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0. INTRODUCTION 
 
 
Over many years, the countries of the Caribbean region have benefited from preferential access to some of the 

world’s major markets, in particular the EU and US.  A key characteristic of this access is that is has not carried 

with it any reciprocity obliga tion.  The reciprocity waiver has been entirely ‘legal’ in the sense that it has been 

covered by GATT/WTO ‘special and differential’ provisions.  Preferences have been granted under a number of 

agreements, most notably the Lome Arrangements with the EU. 

 

The preferences environment has however been changing in recent years, and is set to change 

further in the near future.  Several forces have been at work in changing that environment.  First, 

multilateral trade liberalisation, most recently following the Uruguay Round has reduced most 

favoured nation tariffs and therefore reduced potential preference margins.  Second, with the 

proliferation of regional trading arrangements there has been a proliferation of (regional) 

preferential access arrangements involving more and more countries.  Third, as signalled very 

clearly in the Uruguay Round, WTO sanctioned preferences are being targeted increasingly at 

the least developed countries, which excludes Caribbean countries.  Finally following the recent 

extension of the Lome waiver on reciprocity to 2005, there is an expectation that any post-Lome 

arrangements should incorporate a reciprocity obligation. 

 

This raises a fairly fundamental issue from the perspective of Caribbean countries, what should 

be their target for trade policy in the medium term?  Given the impending changes to Lome, 

should it be reciprocated liberalisation with the EU?  In a sense that is a natural evolution of 

Lome.  However it clearly needs to be evaluated against alternatives, such as closer association 

with NAFTA or multilateral liberalisation.  The economic effects of the feasible alternatives is 

the subject of this Report. 

 

We begin by setting the context through a review of the broader policy environment.  We then set up the conceptual 

framework before looking specifically at the costs and benefits of reciprocity with the EU.  Using both partial and 

general equilibrium methodologies we assess the costs and benefits of alternative policy scenarios and the range of 

adjustment issues which they throw up.  We then set these against emerging policy issues and finally offer a range 

of conclusions and recommendations. 
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1.  CONTEXTUAL ISSUES 

 

1.1 Introduction 

 

The overall focus of our analysis and Report is the negotiating options and possible outcomes 

for the Caribbean countries in a post-Lomé environment.  Since however these options must 

include multilateral, minilateral and even unilateral possibilities, it is vital to set the context 

appropriately.  In this Chapter we do just that.  We begin by reviewing globalisation trends and 

the WTO’s role in the regulation of international trade.  This sets the scene with regard to the 

global arena.  We then focus more specifically on regional dimensions, covering the growth of 

regional trading arrangements.  Clearly, in setting the context we have to address special and 

differential arrangements, both in the GATT/WTO architecture, and in an RTA setting.  Finally, 

since reciprocity is by definition a two way street we review trade restrictions in the OECD. 

 

 

1.2  Globalisation Trends 

 

Table 1 sets out a range of indicators of globalisation over the post World War II period.  The 

headlines from this Table are as follows:  

• the total value of merchandise and services trade in 1998 was $6,700 billion.  This is almost 

certainly an underestimate given the difficulties of accurately measuring services trade and 

the growing volume of electronic commerce.  Moreover it also excludes countertrade which 

the WTO estimates to amount to about a quarter of recorded trade.  As a benchmark 

recorded trade equates to over 80% of the value of total US GDP; a more accurate measure 

would certainly take it beyond the total of US GDP. 

• merchandise trade has grown at very high rates in real terms throughout the post-war period.  

The 7% per annum recorded between 1950 and 1973 is unprecedented in recorded history.  

Despite the 1974-90 period being one which encompassed two oil shocks, the breakdown of 

the Bretton Woods regime, two major recessions and the debt crisis, world trade still grew at 

4% per annum.  In the 1990s more rapid growth has resumed at 6% per annum.  Services 

trade has only been systematically recorded in recent years and has been growing at 10% per 

annum in the 1990s. 
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Table 1 Globalisation Trends 
 

 

 US $ billion 

Value of Trade, 1998  
Merchandise Trade 5,400 

Services Trade 1,300 

 

Growth of Merchandise Trade  

1950 – 73 7% p.a. 

1974 – 90 4% p.a. 

1990 – 98 6% p.a. 

 
Growth of Services Trade  

1990 – 98 10% p.a. 

 

Value of Direct Investment, 1998  

Annual Flows     400 

Stock 3, 500 

 
Growth of Direct Investment  

1986 – 90 Flows 25% p.a. 

1986 – 90 Stock 20% p.a. 

1991 – 96 Flows 15% p.a. 

1991 – 96 Stock 12% p.a. 

 

 

• as Table 2 shows the growth of merchandise trade has consistently outstripped the growth of 

real output since 1950.  What this has meant is that economies have grown more open, with 

traded goods sectors accounting for a growing share of GDP.  With greater openness has 

come greater interdependence. 

• For small open economies, like the Caribbean countries openness ratios can be very high.  

However, whilst useful, such ratios underestimate the extent to which globalisation has 

occurred.  Trade is only one vehicle by which economies become ‘joined up’, cross-border 
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investment is the other.  As we can see from the lower panels of Table 1, the stock of foreign 

direct investment amounted to $3,500 billion in 1998.  More importantly, both the stock and 

flows of cross-border investment have grown more rapidly than (merchandise and services) 

trade over the last decade or so. 

 

Overall therefore the growth in the globalisation of economic activity has been dramatic.  What 

forces have driven this? 

 

 

1.3  Drivers of Globalisation 

 
A number of forces have interacted to drive the unprecedented growth in the globalisation of economic activity 

which occurred in the last quarter of the twentieth century.  These are set out in Table 3.  Both natural and man 

made barriers have declined dramatically.  For example, with regard to the former, sea freight costs have declined 

by around 70-80% in real terms over the last twenty years.  Over the last ten years telecommunications costs have 

tumbled dramatically with the proliferation of wireless technologies and electronic communications.  With the 

proliferation of new technology it is probable that significant further declines will be experienced. 

 

Table 2 

 
Cut and paste here 
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Table 3 Drivers of Globalisation 

 

 

 

Declining Natural Barriers 

• Transportation Costs 

• Communication Costs 

 

Declining Man-Made Barriers 

• Tariffs 

• Non-tariff Barriers 

 
Economic Growth 

• Growth in Demand 

• Growth in Supply 

 

Fragmentation of Production 

• Technological Development 

• Multinational Enterprises 

 

 

 

Impressive changes have also taken place in the level of man made barriers, though change has 

not been as dramatic as in the case of natural barriers.  From a (trade weighted) average of 40-

50% in the early post-war years import tariffs on manufactures in the EU have declined to just 

4%.  The comparable averages for the US, Canada and Japan are 3%, 5% and 2% respectively.  

Of course these averages conceal wide variances and rather higher effective tariffs.  Moreover, 

as tariffs have fallen in the OECD they have been replaced in many areas by non-tariff barriers – 

an issue to which we return in Section 1.8.  In many developing countries there has also been 

significant liberalisation, much of it associated with World Bank supported structural adjustment 

programmes.  Despite the very real progress which must be acknowledged, there remain 

substantial barriers in many developing countries; their progressive dismantling will help sustain 

the globalisation process. 
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The two other drivers of globalisation which we draw attention to in Table 3 are economic 

growth and fragmentation of production.  The growth of real output and growth of trade interact 

in a self reinforcing process and the post-war period has been one of steady and only 

occasionally interrupted growth in real output in the OECD economies.  Although real output 

growth in developing countries has been more variable, many countries large and small have 

experienced rapid growth over the past twenty years. 

 

Production has become more fragmented, partly as a consequence of technological development 

interacting with market growth to facilitate the ‘slicing up of the value chain’.  As a 

consequence more and more stages of a given production process can be farmed out to more 

locations.  The process is of course further accelerated by the proliferation of the multinational 

enterprise as an organisational form.  More and more trade and FDI is therefore associated with 

trade in parts, components and value added services. 

 

 

1.4  WTO and the Regulation of International Trade 

 

Much of the tariff liberalisation reported in the previous sub-section was initiated by the GATT, 

WTO’s predecessor, over eight Rounds of multilateral trade negotiations (MTNs).  In earlier 

Rounds a common complaint from developing countries was that the GATT was essentially an 

OECD trade forum – indeed this very concern was instrumental to the establishment of 

UNCTAD.  The GATT/WTO has however become more inclusive as time has gone on and 

developing countries played a full role in both setting the agenda for the Uruguay Round and the 

eventual outcome.  Thus, developing countries had a clear interest in agreements reached on 

tariffs and non-tariff barriers, sectoral liberalisation in agriculture, the revised dispute settlement 

procedures and the new issues, especially services.  A particularly welcome development was 

the commitment to phase out the Multi-fibre Arrangement, given the importance of this sector in 

the early stages of industrialisation.  As we saw in the Seattle Ministerial summit in December 

1999, many developing countries have robust positions on the agenda for the Millennium Round 

and will pursue their interests with vigour in order to ensure that the next Round’s agenda fairly 

reflects developing country interest.  (We will return to this in Chapter 7.) 
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1.5  Special and Differential Treatment 

 

The two fundamental principles which underpin the GATT Charter are non-discrimination and reciprocity.  There 

are however waivers to both and an important waiver to reciprocity where developing countries are concerned are 

the Special and Differential (S and D) provisions.  Table 4 sets out GATT/WTO arrangements with regard to S and 

D.  The acceptance of the principle was enshrined in the original GATT Charter in Articles 18 and 28 and a number 

of important provisions have been added since, in particular the formalisation of the waiver on developing countries 

obligations to reciprocate fully in multilateral trade negotiations. 

 

Table 4  Special and Differential Provisions in GATT/WTO 

 

 

Article 18 18b Balance of Payments 

 18c Infant Industry 

 

Article 28 Developing Country Needs 

 and MTNs 

 

Part IV Improved Market Access 

 Non-Reciprocity 

 

Generalised System of Preferences Improved Market Access 

 

Tokyo Round Framework Agreement Legal Basis for GDP 
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The various S and D arrangements are targeted at a ‘right to protect’ and a ‘right to access’.  

Thus, for example the purpose of Article 18 is to allow developing countries to introduce 

protective measures to assist infant industries or contain a fundamental imbalance in their 

external payments.  By contrast, the GSP was introduced to facilitate preferential access for 

developing countries into OECD markets and as we shall see later, has been complemented by a 

number of regionally based preferential arrangements.  The extent to which the GSP, and indeed 

preferential access arrangements more generally have assisted developing countries is 

controversial given the extent to which they are typically hedged with limitations and 

constraints.  Moreover, as multilateral liberalisation has progressed, the real value of preferences 

has gradually been eroded.  Nonetheless, S and D remains important to the least developed and 

Table 5 reports on the very extensive array of provisions which featured in the Uruguay Round. 

 

Table 5       Special and Differential Treatment Provisions in the Uruguay Round Decisions 

 
 Delays on Implementation/Exemptions 

• Agriculture - developing countries 10 years to implement (6 years developed countries) 
 least developed exempt from export subsidy, domestic support reductions. 
• SPS - time limited exceptions grantable to developing countries on request; least 

developed may delay implementation up to 5 years; developing 2 years. 
• TRIMs - 5 year implementation developing countries, 7 years least developed countries, 

2 year developed.  Special developing country rights to time limited use of restricted 
TRIMs when measures consistent with Article 18B. 

• Customs Valuation - 5 year delay on implementation; plus technical requirements on 
 computation of duties. 
• Import Licensing - 2 year delay to developing countries. 
• Subsidies/Countervail - prohibited use of subsidies which require use of domestic over 

imported goods not to apply to developing countries for 5 years, to least developed for 8 years.  Prohibited 
use of export subsidies contingent on export performance not to apply to least developed (or developing, 
$1,000 GDP/capita).  If countries become export competitive, subsidies to be phased out over 8 years.  
Other developing countries face 8 year phase out. 

• Safeguards - developing countries can keep measures for 10 years (8 years other 
countries).  Special rights granted to reuse a measure against a product previously 
covered by a safeguards action.  

• TRIPs - all developing countries have 4 year delay on implementation.  Implementation 
of certain patent protection can be delayed further 5 years.  Least developed, 10 year 
delay. 

 
 Preferential Disciplines 

• Agriculture - 24% tariff cut average for developing countries (36, for developed).  
Developing countries allowed import restrictions on some staples.  Reduced reduction 
in domestic supports (13.3% as against 20% for developed countries).  Lower reduction 
in export subsidies (24% versus 36%).  Least developed countries exempt from some 
transport related export subsidy commitments. 
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• Subsidies/Countervail - more generous de minimis provision on countervailing duty 
investigations (2% versus 1% subsidy for developed countries; 4% import volume, 
subject to a 9% cumulation rule).  Least developed (< $1,000 GDP/capita) have 3% de 
minimis for eight years. 

• Safeguards - de minimis on safeguards actions against developing country exports of 
3%, with 9% developing country cumulation rule. 

 
 Flexibility in WTO Disciplines/Procedures 

• Article 18B - simplified consultation procedures for least developed. 
• TPRM - simplified procedures available if also under BoP consultation. 
• Agriculture ~ measures to encourage rural development exempt from disciplines on 

domestic support.  Developing countries exempt from Article 1 1 restrictions on export 
bans. 

• Dispute Settlement - developing countries have rights to at least one developing country 
panellist.  Time limits for dispute settlement can be extended for developing countries.  
Panel reports to indicate how SDT has been taken into account.  Special situation of 
least developed to be taken into account at all stages. 

 
 Best Efforts 

• Agriculture - developed countries to take into account developing country interests in 
implementing market access decisions. 

• Mechanisms to be established to preserve food availability in net food importing 
 countries and least developed. 
• Textiles/Apparel - least developed accorded more favourable treatment in MFA phase 

out. 
• Anti-dumping - special account to be taken by developed countries of developing 

country interests. 
• Subsidies/Countervail - WTO Committee stands ready to review measures against 

specific developing countries if requested. 
• TRIPs - developed countries to provide incentives for technology transfer to least 

developed. 
 
 Technical Assistance  

• Commitments in a number of areas - BoP, SPS, TBT, Customs Valuation, 
  Preshipment, TRIPS, Dispute Settlement, TPRM, GATS. 

 
 Services (GATS) 

• Developed countries to establish (within 2 years) special contact points for developing 
country service suppliers. 

• More favourable treatment on sectoral coverage on RTAs for developing countries. 
• Development objectives to be taken into account in future subsidy negotiation. 
• Flexibility on commitments by developing countries in future rounds. 

 
 
 
Source: Whalley (2000) p. 1085 
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1.6  Regional Dimensions 

 

The key waiver to GATT’s non-discrimination provision is Article 24 which permits the 

formation of regional trading arrangements (RTAs).  By definition RTAs are discriminatory.  

Article 24 sanctions the formation of an RTA on condition that members eliminate restraints on 

‘substantially all trade’.  Since the creation of GATT, over 100 RTAs have been notified, the 

details of which are set out in Appendix 3.  These have essentially broken in two waves, one in 

the late 1960s/early 1970s and one in the late 1980s/early 1990s.  The ‘old regionalism’ was 

typified by agreements which were primarily North-North or South-South.  By contrast, the 

‘new regionalism’ has seen a number of prominent North-South arrangements established, good 

examples being NAFTA and APEC.  The causal factors behind the recent growth in regionalism 

include frustration with the length of time it takes to negotiate multilateral arrangements and a 

belief that the gains from RTAs can be more easily internalised to the countries involved.  For 

the purpose of this Report, the issue of whether the benefits from regional or minilateral 

liberalisation are greater than or less than those associated with multilateral liberalisation is 

central and we will develop it further later on.  Panagariya (2000) provides a concise overview 

of these issues. 

 

As we can see from Table 6 some RTAs in the Americas in general and the Caribbean in 

particular are long established, some are more recent.  CARICOM, and its immediate 

predecessor CARIFTA date back to the late 1960s/early 1970s reflecting the longstanding 

commitment to regional cooperation.  However, although the CARICOM agreement is well 

established and embedded, the extent to which real liberalisation within the region has taken 

place is limited. 
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Table 6 Regionalism in the Caribbean and the Americas 

 

  

RTA  

 

Participating Countries  

 

 

Year of Establishment  

 

1. El Salvador- 

Nicaragua FTA 

 

El Salvador, Nicaragua 1951 

2. Latin American Free Trade 

Association (LAFTA) 

 

Argentina, Brazil, Chile, 

Peru, Uruguay 

1961 

3. Caribbean Free Trade 

Agreement (CARIFTA) 

 

Antigua, Barbados, Guyana, 

Trinidad and Tobago 

1968 

4. Caribbean Community and 

Common Market (CARICOM) 

Antigua and Barbuda, 

Barbados, Belize, 

Dominica, Grenada, 

Guyana, Jamaica, 

Montserrat, St Kitts 

and Nevis, St Lucia, 

St Vincent and the 

Grenadines, Suriname, 

Trinidad and Tobago 

 

1973 

5. Latin American Integration 

Association (LAIA) 

Argentina, Bolivia, Brazil, 

Chile, Colombia, Ecuador, 

Mexico, Paraguay, Peru, 

Uruguay, Venezuela 

 

1981 

6. Andean Group Bolivia, Colombia, Ecuador, 

Peru, Venezuela 

 

1988 

7. Canada-US FTA Canada, United States 1989 
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8. 

 

Southern Common Market 

(MERCOSUR) 

 

Argentina, Brazil, Paraguay, 

Uruguay 

 

 

1991 

9. North American FTA (NAFTA) Canada, Mexico, United States 

 

1994 

 

 

1.7 Preferences and the European Market 

 

The EU is one of the longest standing integration arrangement s worldwide, having been in existence for almost half 

a century.  During that period, its membership has increased from 6 to 15 countries, making it one of the broadest 

RTAs.  It is also the deepest, in the sense that integration has progressed beyond harmonisation of tariff rates to 

non-tariff measures and beyond that too, to non-border measures.  It would be a mistake to think of the EU as a 

fully integrated single market.  Nonetheless, the combination of a common trade policy and one of the world’s 

largest markets behind the common external tariff has resulted in almost continuous negotiations since its creation 

for preferential access on the part of non-members.  The outcome of these negotiations is set out in Table 7. 

 

The EU has accounted for more than half of all of the RTAs notified to GATT/WTO since the 

mid 1950s.  The result is a very large number of Agreements which formalise some kind of 

preferential access for some group of countries or other.  Moveover the terms of this access vary 

from country to country.  From the standpoint of thinking about post Lome arrangements and 

the terms associated with full reciprocity, several points stand out from Table 7.  First, a great 

many countries appear to enjoy “preferential” access to the European market.  Second, there is a 

hierarchy of preferences, sometimes referred to as the “pyramid of privilege”, and the ACP 

countries do not sit at the apex of the pyramid.  For example, EFTA and the Mediterranean 

countries enjoy more by way of preferential access.  Thus, an important question to pose from 

the RNM’s standpoint is how much real benefit there is in the form of preferential access over 

and above what would be secured under mfn?  Or to put it another way, in mercantilist terms, 

what is being “gained” in exchange for providing EU producers with free access to Caribbean 

markets.  We do of course return to this in Chapter 3 onwards. 

 

Table 7  Current EU Preferential Trading Arrangements with Non-Members, 1964-95. 

 

   Date of entry 
 Official title Usual reference into force   
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 Association between the EEC and    EEC-PTOM   1 June 1, 1964   
 certain non-European Countries  
 and Territories maintaining special 
 relations with France and the 
 Netherlands, "PTOM-I" 
  
 Agreement creating an association EEC-Turkey  Dec. 1, 1964  
 between the European Economic  Association 
 Community and Turkey; "The  Agreement of 
 Ankara Agreement"  1963 
 
 Agreement establishing an  EEC-Morocco  Sept. 1, 1969  
 association between the European Association 
 Economic Community and the  Agreement of 
 Kingdom of Morocco  1969 
  
 Agreement establishing an  EEC-Tunisia  Sept. 1, 1969  
 association between the European Association 
 Economic Community and the  Agreement of 
 Republic of Tunisia  1969 
  
 Agreement establishing an  Arusha II    Jan. 1, 1971  
 Association between the European Agreement 
 Economic Community and the 
 United Republic of Tanzania, the 
 Republic of Uganda, and the 
 Republic of Kenya 
 
 Association between the EEC and EEC-PTOM II Jan. 1, 1971  
 Certain Non-European Countries 
 and Territories 
 
 Agreement Establishing an  EEC-Malta  Apr. 1, 1971  
 Association between Malta and  Association 
 he European Economic   Agreement 
 Community 
 

Agreement between the European EC-Switzerland/ Jan. 1, 1973  
Economic Community and the  Liechtenstein 
Swiss Confederation  Agreements 

  
EEC; Turkey additional protocol EEC-Turkey  Jan. 1, 1973  
to the Association Agreement  Additional 

    Protocol to the 
    Association Agreement 
 

Agreement between the European EC-Iceland  Apr. 1, 1973  
Economic Community and the  Agreements 
Republic of Iceland 
Agreement between the European EEC-Cyprus  June 1. 1973  
Economic Community and Cyprus Association 
   Agreement 
 
Agreement between the European EC-Norway  July 1, 1973  
Economic Community and the  Agreements 
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Kingdom of Norway 
 
Agreement between the European EEC-Egypt  Nov. 1, 1973  
Economic Community and the Arab Agreement of 
Republic of Egypt  1972 

 
Agreement between the European EEC-Lebanon  Nov. 1, 1973  
Economic Community and the  Agreement of 
Lebanese Republic  1972 
 
Supplementary protocol to the  EC-Turkey  Jan. 1, 1974  
Association Agreement between the Association 
European Economic Community Agreement of 
and Turkey consequent on the  1973 
accession of new member states to 
the Community 

 
Agreement between the European EEC-Israel  July 1, 1975  
Economic Community and the  Agreement of  
State of Israel  1975 

 
ACP; EEC First Convention of  First Convention Apr. 1, 1976  
Lomé   of Lomé 
  
Interim agreement between the EC- Algeria  July 1, 1976  
European Economic Community  Agreements of 
and the Peoples Democratic    1976 
Republic of Algeria 

 
  Interim agreement between the  EC-Morocco  July 1, 1976  
  European Economic Community  Agreements 
  and the Kingdom of Morocco 
 
  Interim agreement between the  EC-Tunisia  July 1, 1976  
  European Economic Community Agreements of 
  and the Republic of Tunisia   1976 

 
 Interim cooperation agreement  EEC-Egypt  July 1, 1977  
 between the European Communities  Interim Agree- 
 and the Arab Republic of Egypt  ment of 1977 
 
 Agreement between the European EEC-Jordan  July 1, 1977  
 Economic Community and Jordan Interim Agree- 
   ment of 1977 
 
 Agreement between the European EEC-Lebanon  July 1, 1977  
 Economic Community and Lebanon Interim Agree- 
   ment of 1977 
 
 Agreement between the European EEC-Syria  July 1, 1977  
 Economic Community and Syria  Interim Agreement of 1977 
 Interim agreement between the  EEC-Yugoslavia July 1, 1980  
 European Economic Community Interim  
 and the Socialist Federal Republic  Agreement 
 of Yugoslavia on trade and trade 
 cooperation 
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 ACP; EEC Second Convention of Second  Jan. 1, 1981  
 Lomé    Convention of 
   Lomé 
 
 ACP; EEC Third Convention of Third Convention Mar. 1, 1986  
 Lomé of Lomé 

 
ACP-EEC Fourth Convention of Fourth Conven- Sept. 1, 1991  
Lomé tion of Lomé 

 
 Interim agreement on trade and EC-Czech and Mar. 1, 1992  
 trade-related matters between the Slovak Federal 
 European Economic Community Republic Interim 
 and the ECSC, of the one part, Agreement of 
 and the Czech and Slovak 1991 
 Federal Republic (CSFR), of 
 the other part 
 
 Interim agreement on trade and EC-Hungary Mar. 1, I992  
 trade-related matters between the Interim Agree- 
 European Economic Community ment of 1991 
 and the European Coal and Steel 
 Community, of the one part, and 
 Hungary, of the other part 
 
 Interim agreement on trade and EC-Poland Mar. 1, 1992  
 trade-related matters between the Interim Agree- 
 European Economic Community ment of 1991 
 and the European Coal and Steel 
 Community, of the one part, and 
 Poland, of the other part 
 

Interim agreement on trade and  EEC-Romania  May 1, 1993  
trade-related matters between the Interim  
European Economic Community Agreement 
and the European Coal and Steel 
Community, of the one part, and 
Romania, of the other part 
 
Cooperation agreement between EEC-Slovenia  July 19, 1993  
the European Economic Community  Cooperation 
and the Republic of Slovenia Agreement 
 
Interim agreement on trade and EEC-Bulgaria Dec. 31, 1993  
trade-related matters between the Interim  
European Economic Community Agreement 
and the ECSC, of the one part, and 
the Republic of Bulgaria, of the 
other part 

 
 Agreement on free trade and  EC-Estonia  Jan. 1, 1995   
 trade-related matters between the Agreement 
 European Community, the European 
 Atomic Energy Community and 
 the ECSC, of the one part, and the 
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 Republic of Estonia, of the other 
 Part 
 
 Agreement on free trade and EC-Latvia Jan. 1, 1995   
 trade-related matters between the Agreement  
 European Community, the European 
 Atomic Energy Community and 
 the ECSC, of the one part, and the 
 Republic of Latvia, of the other 
 Part 
 
 Agreement on free trade and EC-Lithuania  Jan. 1, 1995   
 trade-related matters between the Agreement 
 European Community, the European 
 Atomic Energy Community and 
 the ECSC, of the one part, and the 
 Republic of Lithuania, of the other 
 Part 

 
 Euro-Mediterranean  Tunisia Mar 1, 1998 
 Association Agreement 
 
 Free trade agreement EU-Mexico Jan 1, 2000  
 with Mexico Trade Agreement 
 
  
Notes: 

1. The Agreements listed cover only those with current non-Members and therefore exclude those with countries    

which are now Members. 
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Table 8  Tariff Barriers in the OECD, 1999 

 

 Tariffs: Mean and Standard Deviation 

 

Country 
All 

Products  
                          SD 

Primary 

Products 
                         SD 

Manufactured 

Products 

                         SD 

 

Australia 

 

5.0 

 

11.9 

 

1.2 

 

4.8 

 

6.0 

 

12.4 

Canada 7.1 25.7 15.6 54.1 4.9 6.0 

European Union 5.6 5.9 9.8 8.1 4.1 3.9 

Japan 6.6 9.3 9.8 11.3 5.5 8.2 

New Zealand 3.8 5.1 1.7 2.8 4.4 5.4 

Norway 4.1 16.5 5.1 29.9 3.9 11.5 

United States 

 

4.8 11.6 6.1 24.7 4.5 5.5 

 

Sources: World Bank, World Development Indicators 

 
 
1.8 Trade Barriers in the OECD 

 
The final price of context we refer to is trade barriers in the OECD.  These are relevant for two reasons.  First, we 

need a reference point against which tariff preferences are measured; second, we need to have a reference for the 

extent of non-tariff protection.  Table 8 sets out a number of indicators of protection for the major (‘Northern’) 

OECD countries.  By historical standards, average tariffs are relatively low- an outcome of the multilateral 

liberalisation to which we referred earlier.  On average the potential margin for tariff preferences is comparatively 

low.  Of course these means conceal a positive variance.  As we can also see from Table 8, the standard deviation 

around these means is quite high in a number of countries.  Moveover, the highest rates are invariably in “sensitive 

products” of particular interest to developing countries.  These are of course just the areas where liberalisation is 

most desirable and the key issue is whether regional or multilateral negotiations are most likely to secure this.  

