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INTRODUCTION

This study of the economic vulnerability of small island developing states (SIDS) was undertaken as one of three components of a larger study.  The other two components were focused on environmental and social vulnerability.  Together they form the technical bases for a synthesis that proposes a mechanism to support the efforts of SIDS to implement sustainable development approaches to managing their vulnerabilities. 

1.1. The Meaning of Vulnerability

The term vulnerability refers to proneness to damage from external forces. Vulnerability has been associated with SIDS because they tend to be very exposed to factors outside their control, and the impact of external shocks tends to be relatively greater on these states. This section will focus on economic vulnerability – proneness to damage to the economy from external forces which sometimes threatens the very economic viability of SIDS. The apparent success of some SIDS economies as indicated by the level of the GNP per capita should not distract attention from their vulnerability.

1.2. The Vulnerability Index

The vulnerability index was developed in the run-up of the Barbados Global Conference on the Sustainable Development of Small Island Developing States, as a tool to draw the attention of the international community to the vulnerability of SIDS. The idea of constructing the index was first formally proposed by Malta in June 26, 1990, during the meeting of Government Experts of Island Developing Countries and Donor Countries and Organisations, held under the auspices of UNCTAD.
 When the General Assembly, at its 47th session, resolved to convene this SIDS Global Conference (A/Res/47/189 of 10 March 1993), which was subsequently held in Barbados in April 1994, the Vulnerability Index featured prominently in the Programme of Action (BPoA) for the Sustainable Development of Small Island Developing States (A/CONF.167/9). The BPoA was endorsed by the General Assembly in 1994 in its resolution 49/122 of 19 December 1994, with Paragraphs 113 and 114 calling for the development of a vulnerability index (indices) for small island developing States (SIDS) as follows:

 "Small island developing States, in cooperation with national, regional and international organizations and research centres, should continue work on the development of vulnerability indices and other indicators that reflect the status of small island developing States and integrate ecological fragility and economic vulnerability. Consideration should be given to how such an index, as well as relevant studies undertaken on small island developing States by other international institutions, might be used in addition to other statistical measures as quantitative indicators of fragility.”       

"Appropriate expertise should continue to be utilized in the development, compilation and updating of the vulnerability index. Such expertise could include scholars and representatives of international organizations that have at their disposal the data required to compile the vulnerability index. Relevant international organizations are invited to contribute to the development of the index. In addition, it is recommended that the work currently under way in the United Nations system on the elaboration of sustainable development indicators should take into account proposals on the vulnerability index." 

In 1996 the Commission on Sustainable Development called on "the relevant bodies of the United Nations system to accord priority to the development of the index". Subsequently the Department of Economic and Social Affairs 1997, engaged two consultants
, one to develop an economic vulnerability index, and the other to develop an ecological vulnerability index.  The Department also convened an ad hoc expert group to review the technical work of the consultants and to make appropriate recommendations. The meeting, held at the UN headquarters in December 1997, concluded that “Judging from the results of a number of studies using a diversity of approaches, in particular, two reports of the Commonwealth Secretariat, the report of UNCTAD and the reports of consultants that were submitted to the meeting, the group concluded that …. as a group small island developing States are more vulnerable than other groups of developing countries.” (A/53/65 - E/1998/5).

1.3. Vulnerability and Economic Backwardness

It should be emphasised at the outset, the vulnerability is not the same thing as poverty or economic backwardness. There are a number of SIDS - Singapore, Cyprus and Malta are prime examples - which are very economically vulnerable, but have managed to generate high income per capita in spite of condition. It is argued in this paper that it is possible for SIDS to build up their own resilience against vulnerability and a number of proposals will be made in this regard. 

Indicators of economic backwardness should be clearly distinguished from those purporting to measure vulnerability. The former are generally based on income per capita, sometimes augmented by social or quality-of-life variables, such as education and health, or by economic-structure variables, such as the relative size of the agricultural sector.  It may be argued, however, that economic backwardness may be associated with limited ability to manage vulnerability and to enhance resilience. On the other hand, vulnerability indicators, as stated, reflect proneness to damage as a result of exposure to external shocks.  

There are conditions of “underdevelopment” which many SIDS share with larger developing countries, including weak institutional capacities, human resources deficiencies, lack of investment finance and weak internal interlinkages. These are well documented in the literature on developing countries, and are not the focus of the current study.

1.4. Layout of this paper

This paper is divided into six sections. Section 2, which follows this introduction, gives an explanation of why SIDS are associated with economic vulnerability. Section 3 discusses the economic Vulnerability Index, referring to its components, methodology and its strengths and weaknesses. Section 4 proposes a strategy for mitigating economic vulnerability. Given the importance of international trade in the economic activity of SIDS, Section 5 of this study develops a negotiation strategy for these states within the WTO. Section 6 concludes the study, with a recommendation that first and foremost, SIDS have to help themselves, but that the success of such a strategy will be greatly enhanced with the support of the international community.

2. WHY SIDS ARE VULNERABLE

2.1. Exposure to Economic Conditions in the Rest Of The World

Small domestic market and high dependence of exports

A country with a small domestic market must necessarily sell a high proportion of its goods and services in international markets.. This leads to high dependence on economic conditions in the rest of the world (Briguglio, 1995; Easter, 2000)

Limited terrestrial natural resource endowments and high import content

Small size often implies poor natural terrestrial resource endowments and low inter-industry linkages, which result in a relatively high import content in relation to GDP. This renders a small economy highly dependent on conditions in the rest of the world, especially for strategic imports connected with energy and food.  In addition, the high import bill requires considerable foreign exchange earnings, which again forces small countries to rely heavily on exports to meet the import bill  (Briguglio, 1995; Easter, 2000)

Limited diversification possibilities

The small size of a domestic market severely limits diversification and import substitution possibilities (Worrell, 1992. p. 9-10). In many SIDS where import substitution policies were adopted, the end result tended to be a protected economic environment, with inferior quality products, higher prices and a parallel market in non-domestically produced goods. Attempts to diversify the economy by developing off-shore financial services have received a major set-back with the imposition of the 25 criteria of the Financial Action Task Force set up by the OECD countries.  Some countries have been able to institute the reforms required for compliance, but there are still some that are still blacklisted
.

