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Foreword

The Lomé IV Convention, which provides the framework for development cooperation between the
European Union (EU) and 71 African, Caribbean and Pacific (ACP) developing countries, is to expire
in the year 2000. Negotiations on a successor arrangement are scheduled to begin in September 1998.
The form it takes will be crucial to many of the ACP countries, particularly those dependent on the
special trading arrangements of the Convention for the terms of market access for their principal
exports.

As many as 39 of the 50 developing countries in the Commonwealth belong to the ACP Group.
Naturally, given their shared concern about the future of ACP countries’ relations with the European
Union, Commonwealth governments have in their meetings — notably at CHOGM in October 1997
— paid close attention to developments in this area. They have also asked the Secretariat to provide
support to the ACP countries in ongoing discussions on a successor arrangement.

After the EU Commission published a Green Paper on future ACP-EU relations in November
1996, the Secretariat commissioned Professor Matthew McQueen, Dr Christine Phillips, Dr David
Hallam and Professor Alan Swinbank, from the University of Reading, to prepare a study examin-
ing the various options under consideration and suggesting the elements of a successor arrangement
capable of addressing the diverse trade and development interests of the ACP countries. This study
examines the factors accounting for the limited success of the Lomé Conventions in contributing to
the development of the ACP countries. [t analyses how in a new arrangement, instruments of coop-
eration in the areas of trade, development finance and technical assistance could be better designed
and co-ordinated, in order to enhance the supply capabilities of the ACP countries and promote diver-
sification of their economies.

The study has been finalised in the light of comments made at a workshop for ACP country rep-
resentatives which was jointly organised by the Commonwealth and ACP Group Secretariats and held
in Brussels on 26-27 May 1997.

This study is being published in the hope that its technical analysis of the issues involved and its
recommendations of improvements will continue to be useful to the governments of the ACP coun-
tries in the negotiations ahead with the EU.

Rumman Farugi
Director
Economic Affairs Division
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1.1

1.2

1.3

1.4

1.5

1.6

Executive Summary

ACP-EU Relations in a Changing World Economy

The increasing integration of markets for factors of production and products, driven by
technological change, new systems of control and production, and the liberalisation of trade
and capital markets, has generated both costs and benefits for the ACP countries. It has eroded
their traditional comparative advantages in resource based and labour intensive production.
At the same time, the new technologies, combined with trade liberalisation, have also opened
up new production and market opportunities, both directly for exporters and indirectly for
small and medium-sized sub-contractors. But in order to take advantage of these opportunities,
ACEP firms, particularly micro, small and medium-sized enterprises, need a network of services
and support from public and private agencies. A new ACP-EU agreement needs to
concentrate on developing a strategy aimed at providing this support and enabling the ACP
countries to participate more fully in the world economy.

Trade is particularly important to the growth of output and employment in the ACP countries.
On average, exports of goods and non-factor services account for 30% of GDP and, in some ACP
countries, 60% of GDP, reflecting the small size of the domestic market of most ACP countries.

Because the comparative advantage of ACP exports lies in utilising intensively their relatively
abundant factor of production, an outward-oriented strategy of development offers the
possibility of combining ‘growth with equity’. This will also fulfil the poverty-oriented focus of
EU development co-operation, as stated in the Maastricht Treaty.

A key factor underpinning the continued liberalisation of world markets is the outcome of the
Uruguay Round of multilateral trade negotiations. This has lowered tariff and non-tariff
barriers to trade in goods and services, and strengthened the rules-based system of
international trade, enhancing the degree of protection of ACP members of the World Trade
Organisation (WTQO) from discriminatory action on their exports.

It has also substantially lowered the margin of preferences for ACP countries, both as a result
of the lowering and abolition of tariff and non-tariff barriers to trade, and because tariffs on the
final stage of production have generally been reduced by more than earlier stages, by reducing
effective tariff (and therefore preferential) rates.

At the same time, all members of the WTO have to accept WTO rules as a single undertaking,
and, especially for ACP countries which are recent members of WTO, this implies a very
substantial level of obligation. A variety of bilateral technical co-operation agreements and
international organisations provide assistance to developing countries in meeting these
obligations, but these are largely concerned with training individuals and preparing studies. A
new ACP-EU agreement needs to assist the ACP countries in building their institutional
capacity to implement their WTO obligations and explain trade rights, opportunities and
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1.7

obligations to the private sector. The WTO is essentially a ‘member driven’ organisation and
the ACP countries, both individually and collectively, also need assistance and support in
monitoring, pursuing and defending their interests in the WTO.

The period since 1989 has seen a large decrease in the relative importance of the ACP
countries in EU trade. In 1990 EU non-oil imports from the Central and East European
Countries (CEEC) were one-third those of the ACP, but by 1993 they already exceeded EU
imports from the ACP. EU non-oil imports from China were one-fifth less than those from the
ACP in 1990 and by 1993 were twice those from the ACP. South Asian non-oil exports to the
EU were half those of the ACP in 1990 and are now equal to those of the ACP countries. This
represents both actual or potentially increased competition for ACP exports, but it also offers
new market opportunities especially in the CEEC, ASEAN and Latin American countries, as
these economies industrialise and open up their markets to international trade. It is important
that a new ACP-EU Agreement enables the ACP countries to diversify their exports into
these new markets. EU special preferential agreements, particularly with the CEEC and NIS
countries, could be used to assist this process.

2 The Export Record of the ACP Countries and the Role of Trade Preferences

2.1

2.2

2.3

2.4

2.5

2.6

Sub-Saharan Africa’s share of world commodity markets has fallen by 54% and that of the
Pacific countries by 33% over the period 1975-93, in contrast to a 39% rise in the share of the
Asian developing countries. The ACP countries’ share of world production of cocoa beans has
also fallen by 17%, coffee beans by 45% and palm oil and kernels by 67% over the same period
of time. This, along with falling shares in EU imports, is often interpreted as evidence of
domestic policy failures by the ACP countries.

But falling shares in world markets in cocoa and palm oil and kernels occurred despite a 30%
and 40% increase, respectively, in ACP production. Declining shares in world markets were
the result of huge increases in production and exports by Indonesia and Malaysia.

Commodities are subject to low price and income elasticities of demand, and the excess of
world production over demand exacerbated the long run trend of falling commodity prices and
export earnings instability. Over the period 1984-94, real commodity prices for all ACP
commodity exports except tropical hardwoods, copper and manganese, have fallen (and 1984
prices were 27% below 1977 levels); in the case of coffee and cocoa by 10% to 11% p.a.

ACP countries could try and offset falling trend prices by raising productivity and there are
certainly lessons to be learned from the Asian countries in achieving this. But, as we have
seen, there is a potential ‘fallacy of composition’ in this argument in that if most major
producers follow this strategy, then world prices will fall even faster and countries will simply
‘invest in decline’.

A more promising strategy is vertical export diversification, that is, adding value by processing
raw materials. For example, ACP exports of cocoa butter obtain twice the unit value of cocoa
beans, and coffee concentrates etc., two and a half times the price of coffee beans.

The experience of the ACP countries in exporting processed primary products to the EU,
however, has not been encouraging, despite preferences, with low or negative growth rates in

10
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2.7

2.8

29

both volume and value and with significant instability around these trends (e.g. in coffee and
cocoa products, cotton fabrics, veneers and plywood). PMDT (processing, marketing,
distribution and transport) is mentioned several times as an objective in the Convention, but
no concerted action has been taken both to identify problems and produce practical remedies.
This should be a priority in a new Convention.

Sub-Saharan African countries depend on the EU market for an average of 58% of their
exports, a much higher proportion than, for example, Latin America on the US market (23%).
On the other hand, it is important to recognise that only ten of the SSA countries have
increased their dependence on the EU market over the period 1970-1993.

ACP exports to non-EU markets have grown more quickly than exports to the EU; for
example, exports of foodstuffs to Japan and in intra-developing country trade, ores and metals
to the US and developing countries, and manufactured goods to the US. Pacific ACP
countries have sharply decreased their dependence on the EU to a quarter or less of total
exports, as have Dominica, Grenada and Surinam in the Caribbean. Thus, while the EU
market will remain important for many ACP countries, they may well be able to increase the
growth of exports by increasingly diversifying to non-EU world markets.

The growth of exports can also be substantially increased by diversifying exports by product.
Contrary to the pessimistic view, the ACP countries have increased the proportion of non-
traditional products in exports. Twenty-five ACP countries have increased the share of
manufactures to 20% or more of non-oil exports. The share of non-traditional exports in non-
oil exports to the EU has increased from 8% in 1987 to 13.5% in 1994, generating substantial
increases in employment as well as increasing the growth of output and the supply of foreign
exchange.

2.10 But ACP export concentration ratios are still well above comparable countries. Only 17 out of

42 ACP countries have recorded a decrease of 20% or more in their concentration ratios over
the past 25 years, and only 8 countries have increased the number of products (3 digit SITC
Rev.2) exported. Also, only one or two countries usually account for over 60% of non-
traditional exports to the EU of any given product and export volumes are often highly
variable.

2.11 The important conclusion of this analysis for a future ACP-EU Agreement is that supply side

policies need to be considerably strengthened. Even countries like Ghana, with a good record
of implementing structural adjustment policies, have found that while generally helpful,
structural adjustment policies are not sufficient on their own to sustain export diversification.
A new agreement must therefore provide the integrated framework of assistance required by
the private sector in ACP countries.

2.12 Where domestic conditions have encouraged exports, then preferences can provide a useful

additional incentive. This has not only taken the form of a price advantage over less preferred
countries, but has also taken the form of total or partial exemption from non-tariff barriers
(notably exemption from MFA quota restrictions). The development of the clothing industry
in Mauritius is a particular example of a preference-induced rise in exports, but the ACP have
also recorded high shares in EU imports of processed cocoa, fisheries and horticultural
products, some fruits and hardwood veneers, where there has been a useful margin of EU
preferences over non-ACP countries.

ACP-EU TRADE AND AID CO-OPERATION: POST LOME IV
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2.13 Systematic analysis of the effects of preferences, however, shows only a small positive

relationship between the growth of ACP exports and the margin of preferences for fresh
vegetables, and no significant relationship for fruit, processed products, cut flowers, and
fisheries products. The most important single factor explaining the growth of ACP exports of
non-traditional products was the growth of the EU market. Also, non-price factors such as
quality and reliability are often more important than the margin of preference.

2.14 The trade, industrial, agricultural, financial, technical and regional co-operation provisions of

a new agreement must therefore be closely integrated to assist the development of a diversified
export capacity in the ACP countries.

3 Trade Co-operation in a New Convention

3.1

3.2

33

3.4

3.5

3.6

3.7

3.8

The EU has tried to defend the validity of the Lomé Convention with the GATT in terms of
a combination of Article XXIV (covering customs unions) with Part IV (on Trade and
Development), but this was never a credible defence and Lomé has now been placed on a
GATT compatible basis by the EU, obtaining a waiver under Article XXV from the provisions
of Article I. If the EU has the political will to do so, a further waiver could be granted for the
period after 2000.

The EU has argued that a further waiver would create uncertainty and therefore undermine
the benefit of a renewed Convention compared to a free trade area, but this underestimates
both the security of a waiver and the possibility of challenge to an FTA.

A more important question is whether a renewed Convention is in the long term interests of
the ACP or particular groups of ACP countries such as the Caribbean countries.

An ACP-EU free trade area (or areas) would create complex costs and benefits which would
vary significantly between different ACP countries. The measurement of these effects is
subject to a large margin of error and the most important effects are long term and a matter of
informed judgement based on future development strategies.

Most of the benefits from an FTA can be obtained from unilateral and multilateral trade
liberalisation and would avoid the trade diversion costs of an FTA.

An FTA must therefore offer benefits which could not otherwise be obtained through trade
liberalisation, and the weaknesses in EU free trade agreements with other groups of countries
raise doubts about the possibility of the ACP countries obtaining such additional benefits.
Conversely, the strengthening of GATT rules and procedures and the more rapid growth of
non-EU markets reinforce the importance of the ACP countries, especially in SSA, increasing
their exports to non-EU markets.

The strengthening of GATT rules, especially the Understanding on Article XXIV, and the
disputes procedures, means that the EU practice of greatly limiting the liberalisation of trade
in agricultural products in its FTAs is now much more likely to be challenged and undermines
the EU’s assertion of the superior security of an FTA over a renewed Lomé Convention.

The substitution of the GSP for the Lomé Convention would, in general, result in a reduction
in the present security of access to the EU market, although differences in the margin of

12
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preferences between the EU’s enhanced GSP and Lomé preferences are almost nil on
industrial products and limited in the case of agricultural products.

This raises the option of increasing the acceptability of a renewed waiver for the Convention
in the WTO and reducing the possibility of challenge, by extending the Lomé trade co-
operation provisions to all least developed countries or to the wider group of developing
countries (Andean and Central American) covered by the enhanced GSP. Even greater
security in the WTO could be obtained by opening trade co-operation to all developing
countries with a similar economic structure to the ACP (e.g. a GDP of $50,000 million
or less).

3.10 Regional ACP-EU agreements do not appear to be a viable option, given the heterogeneity of

the various regional groupings.

3.11 The divergent interests of the ACP group could be accommodated through an ‘umbrella’

agreement’ under which, for example, the least developed (UN definition) ACP countries
could be covered by a renewed Convention, and the remaining ACP countries could negotiate
an FTA or rely on the GSP. Alternatively, individual ACP countries could elect either to join
a renewed Convention or an FTA or rely on the GSP.

3.12 An FTA would best be negotiated by the ACP countries acting as a group for all those

interested in such an agreement, with a general timetable being agreed for trade liberalisation
covering transitional arrangements over a period, which for WTO compatibility, could
probably not exceed 15 years. The negotiation of such an agreement would be complex and in
the meantime would probably need a WTO waiver extending the Convention for all ACP
countries.

3.13 It is essential that the variations between ACP-EU agreements be kept to a minimum,

4.1

4.2

otherwise the growth of intra-ACP trade could be harmed. It is also essential that the
negotiation of an ACP-EU agreement does not distract attention and resources from the more
important task of trade liberalisation by the ACP countries, binding these reforms in the
WTO and integrating their economies more closely into the world economy.

Improving Supply Responses in ACP Countries: Government and the
Private Sector

The conventional wisdom regarding structural adjustment is that ‘get your prices right’ is both
a necessary and sufficient condition for growth. This report takes the view that ‘getting prices
right’ is necessary but not sufficient. It suggests that some interventions are also required.

These can be divided into two categories, functional and selective. The former are those
interventions which address market failures without favouring any specific activity (e.g.
provision of infrastructure, institutional capacity, education), whereas the latter ‘are designed
to favour individual activities or groups of activities in order to remedy specific failures or
externalities that would lead to sub-optimal resource allocation either in a static or dynamic
sense’ (Lall, 1994b, p.65). Selective interventions address a market failure concerning the
creation of a dynamic capacity within an economy, in particular information and technology
upgrading and skills formation.

ACP-EU TRADE AND AID CO-OPERATION: POST LOME 1V
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4.3

4.4

4.5

4.6

5.1

5.2

5.3

5.4

Governments also have important roles to play in the co-ordination and timing of policies.
This ensures that the skill creation, technological capacity and know-how are developed in
line with requirements. However, ‘government failure’ exists in developing countries, and
assistance is required to help overcome the resulting problems.

An example of this approach is seen in Taiwan ROC where the complementarities between
market mechanisms and government interventions have been very successfully exploited. The
case study of Taiwan provides many important lessons for other developing countries.

Increased globalisation means that growth must be private sector led. This requires greater
emphasis being placed on micro, small and medium-sized enterprises (SMEs). The report
examines the importance and potential benefits of small firm development in developing
countries, and stresses the need for a strategy rather than ad hoc development. This is
particularly important since small firms experience greater efficiency when they operate in
clusters or groups. Under such conditions horizontal and vertical links develop between
enterprises. These, together with subcontracting, result in a network of formal and informal
relationships which greatly enhance flexibility and speed of reaction time.

Any post Lomé agreement needs to target assistance towards overcoming ‘government failure’,
and to provide assistance to support small enterprise developments.

improving Supply Responses in ACP Countries: Private Sector Development
with Particular Reference to SMEs

Governments and the EU need to demonstrate visible commitment to private sector
development. ACP governments must be steadfast in their commitment and not capitulate
when faced with inevitable adverse exogenous shocks. To create a workable partnership, a
minimum set of governing rules and procedures that are acceptable to all parties will need to
be developed and adhered to by all parties.

At present the CDI is responsible, within the EU, for assisting ACP countries with industrial
development. It has produced a sound plan for private sector development. Its effectiveness is
currently hampered by having to operate, at times, under cumbersome, centralised,
bureaucratic procedures. Ways of reducing these need to be investigated. Potentially there is
much to be gained by ensuring other organisations are also included, and by increasing and
targeting funds towards projects, particularly in areas such as financial sector development and
institutional support for SMEs.

More research is required into the development of environments conducive to business
growth. For example, there is a need to relate the shortcomings in infrastructure with the
ability to produce and market goods at internationally competitive prices, match skills with
needs, and balance general and vocational training. ACP policymakers require more
information. In order to obtain this, links between public and private sectors need to be
strengthened.

Private sector led growth requires the development of a sound financial sector. In many ACP
countries, financial sectors are plagued with market failures. Increased dialogue is needed to
find appropriate solutions. Foreign direct investment, technology and know-how agreements
are important for the creation of an indigenous research capacity. Centre-satellite systems are

14
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a means of diffusing skills, knowledge and technology, and creating employment opportunities.
More research into their potential in ACP countries would prove useful.

There is much to be gained from the development of micro, small and medium-sized
enterprises. Under the correct conditions, they have the potential to act as an engine of
growth for the manufacturing sector. A co-ordinated policy for their development is required
to ensure their sustained proliferation. The challenge of any post Lomé arrangement is to
ensure that:

(a) SME development must be given priority.

