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Introduction 

1.1 Context and Purpose of the Study 

This stud y deal s wit h a  pressin g economi c polic y questio n facin g th e world' s smalles t 
economies: how can smal l states enhance thei r industria l competitivenes s an d alleviat e 
the economi c vulnerabilitie s associate d wit h smal l countr y size ? There i s a  widesprea d 
perception tha t smal l siz e (i.e . economie s wit h 1. 5 millio n peopl e o r less ) hinder s th e 
achievement o f industria l competitiveness . Thi s stud y seek s t o addres s thi s issue . Th e 
transition fro m vulnerabilit y t o competitiveness i s at th e forefron t o f current economi c 
policy debate s i n smal l states . T o dat e ther e i s littl e sig n o f consensu s abou t th e wa y 
forward. 

These debate s centr e o n th e economi c consequence s o f rapid globalisatio n (see , fo r 
instance, Bernal , 2001 ; Matsis , 2001 ; Treebhoohun, 2001) . Interestingly , th e positiv e 
aspects o f globalisation -  notably , acces s t o ne w technologie s an d market s -  appea r t o 
receive relatively little attention. Instead , policy-makers are deeply concerned abou t th e 
decline o f domesti c enterprise s an d eve n industria l marginalisatio n i n a n open , 
integrated worl d economy . Prominen t to o ar e worrie s abou t risin g unemployment , 
poverty, crim e an d relate d socia l problems . Globalisation i s associated wit h demandin g 
international markets , falling trade barriers, increasing technological progress, inflows of 
foreign investmen t an d movement o f people. Many smal l states have adopted economi c 
reform programme s t o enabl e enterprise s t o adjus t t o th e ne w internationa l environ -
ment. However , th e limite d supply  respons e fro m domesti c enterprise s ha s le d t o dis -
illusionment wit h economi c refor m an d has fuelled fear s o f industria l marginalisation . 

A searc h fo r polic y option s t o dea l wit h globalisatio n ha s als o begun i n som e smal l 
states. Attempt s t o revers e globalisatio n throug h ne w barrier s t o import s an d foreig n 
investment ar e largel y rule d out . A s a  result , ther e i s growin g interes t i n policie s t o 
improve industria l competitivenes s withi n a n open econom y paradigm . 

This stud y i s based o n th e premis e tha t globalisatio n i s irreversibl e an d tha t whil e 
country size may be a  constraint, i t i s not a n insurmountabl e barrie r t o improving com -
petitiveness. Smal l state s hav e t o adop t appropriat e measure s t o realis e th e gain s fro m 
international integration , reduce it s negative effects an d address  issues related t o countr y 
size. Accordingly, small states will need to put i n place coherent competitiveness policie s 
to suppor t industria l restructuring ; thi s stud y seek s to contribut e t o thei r development . 
With internationa l developmen t experienc e pointin g t o the limite d valu e o f a  one-size-
fits-all competitivenes s polic y regime , th e stud y underline s th e nee d t o tailo r measure s 
to the individual national circumstances of small states and the nature of the enterprise s 

SMALL STATES IN TRANSITION: FROM VULNERABILITY TO COMPETITIVENESS 1 



Box 1.1: What is a Small State? 

There are many ways (for example GDP and population) to define a small state. 
Following the Commonwealth Secretariat (1997), this study defines a small state as an 
economy with 1.5 million people or less. Accordingly, in this study 47 Commonwealth 
and non-Commonwealth countries are considered to be small states, along with four 
somewhat larger states which share many of the physical and economic 
characteristics of small states in their respective regions (see Table 1.1 for population 
data). This group also includes a subset of economies (with a population of 200,000 
or less) that can be considered micro-states. Such economies face many of the same 
problems that affect larger small states as well as additional problems arising from 
their tiny size. 

The 47 small state sample is presented below by geographical region and 
Commonwealth membership (Commonwealth members are shown in italics and 
the four countries with populations of over 1.5 million are shown in bold type). 