SIDS are constrained by their size in both the development and their full participation in trade in services. Taking advantage of their natural coastal resources endowment, the majority of SIDS have geared their strategy for the services sector which is highly biased toward the tourism services.  The prospects for further expansion of the tourism sector in SIDS are limited by the need to maintain the ecological balance and prevent environmental degradation.  On the other hand the ability of SIDS to strengthen their domestic capacity of supply and to participate increasingly in world trade depend much upon the development of core services, namely transport services, financial services and telecommunication services.  Once again the SIDS, on account of their size, are at comparative disadvantage in these areas of services.

Dependence on a narrow range of products

In many cases, small size restricts the country's ability to diversify its exports, and this renders the country as dependent on a very narrow range of goods and services (Briguglio, 1995, 1997; Atkins et al, 2000; United Nation, 2001). This carries with it the disadvantage associated with having too many eggs in one basket, and intensifies the problems associated with dependence on international trade. The association with vulnerability of export concentration arises because this condition intensifies the vulnerability associated with high dependence on export markets.

Inability to influence international prices

SIDS have negligible control on the prices of the products they export and import. This again renders them very exposed to what happens in the rest of the world. All developing countries are to an extent price-takers, but SIDS tend to be price-takers to a much higher degree due to their relatively small share of the volume of trade in their import and export markets.

Market thinness

This thinness of the economic structure of SIDS accounts for the lack of resilience, as the opportunities for alternative economic activities are limited, and within each line of activity the tendency for monopolistic market structures is greater.  Ultimately this explains why the impact of the external economic shock is likely to be proportionately greater in a small island state.

Thinness is of course relative to the consumption, and hence production, requirements of the population.  As consumption patterns of island societies converge with those of the developed countries, traditional economic activities and the structures that support them become less capable of meeting social needs.  In an earlier historical period when consumption was more in line with the productive capacities of traditional economies, there was less exposure to external economic shocks and the adjustments to income loss arising from shocks were less challenging to socially acceptable living standards.  Simply, physical and service infrastructural requirements of modern island economies are now so much greater that, for example, a reduction in energy supplies, or higher costs to maintain the same level of energy supplies, implies hardships for the populations either because energy intensive activities, such as transportation, are restricted, or because the increased costs force the societies to forego other goods and services, such as infrastructural (e.g., roads) maintenance and development.  More far-reaching is that the vulnerability to increased food costs has risen with the acquisition of tastes for imported foods and with the weak capability of domestic food supply systems.

2.2. Peripherality 

Peripherality is associated with insularity and remoteness from the commercial centres of the world, and gives rise to high transport costs and marginalisation. This condition is associated with vulnerability because it exacerbates the problems of being highly dependent on international trade in goods and services.

High per unit transport costs

It is to be expected that transport costs associated with the international trade of SIDS tend to be relatively higher per unit of export than in other countries. The main reason for this is that islands are separated by sea and are therefore constrained to use air and sea transport only for their imports and exports. Land transport is of course out of the question, and this reduces the options available for the movement of goods and of people. Apart from this, a small economy tends to require relatively small and fragmented cargoes, leading to  high per unit costs. 

Marginalisation

Moreover, the small size of SIDS often excluded them from the major sea and air transport routes. As a result, producers in SIDS are forced to grapple with costly supply delays and this further constrains the ability of these states to exploit the advantages of modern and technologically advanced means of transport.

Uncertainties of supply

Apart for high per unit costs of transport, insularity and remoteness from the main commercial centres may also give rise to additional problems such as time delays and unreliability in transport services. These create uncertainties in the provision of industrial supplies. These disadvantages are more intense for islands that are archipelagic and dispersed over a wide area.

Need to keep large quantities of stocks

An additional problem is that when transport is infrequent and/or irregular, enterprises in islands find it difficult to meet sudden changes in demand, unless they keep large stocks. This implies additional cost of production, associated with tied up capital, rent of warehousing and wages of storekeepers.

2.3. Trade Vulnerability

Recent international developments are rendering SIDS more vulnerable than ever before.  Both the WTO and developed countries have taken positive and concrete steps to help the LDCs but they are yet to recognise the precarious existence and vulnerability of SIDS.  The main criterion for classifying countries as LDCs, GNP per capita, is inadequate for assessing the developmental levels and the vulnerability of SIDS.  Because of their high dependence on trade and their weak capability to adjust to sudden changes in market conditions, special consideration must be extended by the international community to SIDS as well.

High Dependence on Trade Taxes 

In many of the SIDS, international trade taxes account for a major share of the Government’s revenue.    Alternative sources of revenue generation do not seem to be cost effective in the SIDS in view of their administrative and institutional constraints.  

Vulnerability of Domestic Industries

For a long time to come, tariffs will continue to play an important instrument of trade policy in SIDS.  The domestic markets of SIDS are so small that it is difficult for them to establish competitive branches of manufacturing industries.  Many of the industries set up in SIDS cannot reap the benefits of economies of scale.  These industries have much difficulty in facing the competition of an increasingly liberalized and globalized economy.  A small inflow of imports that may be considered normal in large and medium economies may be just sufficient to disturb the markets of SIDS and thus adversely affect their domestic produces.  Given the vulnerable situation of SIDS, they will require relief from the injurious effects of the surge of imports of the competing products.  

Dependence on Trade Preferences

The trade patterns of most of the SIDS have largely been influenced by their historical and political links before and after independence.  SIDS have always depended on preferential trading arrangements to ensure the continuing access of their exports to metropolitan markets.  In the post-independence period, the international community found that the free flow of trade between these trading partners could not be ensured in the absence of certain support measures and trade preferences.  Not only has trade of SIDS been oriented to markets to which they have enjoyed preferential access, but also the growth of their economies has been determined by the nature of the preferences extended.