(b) Legal and regulatory frameworks need to be upgraded to meet the requirements of SMEs.

(c) An efficient support system is required for ongoing, large-scale, small firm development.
This includes the provision of a large range of private and public institutions and
agencies, and the development of financial, supply, and export channels in research
institutes, and training programmes.

6 Aid and Foreign Investment in a New Agreement

6.1

6.2

6.3

6.4

6.5

6.6

The ACP countries have become more dependent on EU aid (bilateral plus institutional) flows,
with the EU share in total aid flows increasing from an average of 40% for the period 1983-87
to an average of 47% for the period 1988-93. Within these flows, the share of institutional aid
(EDF and EIB) in total EU aid to the ACP has increased from 18% to 21%. It is therefore
disturbing to note that the nominal increase in EDF 8 (1995-2000) funding was 10% less than
the amount required to maintain the real value of EDF 7, despite the enlargement of the EU.

Despite a large increase in EU aid to the CEEC and NIS, there is no evidence, as yet, in terms
of disbursements of aid that this aid has ‘crowded out’ aid to the ACP countries. More
important factors which will make it difficult for the EU to increase aid to the ACP countries
are the general budgetary pressures in the EU arising from the need to meet the requirements
of the monetary union, combined with the effects of high unemployment levels, the costs of
financing EU programmes (notably the CAP) and the future costs of integrating new members
into the EU. It is therefore essential that existing aid flows are used as efficiently as possible.

Aid under the Lomé Conventions has too many objectives and instruments, with the result
that only 43% of aid is freely available to finance programmes in the ACP countries, the
remainder being pre-allocated for particular purposes. Independent researchers also point to
deficiencies in the management of the EU aid programme and the fact that it is too big for the
Commission’s capacity to manage it.

Pressures to increase the efficiency of aid have also eroded the principle of partnership which
is fundamental to the Convention and, indeed, one of its main features.

The complexity of Lomé aid has become, in itself, a barrier to its efficient utilisation and only
a very few people fully understand its provisions and opportunities.

There is therefore an urgent need to simplify both the objectives and the instruments of the
Convention and to concentrate on a very limited number of objectives which are
complementary to the activities of the member states (fulfilling one of the objectives of the
Maastricht Treaty) and which are realistic, given the limited resources available.

ACP-EU TRADE AND AiD CO-OPERATION: POST LOME IV
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6.7 The report recommends that increasing the capacity of the ACP countries to participate in
the world economy should be a central objective of a new agreement. Given that trade is
wholly an EU responsibility, then this is also the most obvious area in which EU aid would be
complementary to that of the member countries. As we have argued, such a strategy of
development would also enable the ACP countries to combine ‘growth with equity’ and so
also help fulfil the poverty-oriented objectives of the Maastricht Treaty.

6.8 Simplifying and focusing the range of policy instruments also requires the ACP to evaluate the
effectiveness of existing policy instruments, notably Stabex. The existing rules governing
claims under Stabex are arbitrary and can lead to a perverse allocation of funds. The funds
available are also inadequate for the task. The ACP must therefore carefully evaluate the cost
of Stabex in terms of the alternative uses that the funds could be put to, and, if it is decided to
retain Stabex, then reform it along more rational lines and in conformity with a feasible
objective (e.g. disaster relief).

6.9 In order to implement an integrated and co-ordinated strategy of integrating the ACP
countries more fully into the world economy, we recommend that the existing separate
function of the DG8, the CDI and the EIB are combined into a joint ACP-EU organisation
(which could be named the ACP-EU Productivity Centre). This Centre would have at its
disposal a significant proportion of the overall financial protocol and would be responsible for
all matters relevant to increasing the export capacity of the ACP countries (as discussed in
Chapters 4 and 5). The governing body and members of the Centre would be drawn from both
the public and private sectors of the ACP and EU.

6.10 Flows of foreign investment into the ACP countries have, in some cases, recovered from low
levels but they are still generally inadequate, especially given the importance of FDI in
transferring knowledge and providing access to markets.

6.11 Title 111, Chapter 3, of the Convention needs to be substantially revised to signal to potential
investors the willingness of ACP countries to provide guarantees of treatment to foreign
investors which would reduce perceived risks. Equally, the EU could provide strong
investment guarantees to EU investors in ACP countries under agreed terms.

6.12 EU technical assistance could also be obtained to improve the institutional environment
affecting foreign investors.

6.13 Further areas for joint ACP-EU action could include EU private investment for privatisation

programmes in ACP countries, particularly in the provision of infrastructure and financial
services.

7  Future Prospects for ACP Exports to the EU for Agricultural and Horticultural
Products Covered by the CAP

7.1 Despite the Mac Sharry reforms of 1992, and the Agreement on Agriculture concluded in the
Uruguay Round of GATT negotiations, the Common Agricultural Policy [CAP] will continue

to apply high levels of border protection on third country imports of agricultural produce into
the EU for the foreseeable future.

7.2 Products for which high levels of border protection apply include sugar, beef and veal, milk
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1.4

1.5

7.6

1.7

1.8

and milk products and olive oil. Little border protection is applied to tropical products not
grown in the EU, oilseeds other than olive oil, and tobacco. The Mac Sharry reforms of 1992,
coupled with the limitations imposed by the Agreement on Agriculture, mean that the levels of
border protection for cereals and rice have been considerably reduced. Under the European
Commission’s recent proposals in Agenda 2000, border protection on cereals and beef could be
eliminated altogether. The levels of border protection on fruit and vegetables are often
surprisingly high as a result of the minimum import price regime that applies.

For sugar, dairy products, olive oil, and fruit and vegetables, continued preferential access to
the EU market will remain a potentially valuable trade concession for the EU’s partners.

The Uruguay Round Agreements also tightened up the requirements that must be met if a free
trade area agreement is to be deemed compatible with GATT. In particular, it does not seem
likely that agriculture could be excluded from future agreements. However, given the CAP, a
free trade area agreement between a third country and the EU would imply the adoption of the
CAP, or CAP-compatible mechanisms, by that third country, to avoid trade deflection, and
would imply that trade within the free trade area should take place at CAP rather than world
market prices. This would impose considerable burdens upon net-food importing countries.
Thus, unless these major agricultural products can be excluded from a Free Trade Area, the
continued operation of the CAP militates against the replacement of the Lomé Convention
by one or more free trade areas between the EU and the ACP states.

The EU’s GSP provisions for agricultural products are potentially valuable, particularly for
the ‘least-developed developing countries’. A preliminary comparison of the Lomé
concessions with those in the GSP indicates that there are some instances under which a
‘least-developed developing country’ ACP state could secure superior concessions under the
GSP compared to Lomé.

The Sugar Protocol has been incorporated as a country-specific tariff quota in the schedule of
commitments entered into by the EU in the context of the Uruguay Round Agreements. We
are reasonably confident that country-specific tariff quotas will not be challenged in GATT,
and that this tariff quota has an existence independent of the Lomé Convention, but further
consideration of the implications of the recent banana panel ruling, and in particular of

Atrticle XI1I of GATT, needs to be undertaken.

The Sugar Protocol cannot readily be improved: instead, the challenge for the ACP states is to
retain the benefits it contains. The individual ACP states that benefit from the Sugar Protocol
should treat the price advantage of protected sugar sales into the EU market as a windfall gain.
Local producers should be encouraged to produce (to fill the tariff quotas) at costs
approximating those of efficient producers elsewhere in the world, and the governments
concerned should impose an export tax to ensure that this is the case. The proceeds from such
export taxes should be used to provide a sustainable future income source for the country,
preferably by productive investment in the wider economy.

For beef there seems to be little prospect that the EU will be willing to expand the ACP tariff
quota beyond existing volumes; in part, because of the severe problems of over-supply on the
EU’s market, and in part because of the past failures of the ACP to fill the tariff quota.
Furthermore, a substantial reduction in the level of EU prices is to be expected as a
consequence of the European Commission’s Agenda 2000 proposals. Nonetheless, while the
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EU maintains market prices for beef well in excess of those prevailing in world markets, the
existing tariff quota is potentially of significant benefit to the ACP states, and negotiating
efforts might best be directed to ensuring greater flexibility in the reallocation of tariff quota in
the event of supply shortfalls. An alternative to the existing mechanisms, which would
maintain the financial benefit to recipient states, would involve the free transferability of
export licences between ACP states.

The ACP states now enjoy duty-free access for light rum, unconstrained by tariff quotas, and
the tariff quota constraints on the duty-free access for dark rum are due to be abolished in
2000. Consequently there is no further concession that can be negotiated.

7.10 The EU’s protective regime for fruit and vegetables involves minimum import prices (known

as entry prices) as well as customs duties. Both customs duties and entry prices vary during the
year, and there is a bewildering array of preferential access arrangements including GSP and
Lomé. The ACP states should undertake an investigation to determine whether or not the
entry price system is having a harmful effect on their exports to the EU. If it is, then on those
products the ACP should seek to have special — lower — entry prices determined for ACP
produce. If ACP states can identify products that they could export to the EU if tariff
concessions were conceded, then tariff concessions on these products should also be sought.
However, it is doubtful that the EU would be willing to extend significant further concessions
on fresh fruit and vegetables. One over-riding consideration is the complementarity of EU and
ACP production seasons. If ACP suppliers are competing with EU production, particularly
with expensive ‘out-of-season’ EU produce, then Europe’s farm lobby will be opposed to
further concessions. Nonetheless, if product — and calendar — niches can be identified that
involve ACP supplies that do not compete directly with EU farm production, opposition is
much less likely. Indeed Europe’s retailers wish to obtain good quality, competitively priced,
supplies throughout the year to ensure continuity of supply on their supermarket shelves.

7.11 The tariff abatement on rice is conditional upon the exporting country collecting ‘an export

charge of an amount equivalent’ to the tariff reduction. Thus, from the perspective of the
trader, there is no commercial advantage to be gained from the concession: in effect, the trader
faces the EU’s full mfn rate, of which part is collected on export, and part on import into the
EU. Set against these circumstances, the ACP export volumes are creditable. If the intent
really is to increase exports, rather than simply to transfer tax revenue to the ACP, then some
part of the tariff concession should be reflected in lower overall charges faced by the trader,
thus encouraging exports.

7.12 Whilst an increase in agricultural exports, and higher export prices on sales to the EU, is of

direct benefit to the ACP states, the benefits could be enhanced if those same agricultural
exports were to be exported, not in unprocessed or semi-processed form, but in processed foods
and other products. An important principle to establish with the EU in any successor
agreement should be that where tariff concessions have been extended to the ACP states on
agricultural goods, these same concessions should be carried through to processed products.
This would eliminate tariff escalation, and encourage the location of processing industries in
the ACP. Although this may have little practical effect at the outset, the long term
development prospects of a number of countries could be enhanced.
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8 The Banana Protocol

8.1

8.2

8.3

8.4

8.5

8.6

A special protocol of the Lomé Convention assures preferential treatment of banana exports
to the EU from ‘traditional’ ACP exporters. These preferences are delivered by the EU’s
banana trade regime, which is currently challenged in the WTO. The loss of banana trade
preferences could lead to the loss of the banana industry in certain ACP states, notably the
islands of the East Caribbean, with far-reaching economic and political effects.

The EU banana regime was introduced in 1993 to replace individual member state banana
trade policies after the creation of the Single European Market. The EU regime consists of a
tariff quota system which guarantees duty-free access for traditional ACP supplies up to
858,000 tonnes and access at around 20% duty of 2.5 million tonnes from Latin-American
exporters. Beyond these amounts prohibitive tariffs apply. Import licences are issued for the

import of ‘dollar’ bananas with 30% of these (so-called B licences) allocated to traditional
ACP traders.

The Lomé protocol has been successful in maintaining ACP exports, but less successful in
raising competitiveness of ACP exporters. Without the preferential treatment accorded by
the EU regime, ACP exports could not compete on EU markets because of high costs and
variable quality compared to Latin American supplies. Certain ACP exporters, notably the
Windward Islands, are highly dependent on banana exports in terms of contribution to GDP
and employment.

The future of the Lomé protocol is under threat as a result of the WTO challenge to the EU
regime. The Interim Report of the WTO panel has found against the specific mechanisms of
the tariff quota and licensing system. It is uncertain whether the preferences can be delivered
without these mechanisms, so preservation of the status quo is the best outcome for the ACP
exporters. A preferential tariff system would not be sufficient to offset the competitive
advantage of the dollar suppliers.

Whatever the outcome of the WTO case, it is essential to raise the competitiveness of ACP
banana exports, and the trade development provisions of the Lomé protocol need to be
emphasised. A smaller industry producing higher quality bananas is the likely result.

Diversification opportunities in the Windward Islands are limited. Competition in world
markets for alternative horticultural crops is severe. Tourism development thus far has
arguably contributed little to the local demand for agricultural products.
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ACP-EU Relations in a
Changing World Economy

Summary

The rapid pace of technological change, the lib-
eralisation of markets and the spread of new
systems of organising and controlling produc-
tion have eroded the traditional sources of
comparative advantage of the ACP countries in
resource and labour intensive goods, and the
relative importance of trade preferences. The
Uruguay Round of multilateral trade negotia-
tions has accelerated this process and placed
substantial new obligations on ACP members
of the WTO. At the same time, these funda-
mental changes in the world economy open up
a complex variety of new opportunities in inter-
national trade. The relative importance of the
ACP in EU trade has also declined, especially
since 1990, and the importance of the ACP
group in EU trade relations has also been eroded
by new EU trade and co-operation agreements
with Eastern Europe, Asia, Latin America and
the Mediterranean countries. These new
arrangements, particularly with Eastern Europe,
could be used to assist the ACP countries in
gaining access to new markets. In view of these
substantial changes in the world economy and in
EU trade relations, and the fundamental impor-
tance of trade to output and employment in the
ACP countries, it is essential that, in contrast to
the existing Convention, a new agreement con-
centrates on enabling the ACP countries to
adjust to these changes and to participate more
fully in the world economy by closely integrating
the trade, industrial, agricultural, technical and
financial co-operation provisions in a coherent
strategy to increase the export capacity of the
ACP countries.

1.1 Globalisation and Liberalisation:
Implications for the ACP Countries

The increasing integration of markets in factors
of production and products and services is the
inevitable outcome of international trade and in
this sense ‘globalisation’ is not a new phenome-
non. Also, we are still a long way away from
living in a truly ‘global economy’. However, the
rate of integration markets in factors and prod-
ucts and services has been greatly accelerated by
the pace of innovations in technology and in
the management and organisation of firms.
Falling costs in the fields of telecommunications,
transport and information technology, and new
groups of technologies such as micro-electronics,
biotechnology and new materials technologies,
have all changed the face of industrial develop-
ment. This process has gone hand-in-hand with
the development of multinational companies.
Their competitive advantage derives primarily
from their ability to overcome market failures
(both inefficient markets and missing markets)
by internalising markets and transactions within
the firm; as well as by developing new systems of
control and production (e.g. just-in-time pro-
duction). Liberalisation of markets in goods,
services, and factors of production (especially
capital) by the industrialised countries and by
many developing countries have fuelled this
process. The result of this is that international
trade is now best viewed in terms of ‘processes’
rather than ‘products’, with production being
organised through an intricate and rapidly
expanding network of cross-border transactions.
That is, products are produced through a series of
processes carried out in different geographical
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locations according to the specific requirements
of that particular stage of production and the
cost and other advantages of that location.
Globalisation has tended to change previous
sources of comparative advantage. For example,
the technological revolution has often decreased
economies of scale in production and this, togeth-
er with just-in-time production has shifted the
location of production closer to the market (in
the industrialised and higher income developing
countries), enabling a quicker response to changes
in market conditions. New technologies also
greatly economise on the use of raw materials in
production, and micro-technologies economise
on the use of labour in production. All of these
factors erode (though do not eliminate) the tra-
ditional advantages of the ACP countries in
resource-based and labour intensive production.
It is worth noting that ACP merchandise exports
grew at the same rate as international trade until
the recession in world trade in 1980. After the
end of the recession in the mid 1980s, the mer-
chandise exports of ACP African and Caribbean
countries grew at substantially less than both the
growth of world trade and the exports of other
developing countries (excluding major exporters
of oil and manufactures). Only the Pacific ACP
countries recorded an increased growth in mer-
chandise exports. Part of the explanation for this
declining share of world trade (falling by over
50% in 1975-93) may be found in the anti-export
bias of the domestic policies of a number of ACP
countries, but a declining global demand for tra-
ditional exports has also played an important part.
On the other hand, the new technologies and
the liberalisation of world trade open up new
market opportunities. For example, the ability
of the new technologies to decrease the
minimum efficient scale of production, and
economise on the use of skilled labour, combined
with the world-wide sourcing and marketing
strategies of companies, (not only large multina-
tionals) has opened up new ‘niche filling’
opportunities for enterprising firms in ACP coun-
tries. In this respect, the very rapid establishment
and growth of the clothing industry in Mauritius

is a good example of what can be achieved with
limited resources in a very short period of time.
Similarly, exports of services which now represent
one-fifth and one-third of the merchandise
exports of Sub-Saharan Africa and the Pacific
respectively, and a much higher proportion of
the exports of a number of Caribbean countries,
have grown on average at 5% p.a. for Sub-
Saharan Africa and 10% p.a. or more for the
Caribbean and Pacific. Trade liberalisation, par-
ticularly by developing and industrialising
countries in Asia and Latin America, and by the
Central and East European countries, combined
with a rapidly changing structure of production
and trade as these countries move up the ladder
of comparative advantage, opens up potentially
large market opportunities for the ACP coun-
tries lower down the ladder of comparative
advantage.