Small States by Geographical Region 

AFRICA: Botswana, Cape Verde, Comoros, Djibouti, Equatorial Guinea, Gabon, The 
Gambia, Guinea-Bissau, Lesotho, Namibia, São Tomé and Príncipe, Swaziland (12) 

CARIBBEAN: Antigua and Barbuda, Bahamas, Barbados, Belize, Dominica, Grenada, 
Guyana, Jamaica, St Kitts and Nevis, St Lucia, St Vincent and the Grenadines, Suriname, 
Trinidad and Tobago (13) 

PACIFIC: Federated States of Micronesia, Fiji Islands, Kiribati, Marshall Islands, Nauru, 
Patau, Papua New Guinea, Samoa, Solomon Islands, Tonga, Tuvalu, Vanuatu (12) 

INDIAN OCEAN: Maldives, Mauritius, Seychelles (3) 

OTHER ASIA: Bahrain, Bhutan, Brunei, Qatar (4) 

EUROPE AND MEDITERRANEAN: Cyprus, Estonia, Malta (3) 

Small States by Commonwealth Membership 

COMMONWEALTH STATES: Botswana, The Gambia, Lesotho, Namibia, Swaziland, 
Antigua and Barbuda, Bahamas, Barbados, Belize, Dominica, Grenada, Guyana, 
Jamaica, St Kitts and Nevis, St Lucia, St Vincent and the Grenadines, Trinidad and 
Tobago, Fiji Islands, Kiribati, Nauru, Papua New Guinea, Samoa, Solomon Islands, 
Tonga, Tuvalu, Vanuatu, Maldives, Mauritius, Seychelles, Brunei, Cyprus Malta (32) 

NON-COMMONWEALTH STATES: Cape Verde, Comoros, Djibouti, Equatorial Guinea, 
Gabon, Guinea-Bissau, São Tomé and Príncipe, Suriname, Federated States of 
Micronesia, Marshall Islands, Palau, Bahrain, Bhutan, Qatar, Estonia (15) 
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within them . However , preparatio n o f a  detaile d diagnosti c analysi s o f th e industria l 
competitiveness record , relevan t determinant s an d specifi c recommendation s fo r indi -
vidual small states is beyond the scope of this exercise.1 Those with specific national an d 
sectoral expertis e may  more meaningfully d o thi s task a t country level . 

The presen t stud y has a more limite d goal : to provide insight s int o what works (an d 
what doe s not) i n term s o f industria l competitivenes s polic y fo r smal l states by synthe-
sising conceptual work , availabl e empirica l evidenc e an d lesson s drawn from successfu l 
cases. Apart from stocktaking , i t sets the stage for thinking about a  more comprehensiv e 
competitiveness polic y framewor k fo r smal l state s tha n traditiona l economi c refor m 
programmes. Thi s framework  may  b e mor e appropriat e t o competitivenes s becaus e i t 
derives from micro-leve l theories of technical change and enterprise restructuring rathe r 
than macroeconomic s per  se.  I t als o highlight s additiona l polic y measure s t o thos e o f 
standard economi c reform programmes , a s well as roles for key public and private secto r 
actors in policy formulation an d implementation. Hence , the study may be a useful inpu t 
into bot h nationa l competitivenes s polic y exercise s i n smal l state s an d internationa l 
policy dialogue s wit h bilatera l ai d donor s an d multilatera l agencies . I t ma y als o b e o f 
interest t o researcher s an d student s concerne d wit h competitiveness , privat e secto r 
development an d post-adjustment strateg y issue s in smal l states . 

The stud y addresses four inter-relate d questions : 

• Wha t i s the meanin g o f competitivenes s i n relatio n t o a  smal l stat e an d it s enter -
prises? 

• Wha t i s the recent industria l competitiveness experienc e o f small states with global-
isation an d what factor s determin e succes s a t a  cross-country level ? 

• Wha t kind s o f enterpris e strategies , policie s an d institution s hav e bee n adopte d b y 
successful smal l states? 

• Wha t principles , actor s an d measure s migh t underpi n th e developmen t o f futur e 
industrial competitivenes s policie s for othe r smal l states? 