Limitations of the Subsidy Rules 

Given the several shortcomings of the SIDS in terms of imperfect market structure, small size of the domestic industrial base, higher average costs inherent in the low scale of production, the small size of the private sector and the low level of FDI, the Governments of SIDS have an active role to play in setting the necessary conditions for industrial development and export promotion through a package of incentives and fiscal subsidies.  Many of the SIDS have established export processing zones (EPZs) as trade policy instruments designed to promote non-traditional exports.  These and other development projects are stimulated by various forms of government subsidies to entrepreneurs.

Role of State Trading Enterprises

SIDS happen to be net importers of food and basic necessities.  Owing to the smallness of the domestic market, the private sector may not be at times interested in the imports of basic commodities where the margin of profit will be low.  Under such circumstances the governments in SIDS have to rely on state trading enterprises in order to ensure the regularity and quality of supply of staple foods and other basic commodities and protect both the consumers and manufacturers from uneven and erratic fluctuation in world prices and currency rates. 

TRIPS

The TRIPS Agreement imposes minimum, but relatively high, standards of protection and enforcement of intellectual property rights (IPR) which the SIDS must follow.  The costs of adopting these IPR standards, in terms of financial transfers from SIDS to developed countries through royalties and license fees, are estimated to be extremely high. Some of the harmful effects of the IPRs on SIDS could manifest in forms of exorbitant prices for essential drugs, limitations on the use of educational materials and software, legitimising the piracy of traditional knowledge and music and undermining the rights of the poor farmers to have control over their own seeds indigenous crops and genetic resources.

The Governments of SIDS have weak institutional capacity and little, if any, experience in implementing, administering and enforcing IPRs.  The ability to derive advantage from the IPRs is severely limited by the lack of resources and the critical mass to undertake research and development of new products and new plant varieties.  This is further compounded by the inadequate capacity to participate effectively in the WTO negotiations.

Dispute Settlement Mechanism

The Uruguay Round has created a highly legalistic and costly dispute settlement arrangement.  Many SIDS not only cannot afford to bring cases but also cannot afford the costs of mounting a WTO defence in Geneva which involves enormous expertise and financial resources.

Accession

Several SIDS are facing major difficulties in their negotiations of accession to the WTO both in terms of financial costs and liberalisation commitments.  They are being urged to undertake the same level of obligations as large countries and to make extensive liberalisation commitments that are much beyond their financial and developmental needs. A survey conducted by the Commonwealth Secretariat reveals that Vanuatu has spent nearly $400,000 (about $2 per capita) on its effort to accede the WTO for the past five years.  Vanuatu has still not completed its negotiations since it is being urged by some major trading partners to make further reductions of tariffs as well as the opening of the telecommunication sector.  The major difficulties of Vanuatu are that it is heavily dependent on import duties for revenue (it has no income tax) and that it has to depend on the monopoly incentive to encourage foreign investment in the improvement of telecommunications services.

2.4. Proneness to natural disasters

Many SIDS experience natural disasters caused by cyclones (hurricanes or typhoons), earthquakes, landslides and volcanic eruptions. Although natural disasters also occur in other countries, the impact of a natural disaster on an island economy where disasters occur is expected to be relatively larger in terms of damage per unit of area and costs per capita, due to the small size of the country. 

In some instances natural disasters threaten the very survival of some small islands. Some of the effects of natural disasters on small economies include the devastation of the agricultural sector, the wiping out of entire village settlements, the disruption of a high proportion of communication services and injury or death of a relatively high percentage of inhabitants (see UNDRO, 1990 and Emdat, 2000) .  Thus, shocks to the environment from natural and man-made forces tend to exact significant costs on SIDS.

2.5. Other characteristics of SIDS

There are other factors associated with small size and insularity, which may not be directly related to economic vulnerability, but which limit SIDS’s ability to develop resilience. These include:

Limited ability to exploit economies of scale

Small size renders it difficult for SIDS to exploit the advantages of economies of scale, mostly due to indivisibilities and limited scope for specialisation. In turn this gives rise to (inter alia) high per unit costs of production, high costs of infrastructural construction and utilisation per capita, high per unit costs of training specialised manpower, and a high degree of dependence on imported technologies, since small size inhibits the development of indigenous technology.

Limitations on domestic competition

Domestic competition tends to be limited in small economies due to the fact that small size does not support a large number of firms producing a similar product. This generates a tendency towards oligopolistic and monopolistic structures. This tendency is sometimes exacerbated by conditions imposed by foreign investors who request monopolistic privileges as conditions for their investment. 

Difficulties in absorbing FDI

Many SIDS have had relative success in the 1990s in attracting Foreign Direct Investment, both in absolute quantities and in relation total capital formation. A study on Caribbean FDI, (ECLAC, 2001) however, shows that there was a relatively weak relationship between the quantity and rate of FDI and the rate of growth of GDP, and suggested that the high percentage of the FDI that went into low productivity activities probably explains the weak impact on growth.  The rise in the share of FDI in gross capital formation in the Caribbean exposes the region to more risk of investment volatility.  

Limited Investment Opportunities

SIDS are constrained in international financial markets, having limited access to capital both from private markets and multilateral financial institutions.  Even if such funds are secured, stringent security requirements reduce their effectiveness.  Private capital markets do not tend to favour SIDS on creditworthiness grounds, in part because of the limitations of their small size, and their characteristic vulnerabilities.  Multilateral loans have the tendency to bypass SIDS on the grounds of creditworthiness and portfolio consideration and also because of the policy of multilateral lending institutions to exclude countries having graduated up to given GNP level.  SIDS are handicapped in tapping both the private and the multilateral sources of capital on more favourable terms.  With relatively weak economic bases, they continue to be more vulnerable to uncertainties about future flows of FDI on a sustained basis.  In order not to unduly penalise the SIDS, bilateral and multilateral donors should recognise their special position by taking account of a broader set of criteria than GNP per capita to determine their eligibility for concessional finance.  Moreover, with the likely risks of the phasing out of preferences and incentives in the context of the negotiations, SIDS will face major challenges to attract FDI.