Enterprises, particularly the small, medium
and micro-enterprises which predominate in the
ACP countries, however, cannot take advantage
of these market opportunities either directly or
indirectly (as suppliers of intermediate goods and
services) without help from other agents both in
the public and private sector, and they in turn
need external assistance and resources. ACP-EU
trade, industrial, financial and technical co-oper-
ation needs to be much more closely co-ordinated
than in the past and focused on enabling the
ACP countries to achieve a greater integration
into the world economy. Liberalisation and struc-
tural adjustment policies, if properly designed to
fit the economic and social conditions of the
country, can provide the necessary conditions
for sustained growth and development, but by
themselves will not be sufficient, particularly in
achieving a substantial improvement in the stan-
dards of living of the poor. The combination of
liberalisation and structural adjustment, with an
ACP-EU Agreement focused on improving the
supply response of the ACP countries, could
rapidly transform the economic condition of the
ACP countries.

In a few, very poor, ACP countries, exports
account for only a small proportion of national
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production, but on average exports of goods and
non-factor services account for 30% of output,
and in countries such as Kenya, Trinidad and
Tobago, Botswana, Jamaica, Mauritius and Papua
New Guinea, exports account for 40% to 60% of
GDP. For very small ACP countries (micro
states), exports are the mainstay of the economy.
Also, rapidly growing economies are charac-
terised by an even more rapid growth of exports
so that the current, high, share of exports in GDP
can be expected to rise to even higher levels with
economic development. Both theory and evi-
dence also demonstrate that increased exports
by developing countries can generate a substan-
tial growth of employment, since their
comparative advantage will lie in the produc-
tion of goods which are intensive in the use of
the relatively abundant factor(s) of production.
Mauritius, for example, was able to take advan-
tage of its preferential access to the EU and US
markets (principally in clothing) and its rela-
tively abundant supply of labour, to rapidly
increase its exports from the EPZ so that the EPZ
accounted for most of the increase in employ-
ment and enabled unemployment to fall from a
crisis level of 20% in 1980 to 3% (full employ-
ment) in 1988. Production of higher value crops
can also generate a substantial amount of
employment both directly and indirectly. For
example, a recent joint venture between Kenyan
and French firms to export canned green beans
created employment for 20,000 poor farmers in
West Kenya. Further employment can also be
created in processing, distribution and transport
and in associated suppliers of goods and services.

1.2 Implications of the Uruguay Round
and the Establishment of the World
Trade Organisation

Why the Uruguay Round was so important
The Uruguay Round (UR) of multilateral trade

negotiations was the most far reaching of all of
the GATT negotiations and has given a sub-
stantial impetus to the globalisation and
liberalisation of the wortld economy. It has also

decreased both the need for, and the benefits
from, an ACP-EU preferential trade agreement.
The UR covered not only traditional areas such
as tariffs on industrial products, but also non-
tariff barriers, in particular the phasing-out of
voluntary export restraint agreements and the
quantitative restrictions on textiles and clothing
under the Multi-Fibre Agreement (MFA), and
for the first time, reductions in the protection of
agriculture. In addition, it covered a series of
trade related areas concerning foreign invest-
ment, intellectual property rights, and services,
which had previously been left to the discretion
of individual governments. GATT ‘disciplines’
have also been strengthened, for example, disci-
pline on safeguards, anti-dumping measures,
subsidies and countervailing measures (except
agriculture) and other agreements on technical
barriers to trade, standards, etc. have been clari-
fied, while the ‘Understanding on Rules and
Procedures Governing the Settlement of
Disputes’ has improved the speed and auto-
maticity of the dispute settlement procedures.
There is also great pressure from the developed
countries for the developing countries to become
members of the World Trade Organisation
(WTO), and unlike the previous arrangements
which allowed the developing countries to agree
to a proportion of the provisions of the GATT, all
members must now accept it as a single undertak-
ing while membership of the WTO is conditional
on countries having schedules of commitments
and obligations.

The effects of this large programme of reform
on the ACP countries will only be revealed over
the next decade but the pressure for these
changes has arisen from the globalisation of pro-
duction and widespread liberalisation of world
trade, particularly by the developing countries
and the transitional economies of Eastern
Europe. Short of a world-wide depression of the
dimensions of the 1930s, these forces are suffi-
ciently powerful to ensure that this fundamental
shift towards a rule-based system of internation-
al trade will continue to strengthen, although
we are still a long way short of a world of free
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trade. It is for this reason that this report empha-
sises the fundamental importance of building up
the capacity to participate in an expanding world
economy. We can already see a widening gap
between the more industrialised developing
countries which have built up their technologi-
cal capacity and engaged in outward-oriented
trade policies, and the less advanced countries
which desperately need a strategy to develop
their competitiveness in world markets. In the
context of the Lomé Convention, these funda-
mental changes in the world economy mean that
trade preferences of any significance will be of
limited value early in the next century. A new
agreement must concentrate on building export
capacity and assisting the ACP countries in par-
ticipating in this new world trading system.

There are many comprehensive studies on
the impact of the Uruguay Round on the devel-
oping countries (e.g. Page and Davenport 1994,
and Safadi and Laird 1996) as well as studies
directly relevant to the ACP countries
(Greenaway and Milner 1995, Davenport 1995,
Davenport, Hewitt and Koning 1995). We there-
fore do not seek to re-work this ground but simply
highlight the main results of the Uruguay Round
relevant to the ACP countries and their impli-
cations for a new ACP-EU agreement.

Agriculture — temperate products

European and North American countries have
heavily protected their agriculture through a
complex system of non-tariff barriers and guar-
anteed prices well above world prices. As a result,
output has greatly increased while consumption
in Europe has been reduced by high prices and
with the excess supply being dumped on world
markets, depressing world prices. The UR agree-
ment on agriculture has attempted to reduce
these distortions by turning all non-tariff border
measures of protection into tariff equivalents and
then reducing these tariffs by an average of 36%
over six years (24% over ten years for developing
countries). Export subsidies have to decrease by
36% in value and 24% in terms of the volume of
exports. Because of the methods chosen for cal-

culating the tariff equivalence, it is generally
accepted that the reductions in border protection
will be minimal and that the inclusion of agri-
culture in the GATT and the tariffication process
is more important in laying down the basis for
future liberalisation in agricultural trade. The
other important point to note is that domestic
subsidies to agriculture (EU compensation pay-
ments and US deficiency payments) are not part
of the liberalisation agreement.

Liberalisation of world trade will increase
world food prices as a result of the decreased
supply of subsidised exports and this will adverse-
ly affect ACP net food importers such as Angola,
Cote d'Ivoire, Senegal and Nigeria (Davenport,
Hewitt and Koning). EU support for agricultural
producers can also be expected to switch from
border protection to producer subsidies (i.e. shift-
ing the costs of protection from EU consumers to
taxpayers). Ultimately there could be something
like free trade in temperate products (though in
the case of sugar this is only expected to occur in
the very long run) and, as a result, ACP sugar and
beef exporters covered by the protocols of the
Convention (particularly Mauritius, Fiji, Guyana,
Jamaica, Swaziland, Botswana and Zimbabwe)
would suffer a significant loss of revenue due to
the decrease in the EU price, though in the
medium term, EU sugar prices are expected to
only slowly decline. (Chapter 7 examines the
implications for these and other products covered
by the EU’s common agricultural policy in more
detail). The long run effects of liberalisation on
both the level and variability of world food prices
are difficult to estimate since they depend on
assumptions about the size of domestic subsidies
of northern agriculture, the supply response of
other producers, notably in Eastern Europe and
the non-ACP developing countries, to high world
prices, as well as the probability of China becom-
ing a net food importer, but the expectation is
that food prices will rise and fluctuations decline.

The implications for the ACP countries are
that a new ACP-EU agreement must address the
need for sugar exporters which are substantially
dependent on the EU market to engage in a long run
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programme of diversifying their agricultural produc-
tion. Trade liberalisation by the industrialised
countries, non-ACP developing countries, and
by the transitional economies, will open markets
both by country and product and a new agree-
ment could provide the technical and financial
resources to exploit these opportunities. In the
case of net food importing ACP countries, the
WTO agreement provides for the monitoring of
the effects of the agreement on the least devel-
oped and net food importing countries, but does
not provide resources for remedying adverse con-
sequences on these countries. International
institutions are already under financial pressure
and are therefore unlikely to be able to provide
additional assistance. Since most of the coun-
tries likely to be adversely affected are ACP
countries, it seems appropriate that a new agree-
ment should target resources aimed at enabling these
countries to adjust to rising world food prices, both
by improving their agricultural sector and by
increasing their export revenues (and therefore
increasing their capacity to import food).

Agriculture — tropical products

The largest reductions in EU tariffs were the
100% decreases in coffee beans (previously 5%)
and cocoa beans (previously 3%). Although the
margin of tariff preference for the ACP was small,
it nevertheless represents a straightforward trade
diversion loss to ACP exporters since all the
other major cocoa importers already had zero
tariffs and so there is no opportunity for any com-
pensating UR induced increases in import
demand for ACP exports in non-EU markets.
Other significant losses of preferences in impor-
tant ACP exports are in tobacco, fruits, cut
flowers and nuts and spices, although reductions
in duties in non-EU countries may open up unex-
ploited markets for these products.

As will be discussed in Chapter 2, a number
of ACP countries have diversified into fish and
fisheries products and EU reductions in tariffs on
these products from 14.8% to 11.8% (GSP rate
of 10.6%) could also produce significant trade
diversion losses.

Industrial products

The largest single impact from the liberalisa-
tion of trade in industrial products on the ACP
countries will be the phasing out of the MFA
by 2005. Exemption from MFA quantitative
restrictions in the EU market was particularly
important in developing the clothing industry
in Mauritius as well as in Jamaica, Zimbabwe,
Kenya, Céte d’lvoire, Lesotho, Botswana,
Ethiopia (McQueen and Stevens 1989) and in
an increasing number of ACP countries
including Mozambique, Namibia, Tanzania,
Zambia, Dominican Republic, Haiti and Fiji.
ACP exports of clothing to the EU were worth
an average ecu 544m p.a. in 1990-92
(Davenport, Hewitt and Koning, 1995).
Unrestricted access for other developing coun-
tries can be expected to lead to a substantial
increase in imports from low cost suppliers (rel-
ative to the ACP countries) in Asia and in
Turkey who are currently constrained by
quotas. It will also make it more difficult for
major exporters of cotton textiles such as
Benin, Burkina Faso, Cameroon, Chad, Céte
d’Ivoire, Mali, Mozambique, Namibia, Sudan,
Tanzania and Togo to develop exports to the
EU from their embryonic clothing industry.
There may be some compensating increase in
exports to other markets such as the Caribbean
countries to the US market, but this is likely to
be small, while major ACP exporters such as
Mauritius have been unable to fill their exist-
ing US quotas and so cannot expect any trade
stimulating effect from liberalisation.

Of the remaining industrial products, decreas-
es in tariffs on veneers and plywoods and wood
pulp and paper will adversely affect Cameroon,
Coéte d'lvoire, Gabon, Ghana and Papua New
Guinea. The ODI study also identifies signifi-
cant losses in metals and minerals for Angola,
Congo, Gabon, Ghana, Guinea, Liberia,
Mauritania, Sierra Leone, Zaire, Zambia,
Zimbabwe, Dominican Republic and Papua New
Guinea. The Bahamas records substantial losses
for chemicals, transport equipment, and indus-
trial products. Significant losses (given the size of
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their manufactured exports) in ‘other industrial
products’ are also recorded for Ethiopia, Kenya,
Madagascar, Mauritania, Mauritius, Mozambique,
Senegal, Zaire, Dominican Republic, Jamaica,
Surinam, Trinidad and Tobago (also adversely
affected in chemicals).

Dynamic effects

Although the static loss arising from the prefer-
ence erosion is estimated at only 1.3% of total
ACP exports (ODI, 1995) this understates its
true significance. As the ODI report indicates,
some ACP states such as Djibouti, The Gambia,
Guinea-Bissau, Cape Verde and W. Samoa (OD],
1995 Table A12) will suffer a loss of export earn-
ings substantially above this average.

Secondly, these losses will be concentrated
in particular sectors of the economy and often in
embryonic industries which could form the
beginnings of diversification of exports out of a
dependence on primary products.

Thirdly, loss of preferences has not simply
been in terms of cuts in nominal EU tariffs but also
in terms of effective tariffs (and therefore effective
preferences) since the degree of tariff escalation
(in terms of the absolute increase in tariffs at
each stage of processing), has fallen in almost all
products. For example in the case of EU duties
on coffee:

EU % Tariff Pre-UR Post-UR Decrease

in Tariff
coffeebeans 50 . 0 3
coffee, 15.1 7.4 7.7
roasted/ground
coffee extracts, 18.0 9.0 9.0
prep.

Source: computed from Greenaway and Milner, 1995.

By decreasing the tariff on the final stages of
processing (for example, the roasting and final
preparation of coffee) more than on the raw
material (for example, coffee beans), the effective
degree of protection of processing has been
reduced. ACP countries have only been engaged
in a small amount of processing of raw materials

and so the reduction in effective rates of protec-
tion (preferences) will have little effect on
existing foreign exchange earnings, but it will
make it more difficult for them to engage in this
in the future.

The only exception to the reduction in the
effective margin of preferences is cocoa:

EU % Tariff Pre-UR Post-UR Decrease
in Tariff

cocoabeans 3 ] O 3

cocoa paste 15.0 9.6 5.4

cocoa chocolate 12.5 10.0 25

Source: computed from Greenaway and Milner, 1995.

Fourthly, preference erosion can be expected to
reduce investment in these sectors from what
would otherwise have been the case in the absence
of reductions in tariffs and tariff escalation.

Against these dynamic losses must be set the
growth effects arising from the general liberali-
sation of trade. The average trade-weighted tariffs
on industrial goods facing developing countries as
a whole has decreased by 34% to 4.5%, and while
this has lowered the margin of preferences for
the ACP countries, it should have a trade stim-
ulating effect on other, less preferred developing
countries, who in turn will increase their imports
as their real income rises. In addition, these coun-
tries have decreased their tariffs on imports from
other developing countries to a trade weighted
average of 7.1% (Safadi and Laird, 1996). The
proportion of tariff bindings (i.e. maximum tariffs
declared to the WTO and which cannot be
increased) on industrial products has also been
substantially increased by developing and transi-
tional economies.

Tariff bindings in the industrial countries now
average 99%. In Africa, tariff bindings on indus-
trial products have also substantially increased
but declared bound rates are often well above
actual applied rates and so cannot be expected to
have a significant effect and act as an ‘anchor’ for
trade liberalisation policies.
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Table 1.1

Tariff Changes under the Uruguay Round

% tariff lines bound
Pre-UR

Post-UR

% imports under bound tariffs
Pre-UR Post-UR

Developing countries 22

Africa

Source: Sofadi and Laird, 1996.

The combination of the phasing out of the
MEFA, the prohibition of ‘grey area’ measures
(voluntary export restraints, orderly marketing
arrangements, etc) and the elimination of exist-
ing safeguard measures (new safeguards must
demonstrate actual damage or that of serious
injury and can only discriminate among suppli-
ers in exceptional circumstances), together with
the decrease in tariffs and increase in bound
tariffs, should stimulate the growth of output in
the developing and transitional economies and
open up new markets for ACP exports. The ability
of the ACP countries to take advantage of the new
trade opportunities, will, however, depend on their
capacity to export and it is on this, rather than claims
for preferences that the ACP countries should con-
centrate the provisions of a new agreement.

Anti-dumping rules

ACP countries have not been subject to dis-
criminatory protective actions by the developed
countries but this is mainly because they have not
been exporters of significant amounts of sensitive
products. This situation could change in the
future if countries switch towards contingent pro-
tection (i.e. if the criteria deferring a particular
‘injury’ are met, then compensatory trade restric-
tions can be imposed) as a result of the
prohibition of ‘grey area’ measures and increased
competitive pressure on an increasing list of sen-
sitive industries. Foremost among contingent
protection measures are the use, or threat of insti-
gating, anti-dumping procedures. The UR seeks
to strengthen the procedures through the

‘Agreement on Implementation of Article VI of
GATT 1994, for example regarding the method-
ology of calculating the margin of dumping,
injury, etc., and specifies that anti-dumping duties
can only remain for five years unless it can be
proved that removal of the duty would lead to a
resumption of dumping. However under Atrt.
17.6 (i) GATT disputes settlement panels can
only ‘determine whether the authorities’ estab-
lishment of the facts was proper and whether
their evaluation of those facts was unbiased and
objective. If the establishment of the facts was
proper and the evaluation was unbiased and
objective, even though the panel might have
reached a different conclusion, the evaluation
shall not be overturned’ (p.193).

In view of this the ACP may wish to consid-
er including in any future agreement a clause which
stipulates that the EU will not use any measure of
contingent protection provided the ACP states comply
with certain agreed criteria. This would then enable
the ACP to move beyond the protection of
GATT 1994 and obtain the assurance of market
access which investors and exporters require.
Such an assurance would be potentially more
valuable than any further trade preferences.

Settlement of disputes

Annex 2 of the Marrakesh Agreement covers
the ‘Understanding on Rules and Procedures
Governing the Settlement of Disputes’ and in a
number of respects has greatly strengthened the
procedures. A Disputes Settlement Body (DSB)
has been established and the adoption of panel
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reports has been changed from a ‘consensus to
accept’ to the need for a ‘consensus to reject’
panel reports. This ‘virtually guarantees the
adoption of panel findings’ (Safadi and Laird,
1996, p.1238) compared to the pre-UR posi-
tion where the adoption of a panel report could
be blocked by a veto. If there are objections to
the panel findings then the DSB refers the
matter to a three person Appellate Body whose
adopted rulings are binding. Appeals are limited
to ‘issues of law covered in panel reports and
legal interpretations developed by the panel’. A
strict timetable is enforced on the proceedings,
WTO members must use the multilateral dis-
putes settlement procedures and the Agreement
prohibits unila‘eral actions contrary to these
procedures. Arzicle 24 also requires Members
to ‘exercise due restraint in raising matters
under these procedures involving a least devel-
oped country Member’.