1.2 The New Policy Focus: Competitiveness as well as Vulnerability 

This study of competitiveness i n smal l states comes a t a  time when th e curren t focu s of 
research and policy attention i s on the economic vulnerability o f small states. For many 
years small states, as part of larger developing country groupings, have enjoyed preferen -
tial marke t access , high level s o f grant-based foreig n aid , longe r adjustmen t period s t o 
international agreement s an d othe r specia l polic y measures . However , i n recen t year s 
globalisation has reduced this preferential treatment , with Uruguay Round liberalisatio n 
eroding th e coverag e o f trade preferences availabl e t o smal l states an d foreign ai d flows 
to smal l state s declining . Develope d countrie s hav e becom e increasingl y focuse d o n 
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countries with high abject poverty , and preoccupied with their own interests such as the 
war o n terroris m an d domesti c economi c problems . I f curren t trend s continue , smal l 
states are likely to receive reduced foreign ai d and les s effective marke t acces s than eve r 
before. Th e preferentia l treatmen t tha t i s stil l availabl e i s often limite d t o leas t devel -
oped countries (LDCs ) with high levels of abject poverty , a category for which few small 
states qualify . 

In respons e t o this , recen t wor k ha s trie d t o sho w tha t smal l state s d o fac e specifi c 
problems an d tha t thei r smal l siz e ca n specificall y constrai n economi c development . 
Several studie s highligh t th e existenc e o f a n invers e relationshi p betwee n countr y siz e 
and susceptibilit y t o economic , politica l an d environmenta l risk s an d threat s 
(Commonwealth Consultativ e Group , 1985 ; Commonwealt h Secretariat , 1997 ; 
Streeten, 1993 ; Briguglio, 1995 ; Atkins et  al., 2001; Grynberg, 2001 ; Collier an d Dollar , 
2001; Winters an d Martins , 2003). 2 This literatur e conclude s tha t smal l states are mor e 
vulnerable tha n large r economies for th e following reasons . 

1. The y hav e highe r exposur e t o externa l shock s becaus e o f highe r trad e opennes s 
which cause s short-term instabilit y i n expor t earning s an d domesti c demand . 

2. The y hav e les s acces s t o internationa l financia l market s an d concessionar y financ e 
due t o a  lack of creditworthiness . 

3. Thei r transpor t cost s ar e highe r pe r uni t valu e o f good s transporte d du e t o thei r 
remoteness an d th e relativel y smal l values of cargoes carried . 

4. The y ar e at a  disadvantage i n attracting foreign investmen t becaus e they are rated t o 
be significantly mor e risky . 

5. The y ar e dependen t o n a  single produc t an d fac e reduction s i n preferentia l marke t 
access due t o trade liberalisatio n unde r internationa l trad e agreements . 

6. The y ar e more exposed t o serious environmental risk s (fo r exampl e natura l disasters , 
rises i n sea-leve l an d marin e pollution ) du e t o thei r geographica l locatio n an d fac e 
large environmental bills . 

In a n effor t t o redres s th e curren t erosio n o f preference s an d specia l treatment , 
arguments base d o n vulnerabilit y hav e bee n take n u p with grea t vigou r by small states ' 
representatives i n internationa l forum s suc h a s th e WTO , th e E U an d th e Common -
wealth. Call s hav e bee n mad e t o inser t clause s int o curren t an d futur e trad e an d ai d 
agreements to highlight the special circumstances of small states, and to provide for special 
treatment tha t woul d redres s the curren t erosio n o f preferences. However , th e outcom e 
of such efforts t o date - an d the prospects for future succes s - i s at best limited , and eve n 
if it were to improv e significantly , th e underlyin g trend s o f globalisation ar e unlikely t o 
change. Realistically, small states will increasingly have to compete on world markets for 
exports an d foreign investment , an d will  receive les s in aid and specia l treatment . 
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This realistic, if slightly pessimistic, prediction has many macro- and microeconomi c 
implications fo r smal l states , not al l of which ca n be covered here . This study therefor e 
focuses on the concept tha t i n addition to looking at vulnerability, much more attentio n 
needs t o be devoted t o improvin g competitivenes s i n smal l states , so that the y ar e i n a 
better positio n t o fac e thi s ne w economi c environmen t -  irrespectiv e o f preferentia l 
treatment. Suc h a n argumen t i s not intende d t o replac e th e vulnerabilit y issue , whic h 
still needs t o b e pursued , particularl y i n micro-states , bu t rathe r t o tak e a  two-pronge d 
approach to dealing with small states' development problems. As such it focuses on prac-
tical issue s for policy-maker s i n smal l states tha t ca n b e pursued independentl y an d ar e 
not relian t o n th e result s of lobbying and advocacy . 

