted for 54 per cent of total employ-
ment in the fisheries sector, and 7.6 per cent of total employment in the
Seychelles. The small island population means, however, a severe shortage
of labour and much of the labour in the cannery is from overseas.

16.6.4 Key constraints facing the industry

The Seychelles is a small island country with a total population of 80,000
and so has high labour costs compared with larger countries and has to
source many workers from overseas. The cannery is the biggest private
employer in the Seychelles. About half of the workers in the cannery are
local employees and the other half are foreign employees, mainly from the
Philippines, Kenya and Madagascar.

Water, electricity and fuel prices are all relatively expensive due to the
poor local production conditions. For example, the cannery pays for water
at $2.64/m3, while in Ghana the cannery pays US $0.40/m3. All the other
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Table 16.8 Strengths and constraints for the Seychelles industry

Strengths Constraints

• Extensive EEZ within rich tuna • Small population requiring additional
grounds hiring costs of overseas workers

• A policy environment that • Comparatively high employment
provides incentives to support costs per worker
export-oriented fishing investment • Small internal economy without

• A diverse pool of skilled manufacturing base which
labour and a long history requires import of canning inputs
of political stability • Seasonal water supply problems

• Experienced fisheries-related • Rules of origin
workforce regulations

• Well-established position on EU
markets



important ingredients for canning tuna – vegetable oil, cans, and materials
for secondary and tertiary packaging – are imported.

As with other ACP countries, rules of origin mean that the
ability to access cheaper tuna is a constraint, and, with the added restric-
tions applied to the tuna vessels operating under the EU fishing agree-
ment, freedom to source raw material is a constraint to competitive
production.

16.7 Summary of case studies

The case studies presented offer a wide variety of insights into the canned
tuna industry in ACP countries – the results are summarised in table 16.9.
Senegal appears to have been in rapid decline for a while and in danger of
total industry collapse if reduced production is the consequence of the
tariff decision. Ghana, on the other hand, has a much broader base to its
industry (with six operational canneries), optimism in the sector (a new
cannery opened recently) and much less dependence on the sector as a
whole in terms of the wider economy. Unlike their island counterparts,
both Senegal and Ghana have a long history of industrial tuna fishing.
The Seychelles and Mauritius both suffer from the economic constraints
placed on small economies. They have to import many of the inputs for
the sector, they are short of labour and water and costs of production are
high. Yet, the two examples are quite different. Whilst the Seychelles is
very dependent upon the income from the sector, Mauritius has diversi-
fied its economy into other export sectors (textiles and sugar) and the
luxury tourism market. All the countries face considerable cost
difficulties – labour costs are higher than for their Asian counterparts as
are the costs of shipping the product to Europe. Work productivity is also
lower than in Asia. All the study countries are dependent upon the
European market – although Senegal’s dependence is on southern
European consumers whereas the other three are dependent upon
markets in the north.

16.8 Potential and actual impacts of opening the European
market to Asian canned tuna

This section looks at each case-study country individually, and then
assesses the impact on an EU-wide basis.
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16.8.1 Senegal

Establishing the extent of the impact on Senegal is somewhat complicated
by the perilous state of the industry to begin with. In other words, it is
difficult on face value to determine whether any decline in the Senegalese
sector is wholly attributable to the loss of preferential marketing to the EU
or partially due to the precarious health of the sector over all.

Irrespective of the source of the decline, with reduced value of its exports
on the European market (�15 per cent since 1999, which is added to the
large fall in 1998) and with a profitability crisis in the sector, there is con-
siderable fear that in the short term at least international competition will
force companies to lower their prices to ensure the competitiveness of their
products. With the recent fall in the value of the dollar (in late 2003) and
the potential rise in competitiveness of the product from Latin America
(also afforded preferential trading tariffs into the EU) there is a possibility
that Senegal could be impacted from two sides.

Experts within the sector argue that if, in the medium term, more struc-
tural solutions cannot be adopted (such as targeting quality markets or
developing new products) so as to achieve substantial productivity gains,
the future of the sector cannot be assured. In fact, if substantial competitive
gains are not realised, the risk is that Senegalese canners will disappear and
the pole and line vessels will depart.

Moreover, even if the reduction in customs duties is for the moment
limited, the tendency will be for it to be generalised. It is therefore realistic
to envisage the restructuring of the Senegalese tuna sector in the context of
international market liberalisation, a situation which could happen in the
future (following the Cancun meeting in September 2003).

It is possible for instance that a marked drop in cannery demand could
accelerate the shift in landings (including landing quotas under the agree-
ment) towards Abidjan, worsening the supply difficulties faced by com-
panies. Moreover, the transfer of lost North European markets (Germany,
UK and Belgium) to North African markets is optimistic given the (so far)
limited nature of exports to North Africa.

An evaluation of the facts for Senegal reveals indirect effects on the
fishery sector (tuna companies based in Dakar) and the fishmeal sector
(a single company in 2003). It also finds that strategic impacts (risk that the
activities might disappear) on other suppliers may be considered negligi-
ble, even for closely related sectors such as can manufacturing, because of
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Table 16.10 Possible impacts for Senegal

Canneries

(Impact 1) Loss of northern European markets (Germany, United Kingdom and
Belgium), i.e. 1,612 tonnes on average over 2000/2001. Even on the hypothesis
that this production can be switched to North African markets (which is
optimistic, and assumes significant growth of these to-date limited markets), the
reduction in value added related to the difference in value between the northern
country markets and those of Morocco and Tunisia, which was 30 per cent in
2001, must be taken into account.

(Impact 2) Increased competition on southern European markets, which
represent on average, over 2000/2001, 60 per cent of the export volume, leading to
a marked reduction in selling prices on these markets. On the basis of the 15 per
cent reduction already recorded over the three years between 1999 and 2001, the
reduction could be between 15 per cent and 30 per cent, the latter figure being the
decrease observed between 1998 and 1999.

Fishing companies

(Impact 1) The fall in fish purchase price (30 per cent) is carried over to the
fishing companies, leading to a reduction in their value added and also to risks
weakening the units leading possibly to the disappearance of some of them (this
element has not been evaluated).

(Impact 2) If the canneries cease or substantially decrease their activity, the tuna
fleet based in Dakar would not be threatened in the short term because of the
possibility to transship, so long as the transport routes of Spanish cargo are not
changed by relocation. In the medium term, in the case of global market
liberalisation and a crisis in the sector, a substantial reduction in tuna activity is to
be feared.

Fishmeal factory

(Impact 1) If we assume that canneries maintain their level of activity, the only
impact would be on prices, with no major consequences at the macroeconomic
level as this segment is one of the few profitable ones in the sector according to the
1997 evaluation (loss of profits for the company).

(Impact 2) If the canneries cease or substantially decrease their activity, there
would be a great impact on the fishmeal company because it depends heavily on
the canneries for its supply. It could lead to the closure of the  remaining unit.



the increased use by canners of imported products. It is probable that the
search for productivity gains will increase the dependence on imports.
Similarly, the share of port activity related to tuna is not very important
and will only be marginally affected (estimated at 2 per cent of port
turnover by Charneau (1988) in 1986).

Evaluating the impact from the point of view of the product, everything
suggests that low-priced product markets will be the most exposed to compe-
tition, in particular Germany, the United Kingdom and Northern European
countries where Thai products are already well implanted. However, despite
a downward trend in the relative importance of Asian imports in these coun-
tries, Thailand remains the main supplier in both cases.

Senegalese market shares in these countries appear to be marginal. Over
the 1996–2000 period on average they represent 1,148 tonnes for the
United Kingdom and 272 tonnes for Germany. However, the impact for
Senegal could be indirect: southern European producers who had only
recently penetrated these markets could be pushed back into their own
markets (France, Spain, Italy) and these represent an important proportion
of Senegalese exports.

During a follow-up interview in early 2004, the largest Senegalese pro-
ducer reported that production had fallen by 22 per cent compared to the
same period the previous year. However, this statement was qualified by the
fact that the strong rise of the euro against the dollar (up 24 per cent) may
also have had an impact.

16.8.2 Ghana

The European market for tuna is highly segmented. Ghana stands alone as
the West African nation reliant upon markets in Northern Europe (which is
also the main destination for Thai and Filipino product). The UK, Ghana’s
largest single market in the EU, accounts for over half of Ghana’s exports –
but also for over half the exports from Thailand and Indonesia and a quarter
of the exports from the Philippines. In other words, as far as the UK market
is concerned, Ghana is in direct competition with the three major non-ACP
countries that now have access to reduced tariff quotas for canned tuna.

Latest figures available indicate that total Ghanaian exports of canned
tuna (in 2000) were 25,100 MT. Exports to the EU amounted to 22,600 MT in
2002 (down from 26,064 in 2000) or just 4.79 per cent of total EU imports –
of those, 54 per cent went to the UK. Under Regulation 975/2003, the quota
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set for 2003/2004 is 25,000 MT, marginally more than the current Ghanaian
export to the EU. What this means is that there is a potential for Ghana to lose
its entire share of the UK market to Asian canned tuna. Most commentators
doubted that this would be the case, but all acknowledged that Ghana would
be sure to lose at least some of that share in the shake up of the UK market for
canned tuna which will almost certainly follow the change in EU policy.

In a duty-free situation, as far as costs go, Ghanaian tuna is (margin-
ally) more expensive per unit than Thai tuna and considerably more
expensive than Indonesian or Filipino tuna. It is more expensive also
than Senegalese or Ivorian tuna which may well impact on intra-ACP
country competition as their overall market share in the EU is reduced.
But, because they are currently targeting different markets, this price
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Table 16.11 Summary of possible impacts for Ghana

Canneries

(Impact 1) Loss of northern European markets (United Kingdom), i.e. 19,100
tonnes based on 2002 figures. Given that it is assumed that non-ACP tuna will
target northern European markets, and Ghana’s current export is under the
25,000 tonnes quota, this is not entirely infeasible, though it is unlikely that it
would lose all of this in one quota-year.

(Impact 2) Reduced production leads to reduced employment, impacting on
socio-economic profile of Tema; smaller companies that have just started to invest
in EU market are forced out of business or have to contract back to the
ECOWAS/North African market.

Fishing companies

(Impact 1) With falling income from canned tuna exports to northern European
and no possibility of acquiring market share in southern Europe (which is,
hypothetically, oversubscribed by canneries in traditional exporting countries
such as Senegal and Côte d’Ivoire), Ghana has to allow EU access to its EEZ
through a fishing agreement to maintain employment in the tuna sector in
Ghana.

(Impact 2) Falling purchases by Ghanaian canneries force companies to sell to
Abidjan more frequently, although Abidjan could now be oversupplied due to a
shift in activities of the Senegalese fleet. Fishing companies refocus their activities
on other fish stocks – many of them have only recently begun to target tuna
stocks. Those fishing companies heavily tied into canneries (TTV, for example)
are harder hit than those with more diversified markets.



difference is unlikely to be an issue. However, once the 24 per cent tariff
has been added to the cost of tuna from non-ACP countries, Ghanaian
tuna becomes more competitive: it is cheaper than Thai tuna and only
marginally more expensive than tuna from Indonesia or the Philippines.
Thus it is conceivable that Ghana might lose ground to tuna from
Indonesia or the Philippines, but this would have happened anyway
under the old regime of a blanket tariff of 24 per cent.

The fact that the European tuna market is split into two distinct halves
means that any increase in Thai exports is likely to target the northern
European market (for which the bulk of Ghana’s exports are currently des-
tined). Increasing exports to southern European markets is therefore a fea-
sible option. GAFCO, however, maintain that practically this is very
difficult. Numerous barriers to exporting to southern Europe were men-
tioned by producers in Ghana, including delays in verifying paperwork and
delayed container shipment. These barriers cause real problems but are
hard to prove and thus take action upon.

Reviewing the situation in Ghana in early 2004, some five months after
the quota was opened, revealed that in fact turnover was down by about
30 per cent – although without further analysis it is not possible to say if
this is due directly and entirely to the arrival of cheaper tuna from Asia or to
other factors.

16.8.3 Mauritius

It is perhaps fortunate for Mauritius that tuna specifically and fishing in
general represent such a small proportion of the nation’s GDP; far more
income is earned from the thriving tourism sector. Any decrease in produc-
tion, therefore, will have an immediate impact upon the tuna sector but its
impact on the overall economy will be negligible. However, this comment
only holds true if one assumes that other export-driven industries on the
island (textiles and sugar, for example) are able to absorb the excess labour
and make up the difference. In the light of increasing talk of across-the-
board tariff reductions, the continued protection of Mauritian markets to
the EU seems unlikely.

Sources in Mauritius in January 2004 confirmed that, whilst the number
of cases of canned tuna sold in 2003 was up by 289,000, the profit margin on
each case was down by 11 Rupees. This reduced profit margin was a direct
result of having to lower prices in order to compete with the amount of
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cheaper tuna coming in from Thailand. More specifically, profit margins
from July 2003 (i.e. after the quota came into effect) were down 8 Rupees a
case compared to the six months prior to the reduction in tariff on Thai tuna.

16.8.4 Seychelles

The tuna sector in the Seychelles is dependent upon just one cannery
owned by Heinz. Any indication that production is no longer economically
viable could lead to the withdrawal of that foreign investment which would
have catastrophic consequences for the Seychelles. With no significant
other industry to take up the slack, any erosion of preferences for the
import of Seychelles tuna into the EU will have widespread economic con-
sequences. However, there is little likelihood that the Seychelles will lose its
tuna sector overnight. Rather it would appear that a gradual reduction in
tariffs for non-ACP tuna, will slowly increase the comparative costs of
Seychellois tuna, causing the industry to decline slowly.

The cannery confirmed that Heinz had experienced an impact in their
canned tuna sector, but was unable to quantify this impact.

16.8.5 Europe

The 25,000 tonnes quota of reduced tariff tuna had been all but used up by
the end of September 2003, but it was not possible to determine which
Member States had imported tuna from that quota. Interviewing a number
of supermarkets in the UK and France, it was possible to deduce that in fact
the UK had taken the largest share of this quota – and, ironically, the bulk of
it had been bought by Princes Tuna, who also own the cannery in Mauritius.
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Table 16.12 Summary of impacts for Mauritius

Cannery

(Impact 1) Loss of northern European markets (United Kingdom), i.e. 15,440
tonnes based on latest (2000) figures. This is below the 25,000 tonnes quota but it
is unlikely that all the Mauritian market share would be used up by the quota.

(Impact 2) Reduced production would lead to staff reductions impacting upon
the socio-economic profile of the island, although the other strong economic
sectors would minimise this impact.



A major UK supermarket noted that their sourcing of canned tuna had
not changed noticeably as a result of the change in EU policy: the
Seychelles and Mauritius still provide the bulk of their stock. The super-
market buyer noted that buying decisions for products involved a large
range of components, of which price was just one. The conditions
provided in the canneries for their workers and the quality of the product
are also factors. So, the decision to continue to source tuna from the
Seychelles and Mauritius could be due to customer demands for corpo-
rate social responsibility (CSR) regarding working conditions in the
canneries. This fact was borne out by one of the canneries in Ghana who
confirmed, back in July 2003, that many of the working conditions in the
cannery (free laundry service, social club and subsidised canteen) were all
conditions laid down by the major supermarkets as part of their CSR
policy.

A major UK manufacturer and distributor with close financial links to
the canning sector in the Indian Ocean reported that they had imported
66 per cent more product from Thailand in 2003 compared to 2002 and
that the average price per case was £5 cheaper than the previous year.
Because of the overall competitive nature of the marketplace in the UK,
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Table 16.13 Summary of impacts for the Seychelles

Canneries

(Impact 1) Loss of northern European markets (United Kingdom), i.e. 17,711
tonnes on 2000 data. Given that it is assumed that non-ACP tuna will target
northern European markets, and the Seychelles’ current export is under the
25,000 tonnes quota, this is not entirely infeasible, though it is unlikely that it
would lose all of this in one quota-year.

(Impact 2) Reduced production leads to reduced employment, impacting on the
socio-economic profile of the islands. With entire production loss being felt by
just one cannery (no room for inter-cannery competition), there is a real chance
that the cannery may cease to be economically viable and close.

Fishing companies

(Impact 1) There is no reason to suppose that EU tuna fisheries agreements
would cease to be economic, however. The nation could therefore continue to
collect rent from the tuna fishery, although this would mean a considerable drop
in tuna-related income compared to the current situation.



they had been forced to increase imports from Thailand even though they
had tuna interests in the Indian Ocean.

In France, the Société de Vente des Pêcheurs Français remarked that in
fact 2003 was an exceptionally good year. Although sales of Asian tuna had
increased, so had those from the Seychelles and Mauritius – a fact also sup-
ported by one of the canneries in the Indian Ocean that reported increased
production (but also reduced profits).

Supermarkets do not appear to have radically changed their buying pol-
icies faced with potentially cheaper products from Asia. This could be
because contracts are established so far in advance that any real effect will
not be discernible until the next quota comes into effect in July 2004 (Brus,
personal communication, 2004); or it could be that buying decisions are in
fact more complex and price is just one issue (as noted above).

So, it would appear that impacts have indeed been felt, but have not
played out quite as simply as had at first been assumed, with the UK
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Table 16.14 Synthesis of main impacts (potential and actual)

Potential impacts Actual impacts

Senegal Loss of position in southern Production reported to
European markets further have reduced 22 per cent
harming a fragile sector

Ghana Reduced production with Reported 30 per cent loss
potential loss of jobs. No of turnover
large negative economic
impacts predicted but
localised socio-economic
impacts in Tema a
possibility

Seychelles Reduced production with Reported drop in profits as
catastrophic results for a have to compete with
small island economy imports of cheaper tuna

Mauritius Reduced production with Cannery reports a drop in
minimal national impact, profits; production in the
but potentially sizeable region has gone up, but
impact if other sectors prices down to compete
suffer equal reduction in with Thai product
tariff protection



absorbing much of the quota and much of that being bought up by a
company with vested interests in the sector in the Indian Ocean.

16.9 Next steps

Information collected during interviews with industry experts demon-
strated that canned tuna production in ACP countries was not a lost cause.
A number of suggestions were offered as to how industries in these coun-
tries might change to withstand the potential for excessive losses.

Shifting tuna exports to countries outside the EU is a possibility for all
the ACP countries but African food products often suffer from a negative
image in the global market and small economies mean markets are very
thin. Exploiting the unique position of the West African product is another
possibility. Unlike Thai tuna which is often transshipped from a wide geo-
graphical area, all but a small proportion of Ghanaian tuna is caught by
Ghanaian vessels, much of it within Ghanaian waters. It would thus be rela-
tively easy to exploit the northern European desire for ‘locally identifiable’
produce rather than homogenous global products. In much the same way
that Kenya is now synonymous with coffee, Ghana and Senegal could
become synonymous with locally identifiable tuna caught by local fisher-
men. The large quantity of line-caught tuna originating in all ACP coun-
tries is also a quality that sets this tuna apart from the seiner-caught tuna
from the large Asian producers. Again, the ACP countries could tap into the
growing market for environmentally sensitive foods in the northern
European markets. Exploring diversification into quality products within
the tuna sector is also a possibility: there is certainly a growing UK market
for canned tuna in ready-made sandwich fillings and in ‘exotic’ sauces. The
use of pouches rather than cans for packaging is also an avenue that may be
worth exploring to give ACP tuna an edge over their Asian rivals.

Finally, in terms of understanding the interplay between ACP producers,
the complexities of the EU market and the potential threat from large-scale
Asian producers, more work needs to be done to understand the ‘cause and
effect’ so that more concrete development options might be offered to ACP
tuna producers. Specifically:

• Detailed economic analysis of the sector needs to be conducted to estab-
lish which factors have impacted upon production in ACP countries and
what drives supermarket decisions.
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• Without concrete information on which markets absorbed the quota
(and are thus likely to absorb the next tranche), it is still not possible to
establish which ACP countries are likely to be hardest hit.

• Further monitoring of the situation needs to be conducted. The quota
for 2003 has been used up; only when the next quota comes on line will it
be possible to track any changes conclusively.

16.10 Conclusions

The ACP African countries have been very successful in taking advantage of
preferential market access to the EU canned tuna markets. They have
enjoyed tariff-free, quota-free market access to the EU, while other suppli-
ers such as Thailand and the Philippines face a 24 per cent tariff. The ACP
canned tuna exporters have replaced many other suppliers, growing into
dominant suppliers in the EU markets since the 1990s. The four countries
represented in this study, to a greater or lesser extent, have dramatically
increased their exports of canned tuna to the EU market in terms of both
absolute quantities and market share throughout the 1990s.

Under pressure from the Asian canned tuna suppliers, the EU has
adopted the WTO mediator’s suggestion to allow a quota of 25,000 tonnes
of canned tuna from Thailand, the Philippines and Indonesia at an in-quota
tariff rate of 12 per cent rather than the customary 24 per cent. As the tariff
opened in July 2003 there were real fears that ACP production would be
severely compromised because they are unable to compete against the
higher production levels and cheaper product coming from Asia. This fear
has not been completely realised, although there is evidence that production
in West Africa and profits in the Indian Ocean have reduced by up to 30 per
cent in some cases. Whether the effect felt on European markets is entirely
due to the quota (as opposed to exchange rates, catch rates or a combination
of these) is not possible to determine without further analysis.

EU imports of canned tuna are not evenly distributed across members’
markets. The Asian exporters, Thailand, the Philippines and Indonesia,
mainly supply the UK, and, to a much lesser extent, Germany. Spain, the
largest canned tuna producer in the EU, imports very little from outside
sources. France imports nearly all her tuna from Francophone African
countries, Senegal and Côte d’Ivoire in particular. Mauritius and the
Seychelles send the bulk of their canned tuna to the UK as does Ghana,
whilst the Senegalese product is destined for French and southern
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European markets. The greatest competition due to this policy change is
likely, therefore, to be felt on the UK market. Current analysis of the situa-
tion, however, does not provide a clear picture of how the tariff has
impacted upon supplies.

Although the tuna canning industry in all four countries is a very
important contributor to the local economy in terms of employment and,
for Ghana and the Seychelles, contribution to GDP, the industry is also very
uncompetitive compared to its Asian market rivals. Protected and sup-
ported by the Lomé Convention, Ghanaian, Mauritian and Seychellois
tuna had been able to establish a small niche in the northern European
market but, with the gradual reduction in trade preferences, this position is
under threat. Similarly, the exemption from customs duties has enabled a
historically important tuna activity to continue in Senegal even if the
Senegalese market share has steadily declined over the years. As noted by a
number of authors, none of the countries in this study are alone in this
position. Many African countries have failed to achieve the levels of success
of their Asian counterparts, even allowing for the generous trade prefer-
ences afforded them. Despite this, cannery owners in Ghana in particular
considered tuna to be one of the few successes of the Lomé Convention.

Tuna represents a significant part of Ghana’s NTAX and a significant
part of its exports to the EU, but it is not wholly dependent upon tuna.
Similarly, in the case of Senegal, the macroeconomic importance of the
tuna sector is limited compared to other fisheries and even more so when
compared to other activities. Any reduction in the monies earned from
tuna will have a direct impact on the economy of Tema and will impact on
the national economy, but Ghana does have other sectors it can fall back on.
What is more, the impact on Senegal is likely to be small, not least because
it holds but a very small share of the EU canned tuna market. However,
since 1998 the tuna sector in general and the canneries in particular have
been facing an economic crisis, and this measure, without major restruc-
turing, could have serious consequences and even call into question the
very future of tuna fishing in Senegal.

Tuna canning in Mauritius is a comparatively new sector, with a large
investment being made there by Princes in 2000. However, unlike in the
other three countries, tuna canning is a very small part of the overall
economy: textiles, tourism and sugar providing much greater and longer-
standing sources of income. So, whilst Mauritius will undoubtedly feel the
effect of the quotas, the effect will be far less drastic than in Ghana, Senegal
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or the Seychelles. The Seychelles, on the other hand, is highly dependent on
tuna which makes up 95 per cent of its exports and 40 per cent of its
imports. With few other resources to fall back on, any significant reduction
in the industry in the Seychelles will be keenly felt.

The impact of the adoption of the 25,000 tonnes quota could be wors-
ened by the current risk of a generalised reduction in customs duties,
which, after the Doha meeting, follows from the results of the WTO nego-
tiating groups on the levelling of market access custom duties.8 ACP and
SPG drug countries must organise themselves to respond to the proposal
and particularly try to obtain a more progressive reduction in the case of
tuna. The French position is to request special treatment for tuna (the other
product similarly affected is sugar) with customs duties reduced in the end
to 15 per cent but in two successive steps of 21 per cent and 18 per cent so as
to make the reduction process progressive (FIAC note of 22 July 2003). The
reduced customs duty quota does not include a clause on product origin
and it is still not known whether the levelling measures will eliminate the
origin clause for ACP countries in order to allow them to get their supplies
from more advantageous spot markets. However, Senegal, Ghana, the
Seychelles and Mauritius will always be at a disadvantage on these markets
because of transport costs as they are so far from the major fishing zones.

Whilst the free-trade advocates might argue that ACP countries need to
be acclimatised to the world market and forced to adapt to enable them to
compete without preferential treatment, the reality is that without substan-
tial assistance, many of these countries, and the countries represented in
this study are no exception, will find it increasingly difficult to compete in
the canned tuna market and will have to reduce their participation.
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8 A first framework paper was produced by the EU Trade Commission in October 2002. Faced
with contradictory and inflexible positions, the president of the group, M. Girard (of Swiss
nationality), submitted on 16 May 2003, a document of his own to be used as a basis for negoti-
ations (as quoted in CRS Report for Congress, ‘World Trade Organisation Negotiations: The
Doha Development Agenda’, August 2004). According to this document, the reduction in duties
will take place sectorally using a general formula based on average volumes from 1999 to 2001
(reference period), with a coefficient per product which is the determining factor. For example,
with a coefficient of 0.5, which for the moment appears to be the value adopted by the negotiat-
ing group, the final customs duty rate will go from 24 per cent to a rate between 2 per cent and
4 per cent, depending on the base rates which are adopted. To obtain a final rate of 15 per cent,
which is the French position (FIAC note of 22 July 2003), the product coefficient would have to
be between 4 and 5. The negotiation and the adoption of this measure should have taken place at
the WTO meeting in Cancun from 10 to 14 September 2003. The absence of agreement at this
meeting merely postpones the negotiation.



One of the most important consequences of the recent change in policy
is not so much the impact of the 25,000 tonnes quota (although that is a
concern) but the ‘slippery slope’ nature of trade policy change which
possibly presages further erosion of preferences which would have far more
negative impacts on ACP tuna canneries and could threaten their competi-
tiveness and their survival. Evidence suggests that lobbying by ACP coun-
tries, compared to their Asian market rivals, was poor in the run up to the
decision by the EU. More effective lobbying (as is being orchestrated by the
Seychelles government) needs to be put in place to ensure that ACP coun-
tries are proactive in the face of future trade policy changes rather than
having to react to the global quest for tariff-free international markets.
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PART IV

Negotiating issues and institutional arrangements





17

WTO fisheries subsidies negotiations: implications for
ACP fisheries access arrangements and sustainable

management

roman grynberg

17.1 Introduction

After almost five years of discussion at the Committee on Trade and
Environment, WTO members embarked upon negotiations on fisheries
subsidies as a result of the decision reached by ministers at the 4th
Ministerial Conference of the WTO at Doha. The ministerial decision was
couched in language that explicitly recognised the importance of the sector
to developing countries and clearly implied the development of appropri-
ate special and differential treatment rules.1 Yet despite the language, the
principal submission2 by the ‘Friends of Fish’, the majority of which are
developing countries,3 there has been no substantive call for special and
differential treatment from developing countries.4

This chapter begins by briefly considering both the economic case for
fisheries subsidies disciplines and the evidence of the magnitude of those
subsidies. The analysis proceeds to consider the existing subsidies rules in
the WTO and perceived weaknesses that may exist in those rules, and then
reviews the negotiating positions of various WTO members in the
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The views expressed in this chapter are those of the author and not necessarily those of the
Commonwealth Secretariat or any of its members.

1 WTO Ministerial Declaration, WT/MIN(01)/DEC/1, 20 November 2001, para. 28:

In the context of these negotiations, participants shall also aim to clarify and improve WTO
disciplines on fisheries subsidies, taking into account the importance of this sector to
developing countries.

2 Negotiating Group on Rules, TN/RL/W/3, 24 April 2002.
3 The principal proponents of enhanced fisheries subsidies rules at the WTO include Australia,

Chile, Ecuador, Iceland, New Zealand, Peru, the Philippines and the USA.
4 China has called for special and differential treatment provisions in very broad terms without

specifying the content of such provisions. Negotiating Group on Rules, TN/RL/W/9, 20 June 2002.



Negotiating Group on Rules which is considering the fisheries subsidies
issue. The chapter attempts to explain the need for special and differential
treatment of developing coastal states in the current round of WTO negoti-
ations in terms of the particular development needs of coastal states.

Particular reference is made to the situation in the Pacific island states,
which are the source of 45 per cent of the world’s tuna landings and for
which, as some of the world’s smallest and most vulnerable island states, the
fisheries subsidies issue is of vital economic importance. It will be argued
that two of the world’s smallest and most vulnerable LDCs, Kiribati and
Tuvalu, neither of which is conducting an unsustainable fisheries policy, are
exposed to the greatest risk from the current negotiations if they should
result in new fisheries access disciplines. The last section of the chapter deals
with the implications of the proposed disciplines for ACP states in a number
of areas and proposes several policy options that ACP governments may
wish to pursue to minimise the possibility of new fisheries disciplines
adversely affecting their development and fisheries policies.