In total, these measures greatly strengthen
the GATT as a rule-based system governing
international trade and ‘protect the weak (devel-
oping countries) from the strong’ (developed
countries). In this important sense the ACP
countries have less need than in 1975 for a trade
agreement with the EU to guarantee market
access and can have more confidence in devel-
oping their multilateral trading links. The
downside of this, as ACP banana exporters have
suffered from, is that any aspects of the EU’s
favourable treatment of the ACP as compared to
other developing countries, are also now more
subject to successful challenge.

TRIPs and TRIMs

Trade-Related Aspects of Intellectual Property
Rights (TRIPs) Agreement requires members to
apply national treatment and MFN treatment
for all intellectual property covered by the
Agreement. It stipulates minimum standards of
law and enforcement for copyright, trademarks,
geographical indications, industrial designs,
patents on layout-designs of integrated circuits,
protection of undisclosed information, control
of anti-competitive practices in contractual

licences. Developing countries have a 5 year
period and the least developed 11 years to put
these measures into place. Some ACP countries
may, to a small extent, benefit from the
Agreement through attracting increased flows of
foreign direct investment and transfers of tech-
nology. Against this must be set the substantial
costs of compliance and the increased price of
products with a significant intellectual property
component, such as hybrid seeds, pharmaceuti-
cals and agricultural chemicals.

The Agreement on Trade-Related
Investment Measures (TRIMs) requires
members to apply national treatment to invest-
ment measures related to trade in goods (not
services) and in an Annex provides an ‘illustra-
tive list’ of TRIMs that are inconsistent with
GATT 1994, including local content require-
ments, trade and foreign exchange balancing
requirements, restrictions on access to foreign
exchange (and home imports), local equity
requirements, technology transfer requirements.
Atrticle 4 allows developing country members
to deviate temporarily from these measures but
only under the provisions of Article XVIII
(infant industry protection) and GATT rules on
balance of payments safeguard measures.

Safadi and Laird (1996) argue that the TRIMs
Agreement is beneficial to developing countries
because the prohibited measures have a trade
and investment distorting effect on developing
countries, and because they discourage foreign
direct investment, since they act as an implicit
tax. The alternative view is that the Agreement
weakens the bargaining power of host developing
countries in their dealings with multinational
enterprises (MNEs) and may reduce their devel-
opmental impact. It is also at variance with the
way in which the NICs successfully managed
their relations with foreign companies’ involve-
ment in their economies and maximised their
developmental impact.

TRIPs and TRIMs raise substantial issues for
the ACP countries both in terms of drawing up
an inventory of what is needed to comply with
WTO requirements, analysing the implications
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of compliance with these requirements, identi-
fying the legal and administrative measures
which are needed for compliance, estimating the
costs of compliance, and identifying whether
there are alternative measures which would influ-
ence the activities of MNEs and maximise their
contribution to the host economy.

There is much discussion on the need to
increase the participation of MNEs in the ACP
countries and their potential contribution is
analysed in Chapter 8. As part of this policy, the
ACP countries need to obtain financial and techni-
cal assistance in a new agreement which deal with the
complex and largely unexplored issues concerning
the impact of TRIPs and TRIMs.

General Agreement on Trade in Services (GATS)

The GATS may be seen as a first step in dealing
with a neglected but rapidly growing segment of
national economies and international trade.
Members participating in the GATS make
sector specific commitments concerning the
degree of national treatment and market access
conditions by all forms of delivery of the service
(trade, movement of consumers or producers,
commercial presence). Obvious areas for ACP
offers are in financial services, transport ser-
vices, telecommunications, tourism, and
professional services, agreements on which
could increase the export earnings of partici-
pating countries both directly (e.g. tourism)
and, most importantly, indirectly by providing
services complementary to production in export
sectors. Also, Article IV of the GATS is specif-
ically concerned with ‘increasing the
participation of developing countries’ in world
trade through negotiated specific commitments
relating to:

(a) the strengthening of their domestic services
capacity and its efficiency and
competitiveness, inter alia through access to
technology on a commercial basis;

(b)the improvement of their access to
distribution channels and information
networks; and

(c) the liberalisation of market access in
sectors and modes of supply of export
interest to them.

Also, developed countries, and to the extent
possible other members, are required to estab-
lish contact points to facilitate the access of
developing country service suppliers to informa-
tion relating to their markets on:

(a) commercial and technical aspects of the
supply of services;

(b)registration, recognition and obtaining of
professional qualifications;

(c) the availability of services technology.

Special priority is to be given to the least
developed countries in achieving these objec-
tives, while both Article IV and Article XIX
recognise the difficulty of the developing coun-
tries, and particularly the least developed, in
liberalising sectors and types of transaction.

The ACP countries may wish to consider
whether many of the issues and matters concerning
the GATS would not be best organised on a region-
al basis. Implementation of GATS Agreements
could also be effectively organised through a succes-
sor ACP-EU Agreement, especially since most of
these areas are subject to the provisions of the EU
Single Market Agreement.

Establishment of the World Trade

Organization (WTO)

Prior to the Marrakesh Agreement, the GATT
had an ill-defined status as both an agreement
and an institution (the Secretariat). The estab-
lishment of the WTO emphasised the objective
of strengthening and firmly establishing a rule-
based system of international trade as a single
undertaking in which members have both rights
and obligations. Members of the WTQO obtain
protection from discriminatory actions in return
for providing specific undertakings and agreeing
to certain disciplines governing trade in goods
and services. Amid all the details of the UR and
attempts to quantify its benefits, this is generally
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acknowledged as the most important achieve-
ment of the UR and of particular value to the
developing countries. The WTO, however, is a
‘member driven’ organisation in the sense that it
responds to initiatives taken by members rather
than initiating proposals on its own behalf like
the World Bank or the European Commission.
There are (in January 1997) 53 ACP members of
the WTO with a further 5 applications being
considered by the WTO (see Table 1.2).

The ACP countries are, however, at a disad-
vantage since many countries do not have
permanent offices in Geneva, and of those that
do, most have to cover all of the international
bodies in Geneva. There are therefore clear advan-
tages in the ACP countries (who will soon
comprise 57 of the 160 members of the WTO)
co-ordinating and pooling their resources so that they
can more effectively represent their interests
and monitor the many proposals going through
committees which could affect them (e.g. trade
related environmental and labour issues) and
initiate actions which could enable them to obtain

Table 1.2

greater benefits from participating more fully in the
world economy.

The WTO, in co-operation with developed
country member states, UNCTAD and the ITC,
have various programmes for providing techni-
cal assistance and co-operation but these efforts
concentrate on training individuals and prepar-
ing studies. A new Agreement could assist the ACP
countries in building the institutional capacity of the
ACP countries to enable them to obtain the
maximum benefit from their membership of the
WTO and to implement their obligations as
members. This would act as a counterpart to the
EU’s pressure on ACP countries to become
members of the WTO and enforce WTO disci-
plines. The EU would provide, as appropriate,
financial and technical assistance to individual
ACP countries, groups of ACP countries, and
the ACP group as a whole, to enable them to:

& maintain and staff effective representation
in Geneva, particularly directed at assisting
the least developed countries;

ACP Members of the WTO (as at 29.1.97)

Papua New Guinea

The Gambia Nigeria

Observer Governments

Zimbabwe

Congo, Seychelles, Sudan, Tonga, Vanuatu
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exercise their rights and benefit

from the protection offered by the
WTO Agreements;

0
°

define and pursue their individual and

&,
Lo

collective interests in negotiations;

implement their obligations as members of

the WTO;

>,
Lo

explain the implications of membership of
the WTO to the private sector in ACP
countries in terms of their rights of market
access, the opportunities which these rights
offer, and obligations and constraints which
membership imposes, and the increased
competition which they may face;

&,
Lo

& identify market opportunities, particularly
as these evolve with the implementation of
WTO disciplines by other countries,
including other developing countries, and
as a result of subsequent negotiations.

1.3 Changes in the Geographical
Composition of EU Trade

The changing patterns of EU trade

The period since 1989 has seen a fundamental
transformation of the ‘transition economies’ of
Russia, the Central and East European countries
(CEEC), other Newly Independent States (NIS),
China and Vietnam, while India has embarked
on a major programme of structural adjustment.
Together, these economies have a population of
2.7 billion people and their impact on EU trade
has already been substantial and will be even
greater in the future.

Eastern Europe for example, traded around
19% of its exports and 17% of total imports with
the EU in the 1980s. By 1992 these proportions
had increased to 42% and 44% respectively. In the
case of China, South Asia and the ASEAN coun-
tries, the proportion of exports and imports from
the EU have broadly remained the same, but the
high growth rates of trade have greatly increased
the value of trade with the EU.

Table 1.3 summarises these large and rapid
shifts in EU trade in non-oil products for dif-
ferent groups of countries. Whereas EU non-oil
imports from the CEEC in 1990 were about
one-third those of the ACP, by 1993 they had
already exceeded those of the ACP. Similarly,
EU imports from China in 1990 were 22% less
than imports from the ACP but by 1993 they
were nearly double the value of imports from
the ACP and increasing rapidly. Imports from
South Asia were roughly half those from the
ACP but by 1993 were nearly equal to those
from the ACP. With the increase in EU imports
from these countries has also gone a substantial
increase in EU exports to these countries. Of
the nine regional groupings shown in Table.1.3
the ACP was the third largest market for EU
exports in 1990, but by 1993 the ACP had
fallen to sixth position and, given the growth of
EU exports to Russia, is now probably in
seventh position and will soon also be overtak-
en by China.

Poland, Hungary and the Czech Republic
have been at the forefront, both economically
and politically, in the EU’s rapidly developing
relations with the CEEC. Thus trade with these
countries which averaged around $10 billion in
1988/89 had increased to over $40 billion by
1994. Most of this trade was with Germany but
has increasingly included Austria and Italy in
the case of the Czech Republic, and the UK in
the case of Poland. EU trade with Russia, mainly
involving Germany, but also with Italy, France,
the UK and Austria, has also begun to grow quite
rapidly. Overall, EU trade with Eastern Europe
has more than doubled over the period 1988-94.

Implications for ACP exports to the EU

The largest single impact on the EU trade with
developing countries has been the return of
China to world markets. The degree of similari-
ty with ACP exports is small and confined largely
to clothing, as China’s other exports are largely
confined to labour intensive manufactured goods
such as toys, sports goods, footwear and consumer
electronics, which are not exported by the ACP
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Table 1.3

Geographical Distribution of EU’s Non-oil Trade

ecu bn EU Imports

1993

EU Exports

South Asia 6.9

Source: Adapted from The European Union and World Trade, European Commission, 1994.

countries. Much more important is the general
problem posed by the rapidly increasing involve-
ment of the developing countries in Asia and to
a lesser extent, Latin America, in world markets.
The ‘first tier’ NICs had to become competitive
in world markets relative to the high labour cost
industrialised countries, while the ‘next tier’
NICs have had the more difficult task of becom-
ing competitive relative to the low cost and high
quality levels of the NICs. A third group of devel-
oping countries are now emerging in Asia and
Latin America to challenge this group. The ACP
are therefore faced, in turn, with having to
become competitive in both the price and quality
of the goods exported against this established
competition, — a potentially much more difficult
task than that facing the ‘first tier’ NICs.
Fortunately, the task is not quite as formida-
ble as it appears, as the process of economic
development enables countries to ascend the
‘ladder of comparative advantage’ and vacate the
lower rungs of the ladder occupied by the pro-
duction of labour intensive goods using relatively
unskilled and semi-skilled labour. EU imports of
footwear from South Korea and clothing from
Hong Kong have been reduced relative to more
capital and skill intensive goods, making it easier
for the EU to absorb increased imports from, for
example, China. In addition, the growth of these
economies has fuelled the rapid growth of intra-
industry trade among the developing countries.

Thus as countries move up the ladder of com-
parative advantage they leave room for other
countries in the markets they have vacated and
become new markets for labour intensive goods.
Also, the increase in real incomes in world
markets and the increased competitiveness of
these goods produces a more than proportional
increase in demand.

The transition, however, is not a smooth
process and empirical evidence demonstrates that
countries retain their comparative advantage in
goods such as footwear and clothing for some
considerable period of time by investing in labour
saving technology, quality up-grading, and
improving on organisational and marketing effi-
ciency. Latecomers to industrialisation such as
the ACP, therefore have to find and develop
their niche both in terms of products and
markets, in this complex and rapidly changing
world of global trade. This may be found in EU
markets largely vacated by more industrialised
developing countries, in the markets of the more
industrialised developing countries, transitional
economies, or in non-EU developed economies.
In a world of international trade increasingly
dominated by differentiated products, developing
countries, including the ACP, will also increas-
ingly become simultaneously importers and
exporters of the same broad class of manufac-
tured goods. The ACP will, however, only be able
to participate in this process if they greatly improve on
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the flexibility and adaptability of their economies and
a successor arrangement to Lomé IV should concen-
trate on meeting this objective.

EU trade with the CEEC and the Baltic states

With regard to the CEEC countries, analysis of
measures of revealed comparative advantage sug-
gests that these countries have fundamentally
different competitive advantages to the ACP.
They have a substantial stock of physical and
human capital and a long history of manufac-
turing and trading, but the previous command
economy structures created many activities
which were not competitive in world markets.
As a result, they have to endure the costs of a
period (whose length will vary substantially from
one country to another) of adjustment. This has
involved the reallocation of resources, invest-
ment in infrastructure, plant and machinery and
investment in training to develop more modern,
broader and flexible skills, as well institutional
development in government finance and in their
legal systems. Association with the EU has been
seen by both parties as strengthening and deep-
ening this process through liberalising access to
each other’s markets and providing a secure
foundation for flows of European investment
into these economies. Above all, the ‘Europe
Agreements’ of 1994 and 1995 providing for
association and leading ultimately to accession
to the EU, were seen from the beginning
as making the political changes in the CEEC
countries irreversible.

Thus, whilst there is, at present, some degree
of overlap in the exports of the CEEC and the
ACP to the EU in such products as clothing, fish
and furniture, this is not substantial and can be
expected to be even less important in the long
run as these countries diversify into medium and
high skill intensive products and ‘heavy’ indus-

trial products such as steel and chemicals.
Competition in the EU market will then be with
the more industrialised countries in Asia and
Latin America and less efficient producers in
the EU. Of greater significance is the fact that
exports of agricultural and manufactured goods
from the CEEC will compete directly with
higher cost producers in the EU. As will be dis-
cussed in Chapter 3, the Europe Agreements
envisage free trade only in industrial products
by the year 2002, (with exceptions in a few agri-
cultural products), and with safeguard clauses
to protect EU producers. It is doubtful, however,
whether such exclusions will be able to persist
over the long term both in terms of compatibil-
ity with GATT rules governing free trade areas
and customs unions (Article XXIV) and with a
vision of a wider European Union.

The positive aspect of these events is that
they open up a potentially very substantial new
market for ACP exports. The EU Association
Agreements (Europe Agreements) cover all
aspects of co-operation between the EU and the
CEEC and Baltic countries and in addition,
encourage these countries to liberalise trade
between themselves, for example through the
creation of the Central European Free Trade
Association and through the PHARE multi-
country trade development programme. The ACP
could link the provisions of a successor arrangement
to Lomé IV with the Agreements for the CEE coun-
tries. By linking the Agreements through
institutional arrangements and technical assis-
tance, the ACP could obtain preferential access
to these markets (which have a combined popu-
lation of 122 million) not only in terms of
exemptions from the trade restrictions applied by
these countries during the pre-accession period,
but also in terms of knowledge of the require-
ments of these markets.
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2

The Export Record of the ACP Countries
and the Role of Trade Preferences

Summary

The small size of population and the generally
low level of income means that the growth of
most of the ACP countries will be constrained by
the small size of the domestic market and that
they must participate in international trade to a
greater extent than larger countries at a compa-
rable level of development. It is often claimed
that the ACP countries have failed to respond to
this challenge and that falling shares in world
commodity markets and in EU imports are evi-
dence of the failure of domestic polices. Also,
the continued dependence on exports of primary
products is seen as evidence that the ACP coun-
tries have failed to take advantage of Lomé
preferences to diversify the product composition
of their exports. A high dependence by the ACP
group on the EU market is also interpreted as
indicating a lack of market diversification com-
pared to other developing countries, with adverse
effects on the growth of exports. This chapter
examines these claims and emphasises both the
fundamental problems faced by the ACP coun-
tries in world commodity markets and, contrary
to the pessimistic view, the increasing extent of
export diversification by the ACP countries. The
problem is not one of an absence of structural
change, but that this needs to be both broad-
ened and deepened. Preferences have been of

some use in stimulating export diversification,
but will be of limited value in the next century
and a new agreement needs to concentrate on a
co-ordinated strategy to reduce the variability of
existing production for export and support further
export diversification by product and by market.

2.1 The Share of Exports in GDP and the
Level of Economic Development

The share of exports in GDP tends to increase
the higher the level of economic development of
a country, because the increasing diversity of the
economy and efficiency of the operation of factor
and product markets enables the country to
become more competitive in world markets. This
general tendency, however, is subject to a signif-
icant degree of variation since it depends on the
initial resource endowments of the economy and,
in particular, on the size of the population of a
country. A small size of population combined
with a relatively low level of per capita income
(only 7 ACP countries, with a population of
more than 1 million are classified by the World
Bank as having a per/c GNP greater than $725)
produces a small size of domestic market and to
overcome this constraint small economies must
enter into international trade at an earlier stage
of development than large economies (Chenery
and Syrquin, 1975; Perkins and Syrquin, 1989).