Although summary data on non-tariff barriers (such as quotas and voluntary export restraints) and contingent 

protection measures, (such as anti-dumping measures) is much more difficult to obtain, that which is available 

points to a concentration of these measures in OECD countries on sensitive products and targeted 

disproportionately at developing countries. 
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2. CONCEPTUAL FRAMEWORK  

 

2.1 Introduction 

 
The previous Chapter sets the context for later analysis, in terms of reviewing trends in the broader economic 

environment.  This Chapter sets out the background to the analytical framework within which we work.  Since the 

Caribbean states are widely regarded as “small” economies, and since small countries are often thought to face 

different constraints to “large” countries, Section 2.2 reviews the economics of small island developing states and 

Section 2.3 focuses on whether the implementation of adjustment programmes is more problematic in such states.  

Section 2.4 sets out the basic framework for investigating the economic effects of RTAs and Section 2.5 compares 

regionalism and multilateralism.  Section 2.6 is concerned with natural barriers to diversification and 2.7 with the 

interface between trade policies and other domestic policies. 

 

 

2.2 Economic Aspects of Small Island Developing States 

 

Small countries, particularly when they are island states or landlocked, are often seen as facing 

different kinds of constraints to large countries. “Smallness” is generally defined by reference to 

population.  For example Srinivasan (1986) equates a small country as one with a population of 

less than 5 million, and a very small country as one with fewer than 1.5 million inhabitants.  

Judged in these terms, all of the Caribbean countries are small or very small as Table 9 shows.  

As can be seen, Caribbean countries are small, not only in terms of population but also in terms 

of real GDP, even when the latter is calculated on a purchasing power parity basis.  For 

reference, comparative figures for the US, EU and individual EU Member States are included.  

The really striking feature of this comparison is that the collective GDP of CARICOM is not 

only (as we would expect), a tiny fraction of those of the US and EU, but also less than that of 

Ireland, the EU’s smallest economy, (with the exception of Luxembourg).   

 

Size is often related to scale and one special problem for small countries is said to be the 

inability to exploit scale economies because the domestic market is too narrow.  It is 

undoubtedly the case that where the overwhelming majority of manufactures are concerned, 

minimum scale of production (m.e.s.) would exceed any individual market in the Caribbean and 

probably the sum total of all markets.  But, is this a serious constraint?  After all, for a great 

many manufactures, the m.e.s exceeds the effective market sizes of many large countries.  Thus, 

for example, to reach the m.e.s. for a given automobile model, one needs a market bigger than 
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the UK.  The answer to this problem is to export i.e. to treat the effective market as the world 

market.  In principle therefore this should not be an issue.  In practice, there could of course still 

be a start up problem – initial volumes on the domestic market mean that initial unit costs are 

very high.  

 

An area where scale can be a serious problem, especially for small island economies is in 

infrastructure –  power generation, utilities, transportation, administrative support systems, 

telecommunications.  With the exception of the last of these which the proliferation of wireless 

technology will help with, these are a disadvantage to size, particularly in the Caribbean where 

almost all states are islands, spread over a substantial geographical area.  Thus, per unit utility 

costs and transportation costs are relatively high.  Since both are inputs into production costs 

and export prices, they are potentially problematic.  These are areas where policy intervention 

has to be thought about carefully and to which we return in Chapter 6.  

 

Table 9 CARICOM CCOUNTRY SIZE 

 
Country/Region GDP1 1999 

US$ bill 
 

Area 
Km2 

Population 
000s 

Antigua and Barbuda 0.50 440 64 
Bahamas 5.63 13,935 284 
Barbados 2.90 430 259 
Belize 0.70 22,965 236 
Dominica 0.22 750 65 
Grenada 0.34 340 97 
Guyana 1.80 214,970 705 
Haiti 8.90 27,750 6,884 
Jamaica 8.80 10,991 2,652 
St Kitts and Nevis 0.24 360 42 
St Lucia  0.63 620 154 
St Vincent and the Grenedines  0.30 390 121 
Suriname 1.48 163,265 431 
Trinidad and Tobago 
 

8.86 5,128 1,103 

CARICOM 
 

41.30 462,334 13,097 

United Kingdom 1,252.00 244,820 59,113 
France 1,320.00 547,030 58,978 
Germany 1,813.00 356,910 82,087 
Belgium 236.00 30,510 10,182 
Greece 143.00 131,940 10,707 
Ireland 67.10 70,282 3,633 
European Union 7,752.6 3,237,927 374,324 
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United Sates 8,511.00 9,629,091 272,640 
    
Source: World Bank, World Fact Book 
 
Notes: 1. GDP refers to 1999 GDP at purchasing power parity exchange rates. 
 

 

Remoteness, which is conceptually separate from absence of scale in transportation (e.g. 

because a container has to “island hop” to fill up), is another potential constraint for small 

countries.  For instance, small states like Fiji and Mauritius are a long way from the major 

markets of the world.  In such cases, even when the container is full, unit costs of getting the 

produce to market are high because of distance.  Where the Caribbean is concerned, one of its 

major markets, the EU, is a considerable distance: 4,686 miles from Kingston to London and 

4,772 miles from Port of Spain to Frankfurt.  However, it is also the case that the world’s largest 

market, the US, is very much closer.  The US covers a large area and some parts of the country 

are a long way from the Caribbean.  For example, New York is 2209 miles from Port of Spain.  

However, some parts are very close, Miami is only 579 miles from Kingston.  Moreover, even 

those parts of the US which are a long way away are connected from the Gulf of Mexico by a 

fast well serviced freeway network.  On this score therefore, the Caribbean countries are 

potentially better off than many small countries in other parts of the world.  

 

Vulnerability is another potential problem for small states, both to natural disasters and 

economic shocks.  With regard to the former, many small countries are in regions of high 

tectonic activity and therefore vulnerable to earthquakes and volcanic eruptions; many others are 

in areas of high cyclonic activity and vulnerable to hurric anes.  The Caribbean knows the latter 

phenomenon well and although the probability of a land strike may be much lower than say in 

the US or Central America, because the states are dispersed islands, the consequences of a single 

strike can be catastrophic.  That is self evident in human terms, but it also applies in economic 

terms, because the economic base of many is so narrow and/or dependent upon agriculture. 

 

All of the forgoing are potential systemic constraints which we must bear in mind when 

analysing alternative policy scenarios later.  We should not forget however that small states also 

have some potential advantages: their exposure to international trade offers the potential for 

gains from trade; they can often be well placed to exploit niche markets; and their voice in 

international organisations is often louder than their size would suggest. 
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2.3 Adjustment and Small States 

 

Structural adjustment is a term often used exclusively in connection with World Bank lending 

programmes.  But of course, any change in trade policy – unilateral, regional, multilateral – 

results in changes in production structure and therefore brings adjustment pressures.  All of the 

policy scenarios we discuss later will have adjustment pressures associated with them.  It is 

therefore interesting to ask whether small countries are likely a priori, to face more severe or 

less severe pressures. 

 

In the context of structural adjustment, small countries face a number of potential disadvantages.  

First, other things being equal, they tend to have a narrower industrial base and more limited 

export diversification.  Trade policy changes alter the price of importables relative to 

exportables, to stimulate reallocation of resources away from the former and to the latter.  If the 

industrial base is narrow, the areas where labour and capital are being reallocated from are very 

visible.  By contrast, with limited export diversification, the activities to which they may be 

reallocated are less visible.  This could result in a more rapid build up of resistance to change 

than in economies which are larger, more diversified and more broadly based.  A second 

potential problem is that implementation of changes may be made more difficult by constraints 

associated with the administration infrastructure.  This may be further compounded by 

vulnerability to shocks which blow a particular programme off course. 

 

On the other hand, one should also recognise that small countries could have some advantages 

when it comes to adjustment.  First, in principle there should be scope for more rapid 

reorientation of policy than in larger countries and in particular more rapid transmission of 

microeconomic reforms.  Second, there is greater potential for targeting investment.  Third, 

small size and scale of production provides opportunities for gaining market access without 

stimulating discrimination. 

 

The evidence on adjustment to trade reform and country size does not in fact point to a strong 

association between success/failure and size.  Other factors, like the sequencing of reforms, 

timing of their implementation, complementarity of reforms and luck, are far more important.  

That is not to say that there are no size related risk factors of course, only that they have to be 

kept in perspective.  Nor does it mean that when considering regional, unilateral or multilateral 
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policies that one should disregard such risks.  Clearly they should be taken into account and we 

will return to this later.  For the moment we should note that size per se does not appear to be an 

impediment to growth as Milner and Westaway (1994) demonstrate.   

 

 

2.4 Economic Aspects of RTAs 

 

As we saw in Chapter 1 a great many RTAs have been sanctioned under GATT/WTO.  These 

take many forms: most commonly Free Trade Areas (FTAs) and Customs Unions  (CUs).  The 

first involves trade liberalisation between signatories to the agreement, but leaves individual 

countries to negotiate trading arrangements with non-members.  By contrast, a distinguishing 

feature of CUs is a harmonised trade policy vis-à-vis non-members.  With the implementation of 

the common external tariff, CARICOM is migrating from a FTA to a CU, and our analysis will 

therefore focus on the economics of CUs. 

 

Prior to the pioneering work of Viner (1950) RTAs were seen as being unequivocally a stepping 

stone to free trade.  Using a very simple model and introducing the concepts, the concepts of 

trade creation and trade diversion.  Viner demonstrated conclusively that this is not in fact the 

case.  The former is essentially the outcome of liberalisation within the CU.  When this results in 

more efficient suppliers replacing less efficient suppliers, the union as a whole is better off.  

Trade diversion is not as desirable.  This can result from the liberalisation which occurs within 

the CU alongside maintenance of discriminatory barriers against non-members.  Essentially 

what happens is that whereas a given country formerly sourced its imports from an efficient 

supplier in the global context, this is replaced with a less efficient supplier enjoying the 

protection of CU barriers.  This is an undesirable consequence and can be important in practice; 

the EU’s common agricultural policy has resulted in trade diversion on a very significant scale.  

Thus, whether the CU is welfare improving or not depends on the balance between trade 

creation and trade diversion.  In turn this depends upon the pre- and post-union configuration of 

trade barriers. 

 

But these are only production effects.  We need also to recognise consumption effects as 

consumers benefit from a fall in import prices.  If this is strong enough it can even offset the 

negative effects of trade diversion.  Another potential effect is scale economies: by bringing 

countries together, especially small countries, it may be possible to collectively exploit benefits 
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of scale which are not available to individual members.  This applies most obviously to classic 

production economies if firms located in different parts of the CU specialise in different 

products.  It could also apply however to distribution and transportation services. 

 

Trade creation, trade diversion, consumption effects and scale economies are all static effects of 

CU formation, which result in once and for all costs or benefits.  There are also potential 

dynamic effects.  Static (net) benefits are obviously important: if we can secure one-off real 

income gains by rearranging the things we do more efficiently, we should.  Ultimately however, 

the only durable basis on which living standards for all can be improved is through economic 

growth.  Modern growth analysis suggests several channels through which CUs could be growth 

promoting.  First, integration could stimulate investment which is a key driver of growth, to take 

advantage of the larger market.  Second, integration offers the potential to both enhance the 

collective pool of human capital and stimulate movement of people and therefore dissemination 

of new ideas, new working practices and so on.  This leads us to the third point, economic 

integration stimulates the proliferation of new processes and products and stimulates innovation.  

In turn, innovation is intimately linked to growth. 

 

The potential dynamic effects of CUs should not be ignored.  They are however extremely 

difficult to measure, particularly ex ante.  In Chapter 3 onwards we therefore concentrate our 

empirical analysis on static effects of alternative scenarios of further liberalisation with 

CARICOM’s major trading partners.  Because we are dealing with potentially reciprocating 

RTAs the analysis is more complicated, but still makes use of the concepts outlined above.  

Prior to doing that however, we should say something about the complementarity/ 

substitutability of regionalism and multilateralism as alternative negotiating routes to trade 

expansion. 

 

 

 

 

 

2.5 Regionalism and Multilateralism 

 

Are RTAs a stepping stone or stumbling bloc to free trade?  If one believes that global free trade 

maximises global welfare and RTAs are an impediment to free trade, there could be net welfare 
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costs associated with the phenomenon.  One way of coming at the issue is to think of regional 

integration as a dynamic process.  Following Bhagwati, Greenaway and Panagariya (1998) this 

can be approached through two analytical questions: 

 

• if the time paths of multilateral trade negotiations (MTNs) and RTAs are completely 

independent, will a given RTA have expanding membership such that it will eventually 

equate to worldwide membership? 

• if the MTN and RTA time paths, on the other hand, are embraced simultaneously, they will 

interact.  This being so, will the policy undertakings in the RTA have a benign or malign 

impact on the progress along the MTN time path? 

 

Refer to Figure 2.  Here an upward movement along an RTA path implies growing membership, 

whilst an upwards movement along the MTN path means multilateral lowering of trade barriers.  

If the paths are independent, RTAs will neither accelerate nor decelerate progress to multilateral 

free trade and their goal should be thought of as aiming for U*.  We can then think of the first 

question in terms of RTA path I-IV.  Thus, RTAs may improve welfare immediately.  In either 

case, the time-path could then be stagnant (as with time-paths II and III), implying a 

fragmentation of the world economy through no further expansion of the initial RTA or it can 

lead (as in time-paths I and IV) to multilateral free trade for all at U* through continued 

expansion of the RTAs.  Under ‘process multilateralism’, i.e. MTNs as a multilateral process of 

reducing trade barriers as distinct from multilateralism as the goal desired, the time-path may 

fail to reach U* and instead fall short at Um because of countries free riding.  If the RTA and 

MTN time paths are interdependent, we can then address the second question: in that case the 

MTN time path becomes a function of whether the RTA path is travelled simultaneously.  

 

 

 

 

 

 

Figure 2 
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The literature is a limited one.  On balance it suggests that as a process RTAs are unlikely to be 

a stepping stone to multilateral free trade; indeed there are good reasons for believing they could 

be a stumbling block.  As an integration arrangement becomes deeper, the perceived benefits of 

being in and costs of being out become greater.  The European Single Market Programme is a 

nice illustration of this.  Its intention was to take integration beyond tariff liberalisation, beyond 

even the elimination of non-tariff barriers and into the realms of harmonising domestic policies.  

In the process, the notion of a ‘Fortress Europe’ became widespread.  Its likelihood was 

certainly exaggerated.  It had sufficient credibility, however, to generate increased demand for 

entry.  The key point, however, is that RTAs do not treat non-members equally and this too has 

consequences for trade patterns but also for the dynamics of trade relations and growth.  Non-

uniform treatment is more clearly evident where Members are able to levy different tariffs 

against given non-members.  This makes determination of origin important and gives rise to 

complicated and resource consuming rules of origin and content assessment arrangements.  

Even in CUs the problem arises, however.  Admittedly it is less common to find differential 

access arrangements for given trading partners, though they are still present.  However, it is very 

common to find differential arrangements for different trading partners.  Indeed, this is endemic 

and has given rise to what Bhagwati (1995) refers to as the ‘spaghetti bowl’ phenomenon of 

numerous criss-crossing preferential arrangements and innumerable tariff rates.  Figure 3 

illustrates this in the EU context where it is especially prevalent.  This is a systemic effect and 

can give rise to hidden protectionism.  

2.6  Natural Barriers to Diversification 

 

The discussion regarding the choice of the appropriate trade policy or policies that developing countries should 

pursue to promote export growth and diversification invariably focuses on a relatively narrow range of trade policy 

measures that governments control at international borders.  Customs duties or tariffs are the obvious instruments.  
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Analysts often also consider a range of other non-tariff barriers, such as quantitative import restrictions (such as 

import licensing or quotas).  These too are viewed as policy barriers, under the direct control of policy makers.  

This representation of the potential barriers of trade is however incomplete.  The control or promotion of trade and 

in particular of exports is likely to be subject to a much wider range of policy and non-policy influences.  In the 

next section we consider the links between trade and other domestic policies and the increasing interest of trade 

policy analysts in a wider range of trade-related domestic policy instruments.  Here we focus on the ‘non-policy’ 

influences on trade promotion and diversification. 

 
Non-policy influences may be costs of information or marketing in distant markets or may relate to the higher costs 

of credit provided by financial institutions to producers supplying foreign rather than domestic markets.  Of course 

herein lies the difficulty in separating policy from non-policy influences, since the cost of trade credit will not be 

invariant to the competitiveness of the country’s financial system, which in turn will be influenced by the 

government’s competition policies and the degree of international liberalisation of financial services.  The critical 

issue to note for present purposes however is that, although trade policy reforms may be necessary to bring about 

changes in the incentives and opportunities for export expansion and diversification, they may not be sufficient.  

The lowering of the Caribbean countries policy barriers against imports from the EU and US or all countries for 

example in return for improved access to these export markets may not be sufficient to bring about increased 

penetration if the costs of marketing information or of trade credits remain prohibitively high.  Indeed there may 

well be important asymmetries in reciprocity in trade policy liberalisation between large industrialised and small 

developing countries.  In the former the scale and efficiency of production and trading services may well mean that 

international transaction costs are such as to allow significant increases in the penetration of export markets once 

policy barriers are lowered.  By contrast small developing countries may not be able to take advantage of lower 

trade policy barriers in the large export markets, if international transaction costs remain high. 

 

The important, potential asymmetries associated with non-policy or ‘natural’ barriers to trade 

can be illustrated by the international transport costs typically faced by Caribbean exporters to 

the EU and EU exporters to the Caribbean.  The greater scale and diversification of EU exports 

than of Caribbean exports means that unit international transport costs of exporting in the two 

directions will be very different.  Indeed, given the relative sizes of producers in each location 

and of the two markets, it is reasonable to expect that the transport costs of exporting to the EU 

to be largely borne by Caribbean exporters and of importing from the EU to be largely borne by 

Caribbean consumers.  In which case reciprocal, and apparently symmetric, liberalisation of the 

trade policy barriers against exports between the two countries may well have asymmetric 

effects; the (larger) policy barrier to EU exporters (who face non-prohibitive transport costs) is 

eliminated, while the potentially prohibitive transport barrier facing Caribbean exporters 

remains despite the removal of the existing (lower) policy barrier.  Alternatively we can express 

the same idea in the following way.  Natural trade barriers protect local, import-competing 

production and ‘tax’ or deter exporting.  After the removal of trade policy barriers in trade 
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between the EU and Caribbean there would still be some bias in both regions in favour of 

producing for domestic or local, regional markets rather than for extra-regional export markets 

in both the Caribbean and EU arising from natural barriers such as international transport costs.  

The bias against (extra-regional) export growth and diversification in much smaller and less 

industrialised Caribbean is likely however to be much greater than in the EU. 

 

The above discussion points to the need for more formal analysis and measurement of the 

natural barriers to trade in the Caribbean, to complement the present study of trade policy 

barriers.  It also points to the need for careful consideration of what related reforms, institutional 

changes or fiscal interventions may be required to complement trade policy reforms aimed at 

inducing export growth and diversification. 

 

 

2.7  Interface Between Border and Non-Border Policies 

 

The focus of analysis of this Report is very much on trade policy and its reform.  In analysing trade policy one 

naturally concentrates on border measures  - tariffs and non-tariff barriers.  Indeed most of the analysis in later 

chapters concentrates exclusively on tariffs.  These are the most transparent border instrument, the most 

straightforward to measure and in the context of reciprocated liberalisation, the most relevant.  However it is vitally 

vital to recognise that one consequence of increased globalisation is that the distinction between border and non-

border measures is no longer as clear as it once was.  Put differently, there is no sharp divide between one set of 

measures and another.  At the extremes there is clarity – tariffs are manifestly a border measure, consumption taxes 

are equally obviously a non-border measure.  What about anti-dumping policy? Or competition policies? Or 

phytosanitary regulations?  Such instruments are ostensibly deployed for non-commercial policy purposes: to deal 

with predatory behaviour or health and safety concerns for instance, but often end up becoming (covert) 

instruments of trade policy.  EU anti-dumping policy is a good example – the evidence points quite conclusively at 

these measures being applied in a non-random way and targeted at sensitive sectors/sensitive sources.   

 

The increasing enmeshing of trade policies with other domestic policies is reflected in 

multilateral and minilateral negotiating agendas.  In the previous chapter we saw how 

complicated the Uruguay Round agenda had become with, among other things, the addition of 

the new issues (services, TRIPs and TRIMs) to the agenda.  As we shall see later when we focus 

on the Millennium Round, that list is likely to grow even further.  The key point to note 

therefore is that even in bilateral negotiations, the agenda is bound to extend beyond reciprocal 

tariff reductions. 
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3  EMPIRICAL ASSESSMENT OF COSTS AND BENEFITS OF RECIPROCITY WITH THE EU  
 

3.1  Introduction 

 

To provide a reference point for alternative trade policy options and decompose trade policy 

effects, we consider in detail the partial/impact effects of the Caribbean region offering full 

reciprocal (duty-free) access to imports from the EU only.  In subsequent chapters we contrast 

this with the effects of alternative trade policy experiments and consider what other general 

equilibrium and dynamic effects might be evaluated. 

 

Before summarising the methodology used to estimate impact effects (Section 3.3), we briefly set out in Section 3.2 

the key concepts associated with offering discriminatory reciprocity by an existing RTA.  This is followed by an 

analysis of the estimated trade (Section 3.4), fiscal (Section 3.5), net national welfare (Section 3.6) effects and 

production and employment adjustment  (Section 3.7).  Finally Section 3.8 sets out the conclusions from this stage 

of the analysis. 

 

 

3.2  Discriminatory Policy and Reciprocity: Trade and Source Substitution Effects  

 

The effects of RTAs on trade and welfare have been thoroughly analysed and there is a large 

literature on trade creation and trade diversion.  The extent to which the characteristics of the 

RTA and the discriminatory external tariff structure influence the balance of these alongside 

consumption effects determines the net welfare effects of the policy, and the distribution of costs 

and benefits between producers, consumers and government.  

 

In one sense trade creation and trade diversion embody the effects of any form of discriminatory 

trade policy.  If an established RTA introduces further discrimination by lowering or eliminating 

its external tariffs against imports from a specific extra-regional source, this will have some 

mixture of trade creating and diverting effects.  However both the nature and implications of 

these effects are likely to be somewhat different from those we associate with traditional 

customs union analysis.  Consider Table 10.  A standard consumption side effect of trade 

creation is still possible in the case of existing extra-regional imports from the EU.  But the trade 

creation effect on the local production side is now achieved through the expansion of extra- 

rather than intra-regional imports.  Similarly the trade that is diverted is not from extra-regional 

suppliers towards regional suppliers, but in the opposite direction or between extra-regional 
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sources.  Indeed in the former case the diverted trade is efficiency-enhancing, because imports 

from EU were only kept out before reciprocity by the tariff protection to regional suppliers. 

 

Given the above complications with the traditional terminology, it may be better to summarise 

the potential trade effects for the members of an RTA of reciprocity as: -  

 

1. The extra-regional import consumption effect 

The expansion of imports from the extra-regional source associated directly with the 

lowering of tariffs on existing imports from this source. 

 

2. The intra-to-extra-regional import source substitution effect 
 The switching of imports from regional to extra-regional sources associated with the lowering of the (final) 

price of some extra-regional imports relative to intra-regional import prices. 