17.2 Existing economic theory and empirical evidence on subsidies

The question of fisheries depletion in open access fisheries has been studied
for many decades by natural resource economists. What is in large measure
agreed is that, in the absence of property rights, fish stock depletion will
occur in open access fisheries.5 It is also widely accepted that this will occur
whether or not there are subsidies.6 The only role that subsidies play, if one
accepts the direction of causality, is that they accelerate the rate of deple-
tion. Only where there is some form of property rights arrangements can
the natural tendency of depletion in the commons be arrested.7 It is on this
basis that economists have attempted to develop systems of tradable quotas
as a mechanism of checking the tendency towards depletion in the open
access fisheries. However, where a sustainable management regime exists8
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5 H. S. Gordon, ‘The Economic Theory of a Common Property Resource: The Fishery’, Journal of
Political Economy, vol. 62, 124–42 (1954).

6 See R. Aaronson, ‘Ocean Fisheries Management: Recent International Developments’, Marine
Policy (September 1993); G. Porter, Fisheries Subsidies and Overfishing: Towards a Structured
Discussion, UNEP, Geneva (2002), p. 11.

7 A. D. Scott, ‘The Fishery: The Objectives of Sole Ownership’, Journal of Political Economy,
vol. 63, 116–24 (1955).

8 O. Flaaten and P. Wallis, ‘Government Financial Transfers to Fishing Industries in OECD
Countries’, OECD (2000), http://oecd.org/agr/fish/publication.htm.



or where a system of tradable quotas is created9 then subsidies simply
become rents that are transferred to either producers or consumers
depending upon the particular market situation. This raises the key policy
question of whether the current negotiations at the WTO on enhanced
fisheries subsidies disciplines constitute a ‘second best’ approach to fish-
eries management when devising appropriate sustainable management
policies in more appropriate fora such as the FAO has been more politically
difficult than devising enforceable WTO rules.10

While there has been considerable discussion of subsidies in the marine
products sector there has been no systematic attempt to quantify these sub-
sidies until the late 1980s and 1990s when there was a flurry of research
activity to attempt to determine the magnitude of the subsidies involved.
The research results have indicated that these subsidies have been of a sig-
nificant order of magnitude. While the order of magnitude is in dispute,
the fact that they are substantial is not in dispute. The estimates originally
made by the FAO suggested that in 1989 subsidies were US $22 billion when
measured in terms of operating costs only and US $54 billion when all
investment costs were included.11 This study was followed by research by
APEC,12 OECD13 and World Bank,14 all providing different estimates of the
magnitude of subsidies. Regrettably, neither the WTO estimates stemming
from notifications nor the research undertaken by international organisa-
tions has as yet provided sufficient and accurate time series on fisheries
subsidies to allow economists to disentangle the direction of causality, i.e.
whether fish stock depletion is the result of subsidies or whether subsidies
are caused by depletion leading to governments increasing transfers to
sustain the fisheries.
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19 R. Aaronson, ‘Fisheries Subsidies, Overcapitalization and Economic Losses’ in A. Hatcher and
C. Robinson (eds.), Overcapacity, Overcapitalisation, and Subsidies in European Fisheries,
Proceedings of the First Workshop of the EU Concerted Action and the Common Fisheries Policy,
University of Portsmouth (October 1998).

10 Japan has asserted that any possible adverse effect of fisheries subsidies on stock depletion could
be addressed with an appropriate management regime, WT/CTE/W/173.

11 FAO, Marine Fisheries and the Law of the Sea: A Decade of Change, Rome (1992).
12 Asia–Pacific Economic Cooperation (APEC), Fisheries Working Group, ‘Study into the Nature

and Extent of Subsidies in the Fisheries Sector in APEC Member Countries’ (2000).
13 See Transition to Responsible Fisheries: Economic and Policy Implications, Paris (2000); also

Transition to Responsible Fisheries, Government Financial Transfers and Resource Sustainability:
Case Studies (AGRI/FI), Paris (2000). It is worthy of note that the OECD does not refer to
subsidies, which may be construed as having WTO implications, but ‘government transfers’.

14 M. Milazzo, Subsidies in World Fisheries: A Re-Examination, World Bank, Washington (2000).



17.3 Existing WTO rules on subsidies

During the Uruguay Round, largely as a result of the EU position, fisheries
were left out of the Agreement on Agriculture. This left fisheries subject to
the more rigorous disciplines of the Agreement on Subsidies and
Countervailing Measures (ASCM). Fisheries were covered by the ASCM
agreed during the Uruguay Round in the course of the Negotiations on
Resource Based Products but they were not included as part of the Final Act
of the Uruguay Round. The ASCM provides for two types of subsidies rele-
vant to the fisheries sector – prohibited and actionable subsidies.15 In the
definition of a prohibited subsidy,16 which is a subsidy ‘contingent in fact or
in law’ upon exports, the article is prefixed with the proviso that certain
subsidies were prohibited ‘except as provided in the Agreement on
Agriculture’.17 As the fisheries sector is bound by the disciplines of the
ASCM, there exist adequate provisions to deal with many, but by no means
all, of the subsidies that are currently found in the sector. When defining
the adverse effects of actionable subsidies, the ASCM states: ‘This Article
does not apply to subsidies maintained on agricultural products as pro-
vided in article 13 of the Agreement on Agriculture.’18

During the implementation period of the Uruguay Round reduction
commitments in agriculture the ASCM was not intended to cover all prod-
ucts not covered by the Agreement on Agriculture.19 The two principal
forms of subsidies discussed above, prohibited and actionable subsidies,
cover various subventions that are offered by coastal states to their fisheries
sector. Subsidies are defined, inter alia, as existing if:20

• there is a financial contribution by a government or any member public
body within the territory of a member

• a government practice involves a direct transfer of funds (e.g. grants,
loans and equity infusions), potential direct transfers of funds or liabil-
ities (e.g. loan guarantees)
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15 For a full and complete analysis of the application of existing WTO fisheries subsidies rules see
C. D. Stone, ‘Too Many Fishing Boats, Too Few Fish: Can Trade Laws Trim Subsidies and Restore
the Balance in Global Fisheries?’ Ecology Law Quarterly, vol. 24, 505–43 (1997).

16 Article 3 ASCM.
17 There are clear exemptions from these provisions under the covered agreements which would

allow least developed countries and those with a GNP per capita of less than USD 1,000 to be
exempted from these disciplines, Annex VII ASCM. 18 Article 5 ASCM.

19 Agreement on Agriculture, Article 13, Due Restraint or Peace Clause. 20Article 1 ASCM.



or

• there is any form of income and price support in the sense of Article XVI
of GATT 1994

and

• a benefit is thereby conferred.

This definition may not include certain types of payments or subsidies for
access by fishing fleets that may be ‘flag-of-convenience’ registered and
hence defined as ‘outside the territory’ of the member offering the subsidy.
Also, subsidies that may be offered in the form of foreign aid in lieu of
access may not be covered under the current definition of subsidy, and
hence one of the main forms of fisheries subsidies that are under attack by
environmental NGOs (WWF and Greenpeace) would not be covered by
the ASCM. It is precisely this potentially extraterritorial application of fish-
eries subsidies disciplines to distant-water fishing nations’ development
assistance that should necessarily be of principal concern to developing
countries.

However, the definition is adequate to cover many of the domestic
subsidies that are currently available from distant-water fishing nations.
These subsidies include low interest loans, tax exemptions, vessel buy-
back schemes, direct payments as income and price support schemes.

The two types of subsidies that are of principal concern in the ASCM,
prohibited and actionable subsidies, are prevalent to varying degrees in the
fisheries.21 Prohibited subsidies are defined as those that are ‘contingent in
law or in fact . . . upon export performance’.22 Given the broad listing of
prohibited export subsidies in the ASCM23 and the broad interpretation
normally given these subventions, there is no doubt that many of the provi-
sions currently applied to coastal fishing fleets of developed countries
would be considered in the category of prohibited export subsidies. The
problem, as has been noted in the submissions during the current WTO
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21 Part IV provisions of the ASCM allow for what are normally referred to as Green Box measures,
i.e. non-actionable subsidies such as research, assistance to disadvantaged regions and environ-
mental measures. The exceptions for disadvantaged areas, when applied to fisheries, constitute a
very significant weakening of any disciplines on fisheries subsidies given the coincidence of fish-
eries with disadvantaged areas both in Europe and in North America.

22 Article 3 ASCM defines this standard as being met ‘when the facts demonstrate that the granting
of a subsidy, without having been made legally contingent upon export performance, is in fact
tied to actual or anticipated export earnings’. 23 See Annex 1 ASCM.



negotiations by the ‘Friends of Fish’, is that the subsidies notifications are at
a level of aggregation that makes it not possible to determine precisely
which species of fish are being targeted. However, even where the existing
range of subsidies is not covered under the broad definition of prohibited
subsidies there remain actionable subsidies that have ‘adverse effects’ upon
the domestic industry of a WTO member. Adverse effects are defined to
exist when there is:24

(a) injury to the domestic industry of another Member
(b) nullification and impairment of benefits accruing directly or indirectly

to other members under GATT 1994, in particular the benefits of con-
cessions bound under Article II of GATT 1994

(c) serious prejudice.

It is the third provision that is of particular interest in the fisheries
because the ASCM offers a quantitative measure of serious prejudice
which is deemed to exist, inter alia, when ‘the total ad valorem subsidiza-
tion of a product exceed[s] 5 per cent’.25 This definition of serious preju-
dice would imply that, unless the FAO, World Bank and other estimates
reviewed above are totally in error, there is prima facie evidence of the
adverse effects of actionable subsidies. Redress for subsidies can be
through the immediate application of countervailing duty measures.26

New Zealand has argued in a recent communication that the heterogene-
ity of fish stocks makes remedies, including countervailing measures,
difficult to apply.27 However, for fish-exporting countries such as Iceland,
New Zealand or Australia which do not import fish from fish-subsidising
countries countervailing duties are an ineffective form of redress. This has
been raised by several countries. But where countervailing duties are
inappropriate the ASCM also permits resort to the WTO Dispute
Settlement Mechanism. Should the DSM find in favour of a com-
plainant experiencing injury to the domestic industry or nullification and
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24 Article 5 ASCM.
25 Article 6(a) ASCM. Other situations that can be deemed to be serious prejudice and are of rele-

vance to fisheries include subsidies to cover the operating losses of an enterprise or an industry
and the forgiveness of debt. 26 Articles 17 and 19 ASCM.

27 TN/RL/W/3 and TN/RL/W12. While there is no doubt that fish stocks are heterogeneous in
nature and this creates difficulties in the definition of ‘like products’ for the purpose of the appli-
cation of countervailing measures, this is not unique to fish. More significantly, heterogeneity
does not preclude the determination of injury or serious prejudice as there is no obligation in
footnote 46 ASCM for the like products to be identical.



impairment or serious prejudice it would allow redress through the
imposition of duties in other sectors.

This raises the obvious question of why the subsidies issue is in need of
new rules when the WTO’s Dispute Settlement Mechanism could readily be
employed as a means of dealing with WTO members that are employing
prohibited or actionable subsidies. As argued by New Zealand, given the
heterogeneity of fish species proof of serious prejudice is difficult, as any
dispute may founder on an appropriate definition of like products. Once
again the possibility of the use of nullification and impairment provisions
in the ASCM would address the concerns of those WTO members unable
to employ countervailing duties because of the structure of their fisheries
sector. Second, as subsidies for fishing fleets are so pervasive among
developed WTO members, negotiations are being chosen essentially for
political and diplomatic reasons. In the increasingly litigious ‘tit-for-tat’
environment at the WTO it is difficult to find a developed WTO member
with substantive trade interests in the sector that could not be accused of
applying actionable subsidies. Moreover, given the informational require-
ments involved in successful litigation, a fisheries subsidies discipline based
upon a methodology that forces countries to notify their subsidies in a
precise manner similar to the traffic light approach found in the Agreement
on Agriculture seems an architecture that will find support amongst many
‘Friends of Fish’.

17.4 The post-Doha fisheries negotiations and the concerns of
developing coastal states

17.4.1 The negotiations

What then should be the concerns of the developing world with regard to
the development of possible new disciplines on the fisheries sector. For
over 200 years developed countries have provided subsidies to their fish-
eries sector as part of a mercantilist policy of development of fisheries,
maritime transport, food security and national defence.28 Now these
subsidies, correctly or otherwise, are seen as undermining fisheries
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28 Indeed Adam Smith, in The Wealth of Nations, criticised bounties provided by Britain to its own
whaling fleet but in the end recognised the key role the subsidies played in the national defence.
Japan and France used subsidies in the nineteenth century to develop their own distant water
fleets.



sustainability and hence are about to be subjected to possibly entirely new
disciplines. There remains considerable disagreement in the Negotiating
Group on Rules on the need for new disciplines and whether the provi-
sions of the ASCM are adequate.29 New Zealand has argued that, given the
heterogeneous nature of fish stocks, it is not possible to use existing ASCM
disciplines to challenge the actions of WTO members offering what are
viewed as illegal subsidies.30

The question now arises as to precisely what type of architecture, if
any, will evolve in order to accommodate the perceived shortcoming of
the ASCM in the area of fisheries. This depends in large measure on
political as well as technical considerations. With most WTO issues it is
the commercial interests that count when issues are being traded off at
the end of the round. In the case of fisheries, the proponents are a mixed
collection of countries with commercial interests and those which believe
that fisheries subsidies disciplines will constitute an important step
towards environmental sustainability. The only two developed countries
where a substantial and clearly demonstrable commercial interest is at
stake are Iceland and New Zealand, both nations with highly efficient and
competitive fishing fleets, but neither are politically significant. In the
case of Iceland, fisheries constitute 75 per cent of export earnings and
hence the government simply cannot compete with other WTO members
on subsidies, i.e. in the Icelandic economy fisheries cannot subsidise fish-
eries. In the case of New Zealand, which has pursued a policy of aggres-
sive unilateral liberalisation, there is also an ideological opposition to
such subsidies which, according to OECD estimates, are virtually non-
existent.31 Both countries and their fishing industries would benefit
substantially from the exit of less efficient suppliers that currently rely on
subsidies.
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29 Japan has argued that the current rules are adequate (Negotiating Group on Rules,
TN/RL/W/11, 2 July 2002) and that the matter should be addressed at the FAO (Negotiating
Group on Rules, TN/RL/W/9, 8–10 July 2002) which possesses the fisheries expertise to address
such a complex issue. 30 Negotiating Group on Rules, TN/RL/W/11, 2 July 2002.

31 OECD, Transition to Responsible Fisheries – Economic and Policy Implications, Paris (2000). New
Zealand government transfers to the national fisheries are approximately 1.5 per cent of the esti-
mated value of the New Zealand catch in 1996 (p. 145). In the case of Iceland the comparable
figure is 4.6 per cent of the value of the catch. While no comparable figures were provided by
Japan, the EU, reputedly amongst the largest providers of subsidies, granted 639 million Euros,
equal to approximately 7 per cent of the value of 1997 landings. If one includes the cost of
general services under the Common Fisheries Policy, this figure rises to 14 per cent of the value
of the catch (p. 140).



The USA is a key player backing the current fisheries subsidies initia-
tive.32 It has now tabled a supportive paper on fisheries subsidies33 but,
given the very wide diversity of its own fisheries interests (the New
England, Gulf, Pacific west coast and distant-water fleets all have quite
different interests), its long-term support may depend not so much on
direct commercial interests but on how much the current US administra-
tion wishes to demonstrate that it has an environmental agenda in multilat-
eral trade negotiations. Similarly, Australia appears to have strong political,
as opposed to strictly commercial, interests in the subject. Those develop-
ing countries which are part of the ‘Friends of Fish’ all have substantial
international fisheries trade interests but are also unlikely to be willing or
able to ‘pay’ for fisheries disciplines when the crunch comes. The real
powerhouses behind the fisheries subsidies negotiations are the environ-
mental NGOs, Greenpeace and WWF backed by UNEP.

During the Uruguay Round, political opposition to the inclusion of fish-
eries under the reduction commitment disciplines of the Agreement on
Agriculture came from the EU and those countries called ‘the Friends of
Fisheries’.34 However, if recent proposed changes to the EU Common
Fisheries Policy actually succeed, then the EU will be removed as an active
obstacle to fisheries subsidies reform at the WTO.35 Thus far in the Doha
Round the EU has remained uncharacteristically silent and if the CFP
reform is blocked by the ‘Friends of Fisheries’ then the EU will certainly
become a more active protagonist.36 The most vocal political opposition
now comes from Japan, Korea and other Asian countries. For most OECD
countries, fish is just one alternative to beef or lamb, but in Japan – with its
long mercantilist tradition in the fisheries and where an older generation
still vividly remembers the hunger at the end of the Second World War –
food security issues for the nation’s main source of animal protein remain
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32 On the basis of OECD data, p. 148, the USA is by far the most prolific provider of transfers to the
fisheries sector. In 1997, the last year for which comparable OECD data were available, the US
provided transfers of $724 million in constant 1990 dollars from a catch of $3 billion, i.e. 24 per
cent of the value of the catch. This makes the US the largest user of transfers of any OECD
country for which comparable data were available. (Data from Japan were not available.)

33 Negotiating Group on Rules, TN/RL/W/21, 10 October 2002.
34 This is a group of EC members who have substantial fisheries interests and includes, amongst

others, France and Spain.
35 At the Johannesburg Earth Summit, the European Union took an active role as protagonist for

the agreement to limit fish catches to sustainable levels.
36 The EU has uncharacteristically remained silent on the Fisheries Subsidies issue in the

Negotiating Group.



a high priority. It is Japan’s vital fisheries interests that will create the single
largest barrier to a new architecture with enhanced disciplines.

WTO members in the Negotiating Group on Rules have not yet resolved
or even openly discussed the technical issues pertaining to the possible
architecture of enhanced disciplines. However, the environmental NGOs
and UNEP have a much clearer picture and are well ahead of most WTO
members in terms of enunciating architecture for future disciplines. If
there is to be a new architecture it will employ a methodology that would be
related to the one employed in the Uruguay Round negotiations on agricul-
ture where countries disclose their support measures to fisheries and then
make appropriate reduction commitments based upon some sort of traffic
light system, i.e. red, green and amber.

It is instructive to consider briefly the options that have been presented
by various non-state parties on the WTO and Fisheries Subsidies issue as to
possible architectural arrangements for a WTO agreement.37 In 2000 three
separate subsidies nomenclatures were developed for categorising subsid-
ies by the USA,38 the OECD39 and APEC,40 all of which either directly or
indirectly categorise subsidies such as access fees and tax and access fee
exemptions that are of trade and commercial interest to coastal developing
countries.41 The architecture that emerges would almost certainly limit the
capacity of developed countries to contribute to access fees and of develop-
ing countries to domesticate their fisheries. Such an architecture would
require detailed notification of a variety of measures and also likely require
commitments to reductions in support measures as well as commitments
to the abolition of certain types of subsidies. If the normal type of special
and differential approach provisions seen in the reduction commitments in
the Agreement on Agriculture are extended to fisheries, then most develop-
ing coastal states would not be absolved from some level of bound reduc-
tions. It is precisely these measures that should be of concern to developing
countries as many of the measures that will be discussed below are vital to
the downstream processing of marine resources.
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37 The architectural options come from G. Porter, Fisheries Subsidies and Overfishing: Towards a
Structured Approach, UNEP, Geneva (2001). 38 WT/CTE/W/154.

39 OECD, Transition to Responsible Fisheries: Economics and Policy Implications, Paris (2000).
40 APEC, Fisheries Working Group, ‘Study into the Nature and Extent of Subsidies in the Fisheries

Sector in APEC Member Countries’.
41 Access fee exemption provisions for local fishers may well constitute a prima facie violation of
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While a traffic light architecture seems the most likely to emerge, if eco-
nomic reason is to have any influence on the disciplines then, unless discip-
lines are imposed within the context of the fisheries management regime
and the particular national context, it would make little sense. To make
reduction commitments where an appropriate fisheries management
regime is in place would be futile and have no effect on sustainability, but to
accept such an approach would imply something that WTO negotiators
have long resisted, that criteria from other areas, e.g. environment or agri-
culture would become a pre-condition for the application of disciplines. If
negotiators agree on an architecture it will be based solely on commercial
criteria, i.e. whether a subsidy exists in a particular category, irrespective of
whether the fisheries regime is sustainable or otherwise.42

If WTO members are unable to agree on a new architecture then what is
likely to emerge is an annex to the ASCM which will have little commercial
import and do little or nothing to protect fish stocks. Given the opposition
to such an architecture from Japan and the relative weakness of its principal
proponents, a new architecture is by no means a ‘done deal’ unless the
environmental NGOs are able to exert their considerable pressure on both
the US and the EU. What is becoming an increasingly popular option in
Geneva to increase bargaining leverage is to file a dispute, such as has
occurred in the case of the Australia/Brazil challenge to EU sugar subsidies
and the Brazilian challenge to the US cotton regime. In the case of fisheries,
such a challenge to the fisheries regimes of several larger WTO members is
possible, despite New Zealand’s protestations to the contrary.

17.4.2 The concerns of small vulnerable coastal states

The experience that developing countries have had with the WTO disciplines
over the last few years requires a highly precautionary approach to any new
disciplines. Few developing country missions in Geneva have had time to
consider fisheries subsidies as they are widely seen by them as a peripheral
issue to their principal trade interests. In the past, and often quite uninten-
tionally, small developing countries have found themselves as third parties
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42 Porter, Fisheries Subsidies, pp. 34–5. The architecture proposed by Porter, which foresees a
matrix that would include evaluation of whether a particular fisheries management regime
imposes weak or strong output controls, would require an evaluation from experts in fisheries as
a pre-condition to imposing trade rules. Irrespective of the economic or environmental virtues
of such a methodology, it would certainly prove extremely unpalatable to trade negotiators.



‘by-catch’ in trade disputes between larger WTO members. The experience
with the banana panels, the ensuing pressure on tuna margins of preference43

and the current dispute over the EU sugar regime44 have all resulted in
developing countries experiencing the consequences of ‘judicial activism’ in
the multilateral trading system between much larger players. It is precisely
the interaction of past disciplines cast small which catch ‘big fish’ and ‘small
by-catch’ along with ad hoc judicial activism that has created much of the
developing world’s discomfort with further disciplines. The WTO’s net has
been cast far too small and too wide and without adequate consideration of
the development, as opposed to adjustment, needs of its members.

Fisheries activities in small, vulnerable coastal states come under three
separate categories:

a) Revenue generation from access fees for distant-water fleets
b) Domestic and foreign fishers operating for export in the EEZ and terri-

torial sea to supply canneries, loining facilities and domestic process-
ing facilities

c) Artisanal fisheries within the territorial sea for the domestic and
export market.

In the fisheries sector of many small, vulnerable coastal states governments
have been attempting to localise the distant-water fisheries as well as
develop linkages between in-shore fishery in the territorial sea and other
sectors of their economies which include tourism, a substantial consumer of
both domestic and imported marine products in coastal states. The section
below considers the interests and concerns of small coastal states in each of
these areas of fisheries activities as it pertains to the WTO negotiations.

17.4.2.1 Revenue generation from access fees

It is widely, though incorrectly, assumed that fish stocks are in decline in all
marine environments. This is not the case, and in those coastal states which
have a substantial surplus fish stock in their exclusive economic zones and
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43 Thailand and the Philippines placed considerable pressure on the EU at the Doha Ministerial
Conference to lower their MFN tariff on canned tuna in response to demands from the ACP
group for a waiver for the trade provisions of the Cotonou Agreement. Thailand and the
Philippines have sought mediation at the WTO over EU MFN canned tuna tariffs.

44 Australia, Request for Consultation, European Communities – Export Subsidies on Sugar,
WT/DS265/1, 1 October 2002; Brazil, Request for Consultation, European Communities –
Export Subsidies on Sugar, WT/DS266/1, 1 October 2002.



which have practised prudent fisheries management policies there are
stocks in excess of the existing sustainable catch capacity of the domestic
fleets. In these countries, many of which are least developed countries, sig-
nificant government revenue has been generated from access fees from
developed and developing country distant-water fishing fleets.

The access fees that Pacific island states negotiate are through state-to-
state agreements and through commercial agreements between states and
private companies. In the state-to-state agreements the distant-water
fishing nations (DWFN) also provide invaluable development assistance.
A recent submission to the Negotiating Group on Rules (TN/RL/W/3,
para. 14) has served to heighten concerns amongst small, vulnerable states
that the intention of negotiations in this area may, by design or by default,
result in disciplines on fisheries access fees. This submission argues that

the fisheries sector is distinctive in that, in addition to the standard
market addressed in the SCM rules, fisheries sector subsidies can also
distort access to productive resources, and can have negative effects
from an environmental or developmental perspective.

As has been argued above, these disciplines on access agreements are
designed directly as a result of the experience with the EU in West Africa.
However, as we shall see below, the experience in other regions with access
agreements is quite different.

17.4.2.2 Domestic and foreign fishers operating for export in the
EEZ and territorial sea to supply canneries, loining facilities and

domestic processing facilities

Access fees, while significant to some marine-resource-rich small, vulner-
able states, have generally only been significant to the least developed and
most vulnerable. A far more common concern pertaining to the current
negotiations on fisheries subsidies is the potential impact that new discip-
lines may have upon fisheries activities geared towards domestic processing
and subsequent export. This is a far more widespread concern as many of
the small, vulnerable coastal states that do not offer access to distant-water
fishing nations have nevertheless sought to develop domestic capacity to
use their own marine resources for development purposes. Many of these
domestic facilities have formed strategic partnerships with fleets from
distant-water fishing nations to develop and land catches from the EEZ of
small, vulnerable coastal states.
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In order to attract local and foreign investment in the fisheries, many
developing and least developed small, vulnerable states have offered incen-
tives to both local and foreign fishers to supply domestic processing facil-
ities. These incentives are vital if small, vulnerable coastal states are to
develop their fisheries sectors. The right of coastal states to domesticate
their fisheries sector is assured under UNCLOS and any possible WTO dis-
ciplines should not undermine the fundamental principles of the Law of
the Sea.

There has been some early discussion of the methodology to be
employed in any possible fisheries subsidies negotiations. While the ASCM
has considerable weaknesses as it pertains to special and differential treat-
ment for developing countries, the need for departure from its method-
ology is as yet to be demonstrated.

17.4.2.3 Artisanal fisheries for export and domestic markets

Any new fisheries subsidy disciplines on distant-water and local fleets as
suggested by the proponents of such disciplines would impact on a large
number of small, vulnerable coastal states. However, heightened subsidies
disciplines, if crafted without sufficient understanding or consideration of
the particular circumstances of artisanal fishers, could affect the develop-
ment efforts of all small, vulnerable coastal states in the fisheries sector. The
artisanal fisheries sector remains central to the subsistence and monetised
livelihood of coastal populations throughout the developing world in
general and in small, vulnerable coastal states in particular. Those involved
in artisanal fisheries in the territorial sea are normally from low-income
groups. Moreover, in many coastal developing states women dispropor-
tionately dominate the subsistence component of the artisanal sector.

In many small, vulnerable states governments have specific programmes
to assist these groups, often including direct assistance for the purchase of
monetised inputs. This type of government assistance to low-income, low-
technology fishers to raise income levels by expanding into monetised activ-
ities for the domestic and speciality export market is vital to the development
efforts of small, vulnerable coastal states and to raising the standard of living
of what are often very-low-income groups. As a result, any disciplines that
may be developed on fisheries subsidies must be crafted so that they exempt
government programmes to raise income levels of artisanal fishers.

All these matters can conceivably be addressed if the size of the WTO’s
net is cast large enough to provide for appropriate escape for the
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by-catch. The judicious use of appropriate de minimis and special and
differential provisions could provide a genuine development space. The
question is whether, in the rush to write yet more disciplines, the genuine
and legitimate concerns of the WTO’s most vulnerable members will be
missed.

17.5 Fisheries subsidies disciplines: the case of Pacific ACP fisheries
access arrangements

This section considers some of the implied disciplines that the current
negotiations at the WTO appear to suggest. It will be argued that the
disciplines implied from the negotiating position and the new fisheries
subsidies architecture suggest possible future WTO disciplines that
could endanger the position of the Pacific island states and other coastal
developing states that remain highly dependent upon revenues
and development assistance stemming from access fees.45 The analysis
of possible WTO provisions will be reviewed in light of the various
access provisions of the predominant regional fisheries access arrange-
ments. These include treaty arrangements with the USA, emerging
arrangements with the European Union and private bilateral access
arrangements.

17.5.1 Fisheries access arrangements with the USA

The most significant access arrangement in the South Pacific is the multi-
lateral arrangement between the Pacific islands and the USA, the Treaty on
Fisheries Between the Governments of Certain Pacific Island States and the
Government of the United States of America (the US Treaty),46 originally
negotiated in 1987 and revised in 1993. The US Treaty creates a multilateral
framework to regulate access of US purse seine vessels in the EEZs of the
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45 T. Kingston, ‘The Current Status and Benefits of the Pacific Island Fisheries Industry’ in
D. Zachary et al. (eds.), Towards a Prosperous Pacific: Building a Sustainable Tuna Industry in the
Pacific Islands, Maui Pacific Centre, Hawaii (1997), pp. 73–81. The Marshall Islands obtained
25 per cent of government revenue from fisheries access fees in 1992/3. The equivalent figures
for other island states were Kiribati 45 per cent in 1991; Federated States of Micronesia 25
per cent in 1993, Tuvalu 11 per cent in 1990 and Solomon Islands 5 per cent in 1993.