Limited possibilities for Investment in Communication Services

The communication services of SIDS cannot compete with the mega-suppliers of big countries.  Handicapped by their small size, the domestic firms do not have the capacity to inject necessary investment in these key sectors.  Even when foreign investment is allowed, the foreign companies do not tend to be interested in investing in small market unless they are granted monopolistic privileges. Very often the physical dispersal of SIDS constitutes a major handicap to the development of telecommunications services.   Many SIDS are not only on the periphery of the information technology and telecommunications revolution, but also are practically off the main cable communication links and hence rely on relatively higher cost satellite link for basic telephones.  Moreover, the telecommunications installations are prone to damage from frequent cyclones.

Problems of public administration

Small size creates problems associated with public administration the most important of which is probably a small manpower resource base from which to draw experienced and efficient administrators.  Very often specialists can only be trained overseas in larger countries, without a guarantee that their services will be needed on their return. For this reason, many specialists originating from SIDS decide emigrate to larger countries where their services are better utilised and where remuneration for their services is better. One outcome of this is that SIDS have to rely on larger states, generally the ex-colonising country, for certain specialised aspects of public administration. A related problem is that many government functions tend to be very expensive per capita when the population is small, due to the fact that certain expenses are not divisible in proportion to the number of users. For example, overseas diplomatic missions of small islands states are often undermanned, and many such states are represented by roving ambassadors. 

Dependence on external finance

SIDS are highly dependent on remittances from migrants, on international aid, and  on foreign direct investment.  A few SIDS have attracted short term capital flows, which have proven to be quite volatile in their rapid response to unfavourable shifts in  local returns on these investments.  So far, the proportion of short term investments in the total annual investment even in those SIDS that have attracted these kinds of flows are so small that the volatility of these flows do not as yet  impact seriously on the growth and development processes in SIDS.

Remittances

Migration in search of economic opportunities is a common response of citizens of  SIDS because of the limited scope for earning income and sometimes the pressure of the growing population on the land.  International aid, especially from their former colonial metropoles, is important to all SIDS, with some being extremely dependent on aid inflows.  The traditional export sectors of SIDS were originally established by foreign investors, and many of the modern developments in tourism and manufacturing were made possible because of foreign investment.  

3. MEASURING VULNERABILITY

3.1. The “Vulnerability” Variables in the context of SIDS

The principal variables which have been used as components of the Vulnerability Index in the context of SIDS are economic openness, dependence on a narrow range of exports, peripherality, dependence on strategic imports, and dependence on foreign sources of finance.

Economic openness 

Economic openness captures the degree to which a state is susceptible to economic conditions in the rest of the world.  It is often measured by expressing exports or imports, or an average of both, as a percentage of GDP. 

Dependence on a narrow range of exports

The range of exports captures the extent to which a country lacks export diversification, a condition exacerbating the degree of economic openness. This is usually measured by the export concentration index devised by UNCTAD, which only covers merchandise. Briguglio (1997) argued that export concentration can also be observed in the trade in services, especially in tourism and financial services, and he devised a concentration index with services and exports included. 

Peripherality

Peripherality is associated with insularity and remoteness, leading to high transport costs and marginalization. The problem with remoteness and insularity is that these variables cannot be measured directly by taking the number of kilometres from a main commercial centre, the nearest island or the nearest continent.  In the case of certain islands, a relatively large proportion of international trade is directed to and from their ex-colonizing powers, even though other centres of commercial activity could be more proximate. In other words measuring remoteness by taking distance in kilometres may convey the wrong sort of information regarding insularity and remoteness, for economic purposes.  Two variables which may reflect the effects of remoteness are (1) the ratio of FOB/CIF factors and (2) the ratio of transport and freight costs to imports.  The second has been considered to be more meaningful in studies that utilise the “paripherality” variable.

Dependence on strategic imports

This variable is intended to measure the extent to which a country’s livelihood depends on imports.  There are obvious vulnerability connotations, when a country depends heavily on imported energy and industrial supplies for production and on imported food for consumption. Various indices have been used for this purpose. Briguglio (1997) and Atkins et al (2000) suggested that this variable can be measured as average imports of commercial energy as a percentage of domestic energy production.
Dependence on foreign sources of finance 

A number of variables related to finance were proposed and discussed, but not actually utilised in vulnerability indices. These include capital openness measured as a ratio inward financial flows (including transfers) to GDP or as investment less savings as a percentage of GDP and debt dependence measured as the ratio of all debt to GDP or as the ratio of long-term debt to GDP. Generally speaking these variables were not utilised in the final versions of the index.

3.2. The CDP Vulnerability Index 

The Committee for Development Policy (of the UN ECOSOC) developed a vulnerability index which it uses for the purpose of identifying the Least Developed Countries (CDP, 2000; United Nations, 2001):

· Share of Manufacturing and Modern Services in GDP

· Merchandise export Concentration

· Instability of Agricultural Production

· Instability of Exports of goods and services  

· Population size

The CDP uses this index as one of the criteria for the identification of Least Developing Countries (LDCs) and for deciding which countries are to be graduated from the list of LDCs. 
 

The CDP Vulnerability Index assigns importance to instability, which implies that  countries with relatively unstable export growth or agriculture production will register higher vulnerability scores. The variables “share of manufacturing and modern services in GDP” and “population size” were intended to capture the extent to which a country was exposed to shocks.

The population size indicator is very problematic, if the index is to be used in the context of SIDS, since it will bias the index in favour of small states, thereby begging the question. It would therefore not be proper to use this sub-index to show that small states are more vulnerable than larger ones.

3.3. The Basic Criteria

Most authors construct their Economic Vulnerability indices according to the following basic criteria:

Simplicity

The index should not be too complicated to construct.  This necessitates that the data must be relatively easy to obtain and to process. Preferably it should be collected as a matter of routine in line with the information required for the economic management of a country. 

Ease of comprehension 

This criterion requires that the overall composite index must have an intuitive meaning, that it produces plausible results and that it summarises the many facets of the individual variables that it purports to represent. 

