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Background and Motivation

Lack of supply response following significant unilateral liberalisation of trade regimes
and market opening in developed and relatively advanced developing countries has
prevented many low-income economies from taking advantage of the growth in world-
wide trade and investment flows. Most of these countries lack basic infrastructures,
skilled human resources and managerial capacity, and this inhibits trade-led growth
and development. The absence of effective supply response in these economies has
also meant their weak integration into the global economy. Trade capacity building
has therefore become a major national and international concern in attempts to
ensure beneficial participation by poor and vulnerable economies in world trade.

Financial and technical assistance from multilateral and bilateral donors aimed at
facilitating the integration of developing countries into the global economy through
initiatives that expand trade has been in operation since foreign aid was considered to
be a means for supporting growth and development in developing countries. Under
the World Trade Organization’s (WTO) Doha Round of multilateral trade talks,
technical assistance for trade capacity building became a prominent issue. In 2005 the
Hong Kong Ministerial Declaration called for aid for trade (AfT) to help developing
countries build the supply-side capacity and trade-related infrastructure that they
needed to help them implement and benefit from WTO agreements and more broadly
expand trade. AfT emerged during a period of increased aid commitments with the
clear purpose of providing additional funding (i.e. on top of existing aid commitments)
for developing countries’ trade-related needs. A WTO task force identified six cate-
gories of AfT, building on the definitions used in the WTO/OECD trade-related and
capacity building database: trade policy and regulations; trade development; trade-
related infrastructure; building productive capacity (including private sector develop-
ment); trade-related adjustment (including support for adjustment associated with
changes in international trade regimes); and other trade-related needs.

While AfT has become part of the established terminology in trade policy dis-
course involving the WTQO, the categories of aid falling under the task force definition
have existed for decades, making it possible to examine the impact of this type of assis-
tance in order to identify the most effective interventions. Cali and te Velde (2008)
analysed the effects of past AfT on trade-related performance for a large set of devel-
oping countries. Although they found that AfT had a generally favourable impact on
exports and the costs of trading, they concluded that these effects were likely to depend
on specific circumstances (e.g. the type, focus and sector of aid programmes, and
whether AfT removes binding constraints).

This paper extends the assessment of AfT to a specific group of countries, known
as small and vulnerable economies (SVEs). SVEs are a group of developing countries
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facing unique challenges related to their integration into the global economy.! The
group is mainly made up of Caribbean and Pacific small and island states, whose
exports tend to be concentrated in a few sectors and are extremely vulnerable to
volatile international markets.

Due to their small populations, the domestic market is small in these countries. As
a result, most of the firms are small and medium-sized enterprises with limited oppor-
tunities for reaping the benefits of economies of scale and investing in research and
development.? In addition, most SVEs have a poor investment climate, weak institu-
tions, remoteness and lack of skilled labour or adequate human capital, which limits
access to external capital and constrains industrial development. Small states are also
characterised by lack of competition in product markets. This leads to a misallocation
of resources, inefficiencies in production and lack of incentives for innovation.
Moreover, the small size of the domestic market often implies that in most sectors
production cannot enjoy economies of scale. All these factors contribute to high unit
production costs for firms in these countries. The high production costs are com-
pounded by high transportation costs due to the remoteness and insularity of many
small states. This implies that SVEs need to charge higher prices to stay in business or
else accept lower returns on some part of their costs as compared with larger economies.

The vulnerability of small states to fluctuations in input and output prices is
aggravated by their undiversified economic bases, which itself is in many cases an out-
come of their limited size and the scarcity of human capital. For most economies in the
Pacific and Caribbean regions, the combined share of the first and second commodity/
service in total exports of goods and services is over 50 per cent. Many other small
states in different regions exhibit a similar pattern, which indicates the higher vulner-
ability of these states to internal and external shocks.

In addition, in the context of wider integration, Mattoo and Subramanian (2004)
argue that small states face systematic problems within the multilateral trading system
despite acquiring significant influence in the system since the Uruguay Round. This is
because of their limited bargaining power in trade negotiations and misalignment of
their interests with those of the broader trade liberalisation agenda. Importantly, the
cost of doing business in small states seems to be generally higher than in other coun-
tries. In a Commonwealth Secretariat study, Winters and Martins (2005) find that
business costs, particularly transport and labour, are significantly higher in small
states.” On average, micro (and very small) states face cost penalties ranging from 22
to 222 per cent relative to the median country. The authors argue that small consign-
ment size, poor infrastructure, lack of competition and weak institutions inflate the
costs of trade and create strong economic disadvantages for these countries.

In this context, well-designed trade-related assistance may help SVEs face the chal-
lenges posed by their characteristics. This is particularly the case during a time when
the prospects for small states have deteriorated further due to (future) preference
erosion and the emergence of new and large competitors (Briguglio et al., 2006). Many
small economies are critically dependent on trade preferences that they have enjoyed
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for a considerable period, but are now being eroded because of changing trade regimes
in developed countries. There is evidence that some of these countries are likely to
face severe consequences from further multilateral trade liberalisation. Given all this,
a review of the small states agenda proposed in the Commonwealth/World Bank Joint
Task Force Report (2000) suggests the need for small states to reposition themselves in
the global economy and move further into knowledge-based and service industries.
Qureshi and te Velde (2008) suggest how this can be done and how AfT can play a
role. The report also calls for a renewed effort by the donor community to help small
states address the challenges of adjusting their economies. It is worthwhile pointing
out that the WTQO’s AfT agenda includes helping countries to adjust to trade shocks
and that mitigating the loss of trade preferences through most favoured nation (MFN)
tariff reductions by developed countries constitutes an interest of small states.

This paper takes the issue of aid for trade in small states seriously. It sheds light on
the extent to which SVEs have been able to access AT funds and on whether and to
what extent this assistance has helped SVEs improve their trade performance. It is
divided into seven sections. Section 2 examines the rationale for AfT to SVEs by look-
ing at the evolution of their significance in global trade and the expected costs of
adjustment from trade integration. Section 3 describes the programmes and institu-
tions offering AfT and in particular programmes for countries such as SVEs. Section 4
takes stock of the volumes and types of trade-related assistance that SVEs have
received so far and compares them with other developing countries. Section 5 analyses
how AfT could help developing countries integrate in the global economy through an
export demand model with particular reference to SVEs; it also reviews some sugges-
tive evidence on the effectiveness of AfT on trade-related performance. Section 6
provides empirical results associated with the impact of AfT on export performance in
SVEs and other developing countries. Section 7 concludes the paper by drawing some
policy implications for SVEs.
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2
The Rationale Behind Aid for Trade in SVEs

Until the recent economic slowdown, the global process of economic integration
among countries intensified, underpinned by an unprecedented rise in the volume of
trade and capital flows and a reduction in barriers to worldwide trade and investment
activities. This drive to globalisation received substantial impetus from the birth of the
WTQO, providing specific trade rules and procedures and promising further liberalisa-
tion in the world trade regime. Despite these developments, there remain serious
concerns that small states have failed to derive significant benefits from the process of
trade liberalisation and globalisation.

Section 1 of this paper has highlighted a number of overriding problems constrain-
ing the economic development of small states. Most of these problems potentially con-
strain the countries’ international competitiveness, preventing their effective partici-
pation in global trade. The trade data seem to confirm this fear, suggesting that over
the years small states have become marginalised in world trade. During the period
1948-2008 the combined share in global merchandise exports of the 39 small states
covered in this paper fell from 1.05 per cent to 0.62 per cent.* When the five oil-
exporting small states are excluded, the comparable share fell from 0.52 per cent to
0.18 per cent — i.e. the relative significance of non-oil exporting small states declined
by 66 per cent. Even when only trade in services is considered, which is more impor-
tant than merchandise trade for a number of small states, their declining significance
cannot be overlooked. Small states’ share in such trade has fallen from 1.45 per cent
in 1985 (when the first data on commercial services exports became available) to 0.95
per cent in 2008.

Even the trends for more recent periods indicate sustained declining significance of
small states. Between 1995 and 2008, both global merchandise and commercial serv-
ices exports grew on average by 10 per cent per annum, while merchandise exports
from non-oil exporting small states registered a modest annual growth of only 6 per
cent. The growth of commercial services exports from small states was also lower at 8
per cent per annum. These figures are significantly lower than the average growth of
merchandise and commercial services exports from least developed countries (LDCs),
which are estimated to be about 18 and 10 per cent respectively over the same period.

Seventy per cent of the small states in our sample (27 of the 39 countries referred
to above) had a lower share of world trade in 2008 than they had in 1995. In the case
of services, the corresponding share is 72 per cent (28 countries). On the whole, small
states’ marginalisation in world trade persists unabated. Figure 2.1 shows that if the
oil-exporting countries are excluded, small states’ share in global merchandise and
commercial services has been subject to secular decline, falling from 0.6 per cent in

1980 to 0.3 per cent in 2008.
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Figure 2.1. Share of small states in global export trade

Small states' share in global exports

Share of small states without oil in global exports

Source: Authors' own estimates using UNCTAD data

Because of their inherent economic characteristics, associated mainly with the small
size of their domestic markets, SVEs are highly dependent on international trade for
their growth and economic development. Indeed, the trade-orientation of these coun-
tries is generally much higher than that of other developing countries. The mean
export-GDP ratio in small states is about 55 per cent, compared with less than 30 per
cent for the world as a whole. Consequently, marginalisation of these economies in
world trade could seriously jeopardise their growth and development. Together with
the problem of smallness that results in non-exploitation of increasing returns to scale
in production and diversification opportunities into a wide range of activities, these
countries also suffer from lack of productive capacity, trade-related infrastructures, and
adequate and effective trade policy and regulations. All this has contributed to dwind-
ling comparative advantage as reflected in their declining trade share. Aid for trade
has been specifically designed to address many of these issues and is thus very relevant
to an international support regime that aims to foster beneficial participation of
vulnerable countries in global trade.

Another important aim of AfT is to help developing countries adjust to multi-
lateral trade liberalisation processes. There can be various adjustment requirements,
ranging from tackling export shortfalls to capacity development for dealing with new
trade measures and provisions, where support would be required. Among these, adjust-
ment support for loss of trade preferences has become one of the most critical issues for
many small and vulnerable economies. Cali et al. (2006) provide a review and summary
of such estimates for a large sample of developing countries, from which it is possible
to compute the estimated losses for SVEs.
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Many estimates of these costs are available; those by the International Monetary
Fund (IMF) and WTO are probably the most consistent across countries and products.
Gillson et al. (2004) provide more detailed estimates for sugar and bananas. We use
various studies to provide the preference erosion figures reported in Table 2.1. The
lower bound is obtained by adding two sets of estimates from WTQO studies: the esti-
mate made by Low et al. (2005) of costs for non-agricultural products due to preference
erosion and that made by Low et al. (2006) of costs for agricultural products due to
preference erosion. The upper bound is computed by including additional estimates
that use the highest figures for each country among the available lower bound
estimates in Gillson et al. (2004), IMF (2003) and Alexandraki and Lankes (2004).

Different assumptions (regarding the liberalisation process and the methods of
calculation) produce different losses and gains for individual countries. Our central
estimates are mainly based on WTO studies, as they employ the most up-to-date
methodology in terms of the assumptions about what an eventual multilateral trade
liberalisation may involve. An important part of this methodology is related to the
adjustment of preference margins for competition and for utilisation rates (where
available). The first type of adjustment accounts for the competition effects resulting
from other exporters benefiting from the same preferential scheme or other forms of
preferences. The resulting estimates will be lower than those that do not take such
effects into account. If there is significant liberalisation, leading to entry into the market
by countries that are currently completely excluded, this will underestimate preference
erosion. The latter type of adjustment considers the actual rate of utilisation of prefer-
ences by exporters from developing countries. This adjustment is computed only for
exports of non-agricultural products to the US market.

The estimates provided by the IMF are not directly comparable with the WTO
estimates, as they use different methodologies; some caution is therefore required in
comparing these. Note also that all estimates are based on partial information and static
calculation: hence they are potentially subject to various types of biases. One such bias
is due to the fact that the extent of gains or preferential margins that actually accrue
to the exporters is unknown. The share is likely to be less than the 100 per cent
assumed by the studies, except for sugar, where the quota scheme ensures that countries
receive the rents. Other factors are the lack of consideration of elasticities of substitu-
tion and of dynamic interaction.

The calculations that rely only on WTO studies give total estimates for SVEs,
including textiles and clothing and sugar, of about US$162 million out of a total of
US$1,070 million. These are lower bound estimates on current maximum expecta-
tions for the Doha Round: taking an upper bound estimate would give a loss of US$654
million for SVEs out of a total loss of US$2,362 million a year for all developing coun-
tries in the sample. According to these estimates, the expected costs of preference ero-
sion for SVEs range between 15 per cent (lower bound scenario) and 28 per cent
(upper bound scenario) of total costs for developing countries. Considering that the
share of population of SVEs in total population in the sample of countries in Table
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2.1 is only 2.3 per cent, SVEs are effectively expected to bear a much higher than pro-
portionate share of the costs of preference erosion.

Among the SVEs in our sample, Mauritius, Jamaica, Guyana, Fiji Islands, Belize
and St Lucia are likely to suffer most in terms of absolute loss of exports due to prefer-
ence erosion. When measured as a proportion of the respective countries’ total
merchandise exports, export losses turn out to be massive for St Vincent and the
Grenadines (58 per cent), St Lucia (42 per cent), Dominica (35 per cent) and Sdo
Tomé and Principe (29 per cent), as shown in Figure 2.2.

Figure 2.2. Loss of preference of some SVEs

We also estimate the same costs for the group of SVEs as defined in the WTO. This is a
larger group and it is expected to face most of the estimated costs of preference erosion:
between 77 per cent (lower bound scenario) and 56 per cent (upper bound scenario)
of total costs for the countries in the sample. Again, these shares are well above the
share of the WTO SVE group in total population (around 14 per cent) This is unsur-
prising, given that the majority of SVEs are preference receiving countries and that the
preferences often allow them to obtain much larger market shares in the preference
conceding countries than in a liberalised regime.
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3
How SVEs Access Aid for Trade

It is worth analysing the current structure of the provision of aid for trade. This section
examines what institutions provide it, what type of AfT funds exist, what criteria must
be fulfilled to access those funds and what types may be particularly relevant for SVEs.
This information is important in order to operationalise any policy advice on AfT and
how SVEs fit into this.

The work of the WTO AfT Task Force in 2006 has induced a sort of convergence
in the general understanding and definition of AfT in the donor community among
bilateral and multilateral agencies. The Task Force states:

Projects and programmes should be considered as Aid for Trade if these activities
have been identified as trade-related development priorities in the recipient
country’s national development strategies.