Table 2.1  Size Distribution of ACP Populations

Africa Caribbean Pacific Total
somillion+ 2 O 0 2
15m-50m L 0 0 .. 7
less than 15m (of which <5m) 38 (21) 15 (13) 8(8) 61 (42)

Source: World Development Report, 1996, World Bank.

34

ACP-EU TRADE AND AID CO-OPERATION: POST LOME IV



Empirical work usually divides countries into
very large (population over 50 million), large
(15-20 million) and small (under 15 million)
economies (see Gillis, Perkins, Roemer,
Snodgrass, 1996, p.49). On this basis, 61 of the
70 ACP countries can be classified as small, and
of this nearly two-thirds have a population of
less than 5 million.

The two largest ACP countries are Nigeria
(108 million) and Ethiopia (55 million), while
the seven countries in the ‘large category’ are
Zaire (41 million), Tanzania (28.8 million),
Sudan (27 million), Kenya (26 million), Uganda
(18.8 million), Ghana (16.6 million) and
Mozambique (15.5 million). The competitive-
ness and growth of the export sector is therefore
of even greater importance to the growth of the
ACP countries than for developing countries as
a whole.

2.2 ACP Exports to the EU

The alleged failure to take advantage of
preferences

The generally accepted view of the record of
ACP exports to the EU since the first Lomé
Convention in 1975 is that, despite being at the
apex of the EU’s ‘pyramid of privilege’ providing
free access (subject to rules of origin) for 95% of
their exports, the ACP countries have failed to
take advantage of their preferential status and,
indeed, performed poorly in comparison with
other developing countries. Moss and Ravenhill
(1987) state that ‘the ACP were markedly less
successful than other developing countries in
maintaining their share of non-oil exports to the
Community: whereas non-oil exporting ACP
states lost 40% of their share of the EEC market
from 1970 to 1984, the market share of other
non-oil exporting countries remained relatively
stable. As a result, the share of non-oil ACP
States in EEC imports from the non-oil-export-
ing LDCs declined substantially’ (p.112). A
recent survey by Davenport, Hewitt and Koning

(1995) of ACP trade performance makes a

similar point in emphasising that, despite the

number of Lomé beneficiaries increasing from 46
countries to 69 countries over the period 1975-
92, the share of ACP non-oil-exports in EU
imports declined from 6.1% to 2.9%, and ‘if ACP
exports to the EU are compared with those of
other developing countries which enjoyed less
preferential access to the European market, the
deterioration in the ACP performance becomes
even more apparent.’ {p.5).

Whilst such general statistics are useful in
focusing attention on the marginalisation of the
ACP in the EU’s external trade relations, they
run the risk of leading to the conclusion that the
Lomé Conventions have therefore been of no
practical value in increasing the exports of the
ACP. To reach such a conclusion on the basis of
this evidence would, however, be misleading.
The Convention covers more than just trade
preferences, the impact of preferences has
complex dynamic as well as static effects which
are not captured by such simple comparisons,
while ‘ACP exports’ are dominated by a few
countries and products, most of which are
primary commodities subject to low growth and
instability. Comparisons with the non-oil devel-
oping countries on the basis that they are ‘less
preferred’ are also misleading because EU imports
from this group are dominated by the NICs and
such large and industrially developed economies
as Brazil and China, none of which are compa-
rable to the ACP countries. An analysis of ‘ACP
exports’ must therefore be conducted at a more
disaggregated level, both by product and country.

ACP exports depend on the performance of a
few countries and products

The ACP comprise a heterogeneous group of
countries with a widely different export experi-
ence. The performance of the ‘ACP group’
however depends upon the performance of a very
limited number of countries and range of prod-
ucts. Over the period 1990-94, Nigeria accounted
for around one-fifth of ACP exports to the EU
and 12 countries were responsible for a further
50% of EU imports from the ACP group. The

share of oil and oil-related products in exports to
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Table 2.2  Main ACP Exporters to the EU
% Share Average Growth Average Growth Main Exports to EU, 1994
AV 1990-94 1990-94 1976-92 (and % of Total Exports to EU)
Nigeria ... 220 2T M, O (BIK) o
Cote d’ Ivoire 8.7 11 29 cocoa beans (32%), wood (14%),

coffee (9%)

Ghana 3.6

Keya 30 34
Zimbabwe 3.0 0.5

Congp 29 A7
Lieria o EN 48
Senegal 1.7 -8.5

40 aluminium (29%),
....................... cocoabeans(23%)
As tea (26%), coffee @1%)
8.2 tobacco (29%),
.. Clothing & textiles (11%)
X oil (51%), diamonds (24%)
.22 diamonds(9%)
14 nut oil (21%), fish etc. (36%)

Yalue exports 1994 Ecu 18.2 billion.

Sources: European Commission, External Trade af the EU with the ACP Countries and OCT’s Luxembourg, 1995; Column 4, Davenport et al, 1995.

the EU varies according to the world price of oil
but has averaged around 30%. A further nine
products (defined at the 4 digit CN level - dia-
monds, cocoa beans, coffee, sugar, wood in the
rough, aircraft, bananas, refined copper, sawn
wood) accounted for 43% and twenty-six prod-
ucts account for over 70% of the ACP non-oil
exports to the EU. Table 2.2 lists the 12 ACP
countries responsible for 72% of ACP exports to
the EU in 1994 and shows their high export
dependence on one or two product categories.
Variations in the performance of a few key ACP
countries and/or in a small number of products
will therefore largely determine the performance
of ‘ACP exports’.

Problems of low growth and instability

Exports of primary commodities are generally
subject to very low and declining income elas-
ticities of demand, producing low growth rates
in the volume of exports. They are also subject
to a long term decline in real commodity
prices, with considerable instability around
this downward trend.

Table 2.3 analyses the $ price change of
twenty-two primary products over the period
1984-94 which together accounted for 42% of
ACP non-oil exports to the EU in 1994. Nearly
half of these commodities experienced a down-
ward trend in their current $ price and all but
four products (tropical hardwoods and plywood,
copper, manganese) experienced declining real
product prices which, in the case of coffee and
cocoa, averaged -10.4% and -11.5%pa over the
ten year period. The data also demonstrates that
not only have ACP exporters been faced with
declining prices, but there has also been a high
degree of instability around this adverse trend
with price variations often being a large multiple
of the trend rate of change. The implications of
this for ACP commodity exports to the EU in
recent years is illustrated in Table 2.4.

For example, in the case of cocoa beans, the
ACP increased the volume of exports to the EU
by 7.7% pa over the period 1988-94 (as a result,
in part of the implementation of structural adjust-
ment programmes in Ghana and Cote d'lvoire)
and the EU import share from 78% to 86%, but
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Table 2.3

Trends in Commodity Prices 1984-94

% Annual Average Rate of Change, % EU Non-oil
Variation' % Imports from
current $ constant $2 ACP
Coffee 247 -10.4 6.8

Sources: Commodity Yearbook 1995, UNCTAD Eurostat, 1995.
Notes: 1 % deviation from exponential trend value

2 Current § divided by index of export unit value of manufactured goods exported by developed market economies.

the falling $ world prices of cocoa beans (-45%
1988-92 before rising by 130% 1992-94) meant
that the ecu value of export receipts increased by
only 0.2% pa. Similarly, whilst the volume of
coffee exports declined by an average of -3.3%
pa, export receipts (in ecu) fell by -9.7% pa and
in the case of cotton, a decline in volume of -
6.5% pa translated into a -10.1% pa in value.
Only in the case of tropical hardwoods do we
observe a rise in ecu unit values sufficient to
offset the rise in the price of imported manufac-
tured goods. Also, it is only in the case of sawn
hardwoods that variations in export volume (i.e.
export supply) are greater than those for export
earnings, in all other cases the variation in
export values is greater than volume, suggesting

that in recent years, instability in export earn-
ings in these products has been more a price
(measured in ecu, which, given that 55% of Sub-
Saharan Africa’s imports come from Europe, is
probably the most appropriate numéraire)
problem than supply-side problem.

A declining share of world commodity markets

Taking a longer run perspective, the declining
share of ACP countries in world commodity
trade is often taken as evidence of a failure to
compete effectively in world markets.

This decline over the period 1975-93 has cer-
tainly been dramatic, as shown in Table 2.5, with
a 54% fall for Sub-Saharan Africa and a 33%
fall for the Pacific. This can be contrasted with a
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Table 2.4  Exports of Traditional Products to the EU

Value 1994 Volume 1988-94
Ecum Av.Growth % Variation Share in Extra-EU Imports
in Growth 1988 1994
Cocoa beans 1028.4 7.7 1.8 78 86
e g Ly g Jyr

Palm oil

Palm kernel
oil, etc.

Wood, rough 611.4 -5.8 23 61
(4403-34/35/99)

Wood, sawn 441.6 38 1.7 n/a 43
(4407-22/99)

Copper, refined 143.8 -22.6 5.5 23 5

Source: Computed from Eurostat (1995).
1 Av growth rate uses the formula log X = a + b{t)
2 Variation in the growth rate is the standard error of the coefficient b and shows the typical % deviation around the estimated trend growth rate.

Table 2.5  Share in World Primary Commodity Trade (Excluding Fuels) by Value

1975 1993 % Change in Share
Developing countries 315 29.2 7.3
(excluding major petroleum
aNd ManU A CIUreS XD erS) e
At e 10,9 e 33 +394
Developing America 25 13 76
sub-Saharan Africa e
(excluding South Africa) 32 e 24 038
Oceania 0.6 0.4 333

Source: Computed from UNCTAD Commodity Y.B. 1995.

Table 2.6  Share of Sub-Saharan Africa in World Production of Major Commaodities

1975 1993 % Change in Share
Cocoa beans, e OB 234 : 7.0

Coffee, green 25 e N e 454

Tea 99 124 4283
Palmoil 404 M k18
Palmkernels 20 W

Cotton AL 5 . 4375
BN 0 .

Source: Computed from UNCTAD Commodity Y.B. 1995.
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Value 1988-94 Main Exporters

Av.Growth % Variation Share in Extra-EU Imports % Share in ACP
in Growth 1988 1994 (exporters)

0.2 2.0 80 87 Cote d’Ivoire (56%); Ghana
....................................................................................................................................................................... 17%); Nigeria (11%)
9.7 5.0 39 29 Cote d’tvoire (16%);

Uganda (13%); Kenya (13%);
....................................................................................................................................................................... Cameroon (10%) ...
e BT V2 35 Kenya (75%); Malawi (12%)
e 108 24 19 3 PNG (52%); Cote d'Ivoire (33%) _

1.0 49 13 12 PNG; Cote d’lvoire
2.6 25 76 Cameroon; Gabon; Cote
......................................................................................................................................................................... d'lvoire, Congo ...
6.6 1.5 n/a 43 Cote d’lvoire; Cameroon;
......................................................................................................................................................................... Ghana
-10.1 23 24 18 Chad (15%); Mali (13%),
......................................................................................................................................................................... Zimbabwe (11%) .
-28.6 5.7 23 4 Zambia (47%); Zaire (46%)

much smaller decrease for Developing America
and for the developing countries as a whole;
while Asia has increased its share by 39%. The
substantial increase in the share of Asia has been
largely due to the rapid growth of primary com-
modity exports up to the second half of the 1980s
by Turkey, China, Hong Kong, Taiwan, South
Korea, Indonesia, Malaysia and Thailand, and
there are, without doubt, important lessons to
be learnt by the ACP countries from the success
of the Asian countries. When, however, we
compare in Table 2.6 the shares in the volume of
world production of the main ACP commodities
listed in Table 2.4, then a somewhat different
picture emerges.

The largest decrease in the share of world
production over the period 1975-93 was in palm
oil, but this was despite a 41% increase in the
volume of production. The declining share was
produced by the exceptional increases in pro-
duction by Indonesia (762%) and Malaysia
(488%). Similarly, the decreased share in cocoa
beans was due to very large increases in produc-
tion by Indonesia (4 m.t. to 239 m.t.) and

Malaysia (13 m.t. to 2126 m.t.) which far out-
weighed the 32% increase in production by
Sub-Saharan Africa (which itself comprised large
increases in production by Cdte d'Ivoire and sub-
stantial decreases in production by Ghana and
Nigeria). The 63% increase in world production
from 1.56 billion metric tonnes in 1975 to a peak
production of 2.54 billion metric tonnes in 1989
produced the sharp decline and instability in
world prices previously noted. The decline in
production and exports by Ghana and Nigeria
were probably due to inappropriate economic
policies, but falling prices and instability also
serve as an illustration of the ‘fallacy of compo-
sition’ (Cline 1985). This states that what may be
a sensible strategy for one country, when consid-
ered in isolation, may not be sensible for all
developing countries simultaneously. The sharp
decline in the ACP countries’ share of particular
world commodity markets certainly deserves
detailed study, but it would be wrong to ascribe
this exclusively to a ‘failure of policy’, nor does
this necessarily lead to the conclusion that the

ACP should seek to re-establish their share of
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world commodity markets where world produc-
tion has exceeded world demand and which are
characterised by declining and unstable prices.

ACP exports and trade preferences

The previous sections have emphasised the sig-
nificance of country and commodity
concentration in ACP exports. A third factor
affecting an analysis of the trade effects of the
Convention is that if Lomé preferences are to
have a trade stimulating effect, then there must
be a significant margin of preference in the form
of exemption from tariffs, import quotas,
minimum import prices and other barriers to
trade relative to competing countries. Most ACP
exports are composed of primary products, and
the EU Commission has calculated that 63% of
their exports would have entered the EU duty-
free under MEN or GSP treatment in 1993 (since
the EU’s final offer bringing the tariff rate on
cocoa beans down from 3% to zero was imple-
mented in 1995, we can infer that this proportion
has increased to over 70%), while a large pro-
portion of the remaining products have been
subject to tariff preferences of a trivial level of 5%
or less. As a result, Lomé preferences could not
have had any quantifiable trade stimulating effect
on most ACP exports.

The combination of the dependence of ACP
exports on commodities with little or no margin
of preference and on the performance of a few
countries leads to the conclusion that a discus-
sion about the declining share of the ACP
countries in EU imports despite Lomé preferences,
while perhaps being useful in highlighting the
plight of the ACP, fundamentally suffers from
the error of misplaced aggregation. The appro-
priate counterfactual is ‘what would the
performance of the ACP have been without the
Lomé Convention? One view {McQueen and
Stevens, 1989) is that, given the internal situa-
tion in many countries and external world
market difficulties faced by the ACP countries, it
is difficult to imagine that the situation would
have been better in the absence of the
Convention. Furthermore, while preferences can

never be a sufficient condition for export growth
and diversification, they may be of significant
help to small, infant economies. The alternative
view is that the elimination of trade preferences
would break a certain psychological dependency
on the EU market and make them more aggres-
sive in searching for new markets (Davenport,
1992). It is also argued that preferences create a
‘false’ comparative advantage for recipient coun-
tries which leads to a misallocation of resources
and lower growth. These issues concerning
export growth and diversification by market and
product are clearly of importance to a new ACP-
EU agreement and are therefore considered in
some detail.

2.3 Export Diversification

Why is export diversification so important?

The objectives of export diversification are to
reduce dependence on a few primary products
subject to fluctuations in export volume and
falling and unstable prices. Diversification is seen
as increasing both the growth and stability of
export earnings, reducing the risk and uncer-
tainty of investment in the economy in general,
and thus accelerating growth. A related form of
export diversification is geographical diversifica-
tion, based on the assumption that cyclical
fluctuations in demand in different countries are
not closely correlated and so diversification will
increase the stability of export earnings. Also,
in the long run, markets will grow at different
rates as economies develop different structural
characteristics and unless exporters respond to
shifts in market conditions, export opportunities
will be lost and earnings stagnate or decline.

Geograpbhical distribution of ACP exports

A striking characteristic of African ACP exports
is a much higher degree of dependence (58%
total exports) on a single market, the EU, com-
pared to either developing countries as a whole,
or to any other regional grouping of developing
countries and developed countries (e.g. Latin
America and South and South East Asia depend
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Table 2.7  Exports by Destination

Destination EV USA Japan Developing Countries
% Growth % Growth % Growth % Growth
Commodity Group 1970 1992 1970-92 1970 1992 1970-92 1970 1992 1970-92 1970 1992 1970-92
Developing Africa
Food 541 571 49 145 51 02 23 62 94 118 192 70
Agric Raw Materials 396 558 59 49 33 24 53 49 39 149 27 63
Ores&Metals 635 546 21 15 74 106 134 132 27 44 146 86
Manufactures 357 593 151 27 56 162 07 06 118 444 267 99
Developing Countries
Food 367 287 74 233 157 67 55 129 129 153 296 119
Agric. Raw Materials 296 244 58 76 103 82 176 159 63 220 363 92
Ores&Metals . 425 280 48 172 103 43 189 203 71 67 266 137
Manufactures 191 199 194 270 252 188 45 68 215 325 376 191

Source: UNCTAD Handbook of International Trade and Development Statistics , 1994.

on the USA for 23% to 25% of their exports).
Such a high degree of dependence on the EU
market may increase the instability of export
earnings since variations in the growth of the
EU market will be transmitted as fluctuations in
the derived demand for African goods.

A further difficulty is that EU imports from
the developing countries of food, agricultural
products, ores and metals have, in a number of
important respects, been growing less rapidly
than imports by other developed countries or
intra-developing country trade. These two char-
acteristics of market dependence and growth are
explored in more detail in Table 2.7 for non-oil
exports and from which the following conclu-
sions can be drawn:

1 Africa’s dependence on the EU market for
exports of food, agricultural raw materials
and manufactured goods has increased to
between 56% to 60% over the last two
decades, while the dependence of
developing countries as a whole on the EU
has declined to around 20% to 29%.

2 The growth of Africa’s exports of foodstuffs
to the EU has been lower than that to Japan
and to the developing countries.