Suitability for international comparisons

The index should lend itself for international comparisons. An index of the type we are presenting in this paper, would of course be useless if it cannot be used for this purpose. Hence it must be based on variables which are measured in a homogenous manner internationally.

3.4. Computation Methodology

There are two basic methods for computing a vulnerability index: 

· Normalization of the component variables and averaging procedure.     

· Regression method.

Normalization procedure  

The method most commonly used is to obtain data for the components of  the index, with each component representing a facet of vulnerability. Since  the components of the index are often measured in different units, the  observations have to be ‘standardized’ or ‘normalized’ to permit averaging,  with the average being called a composite index. 

The normalization procedure most commonly used is that which adjusts  the observation to take a value of between 0 and 1 using the formula: Vij =  (Xij - MinXi) / (MaxXi - MinXi), where: Vij stands for the standardized  observation associated with the ith component for country j; Xij stands for  the value of the ith component in the vulnerability index, for country j;  MaxXi and MinXi stand for the maximum and minimum value of the ith  component for all countries in the index. Crowards (1999) modified the method to reduce the undue impact of outliers on the distribution of the observations,  by assigning the value of 1 to the top decile of values in the observations  of a particular variable and a value of 0 to the bottom decile.

The averaging procedure can be based on equal or varying weights assigned to each component. Briguglio and Crowards experimented with varying weights for each component, but their preferred method was that  involving equal weights.

Composite indices using this methodology were those by Briguglio (1992;  1993; 1995; 1997), Chander (1996) Wells (1996) and CDP (2000).  All these studies concluded that small island states tend to be more  vulnerable than larger territories. 

The most important shortcoming of this method is that the weights for averaging the components of vulnerability are arbitrarily chosen, and that  the distribution of the normalized variables are heavily influenced by  outlier observations.

The regression method  

A second method used for constructing the vulnerability index, proposed by Atkins et al (2000), Atkins et al. (1998) and Wells (1997), is based on a regression procedure. The method assumes that GDP volatility is a  manifestation of vulnerability and can therefore be taken as a proxy of  vulnerability. GDP volatility is regressed on a number of  explanatory variables which represent causes of vulnerability. 

The main advantage of this method is that the  coefficients on the explanatory variables of estimated equation are taken as weights for averaging the three vulnerability components.
 The data itself therefore produces the weights to be assigned. In addition the component variables do not need to be normalized, and this to an extent reduces the “outlier” problem encountered in the normalization procedure.

However it has a number of  methodological defects that limit the operationality and the reliability of  the index. The most important defect is that the authors had to assume that  the dependent variable (namely GDP volatility) is a proxy for vulnerability,  and therefore they had no need to go through a cumbersome regression  procedure to compute the vulnerability index. An additional problem with  the method is that the predictive ability of the model is poor.

Basically the Commonwealth Vulnerability Index produced similar results to that derived in the various indices produced by Briguglio and Crowards, since essentially, the basic difference related to the 

weights of the individual components. 

3.5. Vulnerability and Resilience

An interesting consideration with regard to vulnerability is the extent to which countries can manage or mitigate their vulnerability condition. One can give an example here of mitigation devices which can be put in place  in the case of a tree or shrub highly exposed to winds (and therefore vulnerable). The tree may develop its own internal vulnerability mitigation in the long run, in which case it will become innately resilient. In addition, man-made props can be put into place to enhance the resilience of the tree. When considering the economic resilience of countries, it is normally assumed that vulnerability arises from innate conditions, such as economic exposure to conditions in the rest of the word, whereas resilience relates to the ability of countries to mitigate, manage or overcome vulnerability through appropriate policies. 

Briguglio (1995) constructed a simple index to take account of this reality, which, for ease of reference and for lack of a better name, he called the "Vulnerability Adjusted Development Index" (VADI). He used the GDP per capita as an indicator of resilience, assuming that this enhances the capacity of countries to manage or mitigate economic vulnerability. In his results, Briguglio showed that countries with relatively high GDP per capita may be very vulnerable innately, but have somehow taken steps to alleviate this handicap. This approach would resolve the “Singapore contradiction” , since this small island state is often found to have high vulnerability scores and at the same time it is considered to be economically successful.  

The Commonwealth Secretariat approach was to take GDP in absolute terms as an indicator or resilience. This has its own advantages, since a large GDP is an indicator of strength. However it is important to  somehow “deflate” this variable to take account of the fact that a small country requires fewer resources to become more resilient, and using a GDP per capita variable would seem to be more appropriate.

The “Singapore Contradiction”

As stated above, the types of vulnerabilities represented in the Vulnerability Index are not related to the degree of economic performance. This is confirmed in Table 5 of Briguglio (1994) which gives averages of GDP per capita and of the Human Development Index of different country groups and compares them to the vulnerability index. Generally speaking SIDS do not fare badly in terms of GDP per capita, and in terms of the Human Development Index. As a matter of fact, their scores are higher, on average, than those of developing countries in general. However, as stated, these countries are characterised by a high vulnerability scores.

The question may arise here is to whether or not the data in Table 5[???] suggests that the economic fragilities of SIDS are actually the reason for their relatively high GDP per capita and Human Development Index. The fact that many SIDS have done relatively well in terms these indices, has prompted some observers to argue that being small and insular is not a disadvantage after all.  

This line of argument may of course contain an element of truth, in that smallness has its advantages, including a high degree of flexibility in the face of changing circumstances.  However the handicaps and fragilities described above are a reality in many SIDS, and the success stories of some of them was achieved in spite of and not because of their small size and insularity. Unlike larger states, small ones can never take their viability for granted, and they are perpetually in a sink or swim situation. 

Because of their intrinsic economic vulnerabilities, many SIDS may not have survived as independent states in the absence of "artificial" props to mitigate their intrinsic vulnerabilities, including financial transfers and preferential access to markets in developed countries.

It should be noted also that even the relatively high growth rates which many SIDS experienced during the eighties, may give a misleading picture of the strength of the economies of these countries. In many instances, the growth pattern of such countries has been unstable and erratic.