[t specifies six types of activities as constituting AfT:

1. Trade policy and regulations (e.g. trade policy and planning, trade facilitation,
regional trade agreements (RTAs));

2. Trade development (e.g. investment promotion, analysis/institutional support for
trade in services, market analysis and development);

3. Trade-related infrastructure (e.g. physical infrastructure including transport and
storage, communications and energy generation and supply);

4. Building productive capacity (e.g. business development, assistance to banking
and financial services, agriculture, forestry, fishing, industry, mineral resources and
mining, tourism);

5. Trade-related adjustment (e.g. contributions to government budget for implemen-
tation of recipients own trade reforms and adjustments to trade policy measures by
other countries);

6. Other trade-related needs: other trade-related support not captured under the cate-
gories above.

These activities are administered through programmes and projects funded by bilateral
and multilateral donors (see below) and usually implemented by a variety of special-
ised agencies (e.g. UN agencies, international non-governmental organisations
(NGOs), local NGOs, private contractors). From the discussion in Section 2, trade-
related infrastructure, building productive capacity and trade-related adjustment may
be particularly important in terms of SVEs’ needs. Trade facilitation may also play a
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very relevant role as SVEs are more dependent on trade than other developing countries,
and processing imports and exports efficiently is key. This paper focuses specifically on
the impact of trade facilitation assistance in part of its empirical analysis.

3.1 |Institutions offering aid for trade

Virtually all donors (bilateral and multilateral) have a more or less formalised trade-
related programme. Bilateral donors have supported aid for trade activities for many
years under the rubric of infrastructure projects, assistance to customs, support to pro-
ductive sectors and similar headings. However, these activities have generally not been
grouped under a single heading and are often carried out by different units within the
same donor organisation. The AfT initiative has provided some momentum for donors
to unify their trade-related activities within their internal structures (OECD, 2007).
Nonetheless, the funds available for AfT are still usually scattered across the donor
organisation. For example, the European Commission (EC) — the largest AfT donor as
shown in the analysis below — funds aid for trade through a number of Community
instruments under the regular Community budget (e.g. the Development Co-operation
Instrument, the special budget line for multilateral initiatives) and the European
Development Fund (EDF) (EC, 2008). These funding mechanisms are implemented
by different units within the Commission. The USA provides AfT through different
organisations, the main ones being the Millennium Challenge Corporation (MCC)
and USAID.

Multilateral donors — and some specialised agencies in particular — are usually ahead
of the game in terms of the organisation of AfT assistance. Some agencies have this
type of assistance as their core mandate, for example the International Trade Centre
(ITC), the United Nations Conference on Trade and Development (UNCTAD) and
the WTO. Others operate specific AfT programmes related to their core competencies.
For example, the Food and Agriculture Organization (FAO) provides trade-related
assistance for the agricultural sector. Table 3.1 presents the types of AfT provided by
the various UN-related organisations.

Among the agencies with a trade-related mandate, UNCTAD is the organisation
with the longest history of relating trade to development and has major current capacity
building functions. It may also offer advice on how to ensure that developing countries
participate actively and believe that they are involved in decision-making. All its
projects and programmes are strictly related to aid for trade, although the scale of its
activities generally depends on external funding. UNCTAD is mainly an implementing
agency, which provides technical co-operation on the basis of projects planned by
donors. Its main area of activities is trade policy and regulation.

The ITC also has a history of trade-related aid. Its main areas of intervention are
concentrated in the broad categories (especially trade development and business
participation in the trading system). The ITC has developed a role related to global
products and networking among trade support institutions that complements the trade-
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related technical assistance (TRTA) of the bilateral donors who support larger projects
in developing and transition economies.

The WTO is the only international organisation that deals with the global rules
regulating trade among nations. Its main objective is to ensure that trade flows as
smoothly, predictably and freely as possible. It does this through a number of activities:
administering trade agreements; acting as a forum for trade negotiations; settling trade
disputes; and reviewing national trade policies.

Other major multilateral organisations providing AfT include the World Bank, the
IME, the regional development banks and other specialised UN agencies. They mainly
operate through specific AfT programmes, some of which are reviewed in the next
sub-section. The Commonwealth Secretariat deserves a particular mention: through
the Commonwealth Fund for Technical Co-operation (CFTC) it provides capacity-
building and institutional strengthening assistance to developing member countries,
especially small states and least developed Commonwealth members. This not only
covers AfT, but is the only development programme that includes AfT and specifically
targets SVEs.

In general, both bilateral and multilateral donors do not have an institutional focus
on specific subsets of countries, although some of the programmes do have a special
focus. However, some bilateral donors have a regional or thematic focus, e.g. Japan
concentrates on Asia, the EC on Africa and UNCTAD on LDCs. No donor has a
specific focus on SVEs, although the rationale for AfT is particularly clear for these
countries.

3.2 Types of programmes available

Let us turn to the description of some of the major AfT programmes available from
bilateral and multilateral donors. The last part of the section will examine those most
relevant to SVEs’ needs.

Main multilateral AfT programmes

A number of multilateral (and regional) organisations are involved in providing AfT
programmes either individually or jointly.

The Integrated Framework (IF) is perhaps the most relevant AfT programme. It
is the product of the joint efforts of six multilateral institutions (IMFE, ITC, UNCTAD,
UNDP, World Bank and WTO). It has two main objectives: to integrate trade into
national development plans such as the poverty reduction strategy papers (PRSPs) of
LDCs; and to assist in the co-ordinated delivery of trade-related technical assistance
in response to needs identified by recipient LDC. In 2007 an Enhanced Integrated
Framework (EIF) was launched. This is considered to be AfT under the definition pro-
vided by the IF Trust Fund. The IF has recently started to provide trade-related funding
of its own with the creation of an IF Trust Fund. It can only identify needs, through its
diagnostic trade integration studies, not meet them, due to its relatively low level of
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funding (US$170 million for the five-year life of the EIF). This has given rise to crit-
icism that it is highly administration intensive for little or no return and has reduced
the interest of potential recipients in participating in it, thus weakening its status (in
aid policy terms) as a country-led programme based on a country’s own identification
of its needs. LDCs do not want the IF to be extended to non-LDCs because it provides
a very limited amount of money.

WTO technical assistance is a form of AfT devoted to training activities on WTO-
related matters. The initiative has a small budget and its present structure, based on
unbound contributions from member countries, could not be massively scaled up; it
has no real capacity to determine needs for trade-related supply side assistance. It does,
however, have a direct link to the WTO. It has a direct link with Articles in WTO
agreements that call for greater assistance in implementing trade agreements. It has
been criticised by recipients because its relationship to the WTO means that it is
unable to offer advice on how to minimise compliance with WTO rules

The Joint Integrated Technical Assistance Programme (JITAP) is a programme run
jointly by the WTO, UNCTAD and the ITC to help African country partners benefit
from the new multilateral trading system.> ]ITAP focuses mainly on trade-related capac-
ity building. The programme is much smaller in scale than the EIF (currently amount-
ing to US$10 million). Its size effectively restricts it to small projects, particularly
capacity building.

The Standards and Trade Development Facility (STDF) is an example of a pro-
gramme (also run by the WTQO) created to tackle one of the main non-tariff barriers
to developing countries’ access to developed regions’ markets: meeting and imple-
menting international sanitary and phytosanitary standards (SPS). The STDF explic-
itly targets adjustment costs, mainly through the provision of technical assistance and
related capacity building.

A particularly interesting example of an AfT programme at regional level is the
trilateral scheme run by the Inter-American Development Bank (IDB), the UN
Economic Commission for Latin America and the Caribbean (UNECLAC) and the
Organization of American States (OAS) to provide Latin American and Caribbean
countries with assistance in negotiations and regional integration. This was initially
only for the Free Trade Agreement of the Americas (FTAA) negotiations, but has
been extended to others. If meeting regional needs is one of the gaps identified, there
could be a role for regional organisations. The range of programmes has allowed the
IDB to provide support for all the types of trade need identified here, and it is one of
the few multilateral donors with a regional focus.

Main bilateral AfT programmes®

Most bilateral donors have already developed an AfT strategy.” However, only a few
donors have specific trade-related programmes in place. A number of donors fund AfT
programmes managed by other institutions, such as the Africa Enterprise Challenge
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Fund (AECF), a US$100 million private sector fund hosted by the Alliance for a
Green Revolution in Africa (AGRA) that aims to support the African private sector,
and the Emerging Africa Infrastructure Fund (EAIF), that seeks to provide soft loans
and equity investments for infrastructure development in Africa.’

The EC Proinvest scheme for African, Caribbean and Pacific (ACP) group coun-
tries provides direct support for the private sector. The mechanism interacts with the
private sector. Support may consist of a technical or financial diagnostic study of the
enterprise, market surveys, feasibility studies, partner searches, financial forecasts for a
project, assistance for project implementation, marketing assistance, training of enter-
prise staff, training of enterprise management or other technical assistance. The
scheme also finances financial intermediaries.

Trade assistance under USAID is an example of a bilateral programme which has
grown as new areas were identified. It has combined general support with specific assis-
tance in taking advantage of US trade programmes such as the American Growth and
Opportunity Act (AGOA). It has assisted both the public and private sectors. The
private sector in African countries has found it more active and useful than pro-
grammes from other trade partners in helping them to access trade preference schemes.
It has provided very extensive support to ministries in their trade work. It is not clear
what mechanisms are in place to keep these at arms length from US interests.

Main programmes of relevance to SVEs

Some of the programmes are particularly relevant to the needs of SVEs. Annex 1
presents a list of AfT projects (excluding trade-related infrastructure) funded since
2006 to support some SVEs. It includes a wide variety of projects, the majority of
which are of small size (below US$200,000). On the one hand, this reflects the
absence of infrastructure projects from the list; these projects are usually large as they
may entail large capital investments. Conversely the rest of trade-related assistance is
inherently targeted to specific recipients (e.g. trade ministries, border post authorities,
chambers of commerce) and does not usually include large fixed investments. On the
other hand, small projects are more typical of assistance to small economies, such as
SVEs.

The larger projects in the list are geared towards trade development through
strengthening both sectoral and general competitiveness, and assisting in the adjust-
ment process following preference erosion in key agricultural sectors, such as sugar,
bananas and rum. The latter programmes are funded by the European Commission and
aim to both strengthen the sectors that are going to be exposed to competition and
help diversify economies away from those sectors. The strengths and weaknesses of
some of these programmes are reviewed below.

The European Union (EU) Special Fund for Rum was intended to help a sector
damaged by trade reform in the EU. It was unusual in that it provided direct assistance
to the private sector. It attracted a high degree of regional ownership (private sector)
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and because of this had some success. It was, however, transitional and ended after its
planned time schedule.

The EU Special Framework of Assistance for Bananas is an example of an assis-
tance programme designed to meet the costs of countries damaged by trade reforms,
which could assist other developing countries. It faces the potential difficulty of choos-
ing the most appropriate means of adjustment for sectors that start to be exposed to
competition (see below for a review of its effectiveness).

The EU Action Plan for Sugar, which from the beginning allowed for adjustment
through increasing productivity, finding related production or bringing about a total
change in production attempted to avoid the problems of the banana scheme. Like the
rum and banana schemes, it is an example of aid that provides adjustment assistance
for countries which suffer losses because of trade reforms. It is an interesting precedent
because it solves the problem that compensating ACP farmers for changes in European
sugar policy is not strictly speaking aid by giving it a separate budget line. It also uses
grants and bases eligibility on adjustment need, not on need for infrastructure.

The Trade Integration Mechanism (TIM) run by the IMF was established explicitly
to deal with preference erosion, implementing commitments made by the IMF and the
World Bank before and at Canciin. As SVEs are among the largest losers of preferences
(in relative terms), such a scheme may be particularly relevant to them. It represents
the clearest recognition by an international agency outside the WTO that a legitimate
aid problem has arisen as a consequence of WTO obligations. It offers loans, rather
than grants. Mitchell and Hoppe (2006) cite the IMF compensatory financing facility
as another potential source of funds, but this also is loan-based (as part of the IMF).

Finally, as mentioned above, the CFTC specifically targets SVEs, although it covers
other areas as well as AfT.

3.3 Eligibility criteria and implementation

Some programmes are aimed specifically at certain countries, e.g. EIF for LDCs, JITAP
for Africa. Others have certain specific requirements, such as the MCC, which
requires countries to demonstrate a commitment to policies that promote political and
economic freedom, investments in education and health, the sustainable use of natural
resources, control of corruption, and respect for civil liberties and the rule of law, as
measured by 17 different policy indicators.

Virtually all donors require ownership as the main requisite of providing trade-
related assistance. Trade must be prioritised in governments’ planning documents,
such as national and regional indicative programmes, in order for countries to receive
AfT. An example of this are the criteria set out by the EC in its AfT strategy. The EU
and its member states claim that trade-related support can only be made available if it
is taken up as a priority in country or regional strategy papers. According to the EC
(2008), this demonstrates that the country concerned considers trade-related assis-
tance to be essential to its own national development agenda. The EC goes so far as
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to state that a ‘major challenge in fulfilling the commitments undertaken in the EU’s
AfT strategy is about how to create solid demand in Aid for Trade’ (EC, 2008: 5). This
donor-induced concept of ownership does not sit easily with the original spirit of the
Paris Declaration in emphasising genuine ownership.

Aside from ownership, programmes differ in terms of eligibility criteria and
geographic implementation. The information for trade-related funds is summarised in
Table 3.2. Some funds have emerged out of specific concerns, e.g. the Sugar Action
Plan to provide payments to ACP Sugar Protocol countries that need to adjust after
sugar sector reform and the TIM to provide temporary cushions to deal with preference
erosion. Others are more general, e.g. the MCC focuses on growth and poverty reduc-
tion. Several funds provide a diagnosis of what trade measures are required (e.g. the
Integrated Framework, part of EC trade-related assistance and JITAP), but far fewer
programmes address supply-side constraints directly (though the MCC and the EAIF
have the potential to do so) or the implementation costs of trade agreements (though
current WTO assistance might cover this, as could the EU Sugar Action Plan). Thus
there are significant gaps that the debate on AfT can address.

The funds have very different ways of operating. Some take time to come to
fruition, while other can do so more quickly. EC procedures tend to be slow, while
those of other bilateral funders tend to be faster. The EC in its turn has much of its
trade-related aid integrated in country programmes (through country strategy papers),
while for others this seems less the case (e.g. MCC). But the disadvantage of the EU-
type approach is that it is impossible to secure quick and targeted disbursement for
immediate trade or supply needs if developing countries wanted this.’