 

3. The extra-regional import source substitution effect 

 The switching of the source of extra-regional imports associated with the change in the 

relative (final) prices of extra-regional imports. 
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Table 10 Summary of Possible Import Sourcing with and without Reciprocity 
 
 

RTA without Reciprocity RTA with Discriminatory Reciprocity  
to EU only 

Possible Source of 
Supply 

Type of Trade Partial or Full Source 
Substitution Effect 

Trade Effect 

 
Local production 

 
None 

 
To more efficient EU 
production 

 
Extra-regional trade 
creation 
 

Regional production Intra-regional imports To more efficient EU 
production 

Diversion of trade 
from intra- to extra-
regional sources 
 

Extra-regional 
production 

Extra-regional 
imports 
 

  

   - EU   - from EU No substitution, but 
lower tariff 

Extra-regional trade 
creation or 
consumption effect 
 

   - ROW   - from ROW To less efficient EU 
production 

Diversion of trade 
between extra-
regional sources 
 

 

 

As Table 11 shows, effects 1 and 3 have no adjustment implications for regional (or local) 

production and employment, but effect 2 will have.  Regional producers competing directly in 

their local market or other regional markets with new duty-free extra-regional imports will be at 

a competitive disadvantage compared with non-reciprocity situation.  Only effect 3 has a direct 

(negative) fiscal impact, with the shift of import supply from dutiable to non-dutiable sources.  

As a result effect 3 is unambiguously welfare-lowering, while effect 1 is unambiguously 

welfare-raising. 

 

Although the standard representation would place a positive sign on welfare or efficiency 

implications of effect 2, it has to be recognised that existence of discriminatory (final) prices for 

extra-regional imports and other second-best conditions make it more problematic to 
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unambiguously sign this effect.  (In the subsequent empirical analysis we evaluate the net 

welfare effects therefore only for effects 1 and 3.) 

 

Table 11 Summary Potential Impacts of Discriminatory Reciprocity 
 
 

Potential Trade Effects Adjustment 
(Production & 

Employment Impact) 

Fiscal Impact Net Welfare Impact 

 
1 

 
Extra-regional import 
consumption effect 

 
None 

 
None 

 
Positive 

 
 

2 Intra- to –  extra-
regional source 
substitution effect 
 

Negative None Positive? 

3 Extra-regional source 
substitution effect 
 

None Negative Negative 

 

 

3.3  Partial Equilibrium Estimation Methodology 

 

The formal analytical framework, estimation approach and data sources are described in detail 

in Appendix 2.  The main point to note here is that this is a partial equilibrium (linear) 

methodology, but applied on an across-the-board basis.  Any one result for an individual import 

category is strictly an impact effect only, estimated as though other prices, outputs and incomes 

are constant.  Linkage or interaction effects, income effects and other possible dynamic effects 

are abstracted from therefore in this initial assessment of costs and benefits.  Later the Report  

extends the analysis to allow qualitatively for these additional considerations. 

 

We estimate therefore the three trade effects described in the previous section for each of the 2 

digit categories of imports by nine CARICOM members (see Table 3 for countries) for 1998 

(except for Dominica and St Kitts and Nevis which are for 1997 values), for full reciprocity with 

the EU policy experiment (i.e. with tariffs on EU imports lowered to zero and those on imports 

from the ROW remaining at existing levels). From these trade effects we can directly estimate 

revenue and welfare effects (for assumed linear import demand functions).  In the absence of 
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detailed local production data to match with our trade data we can only estimate substitution of 

regional imports.  We therefore tend to underestimate effect 2 (in Table 11).  However we 

conduct some complementary analysis of the potential adjustment on domestic production and 

employment.  Finally, note that the analysis presumes neither terms of trade effects nor rent-

shifting effects associated with non-competitive conditions. 

 

 

3.4  Estimated Trade Impact of EU Reciprocity 

 

The detailed results for each country by import category in Tables A.1 to A.9 in Appendix 2 

denote the region of the source of each CARICOM country as follows: - 

 

Region 1 (CARICOM) 

Region 2 (Rest of world – ROW) 

Region 3 (EU) 

 

Thus the change )(∆ in the value of imports (Mi) recorded provides an estimate of: - 

i) intra-regional to extra-regional (EU) import substitution 1M(∆ = change in imports from 

CARICOM sources) 

ii) extra-regional import substitution from ROW to EU 2M(∆ = change in imports from 

ROW) 

iii)  extra-regional (EU) import consumption or trade creation 3M(∆ = direct change in 

imports from EU) 

iv)  the total increase in imports from the EU )M|M||M|M( 321 ∆+∆+∆=∆  

 

(Note that 1M∆  and 2M∆  will always be negative, and 3M∆  always positive for this policy 

experiment.) 

 

 

Aggregate country effects 

 

We first aggregate these values across all import categories and report in Table 12 a summary of 

aggregate trade impact effects for each country.  (Part (i) of the Table reports values and part (ii) 
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percentage changes.)  The direct consumption or trade creation effect of a lower tariff on EU 

imports is shown in column (a).  The percentage increase ranges from 12.2% in the case of 

Trinidad to 15.8% for Jamaica.  The range in absolute value terms is of course much greater, 

given the variations in import capacity and existing trade with the EU. 

 

The source substitution effects are set out in columns (b) and (c), and as expected are 

consistently negative.  They are much larger in absolute terms in the case of extra-regional 

substitution, partly because much more trade is involved and because higher substitution 

elasticites were imposed.  The percentage decline in imports from the ROW ranges from 39.9% 

for Trinidad to 56.9% for Jamaica.  With trade substitution from this source valued at over 8000 

mill EC$ for these 9 countries there are clearly considerable opportunities for increased exports 

by the EU associated with full reciprocity.  This improved market access increases further when 

we sum across columns a), b) and c) to estimate the total increase in imports from the EU, which 

ranges from 167.1% increase in the case of St Vincent to over 500% for Jamaica. 

 

Note that the regional to extra-regional substitution information in column b) relates to the 

regional market rather than the regional producers involved i.e. the imports of Barbados from 

the region are estimated to fall by 92.36 mill EC$.  The adjustment impact of this switch in 

import source will be felt elsewhere in CARICOM by those countries that previously supplied 

these imports to Barbados.  Across the region as a whole the fall in intra-regional imports is 

significant, falling by between 21% and 28.9%. 

 

The remainder of Table 12 draws attention to the fact that the source switching effects of 

reciprocity imply much smaller net effects on total extra-regional imports and on total imports 

from all sources; the former (column e) increasing from between 2.9% (Trinidad) to 12.8% 

(Grenada) and the latter (column f) rising from 1.5% to 3.1%. 
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Table 12 
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Breakdown of intra-regional trade effects 

 

To gain some guidance as to the sectoral adjustments associated with the displacement of intra-regional by EU 

imports, we report in Table 13 on the breakdown of intra-regional trade effects for each importing country.  In part 

i) of the Table the percentage in each SITC division is recorded.  Summing across rows gives 100%. Thus in the 

case of Barbados for instance 28.4% of the 92.36 million EC$ total decline recorded in Table 12 is in SITC division 

3.  Since the manufacturing import categories are SITC divisions 5-8, it is evident that the largest declines fall 

outside manufacturing; in particular in division 0, 1 and 3.  There are however substantial declines for some 

countries in specific manufacturing areas. 

 

In part ii) we report further disggregation, and consider the extent to which the decline in 

regional imports is concentrated on specific import categories and is consistent across importing 

countries.  It is evident from this Table that the size of import markets in specific countries make 

them particularly important for regional suppliers.  It is also evident that a limited number of 

import categories account for a considerable proportion of the overall decline in regional 

imports.  Note for instance the recurrence of import categories 33 (petroleum), 11 (beverages), 

55 (essential oils etc) across the importing countries. 
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[Table 13 about here]   
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Breakdown of extra-regional trade effects 

 

The substitution of the source of extra-regional imports towards the EU does not have 

immediate implications in general for regional trade and production.  As we will see shortly, it 

does have implications for government tax revenue from customs duties.  It is of interest for 

negotiation purposes, however, to know in what sectors the EU would benefit from increased 

export opportunities.  In Table 14 we report on the commodity breakdown of extra-regional 

trade diversion.  It is evident from the percentages in each SITC division that outside division 0, 

the bulk of the scope from substitution from other to EU supplies lies in manufactured products, 

in particular divisions 7 and 8. 

 

Table 14 Commodity Breakdown of Extra-Regional Trade Diversion  
 (associated with EU reciprocity)   
          
  (percentage of total for each country)   
          
 SITC Division        
 0 1 2 3 4 5 6 7 8 
Importing Country        
          
Barbados 13.2 1.4 2.2 1.1 0.7 5.9 9.7 38.6 27.3 
Belize 20 1.5 0.2 8.7 0.9 5.6 14.1 26.4 22.6 
Dominica 18.6 2.2 2.2 0.8 6.1 7.7 11.4 31.6 19.3 
Grenada 20.7 1.2 1.9 0.5 0.1 4.2 13.1 39.2 19.2 
Jamaica 21.8 1.4 1.2 3.9 1.2 5.3 10.4 25.8 29 
Kitts&Nevis  21.8 2.7 1.7 1.1 1 4.5 12.2 34 21 
St. Lucia 26.1 3.1 2.2 2.8 0.1 4.6 11.6 27.7 21.8 
Trinidad 15.1 1.8 1.4 13.9 1.9 4.7 15.6 36.3 9.3 
St. Vincent 29.9 0.8 3.3 0.7 0.3 4.8 14.8 25.5 19.9 

 
 

A similar picture emerges from an analysis of the total increase in imports from the EU 

associated with all the component trade effects identified earlier (see Table 15).  For all of the 

countries at least 60% (and for many over 70%) of the increase in imports is in divisions 0, 7 

and 8.  In part ii) of this Table the most important 2 digit categories as far as overall import 

growth from the EU are identified.  Categories such as 84 (clothing), 78 (road vehicles) and 77 

(electrical machinery) are consistently identified as the dominant growth sectors for 

manufactured imports and 1 (meat etc) and 5 (vegetables and fruit) for agricultural imports 

across importing countries. 
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Table 15 here 
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3.5   Estimated Fiscal Impact of EU Reciprocity 

 

Granting full reciprocity to the EU would imply forsaking of all customs duty on existing 

imports from the EU and  revenue on imports that are diverted from extra-regional dutiable 

sources to the EU.  Taking the actual values of existing imports from the EU and estimated 

values of diverted extra-regional imports and applying the fall in the tariff rate (from the existing 

level to zero), we can provide fairly precise estimates of the potential fiscal loss.  The detailed 

country results in appendix 2 provide this for each 2 digit import category.  Here (see Table 16) 

we report the aggregate results for each country.  The estimated revenue declines range in 

absolute terms from 21.85 mill EC$ (Dominica) to 635.12 mill EC$ (Jamaica).  To provide a 

reference point for these absolute effects, we provide an estimate of initial total customs 

revenues (using the estimated average tariff assumed to be applied on all extra-regional import 

currently).  This allows the absolute fall in customs revenue to be expressed as a percentage of 

the current (hypothetical) total.  In relative terms therefore the falls in revenue across countries 

are much more similar; ranging as they do from 61.8% to 78.1%. 

 

Table 16                Summary of Revenue and Welfare Effects of Reciprocity to EU Only   
(By Country)  

         
 Change in   Estimated   Percentage Change  Change in  
 Customs Revenue Initial Value in Customs Revenue Net Welfare 
         
  (in million EC$)    (in million EC$) 
Barbados -182.43  233.44  -78.1  -131.71  
Belize -52.33  76.92  -68.0  -43.5  
Dominica -21.85  29.11  -75.1  -14.96  
Grenada -31.19  41.93  -74.4  -21.83  
Jamaica -635.12  828.08  -76.7  -550.31  
Kitts&Nevis -25.89  35.49  -73.0  -20.39  
St. Lucia -60.40  78.6  -76.8  -42.64  
Trinidad -390.09  630.97  -61.8  -292.9  
St. Vincent -27.34  37.97  -72.0  -16.36  
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3.6   Net Welfare and Distributional Effects of EU Reciprocity 

 

As argued earlier, the source substitution effects on net trade fall to zero in terms of their impact 

on total imports.  It is the consumption-expansion (trade creation) effects of lower tariffs on 

existing EU imports that bring about gains to consumers in the Caribbean.  The extent of this 

trade effect in aggregate for each country is reported in Table 12.  To break it down by sector we 

report in Table 17 the percentage commodity breakdown by SITC division in part i), and the 

major 2 digit import categories involved in part ii).  The major sources of potential consumer 

gain are in the manufacturing divisions (in particular division 7) or in agricultural/food products 

(division 1). 

 

The impact on producers is not directly identifiable from the present trade analysis.  We turn to 

the adjustment implications in the next section.  Strictly, estimated changes in intra-regional 

imports identify the regional, not national, producer losses, and are not part of the estimated 

national welfare effects in the importing countries.  They do however give us a guide to the 

likely local sectors that will be subject to producer losses, if we assume production structures are 

fairly similar across the region.  The earlier analysis of the commodity breakdown of the intra-

regional trade falls should therefore be indicative of the sectoral distribution of the producer 

losses of EU reciprocity.  

 

It should be noted however that we only include the extra-regional trade effects in our 

assessment of net welfare effects of EU reciprocity; the consumer gains associated with trade 

creation on existing EU imports less the fiscal losses associated with extra-regional import 

source substitution (which involves a redistribution from the importing country).  The summary 

net welfare effects are reported in Table 16.  These are consistently negative, ranging from -

14.96 mill EC$ (Dominica) to –550.31 mill EC$ (Jamaica).  In line with the other findings of 

the net welfare effects of trade policy measures, these are relatively small net effects which 

obscure the much larger redistributions; in this case away from regional producers and 

government revenues. 
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Table 17 here 
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3.7  Adjustment Impact of EU Reciprocity on Production and Employment 

 

As mentioned earlier in this Chapter, we are constrained by the absence of domestic production data that could be 

matched with our disaggregated trade data.  As a result the intra-regional to EU substitution captured related to 

imports only rather than both imports (i.e. exports of other regional suppliers) and local/national production.  We 

are therefore understating the increase in imports from the EU to be expected from this effect. 

 

In the next Chapter we provide some estimates of aggregate production for each country, in 

order to provide some estimate of the aggregate welfare effect involved.  This does not give any 

guide as to the sectors where increased EU competition may bring production and employment 

adjustment problems.  To give some indication of the sectoral adjustment impact on local 

production (excluding the intra-regional import effect), we re-estimate the potential local 

production substitution effect (for the same source substitution elasticities and relative price 

effects used to estimate the intra-regional import effect) for an unknown initial or existing level 

of domestic production.  These are reported in Table 18, as the percentage declines in domestic 

production that could take place as a result of EU reciprocity (duty-free access for EU imports to 

the region) if there is local, import-competing production.  The larger (percentage) effects would 

be generated in those sectors with currently higher tariffs (i.e. with the greater proportionate 

price effects following the application of EU reciprocity) and with the higher source substitution 

elasticities.  In some cases the presence of high tariffs is likely to indicate a local production 

capability (e.g. SITC Division 0).  In other cases, however, the high potential production effects 

will be a reflection of high tariffs for revenue or consumption-regulation purposes (e.g. SITC 78 

– road vehicles), without local production capability. 
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Table 18 here 
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3.8  Conclusions 

 

The empirical estimates establish that the discriminatory liberalisation of the CET (associated 

with the granting of reciprocity to the EU only) bring some (albeit more limited than non-

discriminatory liberalisation) consumer welfare gains associated with the lower prices of 

imports from the EU.  There are however significant offsetting costs associated with the 

diversion of trade from non-EU to EU sources.  These diverted (plus existing EU) imports 

would now be duty-free.  On existing imports from the EU this constitutes an internal 

redistribution from government revenue to consumers.  On diverted imports, however, it 

constitutes a redistribution towards less efficient or preferred extra-regional producers.  This 

estimated revenue loss from diversion of trade more than offsets the measured net consumer 

gains, to give a net welfare loss (albeit relatively small).  This loss would be even smaller if the 

intra-regional import and production effects were fully captured and identified as having a 

welfare-raising efficiency impact on national and regional production.  However it should be 

noted that the adjustment consequences in this case (i.e. of reciprocity for the EU only) would 

be very similar to more comprehensive liberalisation of external tariffs.  The EU is sufficiently 

large and competitive to view duty-free access for these suppliers to be as disruptive in general 

as multilateral liberalisation. 
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4. ALTERNATIVE TRADE POLICY SCENARIOS: ESTIMATES OF RELATIVE 

COSTS AND BENEFITS 

 

4.1 Introduction 

 

In this Chapter we report on the partial equilibrium impact trade, fiscal and net welfare effects of 

a range of trade policy scenarios.  This allows a comparison of the limited reciprocity 

concession case (to the EU only) of the previous Chapter with the alternatives of extended 

reciprocity (conceded to both the EU and US) and non-discriminatory liberalisation.  In all the 

alternative policy experiments we take pure cases; restricted reciprocity involving complete 

removal of tariffs against EU imports; extended reciprocity involving removal of all tariffs 

against EU and US imports; and non-discrimination represented by the elimination of tariffs on 

all extra-regional imports.  Clearly less extreme versions of each experiment may well evolve in 

practice, but again we report fairly disaggregated, comprehensive results (i.e. at the 2 digit SITC 

level) in Appendix 2.  This allows the effects of exclusions of specific import categories to be 

assessed for a range of “tailor-made” applications of each of the policy scenarios. 

 

The remainder of the Chapter is set out as follows.  In Section 4.2 we review briefly the 

expected pattern of trade, fiscal and net welfare effects from first principles for each of the 

‘pure’ policy scenarios.  We then present and discuss in turn the relative trade (Section 4.3), 

fiscal (Section 4.4) and net welfare (Section 4.5) effects of each of the simulated policy changes.  

Finally Section 4.6 provides conclusions for this stage of the analysis. 

 

 

4.2 Expected Effects of Alternative Policy Experiments 

 

Given that the EU, US and rest of the world (ROW) can be viewed as large trading partners of 

the Caribbean region, then our present analytical framework represents tariff liberalisation with 

any one or all of these trading ‘partners’ as having the same intra-regional trade and production 

effects.  In other words regional trade and production in member states of the region falls by 

broadly the same amount (absolutely and proportionately) in all three policy experiments.  Of 

course in practice and at a very fine level of product disagregation, liberalisation of trade with 

specific trading partners will involve different competitive implications according to differences 

in technology, product design, distribution systems, marketing strategies etc.  The present 
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analysis cannot capture such micro effects, but the assumption that the EU and US are both 

competitive with local production in the Caribbean across-the-board seems generally reasonable. 

 

The key differences between the alternative policy experiments relates therefore to their extra-

regional trade effects.  The trade creation resulting from consumption effects of liberalisation 

will be maximised by non-discriminatory/multilateral liberalisation i.e. tariffs will be eliminated 

on the largest volume of imports.  Conversely multilateral liberalisation minimises trade 

diversion.  Indeed there is no trade diversion and therefore no transfer from the region to ‘pay’ 

from extra-regional inefficiency in production.  Thus consumer and net welfare gains are 

maximised, but there is a complete redistribution from government revenue to consumers.  

Government revenue from customs duties falls to zero. 

 

Extended reciprocity is an intermediate outcome between restricted reciprocity and multilateral 

liberalisation.  On the one hand, there is greater scope for consumption-induced trade creation 

than restricted reciprocity, but less than for multilateral liberalisation.  On the other hand there is 

less scope with extended reciprocity (but still some scope) for trade diversion than with 

restricted reciprocity.  Thus we anticipate greater extra-regional trade expansion, greater fiscal 

loss and greater consumer and net welfare gains with extended than restricted reciprocity.  Note 

however that although we can unambiguously rank the net welfare effects of each experiment 

from first principles, the sign on the welfare effects of only multilateral liberalisation is 

unambiguous.  Multilateral liberalisation is welfare-raising, but both restricted and extended 

reciprocity may be net-welfare raising or lowering. 

 

 

4.3 Comparison of Estimated Trade Effects of Alternative Policy Experiments 

 

The estimated intra- and extra-regional trade effects for restricted reciprocity (EU only), 

extended reciprocity (EU and US) and multilateral liberalisation are in line with the expectations 

described in the previous section, and summarised in Table 18 (from the detailed results in 

Appendix 2). 

 

The intra-regional trade effects (part a) substitution away from regional to extra-regional sources 

of supply – are, as argued above, modelled so as to be uniform across the three policy scenarios.  

Both the absolute and proportionate intra-regional falls in total (and by sector) for each 
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importing country are as discussed in Chapter 3.  Although there are uniform changes in intra-

regional imports across policy experiments, the shift in the source of supply will be different for 

each experiment; shifting to the EU, EU and US and the world for the respective experiments.  

(Note that local production effects will also be uniform across experiments; their potential 

magnitude as given in Chapter 3.)  On top the above shifts to extra-regional sources, extra-

regional imports expand in each experiment because of expansion of imports from the 

liberalised sourced.  These grow as the size of the liberalised import base increases.  In part b 

Table 18 there is therefore a consistent ranking of the increase in extra-regional imports; with 

EU only reciprocity inducing the smallest increase in aggregate and multilateral liberalisation 

the greatest.  In the case of Barbados for example the increase ranges from 7.1% for restricted 

reciprocity to 20.1% for complete liberalisation. 
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[Table 19 about there] 
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The combined impact of declining intra-regional imports and increasing extra-regional imports 

is represented in part c of Table 18.  There are increases in total imports from all sources 

associated with all three policy experiments; the largest, as expected, generated by multilateral 

liberalisation.  For extended reciprocity total imports increase by between 7.5% (Trinidad) and 

11.6% (Jamaica), and by between 10.8% (St Vincent) and 16.5% (Jamaica).  Thus although 

there is a consistent ordering of the magnitude of the effects across experiments, there is a 

differential ordering (value and percentage) of the trade effects across countries. 

 

 

4.4 Comparison of Estimated Fiscal Effects of Alternative Policy Experiments 

 

The fiscal implications of restricted reciprocity (EU only) were discussed in some detail in the 

previous Chapter.  Table 19 reports these again in aggregate terms for each country, along with 

those for the other two experiments.  Naturally the “pure” case of full multilateral liberalisation 

results in the maximum possible fall in customs revenue (i.e. a 100% decline).  The absolute 

values reported in Table 19 are not necessarily the actual declines in customs revenue that would 

be experienced.  They capture the maximum potential falls in customs revenue of the respective 

customs authorities apply the estimated average tariff to all imports in each 2 digit import 

category. 

 

Table 20 Summary of Revenue Effects of Alternative Trade Policy Experiments  
 (By Country)  
         
 Change in customs revenue     
         
  (a) (in million EC$)  (b) percentage terms 
         
  1) 2) 3)  1) 2) 3) 
  EU  EU & US multilateral  EU  EU & US multilateral 
  reciprocity reciprocity liberalisation  reciprocity reciprocity liberalisation 
         
Barbados  -182.4 -216.14 -233.4  -78.1 -92.6 -100.0 
Belize  -52.33 -65.87 -76.9  -68.0 -85.6 -100.0 
Dominica  -21.85 -27.07 -29.1  -75.1 -93.0 -100.0 
Grenada  -31.19 -39.15 -41.9  -74.4 -93.4 -100.0 
Jamaica  -635.12 -759.78 -828.1  -76.7 -91.8 -100.0 
Kitts&Nevis   -25.89 -32.26 -35.5  -73.0 -90.9 -100.0 
St. Lucia  -60.40 -71.57 -78.6  -76.8 -91.1 -100.0 
Trinidad  -390.09 -515.39 -631.0  -61.8 -81.7 -100.0 
St. Vincent  -27.34 -35.81 -38.0  -72.0 -94.3 -100.0 
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The extended reciprocity (EU and US) experiment produces intermediate (absolute and 

percentage) impact declines in customs revenue, given the initial importance of these as two as 

sources of imports for all the countries and the considerable scope for switching of imports from 

the dutiable ROW to a non-dutiable EU and US.  Given falls of customs duties of between 

81.7% (Trinidad) and 94.3% (St Vincent), restricted reciprocity is very similar in its impact 

effects on customs revenue as complete liberalisation.  Note of course that with income and 

dynamic effects the relative effects may be different.  Full multilateral liberalisation must 

eliminate customs revenue, but restricted and extended reciprocity may have dynamic income 

effects that influence the dutiable import base in either direction. 

 

 

4.5 Comparison of Estimated Net Welfare Effects of Alternative Policy Experiments 

 

The analysis of net welfare effects in the previous Chapter concentrated on the net effects of the 

extra-regional trade impact of restricted reciprocity.  We first repeat that same exercise for the 

other two policy experiments and report net welfare effects for each country in Table 20 (part a).  

Our prior were that multilateral liberalisation must be net welfare-raising, that reciprocity may 

be welfare-raising or lowering, that one would rank multilateral liberalisation above reciprocity 

on welfare grounds and that one would rank extended above restricted reciprocity on welfare 

grounds.  The rankings and the sign on multilateral liberalisation are confirmed for all countries.  

It turns out that both types of reciprocity (see columns 1 and 2 in part a of Table 20) are net 

welfare-lowering, without the costs of extra-regional trade diversion (source-switching) 

exceeding the benefits of trade creation.  As is usually the case however these net welfare effects 

are small relative to the value of cross trade and national product; ranging as they do from EC$ 

3.2 million for St Vincent to EC$ 98.92 million for Jamaica.  Of course the gross redistributions 

away form government revenue towards domestic consumers are much larger. 
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[Table 21 about here] 
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As noted earlier, the intra-regional production effects (which are modelled as uniform across 

these particular trade policy experiments) are excluded from the above welfare assessments.  

This was partly driven by data limitations (the non-availability of disaggregated production data 

to match up with the trade data), but partly also by a degree of ambiguity about the signing of 

the welfare applications domestic allocation effects in the context of second-best and imperfect 

substitutionability conditions.  However, given that trade reforms typically have the potential for 

specialisation benefits, we investigate the sensitivity of the conclusions from the first stage 

welfare analysis (extra-regional trade effects only in part a of Table 20) to the inclusion of intra-

regional allocation effects. 