3.6. Benefits and Weakness of the Index  

There are at least two benefits that can be derived from the construction of  a composite vulnerability index:

Strengths

Drawing attention to the issue of vulnerability. The index can draw attention to the issue of economic vulnerability of SIDS, and of other countries which are highly exposed to economic conditions outside their control.

Quantitative assessment. The index presents a single-value measure of vulnerability based  on meaningful and transparent criteria which can be considered by donor countries  and organizations when taking decisions regarding the allocation of  financial and technical assistance, or for assigning special status to  vulnerable countries.

Weaknesses of the Index

The indicators share a number of weaknesses, principally associated with  the subjectivity in their computation, in particular with regard to the choice  of variables, the method of measurement and the averaging procedure. 

Subjective choice of variables. The question of subjective choice of variables is difficult to resolve. This  is, however, not a problem peculiar to the vulnerability indices but to most  empirical work, especially in the case of composite indices. In the case of the vulnerability index however, the choice of variables have been surprisingly similar, with the exception of the CDP index.

Problems of measurement. The measurement problems arise in part because of an absence of data for  certain variables or for certain countries; different methods of statistical  compilation across countries; and errors in measurements of the variables.

Averaging Procedure. Composite indices are averages of different sub-indices, and the single  value which they produce may conceal divergences between the individual components or sub-indices, possibly hiding useful information.  Furthermore, a composite index implies some form of trade-off between the  sub-indices of the composite index and averaging would conceal, for  example, situations where the effect of one variable cancels out the effect  of another. 

Weighting procedure. In addition there is the problem of whether to take a simple  average or a weighted average and, in the latter case, which weights are to  be assigned to the different variables. In general, the weighting problem  remains in the realm of subjectivity, with the simple average having a  favourable edge on grounds of simplicity.

4.  Building resilience AND MANAGING VULNERABILITIES

Pursuing sustainable economic development strategies will enhance the capabilities of SIDS to deflect and mitigate external shocks.  

Forging strategic alliances to overcome size constraints

Size will remain the major constraint in developing and exploiting marine resources.  SIDS will have to forge alliances among themselves and with the large industrial countries to harness the potential of their vast marine resources.  The strategy should seek to maximize rents of various forms associated with licenses and permits granted to large industrial producers that wish to exploit the marine resources of SIDS.

Capacity-building

The strengthening of both public and private sector institutions must be a priority in a SIDS strategy to manage vulnerability.  A good example of the need to build institutional capacity in the public sector is the requirement to implement the TRIPS agreement.  This will presents additional costs to SIDS while being potentially the sanction for further transfers of wealth from SIDS.  Assistance from international donors on terms affordable to SIDS will be a critical input into capacity building at all levels of all sectors.

Develop competitive strategies

It is equally necessary to develop the competitiveness of private productive enterprises for it is they who conduct the nation’s trade.  Competitiveness in the modern world demands a greater use of knowledge to inform decision-making, to provide services at international standards, and to utilize modern technologies in production processes. It is also enhanced through niche market export strategy, flexible specialisation, enhanced entrepreneurship and, where appropriate,  economic deregulation.

Promoting stability in the macroeconomic environment

Foreign direct investment will be a major driver for the process of transforming the economies of SIDS.  A stable macroeconomic environment and a climate that inspires the confidence of local and international business interests constitute the fundamental framework for attracting foreign investment.  Schemes for insuring foreign investments against risks will make SIDS more attractive to international investors.

Diversification

It is imperative that the economies of SIDS undergo rapid diversification of their export commodities away from traditional products in declining demand, and toward more high value-added commodities and services in increasing demand.  To the new products and new services must be added new markets to reduce the concentration of the export earnings of SIDS around a narrow range of products and markets.

The thinness of the economic structure can only be overcome with increased diversification of productive activity.  Investment has to be channelled into new activities, particularly information technology and communication based services, cultural services, and the development of marine resources on sustainable bases.  Here investment should be interpreted broadly to include investment in human resources to enhance the capabilities and the productivity of the labour force.

Reducing dependence on imported energy

Dependence on imported energy is a major source of economic vulnerability for many SIDS.  Modern research has produced commercially feasible options of energy supply, such as wind, solar and ocean tidal energy.  Indeed, many SIDS are particularly suited to these options because of their geographical location.  A comprehensive assessment of the energy resources, and the current and projected patterns of energy use should guide governments in articulating energy strategies for sustainable development.

Developing capacity in the management of marine resources.  

SIDS are distinguished from other small economies by the abundance of marine resources.  These resources remain largely untapped for want of knowledge about them and about the commercially  viable ways of utilizing them, such as the necessary investment and training.  Some success has been achieved in utilizing coastal marine resources for tourism, but much more can be done if adequate environmental management systems are in place at the national and the enterprise levels.  Harvesting the fish, other marine animals and plants, and supplying desalinated water will require strategic alliances among enterprises based in SIDS, and between these enterprises and large international commercial producers.

Use of IT

The constraint of size is becoming less binding as the technological revolution proceeds.  New activities that utilize knowledge intensively are less subject to diseconomies of scale than production processes that transform materials from nature into consumption and production goods.  IT-based economic activities present lucrative opportunities for SIDS with the requisite infrastructure and human resources, and many have already begun to develop industries.  Again, Singapore represents the best example of the range of possibilities in IT industries that a small island can establish.

Education

Modern production activities require an educated and well-trained work force that can adapt readily to the changing technological demands.  This is especially true if SIDS are to develop the appropriate comparative advantages in high value-added services, such as IT and finance.  Indeed, public and private investment in human resources must be a major priority for the management of economic vulnerability.

The education plans for SIDS must target carefully the development of the cultural services that can be provided on the basis of traditional cultural practices.  Where these practices are economically relevant, the chance of SIDS maintaining their cultural identities will be more feasible.  In this regard, the collaboration of universities, tertiary institutions and research institutions based in SIDS will enhance their collective capabilities for developing the requisite human resources for economic resilience.