This review suggests that only a handful of trade-related programmes are not avail-
able to some SVEs, such as the EIF (unavailable to non-LDC SVEs), JITAP and EAIF
(unavailable to non-African SVEs). On the other hand, some of the funds are partic-
ularly accessible to SVEs, as they target some of the trade-related needs specific to
(some of) the SVEs, such as the EC Sugar Action Plan and the Special Framework of
Assistance for Bananas, the TIM and IADB trade-related activities (directed in
particular at smaller Latin American and Caribbean countries). Thus, despite the
absence of a specific fund addressing all the special needs of SVEs, there seems to be
plenty of scope to access AfT for SVEs that are able to articulate their trade-related
needs consistently. The next section examines to what extent this potential for assis-
tance has turned into actual AfT for SVEs in the past and what forms this assistance
has taken.
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Table 3.2. Eligibility and implementation of trade related programmes

Programme Eligibility Actual implementation
IF All LDCs Mainly sub-Saharan Africa (+ Cambodia
and Nepal)

JITAP African countries Six developing countries and 10 LDCs

WTO technical Developing and transition countries

assistance (with special focus on Africa)

UNCTAD LDCs and transition economies Eligible countries + some developing

ITC Developing countries Strong focus on Africa (42% of funds)

TIM Any country facing balance of Dominican Republic and Bangladesh
payments problems because of
trade liberalisation

STDF All WTO member states (for all low- To date projects funded in Benin, Cambodia,
income countries the project grants CARICOM, Cameroon, Dijbouti, Guinea,
cover 90% of cost; for the rest, the Malawi, Mozambique, SAARC and Yemen
grant must be 25% financed by the
recipient body)

IADB trade Latin American and the Caribbean Particularly directed to smaller countries

activities countries

Special Fund West Indies

for Rum

SFA for Bananas

12 traditional ACP banana-producing
countries

Allocated to countries on the basis of the
size of the banana industry within the ACP
country and a competitiveness gap formula

PROINVEST ACP countries

EU trade-related  All developing countries Africa (40%), Mediterranean region (19%),

assistance Western Balkans (14%), Asia (8%), Latin
America (8%) and the TACIS regions (8%)

USAID trade All developing countries Based on countries in which USAID

capacity building

operates and those that meet certain
governance and macroeconomic criteria

MCC

All developing countries fulfilling
certain policy measures

About ten countries have started the
implementation phase and another eight
have signed a compact (as of January
2009)

Source: Cali et al. (2006)
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4
Patterns of Aid for Trade

Given the programmes available and the requirements for accessing the funds, how
much aid for trade have SVEs actually received? From what donors? What type of
AfT? The objective of this section is to take stock of the scale and types of aid for trade
to SVEs by extracting data mainly from the OECD/DAC database. The section will
examine a number of issues, such as whether SVEs are receiving different amounts or
types of AfT funds relative to other developing countries; what types of activities/
sectors this aid is funding; and the distribution of funds across SVEs and over time.

4.1 Current and past flows by recipient

AfT has been on the increase for the last few years, together with an increase in total
official development assistance (ODA), although the share of AfT in total ODA has
been decreasing steadily since the early 1990s (Figure 4.1). The relative significance
of both aid for economic infrastructure and the productive sector in total aid has
declined.

Figure 4.1. Share of total aid for economic infrastructure and productive sector

Source: OECD CRS disbursements

Table 4.1 shows the main recipients (in US$ million) of AfT disbursements between
2002 and 2007 (although the data for 2007 are preliminary). We can identify two
major types of AfT beneficiaries: large countries and countries in post-conflict situa-
tions. Most of the major ten recipients are large low-income countries, including
China, India, Indonesia, Vietnam, Philippines and Egypt. In addition, large amounts
of AfT (especially in the form of aid for economic infrastructure) have been given in
recent years to Iraq and Afghanistan, which were not major recipients of aid before
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being occupied by US-led forces. The first sub-Saharan recipient, Ethiopia, is in the
11th position (not shown in the table), confirming a different (less trade-related) model
of development assistance for sub-Saharan Africa compared to Asia (Cali, 2007).
SVEs receive small absolute amounts of AfT, and the largest recipient of AfT is Papua
New Guinea, which ranks 32nd among all countries. Others SVEs are lower in the
ranking (below the 66th position). This clearly points to the relevance of size in AfT
(as well as general aid) allocation. However, SVEs’ share in AfT has been declining
over the period 2002-2006, while in 2007 it bounced back, based on preliminary data.

Table 4.1. Main recipients of AfT (USS million)

2002 2003 2004 2005 2006 2007¢ 2002-2007 Rank
Iraq 0 4743 13047 26302 27613 15871 87577 1
China 529.7 563.2 8393 899.8 6413 3355 3,8088 2
India 496.7 4346 611.3 586.8 601.8 195.7 29268 3
Afghanistan 19.2 788 3884 7413 676.3 7547  2,658.8 4
Egypt 4491 4137 4823 561.1 4358 270.7  2,612.6 5
Vietnam 122.4 276.0 3938 565 565.9 1963 21194 6
Thailand 2253 183.7 571.9 513.8 2447 415 11,7810 7
Indonesia 91.0 191.5 213.0 2807 632.3 1834 15919 8
Philippines 96.4 187.4 171.6 255.2 3053 1485 11643 9
Morocco 346 75.8 1104 2621 3139 3272 11239 10
SVEs
Papua New Guinea 60.7 62.2 70.5 69 451 97.9 405.3 32
Cape Verde 5.7 19.6 13.9 43 331 29.7 145.0 67
Gabon 22.2 18.9 27.8 285 14.9 321 1443 68
Jamaica 14.3 M1 1.4 29.8 223 373 126.1 74
Swaziland 3.0 5.1 6.7 253 14.4 24 56.9 95
Solomon Islands 3.0 4.6 58 17.1 18.2 1.0 49.6 99
Dominica 1.0 21 15.8 2.6 5.6 10.2 472 101
Lesotho 12.1 18.2 8.1 32 4.1 1.2 46.9 102
Botswana 1.1 1.7 29 16.2 9.8 12.5 442 104
Gambia, The 9.6 10.5 7.0 47 4.0 79 43.6 105
Kiribati 8.1 6.0 4. 13.0 9.6 0.9 41.8 110
Suriname 33 23 24 5.7 4. 239 41.8 109
Fiji Islands 0.3 5.0 10.4 1.3 9.0 3.7 398 112
Samoa 1.0 10.2 48 39 6.4 0.7 370 13
Mauritius 3.0 6.9 79 2.2 1.7 12.6 344 17
Vanuatu 33 3.0 48 5.6 49 10.0 315 18
Guyana 5.2 4.0 36 5.6 38 93 313 119
Sdo Tomé & Principe 4.2 3.2 54 75 51 538 31.2 120
Total 5811.0 76784 10,6283 13,779.5 14,766.0 11,006.5 63,669.6
Total SVEs 2200 2282 2587 3341 259.8 3470 16479
Total others 5591.0 7450.2 10,369.6 13,4453 14,506.1 10,6594 62,021.7

Preliminary: countries in ascending rank in terms of total 2002-2007 value.
Source: OECD/DAC CRS database
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In order to account for the importance of size in AfT allocation, we compute the
values of AfT per capita received by beneficiaries. Table 4.2 presents the results. In fact
this computation drastically changes the relative rankings of the major recipients, with
small countries receiving proportionately more AfT. The main recipients in terms of
per capita income are mainly small and very small islands in the Pacific and the
Caribbean. Of the largest 50 recipients of AfT per capita, only Iraq and Afghanistan
have a population of more than 10 million. Given this trend, it is not surprising that
SVEs receive relatively higher levels of AfT per capita. In fact four of the major ten
recipients and 12 of the major 20 are SVEs. On average between 2002 and 2007 SVEs
received an amount of AfT per capita five times larger than the rest of the developing
countries. However, as noted above, this gap narrowed in the period up to 2006.

Table 4.2. Main recipients of AfT (USS per capita)

2002 2003 2004 2005 2006 2007¢ 2002-2007 Rank

Montserrat 1193 1636 1452 986 1576 514 1226 1
St Helena 50 116 395 390 n77 ma 540 2
Wallis & Futuna 234 347 2041 133 0 191 491 3
Palau 613 394 110 331 319 16 297 4
Nauru 1 16 20 154 499 518 201 5
Tuvalu 325 86 63 79 616 0 195 6
Mayotte 138 122 361 2 1 179 134 7
Dominica 155 29 221 37 77 141 10 8
Anguilla 31 127 17 30 331 0 106 9
Kiribati 86 63 42 131 96 9 71 10
Iraq 0 19 51 101 103 58 55 12
Cape Verde 12 41 28 85 64 56 48 13
Antigua & Barbuda 106 34 15 66 23 0 41 14
St Kitts & Nevis 133 0 7 14 88 0 40 15
Tonga 28 33 34 28 36 53 35 16
Sdo Tomé & Principe 29 22 36 49 33 37 34 17
Samoa 61 56 26 21 34 4 34 18
St Lucia 47 19 20 37 19 28 28 20
Grenada 12 70 73 4 5 4 28 21
St Vincent & Grenadines 0 8 45 25 18 58 26 24
Seychelles 10 24 15 29 68 7 26 25
Vanuatu 16 15 23 26 22 44 24 26
Gabon 18 15 22 22 1 24 19 29
Solomon Islands 7 10 13 36 38 2 18 30
Suriname 8 5 5 13 9 52 15 33
Average SVEs 8.15 8.33 9.30 11.84 9.08 11.97 9.78
Average others 1.10 1.45 1.99 2.54 2.71 1.96 1.96

Total average 1.14 1.49 2.03 2.59 2.74 2.02 2.00

2Preliminary: countries in ascending rank in terms of total 2002-2007 value.
Source: OECD/DAC CRS database
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4.2 Current and past flows by donor

Figure 4.2 shows the value of AfT disbursements by donor (in log scale) and the value
going specifically to SVEs. In 2002-2007 the USA was the largest donor, mainly due
to the assistance provided in Iraq and Afghanistan for reconstruction. Taking away
that assistance, Japan becomes the largest provider of AfT (2007 data for Japan has not
yet been collected). The EC is the third largest contributor, with member states
Germany, France, the Netherlands, UK, Spain and Sweden being important donors.
The low share of multilateral donors is due to the fact that they mainly manage funds
provided by bilateral donors, and only a small part of their activities is funded directly
by them. Interestingly, the picture changes significantly when we consider the trade-
related assistance provided to SVEs. The EC has been the largest provider of AfT to
SVEs in the 2002-2007 period, followed by Australia and Japan. The USA is a fairly
unimportant AfT donor for SVEs, preceded also by France and Portugal. As is shown
below, some countries prioritise assistance to certain SVEs, such as Australia, which
funds activities in a number of SVEs in the Pacific region, and the EC, which assists
small states in the Caribbean and the Pacific through programmes aimed at diversify-
ing their economies.

Figure 4.2. AfT disbursements by donor, 2002-2007 (log of USS million)

Source: OECD/DAC CRS

In order to understand the relative importance that donors attach to AfT, we estimate
the extent to which countries specialise in this type of assistance by constructing a
simple index of specialisation for all major aid donors (Cali, 2007). The index is the ratio
of the share of a country in total aid for trade and the share of the country in total

ODA:
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where AfT; and A, are aid for trade (in US$) and total ODA for country i respectively,
and n is the total number of donors.!® A value of the index greater than 1 indicates that
the donor is spending proportionally more on aid for trade. Table 4.3 shows that Japan
and the EC are the donors with the highest specialisation in AfT over the entire
period 2002-2007, although the intensity of this specialisation has declined some-
what. The value for the EC is mainly driven by expenditure on trade policy and regula-
tion and trade development, while Japan’s value is the result of the focus on infrastruc-
ture in its development assistance strategy. Among the major donors, the USA has had
an index greater than 1 only since 2004, because of the shock in its aid pattern related
to the reconstruction in Iraq and Afghanistan. All the other main bilateral donors —
except for Germany and Norway — have been spending little on trade-related assis-
tance relative to general ODA, with Italy, France and UK at the bottom of the list.
The multilateral donors tended to have a consistent specialisation in AfT throughout
the period.

Table 4.3. Index of aid for trade specialisation (by main donor and year)

2002 2003 2004 2005 2006 2007°  2002-07

Japan 1.88 1.99 152 1.65 1.68 172
EC 2.59 2.41 1.82 1.45 1.23 1.71 1.59
Switzerland 1.44 1.75 1.22 1.08 1.0 m 1.22
Multilateral 1.56 1.42 1.05 112 0.97 1.34 1.17
Germany 1.42 114 119 0.79 1.08 1.35 1.12
USA 0.67 0.74 1.07 1.21 1.29 1.26 1.09
Norway 1.08 0.83 1.06 0.98 0.88 1.41 1.06
Canada 1.64 1.41 0.71 0.71 0.84 1.1 0.95
Sweden 1.02 0.92 0.61 0.97 0.67 0.95 0.83
Australia 1.19 0.97 0.78 0.7 0.52 0.74 0.74
Netherlands 0.53 0.61 0.5 0.63 0.74 0.69 0.63
New Zealand 0.27 0.78 0.53 04 0.71 0.56
France 0.6 035 0.45 04 0.41 1.03 0.51
UK 0.9 0.99 0.75 0.43 04 04

Italy 0.06 0.25 0.70 0.54 0.39 0.0 0.38

Preliminary.

Note: The index is obtained by dividing the share of a country in total aid for trade over the share of the
country in total ODA. An index greater than 1 means relative specialisation in AfT.

Source: Authors' calculations from OECD DAC (2009)
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4.3 Aid for trade to SVEs

Figure 4.3 shows to what extent donors are focusing on SVEs in their AfT spending.
Portugal, Australia and New Zealand devote a large share of their AfT to SVEs (around
40 per cent in 2007). In the case of the Oceanic countries, this is driven by the special
attention granted to their Pacific neighbours, which are mainly small island develop-
ing countries, such as Papua New Guinea, Fiji Islands, Samoa and Tonga. In the case
of Portugal, the result is mainly due to its assistance to its former colony of Cape Verde.
Among the major donors, the EC provides the largest share of its AfT to SVEs (over
6 per cent of the total in 2007 and 5.7 per cent on average over the period).

Figure 4.3. Share of AfT disbursement allocated to SVEs, by donor and year
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Source: Authors' calculation from OECD DAC (2009)

The relative focus of donors on SVEs only tells part of the story about the largest
providers of AfT to SVEs. Figure 4.4 shows that the EC has been consistently the
largest donor in the period 2002-2007, with more than US$150 million disbursed in
2007, almost double the amount for 2006. Australia and Japan are the other main AfT
donors to SVEs, with the former more than doubling its assistance in 2007.