The economi c imperativ e fo r adoptin g a  new strategi c focu s o n competitivenes s i n 
small state s i s reinforced b y a  growing body o f literatur e o n thi s subjec t whic h suggest s 
that curren t performanc e i s weak i n smal l states . Cross-country an d individua l countr y 
studies highlight th e following findings : 

• The  relative  importance  of small states in world exports has declined since the 1950s.  Th e 
combined shar e of the tota l exports of 35 small states in total world exports fell fro m 
1.2 pe r cen t t o 0. 4 pe r cen t i n th e perio d fro m th e mid-1950 s t o 200 0 (Razzaque , 
2002). If the oil-rich small states are excluded, the decline i s from 0. 7 per cent t o 0.2 
per cent ove r the sam e period . 

• Small  states  have had  weaker  manufactured  export  growth rates and have  more limited 
export sectors than  large states.  An examinatio n o f 1 8 small state s an d 2 3 large state s 
showed tha t onl y thre e smal l state s (Mauritius , Trinida d an d Tobago , an d th e 
Bahamas) achieve d a  respectable manufacture d expor t growt h rat e o f abov e 1 0 per 
cent pe r yea r durin g 1980-199 3 an d ha d a  manufacture d expor t bas e o f ove r $0. 5 
billion (Wignaraja , 1997:37) . Jamaic a an d Malt a ha d manufacture d expor t base s 
worth ove r $0.5 billion (1993 ) bu t recorde d slowe r export growth rates . 

• Unfavourable  external factors arising from the  international economic environment - out-
side the influence of small  states - help  to explain some of  their  competitive weaknesses. 
Many o f thes e ar e wel l know n i n debate s o n smal l states . The y includ e declinin g 
terms of trade for primary products relative to manufactures; fluctuating  internationa l 
demand; rising protectionism through non-tariff measure s in export markets; and new 
WTO rule s which rais e market acces s requirements (Harris , 1997 ; Razzaque, 2002) . 

• Fa r mor e importan t t o competitiveness , accordin g t o cas e studies , ar e factors arising 
from the  nature of the policy environment and other country-level conditions. The case s of 
Jamaica and Mauritius highlight contrasting experiences . Jamaica's lagging manufac -
tured expor t growt h rat e i s i n par t attribute d t o unfavourabl e macroeconomi c an d 
political conditions, including high nominal interes t rates , insufficient depreciatio n o f 
the rea l exchang e rat e an d gap s i n expor t incentive s (Harris , 1997 ; Wint , 2003) . 
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Meanwhile, Mauritius' s succes s i s attribute d t o inflow s o f export-oriente d foreig n 
investment, attracte d b y competitive investmen t incentives , cheap an d literat e labour , 
a relativel y cost-competitiv e infrastructur e an d preferentia l marke t acces s t o th e 
European Union (Worl d Bank , 1994 ; Lall and Wignaraja , 1998) . 

• Furthermore , i t i s argued tha t small  firms in small economies are at a major disadvantage 
compared to large firms in taking advantage of the new export and investment opportunities 
provided by globalisation  (Bernal, 2001) . Smal l firm s ar e sai d t o fin d i t difficul t t o 
attain interna l economie s o f scal e (wher e th e uni t cos t i s influenced b y th e siz e of 
firm) an d externa l economie s o f scal e (wher e uni t cos t depend s o n th e siz e o f th e 
industry but not necessarily the size of the firm). They are also said to find i t difficul t 
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Box 1.2: Economic Benefits from Enhancing Competitiveness in 
Small States 

Competitiveness is by no means a development panacea for small economies but 
it can significantly contribute to economic development. Several potential economic 
benefits are associated with improving the competitiveness of enterprises in small 
economies. These include the following: 

1. Increased exports. Firms with improved technological and marketing capabilities 
tend to export more of their output than less dynamic firms. This leads to 
increased exports and higher foreign exchange earnings. 