Tapping expertise and financial resources from overseas communities  

SIDS can tap significant financial and human resources in their migrant communities overseas.  It is well established that remittances are very important to the economies of SIDS, and in many cases constitute the single most important private inflow of finance annually.  Much more can be done to encourage repatriation of the services of SIDS nationals, especially where reliable, efficient and reasonably priced air transport services are available and where communication services facilitate the delivery of services via electronic means such as the Internet.  Equally important is that these communities are natural bridgeheads into the markets of the developed countries.

SIDS-SIDS cooperation  

There are many areas for SIDS to provide mutual technical assistance to each other.  Singapore already has a well-established technical assistance programme for sharing its experiences with SIDS that could serve as a model for other programmes of cooperation.  Education is a particularly important area for mutually beneficial cooperation, especially since the potential for adjustment to the changing international economy depends critically in the quality of human resources in SIDS.  Yet another is planning and implementing projects for disaster preparedness and mitigation.

Special attention should be given to promoting cooperation and strategic alliances among firms and other productive enterprises based in SIDS to supply regional and international markets. This is the most feasible approach to developing productive units with the minimum critical mass to compete successfully in the global economy.

SIDS will have to engage the current global trends to regional integration.  In the western hemisphere, the impending launch of the FTAA in 2005 will impact directly on Caribbean SIDS in more far-reaching ways than the WTO.  The initiation of the process of integrating Caribbean economies in the Caricom Single Market and Economy is being accelerated as an element of the strategy to engage the FTAA process.  The FTAA process is accurately described as WTO plus.  Malta and Cyprus are expected to join the European Union in 2004.  Similarly, there is a strong integration movement in the Pacific that the SIDS in that region cannot ignore.

Developing a trade negotiating strategy for SIDS

Cooperation between SIDS is especially critical for the negotiations for special and differential treatment for SIDS in the upcoming WTO round, given that SIDS have a very high dependence on international trade. The next section lays down a strategy towards this end.

5. The WTO and SIDS 

5.1. Background

The rules affecting the participation of developing countries in the multilateral trade system have evolved during the last fifty years.  When GATT was established in 1947, there were no special provisions applying specifically to developing countries: the rights and obligations applied to all contracting parties.  In the period between 1960s and 1980s, which witnessed a pre-dominance of increasing membership from developing countries, GATT came with provisions to address the needs and problems of developing countries differently and more favourably.  This is known as Special and Differential Treatment for developing countries.

During the Uruguay Round of Negotiations, the principle of Special and Differential Treatment has further evolved.  While the WTO Agreements contain several provisions in favour of developing countries, the emphasis has shifted more, both in terms of contents and priorities, in favour of the low income and least developed countries.  The majority of SIDS, whose vulnerabilities are betrayed by their relatively higher income, do not fall under the category of LDCs.  There are no such provisions in the WTO that would cater to the specificities of SIDS.  One of the explanations could be that the SIDS, the majority of them being outside the multilateral trading system, did not have the capacity to represent their case during their Uruguay Round Negotiations.

In the run-up to the Doha Ministerial Conference, a group of SIDS put considerable pressure on the WTO to recognise their special situation.  But as the concept of SIDS was not recognised by the WTO, they had to fight their case on the basis of small economies (a term which is undefined and which also includes several non-island developing states).

The Doha Ministerial Declaration finally agreed to establish a Work Programme, the objective of which will be to frame responses to the trade-related issues identified for the fuller integration of small, vulnerable economies into the multilateral trading system and to make recommendations for action to the 5th Session of the WTO Ministerial Conference to be held in 2003.

However, there is still a long way to go for the WTO to recognize the small economies as a distinct group.  There is strong resistance by some WTO members to the idea of special treatment for the small economies.

5.2. A Negotiating Strategy for SIDS

The fundamental principle to guide the management of the economic vulnerability of SIDS is to minimize the risks from external shocks and to maximize the resilience of the economies.  Both aspects of managing vulnerability require that SIDS engage the changing international economy on terms that facilitate their sustainability and viability in the emergent global economic system.  At the same time, SIDS must develop and implement the appropriate strategies to diversify and differentiate their economies so as to harness the full potential of their human and natural resources to tap more dynamic markets than they have traditionally done.

Special and differential treatment

The WTO must grant special and differential treatment to SIDS.

Tariff reduction

With regard to the liberalization of trade, SIDS needs WTO to apply a flexible approach to the reduction of tariffs, especially where they account for a major share of government revenue, and where the capability to apply trade remedy measures has not been adequately developed. The WTO’s effort to achieve extensive tariff reduction will have harmful results on the budget balance of SIDS.  In the forthcoming tariff negotiations, SIDS must not be required to make further commitments to reduce tariffs and to bind their tariffs beyond their trade, development and financial needs.

Subsidies

SIDS should be eligible for the special concessions with regard to the WTO rules on subsidies, especially to support the necessary economic adjustments.  This is particularly relevant to the management of shipping costs, which are relatively burdensome to SIDS because of their isolation and remoteness.  The WTO’s Agreement on Subsidies and Countervailing Measures contain specific provisions restricting the use of export subsidies.  These rules may affect incentives granted to EPZ companies in SIDS. Although the Agreement recognizes that subsidies may play important role in the economic development of developing countries, it glaringly denies the SIDS of maintaining subsidy schemes that are in principle permissible to certain large economies.  The LDCs and developing countries with a GNP per capita less than $1000 are exempted from the obligations to eliminate prohibited export subsidies indefinitely.  Certain developing countries (with GNP per capita above $1000), which were initially required to phase out their export subsidies by end of 2002, have been allowed by the Doha Declaration to enter into consultation with the appropriate WTO body with a view to determining whether an extension of the transitional period until 2007 is justified. The current WTO rules on Subsidies (including the relevant decision at Doha) do not respond to specific needs and concerns of SIDS.  The WTO must extend them the same flexibility as available to the LDCs and developing countries with GNP below $1000.

Dispute Settlement Mechanism.   