The above analysis has provided some rationale for external assistance to SVEs in
the form of AfT. Thus it is worth asking whether SVEs are receiving relatively more
or less aid as AfT. According to the specialisation index in Table 4.4 (calculated as for
the donors above), SVEs received roughly the same proportion of AfT as of ODA in
2002-2007 period. However, this index has varied over time. While at the beginning
of the period SVEs were receiving disproportionately more AfT given their share in total
ODA (their specialisation index was higher than that of any income groups in 2002),
this was reversed in the following years (and in 2004 SVEs’ specialisation index was
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Figure 4.4. AfT disbursement to SVEs by donor and year (USS million)

Source: Authors' calculation from OECD DAC (2009)

lower than that of any income group). These large swings suggest that there may not
be a long-term strategy in terms of AfT allocation across countries, and to SVEs in par-
ticular. This is also influenced by shocks that may have a large impact on aid (including
AfT) allocation decisions, such as wars, natural calamities and changes in market access.

Table 4.4. Destination of AfT by income group, shares in total and specialisation
index

2002 2003 2004 2005 2006  2007° 2002-2007

LDCs (share) 22.45 24.27 20.75 2043 19.13 28.94 223
LDCs (index) 0.89 0.77 0.7 0.94 0.84 1.07 0.86
Other low income (share) 20.69 16.67 15.6 13.81 13.1 12.05 14.61
Other low income (index) 115 1.06 1.06 0.85 0.56 0.94 0.86
Low-middle income (share) 39.67  41.11 48.25 50.98 4835 3767 45.39
Low-middle income (index) 117 132 1.54 118 1.61 1.29 135
Upper-middle income (share) 3.72 4.27 3.91 3.45 443 2.73 3.75
Upper-middle income (index) 0.84 1.06 0.96 1.07 1.07 0.6 0.94
SVEs (share) 415 3.26 2.55 2.51 1.82 3.26 2.73
SVEs (index) 144 1.18 0.68 114 0.92 1.22 1.04
Total AfT (US$ million) 5810 7678 10,628 13,779 14,765 11,006 63,669
2Preliminary

Note: The index is obtained by dividing the share of the group in total aid for trade over the share of the
group in total ODA. An index greater than 1 means relative specialisation in aid for trade.
Source: Authors' calculation from OECD DAC (2009)
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Table 4.5 complements these findings by calculating the regional indices of relative
specialisation in AfT. North Africa and the Far East appear to be the regions with the
highest level of trade-related aid relative to the total aid they receive, while sub-
Saharan Africa, central America and south America have the lowest rankings on the
index. The influence of the EC’s and Japan’s (trade-oriented) mode of development
assistance may account for the large weight of AfT in those two regions. On the other
hand, a more socially-related mode of spending, for instance on health and education,
seems to have prevailed in the other regions, particularly in sub-Saharan Africa and
the Americas. Investment in infrastructure in the context of Iraq and Afghanistan
reconstruction and in the post-tsunami period account for most of the increase in the
specialisation index in the Middle East (Iraq) and south and central Asia.

Table 4.5. Destination of AfT by region, shares in total and specialisation index

2002 2003 2004 2005 2006 2007° 2002-2007

North Africa (share) 9.3 75 6.7 76 7.0 7.7 75
North Africa (index) 1.7 2.1 16 23 2.2 18 19
Sub-Saharan Africa (share) 24.2 235 19.1 16.9 17.0 279 20.7
Sub-Saharan Africa (index) 0.8 0.7 0.6 0.6 0.5 0.9 0.6
Central America (share) 4] 33 29 2.7 2.8 0.9 2.7
Central America (index) 1.1 09 0.6 0.8 0.8 03 0.7
South America (share) 3.7 4.2 57 3.3 3.2 3.4 3.8
South America (index) 0.7 0.9 1.1 1.1 0.9 1.1 1.0
Far East Asia (share) 22.5 21.2 22.4 20.0 18.5 9.7 18.7
Far East Asia (index) 1.7 16 1.8 19 19 15 1.8
South and central Asia (share) 18.2 17.1 16.6 15.4 14.1 15.0 15.7
South and central Asia (index) 1.2 13 1.6 1.7 14 14 14
Middle East (share) 1.1 7.1 129 20.4 20.0 16.3 15.0
Middle East (index) 04 1.0 1.5 0.9 1.7 12 12
Eastern Europe (share) 538 4.7 36 44 6.8 5.9 5.2
Eastern Europe (index) 0.7 1.1 1.1 1.0 13 13 1.1
Oceania (share) 2.1 1.8 1.6 1.2 1.0 13 14
Oceania (index) 14 13 1.1 12 0.9 1.0 1.
2Preliminary

Note: The index is obtained by dividing the share of the group in total aid for trade over the share of the
group in total ODA. An index greater than 1 means relative specialisation in aid for trade.
Source: Authors' calculation on OECD DAC (2009)
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Table 4.6. AfT by category (disbursements in USS per capita)

2002 2003 2004 2005 2006 2007°

Economic infrastructure  SVE 48 4.7 55 7.2 5.2 6.6
Non-SVE 0.7 0.8 13 17 1.9 12
Ratio 7.1 5.7 43 4.2 2.8 5.7
Productive sectors SVE 3.2 3.6 37 43 3.6 52
Non-SVE 03 0.5 0.6 0.8 0.8 0.7
Ratio 9.4 6.6 58 5.7 47 79
TPR SVE 0.1 0.1 0.1 0.3 0.2 0.2
Non-SVE 0.1 0.1 0.1 0.1 0.1 0.1
Ratio 1.2 0.6 13 3.6 29 13
Total AfT SVE 8.2 83 93 1.8 9.1 12.0
Non-SVE 1.1 15 2.0 2.5 2.7 19
Ratio 74 5.7 4.7 47 3.4 6.2
Total aid SVE 48.7 62.5 923 79.0 66.1 75.3
Non-SVE 8.7 1.8 12.7 18.8 17.5 14.7
Ratio 5.6 53 73 4.2 3.8 5.1
2Preliminary

Source: Authors' calculation on OECD DAC (2009)

4.4 Types of aid for trade provided to SVEs

In order to identify what type of AfT is directed to SVEs, we divide it into three main
categories (as in the OECD/DAC database): aid to economic infrastructure; aid to
productive sectors; and aid for trade policy and regulation. The majority of the AfT
funds accrue to economic infrastructure, as is the case for other developing countries.
In terms of per capita aid, the ratio between SVEs and non-SVEs for the economic
infrastructure category is similar to that of total ODA, while the same ratio is higher
for aid to the productive sector, suggesting that AfT is relatively more targeted to this
type of assistance. The opposite is true for trade policy and regulation, for which the
ratio (although usually higher than 1) is much lower than for the other categories. A
relatively important category of AfT for SVEs, that for trade-related adjustment, was
not recorded at the time when this study was being prepared, suggesting that donors
have not yet started to provide it.

In sum, the analysis suggests that small countries, and thus SVEs, receive higher per
capita amounts of AfT — just as for general aid. However, AfT to SVEs declined some-
what in recent years until 2006, but seems to have bounced back in 2007. Whether
this trend is just a temporary spike or the beginning of a new rising trend for SVEs is
open to question. The previous sections have provided some arguments that in the
context of increasing integration of the world economy small states may be in partic-
ular need of AfT. This assistance is provided mainly by a few large donors, including
the EC, Australia and Japan, and to a lesser extent France, Portugal, the USA and
New Zealand.
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5

How Aid for Trade Could Help SVEs Integrate into
the Global Economy

How can AfT address the typical constraints of SVEs? There are a number of theoretical
models that could account for the role that AfT may have in promoting the export
competitiveness of SVEs. One such model is developed by Limao and Venables
(2002). They combine a traditional Hecksher-Ohlin model of trade with a spatial
economics model in von Thiinen spirit to show that regions located far away from the
economic centre tend to develop import-substituting activities and few exports, due to
their transport cost disadvantage. A generalised reduction in the cost of trading (due
for instance to globalisation) leads the regions far from the centre to gain, with a more
than proportionate increase in export activities. If AfT was able to reduce transport
costs (i.e. the geographic remoteness in the model), the country’s income would benefit.
Limao and Venables’ model is more concerned with incomes than export activities per
se. This focus makes the identification strategy of the effects of AfT difficult. In fact,
a review of a large number of empirical studies on the impact of aid on income growth
(Doucouliagos and Paldam, 2007) concludes that this literature is fairly inconclusive.
A number of factors may explain the inconclusiveness of these research efforts.
Bourguignon and Sundberg (2007) argue that these mixed results are not surprising,
given the heterogeneity of motives for giving aid and the complex causality chain linking
aid to growth. Further, the impact of aid might depend on domestic economic policies,
institutions and other conditions. The channels linking aid to economic growth are very
complex and it is difficult for any reduced form equations to capture all these links. In
particular, AfT is related specifically to trade-related performance; thus a more appro-
priate way to identify the impact of AfT is to measure it on trade-related variables.

5.1 A simple model

We present a simple export demand model borrowed from Fontagné et al. (2002) to
show some channels through which AfT may help countries (and SVEs in particular)
to increase their level of exports. In the model each country produces only one good,
differentiated from the others by the place of origin; the supply of each good is fixed
and consumers have identical and homothetic preferences represented by a constant
elasticity of substitution (CES) utility function. The collective utility function of indi-
viduals in country j is denoted by:

(1)

o
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where o is the elasticity of substitution between all goods, a is the share of goods from
i in total expenditure in j and ¢; is the value of consumption of the good produced in
country i by individuals in country j, with i,jE[1,N].

The utility function is subject to the budget constraint stating that the value of
goods consumed by individuals in country j needs to equate national income of j.

N

Y; =20,-,-P,»j (2)

where p;; is the price in j of the good produced in i. Defining p; as the exporter’s supply
price, then where and includes all types of trade costs, e.g. transportation, tariffs,
administrative costs of trade, information costs. These costs are modelled as the standard
iceberg-type.!!
Maximising equation (1) subject to the budget constraint (2) and after some
manipulation we obtain the total (real) consumption (i.e. import) of good i by country j:
1-o
_ar (Tp )
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where

(4)

i=1

is a CES index of the trade costs faced in exporting to j, i.e. an index of trade remote-
ness of country j; Y; is total income in country j (Y; = p;Q;). Following (3) the actual —
free on board — value of exports of country i to country j is given by:

Y, (T \""
AR ) (5)
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If we aggregate all bilateral exports from one source as defined in (5), we obtain the
equation for the total value of exports from country i:

Na, LY,
X == > (6)

pz J=1 1:1]

This implies that the exports from i are positively related to countries’ preferences for
goods from i (i.e. a measure of how appealing good i is in the global market), to the
demand capacity of all potential importing countries j (Y;) and negatively related to
trade costs faced by i in exporting to all other destinations. The direction of influence
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of the price of i on exports depends on o: in particular if ¢>1 then 9X;/dp; < 0. This
condition states that when the elasticity of substitution (between goods) is high, an
increase in price yields a more than proportionate reduction in export volumes.

AfT enters the picture in (6) essentially by influencing two parameters of the
equation T; and a;. Following Bouet et al. (2008), the former can be expressed as a
function of administrative and legal barriers, distance and infrastructure:

T, =(+1,)bb, f(I,,1,)d, (7)

where T;; is the bilateral import duty applied by country j on exports from i, b; (b)) is the
cost of processing exports (imports) in the exporting (importing) country; transporta-
tion costs are assumed to be a positive (linear) function of d;; and a negative function
of the level of economic infrastructures I in country i and j (i.e. 8f/0I;<0 and 6f/8[;<0).
AfT to country i may affect both b; and I;. In particular trade facilitation (TF) may
reduce the time and costs of processing trade (b;); and aid to economic infrastructure
(Ajnpra) may increase the level of I,. To the extent that these types of AfT affect these
variables, from (7) we have that 6t/0TF < 0 and 6t/0A npra < 0. It is important to note
that our empirical analysis looks at the effects of AfT on total country exports (rather
than bilateral exports) over time. Thus we are able to use country fixed effects, which
take care of the effects of bilateral distance in (7) (i.e. the country’s location in our
framework). In addition, given the framework we use we are not interested in bilateral
trade costs but rather in unilateral trade costs, i.e. the costs of trading of country i with
all other countries. Because of this, the other determinants of trade costs in (7) specific
to the importing country j (i.e. b; and I;) can be approximated by time dummies in a
panel data analysis (which capture the average level of these determinants across
countries in any year). Finally, we would ideally need to have the bilateral tariffs faced
by country i in each country; such tariffs have a fairly high variation across countries,
but a relatively small one over time; thus country fixed effects should be able to capture
most of the variation in this case.

The other channel through which AfT may affect exports is by strengthening
country i's production competitiveness, which would in turn raise a;. This is the kind
of assistance that aid to productive capacity (Apc) could provide. We can think of this
as an improvement in the quality of good i which induces a relative increase in the
preference of the rest of world towards i. Given equation (6), other things being equal,
this would translate in an increase in exports.

Using this framework, we can speculate on the possible SVE-specific effects of AfT.
One of the main features of SVEs is that d;; is usually higher than average; thus the
effects of any reductions in the other parameters in (7) may yield above average
decrease in trade costs. Thus AfT aimed at reducing the value of b or increasing the
level of I; has the potential to yield substantial gains for SVEs. Another way in which
(some of the) SVEs may be characterised in the model is through a comparatively high
value of o in (6) for those preference receiving countries. This follows from the fact
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that preferential market access (in markets like banana and sugar) guarantees artifi-
cially high preferences from goods from some SVEs (i.e. high values of o). As these
preferences are going to be phased out, the value of q; is likely to fall in those countries
receiving preferences, thus reducing the value of exports from them. AfT could help
counter this reduction in o; (through aid to productive capacity).

5.2 How effective have the programmes been?

After analysing the possible effect of AfT interventions, it is worth examining to what
extent this assistance has been effective in removing the constraints to trade develop-
ment faced by developing countries, and by SVEs in particular.

This examination is challenging because of the difficulty of isolating the impact of
AfT programmes on the recipient’s economy. It is methodologically complicated to
discern, for instance, what part of the changes in the export performance of a country
can be attributed to more micro-level technical assistance programmes. This attribution
problem has often resulted in a lack of clear and measurable objectives and indicators
in programming documents (Lesser and Hayashikawa, 2006).