2. Faster growth and higher per capita income. Improved export performance feeds 
through into faster economic growth via standard multiplier effects, improved 
resource allocation and dynamic effects of exporting. In turn, faster growth raises 
per capita income. 

3. More foreign investment. Small economies with a strong base of internationally 
competitive domestic firms indicate a better policy environment for the private 
sector and a good base of suppliers. These conditions reduce the risks associated 
with foreign investment in small economies, which in turn helps to sustain 
competitiveness through access to markets, technologies and skills. 

4. Higher employment. As they export and grow, competitive enterprises tend to 
increase their demand for labour. This increases employment and helps to reduce 
the persistent unemployment problems that affect many small states. 

5. Better education and health services. An internationally competitive enterprise 
sector implies a high level of tax revenue (via corporation and personal income 
tax) and hence more resources for investment in schools, hospitals and other 
public services. 
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to attai n economie s o f scop e (i.e . economie s obtaine d b y a  fir m usin g it s existin g 
resources, skills and technologie s t o create new products and/o r service s for export) . 

Given thi s poor performance , a n effor t t o focu s o n competitivenes s a s well a s vulnera -
bility would be particularly pertinent , an d would need t o concentrate o n enhancing th e 
capacity o f domesti c enterprises , ensurin g a  supportiv e competitivenes s polic y frame -
work an d attractin g foreig n investment . Th e overal l benefit s o f increase d competitive -
ness to smal l states are highlighted i n Box 1.2 . 

13 Outline of the Study 

The remainde r o f the stud y i s organised a s follows. 
Chapter 2  provides a  simpl e framewor k fo r analysin g industria l competitivenes s i n 

small states i n a  rapidly globalising internationa l economy , drawing on recen t literatur e 
on technolog y an d innovatio n i n developin g countries . This framework  underline s th e 
dynamic link s betwee n technology , firms , industries , policie s an d institution s i n devel -
oping competitivenes s i n smal l states . I t emphasise s tha t competitivenes s arise s a t th e 
level of the firm . The costl y investmen t proces s involve d i n the absorptio n o f importe d 
technologies at the level of the firm and the effects o f firms' collective learning on indus-
trial competitiveness are highlighted. So too are the importance of national-level factor s 
like a  supportive polic y framework an d th e qualit y o f institutions . 

Chapter 3  examine s th e industria l competitivenes s experienc e o f individua l smal l 
states, as well as of geographical regions, income groups and country size classes. It bench-
marks th e industria l competitivenes s o f thes e categorie s usin g a  Smal l State s 
Manufactured Expor t Competitiveness Inde x an d examines some determinants throug h 
statistical analysis . T o th e bes t o f ou r knowledge , th e SSMEC I represent s th e firs t 
attempt to provide a comprehensive picture of the competitiveness performance o f small 
states. Comparison s o f ou r result s wit h thos e o f othe r competitivenes s indice s b y th e 
World Economi c Foru m (WEF) , th e Internationa l Institut e fo r Managemen t 
Development (IMD ) an d th e U N Industria l Developmen t Organisatio n (UNIDO ) 
suggest tha t internationa l effort s hav e concentrate d o n larg e state s an d littl e attentio n 
has been paid t o smal l ones . 

Chapters 4 and 5 deal with national and enterprise leve l competitiveness experience s 
in selecte d smal l states . Throug h cas e studie s o f Mauritiu s an d Trinida d an d Tobago , 
these chapter s examin e th e importanc e o f initia l conditions , policies , institutiona l 
support an d firm-leve l strategie s i n enhancin g competitivenes s i n smal l states . Bot h 
economies are widely regarded as outliers in their respective regions, having achieved a n 
impressive competitivenes s performance . Thi s perceptio n i s als o confirme d b y thei r 
relatively high SSMEC I rankings . 

Chapter 6  conclude s wit h suggestion s fo r enhancin g th e futur e competitivenes s o f 
small states. The emphasis is on the formulation o f a proactive national competitivenes s 
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approach t o dealing with th e process o f globalisation. Th e suggestion s focus o n th e ke y 
roles t o b e playe d b y enterprise s themselves , a s wel l a s b y government s an d busines s 
associations. 