 

The allowance for a domestic specialisation benefit associated with an import-liberalisation 

induced reallocation of production can only be done much more crudely than the earlier 

analysis.  The detailed trade analysis in the previous Chapter provided estimates of switching of 

imports by each country to extra-regional sources.  (Note that it is only the direction, not the 

amount of switching, that is sensitive to the type of liberalisation being modelled here.)  The 

aggregate levels of this intra-regional import effect are set out in column 2 of Table 21.  We take 

these as a basis for a crude estimate of domestic production displacement in each country.  

Assuming regional import to local production ratio of 0.2, we estimate that the local production 

effect of trade liberalisation would be five times larger than the estimated regional import effect 

(see column 3 of Table 21).  We then take estimated production effect and the current average 

tariff on extra-regional imports, to produce the traditional trade triangle estimate of the 

production/specialisation gain.  These are reported for each country in column 4 of Table 21, 

and range from EC$ 1.9 million for Belize to EC$ 71.5 for Jamaica.   
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[Table 22 about here] 
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Returning to the results in Table 20, we can now provide revised estimates of the net welfare 

effects for the three policy experiments which incorporate an intra-regional production 

specialisation effect.  Since the effect is uniform across experiments, its inclusion cannot alter 

the rankings from part a) of the Table.  It does however alter magnitudes of, and in some cases 

signs on, the effects.  The critical difference is for the case of the extended reciprocity (EU and 

US) scenarios.  Positive net welfare effects are now identified for Dominica, Grenada and St 

Vincent, while the negative welfare effect virtually disappears for St Kitts and St Lucia.  Note 

also the very marked reduction in the negative welfare effect identified for Jamaica.  Clearly, 

extended reciprocity tends to restrict the scope for extra-regional trade diversion and increase 

the scope for trade creation, albeit by less than for multilateral liberalisation. 

 

As a final piece of analysis we have calculated the welfare effects for each scenario relative to 

GNP.  The results are reported in Table 23.  As expected, they vary from country to country and 

from one liberalisation scenario to another.  EU reciprocity generates welfare losses which range 

from 1.5% (St Vincent) to 3.8% of GNP (Jamaica).  Welfare losses from extended reciprocity 

are somewhat less and the range is lower.  By contrast, full multilateral liberalisation delivers 

welfare gains which range from 0.6% to 1.5% (Trinidad and Jamaica respectively). 

 

 

4.6 Conclusions 

 

All of the three policy experiments produce similar intra-regional trade and national production, 

welfare and adjustment implications.  The critical differences between them relate to the extra-

regional trade effects, and the corresponding fiscal and consumer welfare implications.  The 

pattern of results is clear: the more restricted in the reciprocity offered (in terms of access to 

Caribbean markets) the greater the scope for extra-regional trade diversion and the less the 

scope for trade diversion.  The customs revenue effects are relatively small, but the consumer 

and net welfare effects are greater.  At the other extreme no restriction on reciprocity in the form 

of multilateral liberalisation produces no trade diversion, and maximum trade creation, 

consumer and net welfare gains, but with the loss of all customs revenue.  An intermediate 

output is generated with extended reciprocity (to the EU and US).  The estimated net welfare 

effects tend to be small positive or negative values across countries (depending on the balance of 

extra-regional diversion and creation effects), with substantial fiscal losses. 

 



 55

Table 23 Welfare Effects (1) of Alternative Trade Policy Experiments 

(Scaled Relative to GNP) 

 

 EU Reciprocity 
Only 

 

EU and US 
Reciprocity 

Full Multilateral 
Liberalisation 

Barbados -1.8% -0.7% +0.9% 

Belize -2.3% -0.3% +0.9% 

Dominica -2.1% 0.2% +1.2% 

Grenada -2.1% 0.2% +1.1% 

Jamaica -3.8% 0.2% +1.5% 

Kitts&Nevis -2.0% 0.2% +0.9% 

St Lucia  -2.1% 0.3% +1.0% 

Trinidad -1.6& 0.8% +0.6% 

St Vincent  -1.5% +0.04% +0.9% 

 
(1) including allowance for intra-regional effects and taken from Table 21 in report 
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5  EXTENDING THE ASSESSMENT OF COSTS AND BENEFITS OF   

ALTERNATIVE SCENARIOS 

 

5.1  Introduction 

 

As we have seen in previous Chapters, our partial equilibrium analysis has taken us a long way not only in 

evaluating the relative merits of alternative scenarios, but also in identifying potential adjustment sensitivities.  The 

analysis yields a robust set of outcomes and a clear set of rankings. 

 

In this Chapter we report on a range of additional analysis – some quantitative, some qualitative – which 

complements this.  We begin in Sections 5.2 and 5.3 with a discussion of the outputs of a computable general 

equilibrium analysis for Jamaica and a comparison of general and partial equilibrium results.  We then consider in 

Sections 5.4 some dynamic issues and a number of qualitative extensions in Sections 5.5 and 5.6.  Finally, Sections 

5.7 concludes. 

 

 

5.2 General Equilibrium Analysis: A Case Study of Jamaica  

 

The purpose of general equilibrium analysis is to account for all interactions and feedbacks from a given policy 

change.  The approach most widely used to achieve this is so-called computable general equilibrium (CGE) 

analysis.  The technology is useful for scenario analysis, though very data intensive.  It is also an approach that 

needs to be used with care.  The assumptions which underpin most CGE models are demanding and the model 

output can be very sensitive to small changes in assumed parameters.  With these qualifications, it is nonetheless 

the case that the approach is a useful one. 

 

No CGE model exists for CARICOM as a whole, nor indeed for any individual member.  The core raw material for 

any CGE model is a social accounting matrix and the availability of a SAM for Jamaica has facilitated construction 

of a model for Jamaica.  As a large economy within CARICOM, Jamaica is of course not fully representative.  

Nevertheless, there is merit in modelling outcomes since it is such an important part of the region and has some 

characteristics which are common to most CARICOM countries for example, export dependence on primary 

products and import dependence on manufactures. 

The Jamaican CGE model is set out in detail in Appendix 2.  It is grounded in a SAM with 24 sectors and was used 

to simulate the same three policy scenarios as in our partial equilibrium analysis: restricted reciprocity; extended 

reciprocity; multilateral liberalisation.  The analysis is implemented subject to a range of alternative assumptions 

regarding the labour market, government budget constraints and the way in which international markets operate.  

Specifically simulations apply for cases where labour supply is elastic and inelastic (crudely, unemployment and 

full employment); where the government budget is fixed and where it is permitted to deteriorate in response to tariff 

revenue losses; export and import prices are modelled on the presumption that Jamaica is a small open economy.  

Judged by reference to aggregate effects, the ranking of outcomes across policy scenarios is consistent and robust to 

these alternative assumptions.  Multilateral liberalisation consistently comes out at the policy scenario which results 
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in the maximum benefit to economic welfare.  This is driven by a combination of production efficiency and 

consumer welfare benefits.  Extended reciprocity is second highest and restricted reciprocity lowest.  There are still 

benefits associated with the latter but they are significantly less than the other two cases because of the dominance 

of bilateral trade with the US.  Real wage effects, employment effects and factor price effects clearly depend upon 

whether labour is assumed to be in fixed supply or elastic supply. 

 

Clearly is it important to get beneath the surface of the aggregate results since sectoral reallocations are intimately 

linked to structural adjustment.  The experiments point to very significant structural adjustment following 

multilateral liberalisation and more modest changes for both restricted and extended liberalisation.  The reason for 

this is the rather concentrated (in terms of sectors) trade dependency, particularly with the EU.  Multilateral 

liberalisation results in far greater specialisation in, and exporting of, textiles, leather and tourism. 

 

Some dynamic modelling has  also been undertaken, though given the rather speculative nature of the work the 

results have to be treated with caution.  What it shows is that liberalisation does have a measurable positive impact 

on growth in Jamaica and that effect is strongest when induced labour productivity gains are allowed for.  

Moreover, growth effects are also stronger with a ‘big bang’ than with a ‘gradualist’ approach.  However, there is a 

trade-off in terms of adjustment costs, these being higher with the big bang than the gr adualist liberalisation. 

 

 

 

5.3 General Equilibrium Analysis of Alternatives to EU Reciprocity 

 

A number of analysts have evaluated alternative trade policy reforms.  For example Rutherford and Martinez 

(2000) deploy a CGE model to compare a range of potential integration arrangements for what they refer to as 

CAM - Central America and the Caribbean.  Essentially they treat CARICOM and CACM as one and investigate a 

range of policy scenarios.  The key scenarios are: CAM joining NAFTA, which from our standpoint must be treated 

as a realistic alternative to a REPA with the EU; CAM joining MERCOSUR, a smaller RTA than NAFTA, but 

offering the potential for a South-South integration arrangement rather than North-South; unilateral trade reform 

with uniform tariffs; and unilateral trade reform with non-uniform tariffs.  Moreover, in the NAFTA/MERCOSUR 

experiments, simulations are conducted both for a customs union and a free trade area.  This range of policy 

experiments permits the authors to explore the importance of market access and country size as well as identifying 

differences between the CU and FTA alternatives.  In addition it also facilitates analysis of the implications for non-

members. 

 

The analysis throws up a number of interesting conclusions.  The policy option which has the largest welfare gains 

is joining NAFTA.  This dominates unilateral liberalisation and joining MERCOSUR (whether on a FTA or CU 

basis).  The crucial factor in the dominance of the NAFTA outcome is improved market access abroad, in particular 

of course in the US.  Unilateral (unreciprocated) liberalisation does not bring this benefit.  Such potential gains are 

of course smaller with smaller trading partners.  Thus, it turns out that the gains from integration with NAFTA are 3 

to 4 times those of integrating with MERCOSUR.  In fact, gains from a FTA/CU with MERCOSUR are less than 

those associated with unilateral liberalisation.  The latter, when accompanied by the move to a uniform external 
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tariff in CAM delivers the second highest welfare gains, due to a combination of home markets effects and tariff 

revenue losses being minimised because the move to a CET results in some tariffs being raised alongside some that 

are lowered.  These results are robust to alternative assumptions regarding key elasticities. 

 

What about the impact on non-members, clearly a sensitive issue, especially with regard to the EU.  In the CU 

scenarios the welfare of non-members is essentially a function of the CET and in particular whether this is higher or 

lower than average MFN tariffs.  Crudely, if the bloc average is lower than the world average  (as with NAFTA), 

non-members experience a small welfare gain (on average).  By contrast where the bloc average exceeds the world 

average, as in MERCOSUR, non-members experience a small welfare loss (on average).  In almost all simulations, 

the EU records a modest welfare loss. 

 

 

5.4 Dynamic Issues 

 

All of our discussion this far has focussed on the once and for all benefits (or costs) of alternative integration 

scenarios.  Our welfare calculations effectively summarise the effects on the economy of reorganising economic 

activities such that the economy’s production structure is more consistent with taking full advantage of its resource 

endowments.  It is however essential to draw attention to the potential dynamic gains from closer integration with 

the world economy since both theory and evidence suggest they are important. 

 

For a long time it has been known that increases in the amount of productive factors (labour and capital basically) 

are an important driver of the growth process.  Modern analysis of economic growth continues to acknowledge the 

role of factor accumulation, but emphasises the importance of enhancements in the quality of productive factors – 

improvements in the quality of physical capital through technological progress and in human capital through 

education and training.  Both are crucial drivers of growth, which in the long run is the only secure basis for making 

a real difference to poverty and inequality.  The key question from our standpoint is: does integration with the 

global economy make a difference to factor accumulation and/or the quality of productive factors?  There are good 

theoretical reasons for believing this to be the case: greater openness to trade provides opportunities for accessing 

best practise technology; expanding access to the global pool of scientific R and D; expanding access to the 

available pool of footloose FDI.  The available evidence points to a strong and robust association with openness to 

trade and economic growth.  This link is particularly strong in the case of developing countries where more open 

economies appear to grow faster in the long run, (see Greenaway, Morgan and Wright, 1998). 

 

Two questions remain however.  First, does it matter what kind of integration strategy is pursued?  Second, can a 

growth bonus from integration be realised quickly?  With regard to the former theory would suggest that the 

greatest potential for importing new technology, new work practices and so on exists when the number of potential 

trading partners is maximised.  In other words, multilateral rather than regional liberalisation, (if they are substitutes 

rather than complements), is likely to be more conductive to growth.  Evidence here is very sketchy, though the 

prediction seems to be borne out by CGE analysis – including our analysis of Jamaica (see Appendix 2). 
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With regard to the second question, unless economic agents adjust instantaneously to changes in a trade regime (be 

they multilateral or minilateral), intended to make the economy more open, growth may deteriorate before it 

improves.  There are good reasons for supposing that adjustment will not be instantaneous – imperfect information 

flows, sluggish labour markets, gradual implementat ion of changes and son on.  And in practise there does seem to 

be a ‘J’ curve type of effect i.e. things get worse before the get better.  This is the pattern of adjustment identified 

for a large sample of developing countries by Greenaway, Morgan and Wright (1998).  It is also the pattern of 

adjustment identified in our CGE analysis for Jamaica, as reported in Appendix 2.  The importance of this particular 

finding emphasises the crucial role for appropriately thought through adjustment policies, an issue to which we 

return in Section 6.4. 

 

 

5.5 Qualitative Analysis of Export Effects 

 

As we have seen, liberalisation – whether unilateral, minilateral or multilateral – can create 

adjustment pressures as the price of importables falls and imports displace import substitutes.  It 

is of course crucial to remember that the whole purpose of liberalisation is to change relative 

prices and therefore relative incentives across sectors.  A key, in fact the key purpose of 

liberalisation is to enhance the attractiveness of investment for export relative to production of 

import substitutes.  Investing scarce resources in areas of comparative advantage maximises the 

long run benefits of international trade for the economy as a whole. 

 

But what exactly are these areas/activities?  When liberalising sectors which are likely to 

contract are usually more apparent than those likely to expand.  This is the case for a very 

straightforward reason: the production of import substitutes is an actual activity, whereas many 

export activities are latent.  This can result in particular problems in managing reform – if the 

(short run) losers are more apparent than the (long term) beneficiaries, they will necessarily be 

better organised, more vocal and more resistant to change.  We will return to this issue when we 

focus on migration strategies later.  In the meantime, is there anything we can say about areas of 

potential export expansion/specialisation? 

‘Picking winners’ is a risky business, as a number of governments in Western Europe have 

found, to their cost.  There is no failsafe methodology for identifying the successful export 

industries of the future.  That does not however mean that nothing can be said.  It is possible to 

comment with some confidence on the potential for expansion and development of existing 

export activities as well as the emergence of new areas.  With regard to the former, there are 

many activities, even in the smaller economies, which have flourished despite having to operate 

in a distorted environment.  Primary products, both hard and soft, feature prominently in the 
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exports of the region.  These include aluminium (Jamaica); petroleum (Trinidad and Tobago, 

Antigua and Barbuda); bananas (Belize, Grenada, Jamaica, St Lucia, St Vincent and the 

Grenadines); sugar (Barbados, Belize, Jamaica, Trinidad and Tobago); cocoa (Grenada, St 

Lucia, Trinidad and Tobago).  Although some of these products are subject to special measures 

(most notably bananas), as relative prices alter, so too will the incentives to direct resources into 

these activities.  But of course diversification is also an objective of policy and derivatives from 

primary products offer opportunities for adding value.  Again activity, sometimes on a 

significant scale, already exists.  For example: rum (Barbados, Jamaica); banana chips 

(Jamaica); petroleum derivatives (Trinidad and Tobago); coconut oil (St Lucia).  Liberalisation 

can provide a stimulus to such activities by, among other things reducing the price of inputs.  It 

is not of course sufficient in itself.  Other factors are important: reducing effective protection in 

Northern markets, greater investment in marketing and so on.  But it is most probably a 

necessary condition. 

 

Export capability in a range of manufactures has also been developed admittedly on a limited 

scale outside of the larger CARICOM economies.  Nonetheless textiles and clothing, footwear, 

packaging products, electrical components, machinery and transport equipment, chemicals and 

fertiliser are all in evidence.  Scale is clearly an issue, since even the largest economies (Jamaica 

and Trinidad and Tobago), are comparatively small in an absolute sense.  But there are very 

good examples of small countries in other parts of the world which have liberalised and 

developed a manufacturing capability.  Mauritius is an especially good example, since it is both 

small (population just over 1 million) and remote (situated in the Southern Indian Ocean, a long 

way from the US and EU).  It exploited its relative abundance of skilled labour and specialised 

in niche market rather than mass market garments, with great success. 

 

The other area with enormous potential for development is services.  The natural environment of the Caribbean 

means that it has obvious natural advantages with regard to tourism.  Moreover, relative to many other locations in 

the tropics, it also has locational advantages given its proximity to the US and indeed the UK.  By lowering the 

price of inputs liberalisation is clearly helpful to the development of this sector.  As in other areas of economic 

activity it must again be emphasised that liberalisation in itself is not a recipe for development.  Other ingredients 

are vital – development of infrastructure for instance.  But, it clearly is an important input.  There would appear 

therefore to be very considerable potential for development of this sector and its feeder industries.  The proliferation 

of modern information and communications technologies, and the associated growth in electronic commerce are 

throwing up further potential areas for export development in the services sector.  These include offshore banking, 

e-tailing and infomatics.  These are competitive and footloose activities, but nonetheless areas where some export 

orientated activity has already become established. 
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5.6 Conclusions 

 

As we noted at the outset of this Chapter, it is desirable to extend our analysis beyond the partial 

equilibrium estimates of change reported in Chapter 4.  In practice however we can only do that 

to a limited degree given the complexity of general equilibrium modelling, and the enormous 

data requirements which underpin computable general equilibrium models.  Nevertheless it has 

proved possible to complete a CGE analysis for one of the region’s larger economies, namely 

Jamaica.  This in fact is quite a disaggregated and rich model which has been simulated for a 

range of assumptions regarding the structure of the labour market and government fiscal 

constraints.  What we find is reassuring in that the results reinforce those of our more extensive 

partial equilibrium analysis –  reciprocated liberalisation with the EU is an inferior policy option 

to both extended reciprocity and full multilateral liberalisation.  We also reviewed potential 

dynamic effects and concluded that the growth enhancement typically associated with greater 

openness is likely to be maximised with a more broadly based than a more narrowly based 

integration strategy.  Finally we undertook a qualititative analysis of potential export effects, 

noting that ‘picking winners’ is fraught with danger, concluding that exporting opportunities in 

primary commodities, manufactures and services are considerable. 
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IMPLEMENTATION ISSUES 

 

6.1 Introduction 

 

We concluded the previous Chapter by noting that although there are good reasons for believing 

that a causal and robust link between openness and growth exists, there may be short run 

adjustment problems in moving from one trade regime to another.  Moreover, these adjustment 

pressures are likely to hold whether the liberalisation is minilateral or multilateral.  In this 

Chapter we focus on adjustment issues.  We begin by reviewing the key elements of successful 

migration issues then consider some of the implications these have for capacity building and 

adjustment assistance.  Finally we focus on two particular adjustment concerns in the Caribbean 

– fiscal adjustment and production adjustment. 

 

 

6.2  Migration and Policy Consistency 

 
Two recurrent themes have been evident in this Report.  First there are long run gains from greater openness.  To 

secure those gains requires liberalisation on a minilateral or multilateral basis, with maximum benefit being secured 

by the latter.  Second, the transition from one trade regime to another will not necessarily be smooth and/or rapid, 

because the economy takes time to adjust.  It may even be the case that real output actually falls in the short run.  

Thus it is important to take the process of migration from one regime to another seriously.  This means thinking 

carefully about initial conditions, sequencing and policy consistency. 

 

Broadly speaking, reforming governments face two sources of pressure, internal and external.  

Internally, government bureaucracies are typically fragmented, with different agencies 

responsible for carefully delineated, and guarded, spheres of influence.  Thus internal co-

ordination may be difficult and officials some way down the chain of command can be readily 

identified as targets for lobbying.  The key external pressures on commitment are the speed of 

any supply response and its impact on protected sectors.  The costs of reform are immediately 

visible while benefits may be more elusive and are certainly more widely dispersed.  This 

provides an argument for making export support available to reforming countries and possibly 

also foreign aid. 

 

Given the existence of political and administrative constraints, programme design is of vital 

importance.  Policy reforms should reinforce each other.  In practice this is not always the case.  
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For instance, incentives may be given to exporters to reduce anti-export bias.  If at the same time 

protection to producers of intermediate goods is raised, then exporters are disadvantaged.  A 

final aspect of programme design is feasibility: reforms should be capable of implementation.  

In many programmes, conditions have simply been too ambitious.  To illustrate this point we 

can refer to the experience of Cote d’lvoire in the early 1980s, where tariff reforms were set by 

reference to effective rather than nominal tariffs.  The bureaucracy was ill-equipped to calculate 

and monitor a wide variety of effective protection rates.  

 

Having taken a decision to liberalise, should a programme be implemented rapidly or gradually?  Economic theory 

would suggest that, in the absence of distortions and with full factor mobility, it should be rapid.  In such 

circumstances adjustment would be smooth.  There are two general arguments for rapid reform: it gives strong 

signals to economic agents who will respond quickly and it does not provide opponents with time to mobilise.  On 

the other hand, a number of arguments can favour gradualism.  First, adjustment costs, notably unemployment, are 

likely to be higher if reform is rapid.  Theory also shows that even without distortions, adjustment might be sticky if 

some factors are sector specific.  This can be used to make a case for gradualism: it allows time for sector specific 

labour to retrain and permits sector specific capital to be written-off at some 'optimal' rate.  Second, gradualism can 

be defended on grounds of income distribution.  This relates to adjustment, in that one slows down the rate at which 

rents to factors in the unfavoured (post-reform) sector are reduced, providing more time for them to move into 

alternative uses.  This argument has a political dimension as opposition may be less vociferous if adjustment costs 

are mitigated.  Finally, there is a credibility argument for gradualism.  If a governm ent does not have a reputation 

for credible reform, then introducing a series of gradual reforms to which it demonstrates commitment can allow it 

to build up a reputation for credibility.  This is the crucial consideration which leads us to the conclusion that the 

speed of reform should be decided on a case by case basis guided by the objective of credibility. 

 

The key point from the foregoing is that trade liberalisation needs to be consistent with other reform measures, 

implemented at the appropriate time and appropriately sequenced.  This can be summarised broadly as follows: 

 

Establish the preconditions.  In practice this means securing political commitment to reform and 

signalling this early in the process.  It also means endeavouring to secure commitment by 

mobilising potential gainers and investing in the infrastructure required to sustain the reforms.  

Having the administrative capacity to implement reforms is also a precondition and often a 

binding constraint. 

 

Establish the economic foundations.  The prospects of successful adjustment are significantly 

higher if reforms are introduced against the backcloth of a (more) stable macroeconomy.  Thus 

reduction of the fiscal deficit, control of inflation, commitments to labour market reforms and 

above all securing a more realistic real exchange rate are important preconditions. 



 64

 

Trade Liberalisation.  Experience suggests that a vital first stage in trade liberalisation is the 

conversion of QRs to tariffs and the reduction of tariff exemptions.  Both serve to improve 

transparency whilst increasing the likelihood of fiscal enhancement.  The second stage is then 

tariff liberalisation, usually on a concertina basis, for political economy reasons, and some 

measure of export support. 

 

Economic Liberalisation.  Broader liberalisation can only be accomplished on the foundation of 

credible trade reforms.  In addition to maintenance of the trade reform programme, one would 

then move towards financial market reforms and the relaxation of capital controls. 

 

 

6.3  Capacity Building and Adjustment Assistance 

 

There are then a number of guidelines, developed on the basis of a wide range of country experiences, which if 

followed enhance the prospects of successful trade reforms.  These prospects can also be enhanced by appropriate 

investment in capacity building and appropriately targeted adjustment assistance. 

 

With regard to the former, we have already alluded to the critical need for an appropriate 

administrative infrastructure: appropriate both in terms of having the capacity to implement and 

oversee reform, and appropriate in terms of having the right kind of human capital in place.  

Many attempts at reform flounder because those charged with responsibility for implementation 

have not been appropriately trained.  This is a particularly pressing priority in small economies, 

as is the need to protect the bureaucracy from rent seeking behaviour.  One obvious area for 

adjustment assistance is therefore investment in the administrative infrastructure.   

 

Another area for adjustment assistance is the economic infrastructure, in particular 

transportation and communications.  We saw in Chapter 2 how the geography of the Caribbean 

region creates natural barriers which are a serious impediment to development in some sectors, 

especially those involving trade in perishable commodities.  Assistance to facilitate a more 

supportive transportation network could realise substantial dividends.  So too with 

communications.  The proliferation of wireless technologies offers enormous opportunities for 

bringing down communication costs, which are high by international standards, to the benefit of 

export activities in general and services based exports in particular.  Both transportation and 
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communications are areas where adjustment assistance to enhance capacity could be bought 

from the multilateral agencies. 

 

Other obvious areas for assistance are investments to facilitate factor mobility.  In other words, 

instruments which make it easier for factors to move from one sector to another.  Typically this 

means mechanisms for enhancing the geographical mobility of labour, (better information flows, 

relocation grants and such like) and/or the occupational mobility of labour, (re-training 

subsidies).  It may be the case that mechanisms are also required to facilitate mobility of capital, 

either by making it easier for firms to exit declining sectors and/or enter new expanding sectors.  