46 Forum Fisheries Agency, Treaty on Fisheries Between the Governments of Certain Pacific Island
States and the Government of the United States of America (the Multilateral Treaty on
Fisheries), Honiara, 1994.



South Pacific island states which are members of the Forum Fisheries
Agency.47

The financial terms of the revised US Treaty (currently US $21 million
per annum) fall into three categories: (a) annual industry payments repre-
senting licence fees for a maximum of fifty-five purse seine vessels and tech-
nical assistance; (b) observer programme costs paid by industry; and
(c) economic development assistance provided by the US Government
pursuant to a related agreement between the US Government and the
Forum Fisheries Agency.48 Under current arrangements in the Multilateral
Treaty, USAID pays approximately US $18 million of the US $21 million of
annual returns to the beneficiaries.49 This accounts for almost a third
of total access fees derived by Pacific Island states but is less than 20 per cent
of total DWFN catch in their EEZ.50

Studies by the World Bank51 suggest that the current 4 per cent average
access fee is only as high as it is because of the 10–11 per cent return
received from the US, which is subsidising the agreement through USAID.
In the past two decades two factors, both now related to events at the WTO,
have pushed the US fleet into the Central and Western Pacific and away
from the Eastern Pacific which was the traditional fishing ground of the US
fleet. The first is that in the Western Pacific tuna and dolphin do not school
together and hence canneries using fish caught by US purse seniers could
continue to use the ‘dolphin friendly’ label and continue to use the prof-
itable purse seine fishing technique. However, with recent amendments to
the US Mammal Protection Act made necessary as a result of the Second
Tuna–Dolphin case there has been a redefinition of ‘dolphin friendly’
which will increase the permissible dolphin by-catch and may well help to
pull the US fleet back to the Eastern Pacific closer to the previous bases of
Pago Pago and San Diego.

The second factor bringing the US fleet into the Central and Western
Pacific has been the US Treaty itself which not only provides substantial sub-
sidies but also allows purse seine operators to fish throughout the EEZ of the
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47 The parties to the Multilateral Treaty include Australia, Cook Islands, Federated Stares of
Micronesia, Fiji, Kiribati, Marshall Islands, Nauru, New Zealand, Niue, Papua New Guinea,
Samoa, Solomon Islands, Tonga, Tuvalu and Vanuatu.

48 See Schedule 3, Multilateral Treaty.
49 S. Tarte, The European Union and the Western Pacific Tuna Fishery, Strasbourg, France (October

2002). 50 Forum Fisheries Agency.
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Century, Report No. 13803-EAP, Washington (February 1995), p. viii.



members of the FFA under one access agreement.52 Should new subsidies dis-
ciplines now proposed be negotiated, then the US Treaty in its present form
would have to be revised. This would put further pressure on the US purse
seiners to shift operations to the Eastern Pacific. Without the US Treaty, the
average access fee for Pacific Island countries would drop to 3 per cent.53

17.5.2 EU fisheries partnership agreements

The EU has been a relatively new entrant into the resource-rich waters of
the South Pacific. The first fisheries access agreement was signed between
Kiribati and the EU in July 2002.54 The three-year agreement is a bilateral
access agreement which foresees six EU purse seine fishing vessels in the
Kiribati EEZ in the first year along with twelve long-liners.55 Receipts will
be set at €546,000, but in the second year of the agreement the benefits to
Kiribati decrease to €416,000 when vessel levels will fall to four purse seine
vessels, though this can increase to eleven purse seine vessels with an add-
itional payment of €65,000 per vessel. The component paid by the industry
is the highest of any previous EU access agreement and is set at €35/tonne
landed.56 The method of calculating the licence fee in the EU agreement, it
will be argued, compounds the fisheries management difficulties faced by
policy-makers in the sector by providing a substantial and direct incentive
to under-reporting. It should be noted that approximately 17 per cent of
the total cost of fisheries access was met by ship owners, with the balance
coming from EU public funds.57
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52 If the US purse seiners paid the US government the equivalent of the USAID contribution in
licence fees then this would not be a subsidy.

53 This estimate is based on tuna prices existing in 1997.
54 The agreement grants access to French, Spanish and Portuguese vessels.
55 Even this initially modest agreement between the EU and Kiribati has proven to be quite contro-

versial as there was considerable debate as to whether Kiribati provision of access for EU purse
seiners violated their obligation to limit access under the Palau arrangement (Arrangement for the
Management of the Western Pacific Purse Seine Fishery – 1995). See www.spc.org.nc/OceanFish/
Hmtl/SCTB/SCTB14/FT5_Opnai_Clark.pdf. For a complete analysis of the Palau arrangement
see T. Aquorau and A. Bergin, ‘Ocean Governance in the Western Pacific Purse Seine Fishery – the
Palau Arrangement’, Marine Policy, vol. 21, no. 2, 173–86 (1997).

56 In earlier tuna access agreements, such as the Seychelles–EU arrangement, the amount paid by
the industry was set at €25/tonne.

57 IFREMER, CEMARE, CEP, 199. Evaluation of Fishing Agreements Concluded by the European
Community, European Contract No. 97/S 240-152919.10.12.1197 IFREMER/CEMARE/CEP
Ref. APC02 quoted in B. Gorez and B. O’Roidan, ‘A Report on the Future of European
Union–ACP Fisheries Relations’, Commonwealth Secretariat (February 2002), p. 17.



The relationship in fisheries between the EU and the ACP states in
general has, by and large, been dominated by this type of ‘cash for access’
type arrangement with only some notable exceptions.58 However, at the
very end of 2002 the European Commission launched a new policy initia-
tive on fisheries that foresaw the development of ‘fisheries partnership
agreements’.59 It is envisaged that the partnership agreements will result in
the creation of a framework agreement with ACP countries in the area of
fisheries. These fisheries agreements will have the overall objectives of sus-
tainability, good governance and poverty eradication60 but have the specific
objectives of protecting EU fisheries interests (including access) and foster-
ing developing countries’ capabilities to exploit their marine resource. The
potential for policy conflict is apparent.

The current EU access arrangements are highly subsidised and result in
incentive mechanisms that exacerbate unsustainable practices. The esti-
mate of the extent of subsidy in the current EU access arrangement is 83 per
cent of total cost. This is very similar to that of the USA where the public
contribution is 84 per cent of total payment.

17.5.3 Japan, Korea and Taiwan

While US and, to a lesser degree, EU fisheries access agreements are state-
to-state and transparent in nature, agreements with East Asian DWFN are
highly opaque because they are of a commercial nature. In the case of
Japan, there is a Head agreement with South Pacific nations but access is
negotiated by individual companies with individual governments. The
access fee is negotiated in the subsidiary agreement which is based on a per-
trip basis but is paid wholly by the Japanese companies.61 Significantly, like
the US arrangement, the fisheries access is not dependent upon declared
catch and hence is not as corrosive as other arrangements. Japan has also
successfully decoupled, in law if not entirely in fact, its access arrangements

624 roman grynberg

58 This type of ‘first generation agreement’ was followed by ‘second generation agreements’, e.g.
EU–Argentina, which saw the creation of joint ventures. In Mozambique the EU has also
pursued fisheries joint ventures.

59 Communication from the Commission on an Integrated Framework for Fisheries Partnership
Agreements with Third Countries, Brussels, 23 December 2002, COM (2002)637 final.

60 Ibid., p. 5.
61 Japan has fisheries agreements with the Federated States of Micronesia, Kiribati, Marshall

Islands, Nauru, Palau, Solomon Islands and Tuvalu. There is also a fisheries agreement with Fiji
but Japanese fishing vessels do not fish in Fiji waters.



from its development assistance. Access is not subsidised but becomes, in
the view of Pacific Island countries, a conditio sine qua non of Japanese
development assistance to the fisheries sector.62

Other DWFN such as Korea and Taiwan negotiate bilateral commercial
agreements between individual ministries and fishing companies which are
not agreements between sovereign states. Little or nothing is publicly
known about these agreements except that the access fee is normally based
on a percentage of the previous year’s catch. In a recent publication, Forum
Fisheries Agency officials described the access formula used by Pacific
Island states:63

In the FFA region, the access fees are largely determined using the pre-
vious year’s catch and effort data as supplied by the DWFN, the market
price and set percentage rate of return. The standard access fee formula
is as follows:

Access = Average Price of Tuna � Average Catch per Vessel �

Minimum Rate of Return

This access fee formula or variants thereof have been used by Pacific Island
countries as a method for calculating access fees for over a decade.64 On the
basis of current estimates, US purse seine owners are paying USD 120,000
for access as compared with USD 250,000 for access from Japan, Korea and
Taiwan.65 EU purse seiners will pay an extra €65,000 (USD 70,000) for
access. However, what the Pacific island receives is approximately five times
more than what the US vessel owner pays because of the contributions of
USAID.

This formula contrasts sharply with the access arrangement in the US
Treaty which is highly subsidised but, more importantly, is not in any way
related to catch levels or declared catch and hence creates no incentive for
under-reporting or misreporting. In the formula above the more the fisher-
man reports the more he will pay next year in access fees. Scientists and
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62 The Government of Japan normally denies that there exists any link between its fisheries tech-
nical assistance and access agreements. The US government also denies that the Multilateral
Treaty has any subsidy component.

63 J. Tamate and G. Joseph, ‘The Experience in the Pacific on Negotiating Fishing Agreements’ in
K. Lankester, P. Diouf and S. Khandy (eds.), Proceedings of Two Workshops held in Senegal and
Mauritania on Fisheries Access in West Africa, WWF (2002), p. 94.

64 See R. Grynberg and M. Powell, Taxation in the Island Nations of the South Pacific, Australian
National University, NCDS, Canberra (1994), vol. I .

65 See Tarte, EU and Western Pacific Tuna Fishery, p. 6.



policy-makers are keenly aware that there are economic incentives to
under-report or to report fish caught in the EEZ as being caught on the
high seas. These policy-makers and scientists are confident that they are
able to build into their own catch estimates margins of error which will take
into account the magnitude of the misreporting and hence assure the sus-
tainability of the region’s fisheries. Whether this confidence is justifiable
will only be tested in time as more pressure is put on the resource with the
entry of new DWFNs into the Pacific and the EU’s desire for enhanced
access into ACP waters brings effort levels close to estimated sustainable
yields. However, suffice it to say that a system of access fees that provides
financial incentives to misreport only further compounds fisheries man-
agement problems in the region because biological accuracy of recruitment
is notoriously poor in the tuna fisheries.

It will be argued that the differences between the nature of the agree-
ments bear heavily on the issue of sustainability of the fisheries but in the
exact opposite way to that predicted by the opponents of fisheries subsidies
disciplines. The US agreement with extensive subsidies is far more con-
ducive to sustainability because it is multilateral in nature, transparent to
all parties and in large measure respectful of environmental and marine
standards established in the Pacific Islands. The US Treaty is widely
regarded in fisheries circles as a model and US Distant Water Fishing Fleet
behaviour in terms of sustainability and monitoring is exemplary. The USA
is widely seen as the DWFN that is least involved in under-reporting and
misreporting. The reason for this is because the treaty is based on access
fees that are decoupled from fish catches. Thus whether the US fleet reports
catches on the high seas or on the EEZ of the Pacific island countries will
not affect the amount it will pay in the coming years. Thus the US Treaty
imposes an access fee regime that is equivalent to a lump sum tax and does
not distort behaviour.

17.5.4 Revenue estimates from Pacific ACP access arrangements

For many years data on the economic importance and magnitude of access
fees has not been publicly available in the Pacific island states or indeed in
many coastal states. National governments and regional fisheries organisa-
tions, operating under instruction from their members, have jealously
guarded what they have seen as ‘commercially sensitive’ data on fisheries
access fees and the revenues generated from the fisheries. Table 17.1 is the
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first country-specific estimate of the significance of access fees to Pacific
island countries.

The most significant observation regarding this data is the importance
of access fees to the economies of the region. One quarter of total Pacific
access fees come from payments made by USAID under the terms of the US
Treaty. What is also significant is that access fees as a percentage of GDP
tend to be greatest in those countries with the least developed fisheries
sectors and they are very often smallest as a portion of GDP in those coun-
tries with relatively developed fisheries export sectors. This is in large
measure a result of the fact that many coastal states, including Pacific island
countries, have used access fees as a proxy development levy or export tax.
The WTO compatibility of these arrangements should be of concern to
Pacific island countries that are members of the WTO.

Table 17.2 covers estimates of access fees for two groups of countries,
Pacific WTO members, i.e. Papua New Guinea, Fiji and the Solomon
Islands, and resource-rich non-WTO members who may nonetheless be
affected by WTO disciplines. In those countries where there are abundant
marine resources, e.g. Kiribati, Marshall Islands, Nauru, FSM and Tuvalu,
one finds that almost no fish exports pass through the territory of these

fisheries subsidies at the wto 627

Table 17.1 1999 access fees and gross domestic product

Access fees (USD) GDP (USD) Access fees (% of GDP)

Kiribati $20,600,000 $48,123,871 42.81%
Tuvalu $5,900,000 $13,848,788 42.60%
FSM $15,400,000 $229,869,864 6.70%
Nauru $3,400,000 $51,612,903 6.59%
Marshall Islands $4,982,600 $97,311,800 5.12%
Niue $151,793 $7,514,077 2.02%
Palau $800,000 $113,484,869 0.70%
Cook Islands $169,072 $82,371,930 0.21%
PNG $5,840,000 $3,415,590,478 0.17%
Tonga $152,041 $157,018,257 0.10%
Solomon Islands $273,458 $279,593,229 0.10%
Vanuatu $218,448 $226,280,313 0.09%
Samoa $188,616 $233,506,665 0.08%
Fiji $212,000 $1,821,334,281 0.01%

Source: FFA: R. Gillet and C. Lightfoot, The Contribution of Fisheries to the
Economies of the Pacific Island Countries, Honiara (2001)



states. However, one finds that where exports are substantial access fees are
minimal because governments have used them as a means of providing
incentives to localisation.

Cross-country comparisons of percentage access fees are always fraught
with difficulty for many reasons. As mentioned above, relatively advanced
marine product exporting countries such as Fiji, the Solomon Islands and
Papua New Guinea have, as a matter of development policy, developed a
diversified and ‘domestic’ fisheries sector where no or almost no access fees
are paid by local and locally based fishers. This has been achieved with
massive subsidies to these sectors. In Fiji this virtual absence of government
earnings from access fees is compounded by the loss of tax revenues
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Table 17.2 Exports and access fees of selected Pacific countries (1999)

Estimated Estimated Estimated value Access fees
exports catcha of catch Access fees as % of

Country (USD) (MT) (USD) (USD) catch

Fiji $23,000,000b 15,600 $40,000,000 $212,000 0.053%
Federated $4,623,000c 134,499 $180,000,000 $15,400,00 8.6%

States of
Micronesia

Kiribati $2,302,000d 138,000 $139,000,000 $20,600,000 14.8%
Marshall 473,000 33,217 $50,000,000 $4,984,000 9.96%

Islands 
Nauru 0 41,000 $37,000,000 $3,400,00 9.2%
Papua New $48,000,000 141,000 $140,000,000 $5,840,000 4.1%

Guinea (85,000) ($75,000,000) (7.3%)e

Solomon $5,000,000 74,000 $70,600,000 $273,000 0.3%
Islands 

Tuvalu $4,500 40,532 $37,400,000 $5,900,000 15.8%

a) Based on total commercial (non-subsistence) catch
b) These estimates are based on official figures of the Fiji Fisheries Division. The
Reserve Bank of Fiji estimates that these figures are $28,000,000. The EU estimates
that these figures are closer to $40,000,000.
c) These are 1997 estimates for FSM.
d) Kiribati exports are dominated by live aquarium fish.
e) The bracketed estimates for PNG are based on the assumption that all access
fees are paid only by offshore foreign-based vessels.
Source: FFA: R. Gillet and C. Lightfoot, The Contribution of Fisheries to the
Economies of the Pacific Island Countries, Honiara (2001)



stemming from tax incentives to the export sector. Thus a very high rent
sector such as the export of sashimi-grade tuna operates in an almost tax-
free environment.66 Moreover, there is evidence that operators in this sector
are involved in the massive and systematic under-reporting of exports, as
has been highlighted by the EU as well as the Reserve Bank. This absence of
access fees for local fishers accounts for the relatively low percentage access
fees found for Fiji and PNG.67 In the Fiji and PNG canned tuna sectors no
access fee is paid for tuna used in the cannery which is processed domestic-
ally. In the demersal export fisheries in PNG, where there are only domestic
fishers, there is an exemption from access fees. Thus it may not be possible
to compare access fee arrangements between countries with significantly
different fisheries sectors.

The data in table 17.2 cannot easily be reconciled with the World Bank
estimates of fisheries catch returns in the region. Indeed, the estimates of
access fee returns from FSM and Kiribati, two of the most resource-rich
countries in the South Pacific and countries with almost no export sectors,
are two to three times the estimates of the World Bank. How are such
inconsistencies possible? These inconsistencies are not statistical aberra-
tions but are significant in explaining observed behaviour in the Pacific
tuna fisheries. The estimates above are determined by dividing the known
access fees by the estimated value of the catch. The numerator i.e. access
fees are part of government revenue and are relatively accurate as they are
presented to parliament in government budget estimates. It is the
denominator, the volume and unit value of fish, which is the most difficult
to verify as it comes from reported catch levels multiplied by estimated
price. The catch estimates of the distant-water fishing fleets are reputed to
be notoriously inaccurate.

It is worth considering three groups of countries in the above sample.
The first is Kiribati and Tuvalu, two of the poorest LDCs in the Pacific but
which are resource rich and overwhelmingly dependent upon access fees
paid under the US Treaty. The US fleet has over the last few years become
increasingly dependent upon the EEZ of Kiribati and Tuvalu as these coun-
tries are most proximate to their traditional fishing grounds in the Eastern
Pacific. In 1999 approximately 40 per cent of the tuna caught in the Kiribati
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66 Fiji has a long tradition of offering tax-free status to marginal garment factories as well as high-
rent-earning sectors such as gold mining and sashimi grade tuna.

67 This exemption from access fees in Fiji has in the past extended to foreign fishers operating
under licence to domestic fishers.



EEZ was caught by US purse seiners (56,000 tonnes) and 90 per cent of the
tuna caught in Tuvalu (36,000 tonnes). The very high estimates of return to
both Kiribati and Tuvalu are real and reflect the way access fees are paid
under the terms of the US Treaty. These access fees paid by the USA are not
in any way linked to the market price of tuna but reflect the volumes caught
in the EEZ of the various signatories. Thus in a low-price year such as 1999
it is entirely possible, given that the bulk of the US fleet was fishing in the
Kiribati and Tuvalu EEZ, that this is an accurate reflection of the ad valorem
rate of access fees.

The second group of countries include Nauru, the Federated States of
Micronesia and the Marshall Islands which appear to generate access fees
approximately twice those estimated by the World Bank, in the vicinity
8.6–9.9 per cent of estimated catch. In this case it is not possible to reconcile
the estimates easily. From the data available in 1999 these apparently
high rates of return cannot be explained by the presence of the US tuna fleet
as it was not operating in the EEZ of the FSM or the Marshall Islands and
was only a minor player in the EEZ of Nauru (15 per cent of total Nauru
catch in 1999).

The third group of countries, PNG, the Solomon Islands and Fiji, have
as a matter of policy developed a domestic tuna resource sector by using
access fees, along with a host of other measures, to subsidise domestica-
tion of their industry. This has been a significant investment in the devel-
opment of a commercial advantage in marine resource exports. As a
result, access fess have been minimal, though PNG has earned access fees
from agreements with Taipei and, to a lesser degree, the USA.68

17.6 Implications of WTO disciplines on fisheries subsidies

The clamour for fisheries subsidies disciplines at the WTO has been strenu-
ously supported by the NGOs and the IGOs (UNEP, FAO, APEC, World
Bank, WTO). The nexus between fisheries subsidies and stock depletion
is now the accepted wisdom such that policy-makers no longer even
consider the internal dynamics of the global capture fisheries.
However, even if, by some deus ex machina, effective subsidies disciplines
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68 It is reported that PNG tuna caught by Filipino and PNG vessels bound for the Madang tuna
cannery and export to the EU have been free of access fees. This accounts for approximately 50
per cent of PNG exports in 1999.



are negotiated at the WTO, the dynamics of rising global population, rapid
economic growth which has increased income and demand for fish and the
application of sophisticated technology to the last primitive hunter-
gatherer activity will mean that the global fisheries will not survive unless
global disciplines to limit access to sustainable levels are negotiated in the
appropriate forum, i.e. the FAO or the UN. To discuss this dynamic of fish-
eries depletion is today profoundly unfashionable because it is to lay the
blame for fish stock depletion on what are in effect the very pillars of our
modern society – the application of advanced technology and rapid popu-
lation and economic growth. Instead the NGOs and the IGOs prefer to
pretend to address the issue of fish stock depletion by attempting to negoti-
ate what will ultimately be weak disciplines at the WTO.

Disputing the logical veracity and factual foundations of an argument
made by those who are large, rich and powerful by those who are small,
poor and vulnerable may prove satisfying but it normally overlooks the
inevitable outcome. It is best to consider policy responses to the threats
posed by those changes in policy. The challenges posed by these disciplines
include:

- the potential loss of a substantial portion of the GDP of Kiribati and
Tuvalu, two of the smallest and most environmentally and economically
vulnerable LDCs in the ACP group;

- losses of revenue to a large number of other ACP countries dependent
upon revenues from subsidised access agreements;

- dismantling of economic incentives to domestication through elimin-
ation of subsidies to local fishers.

The responses by ACP countries to the challenges posed should be based
upon:

- seeking special and differential treatment in fisheries negotiations that
recognise the needs of developing coastal states to maintain revenues
from sustainable access arrangements, subventions to domestic and arti-
sanal fishers;

- developing access agreements that decouple development assistance
from fisheries access arrangements such as is found in the Japanese
agreements with the Pacific ACP. In the case of the fisheries partnership
agreements, development assistance to the fisheries sector should not be
linked to EU access;
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- where possible, replacing access fees with income-withholding taxes for
DWFNs. This will permit differential rates for local and foreign fishers.

There is much irony in a situation where two of the world’s most environ-
mentally vulnerable states, threatened by unsustainability caused by the
immediate consequences of global warming, are threatened with economic
collapse as a result of WTO negotiations in an international trade body
attempting to protect the environment. This outcome is all the more
unpalatable given that there is no evidence of unsustainable fisheries in
Kiribati and Tuvalu and that the first victim of the negotiations would
likely be the very access agreement most closely associated with good fish-
eries management practice in the region, i.e. the US Treaty. The outcome
becomes demonstrably inequitable and unjust when one considers that the
disciplines are being negotiated in the WTO, a forum in which both
Kiribati and Tuvalu are not members and from which they were excluded at
the end of the Uruguay Round.69
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69 Kiribati and Tuvalu were GATT de facto members until the end of the Uruguay Round. As they
did not seek accession prior to the creation of the WTO, they would now have to accede like all
other countries. Countries such as the Solomon Islands which were also GATT de facto
members obtained WTO membership easily at the end of the Uruguay Round because they sub-
mitted their offers within the stipulated period.



18

Plurilateral financial standards and their regulation:
the experience of small developing states

roman grynberg, sacha silva and jan yves remy

18.1 Introduction

A recent WTO proposal1 presented by the small Caribbean island of
Antigua and Barbuda on behalf of some small states, aimed at ensuring
greater fairness and participation by all in the process of setting genuinely
international standards for the regulation of financial services, has brought
to the fore an issue that has been silently brewing in the midst of services
negotiations at the WTO. The question of how to ensure that the interna-
tional regulation of financial services becomes an inclusive process for
small developing states2 has in recent years assumed paramount import-
ance in securing their economic growth and viability within the multilat-
eral trading system.

One of the great ironies of the post-Cold War period of globalisation
has been that while it has been associated with trade and economic liberal-
isation, it has also been coupled with the creation of a number of standard-
setting bodies which have in turn spawned a multiplication of what are
essentially plurilateral standards and regulations. These international
standards, to the extent they existed in the past, did not involve small
developing states which were outside the global process of integration.
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1 See proposal presented to the WTO Committee on Financial Services (S/FIN/W/29/Rev.1) by
the representative of Antigua and Barbuda on 6 October 2003. The proponents listed in the
communication are Antigua and Barbuda, Belize, Fiji, Guyana, Papua New Guinea, Maldives,
Solomon Islands and St Kitts and Nevis.

2 Employing the Commonwealth Secretariat criteria, small states in this context refer to states of
relatively small populations (i.e. less than 1.5 million) which are characterised by their vulnera-
bility in the areas of defence and security, environmental disasters, limited human resources,
and lack of economic resources. They range in size from micro-states such as St Kitts and Nevis,
Nauru, Niue and Tuvalu with less than 50,000 people each, to countries like Botswana,
the Gambia and Mauritius. (Source: Commonwealth Small States’ website: http://www.
commonwealthsmallstates.org.)



However, many of these small developing states which have now devel-
oped not inconsiderable export-oriented offshore financial services
sectors are faced with implementing increasingly complex external regula-
tions as part of their integration into the multilateral system and
the WTO.3

While small developing states have almost invariably been excluded
from the process of formulation of international financial standards and
regulations, they have, by and large, been unwilling objects of international
regulatory authorities. This is not because of any lack of solidarity on their
part with the stated goal of these bodies in ensuring stability and security
within the international financial system. However, small developing
states’ consistent absence from the formulation process means that they
have little or no say in the development of standards or regulations, many
of which have negative effects on their development prospects. This
absence from the formulation process has already had important conse-
quences for the development and ultimate legitimacy of the financial stan-
dards emerging from these standard-setting bodies and the process of
globalisation of financial regulations. Further, there is growing evidence
that the application of these standards, at times coercive, risks being
extended to other international fora, such as multilateral financial and
trade institutions like the WTO.

In part I of this chapter the experiences which small developing states
have encountered with some of the multinational bodies formulating
standards for the regulation of the international financial services sector
are illustrated. Three of these standards, and the bodies from which they
derive, will be considered in detail – the OECD’s Harmful Tax Initiative
(HTI); those standards developed by the Financial Action Task Force
(FATF) to combat money laundering; and, most recently, the financial
regulations under the revised Basel Capital Accord. All three organisations
have established international standards that affect – either through coer-
cion or threat of coercion, as in the case of the HTI, or ‘voluntarily’
through the norms of developed countries, as in the case of the Basel
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3 The small developing states that have developed offshore financial service sectors are normally
but not exclusively small island states. In the Caribbean Antigua and Barbuda, Barbados,
Bahamas, Bermuda, Belize, British Virgin Islands, Cayman Islands, Jamaica and St Kitts and
Nevis have substantial offshore financial service sectors. In the Pacific Cook Islands, Marshall
Islands, Nauru, Niue, Tuvalu, Samoa and Vanuatu have all developed offshore financial service
sectors. In the Indian Ocean only Mauritius has thus far been successful in developing an
offshore centre.



Capital Accord – the competitive provision of financial services in and by
small developing countries. The experience of these countries highlights
the limited participation and impact in formulating these standards, and
the continuing constraints and obstacles they face in the formation, imple-
mentation of and compliance with standards set by industrialised, devel-
oped and, to a much lesser degree, a selected group of large developing
countries.

Then, in part II of this chapter we briefly explore how the issue of
international regulation of financial services is relevant to the more
general, but very crucial, WTO negotiations about domestic regulation
of services under the General Agreement on Trade in Services (GATS)
and the Annex on Financial Services (FSA). It is argued that these discus-
sions offer developing countries, and in particular small states, the great-
est potential for ensuring their participation in the setting of
internationally harmonised standards which affect their trade in services,
and the means for seeking redress through improvements and/or further
elaboration of the text of GATS and/or FSA. Precedents for promoting
participation by all WTO members and harmonisation in the standard-
setting process do exist under the current WTO/GATT framework,
through collaboration and co-operation with relevant international
organisations which have the appropriate expertise. Given a more pos-
itive political climate and will, much can be done in Services negotiations
to strengthen the role of the WTO in limiting the impact of the arbitrary
introduction of plurilateral standards by developed and/or large devel-
oping countries.