Table 1.1: Basic Profile of Small States, Most Recent Estimates 

Country Population GDP per capita GDP per capita HDI HDI Value 
(2001) (current US$ 2001) (PPP US$ 2001) Rank Index 

(2003)a (2003) 

Antigua and Barbuda 
Bahamas 
Bahrain 
Barbados 
Belize 
Bhutan 
Botswana 
Brunei 
Cape Verde 
Comoros 
Cyprus 
Djibouti 
Dominica 
Equatorial Guinea 
Estonia 
Fiji Islands 
Gabon 
Gambia, The 
Grenada 
Guinea-Bissau 
Guyana 
Jamaica 
Kiribati 
Lesotho 
Maldives 
Malta 
Marshall Islands 
Mauritius 
Micronesia, Federated States of 
Namibia 
Nauru 
Palau 
Papua New Guinea 
Qatar 
Samoa 
São Tomé & Príncipe 
Seychelles 
Solomon Islands 
St Kitts and Nevis 

68,490 
309,840 
651,000 
268,190 
247,110 
828,040 

1,695,000 
344,000 
446,400 
571,890 
760,650 
644,330 

71,870 
469,090 

1,364,000 
817,000 

1,260,790 
1,340,770 

100,410 
1,225,620 

766,260 
2,590,000 

92,810 
2,061,730 

280,320 
395,000 

52,500 
1,200,000 

f 120,230 
1,792,060 

10,000 
19,500 

5,252,530 
597,550 
174,000 
151,100 
82,420 

430,760 
45,050 

9,961 
15,550 
12,189 
10,281 
3,258 

637 
3,066 

14,088 
1,264 

386 
12,004 

894 
3,607 
3,935 
4,051 
2,062 
3,437 

291 
3,965 

162 
912 

3,005 
430 
386 

2,229 
9,150 
1,937 
3,771 
1,914 
1,730 

-
6,280 

552 
27,536 

1,404 
311 

6,912 
683 

7,609 

10,170 
16,270 
16,060 
15,560 

5,690 
1,833 
7,820 

19,210 
5,570 
1,870 

21,190 
2,370 
5,520 

15,073 
10,170 
4,850 
5,990 
2,050 
6,740 

970 
4,690 
3,720 

2,420 
4,798 

13,160 

9,860 

7,120 

2,570 
19,844 
6,180 
1,317 

17,030 
1,910 

11,300 

56 
49 
37 
27 
67 

136 
125 
31 

103 
134 
25 

153 
68 

116 
41 
81 

118 
151 
93 

166 
92 
78 
-

137 
86 
33 
-

62 
-

124 
-
-

132 
44 
70 

122 
36 

123 
51 

0.798 
0.812 
0.839 
0.888 
0.776 
0.511 
0.614 
0.872 
0.727 
0.528 
0.891 
0.462 
0.776 
0.664 
0.833 
0.754 
0.653 
0.463 
0.738 
0.373 
0.740 
0.757 

-
0.510 
0.751 
0.856 

-
0.779 

-
0.627 

-
-

0.548 
0.826 
0.775 
0.639 
0.840 
0.632 
0.808 
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Table 1.1 (continued) 

Country Population GDP per capita GDP per capita HDI HDI Value 
(2001) (current US$ 2001) (PPP US$ 2001) Rank Index 

(2003)a (2003) 

St Lucia 
St Vincent and the Grenadines 
Suriname 
Swaziland 
Tonga 
Trinidad and Tobago 
Tuvalu 
Vanuatu 

156,700 
115,880 
419,660 

1,067,940 
100,720 

1,309,610 
10,000 

201,190 

4,222 
3,007 
1,803 
1,175 
1,371 
6,983 

-
1,096 

5,260 
5,330 
4,599 
4,330 

9,100 

3,190 

71 
80 
77 

133 
-

54 
-

128 

0.775 
0.755 
0.762 
0.547 

-
0.802 

-
0.568 

Source: UNDP, Human Development Report 2003; World Bank, World Development Indicators 2003 
aRank out of 175 countries in Human Development Index. 
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