3 The growth of Africa’s exports of
agricultural raw materials to the EU has

been lower than that to the developing
countries.

4 The growth of Africa’s exports of ores
and metals to the EU has been lower than
that to the USA, Japan and the

developing countries.

5 The growth of Africa’s exports of
manufactured goods to the EU has been
lower than to the USA.

6 The growth of the developing countries’
exports of food, ores and metals, to the EU
has been significantly lower than that to
Japan and intra-developing country trade.

7 The growth of the developing countries
exports of agricultural raw materials to
the EU has been substantially lower than
that to the USA and intra-developing
country trade.

These observations suggest that Africa’s concen-
tration on the EU market may have led to it losing out
on the globalisation of markets and contributed to the
lower growth performance of its exports.
Diversification of existing exports to more rapidly
growing markets combined with a long run strat-
egy of a much greater diversification into
processed and manufactured goods is clearly
essential if the ACP countries are to break out of
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Table 2.8  Geographical Distribution of ACP Exports

Developed Market Economies EU Developing Countries
1975 1992/3 1975 1992/3 1975 1992/3

Africa (Developing)

Zambia A 83.0 64.1 39.0 10.5 16.4
Caribbean

TheBahamas 965 973 87 A 35 27
Barbados 791 530 35 25 201 480
Belize o gl7 781 348 333 176 219
Dominica 757 673 By 625 189 37
Dominican Republic 964 870 163 214 33 ...Mn9
Genada 861 631 796 4“8 36 369
Haii @17 %2 208 124 23 58
Jamaica 818 869 %5 34 138 127
Surinam 94.8 785 35.1 3838 5.2 16.4
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Table 2.8

Geographical Distribution of ACP Exports (continued)

Developed Market Economies EU Developing Countries
1975 1992/3 1975 1992/3 1975 1992/3
Trinidad & Tobago 77.5 55.9 79 48 17.7 39.2

Pacific

West Samoa 943 75.9

Note: 11970
Source: UNCTAD Handbook of International Trade Statistics (various years).

their present vicious circle of a low growth of
exports producing a low growth of output, and
the low growth of productive capacity limiting
the ability to increase exports.

On the other hand, it is important to recog-
nise the diversity of experience among the ACP
countries. Of the 33 African ACP countries
listed in Table 2.8, nineteen depend on the EU
market for more than 50% of their total exports,
but only ten of these countries increased their
dependence on the EU over the period 1970-
92/3. Of the remaining fourteen African ACP
countries where the EU accounts for less than
half their exports, only four countries (Angola,
Ethiopia, Mali, Madagascar) increased the share
of exports to the EU. Similarly, more than half
(18) of the African ACP countries have
increased the share of exports to other develop-
ing countries. In the case of the Caribbean
countries, only Dominica, Grenada and Surinam
have historically been substantially dependent
on the EU market and, with the exception of the
Dominican Republic (which recorded a small
increased share of exports to the EU), this depen-
dence has fallen. Conversely, most of the
Caribbean countries have increased the share of
exports to other developing countries, in some
cases (Barbados, Belize, Dominica, Grenada,
Trinidad and Tobago) to quite substantial levels.
The Pacific countries rely on the EU for around
a quarter or less of their exports but the major
change is a sharply decreased dependence on the

EU and an increased share accounted for by other
developed market economies and other devel-
oping countries.

Thus a picture of ACP-EU trade relations
being one of an unaltered and high dependence
by the ACP on the EU, would be an oversimpli-
fication of what is a more complex reality of
considerable variation in dependence both
between ACP countries and over time, and lead
us to reject the hypothesis that Lomé has had a
systematic tendency to maintain a high degree of
dependence on the EU market. Nevertheless,
while the EU market will continue to be of
importance to many ACP countries, it is also
clear that many ACP countries could increase
the growth of their exports by increasingly
looking to non-EU markets and it is essential that
a new ACP-EU Agreement helps to develop ACP
exports to world markets and not just to the EU.

Export diversification by product

Diversification may be horizontal into new prod-
ucts within the same broad sector of production
(e.g. new agricultural products), vertical into the
processing of domestically produced raw materi-
als, and diagonal into the processing or
manufacturing of imported inputs.

Table 2.9(a) examines changes in the overall
structure of ACP exports over the period 1970-
93. Contrary to the perception that there has
been no structural change in ACP merchandise
exports, this data shows that even when we
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Table 2.9(a) Structure of Merchandise Exports

(% merchandise Fuels, minerals, Other primary Machinery & Other
exports) metals commodities transport equipment manufactures

1970 1993 1970 1993 1970 1993 1970 1993
Mozambique wo.Mo8 66 . T S 5o 18
Ethiopia 2 1 97 0 0

—lw

AAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAA no.2B om0 0 665
Mauritius [ 2 3 2 I 2 i, 65
Trinidad & Tobago 7B 3B B LI B, 2 2
56 85 35 12 1 0 8 3
83.0 59.8 7.1 24.2
19.7 23.0 11.8 21.0

Source: Adapted from World Development Report, 1995.

Note: 1 Excluding Sierra Leone, Nigeria, Mauritania, Cameroon, Trinidad and Tobago, Gabon

exclude the main exports of fuel and minerals
(where large shifts in the price and volume would
exaggerate the change in the share of ‘other
primary products’), the dependence of the
remaining 16 ACP countries on exports of
primary products, excluding fuels, ore and metals,
has declined from an average share of 83% to
60% of total exports, while the share of manu-
factures has increased from 7% to 24%.

Table 2.9(b) provides a comparison for 1980-
92 with similar results, in particular a doubling of
the share of manufactures as a result of diversifi-
cation by Benin, Central African Republic,
Barbados and Fiji.

Care must be taken in interpreting these sta-
tistics. First, the instability around a falling trend

in most commodity prices may affect a compari-
son of the share of primary products in total
exports, with falling prices exaggerating the ‘true’
degree of export diversification. Second, there is
a large degree of variation around the average
share and this is particularly true of ‘other man-
ufactures’ where the standard deviation has
almost doubled and is almost as large as the mean
value. Nevertheless the shifts, particularly in the
share of manufactures, are such as to demon-
strate that an increasing number of ACP
countries have been able to engage in vertical
and diagonal diversification.

Table 2.10 presents this information in a
slightly different way for 1970-1992 and shows
exports of manufactures as a proportion of non-oil
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Table 2.9(b) Structure of Merchandise Exports

(% merchandise Fuels, ores,

Other primary

Manufactured GNP per/c Pop

exports) metals commodities goods $us 1993
1980 1992 1980 1992 1980 1992
Benin 53 . 73 868 708 34 219 420 5.2
C. African Republic 00 | 02 710 405 252 358 390 60
Guinea-Bissau 03 00 871 929 82 29 220 10
Guana 380 204 498 525 110 74 350 08
Togo 662 263 232 379 106 79 330 40
Barbados 527 01 471 323 71 507 6240 03
Belize 00 | 00 820 784 176 149 2440 02
Fill o0 02 928 618 14 375 2140 08
Solomonislands 00 | 00 987 927 60 24 750 04
Tonga 00 | 05 95 60 35 75 1610 01
mean 735 629 94 189
m T T —

Source: Small States: Economic Review and Basic Statistics, Commonwealth Secretariat, 1995

exports for 39 ACP countries. Of these, 22 coun-
tries recorded an increased share of more than
5% and in almost all of these cases, manufactures
accounted for over 20% of non-oil exports.

A more complete picture of export diversifi-
cation is revealed by changes in the overall
export concentration index. Table 2.11 provides
details of the Hirschmann concentration index
for 1970, 1980 and 1992 calculated for the 239
three-digit SITC Revision 2 classification of
products. As before, the statistics have to be
interpreted with care to avoid a ‘false’ decrease in
export concentration simply because of falling
world prices of commodities and/or a temporary
decrease in export volume. In addition, while
the three-digit level of classification is generally
used to distinguish between different products, in
the case of some products, differences in three
digit headings occur for closely related products.
In this case it may be questioned whether this is
‘true’ export diversification in the sense of a wider
portfolio of products leading to greater stability in
export earnings. For example, Mauritius records
a two-thirds fall in the level of concentration of
exports. However, almost all of these new exports
are clothing, where differences between three-
digit classification are finely drawn (for example,

SITC 841 and 842 cover, respectively, male and
female garments not knitted or crocheted,
whereas 843 and 844 cover knitted and
crocheted garments, while 845 covers knitted or
crocheted garments for either men or women).
Thus, while Mauritius has been the most
successful ACP country in engaging in diagonal
diversification out of a dependence on in this
case sugar, the degree of diversification is some-
what exaggerated by the change in the
concentration index.

Analysis of changes in the concentration
index and the number of products exported over
the period 1970-94 produces a rather less
optimistic picture to that previously outlined on
the basis of shares of particular groups of products.
Countries such as Colombia, El Salvador, Sri
Lanka, Guatemala, Tunisia, Uruguay and
Morocco all have concentration ratios less than
that of Tanzania (with the lowest ratio of the
ACP countries of 0.248) and considerably less
than the median value for the ACP countries
listed in Table 2.11 of 0.491. Also, of these 42
ACP countries, only 17 countries have record-
ed a decrease of 20% or more in the
concentration ratio over the period 1970-94 or
1980-94. This is partly due to the increased
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Table 2.10 Proportion of Manufactures in
Non-0il Exports

(Rank by Concentration % of Manufactures

Index 1994) in Non-oil Exports
1970 1992'
Nigeria A 1.7 28.6

Tanzania 13.6 18.5

Source: UNCTAD Handbook of Trade and Development Statistics — various years.
Note: 1 Latest year available.

importance of oil and minerals increasing the
ratio for eight ACP states (Nigeria, Angola,
Gabon, Burkina-Faso, Sierra Leone, Cameroon,
Papua New Guinea) and the increased impor-
tance of tobacco exports in the case of Malawi.
However, it is also noticeable that only in the
case of Papua New Guinea has the number of
products exported increased; in all other cases
the number of products exported has been more
or less constant, or decreased (Nigeria, Angola,
Malawi, Burkina Faso, Cameroon). Further
research would be required to identify the causes
of this, but from a theoretical perspective we
could expect this to result, for example, from
‘Dutch Disease’ effects and a progressive deval-
ued increase in the CFA franc, causing an
appreciation of the real exchange rate and a
consequent decline in the competitiveness of
tradable products. Of the 17 countries recording
a decrease in export concentration, only 10
countries recorded a significant decrease in the
ratio over the period 1980-94 (Congo, Uganda,
Vanuatu, Ghana, Dominica, Trinidad and
Tobago, Fiji, Jamaica, Mauritius and Grenada).
[t is also worth noting that 11 of the 17 countries
are very small economies with populations of
less than 3 million and it might be argued that
it is easier for these economies to record a
decrease in the concentration ratio because it
involves a comparatively small absolute increase
in the export of ‘new’ products.

The conclusions we can draw from this analy-
sis of export diversification by the ACP states
over the period 1970-94 is that, contrary to the
image of no structural change and unchanged
dependence on traditional primary products, a
substantial number of countries have diversified
their exports. However, only 8 of the 47 ACP
countries (for which there is adequate data) have
experienced a sufficient degree of export diver-
sification as to record a concentration ratio in
1994 which was at least 20% less than in 1970
and to have sustained that decrease over the
more recent period of 1980-94. A wealth of
empirical evidence strongly suggests that ‘for
successfully developing economies, export
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Table 2.11 Concentration of ACP Exports 1970-94

Countries (by Rank Order Number of Products Concentration Index
of Concentration Index)

1970 1980 1994 1970 1980
Nigeria 34 147 130 0.583 0.948

Senegal 113
Tanzania

Source: UNCTAD Handbook of International Trade and Development Statistics — various years.
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concentration ratios decline over time’ (Colman
and Nixson, 1994, p. 145) and the central chal-
lenge facing a future Convention is to help to
create the conditions in which the ACP coun-
tries can be integrated more fully into the
international economy and to nurture and
develop the nascent export industries which
have developed in recent years.

2.4 Export Diversification to the EU
Diversification 1975-88

It has been emphasised that an analysis of the
extent to which the ACP countries have utilised
preferences available under the Lomé
Convention cannot be based on total exports
but on a much more closely defined group of
products in which Lomé provides a competitive
advantage to the ACP through exemptions from
EU tariff and non-tariff barriers to trade. The
theory of preferences would then predict that,
other things being equal, this should lead to the
export of ‘new’ products (as well as increased
exports of existing products for which prefer-
ences were available) to the EU. This form of
analysis was first carried out by Stevens and
Weston (1984) for the period 1975-80 and sub-
sequently by McQueen and Stevens (1989) for
the period 1976-87. The latter study initially
reviewed 179 items at the 4 and 6 digit Nimexe
level of classiftication with a total value of Ecu
956 million in 1987. From this the study focused
on 70 items grouped under 8 product categories
- canned tuna, leather and leather products,
wood products, yarns and fabric, clothing,
processed tropical products, fresh flowers, veg-
etables. Altogether, 28 ACP countries recorded
some new exports over the period 1976-87 and
although many exported only a small number of
products, one-third exported six or more new
products and five countries exported more than
15 products. Furthermore, the range of ACP
countries exporting these products included both
more developed countries, such as Kenya,
Zimbabwe, Cobte d’lvoire, Mauritius and
Cameroon, and poorer countries at lower levels

of economic development such as Ethiopia,
Sudan and Ghana. It was also noted that
although the total value of the 179 products rep-
resented only 7.9% of total ACP non-oil exports
to the EC, this was equivalent to almost three
times the level of EDF 6 disbursements in 1987
and 26% greater than the combined disburse-
ments from EDF 5 and 6, emphasising that the
trade regime of Lomé is infinitely more important
as a source of foreign exchange than the aid pro-
visions. McQueen and Stevens emphasised that
these were often nascent exports, but drew the
tentative conclusion that, in contrast to the pes-
simistic conclusions of most other studies, these
results indicated a basis for future diversification.

Diversification 1988-94

Table 2.12 provides a summary of exports to the
EU from 1988-94 for the products covered by
the 1989 study. The total value of these products
in 1994 was ecu 1,856 million or 13.5% of ACP
non-oil exports to the EU, representing a sub-
stantial increase in value and a significant
increase in the processing of primary products
and diversification into ‘new’ products. The
number of countries has also increased, for
example, 34 ACP countries exported more than
ecu 100,000 of clothing to the EU (see
Davenport, Hewitt and Koning, 1995, Table
A4). Fisheries are now the most important group
of products, with clothing second in importance,
and these two groups together account for 60%
of the products listed in Table 2.12. The highest
growth rates have been recorded for fishery prod-
ucts (with the exception of shrimps and prawns,
and frozen yellowfin tuna), clothing, cotton yamn,
fruit and vegetable products (excluding pineap-
ples) and parquet flooring. It is interesting to
note that processed traditional primary products,
however, have generally not performed well, with
low or negative growth rates for cocoa butter,
cocoa paste, coffee extracts, veneers and
plywood, laminated wood and woven fabrics of
cotton. This serves to emphasise that although
domestic value added can be significantly
increased by vertical integration into processing
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and manufacturing (for example, the implicit
unit price in 1994 for cocoa beans was ecu 1.15
per kg, while the price of cocoa butter was ecu
2.51 per kg; coffee beans were ecu 1.86 per kg,
while the price of coffee concentrates, extracts
etc. were ecu 6.60 per kg), it may simply produce
a once-and-for-all gain and not necessarily
increase either the long term growth or stability
of export earnings. For example, the growth in
the ecu unit price over the period 1988-94 of
cocoa beans was -7.5% p.a. and of cocoa butter
was -4.4% p.a.; for coffee beans it was -6.4% p.a.
and for coffee concentrates, etc., was 17.2% p.a.
The coefficients of variation (which may be
regarded as a measure of instability) in both
volume and value were similar (around 2.0) for
cocoa beans and cocoa butter, but was substan-
tially higher for coffee concentrates, etc. The
latter may reflect production difficulties in the
ACP countries rather than market instability,
but this does not alter the fact that the costs and
benefits of utilising resources in vertical integra-
tion must be carefully examined in exactly the
same way as for any other investment project.
There should be no automatic assumption
that because an ACP state exports a raw mater-
ial, it is necessarily in its best interests to diversify
into the processing and manufacturing of that
raw material. Horizontal diversification may offer
a better use of resources. For example, a recent
report (UNCTAD, 1995) draws attention to the
fact that non-traditional agricultural exports from
Sub-Saharan Africa were now third in value
behind coffee and cocoa, while Zimbabwe had
increased its exports of non-traditional agricul-
tural products from less than $1 million in 1985
to more than $50 million in 1994. Production of
high value crops can also generate a substantial
amount of employment, both in production (the
UNCTAD study reports that a joint venture
between Kenyan and French firms to export
canned green beans generated employment for
20,000 poor farmers in West Kenya) and in pack-
aging, transport and distribution, and in
associated suppliers of goods and services.

Diversification is often on a fragile base and
the margin of preferences is falling

The variation in the export experience of non-
traditional products is reflected in the change in
EU import share. Table 2.12 shows a substantial
increase in share by the ACP countries for
veneers, cut flowers, fresh and chilled fish, lobster,
with a smaller increase for fresh fruit. In terms of
the value of exports, however, this has been out-
weighed by declining shares for tuna, coffee
concentrates, oil extracts, cocoa butter, fresh and
chilled pineapples, and frozen shrimps and
prawns. With the exception of tuna, these
decreases have been associated with zero or neg-
ative growth rates and underline the fact that
preferences by themselves do not guarantee the
success of ACP exports and should be considered
simply as one of a number of factors assisting
export diversification. They also illustrate the
vulnerability of new ACP exports and this,
together with the often significant degree of
variation in export volume, and dependence on
one or two ACP countries for a large proportion
of these products, demonstrates the need for con-
centrated action to strengthen ACP export capacity
and competitiveness.