Part I

18.2 Overview of characteristics of the 
standard-setting bodies

The increasing number of financial standard-setting bodies4 reflects to a
large degree the effects of an increasing number of international financial
crises, and developed-country perceptions that inadequate supervision in
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4 There are presently thirteen major standards issued by ten standard-setting bodies, ranging
from the major multilateral institutions (IMF, World Bank, OECD) to private-sector bodies
such as the International Accounting Standards Board. There are currently efforts underway
to develop several other initiatives in areas such as tax policy and international reserves
management.



developing economies is a chronic source of instability in financial
markets. Some of the standard-setting bodies in question grew out of a
series of G-7 initiatives immediately following the Asian Crisis, and their
origins have resulted in overlapping membership between the various
fora.5 It is immediately apparent that the standard-setting bodies are
‘universal’ only at the G-10 level, and that universality begins to break
down at the level of the G-22, where only the largest developing countries
are represented. Several multilateral and international financial institu-
tions, drawing from much more universal memberships, are limited to
observer status. For many small developing states the ‘similarity of compo-
sition and the complementary interlocking programmes of these organisa-
tions are perceived as suggesting a single agenda – that of the major
developed countries’.6

These standard-setting bodies, which comprise mostly developed
countries, form the backbone of the codes and standards regime by
not only formulating and revising the content of the standards, but
also monitoring compliance by both members and non-members.
Increasingly, these standards have been adopted by multilateral agencies,
international financial institutions and the private sector to guide trade,
lending, aid and investment decisions. The result has been a dramatic
expansion of de facto jurisdiction of the standard-setting bodies beyond
their G-7 origins.7

The extension of the codes and standards regime to small developing
states has occurred in the near-absence of involvement by the affected juris-
dictions at the formulation stage – nor any substantial consideration of
their interests – in spite of the adverse impact of many of the proposed
regulatory changes.8 The institutional processes producing the initiatives
of major concern for these purposes – the OECD HTI, the FATF ‘40+8’
Anti-Money Laundering and Counter-Terrorist Financing (AML/CTF)
Guidelines and the Basel Capital Accord – all, to varying degrees, exhibit
common characteristics which effectively preclude the emergence of truly
multilateral standards. These include:
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5 See Appendix 18.1, ‘Overlapping Memberships in Key Standard-Setting Bodies’.
6 Society of Trust and Estate Practitioners (2002).
7 Many standard-setting bodies seem to hold a contradictory position on this issue. The Basel

Committee, for example, has repeatedly stressed that it is not a policy-making body, yet that its
basic principles are that ‘no foreign banking establishment should escape supervision; and that
supervision should be adequate’, i.e. conforming to standards issued by the Committee (BCBS,
2002). 8 This topic will be addressed in section 18.4.



1. The membership and the decision-making processes of the standard-
setting bodies are dominated by industrialised economies and only the
largest developing countries. In most cases, membership has been
extended to large developing economies only after the standards in
question were drafted and approved.

2. The standard-setting bodies have realised, after a considerable delay,
that developing country participation is a major concern. However,
the result of outreach efforts has been that small developing states are
included as observers by invitation only, conditioned on prior
commitment to the standards in full, and with little or no substantial
decision-making power. In addition, many fora established on behalf
of small developing states have not been treated as equal partners in
the standard-setting process.

3. The lack of representation leads to justifiable concerns regarding the
legitimacy of the standards initiatives and the threat to the sovereignty
of targeted jurisdictions.

The standards emerging from these fora have been plagued by a fundamen-
tal breach of the principle of due process – a universal set of rules created by
non-multilateral, non-representative bodies where the concerns of small
developing states have been consistently and often purposely ignored. The
failure of the standard-setting bodies to abide by basic principles of corpo-
rate governance9 – transparency, accountability and the protection of
minority stakeholders – has raised serious questions regarding the legiti-
macy of the standards process.

Several initiatives have greatly impacted the legislative structures
and economic well-being of small developing states, in spite of justifi-
able concerns about the legal and economic bases of the standards them-
selves. In fact, the practices characterising the standard-setting process
by these organisations have raised several questions about sovereignty,
legitimacy, equality and fairness. As an illustration, we take the case
of the OECD’s HTI (see details below), which in particular has come
under great scrutiny by developing country supervisors, multilateral
institutions, tax policy administrators and think-tanks who feel that
its very foundation is questionable.10 They feel that the HTI violates
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10 For an overview of the main arguments, see Dwyer (2000) and Hay (2001). For further reading,

visit the Center for Freedom and Prosperity website at www.freedomandprosperity.org.



several basic tenets of contemporary international law, namely that
states or international organisations cannot intervene in the territory,
nor in areas under the jurisdiction, of other states. Although the
OECD has gone to great lengths to stress that it does not intend to dictate
tax policy to jurisdictions, nor is it attempting to harmonise taxes on
a global level, many jurisdictions under scrutiny feel that the HTI
will undermine their sovereignty in determining their domestic tax
policies.11

Another contentious issue surrounds the unilateral means employed
for determining whose domestic tax regime was ‘harmful’ and whose was
not. Developing countries widely feel that the OECD has unilaterally
determined that tax practices are harmful in so far as they hinder the
application of residence-based income taxation in OECD countries. The
abstention of Switzerland, Luxembourg, Portugal and Belgium, coupled
with reservations expressed by the US government in face of non-
compliance by some US states,12 has forced the OECD to retract several
‘non-core’ principles since the 1998 Report.13 The OECD is unlikely to be
an impartial referee in regulating a market where its members have a sig-
nificant commercial interest, as the OECD membership is dominated by
high-tax, developed nations who are the principal participants in the
market for cross-border financial services. However, the OECD is by no
means a monolith and some of its members, like Switzerland,
Luxembourg, Austria and Belgium, have commercial interests similar to
those of the jurisdictions targeted by the OECD’s HTI. Indeed, as subse-
quent events have demonstrated, it is the presence of a large number of
OECD countries that are themselves involved in what the OECD consid-
ers harmful activities that has served to undermine the legitimacy of the
initiative.
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11 See, for instance, ‘Offshore Tax Havens Reject Calls for Transparency’, at http://www.twnside.
org/title/havens.htm. 12 Society of Estate and Trust Practitioners (2002).

13 The OECD has dropped the ‘no substantial activities’ criterion from its list of criteria. The other
criteria for deciding whether a country is a tax haven are the absence of taxes or very low taxes,
the lack of effective exchange of information with other tax authorities, and a lack of trans-
parency on its tax regime. The OECD has stressed that it does not consider the presence of zero
or nominal taxes alone to indicate a harmful tax regime, simply that it is ‘a gateway criterion to
determine those situations in which an analysis of the other criteria is necessary’. This came as a
result of pressure from jurisdictions who felt the OECD was conflating tax avoidance with tax
evasion.



18.3 Small developing states’ experiences with 
standard-setting bodies

18.3.1 Membership and participation

18.3.1.1 The OECD14

The OECD is a thirty-member organisation of what are developed
economies with a select few EU accession states and large developing coun-
tries. The OECD’s Harmful Tax Initiative has come under great scrutiny for
its perceived lack of inclusion of non-OECD members and focus on non-
OECD jurisdictions, principally from representatives of small developing
states who were the initial targets of Harmful Tax efforts. The OECD’s
response was to create its own Global Forum on Taxation (GFT), which
ostensibly is open to non-OECD members as well. Attendance at the GFT,
however, is by OECD invitation only, and jurisdictions targeted by the
OECD were allowed to participate only after they had committed to the
principles of the HTI. In addition, the role of the GFT in actually formulat-
ing the standards is very much in doubt, and many developing countries feel
that the GFT is a consultative body in which developing countries have no
substantive input in standard formation. The Committee on Fiscal Affairs
has a number of working groups15 to explore the implementation of specific
elements of the HTI; these groups include a small number of developing
countries but are nonetheless predominantly OECD-member bodies.

Despite the large number of expert fora considering tax co-operation
from the perspective of both OECD and non-OECD countries, such as the
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14 Present OECD member states (with dates of accession) are Austria (1961), Belgium (1961),
Canada (1961), Denmark (1961), France (1961), Germany (1961), Greece (1961), Iceland
(1961), Ireland (1961), Italy (1961), Luxembourg (1961), Netherlands (1961), Norway (1961),
Portugal (1961), Spain (1961), Sweden (1961), Switzerland (1961), Turkey (1961), United
Kingdom (1961), United States (1961), Japan (1964), Finland (1969), Australia (1971),
New Zealand (1973), Mexico (1994), Czech Republic (1995), Korea (1996), Hungary (1996) and
Poland (1996). It is explicitly designed and mandated by its own legislation to promote the inter-
ests of its member states. The mandate for the HTI arose from a 1996 meeting of the OECD
Council of Ministers (comprising member state representatives). Much of the initial HTI work
was undertaken by the OECD’s Committee on Fiscal Affairs, whose 1998 ‘Harmful Tax
Practices: An Emerging Global Issue’ report was produced with little consultation outside of a
core group of experts drawn from OECD member states. (McIntyre, 2002).

15 These working groups include the Forum on Harmful Tax Practices, the Global Forum Working
Group on Effective Exchange of Information, the Working Party on Tax Evasion and Avoidance,
and the Joint Ad Hoc Group on Accounts.



International Tax and Investment Organisation (ITIO), the Common-
wealth Association of Tax Administrators, and the UN Ad Hoc Group of
Experts on International Co-operation on Tax Matters, the OECD has
refused to create any formal channels for these organisations to participate
in the formulation and adoption of the HTI guidelines. The OECD also
refused, with the exception of selected conferences or peripheral fora, to
allow full participation by multilateral institutions such as the IMF and
World Bank, though these organisations are seen by many small developing
states as honest brokers in the process.

Concerns that small developing states’ interests were being ignored were
fuelled by a list of seventeen questions submitted in March 2001 to the
OECD by the ITIO, seeking to clarify several fundamental points regarding
the HTI.16 The questions sought to identify whether the OECD was ensur-
ing a ‘level playing field’ for both members and non-members, and whether
it supported the creation of a ‘truly inclusive’ forum where non-OECD
members would be treated as equal partners in the formulation, adoption
and assessment of the standards. These seventeen questions remained
without a response for five months until a high-level intervention (by the
co-chair of the OECD’s Joint Working Group).17 The written responses,
none of which were seen as plain and explicit, were received only two weeks
before an OECD deadline for jurisdictions to sign onto the HTI or face the
threat of sanctions.

18.3.1.2 FATF

The original framework for international coordination of anti-money
laundering efforts was established by the Basel Committee in 1988.18 FATF,
which meets under the auspices of the OECD, was established by the G-7
Heads of State and President of the European Commission in 1989 to
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16 The ITIO (www.itio.org) was established in March 2001 as a forum for small developing
economies to discuss international tax and investment measures such as the OECD’s Harmful
Tax Initiative. Members currently comprise Anguilla, Antigua and Barbuda, Bahamas,
Barbados, Belize, British Virgin Islands, Cayman Islands, Cook Islands, Malaysia, St Kitts and
Nevis, St Lucia, Turks and Caicos Islands and Vanuatu. For a list of questions submitted to the
OECD by the ITIO, see ‘Offshore Jurisdictions Push OECD to Respond to Questions’,
TaxNews.com, June 2001. 17 Sanders (2001).

18 The ‘first significant step towards the international preventive regulation of financial institutions
with respect to money laundering’ was the Basel Committee’s 1988 Statement of Principles on the
Prevention of Criminal Use of the Banking System for the Purpose of Money-Laundering, which was
drafted by the United States representatives from the Federal Reserve, the Federal Deposit
Insurance Corporation and the Comptroller of the Currency (Castle and Broomhall, 1998).



continue these efforts. The original FATF membership (the ‘FATF-16’) was
restricted to developed economies, comprising the G-7 member states, the
European Commission and eight other developed economies. Less than a
year after FATF’s creation, a series of consultations between three internal
working groups (chaired by OECD states and drawing upon experts from
FATF-16 member countries) produced the FATF Forty Recommendations,
which became the basis for its subsequent work.

Only after 1991, after the approval of the Forty Recommendations, did
FATF expand its membership19 to include a few large developing states, and
three of the largest developing economies (Argentina, Brazil and Mexico)
did not become members until 2000. Invitations issued to potential
members were explicitly conditioned on full prior acceptance of the Forty
Recommendations.20 Further FATF expansion has been thrown into doubt
by a controversial 1994 agreement to restrict the FATF membership in
order to facilitate decision-making and manageability.21 Additionally, any
future FATF expansion will be explicitly limited to strategically important
countries, indefinitely postponing the possibility of small developing
country participation in FATF decision-making. In 1996, FATF revised its
Forty Recommendations to reflect its new membership, although there is
a widespread feeling that these changes were ‘not dramatic’.22 In 2001,
FATF members, in an extraordinary Plenary Session a month after the
11 September terrorist attacks, expanded their mandate by issuing the eight
Special Recommendations on Terrorist Financing. FATF then invited
all non-FATF countries ‘to participate on the same terms as FATF
members’, although this participation is mostly limited to completing
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19 Present FATF members are Argentina, Australia, Austria, Belgium, Brazil, Canada, Denmark,
European Commission, Finland, France, Germany, Greece, Gulf Co-operation Council, Hong
Kong SAR, Iceland, Ireland, Italy, Japan, Luxembourg, Mexico, the Netherlands, New Zealand,
Norway, Portugal, Singapore, Spain, Sweden, Switzerland, Turkey, United Kingdom and the
United States.

20 FATF Press Communiqué, 4 June 1991, available at http://www1.oecd.org/fatf/pdf/PR-
19910604_en.pdf.

21 The 1994 FATF Annual Report states that ‘there was agreement that a significant increase in the
size of the FATF would prejudice its flexibility and efficiency. Hence it was decided that there
should be no more than a very limited expansion. However, the FATF will be examining further
the possibility of setting up additional regional task forces [i.e. regional bodies].’

22 The British Bankers’ Association criticised the Public Consultation Paper issued by FATF for the
1996 Review, raising concerns that the ‘open consultation period [given] has been relatively
short, with much of it occurring over traditional holiday months, [to review a] lengthy, and at
times difficult document’.



self-assessments and occasional consultations (by FATF invitation) on
selected elements of the Special Recommendations.

FATF has established several ‘FATF-style’ regional bodies23 which
include many small developing states. Preconditions for membership in
these bodies include full acceptance of the Forty Recommendations, the
completion of annual self-assessments and periodic on-site assessments by
FATF delegations. The role of these regional groups, many of which repre-
sent the only means of participation for small developing states, is deliber-
ately restricted.24 They are granted only observer status within FATF and its
thrice-yearly Plenary Meetings, where decisions are made by consensus of
FATF members. The regional bodies’ role is largely limited to conducting
mutual evaluations of economies outside the core FATF membership
and, on occasion, adding regionally specific principles to the Forty
Recommendations.25

18.3.1.3 The Basel Committee

The Basel Committee on Banking Supervision, established in 1974 by the
central bank Governors of the G-10, comprises nearly thirty technical
working groups and task forces. Its membership, however, is exclusively
drawn from the regulatory bodies, finance ministries and central banks of
thirteen developed economies.26 The Basel Committee has published two
interrelated standards – the Basel Capital Accord and the Basel Core
Principles for Effective Banking Supervision.

The Basel Committee is but one of three committees27 of the Bank for
International Settlements (BIS). Before 1996, the membership of the BIS was
limited to the G-10, Switzerland, and a small number of EU accession and
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23 These are the Asia/Pacific Group on Money Laundering (APG), Caribbean Financial Action
Task Force (CFATF), Council of Europe PC-R-EV, Eastern and Southern Africa Anti-Money
Laundering Group (ESAAMLG), and the Financial Action Task Force on Money Laundering in
South America (GAFISUD).

24 This is based in FATF policy, which states that ‘FATF’s strategy for contacts with non-member
countries has continued to be based on [the] principle that activities are oriented towards encour-
aging countries to adopt the FATF Recommendations and on monitoring and reinforcing this
process rather than on the provision of routine training and technical assistance’ (FATF 1996).

25 In 1990, the Caribbean nations under CFATF developed nineteen additional recommendations
(the ‘Aruba Recommendations’) to complement the FATF Forty Recommendations.

26 The Committee’s members are Belgium, Canada, France, Germany, Italy, Japan, Luxembourg,
the Netherlands, Spain, Sweden, Switzerland, United Kingdom and United States.

27 The three committees are the Basel Committee on Banking Supervision (BCBS), the Committee
on the Global Financial System, and the Committee on Payment and Settlement Systems.



large developing countries (including South Africa and Turkey). In 1996,
several large developing countries were invited to join the BIS28 – however,
the invitation list was restricted to those countries with the largest GDP,
populations and financial centres. The BIS Board of Directors has an even
more limited membership: it comprises the Governors of the central banks of
Belgium, France, Germany, Italy and the UK and the Chairman of the Board
of Governors of the US Federal Reserve, each of whom appoints another
member of the same nationality. The Statutes of the BIS also provide for the
election to the Board of not more than nine Governors of other member
central banks. The elected members of the Board are currently all from devel-
oped countries (Canada, Japan, the Netherlands, Sweden and Switzerland).29

The Basel Committee meets four times a year, and its technical working
groups and task forces also meet at regular intervals. The Basel Committee
meetings, attended by the G-10 central bank Governors, are fora in which
key decisions are made, including substantive changes to the financial stan-
dards and the functions and operations of the Committees themselves.
While the Committee meetings are increasingly focused on emerging-
market developments, still too often the perspective is that of the impact on
G-10 economies. Many of the meetings in which developing countries are
discussed are attended exclusively by G-10 representatives.30

Outreach efforts by the Basel Committee to developing states began with
the Basel Core Principles for Effective Banking Supervision. To provide a
forum to discuss implementation issues, the Committee’s narrow working
group of G-10 countries was supplemented by representatives from Chile,
China, the Czech Republic, Hong Kong, Mexico, Russia and Thailand. In
addition, the so-called Core Principles Liaison Group also included repre-
sentatives from Argentina, Brazil, Hungary, India, Indonesia, Korea,
Malaysia, Poland and Singapore.

Despite BIS claims to the contrary,31 the influence of non-G-10 coun-
tries on the process of formulating and revising Basel guidelines has been
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28 Those countries invited to join were Brazil, India, China, Korea, Saudi Arabia, Hong Kong,
Mexico, Singapore and Russia.

29 This lack of developing country representation extends to the BIS staff as well – though the staff

draws from twenty-nine countries, developing countries remain underrepresented (Griffith-
Jones and Kimmis, 1998). 30 Ibid.

31 Daniele Nouy, Secretary-General of the Basel Committee, told a World Bank Workshop in
December 2000 that the Basel Core Principles were ‘the first truly G-10/non-G-10 joint
product’. This view is disputed in Andrew Walter’s forthcoming volume, The Political Economy
of Global Financial Regulatory Standards: Implementation in East Asia.



greatly exaggerated, and largely limited to providing feedback on imple-
mentation issues rather than participating in the formulation of the stan-
dards, which remains the jurisdiction of the Committee members. The
perception that developing countries were being relegated to ‘junior
partner’ status led to a near-boycott of the recent Basel II consultations by
the Executives Meeting of East Asia–Pacific Central Banks (EMEAP), an
alternative grouping of East Asian central bankers. Other Basel initiatives
have seen little progress on this issue: the Committee recently established
the Joint Forum on Financial Conglomerates to co-ordinate standard-
setting efforts with the International Organisation of Securities
Commissions (IOSCO) and the International Association of Insurance
Supervisors (IAIS). The membership of the Forum, however, is restricted
to the thirteen Committee members, with the EU Commission granted
observer status.

Arguments traditionally put forward for such limited membership
include the facilitation of consensus and quick decision-making, and the fact
that the legitimacy of the Committee’s work depends on the quality of its
membership, reflecting the sophistication of a country’s financial markets
and the calibre of its supervisors.32 This ignores the general acknowledge-
ment that supervisors, banks and markets in a number of countries have now
attained high levels of sophistication, and that an expansion of BIS member-
ship may not be incompatible with its consensus-driven modus operandi.
Despite these considerations, small developing country participation on the
key BIS Committees continues to be on an ad hoc, informal basis.33

18.4 Effective implementation: obstacles and impacts

The dominance of standard-setting bodies by developed countries has
resulted in a highly restricted view of the effects of implementing the stan-
dards. All but absent from the debate has been the consideration of adverse
effects of adopting the standards on small developing countries.34 The
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32 Cornford (2000).
33 For a proposal aimed at increasing developing country representation in the BIS and the Basel

Committee, see Griffith-Jones, ‘Proposal for Increasing Developing Country Participation in
Global Financial Governance’, available at http://www.ids.ac.uk/ids/global/finance/pdfs/
prop. pdf.

34 A separate issue is the consequences of not adopting the standards (e.g. being placed on a list of
non-cooperative states), which will be addressed in the following section of this chapter.



implementation of a number of guidelines will negatively impact the com-
petitiveness of many developing economies. These jurisdictions acknow-
ledge the need for increased prudential regulation because:

[a]ppropriate regulation is generally accepted to be proportionate to
the risks and benefits associated with the activity being regulated . . .
[d]isproportionate and excessive regulation applied selectively to
particular market participants burdens those participants with a
competitive disadvantage. In an efficient market, unevenly applied
regulatory burdens shift demand from one service provider (or juris-
diction) to another, as users search for a cost-efficient, low friction
service. Regulatory limitations on services offered also shift
demand.35

In addition, adoption of several standards threatens to restrict further the
access of such states to international finance and make major lenders
increasingly risk-averse to developing country lending.

Another fundamental concern which, until recently, was a peripheral
issue for many standard-setting bodies, is that of resources for implement-
ing the standards. Many developing countries with small administrations
find that the adoption of the standards requires complex and onerous regu-
latory and administrative structures well beyond their current institutional
capacity. Many small developing states require considerable resources to
determine practical requirements and develop appropriate capacities
to understand and address the technical issues involved in joining each
initiative or in meeting its requirements. The provision of technical assis-
tance remains largely on an ad hoc basis or is simply left to other multilat-
eral institutions who face resource constraints of their own. Many
standard-setting bodies have promised to provide technical assistance, yet
have not created formal assistance programmes for implementing their
own guidelines, or, even if they have, these have failed to deliver. As a result,
there is an acute shortage of resources for implementation that has yet
to be adequately addressed. The standard-setting bodies have created a
‘no-win’ regime for small developing states, who are being told to adopt
measures which impose substantial fiscal costs, while at the same
time eroding their financial standing and competitiveness in financial
markets.
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35 Stikeman and Elliot (2002).



18.4.1 The OECD

The OECD’s HTI has attracted widespread criticism over its possible
implications for the development strategies of many small states for whom
the export of financial services is a major source of foreign exchange and a
viable supply of development finance in jurisdictions with few or no
natural resources and limited access to international finance.36

The HTI originally called for preferential tax rates which are available to
offshore entities to be available to domestic businesses of the same type.
This effectively eliminates crucial economic development measures such as
export processing zones, tax holidays for export industries and special tax
exemptions for exporters and foreign investors,37 many of which have been
used as successful development strategies by several small developing states
such as Mauritius and Dubai. This provision was only removed after con-
siderable opposition from targeted jurisdictions.

Additional concerns have been raised over the dramatic increase in the
scope and remit of the HTI to include all geographically mobile service
industries.38 By covering all ‘geographically mobile service industries’,
the HTI extends the OECD’s possible remit to include banking,
leasing, free zones, distribution centres, service centres, shipping, head-
quarters regimes, insurance, factoring, funds management, airport
zones, international business centres, offices of foreign companies, co-
ordination centres and logistics centres. The OECD can also expand its
list at any time to any country to include anything else it defines as geo-
graphically mobile.39 For many resource-poor small developing states
with minuscule domestic markets, these service industries underpin
their economic development strategies. The prospect of regulation in
these industries by the OECD, whose membership is dominated by the
major market contenders in financial services, raised justifiable questions
regarding the legitimacy of their mandate and commercial conflicts
of interest.
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36 See CARICOM (2000) for further details on the importance of the offshore banking sector for
small Caribbean states.

37 This is despite the recognition by the WTO, in its 1995 Agreement on Subsidies and
Countervailing Measures, of the importance of subsidies for economic development for poorer
developing states (Biswas, 2001).

38 See, for instance, ‘OECD Moves Forward in Counteracting Harmful Tax Practices’ issued in
Paris on 24 November 1999 (http://www1.oecd.org/media/release/nw99-114a.htm).

39 Ministry of Industry and International Business (2001b).



These concerns have led to a widespread feeling that the HTI, rather than
focusing efforts to hinder illegal tax evasion, will effectively create non-
tariff barriers to the trade in financial services and place small developing
states at a competitive disadvantage by placing onerous regulations inap-
propriate to the size and development status of these jurisdictions. The
implications for the competitive position of many small states were sug-
gested by the Financial Stability Forum’s Report of the Working Group on
Offshore Centres, which linked the rise of London as the largest offshore
banking sector to regulations imposed on the US banking sector.40 The
continued abstention of non-compliant OECD jurisdictions such as
Switzerland and Luxembourg, both major offshore financial centres, has
raised fears of possible client migration to OECD jurisdictions which con-
tinue to provide ‘harmful’ tax incentives. Adopting the HTI guidelines, for
many small developing states, threatens to remove a major source of devel-
opment finance and economic growth, while increasing their reliance on a
dwindling flow of developing country aid.

Jurisdictions targeted by the OECD HTI have called for OECD technical
assistance and expertise to determine not only the implications of compli-
ance, but also options available to affected jurisdictions for loss of business,
before the deadline for compliance. The OECD has recently acknowledged
the shortfall in resources among small developing states but has failed thus
far to elaborate any specific offers of technical assistance. A small number
of multilateral and regional bodies41 have attempted to address the
resource gap; however, donor efforts remain on a country-by-country basis
and country demand far exceeds donor supply.

18.4.2 FATF

The FATF anti-money laundering and counter-terrorist financing mea-
sures pose significant implementation problems for the financial sector
supervisors of many small developing states. Many supervisors are already
overburdened with increasingly complex prudential regulations in the
banking sector. The extension of their responsibilities to monitor both the
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40 These included capital controls through the Interest Equalisation Tax of 1964, the Foreign
Credit and Exchange Act of 1965, cash reserve requirements on deposits imposed in 1977 and a
ceiling on time deposits in 1979 (Hay, 2001).

41 Such as the Commonwealth Secretariat, the Caribbean Development Bank and the Pacific
Financial Technical Assistance Centre.



transactions and the internal controls of non-bank financial intermediaries
threatens to weaken their primary activities in the absence of considerable
technical assistance.42 Compliance with FATF guidelines requires consider-
able (and expensive) revisions of current legislation, adding supervisory
responsibility towards mutual assistance in criminal matters, forfeiture of
the proceeds of crime, criminalising money laundering and extradition
financial supervision, customer identification and suspicious activity
reporting. Many of these legislative reforms must be further tailored to the
specific circumstance of each economy. For example, many small develop-
ing economies are sustained by informal banking practices and cash-based
transactions (the FATF guidelines, in line with G-7 practice, implicitly
assume that most legal economic activity is credit-based).

This phenomenon is not easily countered . . . [and] raises the larger
issue of the feasibility of establishing reporting regimes in economies
commonly exhibiting financial practices at variance with the dominant
practices of the most developed state economies. Accordingly, it would
be appropriate to develop the concept of ‘suspicious transaction’ on a
case-by-case basis, developing reporting mechanisms and compliance
schemes in tandem with this knowledge.43

For many small developing states, the costs of developing this sort of
‘tailor-made’ AML/CTF legislation is highly prohibitive. Compliance with
several FATF guidelines requires sophisticated statistical infrastructure
which is beyond the current resource capabilities of most developing
economies.44 Although increasing amounts of technical assistance are
being made available by multilateral bodies, current levels of assistance are
still far below requirements in many developing economies.45

A proposed solution for establishing FATF-compliant institutions (such
as a Financial Intelligence Unit) has been the creation of regulatory bodies
on a regional level, such as a Regional Supervisory Authority. However, this
has proven difficult in many regions ideally suited for such a development.
Many Caribbean jurisdictions, for example, enjoy close cooperation on a
number of issues through several joint fora. However, CFATF members
found that limited resources are already strained by conducting mutual
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42 Riechel (2000). 43 Castle (1999).
44 See PFTAC (2002), which explores this issue in depth for Pacific island economies.
45 Ibid. See tables 5 and 6 in Castle (1999) for current and planned technical assistance activities for

anti-money laundering and counter-terrorist financing in the Asia–Pacific region.



evaluations, and the Secretariat was not able to complete a comprehensive
regional technical assistance and training needs analysis until April 2002,
well past the FATF compliance deadline. CFATF members found that:

limited human and financial resources are severely strained, which
mitigates against timely and full compliance with international stan-
dards. The various international initiatives have required the CFATF
secretariat to attend several meetings that were not anticipated and for
which no budgetary provisions were made, straining our core work –
the mutual evaluation program . . . [there is a] growing fatigue and
frustration of many countries, particularly the small ones, with the
demands of various international initiatives, which generate unceasing
requests to provide information – to many different organizations that
do not appear to have coordinated their efforts.46

Such regional solutions, given the complexities of co-ordinating legal and
criminal cooperation between sovereign states, are highly unlikely within
the timeframe proposed by FATF.47 Thus small developing states face a
double blow: they are given impractical FATF deadlines (given current levels
of resources), and then face the possibility of being placed on the list of non-
cooperative countries and territories (NCCT) for ‘obstructing international
co-operation against money laundering’; that is, failing to provide adequate
resources towards anti-money laundering infrastructure.48

18.4.3 The Basel Committee

The landmark 1988 Basel Capital Accord, setting the minimum capital
level requirement for internationally active banks in over 100 subscriber
jurisdictions, was criticised from many quarters for its adverse impact on
developing country financial systems and distortions in the international
banking industry leading up to the Asian financial crisis in late 1997. In
response to many of these concerns, the Basel Committee began work on a
New Capital Accord (Basel II),49 which sought to alleviate concerns of both
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46 World Bank and IMF (2002). 47 Ibid.
48 The FATF lists both ‘the failure to provide the administrative and judicial authorities with the

necessary financial, human or technical resources to ensure adequate oversight and to conduct
investigations’ and the ‘absence of a financial intelligence unit or of an equivalent mechanism’ as
grounds for inclusion on its ‘blacklist’ (FATF, 2000).

49 The text of the new Basel II proposal is available from the BIS website at http://www.bis.
org/publ/bcbsca01.pdf. For an excellent analysis of the content of the new Accord, and its impli-
cations for developing countries, see Cornford (2000).



developing country regulators and representatives from major internation-
ally active banks. Unfortunately, it does not appear clear that the concerns
of these two groups of stakeholders were adequately balanced, with Basel II
having a potentially negative impact on small developing states.