With regard to the  Doha Declaration on negotiations on improvements and clarification of the Dispute Settlement Understanding, it is opportune to focus attention on the problems and inherent weaknesses of SIDS to ensure that the WTO rules do not hold back the momentum of SIDS in their efforts towards modernisation, diversification and integration in the multilateral trading system. SIDS must actively make representation for due account to be taken of their special circumstances so as to have affordable and meaningful access to the mechanism.  

Market Access

SIDS should be accorded special and more favourable treatment in terms of market access, and that as far as is possible, SIDS should continue to enjoy trade preferences.

The role of the State  

It is imperative that the State in SIDS takes on certain economic activities in its partnerships with the private sector for sustainable development.  For example, in some SIDS, only the State is capable of bulk purchasing to ensure the regularity and quality of the supply of staples and other basic commodities.  In this regard, the activities of State enterprises should not be considered to be necessarily trade distortive. It is also imperative that SIDS adopt a coordinated approach to the negotiations with the WTO as well as other regional groupings, such as the FTAA.  It certainly would be more feasible and cost effective given the limited resources of the governments of the SIDS, in addition to articulating a common set of positions at the various international fora.  An appropriately resourced mechanism should be put in place to coordinate and manage the international negotiations of SIDS.

Transport costs

The WTO should allow the SIDS to undertake support measures to overcome the burden of high international transport costs without the risk being challenged by its subsidy rules.

Tariffs and Domestic industry

Although the WTO has provided a kind of safety valve in the Agreements on Anti-dumping, Countervailing and Safeguard measures to deal with such emergency situations, the SIDS find them costly, onerous and burdensome to make use of these measures.  Therefore, the SIDS must not be urged to undertake considerable level of tariff reductions so long as they are constrained in their effective capacity to apply trade remedy measures.

Marginalisation

The SIDS will risk further marginalization and it will be all the more difficult for them to successfully integrate into the Multilateral Trading System in the event that these preferences are abruptly removed.   It is therefore essential that the SIDS be provided with continued support and preferences.  

Accession

The WTO must accelerate and streamline the process of accession of SIDS.  It is hard to believe that out of 43 SIDS, 23 of them are still not WTO members.

6. Conclusion

This study has shown that economic vulnerability is multifaceted and that this concept is particularly relevant to SIDS. All the economic vulnerability indices so far produced indicate that, as a group, SIDS tend to have high vulnerability scores. It has also been shown that in some instances, SIDS do not register a relatively low GDP per capita, conveying the impression of a strong economy, even when, in reality, their economies are extremely delicate, being exposed to foreign economic conditions, and have additional problems associated with insularity and remoteness. A number of SIDS are low income countries and very vulnerable at the same time, a state of affairs which deserves immediate attention from the international community.

It must be emphasised that the high vulnerability scores of SIDS produced by the vulnerability indices should not be construed as a suggestion that SIDS should be complacent and should not themselves attempt to mitigate or manage their vulnerabilities. This study has in fact proposed a number of measures that could be adopted tin this regard. These measures can be summarised under four headings, namely (a) improved flexibility to enhance the countries' ability to withstand external shocks; (b) improved ability to compete, (c) institutional changes for capacity building  and (d) SIDS/SIDS cooperation, in particular for the purpose of developing a strategy for international trade negotiations.

Although, as stated, SIDS should take action to help themselves, these countries tend to have limited options to cope effectively with their intrinsic economic vulnerabilities. The support of the international community is therefore called for in this regard.
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� The construction of such an index was first formally proposed by the Maltese Ambassador to the United Nations in June 26, 1990, during the meeting of Government Experts of Island Developing Countries and Donor Countries and Organisations, held under the auspices of UNCTAD. In his speech, the Maltese Ambassador suggested that a vulnerability index be constructed, stating, inter alia, that such an index "is important because it reiterates that the per capita GDP of Island Developing Countries is not by itself an adequate measurement of the level of development of island developing countries as it does not reflect the structural and institutional weaknesses and the several handicaps facing Island Developing Countries." Subsequently UNCTAD engaged Lino Briguglio to prepare a paper on the construction of a vulnerability index  which was one of the main documents discussed during a meeting of a Group of Experts on Island Developing Countries, held in Geneva on 14-15 July 1992.





� These were Professor Lino Briguglio of the University of Malta and Dr Dennis Pantin of the University of the West Indies.


� The report of this meeting is carried on the following website: 


� HYPERLINK "http://www.un.org/documents/ecosoc/docs/1998/e1998-5.htm" ��http://www.un.org/documents/ecosoc/docs/1998/e1998-5.htm�


� See, ECLAC, 2002





� See, ECLAC, 2002


� During the December 1997 UN meeting on the Vulnerability Index, it was argued that this variable should not form part of the vulnerability index because high dependence on foreign trade is not a disadvantage but strength of SIDS. As a result, the Committee for Development Policy (UN ECOSOC) excluded this variable from its Vulnerability Index.





� The CDP uses three indices to identify which countries are Least Developed. These are (1) the GDP per capita index (for one benchmark year, converted at three year average exchange rate, using the World Bank Atlas Method) (2) the Augmented Physical Quality of Life Index, consisting of Education, Nutrition and Health sub-indices, and (3) the Economic Vulnerability Index. To be eligible for graduation out of the list of LDCs, a country must at least meet two of the following three criteria, namely (a) a per capita GDP higher than US$1035 (b) an APQLI score greater than 68 and (c) an Economic Vulnerability Index score smaller than 31. In case of marginal scores a vulnerability profile is to be taken into consideration. The be eligible for inclusion in the list of LDCs a country has to have a population of 75 million or less.


� The method involves estimating an equation of the type: V = ( (V1) +  (V2) +  (V3)�where V1, V2 and V3 represent the individual components of the index; ( and  are estimated coefficients using weighted least squares method; and  V is the predicted volatility indicator, assumed to capture vulnerability. The estimated coefficients are taken as the weights for summing the components. In this case the variables do not need to be standardised.


� It can be shown that hen the normalised scores tend to distort the relativity of the observations when a few observations are outliers to a high degree.


� As explained above, however, the fact that the CDP index incorporates a “size” variable, may indirectly be taking on board on “economic openness” indicator since the two are highly correlated.
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