The key imperative regarding use of all such instruments is that they be time limited.  If not they 

become mechanisms for frustrating rather than promoting change.  Finally, there are a range of 

instruments available for stimulating export activity, ranging from institutional reforms, (export 

marketing agencies) to straightforward export subsidies. 

 

 

6.4 Key Adjustment Issues for the Caribbean  

 

Two key adjustment issues associated with each of the trade policy scenarios investigated in this 

study are fiscal adjustment and production adjustment. 

 

 

Fiscal Adjustment 

 
All of the trade policy scenarios involve a negative impact effect on customs revenue.  This may 

be partially offset at least in the case of restricted and extended reciprocity by any longer term 

growth benefits of extra-regional export expansion on the size of the taxable base (i.e. import 

volume) for customs duties.  Of course such beneficial dynamic effects would also increase 

revenue from non-trade taxes (other expenditure and income taxes) in all the policy scenarios.  

Indeed this potential effect is likely to be maximised in the full multilateral liberalisation case, 

since this policy position maximises the opportunities for extra-regional export growth.  The 

opportunity for substitution of non-trade tax revenue for trade taxes is also not exogenous to or 

uncontrollable by the national governments.  Any loss of revenue from import duties provides 

an incentive to develop or reform non-trade taxes.  Indeed such fiscal widening and 

development is desirable, given that trade taxes are often relatively inefficient tax instruments.  
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The constraints on the pace of policy, institutional and human capital reform may mean 

nevertheless that this is a medium to long term source of fiscal adjustment. 

 

In the shorter term the scale or pace of the fiscal adjustment required could be influenced by the 

product coverage, phasing or extent of duty reduction.  In the case of restricted (EU) or extended 

reciprocity (EU and US) for example, the detailed results in the appendices of this study could 

be used to identify potential sectors for exclusion from (full or partial) reciprocity or for slower 

implementation of reciprocity.  Indeed the implementation of any reciprocity could be phased in 

over time, in order to allow the implementation of non-trade tax reform. 

 

There is also scope for phased and partial reform in the case of the multilateral liberalisation 

option.  Indeed partial multilateral liberalisation is a more likely policy outcome of WTO-

inspired MFN negotiations than the full liberalisation scenario modelled in the earlier analysis.  

As an aid to any such negotiations, we report here on the fiscal implications of partial 

multilateral tariff reduction.  The same methodology and parameter values employed in the 

earlier experiments are used.  The impact declines in customs revenue (in millions of EC$ and in 

percentage terms) for a 25%, 50% and 75% reduction in the average tariffs on extra-regional 

imports from all sources are reported in Table 24.  It is interesting to note that partial 

multilateral liberalisation is in general less revenue-depleting than even (restricted) EU 

reciprocity only. 

 

 

 

Table 24 Fiscal Effects (1) of Alternative Partial Multilateral Liberalisations (by country) 

(in million EC$) 

 

 Alternative Reductions of CET  

 25% 50% 75% 

BARBADOS -44.8 (-19.2%) -98.6 (-42.2%) -161.5 (-69.2%) 

BELIZE -16.3 (-21.2%) -34.6 (-45.0%) -54.8 (-71.2%) 

DOMINICA -5.6 (-19.2%) -12.3 (-42.3%) -20.1 (-69.0%) 

GRENADA -8.0 (-19.1%) -17.7 (-42.2) -29.0 (-69.2%) 

JAMAICA -161.7 (-19.5%) -353.6 (-42.7%) -575.7 (-69.5%) 

KITTS&NEVIS -7.1 (-20.0%) -15.4 (-43.4) -24.9 (-70.2%) 



 67

ST LUCIA  -15.5 (-19.7%) -33.8 (-43.0%) -54.8 (-69.7%) 

TRINIDAD -135.8 (-21.5%) -286.3 (-45.4%) -451.3 (-71.5%) 

ST VINCENT -7.4 (-19.5%) -16.2 (-42.7%) -26.4 (-69.5%) 
(1)percentage effects in brackets are expressed relative to the estimated initial values reported in 

Table 16. 

 

For all of the countries a 50% multilateral liberalisation of the external tariff consistently is less 

revenue-depleting than in the EU reciprocity case.  EU reciprocity was predicted to induce 

impact declines in customs duty of between 62-78%, while the percentage decline for a 55% 

multilateral liberalisation ranges from 42% (Barbados and Dominica for example) and 45% 

(Belize and Trinidad).  Indeed even for a 75% multilateral liberalisation the fiscal decline is 

generally estimated to lower than the EU reciprocity case, with larger reductions predicted only 

for Belize and Trinidad in the case of multilateral liberalisation. 

 

 

Production Adjustment 

 

All of the trade policy experiments considered by this study would involve the further opening up of countries in 

the region to greater competition from extra-regional imports.  In the longer term the aim is to stimulate economic 

activity through increased export production.  In the short to medium term the change in domestic relative 

incentives and competition is likely to induce some declines in import-competing production, before resources can 

be moved into export sectors.  The extent of this adjustment problem would be fashioned of course by the speed 

and extent (product coverage or degree of tariff reduction) and by the extent to which other policies were used to 

facilitate adjustment (e.g. investment incentives, retraining incentives etc).  In this regard the present study gives 

detailed results about the sectoral impact of import liberalisation, that may be used to identify the most sensitive 

sectors.  These sectors might either be excluded or differentially treated by trade reforms as part of the negot iating 

process.  Similarly they may be subject to additional or special adjustment assistance/support measures.  Here we 

briefly illustrate how the potential production adjustment effects of import liberalisation identified earlier in the 

study (see Table 18) might be used to identify sensitive sectors or sources of domestic resistance to trade policy 

reform.  In Table 25 we match information for Trinidad on the actual structure of domestic production with the 

potential impact effects identified by the earlier empirical analysis.  Clearly greater adjustment problems are to be 

expected in those sectors which are both relatively important (i.e. account for a significant share of domestic 

production) and potentially subject to a high impact effect.  Recall that  the magnitude of the potential impact effect 

is directly related to the current level of tariff protection and the degree of substitutability between local and extra-

regional production.  For Trinidad therefore Table 25 indicates high potential impact effects in agriculture, textiles 

and food and drink, but in the first two of these cases the share of the economy’s output involved is relatively small.  

By implication one would conclude that the food and drink sector (with over 8% of total gross output) is likely to 

be sensitive sector in Trinidad.  Of course the actual sensitivity will depend on the extent to which the sector is 
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capable to respond to the increased import-competition, for example by increasing productivity and by shifting into 

export production. 

 
 

Table 25          Potential Adjustment Impact on Import-Competing Goods Production in Trinidad & 

Tobago (1998) 

    
          Activity Gross Output  Potential Impact Effect(a) 
 $TT mill %   
01. Agriculture, fishing and forestry 1209.9 1.7   
        Export agriculture     41.4 0.1  LOW 
        Domestic agriculture 932.1 1.3  HIGH 
        Cane farming and cultivation 236.4 0.3  HIGH 

    
02. Mining and quarrying 5399.2 7.5   
        Oil exploration and    
          production 5270.7 7.3  MEDIUM 
        Natural asphalt 53.7 0.1  LOW 
        Quarrying 74.8 0.1  MEDIUM 

    
03. Manufacturing 20020.2 27.8   
        Food, drink and tobacco 6026.2 8.4  HIGH 
        of which:    
          Sugar refineries   506 0.7  HIGH 
          Distilleries 294.5 0.4  HIGH 

    
        Textiles, garments, footwear     
          and headwear 157.7 0.2  HIGH 
        of which:    
          Garments 108.3 0.2  HIGH 
     
        Printing, publishing and     
          paper converters 735.7 1.0  LOW 

    
        Wood and related products 302.6 0.4  MEDIUM 

    
        Chemicals and non-metallic     
          minerals 9656.9 13.4  LOW/MEDIUM 
        of which:    
          Oil refineries 4930 6.8  MEDIUM 
          Petrochemicals 3137.2 4.4  LOW 

    
        Assembly type and related    
          industries 2582.8 3.6  LOW/MEDIUM 

    
        Miscellaneous manufacturing 558.3 0.8   

    
04-12 Other sectors 45460 63.1   
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Total Gross Output 72089.3 100.0   
    

(a) classification of potential adjustment impact based on detailed sub-sector estimates reported in 
Table 18 - LOW (0-15%), MEDIUM (16-30%), HIGH (>30%).  
 

 

6.5 Conclusions 

 

Experience with adjustment programmes and liberalisation episodes over that last 20 years has 

demonstrated conclusively that implementation strategies are important.  In this Chapter we 

have focused on a number of implementation issues.  We began by discussing two potential 

adjustment problems – fiscal depletion and unemployment –  either of which could compromise 

the prospects of successful implementation.  We then went on to discuss the preconditions and 

sequencing conditions under which success is more probable.  Finally we considered areas 

where investment in capacity building and adjustment assistance are likely to be beneficial.  

There are lessons to be learned from the experience of others and indeed, in the Caribbean 

region itself which can inform the preparation for and implementation of trade reforms, to 

enhance the prospects of successful liberalisation.  
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7  EMERGING POLICY ISSUES 

 

7.1  Introduction  

 

We have reported on a range of results, some partial equilibrium, some general equilibrium, of 

alternative negotiating scenarios.  As well as pointing to potential gains, different scenarios also 

point to some challenging adjustment issues for the region.  These need careful thought and 

management and we return to them in the next Chapter, alongside an analysis of the 

implications for capacity building, appropriate migration strategies and policy consistency.  

Before we do however, we need to remind ourselves of the fact that negotiations on the post 

Lome environment will not be taking place within a vacuum.  Over the period in question 

several other major developments are possible, not the least of which is the potential launch of a 

further Round of multilateral trade negotiations (MTNs).  In this Chapter we review the issues 

likely to emerge in a new Round and the particular interests of developing countries. 

 

 

7.2 Developing Countries and the Millennium Round 

 

It is tempting to assume that the WTO is dominated by large countries and the agendas of MTNs 

are therefore dominated by large country interests.  It would clearly be naïve to assert that size 

does not matter and outcomes are unaffected by bargaining power.  Equally however, it would 

be a mistake to assert that size is everything.  Unlike, for example, the IMF where voting power 

is proportionate to size, in the WTO each signatory has an equally weighted vote.  As we saw in 

the Uruguay Round, collective action by groups of developing countries was effective in 

shaping the agenda as well as a number of the outcomes, (see Whalley 1991, 2000).  More 

recently, as we saw at the Seattle Ministerial in December 1999, a new Round will not be 

launched without a negotiating agenda which is inclusive. 

 

What then are the interests of developing countries (small and large) in a new Round?  In a 

recent re-appraisal of developing country interests, Krueger (2000) identified a number of issues 

where they had a common interest, a number of issues of interest to significant groups of 

developing countries and a number of bargaining issues.  Take first those of common interest.  

These include: 
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• Making sure the Uruguay Round commitments of particular interest to developing countries 

are implemented in full and on schedule.  Of particular note here, not least to Caribbean 

countries are the agreements on agriculture and the MFA. 

• Insulation against the use of anti-dumping and countervailing duty actions as protective 

rather than fair trade measures. 

• Facing off the attempts by some developed countries to obtain access to protective measures 

against developing country exports via labour standards and/or environmental agreements. 

• Securing credit for unilateral liberalisation measures which have been implemented by 

developing countries outwith MTNs. 

• Securing greater capacity within WTO to enable developing countries, especially small ones, 

to defend their interests in WTO dispute settlement mechanisms. 

 

This is a large front on which developing countries can have common cause.  To this list can be 

added a number of other issues on which large groups have common interests.  These include 

gaining further concessions from the ‘North’ on agricultural trade (both tropical and temperate 

zone); further tariff liberalisation in general, but liberalisation in particular which is geared to 

reducing the high rates of effective tariffs which still persist in many sectors; promoting a more 

comprehensive and coherent multilateral investment code.  Last, but not least, there is the 

special status of the least developed, for whom a range of S and D provisions remain in place.  

Clearly, for such provisions to make a difference, they need to be targeted at those most able to 

benefit and they need to be implemented.  Table 26 which is taken from Whalley (2000) spells 

out the specific elements of S and D that could be enhanced, to the benefit of the least 

developed, in a new Round.   

 

Developing countries do therefore have a very strong interest in a further Round of MTNs.  

They have potentially a lot to gain and on which they can negotiate collectively and effectively.  

This should not be lost sight of in thinking about further regional commitments to liberalisation 

and/or bilateral negotiations with the EU and/or US.  It is vital to ensure that negotiation 

objectives across all fronts are consistent rather then inconsistent. 
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Table 26   Some Possible Elements in an Enhancement of SDT in the Millennium Round 
 
1. Transparency/Monitoring/Use of SDT Commitments 
 

• Annual SDT report (parallel to TPRM exercise) which estimates gains from SDT, 
highlights non-implementation. 

• More assertive use of existing commitments, even if loosely worded.  They include 
SDT commitments in pursuit of alternative measures to anti-dumping by developed 
countries, and seeking a possible strengthening (rewriting) of Part IV to provide some 
discipline on antidumping is another. 

 
2. Bound Margins of Preference (GSP)/Agriculture 
 

• Explicit extension of GSP schemes to cover agriculture. 
• Margins of preference towards developing/least developed on agriculture to be bound in      

      WTO. 
 
3. New Instrument Areas for Developing Countries (Anti-Collusion Duties for Developing Countries) 

 
• Several least developed countries experience collusive behaviour in their domestic 

markets with a small number of foreign suppliers.  With no extraterritorial reach of 
competition policy (or even any competition policies) increases in tariffs can extract a 
portion of collusive rents.  Tax policy can be used for this purpose, but is usually 
constrained by double taxation treaties.  Rights to use anti-collusion duties, increasing 
tariffs above bound levels, for these purposes would be the issue. 

 
4. Broadening Area Negotiations (Developing Country Property Rights) 
 

• Broadening TRIPs negotiations to cover wider developing country property rights issues 
than just intellectual property could be in the interests of developing countries.   
Particularly key could be property rights related to traditional practices, including rights 
to compensation for use of traditional remedies in the biotechnology area.  Wider 
environmental property rights protection might also be pursued. 

 
 
 
Source: Whalley (2000) page 1079 
 
 
 
 
 
 
 
 
 
 
7.3 New Issues 
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The agenda for trade policy negotiations at the regional and multilateral level was widened as a result of both the 

Uruguay Round (UR) of trade negotiations and post-Uruguay Round developments.  The TRIPs Agreement 

required WTO members (according to differing time horizons – within 5 years in the case of developing countries) 

to apply the principles of MFN and national treatment to the protection of intellectual property rights (IPRs).  The 

agreement therefore extends the area of IPRs covered (e.g. to copyright protection to computer software, the 

requirement that patents be available for all process and product inventions) and extends the protection provided by 

earlier international conventions.  For many small developing countries, however, with small or undiversified 

manufacturing and export bases the TRIPs agreement will necessitate legislative changes or extensions but have 

relatively little impact on the nature and direction of their development strategies.  Of course the export 

competitiveness of specific ‘initiated’ products (designs or trade-marks) may be eroded by the additional cost of 

acquiring technology, subject of course to the difficulties of policing or to the costliness of enforcement in the case 

of small producers.  Even if stronger protection of property rights is achieved, it should be acknowledged that the 

correct ‘pricing’ of technology may encourage the adoption of appropriate technologies and improve export 

performance in the longer term.  Whatever the final balance of costs and benefits in general or specific cases, the 

consequences of the TRIPs agreement are likely to be long term for most small, developing countries. 

 

By contrast the TRIMs (trade-related investment measures) agreement is of potentially greater 

short term significance to developing countries.  This outlaws (over a five year period for 

developing countries) trade distorting measures such as local content requirements, minimum 

export requirements which have been widely used by developing countries (invariably to offset 

or redistribute the rents provided to foreign investors by special incentives or by a dominant and 

protected position on the domestic market).  Although more liberal trade policies will reduce the 

incentive for their use, the attractiveness of ‘quid pro quo’ measures will remain in small 

developing countries with non-negligible trade barriers and potentially dominant foreign-owned 

production.  Constraining the use of TRIMs by such countries will constrain policy options and 

alter the relative bargaining power of foreign investors (especially multinationals) and host 

governments.  It should be recognised however that trade policy liberalisation alters the 

motivations for inward investment, with greater focus on comparative advantage and export 

markets than on dominance in the domestic market.  In any case it is also the case that the 

introduction of these constraints on policy options is likely to encourage pressures for further 

extending WTO disciplines into competition and investment policy issues.  Indeed there is a 

commitment in the TRIMs agreement to evaluate their role in the wider context of competition 

and investment policies. 

 

The post-UR trade policy discussions within the WTO have tended to continue the process of 

widening the agenda beyond bargaining over border instruments.  In particular the debate has 
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widened to include differences in the nature or standards of domestic policies relating to labour, 

environmental, competition and investment conditions and policies and the way in which these 

affect the ‘fairness’ or otherwise of international competition and trade.  The pressure for 

including these additional ‘new’ issues within trade negotiations emanates largely from the 

high-income, industrialised countries sensitive about the new competitive challenges induced by 

globalisation and deeper regional integration.  Domestic pressure groups can claim that 

countries with low labour or environmental standards or with tax competition or generous 

investment policies enjoy ‘unfair’ advantages.  These voices argue that such advantages need to 

be eliminated prior to further liberalisations and call for a clearer link between these new 

standards issues and trade policy.  

 
In general the ‘fair trade’ pressures for forcing ‘labour’ and ‘environmental’ issues into trade negotiations are 

neither based on sound argument nor are in the interests of developing countries.  Social or green clauses which 

artificially eliminate the source of international cost differences merely reduce the need for adjustment in the higher 

labour and environmental cost countries, reduce trade opportunities and thereby reduce the scope for gains from 

international trade and specialisation.  By contrast there is a more robust case and a greater developing country 

interest in stronger international disciplines on competition and investment policies. 
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7.4 Minilateral and Multilateral Negotiating Strategies 

 

As we showed at the outset, by reference to whatever criterion we wish to use, CARICOM is small not only in 

comparison to its two most important trading partners, the US and the EU, but also by reference to other countries 

in the region.  We have argued in this Report that the ranking of benefits from alternative integration arrangements 

is such that multilateral liberalisation dominates the alternatives of reciprocal liberalisation with the EU and 

extended liberalisation with the EU and US.  The (collective) size of the Caribbean countries relative to the EU and 

US also provides a political economy argument in favour of multilateral liberalisation. 

 

The argument is a simple one.  Any attempt to negotiate a reciprocal arrangement with the EU (or US) is by 

definition a bilateral negotiation.  There is obviously a massive imbalance in bargaining power between the two 

parties with Caribbean countries being supplicants.  The process of multilateral negotiations is clearly more opaque 

and rather more complicated.  However, not only do the EU and US find themselves pitted against each other, but 

also against a range of other coalitions.  It is not therefore as straightforward for either power to impose its will as 

in bilateral negotiations, with a smaller party.  Moreover, in a multilateral setting small countries do have the 

opportunity to engage in coalitional activity with other small countries – a process that has been well documented in 

the Uruguay Round negotiations by Whalley (1989).  Some of these coalitions were extremely effective, the Cairns 

Group being a very good example.  As we saw in an earlier section the Caribbean countries do have an interest in 

many of the issues which could figure in the next Round of MTNs and more to gain than in regional negotiations. 

 

 

7.5 Conclusions 

 

At the top of the agenda for (minilateral and multilateral) trade negotiations are the classic trade policy border 

measures – tariffs and non-tariff barriers – and special and differential treatment.  It is vital to acknowledge 

however that there is an agenda of emerging policy issues which will shape in large measure the next WTO Round 

of MTNs.  Caribbean countries have a beneficial interest in many of these issues and a strong incentive to be fully 

engaged in the negotiations. 
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8 CONCLUSIONS  

 

The purpose of this study is to provide background analysis to inform the Caribbean Regional Negotiating 

Machinery’s deliberations on alternative negotiating strategies.  Our Report began by reflecting on the context 

against which a review of negotiating objectives and strategies must take place: increasing globalisation as natural 

and man-made barriers fall and technological progress gathers pace.  We also reflect on some of the constraints 

associated with the fact that most Caribbean economies are small island states.  The core of our Report is the 

detailed economic evaluation of alternative integration or liberalisation scenarios.  Our focus was on narrow 

reciprocity with the EU and US and full reciprocity with all trading partners.  Both partial and general equilibrium 

analysis was deployed.  Greater reliance was placed on the former since it permitted us to investigate effects on a 

country by country basis, though the general equilibrium analysis also allowed us to probe dynamic effects albeit 

for a single country.  Bot the partial and general analysis suggest that restricted reciprocity with the EU is an 

inferior policy option to both extended reciprocity and full multilateral reciprocity. 

 

Whatever strategy is pursued, there are likely to be adjustment issues to be faced.  Our analysis therefore proceeded 

to consider the strategies which might minimise or even avoid adjustment costs, paying particular attention to fiscal 

and production adjustment.  Finally, we ended where we began by reflecting on the broader context/agenda on 

which negotiations will take place. 

 

We have not seen it as part of our remit to make recommendations, but hope that the analysis will add value to the 

RNM’s deliberations. 
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Appendix 1: Modelling Framework and Detailed Results 

 

A.1.1  Modelling Framework  

 

This Appendix considers initially the CARICOM import side of a REPA, and in particular how 

the liberalisation of imports only from a specific trading partner like the EU might affect trade, 

production and customs revenue in the importing region.  It also considers the net welfare 

effects on individual importing countries and distribution of these effects between producers and 

consumers.  Initially the anti-monde or reference point for the analysis is assumed to be a 

prevailing system of non-discriminatory common external tariffs (CET).  We set up some 

standard, partial equilibrium analysis as a basis for interpreting the data.  In doing so we can 

illustrate how the precise effects will be sensitive to what is assumed about the substitutability 

between locally produced goods and imports (or between imports from different sources) and 

about the nature of cost conditions applying to the various potential suppliers to the importing 

country in CARICOM.  We do not consider all possibilities but focus on the two most likely 

circumstances, namely: - 

i) a perfect substitution world, with local exporters being able to supply CARICOM with 

increasing costs and the EU and the rest of the world (ROW) at constant cost (i.e. 

CARICOM is represented as small relative to both possible extra-regional suppliers). 

ii) an imperfect substitution world, with local or regional suppliers having a rising supply 

curve and both the EU and ROW facing constant costs or a horizontal supply curve. 

 

 
Perfect substitution case 

 

Figure 1 summarises the basic set up for a small home country member (H) of an initial 

common market of a shift from non-discriminatory to discriminatory external tariffs, where DH 

represents the home country's demand for imports, SP the partner’s supply of exports, and SEU 

and SROW are the respective export supply functions for the two outside country groupings.  In 

the case of fig. 1 we assume for expositional convenience that PEU >PROW , therefore subsequent 

discriminatory trade policies by the FTA towards the outside countries can have both trade 

creating and diverting effects.  We start with an FTA and a non-discriminatory (ad valorem) 

tariff (t) on extra-regional imports (where ( )tPP ROW
t

ROW += 1  but P t
EU is not shown in the case 

of the higher cost EU supplier).  The home country imports OM 2 in total, with OM1 coming 



 78

from the partner country and M 1 M 2 from the rest of the world (ROW).  By ruling out a 

domestic production capability for simplicity, we can define welfare (W) by reference to 

consumer surplus with respect to the import demand function, DH.  Thus WFTA for the home 

country is given by the triangle ABPt
ROW plus the tariff revenue on extra-regional imports (area a 

+ b). 

 

Now assume that the FTA introduces a discriminatory tariff policy towards extra-regional 

countries, and as a result of a REPA with the EU continues to impose tariff t on imports from 

ROW but allows imports from the EU in duty free.  The relevant supply price is now PEU, with 

the total quantity of imports expanding from OM 2 to OM3  and imports coming wholly from the 

EU.  There are strictly three components of this trade-effect of the REPA; a consumption-

induced trade creation effect M 2 M 3 , a extra-regional ‘trade diversion’ effect M 1M 2 , and a 

regional displacement induced ‘trade creation’ effect OM1 .  The last two effects need more 

careful explanation, however.  In the case of standard PTA analysis trade diversion usually 

relates to diverting trade from more efficient extra-regional suppliers to less efficient intra-

regional suppliers.  The REPA, however, diverts between extra-regional suppliers; M1 M 2 is 

imported from the less efficient EU rather than the ROW.  The resource cost of this is 

represented by the area b , with total tariff revenue lost by the home country being area (a + b).  

Similarly, in terms of standard FTA analysis trade creation usually describes the displacement of 

less efficient home production by globally efficient extra-regional production.  In this case, 

however, the REPA involves the replacement of intra-regional imports by more (but here not 

necessarily globally) efficient extra-regional imports from the EU.   