Under the 1998 Accord, uniform risk weights were assigned according to
the type and perceived riskiness of the borrower. Borrowers were cat-
egorised according to OECD/non-OECD status and whether the borrow-
ing institution was a sovereign, corporation or bank. Also included within
the risk profile was the loan’s maturity (i.e. short- or long-term). The new
Accord proposes a Standardised Approach (a slight modification of the
1998 Accord) and a new Internal Ratings Based Approach (IRB).50 The IRB
approach was intentionally designed to make greater use of banks’ own
internal risk management systems, and reduce perverse incentives created
by crude distinctions contained in the 1998 Accord.51 Nonetheless, the
implications for small developing states of the switch to an IRB system by
large internationally active banks are profound.

The primary effect of the adoption of the IRB approach will be increased
lending costs and a reduction in bank lending for small developing states.
The IRB approach links capital requirements and risk weights to a
country’s credit rating. The highly convex shape of the IRB curve52 reveals
that while at high ratings the IRB approach gives lower capital require-
ments, at lower ratings the IRB approach can give very significantly
increased capital requirements. The highly exponential rise of risk weight-
ings along the spectrum of probability of default (PD) will have several
effects. First, many lower-rated sovereigns, which include many small
developing states, may experience prohibitive increases in lending costs. A
study by Powell (2001) estimates the increase in the costs of funds for coun-
tries rated below BBB to be around 235 basis points (which increases to 260
basis points once Mexico and Korea are excluded), and that for countries
rated BB the increase is calculated at 384 basis points.53 The clear implica-
tions are that many parts of the developing world will no longer be able to
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50 The IRB approach is itself split into a Foundation Internal Ratings Based Approach and an
Advanced Internal Ratings Based Approach. 51 Griffith-Jones and Spratt (2001).

52 See table 4, ‘Potential Impact in Risk Weightings Implied by Basel II’ in Reisen (2001) for a
detailed breakdown of the IRB curve.

53 To place these numbers in dollar terms, Powell calculates that the increased capital requirements
for countries rated below BBB amounts to about $93 billion on total liabilities of those countries
to BIS reporting banks of some $530 billion. Excluding Mexico, the relevant figures are about
$80 billion on a stock of just over $400 billion (Powell, 2001).



access international finance on sustainable terms, and that the effects will
be most pronounced in those lowest-rated countries in greatest need of
finance.

Another implication is the coexistence of two ‘types’ of banking: sophis-
ticated banks using the IRB approach (which decreases the incentive to hold
lower-rated loans), decreasing potentially risky lending, alongside less
sophisticated banks (using the standardised approach) who retain an incen-
tive to hold risky loans, with the perverse result of concentrating high-risk
loans in the hands of banks with relatively low credit risk expertise.54

The IRB approach will also increase the pro-cyclical tendencies of major
bank lending which will serve to exacerbate financial crises. During an
upswing, average PD will fall, raising ratings, and under the IRB approach
the exponentially lower capital requirements will increase incentives to
lend. During a downturn, the chain of events reverses. If banks’ lending is
constrained by regulatory capital requirements, and as capital is difficult to
raise in recessions, there is a serious risk of credit crunches in recession.55

As lending by multilateral agencies has become more uncertain after the
recent crises in Asia, Russia and Argentina, the implications of IRB-driven
pro-cyclical lending are a cause for concern among small developing states.
The pro-cyclical elements of the IRB approach are compounded by other
elements in the Basel Capital Accord, namely provisions setting lower risk
weights for claims of a shorter duration. The Accord sets the risk weight for
emerging-market lending at 20 per cent for claims of less than one year, but
100 per cent for claims of more than one year. These provisions effectively
discourage interbank lending to small developing states, and tilt the
structure of developing country capital imports towards short-term debt,
which has been identified as the single most important precursor of finan-
cial crises.56

A seminal paper by Persaud (2000) examined the role of market expect-
ations and risk management systems, and found that in the short run,
market participants were increasingly prone to herding behaviour and con-
tagion. The key realisation was that market participants behave strategi-
cally (i.e. vis-à-vis one another) yet risk management systems, such as the
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54 The Basel Committee has modified the IRB curve since the January 2001 consultative paper. The
BCBS has flattened the IRB curve, implying lower capital requirements for lower-rated borrow-
ers. While this is an improvement on the January 2001 proposal for small developing states, it
still implies higher capital requirements than the existing 1998 Accord.

55 Griffith-Jones et al. (2002). 56 Reisen (2001).



Daily Earnings at Risk (DEAR) limit, measure risk statically (i.e. at a point
in time, without strategic considerations). Persaud portrays a vicious cycle
of a rise in market volatility leading to the DEAR limits of some banks being
hit. Several banks then sell the same asset simultaneously, raising market
volatility, which hit more banks’ DEAR limits. Paradoxically, it is precisely
the adoption of uniform risk management systems (such as the IRB) that
leads to widespread herding and contagion.57 On this issue, Griffith-Jones
and Spratt (2001) note that:

the view that greater risk sensitivity may have pro-cyclical results is not
disputed by the Basel Committee. Rather, it is argued that the benefits
will outweigh the costs. However, as is the case with much of the New
Accord, the trade-offs in terms of costs and benefits are viewed in terms
of their impact on the major banks. For the developing world, it is
likely that they will feel the costs disproportionately (reduced lending
coupled with increased scale of crises) while simultaneously attracting
none of the benefits.

Introducing the IRB approach alongside the standardised risk weights
will also have the effect of increasing consolidation in the banking
industry, with serious implications for financial access for many small
developing states. Most major internationally active banks are expected
to adopt the IRB approach, thereby enhancing their competitive
advantages through the use of more sophisticated (and therefore lower)
capital requirements. In many small developing economies, this
implies increasing control of the domestic banking sector, and an
increase in the proportion of banks using the harmful IRB approach,
and a concomitant decrease in lending for all but the most highly rated
sovereigns.58

The new Accord’s reliance on credit ratings agencies also poses add-
itional, and highly significant, risks for small developing economies. There
is a widespread view that the performance of such agencies, most notably in
the Asian crisis, has been plagued by highly pro-cyclical behaviour, such as
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57 ‘The paradox is that if one or two banks followed a DEAR limit and others did not, those banks
would have an effective risk management system that at the margin would support the financial
system. But if every bank were to follow the same approach, given that these banks follow each
other into and out of markets, the DEAR limit would contribute to systemic risk. It is ironic,
therefore, that the Basel Committee on Banking Supervision is supporting the rapid adoption of
these systems across all banks and encouraging investors to follow suit’ (Persaud, 2000).

58 Griffith-Jones and Spratt (2001).



the large and swift downgrading of sovereigns.59 The new Accord sets out
eligibility criteria for agencies regarding their objectivity, independence,
transparency and size. However, there are concerns that despite these
minimum eligibility criteria, there may be a ‘race to the bottom’ to provide
‘convenient’ (i.e. market-following) ratings which even the larger, more rep-
utable agencies may find difficult to resist.60 This consideration is further
reinforced by evidence that major credit rating agencies often disagree in
ratings for the same sovereigns, and that the differential widens substan-
tially for lower-rated sovereigns. Cornford (2000) notes that a 1995 survey
of two large credit rating agencies showed agreement of AA/Aa or above in
67 per cent of the cases, for other ratings of investment grade in 56 per cent
of the cases, and for ratings below investment grade in 29 per cent of the
cases. The low level of agreement for lower-rated sovereigns, which includes
the vast majority of small developing states, is especially troubling as it
makes changes in ratings consensus particularly difficult to forecast.61

Many observers find it unsurprising that the IRB approach contains
numerous inconsistencies with the goals of small developing economies, as
the system is essentially based on the current (and highly complex) prac-
tices of the large G-10 based private banks. Powell (2001) notes that the
focus of the Basel Committee has been to produce general principles
instead of a detailed methodology. While this may be appropriate for large
banks that have been developing these methodologies for some time, many
small developing country authorities find the new Basel guidelines
extremely difficult to implement or adapt to domestic conditions. The pro-
posed move towards the ‘two-tiered’ (IRB and standardised) approach
places the financial authorities in a difficult position:

They may attempt to implement an IRB approach as described in the
proposals. In this case they will face several difficulties and the calibra-
tion may not be appropriate. A sub-alternative may be to attempt to
adapt the approach to the particular emerging country circum-
stances . . . It is likely that, given the proposals as they stand, most
authorities will choose to implement the standardised approach. In
that case . . . very little will change and the new proposals will not
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59 Thailand, for example, was downgraded four notches by both Moody’s and Standard and Poor’s
between July 1997 and early 1998; Indonesia five notches by Moody’s and six by Standard and
Poor’s between June 1997 and early 1998; and Republic of Korea six notches by Moody’s and no
less than ten by Standard and Poor’s during the same period (Cornford, 2000).

60 Powell (2001). 61 Cornford (2000).



imply a significant advance over the 1988 Accord. From the standpoint
of emerging economies, this would be a lost opportunity. Put crudely,
the new standard was not designed for them.62

It is precisely the inability of banks in emerging markets and small states to
implement the IRB that lies at the heart of the trade issue. Banks unable to
implement this approach to risk evaluation will be forced to maintain the
standard approach to risk assessment. This in turn will raise capital cost
requirements for many of these banks and will make them either targets for
takeover or uncompetitive on local capital markets. It is precisely this effect
that will have trade and commercial implications for the supply of financial
services.

The implementation of the proposed Basel II Accord also places add-
itional strains on the supervisory institutions of small developing states,
which has led to a widespread feeling that implementation will be very
complicated and demanding, if not impossible in the medium term.63 The
new Accord’s market disclosure requirements (the so-called ‘third pillar’)
allow market participants accurately to assess indicators of capital ade-
quacy such as risk assessments, risk exposures and management processes.
While these changes in reporting requirements may impose minor costs on
large banks,64 for many less sophisticated banks (which comprise the over-
whelming majority in small developing states) implementation will pose
significant challenges. Many developing country banks do not have robust
ratings systems or historical data to estimate many IRB parameters, and the
transition period of three years envisaged by the new Accord may not be
long enough to build such databases.65

Effective implementation of Basel II will also require significant upgrad-
ing of prudential supervision by domestic authorities. The new Accord
requires supervisors not only to monitor capital adequacy levels, but also to
review in detail the risk profile, risk management process and internal
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62 Powell (2001). 63 Griffith-Jones and Spratt (2001).
64 Indeed, this is the explicit assumption of the Committee, which ‘does not expect the incremen-

tal costs of making such information public to be high, since banks will be collecting this data for
internal purposes and they will be benefiting from the more risk sensitive capital requirements
that result from the use of bank specific inputs’ (BCBS, 2001b).

65 This problem is not restricted to developing country banks. The Basel Committee conducted an
initial survey of large internationally active banks in order to estimate the quantitative effects of
the proposal on their capital requirements. The Committee was disappointed in the modest
number of banks worldwide that could provide meaningful distributions of credit quality, even
for their corporate portfolios (Reserve Bank of India, 2001).



controls of all banks operating in their jurisdiction. Many financial institu-
tions in small developing economies have operated in environments with at
best lax rules regarding transparency, and the new Accord will require add-
itional implementation of accounting and auditing standards to make risk-
weighted capital-to-asset ratios work. The limited development of capital
markets in many small developing economies further constrains the ability
of both regulatory authorities and market agents to assess the quality of
capital reported by banks, especially in situations where asset ownership is
very concentrated.66

In light of the ‘assessment fatigue’ facing many financial regulators in
small developing economies, the Basel Committee no longer proposes
adherence to the IMF’s SDDS, the Committee’s Core Principles for
Effective Banking Supervision, or the IOSCO’s thirty Objectives and
Principles of Securities Regulation as preconditions for preferential risk
weights. Nonetheless, the new Accord ‘will represent a quantum increase
in the complexity of supervisors’ responsibilities in most countries, and
probably a corresponding increase in the tasks involved in assessment
exercises’.67

18.5 Assessment, compliance and small developing states

The methodologies for both assessing levels of compliance and disciplining
non-compliant jurisdictions are key elements in the coverage and legiti-
macy of the standard-setting bodies. The assessment and compliance
regimes are the means by which the guidelines are propagated and rein-
forced in a variety of jurisdictions, and each standard-setting body has
developed its own methodologies tailored to its own unique circumstances
and vision.

For many small developing states, the means by which the standards in
question have been assessed and enforced have raised justifiable questions
of whether or not a ‘level playing field’ exists vis-à-vis the members of the
standard-setting bodies. There are concerns that jurisdictions which are
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66 ‘In situations where asset ownership, both financial and real, is very concentrated, supervisors
face difficulties in determining whether shareholders’ wealth is really at risk when they supply
equity capital to a bank, since shareholders can finance their capital contribution from a related
party, including non-financial corporations. Accounting capital, therefore, does not necessarily
reflect the “true” riskiness of banks’ (Latin American Shadow Regulatory Committee, 2001).

67 Cornford (2000).



members of the standard-setting bodies are being treated more leniently
than non-members, and that disproportionate attention is being focused
on small developing states. Many standard-setting bodies have opted for a
‘name and shame’ approach, producing lists of dissenting states and sug-
gested guidelines for sanctions under the name of ‘co-ordinated defensive
measures’. The process by which these so-called ‘blacklists’ are produced
remains, in many standard-setting bodies, one in which the basic principles
of corporate governance (namely transparency, accountability and the pro-
tection of minority shareholders) are all but absent.

Various standard-setting bodies have opted to ‘outsource’ the assess-
ment of jurisdictions to multilateral financial institutions (MFIs). While
the MFIs draw from a more universal membership, they face considerable
capacity constraints in their global surveillance activities, compromising
the periodicity of assessment data and coverage of small developing
economies. Additionally, the manner in which MFI assessments are inter-
preted by the market threatens to exacerbate contagion and herding in
developing country financial crises.

Many standard-setting bodies have faced criticism regarding the feasi-
bility of assessing a wide number of unique domestic financial systems
against a single set of criteria, then enforcing compliance to a fixed deadline
with guidelines that are often vague and inconsistently revised. The
methodologies of assessment and enforcement suffer from a ‘one-size-fits-
all’ approach, ignoring the need for flexible, feasible deadlines which
account for different stages of development, institutional capacity and eco-
nomic structure.68 Although the standard-setting bodies recognise the
need for a wide, participatory dialogue, far too often the reality is one in
which targeted jurisdictions are involved only ‘at the receiving end’, where
dialogue is restricted to how the jurisdictions will comply and in what
timeframe.

More fundamentally, inclusion on such a ‘blacklist’ has potentially dev-
astating effects on the economic prospects of targeted jurisdictions, well
beyond the sector targeted by the OECD. There are justifiable concerns that
forcing legislative reform through highly coercive, unilateral, sanctions-
based regimes will undermine country ownership, decrease the effective-
ness of global financial standards, and further marginalise small
developing states in structuring the international financial system.
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18.5.1 The OECD

The HTI methodology for determining jurisdictional compliance is
centred on the Forum on Harmful Tax Practices, an OECD-member body
established by the 1998 OECD HT Report. The Forum, which reports to
the OECD’s Committee on Fiscal Affairs,69 oversees a number of study
groups comprised largely of experts drawn from OECD member countries.
These study groups determine which jurisdictions should be considered
tax havens based on the HTI guidelines, with individual members given a
jurisdiction to assess. The 1998 Report’s ‘List of Uncooperative Tax
Havens’, listing forty-seven target jurisdictions, was drawn up using a com-
bination of published sources and discussions within the OECD study
groups. The targeted jurisdictions were given a deadline of 31 July 2001 to
make an explicit commitment to implement the OECD guidelines. The
jurisdictions were given six months to formulate an ‘acceptable’ schedule of
changes, describing a series of target dates to ensure that the ‘harmful’
aspects of their tax policies were removed by 31 December 2005. If the
OECD’s Committee on Fiscal Affairs at any time felt that a jurisdiction had
not met its target dates, or not made ‘concrete and significant action’
during the first year of the commitment, the Committee placed the juris-
diction on their List of Uncooperative Tax Havens.

The 1998 Report came under immediate and intense criticism by both
independent experts and targeted jurisdictions on a number of issues. First,
many small developing states felt that the so-called blacklist had been
drawn up with a ‘subjective, largely anecdotal, non-introspective and non-
benchmarked approach . . . [lacking] any form of scholarly research method-
ology’.70 Indeed, the OECD’s claim that it engaged targeted jurisdictions in a
bilateral dialogue was undermined by the widespread perception that

the classification of jurisdictions as tax havens was effected by the
OECD without reference to those targeted. Subsequently, the accept-
ability or otherwise of a commitment demanded by the OECD and
given by any of those jurisdictions was determined exclusively by the
OECD. Only after such a commitment is deemed acceptable is
that jurisdiction invited to join the Global Forum which will determine
the implementation plans and the form of exchange of information
agreements to be utilised by all those jurisdictions going forward.71
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69 The Committee on Fiscal Affairs, in turn, is overseen by the OECD Council of Ministers.
70 Society of Trust and Estate Practitioners (2002). 71 Ibid.



With no clear, formal channels for the substantive participation of small
developing states, the OECD has given the impression to many supervisors
in targeted jurisdictions that it is solely interested in ‘dialogue’ which
results in jurisdictions adopting the HTI guidelines, viewing any decision
not to comply as ‘political’ rather than grounded in legitimate concerns
over the appropriateness of the guidelines or the feasibility of timelines
imposed for compliance.72

Perhaps the most contentious part of the OECD HTI assessment process
has been the perceived bias against non-OECD members, and small devel-
oping economies in particular. The 1998 Report focused almost exclusively
on financial vehicles established in non-OECD countries, despite the fact
that OECD member states account for 80 per cent of trade in non-resident
financial services (i.e. offshore banking).73 Grynberg and Chilala (2001)
note the ‘subtle difference in language in the OECD report between its deal-
ings with OECD members’ preferential regimes as “potentially” harmful . . .
and those of non-OECD measures which are deemed unambiguously
harmful’, although in reality many OECD offshore centres lag substantially
behind their non-OECD counterparts in adopting prudential regulations.74

The 1998 Report excluded several prominent OECD financial centres,75

most notably Switzerland and Luxembourg, from the List of Uncooperative
Tax Havens despite the substantial legislative limitations on their abilities to
exchange financial information and compromise client privacy. Both coun-
tries have dissented from the entire HTI initiative and, despite the fact that
these non-cooperating OECD jurisdictions are the principal competitors

658 roman grynberg, sacha silva and jan yves remy

72 The fundamental approach of the OECD has been to encourage non-compliant jurisdictions to
‘associate themselves with the 1998 Report and to agree to its principles; and hold regional sem-
inars that will encourage and assist nonmember economies to remove features of their preferen-
tial regimes that are potentially harmful’ (OECD, 2001).

73 ‘The restricted focus is curious, particularly as the initial report of the FSF acknowledged
difficulty in distinguishing so-called “offshore activity” within the major developed states from
that in smaller and developing states’ (Society of Trust and Estate Practitioners, 2002).

74 See Society of Trust and Estate Practitioners (2001) for a detailed comparison.
75 The OECD Report failed to address potentially ‘harmful’ offshore regimes such as the United

States, the United Kingdom, Ireland, the Netherlands and Hungary (with its regime of
Hungarian Offshore Companies, which has attracted considerable attention in the tax world).
Excluded as well were holding company regimes for Ireland, the Netherlands, Germany and
Switzerland. The report indicates that the OECD Forum ‘reached no conclusions’ as to whether
these are harmful preferential regimes in the light of ‘complexities raised by such regimes,
including their possible interaction with tax treaties and with general principles of domestic
law’. There are few indications as to whether the same ‘complexities’ were explored for non-
OECD jurisdictions (Louis, 2000).



for non-resident financial services, the OECD has been reluctant to impose
the same measures threatened to non-OECD jurisdictions.76 The OECD
claims that there is ‘only one distinction: cooperative versus uncooperative’;
however the Swiss Economics Minister was able to announce that Swiss
banking secrecy laws were ‘not negotiable’ with no apparent threat of OECD
sanctions. The Republic of Nauru, in contrast, whose financial sector is
marginal compared to that of Switzerland, came under considerable OECD
pressure when it dissented from its inclusion on the OECD List. The contin-
ued abstentions of Switzerland and Luxembourg were recently joined by
Portugal and Belgium, who both dissented from the 2001 OECD HTI
Report. Many states in the US, such as Delaware, Montana and Colorado,
have also indicated that they will not implement the commitment given by
the US federal government. Controversially, the 1998 Report additionally
proposed that sanctions against non-OECD jurisdictions would apply two
years earlier than their OECD counterparts.77

The perceived inequities in the treatment of non-OECD jurisdictions
was highlighted in a May 2001 statement by the US Treasury Secretary Paul
O’Neill, who stated that ‘in order for the OECD initiative to have the legiti-
macy it needs to succeed, jurisdictions inside the OECD must be treated no
more severely than similarly situated OECD Member Countries’. Secretary
O’Neill additionally warned that ‘OECD Member Countries should hold
themselves to standards and timelines at least as rigorous as those to which
they hold jurisdictions that are not part of the OECD.’78

The public criticism by the Treasury Secretary lent credibility to the con-
cerns of small developing states, although several issues remain. The list of
criteria by which the OECD determines a tax regime to be ‘harmful’ has
been criticised as excessively vague, and upon publication of the List of
Uncooperative Tax Havens in the 1998 Report, many targeted jurisdictions
were unclear as to the steps required to comply with the HTI. The OECD,
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76 This is unsurprising, as the OECD 1960 Convention ‘provides that, if an OECD Member abstains
from voting on a decision or recommendation, such abstention will not invalidate the decision or
recommendation. It will apply to the other Members, but not to the abstaining Member. Another
provision of the reconstitution helps to balance accomplishing the goals of the OECD with the
sovereignty of its Members: an OECD decision does not bind any Member until it has complied
with the requirements of its own constitutional procedures’ (Zagaris, 2001).

77 This distinction has since been removed.
78 Secretary O’Neill further objected to the perception that the OECD was attempting to har-

monise tax rates and stifle global tax competition. For a full text of his statement, see
http://www.ustreas.gov/press/releases/po366.htm.



in turn, failed to complete the six ‘application notes’ (defining commit-
ments for listed jurisdictions) in time for the initial July 2001 deadline.
Jurisdictions were effectively being asked to sign, under threat of collective
sanction, up to commitments which the OECD itself had not accurately
defined.79 In response to US and small developing state criticism, the
OECD has also been forced to drop several ‘non-core’ elements of the ini-
tiative such as the ‘no substantial activities’ and ‘ring fencing’ criteria, and
focus exclusively on commitments to transparency and effective informa-
tion exchange. Nevertheless, non-transparent OECD jurisdictions such as
Switzerland continue to operate freely without threat of sanction.

The OECD’s ‘co-ordinated defensive measures’ raise justifiable concerns
that the measures are little more than ‘punitive sanctions . . . applied on a
collective or bilateral basis’.80 The list of proposed sanctions includes:

i. To disallow deductions, exemptions, credits or other allowances
related to transactions with Uncooperative Tax Havens or transactions
taking advantage of their harmful tax practices;

ii. To require comprehensive information reporting rules for transac-
tions involving Uncooperative Tax Havens or taking advantage of their
harmful tax practices, supported by substantial penalties for inaccu-
rate reporting or non-reporting of such transactions;

iii. To impose withholding taxes on certain payments to residents of
Uncooperative Tax Havens;

iv. To enhance audit and enforcement activities with respect to
Uncooperative Tax Havens and transactions taking advantage of their
harmful tax practices;

v. To ensure that any existing and new domestic defensive measures
against harmful tax practices are also applicable to transactions with
Uncooperative Tax Havens and to transactions taking advantage of
their harmful tax practices;

vi. Not to enter into any comprehensive income tax conventions with
Uncooperative Tax Havens, and to consider terminating any such
existing conventions unless certain conditions are met;

vii. To impose transactional charges or levies on certain transactions
involving Uncooperative Tax Havens.81
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79 Grynberg and Chilala (2001). The six application notes covered transparency/exchange of infor-
mation, transfer pricing, ring fencing, holding companies, fund management and shipping.

80 Ibid. 81 OECD (2000).



In addition to this list, the OECD had also recommended to its members
that they review all non-essential aid to listed jurisdictions. This process,
characterised by Secretary O’Neill as ‘highly coercive’, had been criticised
by many multilateral institutions such as the IMF82 which have called upon
the OECD to adopt a more voluntary and cooperative approach to non-
compliant jurisdictions. There were concerns that the OECD’s ‘blacklist’
approach would tarnish the entire financial sectors of many small develop-
ing states, many of which depend on legitimate financial activity to achieve
key development goals. Although several of the 1998 criteria have been
dropped from the OECD’s list, inclusion on the Uncooperative Tax Haven
list has further maligned the financial sectors of small developing states in
the eyes of many investors and development NGOs.83

18.5.2 FATF

The FATF model of compliance assessment rests on the twin pillars of self-
assessment and mutual evaluation.84 In the self-assessment exercise, each
country must complete a common questionnaire on a yearly basis, provid-
ing detailed information on compliance with the Forty Recommendations.
Each member country is then examined in turn by the FATF on the basis of
an on-site visit conducted by a team of three or four selected experts from
the legal, financial and law enforcement fields from FATF member govern-
ments. The FATF delegation then produces a Mutual Evaluation Report,
which is sent to the examined jurisdiction for comment within twenty-one
days. On the basis of the Mutual Evaluation Report and the completed self-
assessment, the FATF Secretariat produces a draft report which is then sub-
mitted to FATF members at its Plenary Session, which debates the report85

before its approval and inclusion in the Annual Report. These procedures
have been adopted, with minor revisions, by each of the FATF-style regional
bodies. For the recently developed eight Special Recommendations on
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82 The IMF has recently launched its own series of offshore financial centre assessments which are
available at http://www.imf.org/external/np/ofca/ofca.asp.

83 See UNCTAD (2001) and Persaud (2001).
84 The FATF evaluation procedure is described in detail in FATF (2001).
85 The debate includes representatives from the examined jurisdiction, the FATF delegation and

FATF member states. However, FATF itself admits that ‘the discussion time was generally
reduced to about two hours or less per report, and this may have contributed to the reduced level
of debate. The mutual evaluation discussions also became somewhat formal and less productive’
(FATF, 2001).



Terrorist Financing, the first phase of implementation consisted of a self-
assessment by all FATF members and regional bodies (completed in January
2002), with an invitation to all non-FATF jurisdictions to ‘participate on the
same terms as FATF members’, although participation has thus far been
limited to completing a standard self-assessment against the Special
Recommendations and commenting on the Recommendations by FATF
invitation.

The most controversial element of FATF’s compliance methodology is
the Non-Cooperative Countries and Territories (NCCTs) Initiative, which
published the first NCCT list in the February 2000 Report on Non-
Cooperative Countries and Territories.86 The FATF secretariat, prior to
publication of the 2000 Report, developed a set of criteria for evaluating
NCCTs based on the Forty Recommendations. Jurisdictions determined to
be ‘non-cooperative’ are first publicly identified by FATF, both on its
website and in periodic press releases. The 2000 Report includes a list of
suggested ‘collective and co-ordinated countermeasures to better protect
their financial systems and economies’.87 FATF members have also agreed
to issue advisories to countries on the NCCT list, requiring them to take
extra care in business undertaken with counterparties in listed jurisdic-
tions. The bulk of the NCCT work is undertaken by the FATF Ad Hoc
Group on Non-Cooperative Countries and Territories, whose scope
extends to jurisdiction both within and outside the FATF membership.
The NCCT approach has also been adopted for the eight Special
Recommendations, with a target date of June 2002 to identify publicly and
begin countermeasures against non-compliant jurisdictions. The FATF
NCCT approach served as a model for the OECD’s List of Uncooperative
Tax Havens, and regrettably shares many elements threatening the viability
and interests of small developing economies.

The process by which countries have been selected for the NCCT list,
much like the OECD HTI work, shows considerable bias against non-FATF
economies. Jurisdictions targeted by the 2000 Report were alarmed by a
review of twenty-nine jurisdictions which preceded the Report. Rather
than an objective assessment of possible money-laundering regimes in a
wide range of countries, FATF members instead were invited to nomin-
ate those jurisdictions where they had experienced ‘difficulties’ in the past,
who were then examined by the Ad Hoc Group. Many of the same
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nominating FATF members were involved in evaluating the targeted juris-
dictions for the 2000 Report and its NCCT list. In light of this subjective
selection process, it came as no surprise to many observers that the 2000
Report, much like the first 1998 OECD HTI Report, focused exclusively on
non-FATF jurisdictions, and included an NCCT list dominated by small
developing states.88 The Report notably failed to include a single evaluation
of a FATF member economy, despite clear evidence that substantial
money-laundering activities exist in many FATF members’ jurisdictions,
including Switzerland and Luxembourg (who both abstained from the
OECD’s HTI), the United States, Brazil, Mexico and Argentina.89

There have been concerns raised that the adoption of the eight
Special Recommendations has been marked by relative leniency for non-
compliant FATF members. For example, the June 2002 deadline for the
NCCT list publication and the beginning of countermeasures has come
and gone without any FATF action. Many observers feel that this is unsur-
prising considering the FATF acknowledgement that

there is still some work to be done by the FATF to ensure that its
members have fully implemented the Special Recommendations. With
regard to Special Recommendation 8 (Non-profit organisations), for
example, FATF members decided to give additional consideration of
this issue before proceeding to a full analysis of the self-assessment
results. With regard to SR 1 (Ratification and implementation of UN
instruments), the self-assessment results show only four FATF
members at full implementation.90

It is apparent that FATF views its guidelines as negotiable (i.e. in need of
‘additional consideration’) in the case of non-compliance by FATF
members, while imposing them as ‘best practice’ on dissenting non-FATF
jurisdictions. In addition, given the broad sweep of the FATF guidelines
and the general complexity of financial sector reform, many small develop-
ing states felt that they were given too little time to determine the exact
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88 The 2000 Report singled out Bahamas, Cayman Islands, Cook Islands, Dominica, Israel,
Lebanon, Liechtenstein, Marshall Islands, Nauru, Niue, Panama, Philippines, Russia, St Kitts
and Nevis and St Vincent and the Grenadines as having ‘serious systemic problems’.