Equally, although preferences do not guaran-
tee success in exporting to the EU, their presence
can be important in offsetting the cost/competi-
tive disadvantages of the ACP countries. This is
most clearly illustrated in the case of the textiles
and clothing (see the case study on Mauritius,
below), where the ACP are exempt from the
EU’s quantitative restrictions of the Multi-Fibre
Arrangement (MFA) limiting the exports of
most non-ACP countries. These import quotas
will be phased out in stages ending in 2005, and
will mean a substantial loss of preference, since
67% of the ACP exports of textiles and clothing
are in MFA covered products (see Davenport,
Hewitt and Koning, 1995, Table A3). To some
extent, this may be offset by increased access to
other, protected, markets such as the US, but
this will have to be achieved in competition with
other highly competitive countries whose exports

ACP-EU TRADE AND AID CO-OPERATION: POST LOME IV

49



Table 2.12 Exports of Processed and Non-Traditional Products to the EU

VOLUME 1988-94
Value 1994 Growth in Variation Share in Extra-EU
Ecu m % p.a.! in Growth? Imports
1988 1994
Coffee extracts, etc. 32.0 1.7 9.5 18 19

Clothing 466.5 11.8 1.7 n/a n/a

Source: Computed from Eurostat, 1995.
1 Growth rote computed from the formula log x = a + bt
2 Variation in the growth rate is the standard error of the coefficient b and shows the typical % deviation around the estimated trend growth rate.

have been constrained by quotas. Also, there  tingent protection measures. EU preferences on
is no guarantee that the industrialised coun-  industrial products will then be limited to tariff
tries will not, at least to a limited extent, preferences and although tariffs have been
replace the protection of the MFA with con-  reduced to an average of 4% (a decrease of 38%
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VALUE 1988-94

Growth Variation in Share in Extra-EU Main Exporters
% p.a. Growth Imports (% ACP Exports)
1988 1994
L. ...:: SO 10.7 38 22 ! Cote d'lvoire (98%)

1.9 1.7 60 41 Cote d'Ivoire (58%), Ghana (25%),
.............................................................................................................................................................. Nigeria (11%) o
OO, ST S 75 T8 ] Cote d'lvoire (70%), Cameroon (21%)

8.3 1.1 74 68 Kenya (59%), Burkina Faso (13%),
................................................................................................................................................................ Senegal (11%)
................................ TA e M 8 S KenYa 83%)

7.8 1.2 18 21 Cote d’Ivoire (34%), Mali (16%),
............................................................................................................................................................... BurkinaFaso (13%)

-5.0 0.8 3 3 Swaziland (68%), Zimbabwe (19%),
............................................................................................................................................................... Mozambique (6%)

21.1 2.4 4 10 Madagascar (77%), Kenya (7%),

. Zimbabwe (6%)

20.0 1.7 1 12 Namibia, Mauritania, Somalia,
............................................................................................................................................................... Senegal, Kenya, o
................................ 67 ..o 250 ......TheBahamas(@6%)

0.4 2.2 22 14 Mozambique (22%). Ma'('i”éé'ascar """""""
.............................................................................................................................................................. (19%), Nigeria (16%). Senegal (15%)

23 1.5 47 28 Cote d’lvoire, Congo, Cameroon,
................................................................................................................................................................ Ghana
................................ 126 M BB Cote dvoire (70%), Ghana (15%),

42 2.6 2 2 Gabon (51%). Cote d’Ivoire (33%),
................................................................................................................................................................. Cameroon (12%) oo

11.6 3.6 2 6 Zimbabwe (32%), Zambia (26%),
............................................................................................................................................................... Nigeria (14%), Tanzania (13%)

-5.5 1.6 5 4 Cote d’Ivoire (31%), Madagascar
................................................................................................................................................................. (19%), Cameroon (17%) ..

9.5 1.6 n/a (2.0) Mauritius (76%), Zimbabwe (4%),

Jamaica (7%), Madagascar (2%)

on pre-UR rates), tariffs on sensitive products The effective margin of preferences for the
such as footwear, clothing, leather goods and ~ ACP countries, however, should be evaluated
some simple manufactures have generally been  in terms of the EU’s other preference schemes.
decreased by much smaller proportions toarange  In terms of the GSP, this will reduce tariffs on
of 17% for footwear (previously 20%), through  most sensitive products by 15% to 30% (for
12% for textiles and clothing (previously 13% to  example, to 12% on footwear and 10% on
14%) to 9% for leather goods and cutlery. textiles and clothing) and by 65% in the case
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of cutlery (i.e. to 3%). Also, for the 9 non-ACP
least developed countries and the 10 Latin
American countries covered by the EU’s
enhanced GSP scheme, tariffs are, in most cases,
zero. In addition, the EU has signed 26 free trade
agreements since 1990 (Greenidge, 1996) which
provide for duty-free entry for industrial prod-
ucts. In practice, therefore, the effective margin of
preference on industrial products available to the
ACP countries is at best less than 10% on a
limited range of products and very low or 0% on
a wide range of goods and 0% in relation to the
45 non-ACP countries with which the EU has
preferential arrangements which go beyond the
standard GSP.

Changes in the complex system of EU agri-
cultural protection are discussed in detail in
Chapter 7. As has been the case for sensitive
industrial products, reductions in tariffs have been
less than the average of 38% for all products and
have typically been of the order of 20% or less (to
between 8% to 14%). The exception, as far as all
ACP exports are concerned, are flowers, where
both peak rate and off-peak rate tariffs have been
reduced by 50% (to between 8.5% to 12%). Also,
agricultural and fisheries products are subject to
only limited preferences in the GSP, both in terms
of product coverage and are subject to only a 15%
reduction in the MEN tariff rate. The exception
(of relevance to Mauritius) is orchids, where the
post UR rate of 8.5% (pre-UR rate of 17%)
received a GSP reduction to 3%. The EU’s
enhanced GSP scheme for agricultural products is
discussed in Chapter 7 and, while it is difficult to
generalise, preferences are generally less generous
than those under the Lomé Convention.

Objective assessments of the role of prefer-
ences, however, invariably lead to a qualified
acceptance of their role in increasing exports.
Where domestic production conditions encour-
age exports, then preferences can act as a useful
additional incentive to sourcing imports from a
preferences receiving country. But more impor-
tant determinants of demand, as compared to
the margin of preference, for both industrial
goods and agricultural and fisheries products, are

non-price factors such as the quality of the
product and the reliability of suppliers. Similarly,
analysis shows only a small empirical positive
relationship between the growth of ACP exports
and the margin of preferences. A more important
factor than the margin of preference is invariably
the growth of the market. This equally implies
that the erosion of ACP preferences should have
only a limited adverse effect (though this may be
significant for particular ACP countries) which
could be more than offset by the growth of world
trade, and that ACP negotiation resources for a
new agreement should be much less concerned
with trying to obtain new or increased prefer-
ences and much more concerned with radically
improving export capacity.

2.5 Implications for a New Agreement

The ACP countries have recorded a declining
share of world commodity markets and of EU
imports from the non-oil developing countries
and this has been interpreted as resulting from
the failure of ACP trade policies. Closer exami-
nation of the trade statistics, however, reveals a
large degree of variation between ACP countries
and a more complex picture underlying broad
aggregates of trade flows. Declining shares of
world markets in traditional products such as
cocoa beans, palm oil and palm kernels can
largely be explained by very substantial increas-
es in production by Malaysia and Indonesia. The
excess of world production in relation to demand
has led to large decreases in prices. Also, varia-
tions in ACP export earnings of primary products
have been greater than variations in export
volumes (with the exception of sawn hardwoods)
indicating that price instability is a larger
problem than variations in production. ACP
countries must therefore decide whether
increased production of primary products is in
their long term best interests, or whether it would
simply be ‘investing in decline’. Conversely,
downstream production into the processing of
commodities, where unit values are twice to three
times those of the raw material, could be of

52

ACP-EU TRADE AND AlD CO-OPERATION: POST LOME IV



substantial potential benefit to the ACP coun-
tries. However, although in some cases the price
of processed products has been rising (in con-
trast to falling commodity prices), in a number of
other cases, for example, cocoa butter, prices
have been falling. Also, this study has found that
export instability in both volume and value has
been similar or higher for processed products as
for the raw material. The causes of this require
further research, but in view of the limited extent of
dounstream production and the potential importance
of processing, marketing, transport and distribution
to many ACP countries, it would seem sensible to
target this as a priority for a future agreement rather
than simply, as in the present Lomé Convention,
mentioning PMTD as an objective among many
other objectives of the Convention.

This report has examined the apparently high
level of dependence of the Sub-Saharan African
countries on the EU market and found that while
this is true in general terms, a more detailed
analysis of individual ACP countries shows sub-
stantial variation in the level and trend of export
market dependence. Nevertheless, SSA exports
to the EU have grown more slowly than exports
to other markets for all categories of goods and
the erosion of ACP preferences as a result of the
Uruguay Round and the extension of EU special
preferences to a wider range of countries can be
expected, if anything, to increase this trend. This
underlines the importance of the ACP countries
diversifying their exports to non-EU markets.
Trade liberalisation, by removing the bias against
exports, should assist this process, but it is impor-
tant to ensure that financial and technical assistance
from the EU to increase the export capacity of the
ACP countries (the key elements of which are
analysed in Chapters 4 and 5) is directed at global
markets and not simply at the EU market.

The large concentration of ACP exports in
primary products has limited the value of prefer-
ences which ACP countries have been able to
receive from the EU, and the anti-export bias of
past trade policies of many ACP countries has
retarded their ability to diversify into products
where there has been a significant margin of pref-

erence. Nevertheless, it would be quite wrong to
assume that no progress has been made. In 1987
just under 8% of ACP non-oil exports to the EU
were in non-traditional products and by 1994
this had increased to nearly 14% of non-oil
exports, while over the period 1970-93 the share
of manufactures in total merchandise trade
increased from 7% to 24% in a sample of 16
ACP countries, and from 9% to 19% over the
period 1980-92 for a further sample of 10 ACP
countries. Overall product concentration ratios
in exports are still, however, substantially higher
than for comparable developing countries. Also,
only a few countries have seen a significant
decline in their concentration ratios and only
eight countries have increased the number of
products exported over the last 25 years. The
export diversification that has occurred is also
on a fragile base, with one or two ACP countries
accounting for a large proportion of ACP exports
of any given non-traditional product and with
substantial annual variations in export volumes.
The erosion of ACP preferences, and particular-
ly the phasing-out of the MFA (even if this does
not entirely occur in 2005) will make progress in
export diversification more difficult. On the
other hand, ACP trade liberalisation should assist
this process, and recent empirical evidence shows
a modest positive relationship between trade lib-
eralisation and economic recovery (including
export performance) and that this relationship is
stronger the greater the degree of implementa-
tion of the reforms (Kirkpatrick and Weiss,
1995). A recent study (Bach-Nuakoh, et al,
1996) of the limited revival of industrial and
manufactured exports from Ghana also empha-
sises the negative effects of a limited degree of
deregulation and uncertainty about policy direc-
tion, but it also emphasises a reluctance by the
private sector to invest and modernise and ends
by stating that ‘firms concede that exporting
would be one way to use spare capacity, but the
majority also either find the domestic market suf-
ficient or are simply not interested in exporting.
This is not a dynamic picture’ (ibid, p.90).

One explanation for this situation compared
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to other developing countries could be differ-
ences in the cultural factors which create an
entrepreneurial environment. The difficulty with
this view is that similar sentiments were
expressed about S. Korea in the 1950s! The alter-
native view is that governments have not only to
create the necessary macroeconomic, physical
infrastructure, educational and legal environ-
ment conducive to private sector initiative. They
must also engage in joint public/private sector
initiatives to build a comprehensive network of
support for the private sector, and particularly
for small and medium and micro-sized enterpris-
es (SMEs) to enable them to absorb, adapt and
modify new technologies and facilitate the flow
of technical know-how both within the country
and from abroad. Weaknesses in financial
markets and in the provision of export promotion
also appear to be a major problem in most ACP
countries. A central recommendation of this report
is therefore that the trade, industrial, financial and
regional co-operation provisions of a new agreement
should be closely integrated to assist the develop-
ment of a diversified export capacity of the ACP
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Options for Trade Co-operation

Summary

The Commission Green Paper exaggerates both
the difficulty of obtaining a renewed WTO waiver
for the Lomé Convention after 2000 and the pos-
sibility of challenge from non-ACP countries. At
the same time, the ACP states need to carefully
consider whether or not it is in their interests to
extend Lomé trade preferences on industrial prod-
ucts to a wider group of developing countries to
enable the Convention to be more easily defend-
ed in the WTO. The advantages and disadvantages
of a renewal of the Lomé Convention and the
alternative of a Free Trade Agreement with the EU
are considered. The analysis emphasises that an
FTA is inferior to trade liberalisation bound in the
WTO by the ACP countries unless the FTA
enables the ACP states to go beyond WTO disci-
plines and obtain concessions from the EU not
otherwise obtainable and sufficient to compensate
for the costs associated with an FTA. Possible addi-
tional concessions are discussed and considered to
be difficult to obtain in the light of the EU’s
‘Europe Agreements’ and free trade agreements
with the Mediterranean countries. The Green
Paper proposal for regional free trade agreements is
considered unworkable given the heterogeneity of
existing regional groups. It would also weaken the
negotiating position of the ACP group and, by
creating a ‘hub and spoke’ system of trade, create
barriers to trade between ACP countries. Reliance
on the GSP and the enhanced GSP (for the least
developed, Andean and Central American coun-
tries) would represent a significant loss of security
of preferences and, especially in the case of the
standard GSP, a reduction in the margin of prefer-
ences compared to the Lomé Convention. The
conclusion is that the ACP should concentrate
either on a renewal of the Lomé Convention, but

focused on a limited range of objectives and in
particular on increasing the export capacity of the
ACP states and with improved terms of access; or
an ‘umbrella’ agreement which enabled ACP
countries to select the appropriate form of trade
agreement with the EU, combined with a focused
and well integrated package of aid and technical
assistance. Variations in trade arrangements within
the umbrella agreement, however, should be kept
to a minimum, otherwise additional barriers to
trade will be created between ACP countries.

3.1 Introduction

There are basically five options available to the
ACP countries in relation to trade with the EU:

0
0.0

renew Lomé as a non-reciprocal agreement;

2
0.0

negotiate free trade agreement(s) with

the EU;

% limit trade co-operation to the GSP
(because of incompatibility of Lomé with
GATT rules) and have a separate
agreement covering technical and financial
co-operation;

% a combination of any or all of the previous

options under an ‘umbrella’ Convention;

% trade liberalisation by ACP states and
bound in the WTO (included because it
affects the evaluation of the other options).

3.2 Renewal of the Lomé Convention

The challenge to the Lomé Convention

In order to discuss this question we have
to set out the reasons why, after twenty-two
years of operation, the future existence of the
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Convention after the year 2000 is being ques-
tioned. The contention is that it is incompatible
with the basic principles of the General
Agreement on Tariffs and Trade (GATT) since it
discriminates between developing countries
(violating Article I, the principle of non-
discrimination) and offers non-reciprocal prefer-
ences (violating Article XXIV, on free trade areas
and customs unions).

First, it is important to remember the origins
of Lomé. Before joining the EC, the UK offered
Commonwealth preferences to its ex-colonies
while the EC offered preferences to the ex-
colonies of the six original member states in
Sub-Saharan Africa under the Yaoundé
Conventions ] and I1. The latter preferences were
on a reciprocal basis with the EC. The accession
of the UK in 1973 required a new agreement.
The US had previously objected to reciprocal
preferences being required by the EC because of
their potential to exclude the US from important
markets and this had resulted in the Casey-
Soames' understanding. Under this, the US
would not challenge EC trade agreements while
the EC would not seek reverse preferences with
the developing countries nor negotiate prefer-
ential trade agreements outside of the African
Caribbean and Pacific group of countries and the
Mediterranean countries.

In presenting the first Lomé Convention to
the GATT?, the EC claimed that Lomé I had
not been made a reciprocal agreement because of
the development needs of the ACP countries,
and for this reason was compatible with the prin-
ciples of Part IV of the GATT. Part [V of the
GATT on Trade and Development was added in
1965 (just after the establishment of UNCTAD
in 1964) and contains no legally binding oblig-
ations on members but sets out principles and
objectives, commitments, and areas of joint
action, in relation to trade and development. For
example, Part IV Article 36.8 states that ‘the

developed contracting parties do not expect rec-
iprocity for commitment made by them in trade
negotiations to reduce or remove tariffs and other
barriers to the trade of less developed contracting
parties’. The EC also argued that Lomé should be
considered in the light of Article XXIV (on Free
Trade Areas and Customs Unions) and Article
XXXVI (the principles and objectives of Part
IV) taken in conjunction.

Other members of the GATT working party
set up to consider Lomé | and subsequent
Conventions have questioned this view and
pointed out that Part IV referred to special treat-
ment for all developing countries. In addition, the
working party on Lomé IV reported the view of
several members that the Convention would only
be GATT compatible if a waiver were obtained

to Article I (principle of non-discrimination)
under Article XXV, which states that:

‘In exceptional circumstances not
elsewhere provided for in this Agreement
the Contracting Parties may waive an
obligation imposed upon a contracting
party by this Agreement; provided that any
such decision shall be approved by a two-
thirds (now three-quarters) majority of the
votes cast and that such majority shall
comprise more than half of the contracting
parties’. The Contracting Parties may also
by such vote ..... (ii) prescribe such
criteria as may be necessary for the
application of this paragraph’

(Art. XXV.5).