This may be an important reason why the general evidence on the evaluation of
the effectiveness of trade-related assistance programmes has mixed results. OECD
(2006) reviews the findings of various evaluations and identifies a number of problems
across different donor programmes. The specific needs of a beneficiary country or pro-
gramme have not always been properly assessed in advance, and even when such an
exercise was carried out, the criteria tended to be too broad. This makes an accurate
evaluation of the programmes more problematic. On the other hand, when AfT has
been targeted at specific stakeholders (e.g. the private sector) or at particular participants
—as in the case of certain USAID and UNESCAP programmes — the evaluators found
better results. However, in some instances it is possible to attribute more general
positive results to AfT programmes, such as an improvement in the trade negotiating
environment or an increase in awareness and knowledge of trade policy issues, e.g. in
UK Department for International Development (DFID) and JITAP projects.

Another common shortcoming of trade-related programmes shown in the OECD
review relates to issues of governance — on the part of both the donor community and
the beneficiary country. For instance, DFID’s Africa Trade and Poverty Programme
(ATPP) suffered from inadequate management and the absence of clear governance
structures in the context of multiple agencies being responsible for the disbursement
of funds and implementation of activities. Dutch multilateral trade assistance pro-
grammes also failed to take other bilateral and private sector partners into account to the
detriment of the programme’s effectiveness. There are also reports of lack of adequate
communication between headquarters and field missions, with the result that the latter
fail to take ownership of the programmes — as in the case of JITAP (OECD, 2006).

Conditions in the beneficiary country can also be held responsible for the lack of
success of some AfT programmes. The OECD identifies two necessary preconditions
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for aid to have a sustainable impact: the existence of a favourable domestic business
environment and the political will to use trade as an engine for development. The case
of Cambodia is a frequently cited success story — trade-related assistance provided by
the WTO/ESCAP training programme has been credited with contributing to the
country’s accession to the WTO. However, it has also been pointed out that the deter-
mining factor was the involvement of the government and the level of interaction
among officials across different ministries, who jointly took ownership of the entire
process. This has not been the case in several trade-related technical assistance pro-
grammes, and a number of programmes are unsuccessful or unsustainable because of
the lack of involvement of organisations from the beneficiary country.

Specific programmes

Evaluation of specific AfT programmes has tended to yield the same mixed results. A
number of them are reviewed here, covering both national and multilateral evalua-
tions. We address programmes that are more geared towards helping countries tackle
the types of challenges faced by SVEs.

Zaken (2005) evaluates the success of TRTA programmes funded by the
Netherlands — all programmes that aimed at strengthening trade-related negotiating
capacity, national trade policy and/or the capacity to trade of developing countries.
The main focus of the study was on multilateral programmes (IE, JITAP, UNCTAD
technical assistance) and programmes funded through international organisations —
the Advisory Centre on WTO Law (ACWL), Agency for International Trade
Information and Cooperation (AITIC) and Quaker United Nations Office (QUNO).
The results of the desk and case studies suggested that the funds disbursed by the
Dutch Ministry of Foreign Affairs (a total of € 109.9 million in the period 1992-2002)
were not very effective in achieving their intended aims.

The main finding of the study was that TRTA activities often lacked an adequate
design and did not give due consideration to formulating and using measurable indi-
cators to assess the success of the implemented programmes.!? Large-scale multilateral
programmes (such as the IF and JITAP) that specifically targeted least-developed
economies were also considered mostly ineffective in achieving their stated objectives
of enhancing trade negotiating capacities and strengthening the ability to formulate
pro-poor national trade policies. The failure of the integrated multilateral programmes
was related to limited absorptive capacity, a lack of political commitment on the part
of the LDCs concerned and the weak involvement of the private sector and civil society
in the programmes. The report (Zaken, 2005) also blamed poor communication between
the Dutch embassies and the multilateral programmes, largely because the embassies
concentrated mainly on bilateral funding mechanisms. On the other hand, funds that
were channelled through small and single issue organisations to non-LDCs were con-
sidered to have been more effective, largely because some of these countries’ represen-
tatives were already active within multilateral and other trade negotiations.
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The mid-term evaluation of JITAP II was carried out by the ITC, the managing
agency for the programme (Divvaaker, 2006). The beneficiary countries under study
were a number of developing countries, including ten LDCs; the study period extended
from 2003 to 2007.

The main findings of the evaluation exercise were that the authorisation and
disbursement of funds from donors and the Trust Fund to beneficiary countries was effi-
cient, but that the same could not be said for decentralised funds, the utilisation of
which had been poor. The report found that JITAP’s most important contribution was
to enable a cross-section of stakeholders in its beneficiary countries to develop and
better articulate their negotiating priorities at the WTO. In terms of strengthening
national trade negotiating capacities, however, high staff attrition rates at such centres
had dispelled any chance of further dissemination of knowledge. This was largely the
result of the lack of ownership and a lack of conviction about the effectiveness of these
programmes on the part of the beneficiary country.

As noted above, no external assistance programmes are specifically targeted at SVEs,
but a number of programmes (described above) have addressed specific challenges
faced by SVEs. Of these some assessment is available for the EU-funded banana and
sugar special adjustment funds.

As far as the Special Framework for Assistance (SFA) for bananas is concerned, the
Commission initially specified that funds should be used for investment in the affected
industry and later insisted on diversification. The low share of SFA funds spent on
diversification has been raised as an important factor in the low levels of growth expe-
rienced in traditional ACP banana-producing countries, despite substantial financing.
Support has not been the critical factor in increasing investment in the industry:
prospects for market access and prices have been a more important determinant. Most
of the diversification projects funded under the SFA have been small-scale pilot projects
within the agricultural sector. The approach has been rather ad hoc and has not
addressed the key constraints in the wider business environment (e.g. public sector
reform).

In designing its Sugar Action Plan, the EC and member states explicitly cited the
precedent of the banana programme as an example of a badly designed programme.
Gillson et al. (2004) refer to several critical evaluations. A major failure was the
programme’s tendency to support banana production in countries that have limited
potential to become competitive. Several country programmes (e.g. those for Jamaica
and for St Vincent and the Grenadines) have used the funds provided to subsidise
farmers’ operating costs rather than to finance new investment, thus hindering efforts
to improve competitiveness. Only in some African countries has financing been effec-
tive in increasing productivity in the banana industry. This is largely because it was
used by multinational companies to complement their own investments in productive
facilities by funding the development of cableways, drainage and irrigation.

CTA (2006) highlights a further problem for these SFA programmes: that ACP

governments face major constraints in providing a lead in responding to production
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and trade adjustment challenges, while working through governments is central to the
EC aid deployment process. With the growing emphasis on budgetary support and the
distinct preference for the deployment of sugar protocol accompanying measures support
in this form, working through government is a central component of the EC approach
to the extension of production and trade adjustment support. Yet most ACP govern-
ments face constraints at two levels. The first relates to the understanding of ACP
governments of the nature of the production and trade adjustment challenges (and
opportunities) faced. This problem is particularly acute in those countries facing the
greatest challenges to their competitiveness. The second relates to the administrative
capacity of governments to effectively channel and deploy available support to restruc-
turing efforts led by the private sector. The administrative constraints faced by ACP
countries in dealing with EU procedures usually lead to very slow rates of aid disburse-
ment, which may undermine the value of the assistance extended in support of time-
sensitive adjustment processes. Table 5.1 illustrates the extent of this problem as far as
SFA is concerned for a number of SVEs.

Table 5.1. SFA allocation and payments (as of December 2004)

Country 9th EDF NIP 1990-2005 SFA Total payments % payments
allocation

St Vincent & the Grenadines 40,589,801 3,119,992 7.70

St Lucia 58,234,810 16,043,206 27.50

Dominica 43,513,625 4,531,201 10.40

Grenada 4,000,000 399,974 10.00

Total 146,338,236 24,094,373 16.50

Source: CTA (2008)

These results point to the importance of ownership, alignment and harmonisation as
critical factors of success of AfT, much in line with the traditional aid effectiveness
literature (Rogerson, 2005). The main implications are the need to involve stakeholders
(e.g. the private sector and civil society) and trade and other officials in beneficiary
countries from the very beginning — to help design programmes and devise specific
objectives and implementation strategies, keeping country-specific conditions in mind.
This ensures the evolution of better ways of measuring the impact of such programmes
and also creates the necessary conditions for ownership of the programme within the
partner country, which in turn ensures long-term sustainability. An inclusive consul-
tative process also encourages partner country officials to be trained in assessing their
trade performance through various toolkits provided by the World Bank and the ITC.
This serves the dual purpose of developing skills and disseminating information.
Recommendations also include more specific targeting of sectors and activities
which are aimed explicitly at poverty reduction or the inclusion of disadvantaged
sections of society in trade: for example, DFID targeted small farmers in western Kenya
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through its beekeeping project as part of its business partnership programme. Other
more general recommendations are aimed at enhancing the quality of communication
channels across and within donor agencies, so as to avoid confusion with regard to
delivery channels and programme implementation.

It is important to note that the impact evaluation of AfT has been carried out
almost exclusively through success stories (see e.g. UNIDO, 2008), which are usually
self-assessed and through ad hoc case studies, such as those presented above, which
look at specific projects or programmes. In any instance, lack of proper data and bench-
marks (e.g. in terms of outcome variables to rate the project against) has often
constrained the possibility of properly assessing the effectiveness of AfT. A relevant
exception is the recent work by Brenton and von Uexkull (2008), who use quantitative
techniques to study the systematic effect of product-specific aid for trade on countries’
exports. They match data on technical assistance projects from the German develop-
ment agency GTZ with data on developing countries’ trade performance for the period
1975-2000. A partial equilibrium adjustment model is used to study the impact of aid
for trade on specific export goods — 88 export development programmes across 48
developing and least-developed countries. The results strongly suggest that exports
increased owing to the effect of donor-funded export development programmes in a
number of countries. However, a few caveats apply: although the programmes preceded
stronger export performance, causality cannot be expressly determined. As the authors
point out, factors such as the initial size of the export sector or selection bias (i.e. tech-
nical assistance may target products with already promising prospects) may be the real
reasons behind the better performance of the targeted commodities.

We aim to present new more systematic evidence, looking at the overall impact of
different types of trade-related assistance on specific trade performance indicators. Our
coverage is wider than that of Brenton and von Uexkull (2008) in that it accounts for all
AfT disbursements rather than only a subset of projects. Also, we rely on more indicators
than just exports as dependent variables. Importantly, we try to identify the impact of
this type of assistance on SVEs and other developing countries.
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6

Empirical Analysis of the Effects of Aid for
Trade on SVEs

We build on the previous study by Cali and te Velde (2008) to empirically assess the
impact of AfT on SVEs and compare it with the impact on the rest of developing
countries. As in the rest of this study, we adopt the Commonwealth Secretariat
definition of SVEs as the main way of identifying those countries. As a robustness
check we also test the findings by using the WTO definition of SVEs.

Following the theoretical framework in the previous section, we use two ways of
assessing the impact: first, a relatively narrow one looking at the effects of a specific
category of AfT (i.e. trade facilitation) on the costs of trading; second, a broader
assessment of the effects of AfT on exports which represents an empirical implemen-
tation of equation (6).

6.1 The empirical models

Aid for trade and the costs of trading

First, we estimate whether particular types of AfT have affected trade costs, namely
whether trade facilitation has had any impact on b;, as defined in equation (7). This is
measured by investment climate indicators at the macro level, such as the time taken
by customs to clear imports and exports, and the cost of exporting and importing goods
across countries and over time (conditional on other variables). These variables measure
separately the time and costs (in US$) of handling and transporting a 20-foot
container to (or from) the port of departure (or entry). In the case of costs, these
include costs for documents, administrative fees for customs clearance and technical
control, terminal handling charges and fees for in-country transport. The cost measure
does not include tariffs or trade taxes. Only official costs are recorded. These cost and
time variables only capture the efficiency with which exports and imports are handled
within the country of interest. For instance, in the case of exports, procedures start
after the goods are packed at the factory and include all official costs until the goods
departure from the point of exit. For imports, procedures start when goods are
unloaded from a vessel at the port of entry or when the vehicle carrying them has
crossed the border, and go on until delivery at the factory or warehouse. Therefore
these measures are not affected by the degree of isolation of the country (e.g. its dis-
tance from its trading partners), as the costs of transporting the goods from (or to) the
point of departure (or destination) are excluded. In any instance we use country-fixed
effects in some of the specifications to account for the potential influence of any time
invariant country-specific factor, such as geography and location. This analysis is
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important, as the costs faced and the time taken by firms to trade goods are significant
determinants of a country’s competitiveness. Djankov et al. (2006) find that each addi-
tional day that a product is delayed prior to shipping reduces trade by at least 1 per
cent.

We employ a number of different specifications for the test at the macro level. We
use both a semi-log (equation 8) and a log-log specification (equation 8’):

ln(]C)i = al + ﬁAZ.‘f;t—l + IﬁZ’zt—l + Yt + gn‘ (8)

In(IC)? = a, +pIn(1+ Aff),, +KZ,_ +y, +u, (8)

it-1

where IC is a trade-related investment climate indicator for country i, such as the cost
of trading, Atf is aid for trade facilitation (in US$ million) lagged one year, o, is country
fixed-effects, y, are time effects, Z is a vector of other determinants of IC, and € and p
are the error terms."

Specifications (8) and (8’) test whether this type of AfT does indeed determine
significant changes in the procedural costs of and the time taken to trade across borders.
This is a direct test, as virtually the entire aid for trade facilitation is aimed at reducing
the costs of trading across borders. According to the data description by OECD/DAC
(2009), trade facilitation assistance is aimed at the ‘simplification and harmonisation
of international import and export procedures (e.g. customs valuation, licensing
procedures, transport formalities, payments, insurance); support to customs departments;
tariff reforms’.!* We specifically test whether the effects of Atf are different for SVEs
vis-a-vis other developing countries.

We will also test for the effects of aid for trade education/training (Atedu) on IC
variables. This type of aid is directed at ‘human resources development in trade,
including university programmes in trade’ (OECD/DAC, 2009).

Other controls which may also affect trade include variables such as being land-
locked, income levels, the size of the country and governance indicators from
Kaufmann et al. (2008). Kaufmann indicators measure perceptions of the effectiveness
of government. Income levels are important because higher levels are usually associ-
ated with better institutions and rules. The size and geographical status of countries
clearly affect trade costs.