89 See Economist (2001) and Society of Trust and Estate Practitioners (2002) for evidence on
money laundering in FATF economies. The absence of FATF member jurisdictions is significant
as FATF has pledged to ‘focus our attention on financial centres whose activities are of such
character or significant size that, if there are shortcomings in their systems, they could under-
mine existing anti-money laundering regimes’. 90 FATF (2002).



requirements for FATF compliance. In the case of the eight Special
Recommendations, adopted only a month after the 9/11 attacks, the inter-
pretative Guidance Notes were not disseminated until two months before
the proposed deadline for compliance.

The FATF countermeasures have been criticised, much like the OECD’s
‘defensive measures’, as being an overly harsh form of collective punish-
ment, with an asymmetric and significantly negative impact on small
developing economies. Possible countermeasures include:

i. Stringent requirements for identifying clients and enhancement of
advisories, including jurisdiction-specific financial advisories, to
financial institutions for identification of the beneficial owners before
business relationships are established with individuals or companies
from these countries;

ii. Enhanced relevant reporting mechanisms or systematic reporting of
financial transactions on the basis that financial transactions with such
countries are more likely to be suspicious;

iii. In considering requests for approving the establishment in FATF
member countries of subsidiaries or branches or representative offices
of banks, taking into account the fact that the relevant bank is from an
NCCT;

iv. Warning non-financial sector businesses that transactions with enti-
ties within the NCCTs might run the risk of money laundering;

v. Consideration of whether it is desirable and feasible to condition,
restrict, target or even prohibit financial transactions with such juris-
dictions; and

vi. Prevent financial institutions located in identified non-cooperating
countries or territories from using facilities (for example, information
technology facilities) located in the FATF members’ territory.

These countermeasures, in many small developing economies, stigmatise
the investment climate of entire economies, far beyond the sector targeted
by the NCCT criteria. In many small developing states, where the export of
legitimate financial services is a primary source of foreign exchange, the
effect has been devastating. Ferrance (2000) examined the effects of US and
UK advisories on Antigua and Barbuda’s financial services sector.91 The
relative costs of transacting business in the jurisdiction increased
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dramatically for several businesses operating in the jurisdiction, on average
by 25 per cent! This resulted in several major banks closing their branches,
not due to perceptions of money laundering, but simply due to increased
cost. New investment in the financial services sector effectively stopped,
with the resulting multiplier effect in the larger economy. The advisories
conferred disproportionate bargaining power upon businesses wishing to
establish a presence in the jurisdiction, forcing the government to increase
incentives such as tax breaks and duty concessions further, leading to large
falls in government revenues. Finally, the action by the US and UK govern-
ments by agreement with FATF caused a number of other non-FATF juris-
dictions to follow suit, creating yet another multiplier effect.

The overwhelmingly negative implications of the FATF sanctions regime
for many small developing states led to considerable criticism from many
multilateral bodies. The IMF, in response to pressure from developing
country directors on its Executive Board, has insisted that FATF members
adopt a more ‘universal, cooperative approach’.92 The IMF has since placed a
condition for a joint AML/CFT ROSC pilot project, stating that ‘the FATF not
undertake a further round of the non-cooperative countries and territories
(NCCT) initiative, at least during the period of the [one-year] pilot project’.

18.5.3 The Basel Committee

The Basel Committee does not conduct formal assessments of jurisdic-
tional adherence to its standards, nor has it issued any OECD- or FATF-
style guidelines for coordinated action in case of non-compliant
jurisdictions. These tasks have been left to multilateral financial institu-
tions (MFIs) such as the IMF and World Bank, regional development banks
and private sector bodies.

Indeed, it was stressed in several of the meetings held at the BIS that
there was a fairly sharp and important distinction, broadly seen as desir-
able, whereby institutions like the BIS and the Committees linked to it for-
mulated standards and norms for financial sectors and institutions like the
IMF and the World Bank, which help disseminate them and survey their
implementation in developing countries.93
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92 Eduardo Aninat, deputy managing director of the IMF, quoted in ‘FATF to Soften Approach on
“Naming and Shaming” ’, TaxNews.com, 3 October 2002.

93 Griffith-Jones and Kimmis (1999).



The primary focus of MFIs has been on the so-called ‘second pillar’ of
the new Basel Capital Accord, which addresses the role of domestic author-
ities in monitoring capital adequacy and internal controls within their
jurisdiction. The Basel Committee has deflected a considerable amount of
criticism by ‘outsourcing’ its assessment and enforcement processes to
multilateral bodies, many of which are seen as more cognisant of small
developing country concerns. Nonetheless, the involvement of these bodies
does not address several fundamental problems.

First, many MFIs face considerable capacity constraints in their ever-
expanding surveillance role in the global financial system, leading to a bias
against small developing countries. The IMF is currently charged with
monitoring eleven codes and standards for a membership of 184 countries,
regularly publishing Reports on the Observance of Standards and Codes,
or ROSCs. However, the IMF as of September 2002 had only published 227
ROSCs for sixty-eight economies, with the vast majority of ROSCs focused
on a small number of EU accession states and large developing countries.94

The IMF has now moved towards publishing ROSCs as part of their
Financial Sector Assessment Program (FSAP) evaluations of members’
domestic financial systems. This approach, however, has only yielded two
dozen FSAPs in the space of two years, and once again the focus is primar-
ily on EU accession and large developing economies. The lack of periodi-
city in the publication of compliance and the MFI focus on economies
deemed systematically vital means that small developing states, despite
substantial legislative progress, must endure disproportionately lengthy
delays before they are evaluated by MFIs, resulting in an unreasonable per-
sistence in market opinions.95

In an effort to disseminate compliance information rapidly, several ini-
tiatives have converted MFI assessments into a quantified ‘score’.96 The
move towards quantitative compliance assessment has overwhelmingly
negative implications for small developing states. In all economies, compli-
ance in one set of standards (such as those produced by the Basel
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94 IMF (2002a). A joint IMF–World Bank ROSC project has not fared much better, producing only
thirty-three ROSCs since the beginning of the project.

95 The issue of surveillance by the Bretton Woods institutions is explored further in ODI (2002).
96 See www.estandardsforum.com for an example of a private-sector initiative to provide quantita-

tive compliance information to the market. Countries are given ratings of ‘full compliance’,
‘compliance in progress’, ‘enacted’ (i.e. the necessary legislation has been approved), ‘intent
declared’ (i.e. by a credible authority that implementation will take place), ‘no compliance’ or
‘no assessment available’.



Committee) is linked to compliance in others (most notably accounting
and auditing, payments and settlements systems and securities regula-
tions).97 In many small developing states, many of whom face a number of
infeasible deadlines to implement various standards, a binary ‘compli-
ant/non-compliant’ approach threatens to create a one-way expectation
and increased herding among market participants, where a simple numer-
ical score ignores the complex and interrelated nature of financial reform.98

As noted earlier, the standards regime, rather than mitigating the effects of
contagion and herding in emerging-market lending, threatens instead to
exacerbate financial crises.

Regrettably, OECD- and FATF-style coercive elements have become
increasingly part of the MFI-led assessment of Basel Committee guide-
lines. MFIs are increasingly incorporating Basel and other standards as
part of lending conditionality, which many small and developing coun-
tries see as a thinly veiled attempt to introduce compulsory standards
adoption. The IMF, for example, has recently included ‘a positive assess-
ment of policies and progress towards adherence to internationally
accepted standards’, including compliance with several elements of the
‘second pillar’ of Basel II, as eligibility criteria for access to its Contingent
Credit Lines. Although MFI conditionality represents a less blatant form
of coercion than the OECD and FATF regimes, it nonetheless threatens to
undermine small and developing country ownership of financial stan-
dards further.

Part II

18.6 Financial services in the WTO

The question that naturally arises is to what extent can, or should, the stan-
dards created within these plurilateral bodies but outside the formal frame-
work of the WTO – without the formal participation of many small
developing countries – affect the tenor and content of negotiations and
obligations at the WTO. As far as impact on the WTO negotiations is con-
cerned, all of the developed country members of the standard-setting
bodies are members of the WTO, but less than half of small developing
states with substantial financial services sectors are full-fledged WTO
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97 ODI (2002). 98 For a discussion of this issue in the Indian context, see Anant (2001).



members or observers.99 Nevertheless, the discussion is important for the
current WTO members, and may become more real in the future for those
who will eventually become members. As mentioned above, the prolifera-
tion of these standards has threatened, and stands increasingly to threaten,
the competitive trade advantage small states have thus far managed to
obtain in the financial services sector. Being the international body whose
exclusive preserve is the creation, maintenance and enforcement of a legal
framework for the multilateral trade in, inter alia, services, debate about
the impact of such regulatory standards has inevitably spilled over into
negotiating rooms in the WTO.

This issue takes centre stage in the context of framing disciplines under
Article VI for the domestic regulation of services under the General
Agreement for Trade in Services (GATS), and more specifically for pruden-
tial regulation under the Financial Services Annex (FSA). Whilst the WTO
is chiefly concerned with the liberalisation of trade in goods and services,
and by extension financial services, the importance of regulation, and a
growing awareness of its effects on trade, means that the WTO has become
germane to discussions about regulation. Bodies like the Basel Committee,
FATF and the OECD, which operate at an international level, are increas-
ingly becoming concerned about the regulation of activities that affect the
stability and security of the international financial system, and, as dis-
cussed above, their concern has been marked by a proliferation of stan-
dards that are affecting the financial services product of many small states,
many of whom specialise mainly, or at times exclusively, in the trade of
financial services. It is not beyond the realm of possibility that standards
produced in these bodies could enter discussions in the WTO about regula-
tion of measures and, by extension, inform the nature of obligations and
commitments that small states will assume and be adjudged by, by a WTO
panel or the Appellate Body.

The chink in the GATS armour which arguably provides the most direct
means for the introduction of these financial standards is a sub-paragraph
in Article VI allowing for international standards formulated in interna-
tional organisations to be ‘take[n] account of ’ in determining conformity
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99 Of the small states with important financial services sectors (based on note 3 above), only
Antigua and Barbuda, Barbados, Belize, Jamaica, Mauritius and St Kitts and Nevis are WTO
Members; the Bahamas, Samoa and Vanuatu are currently observers. However, the following
small states are not (as yet) WTO members or observers: Bermuda, British Virgin Islands,
Cayman Islands, Cook Islands, Marshall Islands, Nauru, Niue and Tuvalu.



with regulatory obligations and disciplines under the GATS.100 This explicit
reference to international bodies presents a potential basis for increasing
harmonisation of international regulatory standards by consideration of
the standards developed in bodies with specific expertise in relevant areas.
As it is currently articulated, the provision is temporary in nature, and con-
cerned only with the use of international organisations in so far as they can
provide guidance for informing and determining WTO members’ compli-
ance with disciplines upon which regulatory measures should be based. The
provision therefore is not as far reaching or strongly formulated as other
WTO Agreements that seek to harmonise international regulatory stan-
dards that affect trade. For instance, harmonisation of international stan-
dards is already encouraged in GATT Agreements – the Technical Barriers
for Trade (TBT) and Sanitary and Phyto-Sanitary (SPS) Agreements – and
provides a means for promoting uniformity and greater inclusiveness of all
in the setting of standards that affect international trade in goods.

The GATS however, with its cursory reference to international standards
bodies, does not give clear guidance on how to strike the optimal balance
between harmonising international regulatory standards and ensuring that
individual governments retain the ability to respond to their own domestic
needs. Arguably, however, the reference in the text to due consideration
being taken of standards emerging from international organisations mani-
fests a WTO preference for countries voluntarily collaborating with each
other, through the aegis of specific relevant bodies, in standardising the
regulatory measures that affect trade in services. To the extent that such co-
operation and harmonisation complements a voluntary, participatory and
consensual process by all WTO members in formulating and implementing
standards, this approach towards domestic regulatory standardisation
would be useful and could provide the means for the development of a
database of standards that could inform adjudication by the WTO.
However, if standards formulated and applied in a non-transparent, unfair
and at times coercive manner become the starting point from which to
judge a member’s compliance with regulatory disciplines, then the WTO
risks replicating and promoting unilateralism, discrimination and lack of
openness in international trade relations.
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100 See Article VI(5)(b) of GATS. Other possible entry points could be provisions for the mutual
recognition by countries of each other’s standards, on the basis of mutually agreed criteria,
under GATS Article VII and FSA Article 3.



We turn first to the domestic regulation debate generally at the WTO,
and then to the issue of international regulation and harmonisation.

18.6.1 Background to domestic regulation at the WTO

As alluded to above, the wider issue concerns the relationship between
trade liberalisation and domestic regulation of the services sector.101 Whilst
the ultimate aim of the services negotiations, as in all WTO negotiations, is
the gradual liberalisation of international trade, this is pursued through the
elimination of restrictions, and not through deregulation. More explicitly,
the preamble of the GATS recognises the right of governments to ‘regulate
and introduce new regulations in order to meet national policy objectives’,
bearing in mind the asymmetries in development of services regulatory
frameworks within different member countries.102 More specifically, the
importance of domestic regulation warrants its specific treatment in the
GATS under Article VI.

The Financial Services sector provides a good illustration of the import-
ance of regulation as it is undoubtedly one of the more heavily regulated
service sectors under the GATS. The FSA is annexed to the GATS and estab-
lishes a legal framework for trade in financial services.103 Trade in these
financial sectors has become increasingly competitive, global and diversi-
fied, and because this sector constitutes one of the basic infrastructures of
an economy and a country’s development, governments are under constant
pressure to protect their financial sectors from both domestic and foreign
disruptions.104 This ‘protection’ often takes the form of regulation, con-
ducted with a view to the particular social, economic and other policy
objectives of a country. As in the GATS, there is allowance under Article
2(a) of the FSA for governments to exercise some degree of regulatory
autonomy, but in this case, only if the measures taken are for ‘prudential
reasons’.105 This exemption has been often referred to as the ‘prudential
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101 Note, for instance, WTO Symposium on Assessment of Trade in Services, 14–15 March 2002;
OECD–World Bank Services Expert Meeting, 4–5 March 2002.

102 See GATS Preamble at fourth paragraph.
103 Its coverage extends to all insurance and insurance-related services, and all banking and other

financial services (excluding insurance). See Article 5 of FSA.
104 See the Note by the WTO Secretariat at WTO Document S/C/W/72.
105 Article 2(a) of the FSA is located under the general heading ‘Domestic Regulation’ and states

that: ‘Notwithstanding any other provisions of the Agreement, a Member shall not be pre-
vented from taking measures for prudential reasons, including for the protection of investors,



carve-out’, and although its exact scope and nature is left undefined, it is an
implicit recognition that governments must be allowed some latitude in
conducting their regulatory functions.

However, both GATS and the FSA are first and foremost trade agree-
ments, and a member’s right to regulate must not be a guise for protection-
ism that unduly restricts trade. As the permissible extent of a member’s
right to regulate could not be concluded at the time that the WTO
Agreement was agreed to, WTO members decided that the process of deter-
mining the acceptable limits for the exercise of this right by governments,
in a multilateral context, would continue until January 2005. The task
facing negotiators therefore is to develop disciplines for the domestic regu-
lation of the services sector generally. The effects, if any, that these discip-
lines will have on the regulation of the Financial Services are far from
clear, and neither the texts of the GATS and the FSA, nor discussions
emerging from the various negotiating groups of the WTO, clarify the
matter.

18.6.2 Domestic regulation: GATS Article VI(4) and (5) and Article
(2)(a) of the FSA

Although there has been some debate about the applicability of Article
VI(4) to all sectors, regardless of whether specific sectoral commitments
have been undertaken, the article on domestic regulation as a whole is
intended to promote reasonableness, objectivity and impartiality in
administration, formulation and application of regulatory measures.
Specifically, Article VI(4) mandates the Council for Trade in Services to
‘develop any necessary disciplines’ that will guide member states, and pre-
sumably dispute settlement panels, in assessing the WTO compatibility of
their regulatory measures106 – i.e. those measures relating to qualification
requirements and procedures, technical standards and licensing require-
ments.107 The Council for Trade in Services has since delegated this role to
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depositors, policy holders or persons to whom a fiduciary duty is owed by a financial service
supplier, or to ensure the integrity and stability of the financial system. Where such measures
do not conform with the provisions of the Agreement, they shall not be used as a means of
avoiding the Member’s commitments or obligations under the Agreement.’

106 ‘Measures’ is ascribed a wide meaning in the GATS Article XXVII(a) and includes ‘any measure
by a member, whether in the form of a law, regulation, rule, procedure, decision, administra-
tive action, or any other form . . .’. 107 See GATS Article VI(4).



the Working Party on Domestic Regulation (WPDR),108 whose task is to
frame the disciplines on the following basis, i.e. they must be:

(a) based on objective and transparent criteria, such as competence and the
ability to supply the service;

(b) not more burdensome than necessary to ensure the quality of the service
(commonly referred to as the requirement of ‘necessity’);

(c) in the case of licensing procedures, not in themselves a restriction on
the supply of the service.

In the interim negotiating period, Article VI(5)(a) ensures that any such
new measures undertaken by member states do not have the effect of nulli-
fying and impairing commitments in a manner that is not compliant with
the criteria listed in Article VI(4) (above); or that is unreasonable in light of
the specific commitments made by that member. Further, Article VI(5)(b)
allows ‘account to be taken’ of international standards in determining com-
pliance with Article VI(5)(a). It is noteworthy, however, that this provision,
being contingent and complementary to the temporary Article 5(a), only
applies for as long as disciplines remain to be finally negotiated.

There is no guidance as to whether, or how, the disciplines negotiated
under Article VI(4) of the GATS are intended to affect, or in any way relate
to, domestic regulation of financial measures. Of course to the extent that
the FSA ‘prudential carve-out’ is the most obvious starting point for assess-
ing the WTO compatibility of financial regulatory measures, a panel would
have to decide first and foremost whether a member country’s financial
measure was taken for ‘prudential reasons’. In its entirety, Article 2(a) pro-
vides that:

Notwithstanding any other provisions of the Agreement, a Member
shall not be prevented from taking measures for prudential reasons,
including for the protection of investors, depositors, policy holders or
persons to whom a fiduciary duty is owed by financial supplier, or to
ensure the integrity and stability of the financial system. Where such
measures do not conform with the provisions of the Agreement, they
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108 The mandate for the Working Party on Domestic Regulation (WPDR) was given by the
Council for Trade in Services on 26 April 1999 (S/L/70). The WPDR took over the function of
the Working Party on Professional Services, and has been assigned the task of carrying out the
mandate under Article VI(4). According to this mandate, the WPDR must develop generally
applicable disciplines and may develop disciplines as appropriate for individual sectors or
groups thereof.



shall not be used as a means of avoiding the Member’s commitments or
obligations under the Agreement.

A number of academics have suggested possible ways in which this pruden-
tial carve-out could be interpreted.109 Given that the text itself provides
little guidance as to the basis upon which ‘prudential reasons’ should be
interpreted, save in so far as the inclusive list of reasons enumerated may
give some general direction, and that there may be a suggestion from the
last sentence that it authorises departure from other GATS provisions once
the intention is not to evade other commitments, a panel might neverthe-
less be led to the conclusion that the more overarching disciplines on
domestic regulation in Article VI(4) should in some way inform its analy-
sis. Indeed, the WTO Secretariat itself has suggested that Article VI(4) and
(5) could have some bearing on the interpretation of prudential measures:

Although technically, Article VI:4 and 5 may not be applicable to pru-
dential measures, questions may remain as to whether [prudential
measures] are based on objective and transparent criteria, or are not
more burdensome than necessary.110 (emphasis added)

This reference to the exact wording of Article VI(4) suggests that there
should be a cross-fertilisation in analysis of the two agreements. Would, for
instance, disciplines formulated under Article VI(4) apply to and inform
an analysis of what constitutes ‘prudential’ for the purposes of Article 2 of
the FSA? To the extent therefore, even in the interim period of negotiations,
that international standards could inform what is ‘objective and transpar-
ent’ and ‘not more burdensome than necessary’, there is a possibility for the
entry of standards developed outside the WTO to guide a panel or the
Appellate Body.111 Alternatively, and more directly, the term ‘prudential’
could acquire a generic meaning that is informed by standards developed in
bodies that have specific expertise in the development of financial stan-
dards. This is not as fanciful as might first appear. Consider, for example,
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109 See, for instance, Trachtman, ‘Addressing Regulatory Divergence through International
Standards: Financial Services’ in Mattoo and Suave (2003) at p. 30, where she suggests that a
panel could approach such an analysis along the lines adopted by the Appellate Body in United
States–Shrimp for the interpretation of Article XX(g) of the GATT.

110 See the Note by the WTO Secretariat at WTO Document S/C/W/72, at footnote 50.
111 The FSA is subject to the far-reaching grasp of the dispute settlement mechanism of the WTO:

Article 4 of the FSA states that: ‘Panels for disputes on prudential issues and other financial
matters shall have the necessary expertise relevant to the specific financial service under
dispute.’



a recent WTO proposal by a developed country which in effect would
encourage the wholesale, indiscriminate adoption of plurilateral standards
into the WTO, by designating certain organisations as ‘relevant interna-
tional forums’ for the purposes of promoting ‘solid prudential regula-
tion’.112 According to the proposal, these organisations could include the
Basel Committee, the IAIS, IOSOC and the Joint Forum on Financial
Conglomerates, but would not seem to preclude the OECD and FATF. This
is a troubling proposition for small states in so far as it does not suggest the
use of these standards as mere guidelines for a mutually supportive rela-
tionship between the WTO and these other standard-setting bodies,
whereby the WTO would adapt standards and application of standards in
light of its own organisational objectives. The proposal therefore would not
go very far in addressing the concerns of small states not party to the
standard-formulating exercises occurring in these plurilateral bodies.

Although some countries have initiated and proposed discussions on
how to define and interpret Article 2(a) in the context of the GATS,113 such
attempts have met with staunch resistance by WTO members generally.
Members appear weary of other countries using the ‘prudential carve-out’
as a pretext for unilateral introduction and imposition of their own domes-
tic and international financial standards. For the moment however, any
discussion about the link between domestic regulation generally and
Financial Services specifically is at best academic, as no substantial discus-
sion has yet taken place in the WTO. Members seem to be content for the
moment with discussing the issue horizontally, i.e. generally relevant across
all sectors, rather than according to the specificities of any particular
sector.114
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112 See Switzerland’s proposal to the Special Session in WTO Document S/CSS/W/71.
113 See, for example, the attempt by Australia at WTO Document S/FIN/5, at paragraph 5.
114 Current negotiations on domestic regulation, and specifically on domestic regulation of finan-

cial services, have not taken place in a mutually supportive or complementary way, although
the mandate does not preclude it. (WTO Document S/L/70 at paragraph 3: ‘In fulfilling its task,
the Working Party shall develop generally applicable disciplines and may develop disciplines as
appropriate for individual sectors or groups thereof.’) Most countries in the WPDR have sup-
ported an initial approach that develops horizontal cross-sectoral disciplines, and if necessary
particularises them according to the needs of specific sectors. Not much movement has been
made beyond this first phase, although possible aspects of a financial regulatory framework
have been discussed in parallel sessions of the Committee on Trade in Financial Services and
have been the subject of proposals in Special Sessions of the Council on Trade in Services, but
there has not been a coherent co-ordinated approach towards domestic regulation under the
GATS and FSA.



18.6.3 International standardisation and harmonisation

The preceding discussion suggests that external plurilateral financial stan-
dards could potentially enter the sphere of WTO negotiations most directly
through Article VI(5)(b) of the GATS. It might prove useful to consider it
in more detail.

GATS Article VI(5)(b) provides that account shall be taken of interna-
tional standards of relevant international organisations115 in determining
whether regulatory measures taken are compatible with the principles
of necessity, transparency and objectivity enumerated in Article VI(4).
‘Relevant organisations’ is defined further to refer to international bodies
whose membership is open to the relevant bodies of at least all WTO
members.116 Presumably, this reference to international bodies with inclu-
sive membership points towards a preference by the WTO for resort to
bodies which have specific expertise and from which as wide a range of
input from WTO members can be ensured. However, the reference to ‘open’
membership might not go far enough in checking the influence of the pluri-
lateral bodies like the OECD, FATF and Basel Committees, and promoting a
truly genuine harmonisation process. Surely enough, these bodies may not
qualify under Article VI(5)(b), as their membership is exclusive of many
small states, but this does not address the underlying concern that small
states have that their interests are not being fully integrated or accommo-
dated in the process of formulating these standards in the first place.
Further, even if formal membership into these organisations were opened
up to all, this does not necessarily translate into participation in the process
of formulating standards, if for instance small states lack the technical,
human and financial resources to make meaningful contributions.

The most recent proposal presented to the WTO by Antigua and
Barbuda goes some way in trying to ensure this sort of effective inclusion of
small states. First, the proposal would have members further define ‘open’
to ensure actual participation by all countries, through a requirement inter
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115 See footnote 3 of GATS Article VI(5)(b).
116 This provision in effect creates a presumption in favour of requirements based on international

standards. Presumably, such a provision could constitute a strong incentive for the use of inter-
national standards. Note that similarly a strong presumption in favour of international stan-
dards is contained in Article 2.5 of the TBT Agreement and Article 3.2 of the SPS Agreement
(which also incorporates a necessity test). Similarly, in the Accountancy Sector the mandate of
the working party encouraged Members to work towards harmonising common international
standards.



alia that qualifying organisations include provision of technical assistance
for countries that could not otherwise participate in standard-setting activ-
ities, presumably through lack of human resources/financial capacity.117

Secondly, the proposal recommends that the WTO assume a more
prominent role in the standard-setting process, as a facilitator of participa-
tion between different member states and/or bodies for the creation of truly
international standards.118 Although the proposal goes further in the role it
ascribes to the WTO,119 it borrows much from the collaborative approach to
regulation employed in the SPS and TBT Agreements and is intended to
involve all parties in the process at a multilateral level. Both the TBT and SPS
Agreements, in their preambles and in certain provisions of the main text,
recognise the difficulties presented to developing countries in the formula-
tion, application and compliance with regulatory and technical require-
ments and standards provided for under the Agreements. Special and
differential treatment is provided for respectively in Articles 12 and 10, and
in each there is explicit mention of the need to encourage and facilitate the
active participation of developing countries in the relevant international
organisations. Provisions in the TBT Agreement go further in inter alia
exhorting Members to take reasonable measures as may be available to them
to ensure that international standardising bodies and international systems
facilitate active and representative participation in the relevant bodies,120 that
technical standards and regulations be appropriate to their development,
financial and trade needs121 and that technical assistance be provided in the
preparation and application of technical regulations.122

Both Agreements go even further and contain specific provisions which
seek to promote international harmonisation through co-operation with
relevant international bodies. The SPS Agreement does so under the aegis
of Article 3, dedicated entirely to, and entitled, ‘Harmonisation’. Under the
TBT Agreement it is integrated into Article 2 which is concerned more
generally with the preparation, adoption and application of technical
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117 See Antigua and Barbuda proposal (above) for insertion at proposed new Article VI(5), foot-
note 3.

118 See Antigua and Barbuda proposal (above) at proposed new paragraph 5(c). The proposal
would place the WTO Secretariat at the centre of notification and consultation activities con-
cerning standards being set by member states.

119 Note, for instance, that the proposal seeks to ensure that input given by countries via the notifi-
cation and consultative process is to be taken account of and reflected in the development of
standards (above, at proposed new Article VI(5)(c)(D)).

120 See TBT Agreement at Article 12.5. 121 Ibid., at Article 12.4. 122 Ibid., at Article 12.7.



regulatory measures. Within these articles, members are encouraged to
play as full a part ‘within the limits of their resources’ in the preparation
of standards in the international standard-setting bodies.123 The SPS
Agreement goes as far as naming the relevant bodies, i.e. the Codex
Alimentarius Commission, the International Office of Epizootics and
organisations working with the International Plant Protection Conven-
tion.124 WTO members are charged with the responsibility of working
within these bodies to raise the level of standards and keep them under
constant review, and in the process, ensure that they are harmonised. As a
further illustration of how genuine multilateralisation can be enabled via
the WTO, the TBT Agreement similarly encourages members to work with
international bodies, but where international standards are absent or
where technical standards deviate from those created in international
bodies, the Agreement allows for a process of notification and consultation
among WTO members, through the WTO Secretariat, where new technical
regulations are being developed for use by countries.125

There is precedent within the text of the WTO Agreement for the WTO
to act as a facilitator and liaise with other organisations in harmonisation of
international standards. Although the present GATS and FSA are relatively
weak in comparison with other Agreements, there is certainly a case for the
WTO to operate as a medium which promotes and enables the participa-
tion of all countries in the process of standard setting for services.