 

The regional resource-saving on this ‘trade-creation’ (or trade source substitution) effect is 

shown by area c in fig. 1. This and the loss in producer surplus for partner country exporters 

(area d) allow consumer surplus on this component of the trade effect of the REPA to increase 

by area (c + d).  Thus, the welfare implications for the home country of shifting from the FTA to 

the REPA are ambiguous, the consumption and trade-creation effects increasing welfare and the 

trade-diverting effect reducing welfare i.e. ∆ W = (c+d+e) - b.  Clearly the more efficient the 

EU, the smaller the costs of trade-diversion and the greater the probability of a welfare-

improving REPA.  Indeed in the extreme as SEU♦ SROW then the REPA tends toward the free 

trade outcome. 
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Figure 1: Effect of an EU-CARICOM REPA  
(Perfect substitution case) 
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Figure 1 usefully captures the three types of trade effects, but there are other possible 

complications for any empirical modelling of a REPA that need to be mentioned.  Firstly, we 

represent the post-REPA imports OM1 as displacing intra-regional trade because it was assumed 

that there is no local production in the home country.  There may also be displacement of home 

production by extra-regional (EU) imports; this will be now local (rather than regionally) 

welfare-raising on efficiency grounds, but the redistribution of any producer surplus is now from 

home rather than other regional producers to local consumers.  Secondly, it should be noted that 

fig. 1 is constructed to be an extreme case; pre-REPA there are imports only from the regional 

partner or the ROW and no imports from the EU, while post-REPA, the EU becomes the sole 

source of imports.  This extreme result would not be produced for example if the regional import 

supply curve (SP) was constructed so as to cut SEU from below.  Similarly some imports from the 

EU (the ROW) may exist prior (post) to the REPA, if the EU supply was upward sloping.  In 

this case the price of imports to local consumers may or may not fall.  In which case there is 

some ambiguity from first principles as to the pattern of trade and welfare effects.  Note also this 

analytical framework causes difficulties for operationalisation, because the “price-effect” of 

introducing the REPA is ambiguous.  With an upward sloping SEU curve there may be no price-

effect.  By constrast, in fig. 1, as the cost competitiveness of the EU increases and SEU tends to 
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SROW (i.e. the SEU is globally efficient), the price-effect of discriminatory tariff-removal tends to 

the full amount of the common external tariff.  Note in the case where the EU is globally 

efficient (i.e. the least cost producer or at least no more higher cost than the ROW), the EU will 

tend to dominate the regional market before and after the introduction of a REPA.  The REPA is 

equivalent to multilateral liberalisation: there will be no trade diversion between extra-regional 

import sources, only the regional/local displacement and consumption expansion effects of trade 

liberalisation. 

 
Table 1  Summary of Trade and Welfare Effects of a REPA (Import-side) 

(Perfect substitution case) 
 
 

TRADE EFFECT 
TRADE 

CREATION 

 
 

TRADE 
DIVERSION 

 
Displacement of 

Regional 
Trade/Production 

Consumption-
expansion 

“Price Effect” (3) “Price Effect”  “Price Effect”  IMPACT ON:- 
Zero Full Zero Full Zero Full 

 
LOCAL 
CONSUMERS 
           - welfare 
 

 
 0 

 
> 0 

 
 0 

 
> 0 

 
 0 

 
> 0 

REGIONAL 
PRODUCERS 
           - efficiency (1) 

 

 0  0  0 > 0  0  0 

           - rents (2) 

 
 0  0  0 < 0  0  0 

GOVT TAX 
REVENUE 
 

< 0 < 0  0  0  0  0 

 
NET NATIONAL 
WELFARE 
 

 
< 0 

 
≤ 0 

 
 0 

 
> 0 

 
 0 

 
> 0 

 
(1)  increases in efficiency involve lowering of local production and employment in import-competing activities  
(2)  shorthand term to describe producer surplus 
(3)  extent of fall in domestic price of imports following REPA 
 

 

The pattern of possible import effects on a member state of a small regional trading block (FTA) 

from introducing a REPA is summarised (for the non-differentiated goods case) in Table 1.  
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Local consumers cannot be harmed by the REPA, and will benefit if imports from any source 

fall in price as a result of discriminatory tariff reduction.  Regional producers will also be 

concerned to the extent that local prices are driven down, and there is a reduction in regional 

(local or regional partner) production and redistribution of any rents to local consumers.  This 

reduction of production is an efficiency gain in terms of traditional, static welfare analysis, but 

brings with it adjustment costs to local producers and workers and other potential political 

economy costs for governments in the host country or regional partner.  Governments will also 

be concerned by the fiscal implications of trade diversion, which must cause a fall in customs 

revenue; the extent of revenue decline being greater the amount of trade diversion following the 

REPA and the higher the tariff. 

 

 

Imperfect substitution case 

 

We have to drop the initial assumption that the EU is a constant cost supplier in order to allow 

for the possibility of the EU and ROW supplying the regional market before and after the 

introduction of the REPA.  For other than highly specific products (i.e. at a very fine level of 

product disaggregation) it is not realistic to assume the absence of multiple sources of supply 

pre-REPA or that the REPA will consistently divert all imports to EU sources for a broad 

category of products.  If we want to retain the constant cost supplier assumption for the EU (and 

this is quite reasonable in the present context given the relative sizes of the EU and CARICOM), 

then it may be more appropriate to relax another assumption.  Specifically we need to drop the 

assumption of undifferentiated products.  Given differences in technologies and tastes between 

countries, one might appropriately view the imports in a particular category as being 

differentiated by source of supply.  In terms of our present analytical framework we might view 

goods produced in the region (locally or in the regional partner) as being differentiated from 

extra-regional imports, and EU imported varieties being differentiated from ROW varieties.  

Fig. 2 illustrates this, with three related markets for a category of imports in the home country.  

We retain the pattern of cost relationships; the EU and ROW are constant cost suppliers and the 

regional partner (P) is an increasing cost supplier of the regional varieties.  Note also that cost 

levels and prices can now vary for the different varieties.  Initially (i.e. pre-REPA) import prices 

in market H are respectively PP, PROW (1 + t) and PEU (1 + t) [i.e. the duty-free price for regional 

imports and the duty-inclusive price for imports from the ROW and EU].  The corresponding 

import volume from the three sources are OM1, OM2 and OM3.  Following the REPA 
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(reciprocity with the EU and continued application of tariff t on imports from the ROW) the new 

equilibrium for EU varieties shifts to the price-quantity combination of PEU and /
3OM .  This 

increase in imports from the EU is analogous to the consumption-induced trade creation effect 

described earlier, with the analogous consumer welfare gain represented by the area of triangle 

e.  In the other segments of the market, the fall in the price to local consumers of EU imports 

implies an increase in relative prices of imports from other sources.  P
HD  and ROW

HD  shift 

inwards to 
/P

HD  and 
/ROW

HD  respectively.  The volume of imports from the rest of the world 

contracts from OM2 to ;/
2OM  this decline in imports ( )MM( 2

1
2  captures the trade diversion 

effect.  As in the perfect substitution case this diversion of imports from the ROW results in a 

fall in customs revenue; represented by the area of rectangle b  in fig. 2.  (Note that we are 

viewing EU and ROW producers as competitive, i.e. competing with each other to supply the 

CARICOM market.  This means that there are no monopoly profits outside of the region, which 

would complicate the analysis.) 
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Fig 2 
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In the case of intra-regional imports there is again a shift towards EU sources i.e. intra-regional 

imports fall from OM1 to ,/
1OM  with the decline 1

/
1 MM  being analogous to the displacement of 

regional production described in the perfect substitution case.  This again will directly involve 

declines in regional production, employment and producer rents.  The welfare effects are 

however much less clear cut than in the perfect substitution case.  Neither P
HD  nor 

/P
HD  

represent the demand function for regional varieties under undistorted conditions, i.e. with 

uniform taxation of imports from all sources.  In the imperfect substitution case we introduce 

some further ambiguity as to the welfare and distributional implications of a REPA.  However it 

is a simpler analytical framework to empirically operationalise, and appears more appropriate 

for the non-product specific level of aggregation that by necessity will be used in the present 

empirical investigation.  We turn therefore in the next section to an explanation of how this 

framework is empirically operationalised in the present study. 

 

 

A.1.2  Operationalising the Modelling Framework  

 

Trade effects 

 

We adopt a modelling approach which allows for the possibility of imports to any member of 

the regional trading group being simultaneously from other members, the ROW and the EU.  In 

line with the labelling of figs. 1 and 2 in the previous section, we label these as type 1, 2 and 3 

imports respectively.  Thus iM∆ will measure the change in imports from area i as a result of a 

policy experiment/simulation; 1M∆ (CARICOM), 2M∆ (ROW), and 3M∆ (EU).   In the case of 

a REPA 1M∆ and 2M∆  directly capture any substitution of import source from region 1 and 2 to 

the EU.  Strictly this should be included in the measure 3M∆ , but for presentational 

convenience we restrict 3M∆ to the direct consumption-induced trade creation effect on imports 

from the EU (as in fig. 2).  We can estimate this consumption effect in value terms (setting PEU 

to unity) only by reference to the existing import levels from the EU as follows: - 

 

33 ..
1

Me
t
tM D

M+
−=∆                                      (1) 

where D
Me = elasticity of demand for imports 

               t = pre-REPA tariffs applied to imports from region 3 (EU) 
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           M3 = pre-REPA value of imports from region 3 (EU) 

 

In the case of trade creation induced displacement of regional trade ( 1M∆ ) or trade diversion or 

displacement of the source of extra-regional trade ( 2M∆ ), the extent of import source-

substitution for an initial given level of imports from region 3 can be measured via the elasticity 

of import substitution concept as follows: - 

 

 iii M
t

t
M ..

1 3σ
+

−
=∆                                    (2) 

                               [i = 1,2] 

 

where 3iσ = elasticity of import substitution between imports from region i and 3 (EU) 

           iM = initial pre-REPA relative import levels 

 

 

Revenue effects 

 

Displacement of intra- by extra-regional imports in the case of a REPA involves no loss of 

customs duty revenue.  Trade diversion i.e. extra-regional trade source substitution does 

however induce a fiscal effect.  Continuing to set import prices to unity, we can calculate this 

direct revenue (R) loss as: - 

 

 0
32. tMMtR −∆=∆                (3) 

 

where 2M∆ = change in value of imports from source 2 (ROW) due to REPA 

  0
3M = initial or pre-REPA level of imports from region 3 (EU) 

 

 

Welfare effect 

 

In the previous sections it was established that the possible welfare effects of a REPA differ 

between perfect and imperfect substitution cases.  Here we utilise the imperfect substitution case 

for empirical purposes.  We therefore exclude any quantitative welfare assessment of intra-
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regional trade displacement.  Clearly there will be a tendency to redistribute from producers to 

consumers within the region as a result of the REPA, but we may be understating the potential 

gains of trade creation if the perfect substitution model is more appropriate.  On the other hand 

there is an offsetting tendency here to overstate the costs or losses by recording all the customs 

revenue fall as a welfare loss.  In the case of the perfect substitution model some (at least) 

revenue loss to government will be offset by consumer gains from lower import prices.  To the 

extent that these effects tend to be mutually offsetting we can estimate the net welfare (W) 

effects of (extra-regional) trade creation and diversion represented by the area (e + b) in fig. 2 as 

follows: - 

 

 =∆W  ½ t RM ∆+∆ )( 3              (4) 

 

where 3M∆ is given by eq. (1) 

           R∆ is given by eq. (3) 

 

 

A.1.3: Data and Elasticity Estimates 

 

Trade data 

 

Each of the formulae (eq. 41♦ ) described in the previous section are applied to 2 digit level 

(SITC classification; value of imports in EC$) trade data for the following countries and years: - 

 

Year Country 

1998 Barbados, Belize, Grenada, Jamaica, St 

Lucia, Trinidad, St Vincent 

1997 Dominica, St Kitts and Nevis 

 

The data was very helpfully processed for this study and provided electronically by the Statistics 

Section of the CARICOM Secretariat.  The assistance of the Programme and Deputy 

Programme Managers of the Statistics Section are gratefully acknowledged.  (Note that no data 

is available for Antigua and Barbuda, Montserrat and Suriname and would have been available 

for Guyana only for 1994.)   
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Elasticity estimates 

 

Import demand and substitution elasticities were not available from earlier studies for the 

Caribbean region, in particular with comprehensive coverage or at the level of disaggregation of 

the present analysis.  Data and resources prevented also the estimation of the required 

parameters as part of the present work.  The required parameters were therefore proxied by 

estimates widely used in other empirical trade studies.  The import demand elasticities ( D
Me ) 

were based on R. Stern et al.  A Compendium of Price Elasticities in International Trade 

(Macmillan) and the import source substitution elasticities )( 3iσ from the Global Trade Analysis 

Project (GTAP) behavioural parameters file (Hertel et al, 1999).  In both cases we are 

constrained to assuming that the elasticities for a particular product group are the same for each 

CARICOM country.  

 

The import demand elasticities for the 2 digit level HS Code were matched up with the trade 

data.  The import substitution elasticities also were not in general as disaggregated as the trade 

data, with a given GTAP commodity value being allocated to a number of trade categories.  

Table 2 sets out the relevant values used for each SITC 2 digit category. 

 

Note that this study uses what GTAP describes as the domestic to imported goods elasticity as 

the regional to extra-regional import substitution elasticity (i.e. 13σ in eq. 2), with the extra-

regional source elasticities (i.e. 23σ in eq. 2) set at twice the value of regional to extra-regional 

elasticity.  Differences in preferences or technologies between the region and outside of the 

region, combined with a tendency to prefer or protect (through policy or natural barriers) local 

products, are usually used to defend this differential. 

 

 

Tariffs  

 

Given the level of aggregation (i.e. greater than individual tariff lines), it was necessary to 

estimate current average tariffs at the 2 digit level of the trade classification for each CARICOM 

member.  This was available only for Trinidad and Jamaica from the recent Trade Policy 

Reviews and for Barbados from customs collections data made available by the Customs 

Department.  In all these cases some matching of data for differences in classification with the 

trade data was required.  The average tariffs which resulted from this matching are set out in 
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Table 3.  In the case Barbados the average was also adjusted to provide for an estimate of the 

average tariff on extra-regional rather that total trade.  For all the countries for which ‘own’ 

averages were not available, the study used averages of the rates for Barbados, Jamaica and 

Trinidad. 
 

 
Other Policy Experiments 

 

In order to provide reference points for the estimated effects of a REPA, we also consider 

several other policy scenarios.  Specifically we re-estimate the direct/partial equilibrium impact 

(trade, revenue and welfare) effects on the import side of: - 

 

i) extending reciprocity also to the US. 

(Redefining region 3 for estimation purposes as encompassing both the EU and US) 

 

iii)  multilateral (full CET elimination) rather than preferential trade liberalisation.  

(Redefining region 3 for estimation purposes as encompassing all non-CARICOM 

sources, dropping the trade diversion terms and estimating revenue effects on total extra-

regional imports) 
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table 2 here 
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table 3 here 
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A.1.4  Detailed Results 

 

For each of the sixty-three 2 digit categories for which there may be imports in SITC divisions 

O-g (excluding the idiosyncratic categories in division 9), the study estimated each of the partial 

equilibrium or impact trade effects ( iM∆ for i = 1, 2, 3) and revenue )( iR∆ and welfare )( iW∆  

described in Section A.2.3. for each of the CARICOM countries for which suitable trade data 

was available.  These are reported in the following:- 

 

Table A.1 for Barbados 

Table A.2 for Belize 

Table A.3 for Dominica 

Table A.4 for Grenada 

Table A.5 for Jamaica 

Table A.6 for St Kitts and Nevis 

Table A.7 for  St Lucia 

Table A.8 for Trinidad and Tobago 

Table A.9 for St Vincent 

 

The tables set out the detailed results for each of the policy experiments described in the 

previous section. 
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Abstract. This paper provides a clear ranking among CARICOM policy options (multilateral non-
discriminatory liberalisation generally scores better than regional agreements), and extends the debate on the 
robustness of that ranking. A special effort has been made to clarify available "modelling options" to take 
into account the evolution of regional as well as global scenarios. Different choices in the closure of 
international markets are examined as well as different adjustment mechanisms for the labour market and 
the government budget. Besides, an additional dose of reality is added to this study's results when it 
attempts to assess the effect of different sequences in sectoral liberalisation (big bang or gradual opening) 
by comparing the associated GDP growth rates and adjustment costs. 
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1. Introduction 
 
This paper's primary objective is to offer a sound quantitative analysis of the trade policy 
options opened to Jamaica, with a special reference to the CARICOM current negotiation with 
the European Union (EU), hopefully the study will be extended to include all the countries part 
of CARICOM1. By using a dynamic computable general equilibrium (CGE) model based on an 
appropriate database, we simulate different trade policies strategies and compare them in terms 
of aggregate welfare and GDP measures as well as in terms of sectoral and regional outcomes. 
A special effort has been made to clarify what are the available "modelling options" to take into 
account the evolution of local as well as international policies and economic environment. In 
particular different choices in the closure of the labour market are examined as well as different 
adjustment mechanisms for the government budget. 
The use of a numerical simulation model is also justified from a policy-advice point of view. Its 
results are firmly grounded in established economic theory and can offer much clearer guidance 
to policy makers than simple intuition and should complement any partial equilibrium analyses. 
Policy makers will face a high level of complexity in the negotiations, which involve multiple 
agreements and numerous countries and regions. 
We have run 3 main scenarios: the first one is a unilateral complete liberalisation of trade by the 
Jamaica (this serves more as a benchmark case than a feasible policy option). The other 
scenarios consider regional liberalisations with respect to the EU only – this will be called the 
restricted reciprocity scenario – and the EU jointly with the US – the extended reciprocity 
scenario.  
 
A main result of this exercise, with all its limitations, is the production of a clear ranking among 
policy options, and that this ranking is quite robust, across different factor markets and trade 
specifications/elasticities. The model also provides indications on the structural adjustments, 
which the economy undergoes due to trade policy reform. Given that trade reforms usually 
creates winners and losers it might be important for its sustainability in the long term to have 
some ex-ante detailed sectoral information on the possible outcomes.  
 
This result is also maintained in a dynamic version of the model presented in the second part of 
this paper.  
 
The paper is structured as follows. The next section provides some background information on 
the current economic situation of Jamaica and its level of protection. The following section 
describes the static version of the model and the main results of for the different policy scenarios 
examined. Section 4 develops the dynamic version of the model and describes its results. A final 
section concludes the paper. 
 
 
2 Jamaica’s structure of production, income, trade and import protection 
 
The Jamaica’ SAM provides the basic data set for the CGE model used here. This SAM was 
derived from another study2, and it collects into a single consistent framework data for 24 
sectors for the base year 1993. 
 This section presents some information on the structural features of Jamaica’s economy, which 
is particularly useful for the interpretation of the simulation results reported later.  

                                                                 
1 For 1996, Jamaica’s population and GDP accounted for 40.5% and 28.2% respectively of CARICOM total 

values. 
2 Ref […] 
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Table  2-1 shows structural data for Jamaica. For each of the 24 sectors considered here and three 
aggregate macro-sectors (agriculture, manufactures and services), the benchmark data for  shares 
of gross output (column 1), value-added (2), total demand (3), exports (4), and imports (5) are 
shown. These columns summarise the sectoral composition of production, income, supply, 
demand, and trade in Jamaica. 
Services register a large share of the production, generating more than 50 per cent of gross 
output and 66 per cent of value added. Correspondingly primary sectors represent 13 per cent of 
production and 16 per cent of value added3. Given a different production technology and a 
larger consumption of intermediate inputs, the manufacturing sector’s share of gross output (30 
per cent) exceeds its value added share (19 per cent); while the opposite is true for services.  
Columns 4 and 5 list export and import shares. It can be seen that manufacturing jointly with 
mining records above three-quarters of total trade flows. Notice also – in columns 7 and 8 – that 
exports and imports shares of output and demand respectively, are much higher for primary 
(around 50 per cent for export and 27 per cent for import) and manufacturing (22 and 49 per 
cent) than services (22 and 15 per cent4). 
Column 6 presents the labour to capital value added ratios (in percentage terms).  
Columns 7 and 8 measure trade dependency as ratios of exports to gross output and imports to 
demand. The economy-wide ratios are around 21 per cent for export and 31 per cent for import 
and vary across more detailed sectors. A clear feature of the data in these two columns is the 
high export dependency of Jamaica on primary goods, and import dependency on 
manufacturing. More than 50 per cent of total agricultural production is exported and 97 per 
cent of mining output is sold internationally. Manufacturing sectors showing a significant export 
ratio are the sugar and beverage industries (36% and 46%). On the import side, foreign products 
satisfy, on average, just 27% of agricultural goods demand, whereas dependency on certain key 
capital goods sectors is much higher. 
 
 

                                                                 
3 Primary are defined as agriculture plus mining and energy. 
4 It should be noticed that the service sectors include non-tradable sectors such as construction, real estate and 

public administration, but also that exports of services include most expenses of foreign tourists in Jamaica. 
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Table 2-1: Basic structure of the Jamaican economy 1993 (figures in percentages)  

  XP VA Dem Exp Imp L/K E/X M/D  Imp   Exp   
          Reg EU US Reg EU US 
  (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) (13) (14) 

1 ExpAgri 0.6 0.3 0.4 0.8 0.0 482. 35.7 0.4 12.4 5.1 18.4 1.1 25.1 16.6 
2 DomAgri 6.0 8.0 6.2 1.6 3.1 61.4 7.2 15.5 10.6 4.0 31.9 14.0 3.9 26.6 
3 Baux 6.3 7.0 0.2 23.1 0.0 28.2 97.1 0.1 7.9 0.8 17.6 0.0 19.9 14.7 
4 OthMin 0.2 0.2 1.4 0.1 4.2 373. 10.0 89.9 0.0 0.0 0.2 0.0 19.9 14.7 
 PRIMARY 13.1 15.5 8.1 25.7 7.3 47.4 51.9 27.5 4.6 1.7 13.8 0.9 19.0 15.5 

5 Meat  2.7 1.4 3.3 0.7 2.8 65.2 6.7 25.5 1.8 0.4 35.0 37.7 0.0 0.0 
6 OthFood 5.5 3.0 5.9 2.2 3.8 53.8 10.5 19.9 8.8 7.8 29.8 24.4 2.8 18.8 
6 Sugar 2.2 1.7 1.5 3.1 0.4 457. 36.0 8.7 6.5 1.8 30.8 0.1 45.8 4.2 
8 Bever 2.9 2.3 1.7 4.9 0.8 42.9 45.5 13.4 27.6 6.9 11.4 3.0 7.6 33.4 
9 TextLeath 2.3 1.2 3.3 7.0 9.1 173. 80.0 83.4 0.3 0.9 42.8 0.5 0.0 49.3 

10 WoodPaper 1.0 0.8 2.3 0.2 4.6 70.9 6.1 60.3 3.9 1.0 42.5 2.6 5.2 35.8 
11 Print 0.7 0.7 0.8 0.1 0.5 105. 4.2 20.0 10.6 3.5 29.6 45.4 0.0 2.5 
12 Petrol 3.5 1.1 5.4 2.5 9.2 5.7 18.8 51.6 24.1 0.2 18.8 14.3 0.3 30.8 
13 Chemicals 2.9 2.4 5.0 2.8 9.3 30.2 25.6 57.2 5.6 7.6 31.1 12.0 5.2 28.5 
14 Metal 1.2 0.6 2.8 0.5 5.6 57.6 11.6 61.7 2.5 9.4 26.1 39.2 0.1 2.2 
15 Mach 4.1 2.2 11.5 0.9 25.5 127. 6.1 67.5 0.3 8.9 30.0 44.2 0.0 2.7 
16 OthManuf 1.2 1.2 1.6 1.0 2.2 70.3 22.2 41.2 1.8 6.6 35.6 28.2 2.7 15.0 

 MANUFAC 30.3 18.6 45.1 26.0 73.6 71.4 22.7 49.9 5.2 5.7 31.0 10.1 7.8 28.8 
17 Utilit  3.5 3.8 3.2 0.1 0.0 43.2 0.7 0.0 0.0 0.0 0.0 2.0 16.8 22.3 
18 Constr 11.9 13.7 11.1 0.3 0.0 217. 0.6 0.0 0.0 0.0 0.0 2.0 16.8 22.3 
19 TradeDist 15.2 25.8 12.3 7.5 0.0 22.9 13.1 0.0 0.0 0.0 0.0 2.0 16.8 22.3 
20 Transp 8.3 5.5 8.0 10.7 9.4 113. 34.1 35.9 6.1 5.6 29.8 2.0 16.8 22.3 
21 Commun 2.4 3.9 1.6 2.9 0.2 49.9 32.3 3.6 6.1 5.6 29.8 2.0 16.8 22.3 
22 Finance 2.9 1.2 4.2 3.1 7.2 134. 27.9 52.9 6.1 5.6 29.8 2.0 16.8 22.3 
23 RealEst 3.9 5.8 3.8 2.3 2.3 22.9 15.2 18.3 6.1 5.6 29.8 2.0 16.8 22.3 
24 PersOthS 8.4 6.1 2.6 21.5 0.0 145. 67.5 0.1 6.1 5.6 29.8 2.0 16.8 22.3 

 SERVICES 56.6 65.9 46.7 48.4 19.1 61.0 22.6 12.5 6.1 5.6 29.8 2.0 16.8 22.3 
 ECONOMY 100. 100. 100. 100. 100. 60.5 26.5 30.6 5.3 5.4 29.5 3.8 15.0 22.2 

 
The last six columns display regional trade dependencies. They show imports from and exports 
to regional partners (CARICOM), the EU and the US as ratios of total Jamaican trade flows. It 
can be highlighted that, in the base year, the US are a much more important trade partner than 
the EU. This means that, at least in the short run, opening the domestic market to US products 
may have a larger impact than liberalising entry for the EU products, simply because initially 
the US have a larger market share. Another noticeable feature of the table is the dependency of 
Jamaican exporters of agricultural goods and sugar on European demand. This in fact absorbs up 
to 46% of sugar exports, a clear effect of the protocols.  
 