Aid for trade and exports

Secondly, we will estimate the effects of AfT on exports directly, using an augmented
export demand equation which includes different types of AfT: (aid to) infrastructure
and productive capacities. This test follows from the theoretical model and represents
a reduced form equation of (6) and (7).
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X,=a,+y,4dpc, , +y,4i, , +y,MP, +y,p, + A, +¢€, )
where X is the (log of) exports value in constant prices (country i, time t), Apc is (log
of 1+) aid disbursed to productive capacity and Ai is (log of 1+) aid disbursed to eco-
nomic infrastructure, MP is a market potential measure, and p is the level of prices
(both in log); a; country effects, A, estimation period effects. Unlike expression (8), we
use two year lag for the AfT variables here, as AfT may take some time before affecting
the level of exports as their impact is mediated through other variables. On the other
hand the impact of Atf on trading costs is more direct and thus a year lag seems more
appropriate. The results from (9) are generally robust to including one instead of two
lags (results are available upon request). MP is computed as a distance weighted measure

of other countries’ GDP:

where GDP; is total GDP of country j at time t and d; is the distance in kilometres
between country j and country i (measured as the great circle distance between the
respective capital cities)."

There are still a couple of potential problems with running specification (10). First,
the AfT variables are possibly endogenous to exports. This is the case for example if
better performing and/or faster reforming countries tend to receive more AfT than
others. This would generate an upward bias in the AfT coefficients. Also, there could
be some error in the measurement of the AfT variables, as this is based on voluntary
reporting of disbursements by donors to the OECD secretariat. Such error could be
caused by inefficiency in reporting and/or misclassification of projects and if it is
correlated to (time varying) unobserved characteristics of recipients, it could make the
AfT coefficients inconsistent. In order to control for these potential issues, we use an
instrument for AfT based on the degree of respect for civil liberties, as measured by
Freedom House (2009). There is consistent evidence that donors tend to give relatively
more aid to countries which are considered to respect civil liberties and human rights
(Alesina and Dollar, 2000; Macdonald and Hoddinott, 2004 for Canada). The
Millennium Challenge Corporation, one of the major providers of US AfT, explicitly
uses Freedom House indicators on respect for civil liberties and for political rights as
criteria for recipient countries to be eligible for assistance. Other than being a good
predictor of future aid allocation, this variable (civil liberties) is also not related to
exports in any meaningful way, thus satisfying the conditions of exclusion restriction.
It is hard to find any clear link between a country’s respect for civil liberties and its
capacity to export. This is also confirmed by the insignificant coefficient of civil liberties
when we include it in specification (9).'¢

Another potential issue with the estimation of (9) is its lack of dynamics property.
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It is generally acknowledged (Senhadji and Montenegro, 1999; Santos-Paulino and
Thirlwall, 2004) that exports are fairly persistent over time, as they tend to depend on
previous exports. Thus we test our results also against a dynamic specification. We
employ a first difference approach:

AX, =y, Adpc, , +v,Mdi, , +7,AMP, +y,Ap, +v;AX, + A, +Ag, (10)
where AX, =X, - X,

By construction AX;,_; is correlated with Ag;_; in (12) (as X,_; is correlated to g; ).
Hence we resort to the Generalised Methods of Moments (GMM) estimator which
generates internal instrument using appropriate lagged values of the explanatory
variables (Arellano and Bond, 1991). The GMM technique serves also as a robustness
test for the impact of AfT variables on exports, as it allows controlling for (weak)
endogeneity of the AfT variables by using a different type of instrumental variables to
that employed above. To make the analysis more robust, we also use the excluded
instrument civil liberties in the GMM estimation of (10).

As the measurement error of the AfT variables could be determined not only by
random errors but also by recipient-specific characteristics (e.g. if the disbursement
process is cumbersome and thus under-reported in certain countries), we employ the
GMM-system estimator rather than the GMM-difference estimator (Blundell and
Bond, 1998). This estimator uses the explanatory variables in levels in the regression
and instruments them through their past values of first differences. In this way it allows
controlling for unobserved recipient-specific effects that are potentially correlated
with the explanatory variables.

We estimate (9) and (10) separately for SVEs and non-SVEs to check whether aid
to economic infrastructure (Ajnpra) and aid to productive capacity (Apc) have a
differential impact on SVEs (relative to other developing countries) along the lines
described in Section 4.

AfT and sectoral exports

Aid to productive capacity (Apc) is usually targeted at specific sectors; it is typically
provided to firms or (public and private) institutions active in a particular sector. Thus
the identification of its effects on total exports — as it is the case in the specifications
above — may be weak. Moreover specifications (10) and (12) may still suffer to some
extent from omitted variable bias of cross-country regressions due to unobservable
time varying differences across countries (e.g. country-specific shocks to productivity
or institutions). These issues call for an identification strategy based on sectoral
exports.

We divide Apc into aid to the different sectors and then relate sectoral aid to sector-
specific exports. This helps to identify whether sectors in the same country that
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receive more aid experience relatively faster growth in their exports (between group
component), as well as whether exports of a sector grow faster in years in which that
sector receives relatively higher levels of aid (within group component). We also use
value of exports as the dependent variable instead of real exports (as in the specifica-
tion (2)), which allows us to have more observations. This could be justified as we are
now comparing exports in the same sectors; thus the price effects may be less relevant
in this instance. We use four large sectors of the economy for which export data (from
the World Development Indicators) are available: food production, manufacturing,
mineral extraction and tourism. These account for all exports of goods and part of
services exports of the countries in the panel. We match these sectors with their
counterparts in the aid data: agriculture and fishing, industry, mining and tourism.

We estimate the following equation for each of the four sectors separately (for SVEs
and non-SVEs separately):

Xg, =a, +A], +7, +(31Apcl_ﬂ_1 +¢ (11)

it
and

AX, =Aa, +Ah, +Ay, +AX,, . +0,Adpc,,  +Ae, (12)

ijt-1 ijt=

where X is the (log of) value of exports (for country i, sector j and time t), Apc is (log
of 1+) aid to productive capacity, a; is country-year fixed effects, A is time-varying
sector fixed effects, y; is sector-country fixed effects. Given the discussion above, we

estimate (11) through OLS and (12) through GMM. Note that we do not have appro-
priate external instruments (i.e. country-sector-time specific variable) for Apcy;.

6.2 Data

We employ data from a variety of sources. Aid data come from the OECD/DAC
(2009) Creditor Reporting System (CRS) database on disbursements. This database
has covered a number of AfT activities since the mid-1970s, and reporting to the CRS
is improving. However, before 1994 the data have substantial gaps; thus we base most
of the analysis on the post-1994 period. We use different types of AfT data from this
database, including aid for trade facilitation, aid for trade-related education, aid to
productive capacity (both total and sectoral) and aid for economic infrastructure.
These categories, as well as the basic structure of the database are described in Box 1.

Data on investment climate indicators have become available for a large number
of countries in the World Bank’s Doing Business Report. These surveys cover the number
of documents, and the time and costs required to change a certain regulation (e.g.
registering property or dealing with licenses). We focus on indicators for trade across
borders provided in the Doing Business Report.

Export data and data for most other controls, including population, CPI and GDP,
are from World Bank (2009). We also use real effective exchange rates (REER) from
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Box 1. Aid for trade data in the OECD CRS database

The OECD Development Co-operation Directorate bases its classification of the destina-
tions of aid on the specific area of the social or economic structure in the receiving
country that the aid transfer is intended to foster. The categories therefore refer to the
overarching goal (e.g. trade facilitation), rather than the service provided through the
funds (e.g. funding of regional trade agreements or training). The system of purpose
codes summarises this classification in five digits: the first three refer to the respective
DACS5 sector and the remaining two represent numbering from more general (10-50)
to more specific (60-90).

* Ainf Aid to Economic Infrastructure, coded as number 200, includes Transport and
Storage, Communications, Energy, Banking and Financial Services and Business and
Other Services, each with its own subcomponents.

e Apc Aid to Production Sectors, coded as 300, includes the four sectors treated
separately: Agriculture-Forestry-Fishing, Industry-Mining-Construction, Trade Policy,
and Regulations and Tourism.

* Atf Aid for Trade Facilitation, coded as 33120, is a single category.
* Atredu Aid to Trade Education/Training, coded as 33181, is also a single category.

Tourism has only one final component: Tourism policy and administrative manage-
ment. The other destinations for sectoral aid for productive capacity all have multiple
ramifications and are further focused. Under the category Agriculture-Forestry-Fishing,
Agriculture (coded 311) has 18 final components, ranging from the general
Agricultural policy and administrative management (31110) to the specific
Livestock/veterinary services (31195). The same applies for Fishing (313), which
incorporates five possible destinations for aid. Also, the category Industry-Mining-
Construction has among its sub-sections Industry (321) and Mineral resources and
Mining (322), which we use for proxying aid to the manufacturing and minerals sectors
respectively in the analysis below.

Source: OECD CRS website; also see Turner (2008)

IMF (2009). Data on bilateral distances between capital cities come from Mayer and
Zignago (2006), who compute geodesic distances through the great circle formula.
Data on foreign market potential are computed by Mayer (2008) for the period
1970-2003. Government effectiveness indicators come from Kaufmann et al. (2008),
while the index of civil liberties is computed by Freedom House (2009). This index is
measured on a scale of 1 to 7, where 1 represents the highest degree of freedom and 7

the lowest.
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6.3 Results

AfT and the cost of trading

We first test for the impact of aid for trade facilitation (Atf) on the costs of exporting
(through equation (8)), using a repeated cross-section of 89 developing countries for
which data is available. Table 6.1 presents the results, which show a substantial cost-
reducing effect of Atf on the cost of exporting.

Table 6.1. The effects of AfT on the costs of exports (without fixed effects)

(M (2) 3) 4 (5) (6) (7) (8) 9

Icosexp  lIcosexp  lcosexp  lcosexp  Lcosexp Itimexp  lcosexp  Icosexp  Icosexp

Atf(t-1) -0.085¢ -0.054¢ -0.055¢ -0.041¢ -0.056¢ -0.058° -0.058¢
(-6.49) (-5.23) (-5.41) (-4.20) (-5.42) (-4.01) (-4.01)
Ln Atf(t-1) -0.191¢ -0.188¢
(-4.39) (-4.20)
Atredu(t-1) -0.255 -0.261
(-1.45) (-1.49)
Gov. Eff. (t-1) -0.217¢  -0.209¢ -0.219¢ -0.212¢ -0.053 -0.218¢ -0.172 -0.222°
(-3.82) (-3.73) (-3.84) (v3.77) (-0.84) (-3.82) (-1.56) (-1.98)
Ln pop 0n4 0.154 -0.027 -0.025 -0.005 0.110 -0.028 -0.043
(t-1) (0.57) (0.78) (-1.56) (-1.46) (-038) (0.54) (-1.01) (-1.60)
Ln pop -0.004 -0.005 -0.004
(t-1) sq. (-0.66) (-0.87) (-0.62)
GDP (t-1) -0.002 -0.009 0.007 0.001 -0.134¢ -0.002 -0.008 0.013
(-0.059) (-0.24) (0.20) (0.018) (-3.30) (-0.045) (-0.11) (0.19)
Landlocked 0.565¢ 0.570° 0.596° 0.601¢ 0.466° 0.565¢ 0.588° 0.516¢
(7.49) (7.67) (7.71) (7.88) (5.84) (7.43) (4.07) (3.78)
Asia -0.322¢ -0.304°¢ -0340° -0.327¢ 0.038 -0.324c -0319° -0.271¢
(-493) (-4.67) (-5.52) (-5.35) (0.70) (-4.89) (-3.36) (-2.81)
America -0.152* -0134 -0.178> -0159° -0.069 -0.157° -0.144 -0.166
(-1.86) (-1.65) (-2.14) (-1.93) (-0.85) (-1.84) (-1.17) (-1.31)
Europe -0.348< -0.322¢ -0396° -0.370° -0.426° -0.348° -0.090 -0.110
(-3.27) (-3.05) (-3.62) (-3.39) (-2.88) (-3.26) (-0.49) (-0.62)
Atf(t-1)° SVEs -1.265° -0.528 3.528°
(-2.04) (-1.05) (1.90)
Ln Atf(t-1)? SVEs -1.214° 0.012A
(-1.96) (0.30)
Atredu (t-1)? SVEs -24.223°
(-2.57)
Observations 203 201 201 201 201 201 201 89 89
R-squared 0.089  0.551 0.555 0559 0560 0490 0.552 0.581 0.609

SVEs as defined by the WTO; Robust t-statistics in parentheses; significant at 10 per cent; bsignificant at 5 per
cent; significant at 1 per cent.
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The results reported in Table 6.1 suggest that a US$1 million increase in Atf (equiva-
lent to a 171 per cent increase relative to the mean value) is associated with a 5.4 per
cent (US$63) decrease in the cost of packing goods and loading them into a 20-foot
container, transporting them to the port of departure and loading them on the vessel
or truck (column 2). Considering that in 2000 the number of 20-foot containers
loaded and unloaded in African ports reached almost 7.3 million, including 2.5 mil-
lion in sub-Saharan countries (UNCTAD, 2003), the return on Atf is likely to be sub-
stantial. The control variables are in line with expectations: good governance reduces
the costs of exports, while being landlocked considerably increases them. Asia and
Europe have the lowest costs, and Africa has the highest.!” The other variables, includ-
ing population and GDP per capita, are not significant. The insignificance of the latter
is surprising but it is likely to be determined by two contrasting effects: on the one
hand, higher income per capita is associated with higher costs of non-tradables, which
in turn drive the costs of exporting up; on the other hand, higher income tends to be
associated with higher efficiency in handling transport, logistics and administrative
procedures, which bring the costs down. This is confirmed by the negative and signifi-
cant coefficient of GDP per capita when using the time of processing exports — whose
value is purged of the price effect — as the dependent variable (column 6). The results
are robust also to using the double-log specification as in (8’) although in this case the
cost reduction is much higher: a US$1 million increase in Atf is associated with a
US$178 decrease in the costs of exporting (column 3).'8

Importantly, this cost-reducing effect of Atf appears to be more relevant for SVEs
than for other developing countries (column 4). This is also the case when using the
double-log specification (column 5). When using the time taken to process exports the
differential impact of Atf on SVEs is negative but insignificant, while Atf has a signifi-
cant time-reducing impact (column 6). On the other hand, there is no differential
impact of Atf on the costs of exporting for SVEs identified according to the WTO
definition (column 7). This is a much broader (and loosely defined) category than the
one defined by the Commonwealth Secretariat and that may explain the insignificant
differential impact. We also test for the effects of aid to trade related education
(Atredu) on the costs of exporting, finding a negative (though not significant) effect in
a specification in levels (column 8). Interestingly, when we test for the differential
impact of Atf and Atredu on SVEs, the latter turns out to have a significant reducing
effect on the costs of exporting, while Atf has a differential positive impact (column
9) on SVEs. This reversal of the result of previous columns may be due to the restricted
sample (less than half of the observations available) and to the high collinearity
between the two SVEs’ interaction terms.