18.7 Conclusion

The international financial standards considered in this chapter are of two
varieties. The Basel Accord falls into the generic and common category of
voluntary standards which are not forcefully imposed on WTO members.
Indeed, developing countries which were not party to the formation of
these standards are not legally obliged to implement them. However, small
developing countries and local financial institutions in those countries that
fail to implement the risk assessment techniques, for technical or financial
reasons, will find themselves at a considerable competitive disadvantage in
domestic and overseas markets. Equally, the standards imposed of the
second type – those imposed by sanction or threat of sanction like those
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123 See TBT Agreement at Article 2.6 and SPS Agreement at Article 3.4.
124 See SPS Agreement at Article 3. 125 See TBT Agreement at Article 2.9.



developed under OECD and FATF – place the small states obliged to
comply with them at a substantial disadvantage in competing for the
supply of financial services from larger jurisdictions.

In addition to these concerns about loss of competitive advantage, the
chapter highlighted a growing concern for small states, that in deciding
what standards to apply in assessing the WTO-compliance of a regulatory
measure, panels and the Appellate Body will feel unconstrained in incorpo-
rating substantive standards that are developed in these plurilateral fora via
loopholes in the GATS and FSA, that could be closed off or filled if the req-
uisite political intent of the WTO membership is secured.

The chapter recounts clearly the unfortunate experiences of the small
states with some standard-setting bodies. Although it is encouraging that
they have responded in some cases by collectively demanding, under the
umbrella of organisations like the ITIO,126 that a ‘level playing field’ be
obtained in the financial services sector, there undoubtedly remains much
to do inside the WTO in order to ensure the effective participation and
inclusion of small states in these processes. Within the WTO, their immedi-
ate aim must be to arrest any sort of replication of coercive and non-
transparent behaviour. There is much merit in the WTO capitalising on the
work taking place in regulatory bodies, and establishing a collaborative
framework for the coherent development and application of regulatory
standards that benefits from truly multilateral and transparent participa-
tion.127 This has occurred in the context of the GATT, and the existence of
precedents in the TBT and SPS Agreements which clearly aspire to espouse
and enact WTO principles of fairness, transparency and multilateralism in
the formation and application of international regulatory standards means
that the same can be replicated in the GATS.

The Antigua and Barbuda proposal is the only one on the table that seeks
to address squarely the situation of small states, mainly through the mech-
anism of GATS Domestic Regulation provisions. Apart from encouraging
WTO developed members to provide more technical assistance to small,
developing countries for their increased participation in the standard-
setting process being undertaken by the more developed countries, it also
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126 See, for instance, work being done by the ITIO on their website: www.itio.org.
127 There is permissibility for such interaction with outside bodies under the GATS: ‘Article XXVI:

Relationship with Other International Organizations: The General Council shall make appro-
priate arrangements for consultation and cooperation with the United Nations and its special-
ized agencies as well as with other intergovernmental organizations concerned with services.’



goes further and suggests that the WTO should act as facilitator of a more
inclusive and participatory standard-setting process. Of course, the WTO
cannot prevent sovereign states from forming associations with each other,
as they deem fit, and formulating codes and practices for the conduct of
their financial business and activity; indeed, many of the standards devel-
oped in the various standard-setting bodies such as the OECD, Basel
Committee and FATF are ostensibly created with laudatory and worthwhile
intentions in mind, i.e. to ensure that governments carry out and conduct
their financial policies in conformity with guidelines that are safe and
secure, and promote international financial stability. Surely these ends are
desirable and will inure to the benefit of all, including small states. Rather
the issue is that, as the situation exists currently, these standards create a
trade advantage for those involved in their formation at the expense of
those who are not.

The answer for small states is not to recoil from the challenges of negoti-
ations with other WTO members, but to engage fully in redressing the
problems through the refining and redefining of existing obligations, and
where necessary creating new ones. Indeed, the window has been granted
in the context of finalising disciplines for domestic regulation, but equally
small states have a work programme within the Working Group on Small
Economies whose specific mandate exhorts all members to facilitate the
fuller integration of small, vulnerable economies into the multilateral
trading system.

Small states must lead this discussion as it is clearly in their interest to do
this sooner rather than later. It is clear that the process of formulating stan-
dards in the various plurilateral bodies is continuing unabated and is
unlikely to wane in intensity. Whilst ensuring that they obtain a louder
voice in these plurilateral fora, small states would do well to launch a co-
ordinated and simultaneous attack on the WTO in order to secure their
rightful place as equals in the international financial services sector.
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19

Export processing zones and the WTO Agreement on
Subsidies and Countervailing Measures

david robertson

19.1 Introduction

Many of the Commonwealth’s developing countries have established
export processing zones (EPZs) as trade policy instruments designed to
promote non-traditional exports. Typically, these programmes provide
that if a company locates a manufacturing facility within a geographically
delimited zone, and exports all or most of its products, it will be provided
with a number of incentives. These incentives range from exemption from
various direct and indirect taxes and customs duties to provision of a
number of free or low-cost services. EPZs located in developing countries
typically provide the greatest number of incentives.

The WTO’s Agreement on Subsidies and Countervailing Measures
(SCM) contains specific definitions, restrictions and implementation
deadlines in relation to the use of export subsidies. These rules may affect
incentives granted to EPZ companies in Commonwealth developing coun-
tries that are currently WTO Members or are contemplating accession.

This chapter aims to highlight some of the potential conflicts between the
SCM Agreement and EPZ incentives. It should be borne in mind, however,
that each EPZ will have particular regulatory characteristics and that each
Commonwealth WTO Member may have differing bilateral or regional obli-
gations. The comments made in this chapter can, therefore, only be general
in nature and should not substitute a case-by-case review of EPZ incentives.

19.2 Agreement on Subsidies and Countervailing Measures

The SCM Agreement came into effect on 1 January 1995 and builds on
Article XVI of the General Agreement on Tariffs and Trade 1947 (GATT)
and the earlier Agreement on Interpretation of and Application of

684



Articles VI, XVI and XXIII. The SCM Agreement provides a more or less
complete code in relation to the use of subsidies that reference back to
GATT 1947 and the earlier Agreement on Interpretation is not necessary
in most instances.

19.2.1 Definition of subsidy

The rules contained in the SCM Agreement apply only to subsidies as
defined within the Agreement. A subsidy is defined in Article 1 as a finan-
cial contribution by a government or any public body, including a direct
transfer of funds (e.g. grants, loans and equity infusion), government
revenue that is forgone (e.g. tax credits), provision of goods or services by a
government, other than infrastructure, and income or price support.

This very broad definition is qualified by two provisos. First, to become
subject to the rules in the SCM Agreement, a subsidy must confer a benefit
on the recipient, and secondly, it must be specific, namely, available only to
an enterprise or industry or group of enterprises or industries within the
jurisdiction of the authority granting the subsidy. Article 2.2 specifically
provides that ‘a subsidy which is limited to certain enterprises located
within a designated geographical region . . . shall be specific’. Subsidies
extended on the basis of administrative delineation would also be specific.

The general definition of subsidy is further refined by specifying two cat-
egories of subsidies: prohibited export subsidies and actionable subsidies.
These two categories are also referred to as ‘red light’ and ‘yellow light’ sub-
sidies. Until 2000 there was a third category of non-actionable subsidy,
which has been discontinued.

19.2.2 Prohibited export subsidies

Prohibited export subsidies are those ‘. . . contingent, in law or fact . . .
upon export performance . . . and those contingent . . . upon the use of
domestic over imported goods’. Prohibited export subsidies are described
further by reference to Annex I of the SCM Agreement, which provides an
illustrative list. Annex 1 includes as prohibited export subsidies a number
of the incentives that might be offered to EPZ companies, including:

• transport or freight charge subsidies on export shipment provided or
mandated by the government;
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• the provision by governments of export credit guarantees or insurance
programmes at premiums that are adequate to cover the long-term
operating costs and losses of the programmes; and,

• the full or partial exemption, remission, or deferral in relation to
exports, of direct taxes or social welfare charges paid or payable by
industrial or commercial enterprises. (Direct taxes are defined as taxes
on wages, profits, interests, rents, royalties, and all other forms of
income, and taxes on ownership of real property.)

Developed WTO Members are prohibited from granting or maintaining
prohibited export subsidies. However, the SCM Agreement recognises that
subsidies may play an important role in the economic development of
developing countries. Accordingly, least-developed countries (as desig-
nated by the United Nations), and developing countries with a GNP per
capita of less than $1,000, are exempted from the prohibition on prohibited
export subsidies indefinitely, or at least for so long as their GNP remains
below the specified level.

Developing countries, other than least developed and those with a GNP
below $1,000 per capita, were exempted from this prohibition until the end
of 2002. However, they were required to phase out prohibited export subsi-
dies within the eight-year implementation period, preferably in a progressive
manner, and they were not allowed to increase their level of export subsidies.

If a developing country requires an extension of the period of exemption
in relation to prohibited export subsidies, Article 27.4 of the SCM
Agreement provides that it may enter into consultation with the Committee
on Subsidies and Countervailing Measures (the Committee) to determine
whether an extension of the period is justified. These consultations were to
be initiated at least one year before the end of the exemption period, i.e. by
the end of 2001. If, having taken into account all relevant economic, finan-
cial and development needs, the Committee is of the view that the extension
is justified then the subsidy will be subject to annual reviews from then on.

It is worth noting that developing countries may be reluctant to apply for
extensions on the grounds that to do so could create unease amongst exist-
ing or prospective EPZ companies. The alternative is to develop a strategy
for bringing the incentive packages within the SCM Agreement rules.

A further exemption is provided in relation to the prohibition against
subsidies in the form of domestic content requirements or preferential
treatment for domestic over imported inputs. Developing countries were
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exempted from this prohibition until 2000. Least developed countries were
exempt until the end of 2002.

19.2.3 Some further examples of measures likely to constitute prohibited
export subsidies

Each of the following measures may, subject to the particular circum-
stances of the EPZ concerned, constitute a prohibited export subsidy:

• exemption from taxes on real estate;
• exemption from taxes on profits as well as of any other tax determined

on the basis of gross or net income, dividends paid to shareholders or
income or sales;

• income tax exemptions based on locating plant in areas of ‘lesser devel-
opment’;

• income tax exemptions based on reinvestment in the host country;
• exemption from taxes on remittances abroad;
• provision of non-chargeable customs processing services; and
• the provision of public administrative services to EPZ manufacturers on

a non-chargeable basis, such as assistance in selection of personnel,
advice regarding government regulatory requirements and assistance
with housing and educational needs of personnel.

19.2.4 Actionable subsidies

The second category of subsidies is actionable subsidies. These subsidies
are defined by reference to the effect they have on another WTO Member.
Therefore, if a subsidy falls within the Article 1 definition of subsidy,
confers a benefit on the recipient and is specific, but is not a prohibited
export subsidy, then the following test will be applied to determine whether
it is an actionable subsidy:

Article 5
No Member should cause, through the use of any subsidy referred to in
paragraphs 1 and 2 of Article 1, adverse effects to the interests of other
Members, i.e.

(a) injury to the domestic industry of another Member;
(b) nullification or impairment of benefits accruing directly or indir-

ectly to other Members;
(c) serious prejudice to the interests of another Member.
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Serious prejudice is deemed to exist in certain circumstances, namely
where the total ad valorem subsidisation of a product exceeds 5 per cent of
its value or where subsidies are paid to cover operating losses sustained by
an industry. Where serious prejudice is deemed to exist, the burden of
proof is on the subsidising Member to show that the subsidies in question
do not cause serious prejudice to the complaining Member. This presump-
tion of serious prejudice, however, only applies in relation to developed
countries. For developing countries serious prejudice must be demon-
strated by positive evidence.

Further, where a developing country maintains an actionable subsidy,
i.e. one which causes adverse effects to the interests of other Members as per
Article 5, a remedy will only be granted where the subsidy in question also
displaces or impedes imports of like products into that country, or injures a
domestic market in another country. In other words, the threshold to be
reached before a remedy will be granted in response to an actionable
subsidy is raised for developing countries.

19.2.5 Some examples of measures likely to constitute actionable
subsidies

The measures listed below may, depending on the particular circumstances
of the EPZ concerned, constitute actionable subsidies:

• exemption from import charges on the importation of raw materials,
machinery and any other components necessary for EPZ company
manufacturing (where the same exemptions are granted to imports for
the manufacture of like products for domestic consumption);

• exemption from municipal taxes;
• exemption from stamp duty or transaction taxes; and
• exemption of sales and consumption taxes on purchases of goods and

services.

19.2.6 Non-actionable subsidies

The final category of subsidy recognised by the SCM Agreement was non-
actionable. Article 8 provides that subsidies which are not specific and
certain other specific subsidies, e.g. industrial research subsidies, assis-
tance to disadvantaged regions and subsidies to implement environmen-
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tal requirements, are non-actionable. Members relying on the exemp-
tions in Article 8 had to notify the Committee. However, Article 31 of the
SCM Agreement provides that Article 8, amongst others, would apply
only for a provisional period of five years. The Committee was then faced
with the task of deciding whether to extend Article 8’s application. The
Committee failed to reach a consensus on an extension before 31
December 1999. Accordingly, this exemption no longer applies and previ-
ously non-actionable subsidies will now be treated in the same way as
other subsidies.

This raises the question of whether subsidies previously notified under
Article 8 continue to enjoy their exempt status, and if so for how long.

19.2.7 Notifications

The SCM Agreement builds on the obligation contained in Article XVI of
GATT 1947 that Members must notify any subsidy that they maintain.
Article 25 of the SCM Agreement requires Members to notify any specific
subsidy within the broad definition of Article 1, i.e. prohibited export
subsidies, and actionable subsidies as well as any non-actionable subsidies.
Notifications are to be submitted by 30 June each year and Members may
bring to the attention of the Committee any Member’s failure to notify.

19.2.8 Remedies

Where a WTO Member maintains a prohibited subsidy the aggrieved
WTO Member may initiate the SCM Agreement dispute settlement
process, which includes an expedited timetable for action by the Dispute
Settlement Body. If it is found that the subsidy is indeed prohibited, it
must be immediately withdrawn. If this is not done within the specified
time period, the complaining Member may be authorised to take counter-
measures.

It is worth noting that in the Australia – Subsidies Provided to Producers
and Exporters of Automotive Leather case, a dispute between the United
States and Australian Governments resulted in a WTO Panel ordering that
the exporter concerned repay A$30 million of export assistance to the
Australian Government. A sanction of this type passed through to a
corporation clearly demonstrates the risks that EPZ companies will be eval-
uating in relation to the incentives they receive.
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An alternative course of action open to the aggrieved WTO Member,
once a prohibited export subsidy is established, is to initiate a countervail-
ing duty investigation with a view to imposing an additional import duty
on the product or products concerned from the subsidising country. Before
an aggrieved Member may impose a countervailing duty, it must comply
with the detailed obligations contained in the SCM Agreement regarding
the conduct of a countervailing duty investigation and the findings of a
subsidy, injury, and a causal link between the two.

Affected Members can take action against a Member maintaining an
actionable subsidy in the same way as for prohibited subsidies. In the event
that it is determined that adverse effects, as defined in the SCM Agreement,
exist, the subsidising Member must withdraw the subsidy or remove the
adverse effects. Alternatively, a countervailing duty investigation may be
commenced once the existence of an actionable subsidy has been established.

The SCM Agreement provides that a countervailing duty investigation
of a product originating from a developing country is to be terminated if
it is determined that the level of the subsidies does not exceed 2 per cent
(3 per cent for some developing Members) of the value of the product, or if
the subsidised imports from the developing country concerned amount to
less than 4 per cent of the total imports of the like product into the aggrieved
country.

Finally, a countervailing duty investigation will also be terminated in cir-
cumstances where the amount of the subsidy is de minimis or where the
volume of exports or the injury is negligible.

19.2.9 What are the main issues for Commonwealth Governments with
EPZ?

19.2.9.1 Illegal prohibited export subsidies

Several of the preferential incentives typically provided to companies in
EPZs fall squarely within the definition of prohibited export subsidy as
described in Article 3 and the illustrative list in Annex I. For example:

• the exemption or partial remission of direct taxes such as wage taxes,
profit taxes, rents, royalties and property taxes;

• transport or freight charge subsidies on export shipment provided or
mandated by the government; and,
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• the provision of export credit guarantees or discounted insurance pro-
grammes.

It is important to note that the SCM Agreement is not targeting duty-free
imports and exports. Rather, the Agreement targets the set of fiscal incentives,
such as tax breaks and utility subsidies, which are offered on a preferential
basis to exporters. If these measures were applied nationwide and to com-
panies other than exporters, they would not be considered discriminatory
and therefore would probably not be subject to WTO regulation. However,
where these fiscal incentives are provided to EPZ firms on a preferential basis
they become prohibited export subsidies (as described above) and are viewed
as being an export subsidy for the EPZ companies’ exported goods.

Therefore, developing Commonwealth countries with active EPZs and a
per capita GNP of US $1,000 technically had until 2003 to remove the pro-
hibited subsidies or realign EPZ incentive schemes with national norms.
Where this was not done these countries faced disciplinary actions and
countervailing measures from trade partners.

As discussed above, the least developed Commonwealth countries and
those with a GNP per capita of less than US $1,000 are exempt from this
restriction on prohibited subsidies.

19.2.9.2 Illegal local content requirements

Prohibited export subsidies include both subsidies contingent on export
performance and those contingent on the use of domestic over imported
goods (Article 3.1(b)). The phase-out period for these local content subsid-
ies was slightly different to that for export performance subsidies.
Developing countries were required to remove all such subsidies by the end
of 2000. Least developed countries had until the end of 2002 to remove
local content subsidies. Local content requirements may also conflict with a
country’s obligations under the WTO Agreement on Trade Related
Investment Measures.

19.2.9.3 Introduced prohibited export subsidies

It should be remembered that the eight-year period before developing
countries were prohibited from maintaining prohibited export subsidies,
i.e. until 2003, was intended to be a phase-out period. Article 27.4 of the
SCM Agreement provides that a developing country ‘shall not increase the:
level of its export subsidies’. Accordingly, where Commonwealth develop-
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ing countries have increased, or are proposing to increase, the level of sub-
sidies or introduce new subsidies, a careful assessment should be made as to
whether the subsidy falls within the definition of prohibited export subsidy.
Where such subsidies have already been introduced, there is of course the
possibility of retaliation from a trade partner.

19.2.9.4 Extended time-limits for specific prohibited export subsidies

For all developing Commonwealth countries there was room in the SCM
Agreement for a one-year extension of the exemption in relation to particular
prohibited export subsidies, with annual consultation regarding further
yearly extensions. These consultations were to be initiated by the end of 2001.

19.2.9.5 Illegal actionable subsidies

Where a Commonwealth country maintains an actionable subsidy, i.e. one
which causes adverse effects to the interests of another Member and
exceeds the de minimis thresholds, that country may become the focus of a
direct challenge to the subsidy or a countervailing duty investigation,
potentially resulting in the country being forced to withdraw the subsidy or
remove the adverse effects, or the country’s exporters facing a higher duty
on exports to certain foreign markets. It should be noted that, while least
developed countries or those with a GNP per capita below $1,000 are
exempt from the restrictions on prohibited export subsidies, there is no
exemption in relation to actionable subsidies. Therefore, if such a country
were to export sufficient levels of subsidised product to pass the de minimis
thresholds, an aggrieved country could take action against it.

19.2.9.6 Failure to notify subsidies

Article 25 of the SCM Agreement requires Members to notify any subsidies
being maintained by 30 June each year. This includes an obligation to
notify that no subsidies at all are maintained.

19.2.9.7 New round of negotiations

The issues raised above all presume that the SCM Agreement remains
unamended. However, developing countries, including Commonwealth
developing countries, may decide that the export subsidy exemptions for
developing and least developed countries should be extended as part of any
future negotiating round.
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20

The accession of Vanuatu to the WTO: lessons for the
multilateral trading system

roman grynberg and roy mickey joy

20.1 Introduction

At present six least developed countries have formally sought accession to the
World Trade Organisation (WTO).1 This chapter examines the accession
process of Vanuatu, a small least developed country (LDC) in the Western
Pacific,2 an experience that brings to the fore two fundamental – or perhaps
over-arching – weaknesses of WTO Accession under the terms of Article XII
of the Marrakesh Agreement.3 The process normally proceeds through two
logical stages. In the first, referred to as the ‘protocol or multilateral stage’,
members examine the trade regime of individual applicants, seeking clarifi-
cation of, and often reforms to, the conduct of trade where they deem aspects
to be in violation of existing WTO rules. Clearly, this stage of the accession
process – wherein self-interested WTO members examine the WTO
conformity of an applicant’s trade regime, with neither the operation of any
rules for the process of examination nor the applicant’s having right of
recourse to any review – is akin to having a complainant at a panel act as
the sole panelist. It is this first and most significant of the inherent flaws in
the accession process, and the ensuing abuse of power, that has resulted in
the proliferation of ‘WTO-plus’ demands on new WTO applicants.

693

This chapter was written in early 2000. An epilogue was added in May 2004 to bring readers up
to date with Vanuatu’s situation.

1 These include Nepal, Cambodia, Laos, Samoa, Sudan and Vanuatu.
2 Vanuatu, at the time of writing, was still classified by ECOSOC as a least developed country but

was under threat of graduation to developing country status from 1997.
3 Article XII states:

Any state or separate customs territory possessing full autonomy in the conduct of its exter-
nal commercial relations and of the other matters provided for in this Agreement and the
Multilateral Trade Agreements may accede to this agreement, on terms to be agreed
between it and the WTO.



In the second stage, commonly referred to as the ‘bilateral stage’, appli-
cants negotiate with individual WTO members on the terms of their goods
offer, agricultural schedules and service sector commitments. While it
remains one of the enduring convenient cliches of the multilateral trading
system that the WTO is a ‘rule-based system’, the actuality is that accession
is inherently power-based and hence the very antithesis of the WTO’s
credo. The reality of all law and rules is that they mask power relations in a
society, and certainly the WTO is no exception. Consequently it should
come as no surprise that this bilateral stage of the accession process is
flawed by virtue of the fact that the negotiation of accession, unlike normal
GATT and WTO negotiations, offers the applicant no possibility of impos-
ing a marginal cost on the demandeur.

The central thesis of this chapter is that in their submissions to the Seattle
Ministerial Conference, the EU4 and the Melanesian Spearhead Group5 have
taken a misguided approach to the reform of the accession process. The
weakness of their approach lies in the fact that it fails to focus on the nature
of the inherent flaws of the process itself, focusing instead on the develop-
ment status of the applicant, i.e. whether it is an LDC or a developing
country. The length and costliness of the WTO accession process are
explained by the two inherent flaws in it, rather than by the development
status of a particular applicant. Accession is biased against the applicant and
the process gives enormous powers to the WTO members to extract conces-
sions that would not be possible in a genuinely rule-based system. Indeed,
the reason the process is unlikely ever to be reformed lies in these inherent
flaws and the power they give as a consequence to the large WTO members
(i.e. the Quad – the USA, the EU, Japan and Canada) vis-à-vis developing
countries and countries in transition (the categories to which recent WTO
applicants normally belong). But it is also one of the reasons why the process
must be reformed if the WTO is to establish its legitimacy as a real rule-
based system that serves all members and not just the most powerful.

20.2 The Vanuatu economy

Vanuatu is both small and highly dispersed, with eighty islands covering a
land area of 12,189 sq km spread over an EEZ of 710,000 sq km of ocean.6
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The country’s economy is minuscule – the total 1997 GDP was USD 200
million – and equally characterised by smallness and dispersion – a popula-
tion of 170,000 shared a GDP/capita of USD 1,200. The economy is highly
dualistic in nature, the vast majority of the population living in rural sub-
sistence. Real GDP has grown at 3 per cent since independence and the
population has grown at 2.9 per cent, resulting in a virtually stagnant real
per capita income over the period. Vanuatu’s main exports are beef, copra
and cocoa. Agriculture accounts for approximately 25 per cent of GDP. The
main markets for Vanuatu exports are the EU and Japan. Indeed, for a
country that has been independent from the UK and France since 1980,
Vanuatu remains almost unnaturally dependent upon trade with the EU,
largely as a result on the one hand of access to EU imports via neighbouring
New Caledonia, and on the other, the viability of copra exports to the EU
because of Stabex and the Lomé Convention. This dependence, though,
dropped sharply in the late 1990s.

Increasingly, the service sector has come to dominate the economy.
Tourism and earnings from the Finance Centre constitute the largest
sources of foreign exchange earnings. Also growing in importance has been
housing construction in Port Vila, where there is a significant and high-
income expatriate population.7 This accounts for the high GDP per capita
in comparison to the country’s other Melanesian neighbours, the Solomon
Islands and Papua New Guinea.8

One of the most significant structural features of the economy has been
the absence of any direct taxes. Vanuatu is one of the few tax havens to
maintain no domestic internal direct taxes alongside the system of no taxes
in the tax haven. This absence of income taxes – and until the economic
reforms that began in 1997, the absence of any other significant source of
government tax revenue – was to shape the nature of the reform pro-
gramme and the bilateral accession negotiations to the WTO. Furthermore,
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given the tax structure, it was evident that with high and common triple-
digit applied rates, a fundamental reform of the Vanuatu taxation system
would be a precondition for WTO accession.9

In 1998 Vanuatu signed an agreement with the Asian Development Bank
for the implementation of the Comprehensive Reform Programme (CRP).
This structural adjustment programme stemmed from a crisis of economic
and political governance in which:

• the Vanuatu public service had become increasingly politicised and less
professional;

• decisions regarding investment and work permits were seen as increas-
ingly politicised and highly arbitrary in nature;

• governments changed through parliamentary votes of no-confidence an
average of two times in any one year in the period 1996–8;

• a series of very damaging reports regarding the public misconduct of
several leaders was published by the Ombudsman in 1996–7; and

• rioting occurred in the capital Port Vila in January 1998, as a result of
revelations that funds from the Vanuatu National Provident Fund
(VNPF) had been improperly used by political leaders. The consequent
run on the VNPF funds necessitated government injections that would
raise the deficit to an unparalleled 14 per cent of GDP.10

This combination of events, in conjunction with an abortive attempt to
devalue the local currency in late March 1998, led to a collapse of economic
and political confidence in Vanuatu.11 In order to restore public confidence
in the beleaguered processes of political and economic governance, the
Vanuatu government agreed to the implementation of the CRP. This was
regarded as a sine qua non for accession to the WTO, because many of the
reforms, while not directly trade related, were certainly investment related.

19 For the most recent and comprehensive economic analysis of the Vanuatu economy, see Asian
Development Bank (ADB), Vanuatu: Economic Performance, Policy and Reform Issues (Manila:
Asian Development Bank, 1997).

10 B. Knapman and C. Saldanha, Reforms in the Pacific: An Assessment of the Asian Development
Bank’s Assistance for the Reform Programs in the Pacific (Manila: Asian Development Bank,
1999), p. 144.

11 On the morning of Friday, 27 March 1998, the Governor of the Reserve Bank of Vanuatu deval-
ued the currency by 20 per cent without the permission of the Minister of Finance or the Prime
Minister (on what was the last day of his appointment and that of the government). That after-
noon the Minister of Finance reversed the devaluation. A new government sworn in on
30 March upheld the reversal of the devaluation.
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20.3 The process of accession

20.3.1 Systemic and protocol issues: from WTO to ‘WTO plus’

The accession of Vanuatu has gone ahead very much alongside the
country’s more significant reform process undertaken in conjunction
with the Asian Development Bank, which has acted as the multilateral
agency responsible for the small island states of the Western and Central
Pacific.12 This reform process, still underway in Vanuatu, formed the basis
of the trade, investment and general commercial reforms that have been
at the heart of Vanuatu’s WTO accession. The fact that Vanuatu is under-
going a structural reform process under the supervision of a multilateral
agency while simultaneously negotiating accession to the WTO is a situ-
ation shared with most applicants to the WTO.13 In fact accession, which
involves a series of at best politically incomprehensible and often
unpopular commercial and economic reforms, is best disguised under a
structural adjustment or a round of multilateral trade negotiations.
Trying to explain to any public and its political leadership the range of
necessary reforms to bring a trade regime into conformity with its WTO
obligations is extremely difficult, no less so in developing countries, espe-
cially following the negative publicity in the wake of the Seattle
Ministerial Conference.

As all applicants must, Vanuatu submitted to the WTO Working
Party a memorandum of foreign trade in 1996. The data gathering
involved in the preparation of this memorandum of foreign trade was
extremely useful because it forced Vanuatu to examine trade policies
as well as serving to complement many of the reforms that were
contemplated under the CRP. This section of the chapter reviews
the trade and investment regime in place at the commencement of the
accession process, and the reforms agreed to and requested by WTO
members.
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12 Only when the structural adjustment programmes are for the largest economies of the Central
and Western Pacific (Papua New Guinea, Fiji and Solomon Islands) is the intervention of the
World Bank deemed necessary. In the recent structural adjustment programmes of the smallest
states (Vanuatu, Cook Islands, Marshall Islands and Federated States of Micronesia) the ADB
has acted as the lead agency.

13 UNCTAD, ‘Accession to the World Trade Organisation: The Process and Issues’, Discussion
Paper, May 1998.



20.3.1.1 The trade regime

In 1996 almost two-thirds of total tax revenue was generated through inter-
national trade taxes. This trade-based tax represented approximately one-
half of total government revenue, making Vanuatu one of the most
trade-tax-dependent economies in the region. Moreover, the official figure
masked the fact that many of the other taxes, such as business licences and
service taxes, were in fact surcharges on import duty.