The next important step in the study of trade policy reform is to assess the levels of protection. 
Table  2-2 below contains the basic data on trade protection that has been used in the model 
base-run presented here. These were calculated directly from the SAM and derived from official 
national sources. The first three columns display Jamaican ad valorem tariff rates applied to 
imports from the CARICOM, EU and US. The next column displays percentage shares of tariff 
revenues across sectors.  
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Table 2-2 Ad valorem estimates for JAMAICA import protection 1995 (percentages) 

  Jamaica Tariff rates  Tar 
  Reg EU US  

1 ExpAgri  24.8 24.8 0.0 
2 DomAgri  1.9 1.9 2.4 
3 Baux  0.0 0.0 0.0 
4 OthMin  0.0 0.0 0.0 
 PRIMARY  0.8 0.8 2.5 

5 Meat  11.8 11.8 13.2 
6 OthFood  6.8 6.8 10.5 
6 Sugar  0.8 0.8 0.1 
8 Bever  10.1 10.1 3.1 
9 TextLeath  4.2 4.2 15.3 

10 WoodPaper  3.3 3.3 6.0 
11 Print   1.2 1.2 0.2 
12 Petrol  0.0 0.0 0.1 
13 Chemicals  4.5 4.5 16.9 
14 Metal  3.4 3.4 7.6 
15 Mach  1.5 1.5 15.1 
16 OthManuf  10.8 10.8 9.4 

 MANUFAC   3.3 3.3 97.5 
17 Utilit  0.0 0.0 0.0 
18 Constr  0.0 0.0 0.0 
19 TradeDist  0.0 0.0 0.0 
20 Transp  0.0 0.0 0.0 
21 Commun  0.0 0.0 0.0 
22 Finance  0.0 0.0 0.0 
23 RealEst  0.0 0.0 0.0 
24 PersOthS  7.9 7.9 0.0 

 SERVICES  0.0 0.0 0.0 
 ECONOMY  2.5 2.5 100.0 
 % of Tot Governmt.Ind Tax Revenues  18.4 

 
Jamaican tariff revenues, in the base year SAM, represented almost 20% of total fiscal receipts 
of indirect taxes. In order to avoid budget problems, their reduction associated with trade policy 
reform has to be coupled with compensating measures.5  
It should be noticed that, for lack of reliable data, non-tariff barriers (NTBs) are not included.  
 
 
3 Static Model simulations and results 
4  
In this section, we consider the results of running the 3 main experiments described in the 
introduction with the CGE model.6 
 
By extending the removal of trade barriers to larger geographic groups, the degree of 
liberalisation increases, so that scenario 1 will show the largest effects.  
 
3.1.1 Aggregate results 
 
In the context of trade liberalisation, aggregate results are relatively easy to predict. The removal 
of import distortions, through enhanced comparative advantage and expanded trade, promotes 
greater efficiency and increases welfare. However, different adjustment mechanisms may affect 
aggregate results, and especially welfare effects. Here we analyse how different equilibria are 
reached by changing the closure rule of the government budget, the adjustment mechanism in 
the labour market, and the modelling of international markets. 

                                                                 
5 In the model, one closure rule requires fixed government savings so that household income taxes are shifted to 

offset exactly the decreasing tariff revenues. 
6 The analytical structure of the model is fully described in Bussolo (1999). 
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Removing tariffs has lower positive effects on consumers’ welfare when the government budget 
is held fixed and increasing direct taxes on households’ incomes compensate revenue losses, 
than in the case where no counterbalancing tax is raised and the budget deteriorates in line with 
tariffs reduction. In the first case Equivalent Variation (EV) really measures the amount of net 
income (i.e. allowing for changes in tariff revenues) which would have to be given to the 
consumers at the initial prices to make them as well off as they would be at the new set of 
prices.7  
Two limiting cases are considered to model labour markets. With the first closure, it is assumed 
that aggregate labour is in excess supply, thus the domestic economy-wide wage is fixed, and 
aggregate employment adjusts to meet demand (in the following tables results for this closure 
are under the label “Flat labour supply”). Full employment is assumed for the second closure; 
here demand increases will only affect wage rates. In this latter case, the benefits of a more 
liberal trade regime are not reflected in employment changes, but only in more efficient 
reallocations of the existing labour force. With the hypothesis of a perfectly elastic labour 
supply (the case of a flat labour supply) these reallocations are enhanced through employment 
increases and this has additional beneficial effects on consumer welfare. These two closures 
represent extreme cases and the resulting estimates of trade policies' effect should be treated as 
bounds within which more realistic values will lie. 
Aggregate results are also affected by the way in which international trade is modelled. We use 
the Armington assumption on the import demand side and an imperfect transformation 
assumption on the export supply side. The main advantage of this approach is that traded goods 
and services are distinguished by region of origin and destination, so that, for instance, Jamaican 
consumers discriminate between a car imported from the EU region and one imported from 
another region, and exporters differentiate their products according to which market are 
destined. Trade prices, i.e. prices received by exporters for their sales and prices paid by 
importers on their purchases, are normally set equal to international prices excluding 
international trade taxes or subsidies. Therefore trade prices should be fixed when assuming 
Jamaica as small countries in the world economy. At these prices, Jamaica import demands and 
export supplies determine the traded quantities. 
Finally, trade elasticities for Jamaica, i.e. the sensitivity to which Jamaica exporters or importers 
react to inter-regional price differentials and to domestic and international price differentials, 
also affect aggregate results. 
Three separate tables present aggregate results under different combinations of these different 
adjustment mechanisms so that their influence may be fully appreciated. 
Table  3-1, with a fixed government’s budget and high trade elasticities, probably represents the 
most plausible scenario. This table’s results are commented first and then contrasted with the 
other two tables (Table 3-2 and Table 3-3). 
Equivalent variation changes (see row 1) are influenced by the degree of liberalisation. In the 
case of flat labour supply, a direct relationship unambiguously appears: the more liberal the 
trade regime, the higher the welfare gains. In fact maximum welfare gains are recorded for 
experiment 1, the free trade case, followed by the regional experiments. In the case of vertical 
labour supply there are no welfare gains because of the impossibility of the economy to expand. 
In fact, the negative welfare and GDP effects, especially in the case of the free trade scenario, 
may at first be startling. However, one should bear in mind that the model assumes inter-sectoral 
productivity differences which are calibrated into a fixed wage premium distribution: workers 
with the same characteristics can earn up to four times the average wage when moving into 
sectors such as mining and construction or, correspondingly, may “lose” productivity when 
hired in low-premium sectors such as textiles and leather. Aggregate GDP can thus be lowered 
due to a trade shock that induces workers to migrate to sectors with lower wage premia, and this 

                                                                 
7 See Vousden, N. (1990), page 224. 
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effect is exacerbated in the case of vertical labour supply, when no employment expansion is 
possible. 
 

Table 3-1: Comparative statics - aggregate results (% difference from base run) – High Trade Elasticities – Fixed 
Government Savings 

  Flat Labour Supply Vertical Labour Supply 
  Exp 1 Exp 2 Exp 3 Exp 1 Exp 2 Exp 4
 Liberalisation wrt EU EU + US ALL EU EU + US ALL

1 EV -0.03 0.71 3.20 -0.04 -0.34 -1.16
2 Real GDP 0.00 0.30 1.28 0.00 -0.47 -1.47
3 Employment 0.01 3.29 16.19 0.00 0.00 0.00

        
4 Real wage 0.00 0.00 0.00 0.00 0.76 2.22
5 Rent 0.05 0.34 1.00 0.05 -0.06 -0.19

        
6 CPI -0.06 -0.53 -1.30 -0.06 -0.51 -1.25
7 Real Exchge Rate 0.05 0.34 1.00 0.05 0.40 1.12

        
8 Total M (value) 0.50 4.31 13.15 0.50 3.66 9.65
9 Total Ex (value)  0.62 5.33 16.27 0.61 4.53 11.94

10
Caricom M 

(Value) 0.44 1.77 4.65 0.44 1.76 5.22
11 EU M (value)  8.29 8.82 10.60 8.29 8.06 7.59
12 US M (value) 0.01 10.70 15.64 0.00 9.73 10.57
13 ROW M (value) 0.04 0.98 12.91 0.04 0.43 9.77

        
14 Import Diversion 0.77 3.94 1.17 0.77 3.80 0.52

        
15 Terms of Trade 100.00 100.00 100.00 100.00 100.00 100.00

 
Real GDP grows significantly only in the case of expandable employment (consider rows 2 and 
3, and the first 3 columns) and this also explains the higher welfare gains recorded with this 
closure.  
Factor price variations are again dependent on the assumption made for the labour markets. 
With excess labour supply, nominal wages vary by the same amount of the consumer price 
index (so that real wages in rows 4 remain unchanged), whereas rental rate responds to 
variations in capital productivity. In the case of full employment, increased labour demand 
depends on the pattern of structural adjustment in the economy and factor intensities in the 
various sectors. Wages and rent variations are then interpreted from the Stolper-Samuelson 
theorem and will be examined again in the detailed results section below. 
Removing import protection should induce domestic price and real exchange rate8 depreciation 
(see rows 6 and 7). Cheaper imports compete with domestic goods and exert downward pressure 
on the consumer price index (CPI). Besides, the real exchange rate, or the domestic resource 
cost, must depreciate to align domestic and international resource costs. In fact due to the strong 
additional export demand, export sectors’ factor demand increases considerably driving up the 
ReR, especially for the vertical labour supply case9. 

                                                                 
8 This is defined as the aggregate value added price index, i.e. it measures domestic resource cost (see Bussolo 

(1999) for technical details). 
9 Notice that, in the case of perfectly flexible labour supply, increased employment drives up capital productivity, 

which is reflected in higher rental rates. These in turn are reflected into equally higher RER values (in the first 3 
columns, rows 5 and 7 show the same values). 
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Trade increases in all the simulations. It is possible to consider separately changes in total trade 
(rows 8 and 9) and in regional trade (for brevity rows 10 to 13 show only import flows). A clear 
picture of the trade diversion effects following the various policies is provided by the indices of 
import diversion (in row 14). 
These indices are defined as the normalised measure of the shifts in the composition of trade 
between the bilateral partner and the other regions (rest of the world, the US, and the EU). 
Formally, the import diversion index is given by 
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where ( )rb MMM 000 ,=  and ( )rb MMM 111 ,=  are the vectors of Regional, US, EU, and ROW imports in 

the base and after the experiment, respectively, and ?  and ?  denote Euclidean and simplex 
norms. These indices measure the value of diverted trade flows with respect to their initial 
regional distribution. This means that when trade expands in an homothetic fashion (i.e. 
uniformly across all trading partners) the index will be equal to zero; conversely, when trade 
expands with augmenting regional biases, the index will be greater than zero and increasing.  
The interpretation of these indices is straightforward. Trade diversion, is reduced according to 
the degree of liberalisation. The lowest level is reached with a fully free trade regime, where 
only about 0.52 per cent of imports (with vertical labour supply) are diverted with respect to 
their original geographical distribution. Due to the strong initial import shares for the US, the 
import diversion index registers a stronger diversion when tariff against the US products are 
eliminated (in Experiment 2), this is confirmed by the values of import flows in rows 10 to 13.  
 
These results are contrasted with those presented in Table 3-2 and Table 3-3. The first collects 
aggregate results for the same three policy experiments under the assumption that trade 
elasticities are lower. Given the focus of the analysis on trade policy, it seems important to test 
our results against variations of the crucial parameter: the elasticity of substitution among 
domestically produced and internationally traded goods. Changes in relative prices due to the 
alteration of trade policies are reflected into changes of quantities produced and traded 
according to the elasticity values. Lower elasticities correspond to lower substitutability among 
domestic and imported varieties and thus, even with substantial reduction of import barriers, 
structural adjustment effects can only be minor. This is indeed the case when we conduct our 
experiments with low trade elasticities. In Table 3-2 all the effects are reduced but –  and this is 
the most important point – qualitative results are not changed: the ranking of the policies 
remains unaltered. 
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Table 3-2: Comparative statics - aggregate results (% difference from  base run) – Low Trade Elasticities – Fixed Government 
Savings 

  Flat Labour Supply Vertical Labour Supply 
  Exp 1 Exp 2 Exp 3 Exp 1 Exp 2 Exp 4
 Liberalisation wrt EU EU + US ALL EU EU + US ALL

1 EV -0.03 0.16 0.54 -0.03 -0.32 -0.73
2 Real GDP 0.00 0.11 0.30 0.00 -0.29 -0.73
3 Employment 0.01 1.34 3.74 0.00 0.00 0.00

        
4 Real wage 0.00 0.00 0.00 0.00 0.65 1.66
5 Rent 0.05 0.39 0.98 0.05 0.04 0.08

        
6 CPI -0.06 -0.45 -1.06 -0.06 -0.44 -1.04
7 Real Exchge Rate 0.05 0.39 0.98 0.05 0.43 1.08

        
8 Total M (value) 0.10 1.05 2.65 0.10 0.68 1.61
9 Total Ex (value) 0.13 1.30 3.27 0.13 0.84 2.00

10
Caricom M 

(Value) -0.26 -1.33 -3.24 -0.26 -1.56 -3.78
11 EU M (value) 7.69 5.72 2.31 7.69 5.32 1.30
12 US M (value) -0.35 6.61 3.43 -0.35 6.17 2.23
13 ROW M (value) -0.32 -1.90 2.81 -0.32 -2.24 1.82

        
14 Import Diversion 0.74 3.58 0.59 0.74 3.55 0.53

        
15 Terms of Trade 100.00 100.00 100.00 100.00 100.00 100.00

 
Finally Table 3-3 collects interesting findings for the simulation experiments when a different 
closure for the government budget is implemented. For brevity the three experiments have been 
repeated only in the case of high trade elasticities and flat labour supply. In this round of 
experiments the replacement of tariff revenues does not come at the expenses of households’ 
direct taxes but through a simple reduction of overall tax revenues for the government. This 
means that with the same expenditures, the government budget position will worsen, and that its 
sustainability may not be possible in the long term. Clearly this allows consumers to fully enjoy 
the reduction in import prices and without reduced after-tax incomes they can increase their real 
consumption. This is reflected in higher welfare effects across all experiments. The remaining 
statistics behave in the same fashion as with the earlier closures.   
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Table 3-3: Comparative statics - aggregate results (% difference from base run) – High Trade Elasticities – Endogenous 
Government Savings 

  Flat Labour Supply 
  Exp 1 Exp 2 Exp 3
 Liberalisation wrt EU EU + US ALL

1 EV 0.10 1.12 3.50
2 Real GDP -0.01 0.27 1.25
3 Employment 0.05 3.39 16.23

     
4 Real wage 0.00 0.00 0.00
5 Rent 0.05 0.34 1.00

     
6 CPI -0.06 -0.53 -1.29
7 Real Exchge Rate 0.05 0.34 1.00

     
8 Total M (value) 0.50 4.33 13.16
9 Total Ex (value) 0.62 5.35 16.29

10
Caricom M 

(Value) 0.48 1.87 4.74
11 EU M (value) 8.27 8.75 10.55
12 US M (value) 0.01 10.73 15.66
13 ROW M (value) 0.05 0.99 12.92

     
14 Import Diversion 0.77 3.94 1.17

     
15 Terms of Trade 100.00 100.00 100.00

 
Table  3-4 summarizes the results and clarifies the ranking of the different trade policy options. 
The table reports – across different specifications for the trade elasticities and government 
budget closure – the ranking of the three experiments in terms of welfare, real GDP, and 
employment. Unsurprisingly, unilateral trade liberalisation (experiment 3 ALL) ranks first, 
followed by the extended reciprocity case and by the restricted liberalisation scenario. 
 

Table 3-4: Trade policy ranking (only for the flat labour supply case) 

 Exp 1 Exp 2 Exp 3 
he le Gov he le Gov he le Gov 

EV 3 3 3 2 2 2 1 1 1 
Real GDP 3 3 3 2 2 2 1 1 1 
Employment 3 3 3 2 2 2 1 1 1 
he, le, and gov denote the different values used for trade elasticities (high and low 
elasticities) and the closure of government budget. Note that results for different closures of 
the labour market have not been presented separately given that they coincide for almost all 
the scenarios, and details are available in the tables presented above. 
 
3.1.2 Sectoral results 
 
In a disaggregated CGE model sectoral results are essential in the analysis of the real structural 
adjustment and reallocations occurring in response to policy change. For it is individual sectors 
that seek import protection, and aggregate real income or equivalent variation measures do not 
usually play a decisive role in the formulation of trade policy. In order to implement sustainable 
reforms, it is then crucial to have detailed information on sectoral adjustments and other trade-
offs not discernible at the aggregate level. 
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Table  3-5 shows sectoral information on real GDP, real consumption, labour demands, imports 
and exports inside and outside the CARICOM region for scenarios 1 (EU) and 3 (ALL). Results 
are shown as percentage differences from the initial equilibrium.  
Given its overall high trade dependency (see columns (7) and (8) in Table 2-1), Jamaica 
undergoes a remarkably large structural adjustment for experiment 3. Conversely, its low and 
rather concentrated (in certain sectors) trade dependency with respect to the EU makes a EU 
regional trade liberalization a rather ‘low impact’ policy.  
In Experiment 3, the specialisation towards traditional comparative advantage sectors is 
apparent: textiles, and tourism (in sector Personal and other services) register significant 
increases in gross production and exports.10 Given the high trade elasticities and the perfect 
intersectoral mobility assumed for factors of production, these structural adjustments may be 
slightly over-emphasized, nonetheless they clearly depend on true competitive advantages of the 
Jamaican economy as it appears in the base year (See the dynamic results section for more on 
this).   
For brevity, a similar table with sectoral results for the fixed labour supply case has been 
omitted. The only point worth noting is that the results for this latter case do not qualitatively 
differ from those displayed by the perfect elastic supply; the same reallocative forces (tariff 
reduction and comparative advantage) are still responsible for the structural adjustment the 
economies undergo. 
 
 

Table 3-5: Sectoral results (Perfectly elastic labour supply - figures in percentages) 

 Exp 1 EU Exp 3 All 
 XP C Ld Imp Exp XP C Ld Imp Exp 
  C EU US C EU US   C EU US  C EU US 

Exp.Agriculture  0 0 0 8 12 8 1 1 1 1 -6 1 21 55 55 13 13 13 
Dom. Agriculture  0 0 0 0 6 0 0 0 0 -10 -10 -10 1 7 7 -9 -9 -9 
Bauxite 2 1 2 -36 -36 -36 0 2 2 -6 -6 -6 28 28 28 0 -6 -6 
Other Mining 0 0 0 0 0 0 0 0 0 -5 -5 -5 0 -2 -2 0 -8 -8 
Meat 0 0 0 0 41 0 0 0 0 -28 -29 -28 32 85 85 -26 0 -26 
Other Food  -1 -1 -1 2 26 2 -1 -1 -1 -13 -14 -13 20 49 49 -9 -9 -9 
Sugar  0 0 0 -1 2 -1 1 1 1 -9 -9 -9 -6 -4 -4 -8 -8 -8 
Beverages  -1 -1 -1 4 54 4 0 0 0 -9 -13 -9 44 11 11 -5 -5 -5 
Textile Leather  1 0 1 0 13 0 1 1 1 19 98 19 23 40 40 21 21 21
Wood Paper  0 0 0 0 10 0 1 1 1 -10 -12 -10 -1 10 10 -6 -6 -6 
Print  0 0 0 0 4 0 0 0 0 4 4 4 8 13 13 7 6 7 
Petrol 0 0 0 0 1 0 0 0 0 -1 -1 -2 1 1 1 -3 -3 -3 
Chemicals  -1 -1 -1 0 15 0 0 0 0 -21 -19 -21 0 15 15 -13 -13 -13 
Metal Products  -1 -1 -1 -1 10 -1 0 0 0 -10 -13 -10 -6 4 4 0 0 0 
Machinery 0 0 0 0 4 0 0 0 0 -4 -5 -4 -1 4 4 -1 0 -1 
Other Manuf. -3 -3 -3 0 37 0 -3 -3 -3 -33 -40 -33 2 39 39 -34 -34 -34 
Utilities 0 0 0 0 0 0 0 0 0 5 5 5 0 0 0 1 1 1 
Construction 0 0 0 0 0 0 1 1 1 2 2 2 0 0 0 6 6 6 
Trade Distrib Services  0 0 0 0 0 0 0 0 0 3 4 3 0 0 0 -2 -2 -2 
Transport 0 0 0 0 0 0 0 0 0 2 2 2 4 4 4 1 1 1 
Communication 0 0 0 0 0 0 0 0 0 1 4 1 15 15 15 -6 -6 -6 
Financial Services  0 0 0 0 0 0 0 0 0 4 4 4 2 2 2 5 5 5 
Real Estate  0 0 0 0 0 0 0 0 0 2 3 2 8 8 8 -2 -2 -2 
Pers. Other Services  1 0 1 2 30 2 1 1 1 15 6 15 48 89 89 19 19 19 
 
 
4 Dynamic simulations and results 
 
4.1 The benchmark scenario 
 
Applied general equilibrium models are not forecasting tools, so the 1995-2008 benchmark 
scenario for the Jamaican economy studied here is not intended as a realistic prediction, but 
                                                                 

10 These are also the sectors with the highest gross product to export ratios, see column 7 in Table 2-1.  
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simply as a scenario in which current economic policies parameters remain unaltered. This 
Business as Usual (BaU) scenario is obtained by making assumptions about the future behaviour 
of those variables that govern the dynamics of the model, namely: factors and productivity 
growth rates. During the dynamic calibration of the model the labour growth rate in efficiency 
units is set exogenously together with a target real GDP growth rate while the instrument is the 
capital productivity growth rate.  
In a simplified version11, the two crucial equations used in the dynamic calibration of the capital 
productivity growth rates take the following form. Real GDP is defined as the sum of factor 
demands in efficiency units: 

 tt
K

tt
L

t KLY λλ +=  (1) 

and grows according to an exogenous rate gY : 
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By imposing λt
L (labour productivity) and λt

K (capital productivity) equal to 1 in the base year, 
and assuming exogenous growth rates for the labour force (gL) and labour productivity (gλL), it 
is possible to re-write equation (1) as follows: 

 nt
n

Knt
n

L
n

Lnt
n

y KgLggYg −−− ++++=+ )1()1()1()1( λλ  (3) 

During dynamic calibration equation (3) is solved for gλK, the capital productivity growth rate. 
This is then fixed during the other experiments, and GDP growth rate gY becomes an 
endogenous result of equation (2).12 This procedure, which is standard in calibrating recursive 
dynamic CGE models13, does not guarantee that the model has a strictly defined steady state. 
This means that not all the variables (Yt, Lt and Kt) grow at the same rate, as shown in Table 4-1. 
In fact, by exogenously setting both labour force and productivity growth rates independently, a 
basic restriction for such a steady state is deliberately not respected. An alternative would be to 
choose the labour force growth rate and to calculate the labour productivity growth rate 
according to the relationship: 

 )1()1()1( LyL ggg ++=+ λ   

The BaU assumed growth rates are summarised in Table 4-1.14 The labour force growth rate is 
assumed to be uniform across skills and equal to the national population growth rates15; real 
GDP growth rates are simple trend extrapolations of past growth rates. In addition to the data 
shown here, the assumptions on government and foreign savings also influence the dynamic 
behaviour of the model. For simplicity, and consistent with long run equilibrium, it has been 
assumed that Jamaican government will have a balanced budget by the year 2008, and that 
foreign savings are fixed to the initial values shown in the SAM for 1993.16  
 

                                                                 
11 For the exact version refer to a technical paper available upon request. 
12 With no shocks and by fixing the capital productivity growth rate thus calculated, the model will exactly 

recalculate the GDP growth chosen during the dynamic calibration.  
13 See Ballard et al. (1985). 
14 Please notice that these are exogenous values not a result of the model.  
15 These are taken from World Bank international statistics. 
16 These particular assumptions on government and foreign savings might seem a bit restrictive in a growth 

model. In fact, liberalisation is usually accompanied with increased foreign capital inflows. Their inclusion would 
probably generate larger growth gains, but the purpose of the following simulations is to measure the isolated effect 
on growth of liberalisat ion policies alone. 
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Table 4-1: Growth rates in the recursive dynamics 

 1997 2000 2003 2006 2009 
       
Labour force 0.02  0.02  0.02  0.02  0.02  
Labour productivity0.020.02 0.02  0.02 0.02   
RGDP 0.03  0.032 0.035 0.035 0.035  
                 
Trade liberalisation policies can have multiple effects on growth performance. Firstly, they can 
improve allocative efficiency by affecting relative prices and can make investment goods 
cheaper. Secondly, as pointed out in an extensive literature, more liberal trade can have positive 
effects in terms of increased technical efficiency or productivity. The best-known attempts to 
link outward orientation and productivity are based on ‘X-efficiency’, economies of scale, 
capacity utilisation, increased competition, and technological catch-up. Finally, these policies 
might trigger virtuous circles by attracting more foreign capital. In the model, given the closure 
rules chosen for its recursive dynamics mode (in particular setting aggregate investment equal to 
aggregate savings), and given the exogeneity of productivity changes, only the first effect is 
properly taken into account.17 In practice, as already demonstrated in the comparative statics 
section, by changing relative prices, Jamaican economic integration induces a more efficient 
allocation of resources and expands incomes. More savings become available and they can be 
devoted to larger investment. This might be magnified if the relative price of investment goods 
has been reduced.  
It could also be possible to exogenously change productivity growth rates. For example, to 
mimic endogenous growth effects, labour productivity can be exogenously increased during a 
trade liberalisation experiment. This has been done for once case and results are shown below. 
As expected, the main effect is to enhance growth and incomes. This in practice shows that the 
results reported in the main text, i.e. with no productivity effects, should be considered as a sort 
of lower bound. 
 