Table 6.2 gives the results of the fixed effects specifications that relate the changes
in Atf to the changes in the cost of exporting controlling for time invariant character-
istics of countries. The coefficient of Atf is still significant but is half of that in the
specification without fixed effects (column 1). Now an increase in Atf of US$1 million
is associated with a reduction in the cost of exporting of around US$30 (i.e. 2.5 per

EFFECTIVENESS OF AID FOR TRADE IN SMALL AND VULNERABLE ECONOMIES

45



cent at the mean). This means that slightly over half of the impact of Atf is captured
by time invariant characteristics of recipient countries. This elasticity is robust to the
exclusion of Egypt, although it shrinks a little (column 2). Again, the double-log
specification yields a higher Atf elasticity of cost reduction (column 3), which is
around twice as large as that in column 1. On the other hand the intensity of the effect
of Atf on the timing of exports is analogous to that on the cost of exporting (column
4), while it is smaller (and not significant) in the double-log specification (column 5).
The coefficient of Atf remains robust also to the inclusion of the (log of the) number
of documents necessary to export (column 6). Atredu is negative and significant in
both specifications without and with Atf (columns 7-8).

We then test the impact of Atf separately for SVEs and non-SVEs (according to
both definitions). In line with the results of the previous table we find that Atf has a
(much) larger cost-reducing impact on SVEs than on non-SVEs. The coefficient for
the former (column 9) is almost three times as large as that on the latter (column 10).
This result is valid also when using the semi-log specification (results from the authors
upon request). Interestingly, this result applies (with similar relative magnitudes) to
the case of SVEs defined according to the WTO definition (compare columns 11 and
12), although the elasticity of cost reduction with respect to Atf is lower than for SVEs
defined by the Commonwealth Secretariat (compare columns 9 and 11).

Overall, Atf seems to have a significant cost-reducing effect on the costs of
handling exports, and back of the envelope calculations indicate that this appears to
be an investment with an interesting return, especially for SVEs. These results appear
all the more remarkable as cost of trading variables show substantial persistence over
time especially considering the short timeframe of this analysis.

AfT and exports

Table 6.3 presents the results using the augmented export demand equation as in (9)
estimated separately for SVEs and other developing countries. The results suggest the
positive impact of aid to economic infrastructure (Ainfra) on exports, while aid to pro-
ductive capacity (Apc) does not seem to have a significant effect on exports. However
these effects appear to differ over time. The first two columns present the results of the
estimation for the 1995-2007 period only. Neither Ainfra nor Apc seem to have a
significant effect on exports of SVEs (and the latter has somewhat a negative impact).
On the other hand Ainfra has a positive effect on non-SVEs, while Apc has no effect
(column 2). Restricting the analysis to a more recent period (1999-2007) the effect of
Ainfra on SVEs becomes more positive although it remains insignificant, while Apc
becomes less negative. The coefficients of the aid variables are higher in the case of
non-SVEs. Taking these results at their face value, they indicate that the support
granted to the productive sector may have improved over time.!* Also, the trade-
related assistance seems to be more effective in raising exports for non-SVEs than for
SVEs. However, we still need to control for the endogeneity of the aid variables.
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Table 6.3. Total exports and aid for trade (1995-2007)

(M (2) (3) (4) (3) (6)

Countries SVE Non-SVE SVE Non-SVE SVE Non-SVE
Period 1995-07 1995-07 1999-07 1999-07 1999-07 1999-07
Method FE FE FE FE FE IV FE IV
Aid for infrastructure 0.005 0.0292 0.023 0.032° 0.170 0.100¢
(t-1) (0.16) (1.94) (0.68) (2.21) (0.97) (2.71)
Aid to productive capacity -0.054 0.004 -0.044 0.020
(t-1) (-1.25) (0.23) (-1.08) (1.47)
CPI 0.475 -0.038 0.418 -0.082"  0.291 -0.061¢
(1.28) (-0.89) (0.88) (-2.33) (0.75) (-3.15)
Market potential -1.756 5.890¢ 0.799 5.088¢ 1.986 5.763¢
(-0.38) (4.10) (0.34) (4.44) (0.90) (7.19)
Constant 33.704 -27.654° 11978 -21.877°
(0.85) (-2.29) (0.62) (-2.17)
Observations 143 876 121 665 123 682
R-squared 0.571 0.641 0.505 0.649 0.299 0.609
Countries 17 83 17 83 17 82
Excluded instruments
Civil liberties (t-3) -0.280*  -0.465°¢
(-1.71) (-5.72)
1st stage F-Stat (for Aid for infra) 2.91 32.77

Dependent variable is value of total exports in constant 2000 US$. All variables are in log; all
regressions include year effects; Robust t-statistics in parentheses; significant at 10%; "significant at 5%;
Ssignificant at 1%.

We do that only for the Ainfra variable for a number of reasons. First, we have one
reliable excludable instrument available — civil liberties (CL) — and that happens to
explain a much larger part of Ainfra than Apc. Second, leaving Apc out in the estima-
tion of equation (9) turns out to affect the value of Ainfra (and the explanatory power
of the regression) very marginally, while the opposite is not true (not shown here).
The results are presented in columns 5 and 6. The coefficient of Ainfra seems to be
robust to the endogeneity of aid; and the IV estimation (using CL as instrument for
Ainfra) suggests that this endogeneity biases the coefficient of Ainfra downward. The
IV coefficient is three times larger than the OLS one for non-SVEs (column 6 com-
pared with column 4) and over six times larger for SVEs (column 5 compared with
column 3). The value of the F-statistics of the first stage together with the high signif-
icance of the CL coefficient indicates that the latter is a valid instrument for Ainfra.
The downward bias from endogeneity may suggest that countries with poorer export
capacity tend to receive proportionally more aid, which is somewhat intuitive. This is
especially true for SVEs. Correcting for this bias makes the Ainfra coefficient larger for
SVEs than for non-SVEs. This may represent some suggestive evidence of a differen-
tial effect of aid to infrastructure to SVEs: export performance in these countries seems
to be more positively affected by support to infrastructure than in other developing
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countries. This is consistent with the idea that SVEs are relatively isolated from the
main markets and because of that and their small populations, they suffer from an under-
provision of trade-related infrastructure.

In order to take into account the persistence of exports, we employ the dynamic
specification described by equation (10) estimated through system-GMM. Table 6.4
presents the results, which confirm the main findings of the previous analysis. For the
period 1995-2007, the aid variables have an insignificant effect on exports for SVEs
(column 1), while Ainfra has a positive impact for non-SVEs (column 2). In the period
1999-2007 the impact of Ainfra on exports appears to be more positive for SVEs
(column 3) than for non-SVEs (column 4), while Apc has a negative sign for SVEs
(although it is not significant). These results change when lagging the aid variables
two years. In the case of SVEs the coefficients of both aid variables become smaller
(column 5), while that of Ainfra magnifies for non-SVEs (column 6). This suggests
that the bulk of the effects of Ainfra on exports occurs over a shorter timeframe for
SVEs relative to non-SVEs.

Table 6.4. Total exports and aid for trade, GMM estimation

(1) (2) (3) (4) (5) (6)
Period 1995-07 1995-07 1999-07 1999-07 1999-07 1999-07
Countries SVE Non-SVE SVE Non-SVE SVE Non-SVE
Sample Aid>0 Aid>0 All All All All
Exports (t-1) 0.988¢ 0.990° 0.989¢ 0.993¢ 0.992¢ 0.996¢
(91.2) (202) (77.2) (151) (85.1) (185)
Aid for infra 0.004 0.013° 0.014 0.010
(t-1) (0.44) (2.29) (1.31) (1.62)
Aid to productive -0.019 -0.005 -0.023 0.006
capacity (t-1) (-133)  (-057)  (-1.24)  (0.55)
Aid for infra 0.004 0.018¢
(t-2) (0.47) (2.74)
Aid to productive -0.014 -0.008
capacity (t-2) (-1.03) (-0.78)
CPI 0.052 -0.003 0.063 -0.0192 0.037 -0.020°
(0.61) (-0.27) (0.517) (-1.90) (0.30) (-2.11)
Market potential -0.006 0.019 -0.003 0.039° -0.015 0.035°
(-0.14) (1.47) (-0.056) (2.25) (-0.31) (2.23)
Observations 142 869 120 660 118 652
Countries 17 82 17 82 17 82

Dependent variable is value of total exports in constant 2000 US$. All regressions are estimated
through the GMM-system estimator. All variables are in log; endogenous variables are lagged exports;
Ainfra and Apc across all the specifications; civil liberties is included as excluded instrument in all
regressions include year effects. Robust t-statistics in parentheses; significant at 10 per cent; ®significant
at 5 per cent; Significant at 1 per cent.
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AfT and sectoral exports

We also examine the effects of the two main types of AfT on exports in four broad
sectors separately using both specifications (11) and (12). The results are presented in
Table 6.5 for tourism and food, and in Table 6.6 for manufacturing and minerals. For
each sector we estimate separately for SVEs and non-SVEs a static specification with
fixed and year effects and a dynamic specification with system GMM. The period we
consider is 1999-2006. As far as tourism is concerned, the results suggest that sectoral
aid (i.e. aid to productive capacity in the tourism sector) is particularly beneficial in
SVEs (the coefficient is three times that for non-SVEs). On the other hand Ainfra is
not significant for either group, suggesting that tourism exports are not highly con-
strained by the lack of infrastructure. This may not be surprising as many SVEs are
heavily reliant on tourism, and activities that support the development of the sector
may have high returns for export activities. AfT seems to be ineffective for food
exports in SVEs (columns 5 and 7), while sectoral aid has a positive effect on exports
for non-SVEs (columns 6 and 8). Similarly, the impact of AfT is negligible on manu-
facturing exports in SVEs, while Ainfra has a positive effect in non-SVEs (columns
1-4, Table 6.6). Finally, AfT appears to have a positive (although significant only for
Ainfra in the FE specification, see column 5) effect on mineral exports in SVEs,
especially as far as sectoral aid is concerned (column 7), but not in other developing
countries (columns 6 and 8).

50

EFFECTIVENESS OF AID FOR TRADE IN SMALL AND VULNERABLE ECONOMIES



U2 Jad | 1e juedniubis, ‘qusd Jad § Je juediubis, ‘qusd sad Q| 1k uediiubls,
‘sesayjualed Ul S21Is1ILIST 1SNQOY ‘s10a44e Jeak apnpul suoissaibal ||e ady pue oiury 'suodxe pabbe| aie suorediynads WO dy3 Ul s3|genea snousbopus
'boj ul a1e Ss|qeLeA || 'S8y A1junod pue seak apnjoul suoisseibas ||e !MoJ puodas |yl Ul paledIpul J0303s ay3 JO S10dxa JO anjeA Si 9|qeLieA Juspuadaq :Sa10N

9670 ¥SC0 440 9970 paienbs-y
Z8 €T 98 Y4 98 (Y4 98 ¥4 saujuUNo)
086G Gel 909 i) 079 86l 629 19l SUOIeAIaSqQ
ip) i) i) ip) JuawnIIsul ‘px3
(L£°1) (€z0) (£L0-) (¢€0)
20L'8. 9YEES 88/°79- L0062 jueIsuo)
(zoz) (L1¢) (9°9%) (I'6b)
,186°0 L1£6°0 SLY6°0 6460 (1-7) suodx3
(zo'l-) (€£0) (zv1) (¥9°0) (£50) (65°0) (66°0-) (09°0)
£00°0- 6000 r¥6°0 G6L°0 2000 8000 8.70- SrE0 paienbs dod
(60°1) (970-) (6t'1-) (z50°) (0£0-) (09°0-) (z6°0) (€5°0-)
L80°0 LLLO- G6TTE- S08°91- 6€0°0- 9610~ 1608 €LEL- dod
(820 (080-) (08°0) (o€1) (6L (5L0) (80'1) (6z'1)
2600 €IL0- 8.8l G879 0510 Z100 806'C €o0g'€ [e11U210d 19Y.BN
(z£0-) (510-) (8%'L-) (LS1-) (z5'0-) (86'1) (6£°0) (LU1-)
0l00- 890°0- ZoLo- cov'L- L10°0- 610 ¥€0°0 997°0- IdD
(6£0-) (£€00-) (LL) (L£1) (£9°0-) (920°0-) (£v0°0-) (S0'L-)
L000- Z00°0- 700 6ELO 800°0- L000- 1000~ LLOO- (1-1) eyu| piy
(1€ (£5°0-) (¥s1) (1£71-) (88'1) (0£1) (z10) (05°0)
46700 L¥00- 8500 LSL0- 7900 9610 L000 €510 (1-7) 401095 pIy
WWD-sAS IWWD-sAS 14 14 WWD-sAS IWWD-sAS 34 EE| poyre
JAS-UON aNS JAS-UON aAS JAS-UON EN JAS-UON ans 9|dwes
poo4 wisuunoj
(8) (2) (9) (s) () (€) (2 (1)

apeuy 1o} pie pue spiodxa |e403I3S G'g d|qe]

51

EFFECTIVENESS OF AID FOR TRADE IN SMALL AND VULNERABLE ECONOMIES



~1u92 Jad | 1e quediiubis, 'uad Jad § je juediubis, ‘usd Jad Q| e edyiubis,
‘sesayjuaied ul $11s11L1S7 1SNqoY !s109)4e Jeak apnjoul suoissaibal ||e Ddy pue piuly 'suodxe pabbe| ale suonediynads NIND Sy Ul ss|geliea snousbopus
'boj ul a1e sa|qeLeA ||e !saya A13unod pue seak apnjoul suoissaibal [|e ‘Mol puodas syl Ul paledlpul J0303s ay3 4o suodxa Jo anjeA si 9|qeLiea uspuadaq

Z8 €T 98 174 18 €T 98 ST seLuUNo)

S0v°0 44X Z6€0 9510 paienbs-y

08§ 8zl 909 Ll LLS Gel €09 Yidl SUOIBAISSAQ

1P i) i) 1l uaWwInisul *x3
(£8°0) (se1) (85°0) (z29°0-)

oLz 6L ZEV'106 vzL95 GTE9L- JueISUO)

(T6v) (99'8) (921) (592)

29760 7080 SVL6°0 2960 (1-1) suodx3

(L6°0) (62°0) (88°0) (o1 (5£0-) (gs°1) (96°0) (£¥°0-)