The trade taxes were both import and export taxes. Import duties prior
to the reform process were in fifty-four different bands and ranged from
zero to 207 per cent. The range of nominal taxes by broad economic classi-
fication is depicted in table 20.1.

The high dependence upon import duties had three separate effects.
First, it raised the cost structure and made exports less competitive.
Second, it provided what were often inadvertent incentives to highly
inefficient import substituting industries. Third, in order to provide
incentives to investment, a system of exemptions from import duties (as
there were no direct taxes) further complicated and rendered opaque the
system of taxes. The latter two effects came to constitute serious impedi-
ments to Vanuatu’s accession, even after its reform programme had been
put in place.

The other source of trade tax revenue lay in the existence of export taxes.
In 1990, Vanuatu levied export taxes of 8 per cent on copra and 7 per cent
on cocoa exports. Taxes on exports were lowered to 3 per cent in 1995 and
Vanuatu continued to maintain export taxes of 3 per cent on a range of
exports. Higher rates of export taxes existed on unprocessed timber
exports and trochus shell. Like so many of Vanuatu’s tax measures, this was
clearly not intended to be a disincentive to exports. Without direct taxes it
was not possible to tax in any other way the quasi-rents being derived from
resource sectors, and the government’s measures were meant to capture
part of the economic rents being derived by exporters. In the process this
also acted as a further disincentive to exports.

The reform programme begun at the behest of the ADB made significant
advances towards resolving many of the WTO accession issues. Import
duties were simplified and dramatically lowered although, as will become
evident, in the subsequent bilateral negotiations several significant tariff
peaks remained. However, while the ADB eliminated the business licence
regime and export taxes, phased out service taxes and simplified the import
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duty system, the actual effect was to make Vanuatu dependent upon a very
narrow range of taxes. Subsequent to the reforms, Value Added Tax (VAT)
and import duties have become the principal sources of revenue. Without
this reform no credible goods offer was possible; but following the reform,
the narrowing of the range of taxes rendered it more difficult for Vanuatu to
make bilateral concessions that would further limit import duties.

The trade regime in Vanuatu also contained several elements that were
of doubtful WTO compatibility. The first requiring reform was the 3 per
cent surcharge paid for imports of five staple products: flour, rice, fish,
tobacco and sugar.14 This particular provision meant, as a revenue-raising
measure, that those with import licences for these products were paying a
commission to the Vanuatu Cooperative Federation. In 1999, the
Government of Vanuatu abolished the import licences for these products,
as well as the surcharge. There are presently no import licences in
Vanuatu.15

The powers granted Vanuatu provincial governments to raise taxes on
imports constituted a second measure requiring reform.16 Given the very
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14 Laws of Vanuatu, Import of Goods Control Act [Cap.176].
15 Perhaps one of the most interesting experiences of Vanuatu with WTO-liberalisation measures

was the elimination of import licences for rice. Following the reform of the trade regime, the
government began to issue licenses freely and in 1999 twenty-six licenses were offered, as
opposed to the monopoly arrangement that existed prior to WTO reforms. Despite the liberal-
ization, the elimination of monopoly and the lowering of duties, rice imports continue to be
handled by only one trader – the same monopolist as prior to the reforms. The reason is that the
Australian exporter is unwilling to sell to small local buyers who have a limited track record.
Prices have not changed and, given the ni-Vanuatu preference for Australian ‘Calrose’ rice, there
is unlikely to be a diversion to other sources of supply such as Thailand. Thus far the liberaliza-
tion of trade in staple products seems to have had no visible effect.

16 Laws of Vanuatu, Provincial Government Act 1994.

Table 20.1 Duty rates by broad economic classification

1990 1995

Consumer 47.0 36.5
Intermediate 17.7 23.1
Capital 8.0 10.6
Fuel (motor spirits) 128.7 151.7
Cars 19.3 21.0
Total 25.1 26.1

Source: Statistics Office, Trade Statistics, 1996



narrow tax base and the very weak administrative capacity in the field of
taxation, the then existing practice of provincial governments raising
import duties would not be WTO compatible. The Government of
Vanuatu made a commitment in its protocol not to allow sub-national gov-
ernments to raise import duties.17

The power of the Minister of Trade to use import restrictions in a
manner inconsistent with WTO rules was also limited by protocol agree-
ment. In the past the minister was empowered to limit imports where this
was deemed to be in the national interest.18 The use of these powers has
been limited to WTO-compatible quantitative restrictions as permitted
under Article XX and the various safety contingency provisions. Vanuatu
maintained no other quantitative restrictions on trade.19

The existence of the so-called ‘service tax’ at 7 per cent of imports was
also called into question by WTO members. Clearly, as the tax was well in
excess of any conceivable ports and services charge based on a user-pays
system, this was quite correctly seen as a surcharge on import duties. The
tax was eliminated and replaced by the 12.5 per cent Value Added Tax.

Several institutional issues that are protocol matters arose from the very
outset. The absence of WTO-compatible Customs Valuation legislation, as
well as legislation recognising the Agreement on Rules of Origin, was seen
by WTO members as an area requiring reform.20 It was here that the most
profound differences of view began to emerge between Vanuatu and WTO
Working Party members.21 Developing countries should implement the
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17 This matter was resolved by a protocol commitment not to allow sub-national governments to
impose taxes that are in violation of WTO obligations. This procedure can be policed because all
revenue-raising measures of sub-national governments must be approved by the Vanuatu
national government.

18 Over a period of two years, WTO members raised a considerable number of questions over the
import ban on potatoes, which had been imposed to help develop the Irish potato production
capacity of the island of Tanna. The Trade division agreed in 1998 to tarifficate the measure, only
to be informed subsequently by the Customs Department that the restriction had been officially
rescinded in 1993. In small countries with high staff and government turnover, this lack of
knowledge about the conduct of policy is common. The WTO is most useful in providing the
clarity and transparency that is often missing because, in a particular country, knowledge of the
institutions of trade is widely dispersed.

19 The only trade restriction maintained was on the import of T-shirts with a Vanuatu motif, a
measure that existed to protect the local and tourist-oriented screen print industry. This ban has
now been replaced with a high tariff.

20 Until its revision of legislation, Vanuatu continued to use the Brussels valuation system.
21 The Working Party on the Accession of Vanuatu is normally composed of the Quad (USA, EU,

Japan and Canada) with Australia, New Zealand and Switzerland in attendance. In general only



Agreement on the Interpretation of Article VII of GATT 1994 by 2000.
Some WTO members, despite public protestations to the contrary, remain
unsympathetic to the Special and Differential Treatment (SDT) provisions
and in some cases are hostile to them. Vanuatu, recognising this fact and in
order to minimise the hostility from Working Party members, decided to
pursue only those SDT provisions that were necessary to assure efficient
implementation. It was also clear that WTO members were, during acces-
sion negotiations, totally uninterested in the question of the development
status of Vanuatu. This was particularly so for some of the largest WTO
members. Thus Vanuatu requested a two-year transition to allow for train-
ing. The USA, though appearing willing to accept a shorter transition, did
not accept this request.

20.3.1.2 The investment regime

The investment regime in Vanuatu prior to the implementation of the
Comprehensive Reform Programme was described by the ADB as ‘uninvit-
ing’.22 Prior to the reforms, decisions regarding business licences for
foreign investment and work permits were often highly political. Decisions
were made either at the ministerial level or even at the level of the council of
ministers. Business licences and work permits were subject to regular
renewal and decisions on their renewal and continuation were widely seen
by the business community in Vanuatu as political in nature, arbitrary and
often opaque.23

By making specific access commitments under the terms of GATS, WTO
applicants and members by definition make express commitment
regarding the movement of capital.24 WTO applicants frequently do not
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the larger and better-financed WTO members with global trade interests are able to devote
resources to the accession of small states. In late 1999 the three WTO members of the
Melanesian Spearhead Group (Papua New Guinea, Solomon Islands and Fiji) also joined the
Working Party. Nevertheless, the Working Party is in large measure driven by the Quad and
Australia and New Zealand. 22 ADB, Vanuatu, p. 89.

23 Vanuatu, prior to the CRP, had become infamous for the ‘Green letter’, which gave the Minister
of Immigration the right to remove residence permits, without reason or the right of appeal.
This arbitrary right has now been removed: all work permits now carry terms of termination
specified in law and all work permit holders have a clear right of appeal.

24 GATS, Article XVI, para. 1, footnote 8 states:

If a member undertakes a market access commitment in relation to the mode of supply
referred to in subparagraph 2(a) of Article I and if the cross-border movement of capital is
an essential part of that service itself, that member is thereby committed to allow such
movement of capital . . .



understand this: it was certainly not clear at the beginning of accession that
Vanuatu had to create transparent and open investment rules in order to
become a member of the WTO. What were seen as highly intrusive
demands were justified on the grounds that without an appropriate invest-
ment climate all GATS obligations in terms of mode 1 and 3 access were
meaningless. In a bargaining situation for WTO accession where the appli-
cant has no power, this, of course, raises the question of what are the proper
limits to the demands of WTO members. On the basis of experience, the
response unfortunately seems to be: whatever can be extracted from the
applicant.

Perhaps the most sensitive issue raised during the protocol stage of
Vanuatu’s accession was the issue of land. Members of the Working Party
during the protocol or multilateral stage argued that Vanuatu should con-
sider a revision of its land laws as they did not provide for adequate access
and protection of property. Vanuatu, perhaps even more so than other
countries of Melanesia, has a particular sensitivity with regard to the
nature and significance of land ownership. Freehold land was abolished at
independence and all land previously privately owned, which was mainly
in the hands of European colonialists, reverted to its traditional owners.25

Despite an initial shock to investor confidence, the absence of freehold
has not acted as a constraint on very substantial foreign investment in real
estate in Vanuatu. Conflicts over delineation of property rights under
traditional title do act as a constraint to investment but no government in
Melanesia has successfully managed to deal with the matter, which would
involve the state in the delineation of often overlapping traditional
titles. WTO members also wanted to see some improvement in land
law administration. Whether or not such sensitive issues are now prop-
erly within the purview of the WTO raises very serious issues for the
countries of Melanesia, the Pacific Islands and the developing world in
general. However, it seems fair to say that any government in Melanesia
in general or Vanuatu in particular that attempts to reform land laws
and delineate custom title can count its longevity in days, if not shorter
units.

Because the implications of this footnote have not been the subject of interpretation by a panel,
there is no jurisprudence to act as a guide. However, a very broad interpretation of the obligation
to ‘allow such movement of capital’ could well be expected once the matter is tested.

25 The name Vanuatu, literally ‘our land’, was chosen as an expression of the indissoluble spiritual
relationship between the ni-Vanuatu population and their land.
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20.3.1.3 Other protocol issues

A host of multilateral issues arose relating to the implementation of agree-
ments. Vanuatu was asked by the USA to join both the Agreement on
Government Procurement and the Agreement on Civil Aircraft. These
demands, like so many other US demands to small acceding countries at
the WTO, were systemic in nature. They did not in any way reflect a percep-
tion that US trade interests were otherwise likely to be impaired: Vanuatu,
as an LDC, neither has any government procurement contracts of a
sufficient value to induce any US interest in tendering26 nor does it buy or
produce aircraft.27 Vanuatu has thus far refused to accede to these discrim-
inatory and largely irrelevant plurilateral agreements.

The USA has also refused the request by Vanuatu for a two-year transi-
tion for the implementation of TRIPs. Vanuatu offered to WTO members
to have the TRIPs legislation in place on the date of accession but is unwill-
ing to commit to full implementation in less than two years because it lacks
an agency and the proper level of training to make such a goal achievable.28

In the area of agriculture, several issues of some importance arose.
Vanuatu was prohibited from joining the WTO if it insisted on using
Special Safeguard Provisions (Article 5). WTO members argued that these,
as ‘Uruguay Round methodologies’, were not available to acceding coun-
tries.29 Vanuatu, having ‘tarifficated’ its quantitative restrictions in pota-
toes, felt that it should have rights to use SSG provisions. WTO members,
despite the LDC status of Vanuatu, denied this request.
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26 Virtually all large (i.e. greater than USD 1 million) construction and procurement contracts are
normally made using the procurement rules of the donor agency involved.

27 Air Vanuatu, the national carrier, either leases or wet leases aircraft.
28 Vanuatu is the biological home of one of the world’s most fashionable ‘green’ indigenous seda-

tives, the root crop ‘kava’. Kava as a traditional beverage has been consumed by ni-Vanuatu and
many other Pacific islanders since long before the arrival of Europeans. Its sedative qualities
were known throughout the Pacific region. However, large pharmaceutical companies in the
USA and the EU now produce, and have patented, kava pills. Apart from the export of the
unprocessed root, Vanuatu gains nothing from this high-value and increasingly popular natural
sedative. Its implementation of TRIPs compliant legislation will also do nothing to protect the
one IPR issue it has, the indigenous intellectual property rights.

Article 27.3 of the TRIPs provides for sui generis legislation that can protect, through
national legislation, against the piracy of indigenous intellectual property. However, in the
absence of an international standard for the protection of such IPRs, Vanuatu has no claim in
the national courts of those large developed countries that do not recognise such collectively
owned rights.

29 This prohibitive stance is not factually defensible as both Bulgaria and Panama acceded with
SSG provisions in their schedule.



The most difficult agricultural area was that of export subsidies.
Vanuatu occasionally offers agricultural price supports to some of its
poorest copra farmers when prices fall to catastrophically low levels.
Given that large WTO members such as the EU and the USA offer
massive subsidies to temperate edible oils, the USD 1 million in price
supports that had been offered for copra producers in 1996 should not
have been problematic. However, because these were funded by
Stabex funds under the Lomé IV Convention, 30 it was argued that
since the money was aid, it could not be used as a subsidy. Thus Vanuatu
was in the paradoxical position of having to argue that it was
subsidising exports, yet given that the EU funds could be used in any of a
number of ways, their use as subsidy was a matter of choice for the gov-
ernment. The EU does not oblige ACP countries to use Stabex funds for
export subsidies, though this is accepted as part of the Stabex
‘Framework of Mutual Obligations’ agreed between the EU and the ACP
recipient.31

Some WTO members have publicly stated that they would not permit
any country with agricultural export subsidies to join the WTO. This
position has no grounding in WTO rules because LDCs are not obliged
to make export subsidy commitments.32 In the end, Vanuatu decided that
it would not be able to join the WTO if its ES1 schedule contained any
export subsidies and, for this reason, accepted the interpretation that
Stabex was aid. In the future, some of the poorest farmers in Vanuatu
will have to bear the full brunt of price fluctuations in a distorted and
volatile edible oil market, solely because it was in the interests of WTO
members.

30 Throughout the four Lomé Conventions, Stabex funding was amongst the most innovative
instruments devised by the EU, for it provided funding to compensate exporters for short-
falls of earnings for their exports to the EU. This helped stabilise export earnings in ACP
countries while simultaneously assuring EU access to agricultural exports, which was a
high policy priority in the 1970s. Because Stabex was paid only to those who exported to the
EU, it was responsible for the continuation of the copra trade between Vanuatu and the EU.
With the advent of all-destinations derogation in the Stabex provisions of Lomé IV (Article
189, paras. 2 and 3) this incentive to export to the EU declined after 1980. Stabex was abol-
ished at the end of Lomé IV and is not found in the successor Convention to be signed in
2000.

31 Lomé IV, Article 186, para. 2.
32 Article 9, Agreement on Agriculture, does not prohibit export subsidies. Article 15 excludes

LDCs from all reduction commitments under the agreement.
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20.3.2 Bilateral issues: goods offer and service commitments

At an informal Working Party meeting in October 1999, Vanuatu presented a
complete package for its accession to the WTO.33 This package included a
draft goods offer, service sector commitments and agricultural schedules as
well as a draft protocol of accession. By the standards of other WTO members
of a similar development status, Vanuatu’s offer was extremely generous. Yet
despite successful bilateral trade negotiations with all of its trading partners,
the negotiations with the USA – which does not trade with the tiny nation34 –
failed in key areas that remain vital to Vanuatu’s trade and economic interests.

The disagreements with the USA were over a range of issues, including the
broad parameters of the goods offer, the extent of service commitment, and
several crucial protocol issues pertaining to the transition periods of LDCs.
However, USA objections, which stem from its vital trade interests, have
nothing to do with bilateral trade with Vanuatu. The problem lies rather in
the fact that any concession the USA might offer to Vanuatu might be urged
as a precedent for extension to other more significant WTO applicants.

While Vanuatu has resolved many of the outstanding issues with its
bilateral partners, its failure to do so with the USA is also in many ways ‘sys-
temic’. Given that the USA places the greatest demands upon acceding
countries – and this is well known among accession negotiators – assump-
tions have developed regarding US behaviour that allow WTO members to
play what accession negotiators now term ‘good cop–bad cop’. Other Quad
members and the Cairns group, aware that the USA will take a hard line
with applicants, are able to make less strident demands. This strategy will
minimise the political costs of attempting to extract concessions from
acceding countries, some of whom are close political allies.

20.3.2.1 The goods offer

Vanuatu’s goods offer in the October 1999 package to the WTO involved
binding the entire tariff at an average rate of duty of 39 per cent plus a 10
per cent bound rate for Other Duties and Charges (ODC). Following bilat-
eral negotiations with the EU, it was agreed to roll the ODC into the bound
rate. Over 60 per cent of bound tariffs in the Vanuatu offer (see table 20.2)
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33 The WTO frequently argues that it attempts to keep Working Party meetings to a minimum for
LDCs, usually two. This is factually correct, but there is a need for numerous ‘informal’ meet-
ings, for some of which the applicant has no resources to attend.

34 Total bilateral trade between Vanuatu and the USA was less than USD 1 million in 1998.
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are below the applied rates that existed at the time of the commencement of
the accession negotiations in 1995. Vanuatu’s structure of bound tariffs is
also common for an enclave economy in that it has a clear ‘reverse escal-
ation’ in its offer. This stems from high rates of duty for competing agricul-
tural products and very high rates of duty for sin goods (chapters 22 and
24). The average rate of duty on agricultural products was 58 per cent,
decreasing to 31 per cent for intermediate goods (chapters 25–60) and 30
per cent for final goods.

However, Vanuatu not only agreed to a very moderate bound rate of
tariff given its continuing reliance on import duty revenue, it also offered a
rate very similar to that of countries in the region that applied to join the
GATT/WTO only several months prior to Vanuatu. Table 20.3 presents the
average rate of bound ad valorem duty in the tariff offers of various Pacific
Island WTO members. It demonstrates that Vanuatu has made offers not
dissimilar to those made by much larger and more developed countries in
the region, and much lower than offers made by least developed countries
such as the Solomon Islands.35

35 Both Vanuatu and Solomon Islands were GATT de facto members prior to the completion of the
Uruguay Round. However, Vanuatu moved at a slower pace to submit its application to the
GATT before the expiry of the de facto provisions. As a result, it was subject to WTO rather than
GATT standards of accession, which have progressively increased since 1995 under pressure
from the Quad.
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Table 20.3 Average rate of WTO bound ad valorem tariffs for various
Pacific Island WTO members

Development status Average bound rate Year of WTO 
(recent GDP/capita – USD) of tariff membership

Fiji Developing country 40% 1995
(USD 2,200)

Papua New Developing country 40%* 1995
Guinea (USD 1,020) 45% for agriculture
Solomon Least developed country 80% 1995
Islands (USD 700)
Vanuatu Least developed country 49% 1999 offer

(USD 1,020)

*PNG average bound rates for non-agricultural goods are scheduled to decrease to
30 per cent by 2007.



Vanuatu has also agreed to zero-for-zero commitments in more than 160
tariff lines and is in full conformity with zero-for-zero initiatives in infor-
mation technology. It has offered to provide duty-free access for aircraft and
parts and pharmaceuticals by 2005. No other least developed country made
offers even remotely close to those of Vanuatu during the Uruguay Round.

20.3.2.2 Service sector commitments

In the service sector the commitments made by Vanuatu are far
more extensive than those made by other WTO members from the region.
Table 20.4 summarises the number of areas covered in GATS commitments
by Pacific Island countries during the Uruguay Round.

Thus Vanuatu, an LDC, has made service sector commitments with clear
and unambiguous market opening commitments in eighteen areas. This is
more than four times the average for LDCs and twice that of the Solomon
Islands, which is the most obvious case for comparison.

20.3.2.3 Bilateral negotiations

Following the presentation of its package to the WTO Working Party,
Vanuatu began bilateral negotiations with WTO members. In the space of
two days negotiations were virtually completed with the EU, Australia, New
Zealand, Japan, Canada and Switzerland. In the case of some countries, the
issues under negotiation were systemic and had nothing to do with bilateral
issues.36 In other cases – such as Australia and New Zealand, which are
major sources of imports for Vanuatu – the negotiations were more sub-
stantive. In none of these cases were the negotiations particularly difficult
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36 Many of the bilateral negotiations were regarding a standard set of Initial Negotiating Rights
(INRs) that had little to do with actual bilateral trade. In some cases, such as the Canadian
demand that canola oil be treated the same as other edible oils, they were pro forma demands
made of all acceding countries to assure that Canada’s market position in the edible oil market is
not eroded vis-à-vis competing products from the USA.

Table 20.4 Service sector commitments by Pacific Island countries

Number of areas covered by commitments

Fiji 2
Papua New Guinea 18
Solomon Islands 9
Vanuatu 18



as they resulted in no substantive demands from bilateral trading partners
for Vanuatu to move away from its essential position, as outlined in its
October 1999 accession package.

Only in negotiations with the USA were the demands such that no agree-
ment was possible. The USA demanded that Vanuatu lower its bound tariff
to around 15–25 per cent, from its current average of 49 per cent. The US
demand for a reduction of the bound rate of import duty to 25 per cent
would result in a complete loss of flexibility in the taxation system. Should
there be a particularly severe natural disaster – a relatively common cause
of decreased revenue and increased expenditure in this part of the world –
the Vanuatu government would not be in a position to raise import duties.
This is particularly significant because, as noted, Vanuatu, in its
Comprehensive Reform Programme, introduced a VAT and eliminated a
host of other taxes such as business licences and service tax. This has meant
that the government is now heavily dependent upon import duties and a
VAT that still has administrative teething problems. Understandably, the
complete elimination of flexibility in the taxation regime that acceptance of
the US demands would mean is unacceptable to the Government of
Vanuatu.

The USA has objected to the tariff peaks in chapters 22, 24 and 93. It has
become one of the clichés of accession negotiations that in the end the
negotiations always come down to ‘booze and cigarettes’; but now the USA,
clearly under pressure from its own gun lobby, is putting pressure on acced-
ing countries to liberalise the trade in weapons. The US has argued that if
Vanuatu wishes to restrict the trade in any of the categories of commodities
– alcohol, tobacco and weapons – then tariffs are an inappropriate measure.
The USTR, arguing that restrictions should be undertaken using other
trade-neutral taxes, has insisted on removal of the tariff peaks in these areas
of vital US trade interest. The unacceptability of allowing such tariff peaks
clearly rests on the implications that would flow on for other accession
negotiations. While there are revenue concerns on tobacco and alcohol and
a desire to prohibit weapons completely, there is a protective interest in
alcohol. In a counter offer to the USA, Vanuatu has agreed to impose a
trade-neutral excise tax in these three areas and leave the tariff peak at 50
per cent in the case of chapters 24 and 93, in addition to agreeing to bind all
alcohol tariffs at their applied rate. Given the structure of its economy and
its high vulnerability, Vanuatu cannot accept the US demands on general
tariffs.
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In the service sector the USA has added a further demand for the
opening of the telecommunications sector. In Vanuatu this is not legally
possible as France Telecom and Cable and Wireless, the two strategic part-
ners in Vanuatu’s telecom condominium arrangement, have an ironclad
‘gateway monopoly’ until 2012. A USA counter proposal has demanded
that Vanuatu make commitments to open the telecommunications sector
in 2012. Vanuatu has replied that to do so would discourage the strategic
partners from investing further in the improvement of the telecommuni-
cations infrastructure. In 2012 Vanuatu would be likely to find itself far
behind the rest of the world in telecommunications, an area vital to a
small vulnerable country highly dependent upon tourism and the service
sector.

Vanuatu has requested transitional arrangements, only for two years, in
the application of the Agreement on Customs Valuation and the TRIPs,
though a much longer time is permitted to LDC WTO members. The USA
has not agreed even to these moderate requests for transition. Vanuatu has
indicated that unless there is a moderation of US demands, it will withdraw
its application for WTO membership.

20.4 Conclusion

The USA has no bilateral trading interest in Vanuatu. Its demands are sys-
temic in nature rather than country specific. The placing of these demands
on an LDC is occurring only because of the precedent that not doing so
would create vis-à-vis other applicants to the WTO. This is not a conclu-
sion drawn by Vanuatu negotiators. It comes as a verbal mea culpa from
developed country negotiators trying to explain why such patently unrea-
sonable demands are being placed upon an LDC that is of no economic sig-
nificance. Vanuatu is simply ‘collateral damage’ in the so-called ‘rule-based
system’, a system that when it comes to the accession process is in reality
based purely upon power.

WTO officials are fond of saying that the multilateral trading system is a
rule-based system. Yet the accession process has no rules, except precedent
and power, and is the very antithesis of what the members publicly state to
be the intention and design of the WTO. Accession, because the applicant
is not a WTO member and has no rights, is power based. More import-
antly, the applicant cannot inflict any marginal cost on the WTO members
when they demand progressively more trade concessions. The accession
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process is inherently flawed by this latter factor rather than simply by the
size disparity between LDCs and small vulnerable states like Vanuatu on
the one hand and large WTO members such as the USA, the EU and Japan
on the other.

One of the most used of the many clichés repeated at WTO ministerial
conferences is the desire of members ‘to integrate the least developed coun-
tries into the multilateral trading system’. Yet the experience of Vanuatu has
been the exact opposite. Once ministers have finished their diplomatic
speeches, the job of trade officials is ‘business as usual’, to wit the extraction
of the maximum concessions possible irrespective of the development
needs or status of the applicant.

Not until the WTO lives by its promises and creates a genuinely rule-
based system will least developed and highly vulnerable countries be able to
take their proper place at the WTO. At present, accession is a power-based
process within which the applicant – even the largest and seemingly most
powerful, such as China – has no real power to inflict any marginal cost on
a demandeur. The negotiation of WTO accession, fundamentally flawed
and lawless, is in desperate need of reform for it only serves to undermine
further the credibility – in tatters since Seattle – of the ‘rule-based’ multilat-
eral trading system.

Two simple and completely WTO-compatible reforms to the accession
process would bring to an end much of the current power-based system.
WTO members in the protocol or multilateral stage have a perfectly legit-
imate right to assure themselves that the trade regime of an applicant is in
conformity with its WTO obligations. However, as mentioned in the intro-
duction, the enormous power that this bestows upon WTO members must
eventually be abused whenever a complainant acts as judge. The result has
been obvious and predictable – the proliferation of ‘WTO-plus’ demands
on new applicants. The reform that would resolve this would be to have a
panel of experts decide whether an applicant’s trade regime is in conform-
ity with existing WTO rules. This is exactly the right bestowed upon all
WTO members during a dispute, and no WTO member would counten-
ance a system where panelists reviewing the WTO compatibility of their
trade regime were complainants. Thus a report of a panel of experts would
fulfil the perfectly legitimate demands of WTO members that there be a
review of the trade regime of applicants. This report could then act as the
basis for negotiation of necessary reforms of the trade regime of WTO
applicants.
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While extension of the system of panel reports to WTO applicants would
greatly relieve the multilateral track, an equally simple reform would end
the excessive bilateral demands in the goods sector. Under the GATT
system, in order to facilitate negotiations and simultaneously keep small
members out of tariff negotiations, members applied the provisions of
Article XVIII limiting negotiations to principal suppliers only.37 This
would mean that countries supplying only negligible quantities of imports
to an applicant would not have negotiating rights in the bilateral stage of
negotiations.

Only those who are extraordinarily naive would believe that the system
of accession will be reformed. The reasons are simple. First, the beneficiar-
ies of the reform, which is to say those who are applying for WTO access,
have no voice in the WTO as they are by definition outside the multilateral
trading system. Once they become members they rarely wish to discuss
what is an embarrassing and highly intrusive process. Secondly, those who
would have to pay for the reforms would be the WTO proponents, who gain
nothing and have to expend scarce political capital in its reform. The losers
would also be the WTO members, who would no longer be able to extract
the trade concessions from applicants. Indeed, given the very large coun-
tries currently attempting to gain access, there can be no doubt that few
WTO members would wish to see such reform. The accession process will
remain power based, because WTO members benefit from that state of
affairs. This will only serve further to undermine the credibility of the rule-
based system.

20.5 Epilogue

Vanuatu’s accession stalled at Doha, due to disagreements on the liberalisa-
tion of wholesale and retail sectors. They have since remained an observer
at the WTO. Recently however Vanuatu has tried to reactivate their acces-
sion process.

In the intervening period the WTO General Council adopted a
decision38 recommending that restraint be shown by members in seeking
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concessions from acceding LDCs. The decision also streamlines the acces-
sion process, allows acceding LDCs to take advantage of special and
differential treatment, and enhances trade-related technical assistance and
capacity-building.

Also in this period, Cambodia and Nepal, both LDCs, acceded to the
WTO. As the first LDCs to accede, their accessions provide potential prece-
dents for future accessions of LDCs.

Vanuatu wishes to accede on terms that are acceptable to the majority of
local businesses, to the public service and to civil society. It remains to be
seen whether the changes that occurred within the WTO during Vanuatu’s
stalled accession will allow them to accede on more favourable terms.
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