4.2 Rationale for the experiments and simulations description 
 
Greenaway and Morrissey , and Kreuger18 identify three core areas of disagreement over policy 
reform. First, the magnitude of change required is unknown; second, it is difficult to specify the 
range of reforms necessary and in what order they should be implemented; third, there is little 
agreement on the appropriate speed of reform. These issues are also linked to administrative 
capacity and credibility. This section contrasts two different ways of implementing the trade 
liberalisation reforms described above, in order to try to shed some light on the different 
consequences that the speed and magnitude of policy change can have on GDP growth and 
structural adjustment. 
In essence, the policy scenarios of full trade liberalisation (experiment 3) will be implemented in 
two variants. The first consists of gradual proportional across the board reduction of the initial 
tariffs. The second variant implements an initial change to uniform tariffs and then, in the 
subsequent period, their complete elimination (a big-bang sort of liberalization).  
 The motivation for attempting these particular simulations stems from the issues of the 
reciprocity of the trade reforms and the sequencing of liberalisation across sectors. Two major 
concerns of the Jamaican side are the effects of a freer access to the European markets for its 
agricultural goods and the shock to the domestic manufacturing industries once these sectors are 
open to trade. Without explicitly attempting liberalisation of particular sectors before others, the 
policy experiments essentially consist of a special kind of sectoral sequencing in the trade 
reform and show the expected aggregate effects. 

                                                                 
17 In this sense, the model presented here is not a model of endogenous growth. 
18 See Greenaway and Morrissey (1993) and Kreuger (1992) page 253. 



 135 

The difficulty of establishing a clear theoretical result provides further motivation for carrying 
out a numerical simulation of these two different tariff reduction procedures. Greenaway and 
Morrissey19 argue that the general principle guiding tariff liberalisation is to reduce all tariffs 
proportionally. Economic theory is less clear about the welfare effects of differential tariff 
reductions although if goods are net substitutes it is argued to be generally beneficial to reduce 
the highest tariffs and increase the lowest tariffs. This last result is discussed in Falvey and Kim 
(1992), where they state that the adjustment in individual tariffs will be welfare improving in the 
following cases: (i) a cut in the highest ad valorem tariff of a good that is a net substitute for all 
other goods; (ii) an increase in the lowest ad valorem tariff, including any zero tariffs, of a good 
that is a net substitute for all other goods; (iii) a reduction (increase) in the tariff of a good that 
has a higher (lower) tariff than its net substitutes, and a lower (higher) tariff than its net 
complements,.  
Falvey and Kim assert that results (i) and (ii) form the basis for the popular “concertina” 
approach to trade liberalisation, but they warn that little concern appears to be expressed over 
determining whether the net-substitutes requirement is satisfied.20 Clearly the uniform procedure 
described above can be considered as an approximation to the “concertina” approach just 
described.  
Further complications in the empirical study of implementing a uniform tariff structure arise in 
presence of additional distortionary policy measures (indirect taxes in the Jamaican case).21  
A final observation is necessary before proceeding to the description of the simulation results. 
The long-term growth implications of alternative trade strategies are of clear interest to policy 
makers, but as already stated in the previous section, the model used here will only partially 
capture policy effects on growth. It remains heavily dependent about the assumptions made on 
the exogenous variables (factor growth, productivity, depreciation, and expectations). One way 
of testing the robustness of the following results would be to undertake extensive sensitivity 
analysis on crucial parameters and, maybe also, to attempt different modelling approaches. This 
is left to future research and is therefore not carried out here. 
 
4.3 Experiments results 
 
Table  4-2 below reproduces the main result of the dynamic simulations. For each policy 
(gradual and uniform-big bang tariff reduction for the dynamic Experiment 3) real GDP growth 
rates and the difference between BAU and simulation final year GDP (in the last column) are 
presented. Not surprisingly, given the initial quite low tariff rates and the model focus on purely 
allocative effects, the growth results of trade policy are quite small. More open trade regimes 
seem to boost growth not significantly in the gradual version of liberalisation and slightly more 
when a big-bang version is attempted. 
 

                                                                 
19 See Greenaway and Morrissey (1993) page 259. 
20 See Falvey and Kim (1992) pages 914. On the theory of piecemeal tariff reform see Lopez and Panagariya 

(1992) and other references therein.  
21 Mitra (1986) and Dahl, Devarajan and van Wijnbergen (1986) study, with static CGE models, the conditions 

for an “optimal” tariff structure in a second best framework for India and Cameroon respectively. One interesting 
result is the sensitivity of the “optimal” tariff structure to the degree of policy distortion assumed to remain. 
Essentially when indirect taxes are set to zero the resulting “optimal” tariffs are highly uniform, however when they 
move into second best world (where production taxes are present) then tariff rates vary widely across sectors. 
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Table 4-2 Dynamic simulations: main result  

 2000 2002 2004 2006 2008 Final Year 
Real GDP     
Base run 3.00 3.00 3.25 3.50 3.50  
Gradual 3.00 3.00 3.25 3.50 3.50 0.01 
Big-Bang 3.03 2.99 3.27 3.52 3.51 0.14 
Big-Bang + 3.03 3.50 4.04 4.56 4.77 7.28 
 
Remarkable differences are noticed when labour productivity is allowed to grow by a mere 
additional 0.1% with respect to the other cases (see row Big-Bang +). Various justifications can 
be invoked for this additional productivity effect and a copious literature is available: for our 
purposes this just illustrates how powerful productivity effects may be in a dynamic context.  
Another interesting feature of these experiments is represented by the difference between the 
Big Bang and gradual policy results. This difference is especially remarkable for the 2000 and 
2002 years. This is easily explained by the reallocation that uniform (big bang) policies require 
in the first round.  
A sound policy recommendation would be to implement uniform tariffs at an early stage and 
then eliminate them. This seems to confirm the orthodoxy of the trade reforms of the World 
Bank structural adjustment programs: more uniform tariffs across sectors is seen as a means of 
simplifying the system, reducing the spread of effective protection rates, resources misallocation 
and the opportunities for rent seeking activities.22 The first best policy would probably be to set 
policy parameters to their long run optimal levels as soon as possible. In fact if factor and 
commodity prices adjust instantaneously between activities, the appropriate speed of 
liberalisation would be a trivial issue.23 In practice any change in policy is likely to generate 
adjustment costs both in terms of output foregone while resources are “idle” in the process of 
moving between sectors and in the resources actually absorbed in this movement. Adjustment 
costs will depend on the extent of inter and intra industry adjustment. Thus an indirect measure 
of adjustment costs can be seen in the factor adjustment indices. 
Table  4-3 displays two different types of normalised ratios. The first, the ratio of labour 
adjustment indices24 to real GDP growth rates, is calculated as follows: 

( )
,

,

,
,1

ty

tnt
t g

LL
I −=

λ
 

This ratio is shown in the base run rows. I1 is a normalisation of the labour adjustment index 
with respect to GDP growth rate, it gives an indication of the share of total labour that moves 
inter-sectorally per unity of GDP growth rate. For instance for the first year of the simulation 
(2000), for each percentage point in GDP growth rate, 0.83 per cent of total labour moves 
intersectorally. 
The second index is calculated as an elasticity and is equal to the first index computed for an 
experiment and divided by the base run one: 
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22 See Greenaway and Milner (1993) page 173. 
23 See Falvey and Kim (1992) pages 919. 
24 These are defined in the same way as the import diversion indices. In this case the before and after shock 

vectors are represented by the sectoral distribution of labour (and capital) demands rather than the geographic 
distribution of total imports. 
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The resulting values are shown in the rows for each simulation. If a simulation registers a value 
equal to 1, it means that both the GDP growth rate and the adjustment index are increased (or 
decreased) in the same proportion with respect to the base run.  
 

Table 4-3: Labour Adjustment index as a ratio of real GDP growth 

  2000 2002 2004 2006 2008 
I1 Base Run 0.83 0.85 0.75 0.67 0.66 
       

I2 Gradual 0.89 0.91 0.90 0.94 0.98 
I2 Big Bang 1.30 0.84 1.02 1.01 0.99 
I2 Big Bang + 1.30 0.72 0.86 0.89 0.91 

 
Clearly in this type of CGE model, higher GDP values (and higher growth rates) are a direct 
consequence of increased allocative efficiency Therefore many of the values in Table 4-3 are 
expected to be close to 1. Yet, a closer inspection of these tables reveals interesting features. In 
the early round (2000) there is a tendency for the big bang policies to be costlier, in terms of 
labour adjustment, then their gradual counterparts. Uniformity produces higher growth with 
non-linearly augmenting adjustment costs. This is reversed in the second part of the period and 
especially when increased productivity is allowed.  
Although further investigation is necessary to confirm the validity and robustness of these 
measurements, they give a preliminary indication of the likely balance between increased 
growth and adjustment associated with different types of policy. Being credibility a crucial 
success factor for trade policy reforms, policy makers should be cautious not to being forced to 
reverse a blunt pro-growth policy due the too large resources reallocation involved. 
 
 
5 Conclusion 
 
As stated in the introduction this paper had various objectives: to estimate the effects of trade 
policy reforms available for the CARICOM area, to extend the discussion of the sequencing 
issue of trade reform by looking at the problem of the order of liberalisation of production 
sectors, and to offer some guidelines on how to construct a model to do that. 
The first objective has been met by constructing a detailed Jamaican CGE model and using it to 
appraise the effects of trade liberalisation in the most likely trade liberalisation scenarios for the 
region. The evidence obtained from the model results indicates that removing trade barriers may 
produce some gains. Their magnitude is proportional to the initial level of protection, trade 
dependency and size of the economy involved. Extensive discussions of the effects of different 
closure rules and trade elasticity on aggregate results as well as a detailed examination of 
sectoral adjustments complete the analysis of the first part and produces a clear ranking among 
different policies where multilateral non-discriminatory liberalisation efforts score better than 
regional ones.  
To study the effect of differential liberalisation of the current account a dynamic version of the 
CGE model has been constructed. This was then used to compare the effects on growth and 
adjustment costs of different sequencing scenarios. The results confirm that increased growth 
shown by policies implementing more extensive liberalisation (the uniform policy scenarios) is 
derived from the stronger allocative efficiency they induce, but that it is also accompanied by 
higher adjustment costs. An elasticity-type of index has been devised as a summary measure of 
the trade-offs between increased growth and larger adjustment costs associated with different 
types of policy. 
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Appendix 4: Evidence on Developing Country Experience with Reciprocity 

 

Since a large number of the regional integration agreements concluded by the US and EU until 

recently are with other industrial countries or do not involve reciprocity (we summarise only 

those up to 1996 in Table 1 below, given phased implementation and lagged effects), there are 

only a very limited number of cases that offer scope for comparison.  We concentrate here on 

Israel and Mexico.  In the former a free trade area (FTA) agreement existed with both the EU 

and USA by 1996, and in the case of Mexico NAFTA was in place by 1996 and one free trade 

agreement has subsequently been negotiated with the EU.  It is interesting to note that in both 

cases there is a closer ‘regional’ and more distinct ‘extra-regional’ large trading partner for 

Mexico and the EU the regional partner for Israel. 

 

Table 1 Regional Integration Agreements Concluded by the EU and USA (upto 1996) 

EU Agreements 
a) Reciprocal b) Non-reciprocal 
 EU - Turkey Customs Union  EU Cooperation Agreements 
 EU Free Trade Agreements  with 
 with  - Algeria 
 - Estonia  - Egypt 
 - Faroe Islands  - Jordon 
 - Iceland  - Lebanon 
 - Israel  - Morocco 
  - Latvia  - Syria 
 - Lithuania  - Tunisia 
 - Liechtenstein  EU - ACP Fourth Lome Convention 
 - Norway   
 - Switzerland   
 EU Europe Agreement   
 with   
 - Bulgaria   
 - Czech Republic   
 - Hungary   
 - Poland   
 - Romania   
 - Slovak Republic    
 - Slovenia   
 EU Association Agreements   
 with   
 - Cyprus   
 - Malta   
 
USA Agreements 
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a) Reciprocal b) Non-reciprocal 
 USA - Canada Free Trade Area  USA – Caribbean Basin Initiative 
 North American Free Trade Area  USA – Andean Trade Preference Act 
 USA – Israel Free Trade Area   

 

 

Israel 
 

Under the FTA with the EU all tariffs and QRs on industrial goods and some processed foods 

were eliminated.  In the case of goods manufactured from imported materials the rules of origin 

require that these should be sufficiently processed to fall in a different tariff category than the 

imported materials.  For the US FTA all trade barriers were similarly eliminated, but the origin 

rules require a minimum of 35% value of local goods to qualify for duty free access.  The US 

FTA covers all service transactions. 

 

An important issue is whether the two FTAs have caused significant trade diversion for Israel.  

Kreinin (1996) argues that, despite some high MFN tariffs and therefore significant scope for 

discrimination between the access terms of FTA and non-FTA imports, there appears not to 

have been significant trade diversion.  See Table 2 below for a pre- and post-reciprocity 

comparison.  The share of imports from the US and Europe (EU and EFTA, with which Israel 

also has an FTA agreement) only increased by ten percentage points between 1980 and 1993 

(66.8% to 76.7%).  This is consistent with the traditional theoretical expectations that the scope 

for trade diversion is fashioned to a considerable degree by the extent of pre-reciprocity trade.  

The US and Europe were already major import sources for Israel prior to the agreements.  But it 

should be recognised that there are special considerations here.  For political reasons Israel did 

not trade with many of its neighbouring countries (and natural trading partners), and with some 

major extra-regional countries (e.g. Japan) that complied with Arab countries’ secondary 

boycotts on trade. 

 

Table 2 Source and Destination of Israel’s Trade Pre- and Post- Reciprocity (%) 

 

 1980 1993 
Source of Imports   
a)  US 19.3% 17.9% 
b)  EU/EFTA 47.5% 58.8% 
    a) plus b) 66.8% 76.7% 
   
Destination of Exports   
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a)  US 17.5% 30.2% 
b)  EU/EFTA 49.9% 33.1% 
   a) plus b) 67.4% 63.3% 
 

 

Interestingly the share of the FTAs in Israel’s exports declined somewhat over the period 

(67.4% to 63.3%).  It is not evident therefore that there was a marked diversion with Europe in 

particular to Israeli import sources.  But given the number of countries with some form of 

preferential access to the EU (see Table 1), then this is perhaps not too surprising.  Rather more 

surprising however is the intra-FTA change in overall destination for Israel’s exports (Europe 

falling from 49.9% to 33.1% and the US share rising from 17.5% to 30.2%).  Given the greater 

geographical proximity of Europe, one would not have expected this.  It is not evident that there 

are significant differences in the two FTA agreements.  In which case one might relate the 

difference to the market differences in the propensity of these two trading partners of Israel 

(especially up to 1996) to offer preferential access to their markets.  (Compare the number of 

agreements of the two in Table 1.) 

 

 

Mexico 
 

The Mexican experience offers less of a reliable natural experiment since the recent EU-Mexico 

agreement has not yet been implemented and although NAFTA went into effect on January 1st 

1994 tariffs among the three members (US, Canada and Mexico) were to be phased out over a 

15 year period.  It should also be noted that NAFTA’s content provisions for duty free treatment 

are fairly high in some sectors (e.g. automobiles and light trucks).  In addition Mexico gives 

preferential treatment to imports from a significant number of sources besides NAFTA 

members: a large number of Latin American countries, and FTAs with Chile (1991), Costa Rica 

(1994), Columbia (1994), Venezuela (1994) and Bolivia (1994). 

 

The initial evidence on bilateral trade (see Table 3) suggests however that the sign on Mexico’s 

merchandise trade balance with the US has been reversed; with US imports from Mexico 

increasing from $35.2 bill. to $94.7 bill., while US exports only grew over the same period from 

$40.6 bill. to $79.0 bill.  Indeed there is some evidence of a trade diversion effect from which 

Mexican exports have benefited.  In contrast to the expansion of US imports from Mexico noted 

above, US imports from the rest of Latin America have grown more slowly.  This, as argued 
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earlier, is consistent with the relative non-discriminatory (geographically) trade policy pursued 

by the US up to this stage.  (This would be likely to change of course with the negotiation of a 

wider FTA for the Americas.) 

 

Table 3  Direction of US Merchandise Imports, Exports, and FDI Pre- and Post- NAFTA 

 

 (billion US $) 
 1992 1998 
Imports   
TOTAL 532.7 913.8 

from   
Mexico 35.2 94.7 

Latin America excluding Mexico 
 

33.5 50.4 

Exports   
TOTAL 448.2 683.0 

to   
Mexico 40.6 79.0 
Latin America excluding Mexico 
 

35.2 63.4 

Foreign Direct Investment    
TOTAL WORLD 502.1 860.7* 

to   
Mexico 13.7 25.4 

   
(* 1997)   
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EXECUTIVE SUMMARY 

 

Contextual Issues 

 

• Globalisation has been a potent force in the development of the international economy over the post World 

War II period.  Both trade and cross-border investment have grown dramatically.  Moveover, the growth of 

trade has outstripped growth of real output, the result being that economies have become more and more open.  

The Caribbean economies are no exception and have openness ratios that are very high. 

• Globalisation has been fuelled by a number of factors.  Declining natural barriers have been important, in 

particular marked falls in transportation and communication costs.  Declining man made barriers, especially 

tariffs have also been key.  Growth in real output has contributed to the growth of trade as has the 

fragmentation of production associated with technological development and the growth of multinational 

enterprises. 

• GATT/WTO have been at the heart of promoting international commerce.  Developing countries have 

benefited from important waivers from international disciplines, permitting special and differential treatment.  

A number of rights to protect and rights to access exist.  These have been reaffirmed in the Uruguay Round 

settlement, but with greater targeting of the least developed. 

• A key waiver to GATT/WTO’s non-discrimination principles is Article 24 which sanctions Regional Trading 

Arrangements (RTAs). A great many have been established under this waiver, including CARICOM.  The 

larger RTAs, most notably the EU have negotiated an extensive array of preferential trading arrangements 

including among others, the Lome Arrangement.  The value of this particular arrangement has however been 

eroded, partly by multilateral trade liberalisation which has reduced preference margins but also by the 

accretion of more and more EU preferences. 

 

 

Conceptual Framework 

 
• Small countries, especially when they are landlocked or islands, face different constraints to large countries.  

These can include lack of scale economies in production and infrastructure.  Remoteness and vulnerability to 

shocks are also potential constraints. 

• Structural adjustment, which follows any kind of trade reform not just those associated with 

World Bank Programmes, brings a range of pressures.  Although small countries have the 

potential to adapt quickly, in practice they may also face some disadvantages.  Their 

narrower industrial base and more limited export diversification may be constraints as might 

the narrowness of the administrative infrastructure. 

• The analytical framework one can use for evaluating the impact of RTAs is well developed 

and makes use of the key concepts of trade creation and trade diversion.  In addition to trade 

creation and diversion RTAs also have consumption, scale economy and dynamic/growth 

effects. 
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• Overall, the impact of RTAs on world trade depends upon whether they are a stepping stone 

or a stumbling bloc to multilateralism.  That in turn depends upon the balance of static and 

dynamic effects, but also on the particular trade policy arrangements vis-à-vis non-members. 

• Natural barriers can be as important an impediment to trade as policy barriers.  This is 

clearly an issue for Caribbean producers.  Moreover given difference in scale there is likely 

to be an important asymmetry between the Caribbean and EU which deters the development 

and diversification of the regions export base. 

• The distinction between border and non-border measures is becoming increasingly blurred.  

This is partly a consequence of globalisation and partly due to instrument substitution.  As a 

result international negotiations, whether at the regional or multilateral level, are becoming 

ever more complicated.  

 

 

Empirical Assessment of Costs and Benefits of Reciprocity with the EU  

 

• Reciprocity in an RTA setting necessitates some modifications of the traditional customs 

unions effects.  We can in fact identify three potential trade effects of reciprocity as: the 

extra-regional import consumption effect; the intra to extra-regional source substitution 

effect; the extra-regional source substitution effect.  The first refers to the expansion of 

extra-regional imports stimulated by lowering tariffs; the second and third to the switching 

of imports from regional to extra-regional sources or between extra-regional sources 

following changes in final goods prices. 

• In terms of impact effects, full reciprocity with the EU stimulates a noticeable change in 

trade creation with EU suppliers, ranging from just over 12 per cent in the case of Trinidad 

to just under 16 per cent in Jamaica.  The overall impact on total EU imports once one 

factors in source substitution effects, is much greater, ranging from an increase of 167 per 

cent in St Vincent to over 500 per cent in Jamaica.  These are to a substantial extent offset 

by declines in imports from other parts of the world and also by intra-regional imports.  

Once these are netted out, the overall increase in extra-regional imports ranges from 3 per 

cent in the case of Trinidad to 13 per cent in Grenada.  The total increase in imports from all 

sources is in the range 1.5 per cent (Belize) to 2.6 per cent (Barbados). 

• Intra-regional trade effects are predominantly in non-manufactures for most CARICOM 

countries.  There are however relatively significant declines in intra-regional imports of 

manufactures in some countries.  When one focuses on extra-regional trade diversion i.e. the 
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areas where the EU is likely to benefit most in terms of export opportunities, these are 

particularly evident in manufactures, especially clothing, road vehicles and electrical 

machinery. 

• Full reciprocity with the EU implies forsaking tariff revenue on all imports that were 

previously dutiable as well as revenue on any non-EU imports that are diverted to the EU.  

These amount to substantial revenue losses of EC $ 23 mill (Dominica) to EC $ 635 mill 

(Jamaica).  As a percentage of existing tariff revenues these amount to falls of a minimum of 

62 per cent in Trinidad and a maximum of 78 per cent in Barbados. 

• Where there is local import competing production, there are likely to be adjustment 

consequences of eliminating the common external tariff to EU producers.  The largest 

proportionate declines in local production are in those sectors which presently have the 

highest tariffs.  Given the size of the EU as a trading partner, the adjustment effects of 

reciprocity are likely to be similar to those that are likely to be associated with multilateral 

liberalisation. 

 

 

Alternative Trade Policy Scenarios: Estimates of Relative Costs and Benefits 

 
• Restricted reciprocity with the EU can be compared with extended reciprocity to the EU and 

US and multilateral liberalisation.  Since all are ‘large’ relative to the Caribbean region, they 

have similar intra-regional and production effects.  The extra-regional trade effects are 

however different: multilateral liberalisation minimises trade diversion and brings greatest 

gains to consumers.  With extended reciprocity there is greater scope for trade creation and 

less scope for trade diversion than with restricted reciprocity.  

• In terms of government revenue, the most dramatic declines are associated with multilateral 

liberalisation, as these are effectively transferred to consumers.  The revenue declines 

associated with extended reciprocity are not that much less given the importance of the EU 

and US as trading partners. 

• Where net welfare effects are concerned, as one would expect, the highest gains are realised 

from the multilateral approach rather than restricted or extended reciprocity.  There are 

differences in the distribution of these benefits across countries suggesting that adjustment 

patterns will vary across countries. 
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Extending the Assessment of Costs and Benefits of Alternative Scenarios 

 

• General equilibrium modelling takes into account all interactions in the economy following 

a liberalisation.  It is useful for policy analysis, but very data intensive.  A specially 

constructed model for Jamaica was used to investigate the effects of our three liberalisation 

scenarios, with the labour market modelled in different ways.  Multilateral liberalisation 

again turns out to be the policy scenario which delivers maximum benefit in terms of 

economic welfare. 

• Alternative integration arrangements within the region are also a possibility.  General 

equilibrium modelling suggests that the larger the partner the greater the benefits.  Thus for 

example there are substantially greater gains from joining NAFTA than MERCOSUR. 

• There is no failsafe basis for predicting exactly where export growth will occur following 

liberalisation.  However, it is possible to identify potential areas of growth and 

diversification by reference to the existing export base and our knowledge of potential 

comparative advantage.  Opportunities for development exist in commodities, manufactures 

and services. 

• Recent research on economic growth reaffirms the importance of expanding the supply of 

productive factors, but stresses improvements in their quality even more.  There are links 

between factor accumulation, technological progress and integration which underpin the 

robust relationship between openness and economic growth.  The prospects of benefiting 

from such links are likely to be greater, the greater the number of trading partners. 

 

 

 

Implementation Issues 

 

• Although there are empirically well established links between openness and growth, trade 

reforms are often associated with a short run reduction in real output.  It is vital therefore to 

give careful thought to the design of any (minilateral or multilateral) liberalisation and its 

implementation, to avoid or minimise short run losses. 

• Prospects of successful reform are greater when the reforms are credible and sustainable.  In 

turn these properties are related to programme design and feasibility.  Successful 

programmes are implemented against the backcloth of appropriately configured 

preconditions and appropriately sequenced reforms. 
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• Successful implementation is also more likely when appropriate investment in the 

administrative and economic infrastructure has taken place and when adjustment assistance 

is targeted and time limited. 

• Two areas of particular sensitivity in the Caribbean are fiscal adjustment and production 

adjustment.  The former is sensitive given the relatively heavy dependence on trade taxes in 

many economies; the latter given the potential impact on unemployment. 

 

 

Emerging Policy Issues  

 

• Discussions about reciprocity, whether bilateral or multilateral, naturally focus on the most 

visible border measures – tariffs and non-tariff barriers.  But in fact trade negotiations are 

about much more as was evident in the Uruguay Round, NAFTA and the EU’s Single 

Market Programme. 

• The ‘new issues’ of services, intellectual property protection and investment measures 

figured prominently in the Uruguay Round and will no doubt feature in the Millennium 

Round and any bilateral negotiations with the EU/US.  Rather than being strictly OECD 

matters, these are issues in which the Caribbean countries have a beneficial interest. 

• Developing countries in general have a strong interest in progressing multilateral trade 

negotiations, partly because the likely gains exceed those which could be associated with 

further regional initiatives.  In addition it is also likely that their influence over eventual 

outcomes is greater since they are not in a one to one negotiation with a single (larger) 

trading partner.  The opportunities for coalitional activity are greater and the range of 

potential negotiating issues wider. 