9000 9£00 8620 1zLe L000- 8500 0Z€0 LLS0A paienbs dog
(08°0-) (1z0-) (£6'0-) (L0'L-) (z50) (15°1-) (z8°0-) (r€0)
¥SL0- 819°0- LEOL- LULOL- G500 9060~ L96'8- 989'6 dod

(62°0) (1L0-) (£81) (¥8'1-) (627 (zz o) (102) (1)

6100 60°0- G6EE 2991~ 40010 9200~ aSLT 8€79l |eizualod Jade
(080-) (€51) (60'L-) (00'1) (zvD) (11 (92°0) (56°0)
¥€0°0- 8060 780°0- 69.'L 7900 0290 S£00 9/50 1dD

(L¥0) (290 (1£°0-) (607) (ze'l) (£6'0-) vz (€11-)

Z100 8z10 z£0°0- SO0 6200 €L00- 800 €1L0- (1-2) ey piy
(zz0-) (zz) (85°1-) (810) (60°0-) (X0)] (z£0) (590-)

LLOO- 6250 9600~ 8€0°0 L000- L200 6000 8.0~ (1-1) J018s piy
WWD-sAS IWWD-sAS 34 14 WWD-sAS IWWD-sAS 34 EE| poye
JAS-UON NS JAS-UON IAS JAS-UON NS JAS-UON ENN 3|dwes

S|eJauli m:_\_:aumu—zzms_
(8) (2) (9) (9) (v) (€) 4] (1)

apeuy 1o} pie pue spodxa |e403I3S ‘9°g d|qe]

EFFECTIVENESS OF AID FOR TRADE IN SMALL AND VULNERABLE ECONOMIES

52



7

Conclusions and Policy Implications

This study is one of the first efforts to focus on the effects of AfT in SVEs. The evi-
dence in this paper suggests that SVEs fall into a category of countries in special need
of AfT due to their relative disadvantage in international trade and to their higher
expected adjustment costs to trade integration relative to other developing countries.
Although the rationale for AfT is particularly clear for SVEs, no donor has a specific
AfT focus on these countries. There are a number of programmes that may be particu-
larly relevant for SVEs as they address some of the trade-related shocks likely to be
faced by these countries, such as the EU SFA for bananas, the Special Fund for Rum
and the trade integration mechanism. However, there is no programme we are aware
of that addresses specific trade constraints faced by SVEs, such as the consequences of
remoteness and smallness. This may be a useful addition that should be considered if
SVEs are to compete effectively in an integrated trade regime.

Despite the lack of specific programmes for SVEs, these countries receive relatively
high levels of AfT per capita. Small countries, and thus SVEs, receive higher per
capita amounts of AfT, as also of general aid. However, AfT to SVEs declined some-
what in the years leading up to 2006, but seems to have bounced back in 2007.
Whether this trend is just a temporary spike or the beginning of a new rising trend for
SVEs is open to question. AfT to SVEs is provided mainly by a few large donors,
including the EC, Australia, Japan, and to lesser extent France, Portugal, the USA and
New Zealand. At the beginning of the decade, SVEs were receiving disproportionately
more AfT given their share in total ODA; this was reversed in the following years (and
in 2004 SVEs’ specialisation index was lower than that of any income groups). These
large swings suggest that there may not be a long-term strategy in terms of AfT alloca-
tion across countries, and to SVEs in particular.

We then investigate in more detail how AfT is expected to influence trade
performance. Using a simple export demand model we show how AfT may benefit
exports of developing countries, and of SVEs in particular. The review of the evidence
available on the effectiveness of past AfT on trade performance is mixed. This exam-
ination is challenging owing to the difficulty of isolating the impact of AfT pro-
grammes on the recipients’ economy. This attribution problem has often resulted in a
lack of clear and measurable objectives and indicators in programming documents.
However, some problems in the programming and delivery of AfT seem apparent. For
example, administrative constraints faced by ACP countries in dealing with EU pro-
cedures usually lead to very slow rates of aid disbursement, which may undermine the
value of the assistance extended in support of time-sensitive adjustment processes.
Moreover, our review suggests the importance of ownership, alignment and harmonisa-
tion as critical factors of success of AfT, much in line with the traditional aid effective-
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ness literature. The implications mainly refer to the need to involve stakeholders, and
trade and other officials in beneficiary countries in the very beginning — to help design
programmes, and devise specific objectives and implementation strategies, keeping
country-specific conditions in mind.

Lack of proper data and benchmarks (e.g. outcome variables to rate the project
against) has often constrained the possibility of properly assessing the effectiveness of
AfT over a large number of projects. By using a large panel dataset of developing coun-
tries we provide new systematic evidence on the effectiveness of AfT. Using original
empirical models, we examine the overall impact of different types of trade-related
assistance on specific trade-performance indicators. Importantly, we identify the impact
of AfT on SVEs and other developing countries separately. The results suggest that a
particular type of AfT, i.e. aid for trade facilitation, seems to have a significant cost-
reducing effect on the costs of handling exports; back of the envelope calculations
indicate that this appears to be an investment with an interesting return. SVEs seem
to enjoy particularly high returns on aid for trade facilitation, which is consistent with
these countries having on average higher unit transaction costs on exports (as these
are spread over smaller volumes of exports). Our results further suggest that aid to eco-
nomic infrastructure increases overall exports for developing countries, and more so
for SVEs, while aid to productive capacity has no significant effect on exports for
either SVEs or non-SVEs. The weak effect of aid to productive capacity may be partly
explained with a poor identification strategy, as this type of aid is mostly sectoral and
thus should be measured against sectoral exports. When we do this (using sectoral
exports and sectoral aid for four broad sectors), we find heterogeneous effects of AfT
across sectors. In particular, sectoral AfT seems to have a positive impact on tourism
and mineral exports, which is considerably larger in SVEs than in non-SVEs. On the
other hand, food and manufacturing exports do not appear to benefit from higher AfT.

On the basis of these findings and the review of the evidence, we provide sugges-
tions for donors of AfT, as well as for SVEs.

e First, donors could consider introducing AfT programmes (or projects) addressing
specific trade-related constraints faced by SVEs, including remoteness and isolation,
as these seem to be binding especially in a world of trade. AfT could help inter alia
by funding connective infrastructure and improving the efficiency of existing infra-
structure.

e Second, donors should increase the rates of AfT disbursement, as slow rates tend to
undermine the value of the assistance extended in support of time-sensitive adjust-
ment processes, such as the trade-related ones experienced by SVEs.

e Third, it is desirable for donors to programme their trade-related activities for longer
timespans and with more active participation by the recipients. This would increase
the predictability and ownership of AfT flows. These recommendations are in line
with those for general aid, but given the high variability of trade-related aid, in
particular towards SVEs, they may be of particular importance in this context.
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e Fourth, donors could consider scaling up the level of aid for trade facilitation, as this
appears to be a particularly cost-effective investment. This is particularly the case

for SVEs.

e Fifth, as the impact of aid to economic infrastructure on exports seems to be
especially high in SVEs, it would be worth considering how to increase its envelope.

¢ Sixth, donors should work with recipients to identify those contexts in which there
is more need for aid to productive sectors, considering that this form of aid seems to
work better in certain sectors in SVEs, such as tourism and minerals.
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Notes

1

10
11
12
13

14

15
16

17
18

19

The Doha Ministerial Declaration of the WTO, adopted in 2001, established a work programme with the
objective of framing responses to the trade-related issues identified for the fuller integration of small,
vulnerable economies into the multilateral trading system. However, this was not meant to create a sub-
category of WTO members. While many SVEs receive trade preferences under various bilateral and regional
arrangements, under the multilateral trade talks they are not considered for special preferences that are gen-
erally granted to the group of countries known as the least developed countries. For details of the status of
SVEs in the WTO see Smith (2009).

See Qureshi and te Velde (2008) for a more complete analysis of the challenges faced by small states.

The study also included a substantial data collection effort on relevant indicators, such as wages of skilled,
semi-skilled and unskilled labour, and airfreight, seafreight and telecommunications costs.

These countries are Antigua and Barbuda, The Bahamas, Bahrain, Barbados, Belize, Botswana, Brunei
Darussalam, Cape Verde, Comoros, Cyprus, Djibouti, Dominica, Equatorial Guinea, Fiji Islands, Gabon, The
Gambia, Grenada, Guyana, Jamaica, Kiribati, Lesotho, Maldives, Malta, Mauritius, Nauru, Papua New
Guinea, Samoa, Sdo Tomé and Principe, Seychelles, Solomon Islands, St Kitts and Nevis, St Lucia, St
Vincent and the Grenadines, Suriname, Swaziland, Tonga, Trinidad and Tobago, Tuvalu and Vanuatu.
Estimates of the reported trade shares of these countries are based on the data (on export earnings of different
countries in current US$) provided by UNCTAD.

Eight countries participated in the first stage of JITAP: Benin, Burkina Faso, Cdte d’Ivoire, Ghana, Kenya,
Tunisia, Uganda and the United Republic of Tanzania. Four of these are LDCs. A group of eight countries
was later added: Botswana, Cameroon, Malawi, Mali, Mauritania, Mozambique, Senegal and Zambia.

This is based on the review of multilateral and bilateral programmes carried out by Cali et al. (2006).

See, for instance the German Development Co-operation (GTZ) strategy (http://www.gtz.defen/themen/
laendliche-entwicklung/25014.htm) and the UK DFID strategy (http://www.dfid.gov.uk/aboutDFID/organisation/
intertradedept.asp).

Both of the schemes are funded by DFID and the Netherlands Ministry of Foreign Affairs (NMFA).
AECF also receives funding from the International Fund for Agricultural Development (IFAD), while
EAIF receives funding from the Swiss State Secretariat for Economic Affairs (SECO) and the Swedish
International Development Corporation Agency (SIDA).

See Section 5 for an appraisal of some EC trade-related programmes

Data for ODA are obtained from the OECD/DAC database on aid flows.

This means that if an amount x; of good is shipped from i to j, only x;/t; will reach location j.

More specifically, the impact of technical papers and regional seminars within UNCTAD’s technical assis-
tance programmes was in doubt, and the report also concluded that the former was not a transparent and effi-
cient channel for allocation of TRTA funds.

We use In(1 + Atpr) to avoid missing and negative values. The main results are robust to using In (Atpr) as
well.

This is reinforced by the data description given by WTO/OECD (2008) according to which ‘... trade
facilitation relates to a wide range of activities such as import and export procedures (e.g. customs or licensing
procedures); transport formalities; and payments, insurance, and other financial requirements [...] Cutting
red tape at the point where goods enter a country and providing easier access to this kind of information are
two ways of “facilitating” trade.’

We also check the robustness of the results to using a foreign market potential measure computed by Mayer
(2008) through bilateral trade data.

Not shown here; available from the authors upon request.

We include Oceania in Asia.

The average value of In (1+ Atf) = 0.35; thus a 100 per cent increase in (1+Atf) is equivalent to an increase
in Atf by 1.35 million, which is associated with a 20 per cent decrease in costs of exporting. This means that
a 1 million rise in Atf is associated with a reduction in costs of 14.5 per cent (US$178).

Given the consistency of the Ainfra coefficients across the different samples, we can probably rule out the
other possible explanation for this change in the Apc coefficient, i.e. that reporting has improved over time,
thus limiting the measurement error of the earlier period, which was driving the insignificant results of the
1995-2007 period.
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Annex 2

Defining ‘Trading Across Borders'

(taken from http://www.doingbusiness.org/MethodologySurveys/TradingAcrossBorders.
aspx)

Doing Business compiles procedural requirements for exporting and importing a
standardised cargo of goods by ocean transport. Every official procedure for exporting
and importing the goods is recorded — from the contractual agreement between the
two parties to the delivery of goods — along with the time and cost necessary for com-
pletion. All documents required for clearance of the goods across the border are also
recorded. For exporting goods, procedures range from packing the goods at the factory
to their departure from the port of exit. For importing goods, procedures range from
the vessel’s arrival at the port of entry to the cargo’s delivery at the factory warehouse.
Payment is made by letter of credit.

Local freight forwarders, shipping lines, customs brokers and port officials provide
information on required documents and cost as well as the time to complete each
procedure. To make the data comparable across countries, several assumptions about
the business and the traded goods are used. Since 2007, assumptions were refined to
adjust for particularities of landlocked countries and reduce variations related to
documentation involving private parties. In the case of landlocked countries, any port
related data is based on information provided by the relevant sea port country. Inland
transport costs are based on number of kilometres. Any documentation between the
shipper and trader is excluded.

Assumptions about the business

A business with 100 or more employees:

Is located in the country’s most populous city.

Is a private, limited liability company. It does not operate within an export processing
zone or an industrial estate with special export or import privileges.

Is domestically owned with no foreign ownership.

e Exports more than 10 per cent of its sales.

Assumptions about the traded goods
The traded product travels in a dry-cargo, 20-foot, full container load. The product:

¢ [s not hazardous nor does it include military items.
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® Does not require refrigeration or any other special environment.

¢ Does not require any special phytosanitary or environmental safety standards other
than accepted international standards.

Measuring documents required to export and import

All documents required to export and import the goods are recorded. It is assumed that
the contract has already been agreed upon and signed by both parties. Documents
include bank documents, customs declaration and clearance documents, port filing
documents, import licences and other official documents exchanged between the con-
cerned parties. Documents filed simultaneously are considered different documents but
with the same timeframe for completion.

Measuring time required to import and export

Time is recorded in calendar days. The time calculation for a procedure starts from the
moment it is initiated and runs until it is completed. If a procedure can be accelerated
for an additional cost, the fastest legal procedure is chosen. It is assumed that neither
the exporter nor the importer wastes time and that each commits to completing each
remaining procedure without delay. Procedures that can be completed in parallel are
measured as simultaneous. The waiting time between procedures — for example, during
unloading of the cargo — is included in the measure.

Measuring costs required to import and export

Cost measures the fees levied on a 20-foot container in US$. All the fees associated
with completing the procedures to export or import the goods are included. These
include costs for documents, administrative fees for customs clearance and technical
control, terminal handling charges and inland transport. The cost measure does not
include tariffs or trade taxes. Only official costs are recorded.
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This Economic Paper presents the first analyses
of the use and effectiveness of Aid for Trade
(AfT), the initiative to help developing
countries boost their involvement in the global
economy, for small and vulnerable economies
(SVEs). It examines in detail the extent to which
SVEs have been able to access AfT funds and to
what extent this assistance has helped them to
improve their trade performance.

Well designed trade-related assistance will help
SVEs face the challenges posed by their
characteristics, particularly when the prospects
for small states have been deteriorating further
due to preference erosion and the emergence of
new and large competitors.
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