Previous working parties had also failed to
reach agreement on the Lomé Convention but
this opinion was given additional impetus both
by the objective of reinforcing the GATT as the
basis for a rule based system of international trade
and by the two disputes panels set up in 1993 to
consider the banana issue (for further details, see

Chapter 8). This arose because high cost ACP

1 The authors are grateful to Dickson Yeboah of the WTO for this information.
2 The authors are grateful to Edwini Kessie of the WTO for guidance on this section. Any errors are, of course, entirely the responsibility of the authors.
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exporters of bananas (relative to Latin
American producers) required and obtained
preferential access to their traditional markets
in the UK, France and Italy under a special
Protocol of the Lomé Convention, and the
application of Article 115 of the Treaty of Rome
(permitting trade restrictions by individual EC
member states) by these three member states.
The completion of the single European market
in 1992 meant that Article 115 could no longer
be applied and it was therefore impossible to
segment the EC market in this way. To imple-
ment the Protocol on bananas, the EU
instituted Community-wide import restrictions
procedures in July 1993, and this resulted in a
request to the GATT in February 1993 by
Colombia, Costa Rica, Nicaragua and
Venezuela to establish a disputes panel to
examine the EU import regime for bananas
policy. The EU sought to justify the banana
import regime on the basis of its obligations
under the Lomé Convention, and so this
inevitably led the panel to consider the broader
issue of the compatibility of Lomé with the
GATT, as well as specific issues concerning the
import regime (which the disputes panels in
1993 and 1997 also considered incompatible
with the GATT and GATS). The GATT panel
found that the arrangement for bananas was
not GATT consistent, firstly, because Part IV
was not intended to subtract from other GATT
obligations (for example Article I), and secondly,
the arrangement was not covered by Article XXIV,
or Article XXIV in conjunction with Part IV.

[t should be remembered (see Chapter 1) that
the findings of the WTO disputes panels now
have much more authority than in the past. If
member countries involved in the dispute cannot
agree with the findings of the panel, the dispute
goes to a final appeal body whose decisions are
not open to challenge and whose report is auto-
matically adopted unless the Disputes
Settlements Body (DSB), which administers the
agreement on disputes rules and procedures,
decides by consensus not to adopt the Appellate
Body Report. Since, in practice, this would

undermine the recent strengthening of the
authority of the WTO and its disciplines, this is
unlikely to occur and so the findings of the dis-
putes procedures have very much greater weight
than in the past.

In the light of these events and the change in
attitudes in the WTO towards strengthening the
GATT as the foundation for a rule-based system
of international trade, the EU sought and
obtained in December 1994 a waiver from
Article I.1 under the provisions of Article XXV
until 29th February, 2000.

Implications for the renewal of the Lomé
Convention

These events form the basis for the view in the
Commission’s Green Paper which calls into
question the future existence of Lomé. It can be
argued, however, that this pessimistic view exag-
gerates and misinterprets the purpose and
significance of the dispute in the WTO. The
EU defence of Lomé was undermined in 1993
because one of the important advances of the
Uruguay Round was to strengthen the General
Agreement as a means of providing a rule-based
system of international trade. The EU defence of
Lomé on the basis of the combination of Article
XXIV with Part IV was not credible. Article
XXIV applies to customs unions and free trade
areas and since Lomé was a non-reciprocal agree-
ment, it clearly fails to qualify under this
heading. Equally, Part IV applies to all develop-
ing countries and cannot be used in a
discriminatory fashion. The Convention had to
conform to GATT rules by obtaining a waiver
under Article XXV.5 from the provisions of
Atrticle I in the same way in which the US
obtained waivers for its preferential agreements
with the Caribbean and the Andean countries
and the Former Trust Territory of the Pacific
Islands, and Canada obtained a waiver for its
preferential agreement with the Caribbean
countries. Equally, there would appear to be good
reasons to expect the EU to obtain a further
waiver for the Convention for the period 2000
to 2010 if it so wished. In this context it is worth
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noting the history of the US Caribbean Basin
Initiative.

The Caribbean Basin Initiative (CBI) origi-
nated in the Caribbean Basin Economic
Recovery Act of 1984 and was implemented by
the US under a waiver to Article 1 of the GATT
on 15th February, 1985. The Act allows the US
President to grant duty-free treatment for certain
goods imported from particular countries and ter-
ritories in the Caribbean Basin. The CBI was
intended to be a temporary programme, set to
expire in 1995, but due to the success of the pro-
gramme, it was made permanent in 1990 and in
November 1995 a further waiver was granted
until December 2005. This waiver allows the US
to continue to provide duty-free treatment for
imports of a list of products from the Caribbean
Basin countries without being required to extend
the same duty-free treatment to similar products
from any other WTO member. The waiver,
among other conditions, provides for consulta-
tion to take place upon the request of a WTO
member with respect to any difficulty or matter
that may arise as a result of the implementation
of the trade related provisions of the Caribbean
Basin Economic Recovery Act (WTO Annual
Report 1996).

The CBI demonstrates that the objections to
the Lomé Convention were not against its dis-
criminatory and non-reciprocal provisions, per
se, but against the way in which the EU had tried
to justify them in the WTO. Indeed, the recent
disputes panel on bananas has accepted that the
waiver for the Lomé Convention allows the EU
to provide preferential treatment for the products
originating in the ACP states as required by the
relevant provisions of the Fourth Lomé
Convention and their objections related to spe-
cific aspects of the import regime for bananas. In
order to strengthen the rule bound systems of
international trade, the EU had to conform to
WTO disciplines in the same way as the US and
Canada had to conform for their non-reciprocal
preferences, namely, by obtaining a waiver from
the provisions of Article I. Once this was
obtained, the issue was settled.

Advantages of renewing Lomé

First, unlike the GSP, Lomé is a contractual rela-
tionship lasting for ten years under Lomé IV
and based on the principle of a partnership.
This is given effect by the institutional arrange-
ments for the joint management of the
Convention, the policy dialogue between the
EU and the ACP states, and the mechanisms
available to negotiate improvements and exten-
sions to the Convention.

Second, the trade arrangements are, in total,
superior to any of the other preferential agree-
ments of the EU. All industrial products are
allowed into the EU ‘free of customs duties and
measures having equivalent effect’ (Article 168)
and in practice (apart from a short-lived attempt
by Britain and France to impose VERs on
Mauritius in 1979) the ACP countries have not
been subject to the use of, or threats of, non-
tariff measures restricting imports of industrial
goods. The trade provisions of the Convention,
in conjunction with the Protocols, also provide
the most generous concessions on CAP prod-
ucts. Rules of Origin are also superior in Lomé in
that they allow cumulation of origin between all
of the ACP states and provide for derogations
from the rules of origin (though only under
onerous conditions which mean that they are
rarely used).

Third, the financial and technical provisions
are the subject of greater negotiation and discus-
sion both in their design and implementation
than other aid programmes and include features
such as STABEX and joint institutional arrange-
ments such as the Centre for Development of
Industry and the Trade Development Project,
which are unique to the Convention.

Fourth, renewal of Lomé would preserve as
much as possible of the ‘acquis’ obtained in suc-
cessive negotiations of the Convention from
Lomé 1 to Lomé IV, both in terms of its con-
tractual relationships and in terms of the
individual components of the twelve areas of co-
operation in the convention.

Fifth, being non-reciprocal, the renewal of
Lomé would leave the ACP free to pursue their
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own trade and industrialisation strategy on a mul-
tilateral basis without any trade distortions or
other adverse effects arising from granting pref-
erences to the EU.

Sixth, renewal of Lomé would maintain the
momentum for building the cohesion of the ACP
as a group, contribute towards reducing tensions
between the member countries, and enable them
to most effectively negotiate with the EU and
other developed countries, as well as within
international bodies such as the WTO.

Disadvantages of renewing Lomé

First, the European Commission’s Green Paper
states that ‘one of the shortcomings of this option
is that being differentiated (i.e. not offered to all
developing countries), it will continue to require
a WTO waiver which needs to be reviewed every
year. As a result, the security of the preferences,
one of the main assets of the Lomé trade package,
will be severely undermined’ (p.40). This over-
states the situation. Once a WTO waiver is
granted, it lasts for the period agreed (in the case
of the CBI this will last for the agreed 10 year
period 1995 to 2005) and the annual reviews
which are required as part of the waiver process are
simply a reporting formality. The Green Paper
may be confusing the formality of the annual
reviews of a waiver with the one-off ‘Extension of
the Waiver’ which was obtained in October 1996.
This ‘extension’ was required as a result of the
‘Uruguay Round Understanding in Respect of Waivers
of Obligations under the General Agreement on Tariffs
and Trade 1994 which meant that all waivers in
effect on entry into force of the Marrakesh
Agreement lapsed two years thereafter (i.e. on 1
January, 1997).

Renewal of Lomé could of course, be chal-
lenged by a WTO member country, but which
countries would gain by such a process? The US
is most unlikely to challenge, since they have
relied on such a waiver for the CBI since 1984.
This will expire in 2005 but President Clinton
has already proposed improvements to the CBI as
partial compensation for the reduction of EU
banana preference as a result of the WTO panel

ruling. Objection to the renewal of the
Convention would also push the ACP countries
towards a free trade area with the EU, and the US
has long opposed the EU requiring reverse pref-
erences, since these would discriminate against
US exports to the ACP. Similarly, by voting
against the renewal of the waiver for Lomé, other
industrialised countries would also effectively be
pushing the ACP countries towards a WTO
compatible free trade area under Article XXIV
and this would inevitably produce discrimina-
tion against their exports to the ACP. The
success of the Latin American banana exporters
in challenging the EU may, it is thought, encour-
age these countries to challenge a renewal of
Lomé in order to obtain compensatory trade mea-
sures from the EU. But the damage to their
exports would have to be proved and (unlike the
banana case), it is difficult to see how such a
case could be substantiated. Also, as discussed
by Hallam and Preston (1997), the banana chal-
lenge had much more to do with the global
strategy of a small group of multinational com-
panies than the trade interests of the particular
Latin American countries concerned. A chal-
lenge by the Latin American countries to a Lomé
waiver could also be viewed unfavourably by the
US and act as an obstacle to their growing trade
with the US (for the reasons given above) and
with the EU, while producing little or no offset-
ting gain in their exports either to the ACP or to
the EU.

Second, the Green Paper also emphasises the
adverse effects of what it assumes would be the
diminished security of preferences of a renewed
Lomé Convention on foreign direct investment
(FDI) in the ACP countries. The above argu-
ments, however, cast doubt on the assumption of
diminished security of preferences. If, however,
the counter-factual is a free trade agreement with
the EU then, provided this was compatible with
Article XXIV (see the following section), such an
agreement could provide greater security of access
than Lomé and thus make the ACP a more
attractive destination for foreign direct invest-
ment (through the investment creating and
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investment diversion effects of preferences).
Article XX1V, however, defines a free trade area as
covering ‘substantially all trade’ yet the EU’s free
trade agreements invariably exclude or severely
limit concessions in agricultural products in order
to maintain the integrity of the CAP. As
explained in Section 3.3, and in Chapter 7, the
Uruguay Round has radically changed the likeli-
hood of the EU being able to maintain such
agreements without being successfully challenged
in the WTO, in which case a free trade agreement
would be no more secure (and perhaps less secure)
than a renewed Lomé Convention, especially if
the trade provisions of the latter covered a wider
group of developing countries than the existing
ACP and it was therefore less discriminatory
between developing countries. Also, as discussed
in Chapter 6, the destination of FDI is generally
determined by much more important factors than
reciprocal or non-reciprocal preferences.

Third, Article 174.2(a) of the Lomé
Convention states that ‘in their trade with the
community, the ACP state shall not discriminate
among the member states and shall grant to the
community treatment no less favourable than most
favoured nation treatment’. This raises the issue of
how the EU would react to an ACP country or
group of countries entering into a customs union or
free trade arrangement with a developed country
(e.g. Caribbean countries with the US and Canada;
Pacific countries with Australia, New Zealand, or
Japan). The use of the term ‘most favoured nation’
suggests that the agreement need only treat EU
goods in accordance with Article 1.1 of the General
Agreement, but as stated in the Green Paper, at a
political level it seems likely that the EU would
challenge the continued free entry for imports from
an ACP country which offered preferential access
for other industrialised countries’ exports, while
denying such access for imports from the EU. Such
ACP countries would then have to choose
between remaining within Lomé, or leaving the
Convention and relying on GSP preferences in
order to join another regional arrangement involv-
ing reciprocal preferences with a non-EU
developed country.

Fourth, the most important question is
whether a continuation of the Convention would
enable the ACP countries to participate more
fully in the world economy. This report has
emphasised the need for ACP countries not only
to diversify by product but also by market, par-
ticularly towards the rapidly expanding markets in
South and South-East Asia, Latin America, and
the Central and East European countries. The
continuation of the Lomé arrangements could be
regarded as a ‘soft option’, continuing with famil-
iar relationships but with the expense of
maintaining a dependence on a slowly growing
EU market and a continued level of product and
market concentration, which would be detri-
mental to the growth and diversification of ACP
exports. The ‘soft option’ of renewal of the
Convention may be even more detrimental to
ACP countries if it induced them to neglect nec-
essary trade liberalisation and structural
adjustment of their economies.

Fifth, the negotiation of successive
Conventions is generally recognised to have led
to a proliferation of policy instruments at the
expense of development strategies (see Chapter
6). This has reduced the effectiveness of techni-
cal and financial assistance and created a lack of
co-ordination between different aspects of the
Convention. In the context of this study, it has
led to an absence of strategies aimed at increas-
ing the export capacity of ACP countries and
enabling them to take advantage of the prefer-
ences offered. The renewal of the Convention in
its present form would perpetuate these potential
problems. In this sense the status quo is an infe-
rior option, but there is no reason why the
existing (or improved) market access provisions
of the Lomé Convention could not be combined
with much more focused and co-ordinated aid
provisions.

3.3 Free Trade Areas

Trade creation and trade diversion effects

Multilateral or unilateral trade liberalisation
offers the possibility of efficiency gains, especially
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where it involves the removal of indiscriminate
protection. A free trade area (FTA), by removing
barriers to imports from the partner country (EU)
also offers efficiency gains (trade creation), but by
removing barriers to trade against the partner
country (EU) but not against third countries, it
also leads to the replacement of cheaper imports
from third countries with dearer imports from
the partner country (trade diversion). In this
important sense, an FTA is always inferior to
unilateral or multilateral trade liberalisation. The
size of these trade creation and trade diversion
effects on an ACP country critically depends on
the structure of the economy and the patterns of
trade, and few valid generalisations can be made
about any country or group of countries. What
we can do is outline the fundamental factors
which would determine these effects in an EU-
ACP free trade agreement.

The trade creation rise in imports from the
EU will be larger the greater:

(a) the initial level of imports from the EU;

(b)the pre-agreement level of tariffs plus the
tariff equivalent of the non-tariff barriers to
trade removed as a result of the agreement;

(c) the extent to which imports from the EU
substitute for ACP produced goods in
production and consumption. For some
(small) ACP countries at higher levels of
economic development (e.g. Mauritius) this
could be quite high, whilst for other ACP
countries most goods may be of a price,
quality and design specific to a low income
and less industrialised economy, or may be
protected by poor channels for marketing
and distribution, and so substitution between
domestic production and imports is low; and

(d)the preference for imported goods from the
EU in production and consumption.

It will be appreciated that the estimation of
(b) and particularly (c) is a matter of judgement
rather than precise measurement, yet the inter-
action of the three parameters will substantially

alter the magnitude of the trade creation rise
in imports.

Table 3.1 ACP Imports from the EU

(a) Greater than 40% of total imports

Angola, Burundi, Cameroon, Cape Verde, C. African
Republic, Chad, Congo, C6te d’Ivoire, Ethiopia, Gabon,
The Gambia, Ghana, Guinea-Bissau, Madagascar,
Mauritania, Niger, Nigeria, Senegal, Sierra Leone,

(S. Africa), Sudan, Uganda, Tanzania, Zaire.

(b) 20%-40% of total imports

Bermuda, Burkina-Faso, Dominica, Grenada, Kenya,
Kiribati, Liberia, Mali, Mauritius, Rwanda, St. Kitts
and Nevis, St. Lucia, St. Vincent and the Grenadines,
Seychelles, Somalia, Surinam, Togo, Trinidad and
Tobago, Vanuatu, Zambia, Zimbabwe.

(c) Less than 20% of total imports

The Bahamas, Barbados, Belize, Dominican Republic,
Fiji, Guyana, Haiti, Jamaica, Papua New Guinea,
Samoa, Solomon Islands, Tonga.

Source: UNCTAD ‘Handbook’, 1995.

Table 3.1 summarises the substantial differ-
ences in the share of imports from the EU in total
imports, even for countries in the same regional
grouping. The countries in category (b) import
around one-quarter to one-third of their goods
from the EU while some of those in category (a)

import more than twice this proportion from the
EU.

Table 3.2 Simulations of Trade Creation
Increases in Imports

Initial share of imports from the EU

20% 40% 60%
e=-05t=10% 09% 1.8% 2.8%
e=-15t=20% 50%  100%  151%
e=-30,t=30% 13.9%  27.7% 41.6%

e =price elasticity of demand for imports

t =trade weighted average tariff + tariff equivalent of non-tariff barriers
removed by FTA

The simulations in Table 3.2 suggest that
with a reasonable degree of substitutability of
imports for domestic production and preference
for EU imports (e = -1.5) and protection
(t = 20%), the once and for all trade creation rise
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in imports is quite modest even with a high
initial share of imports from the EU. But, with a
higher level of import protection (t = 30%) and
a doubling of the import elasticity of demand (e
= -3.0), imports increase substantially, depending
on the initial share of the EU in imports.

The increase in imports from the EU as a
result of lower cost imports from third countries
being replaced by higher cost imports from the
EU (trade diversion) depends on the extent to
which ACP importers are willing and able to
substitute in favour of EU suppliers. We could
expect this to be lower for Caribbean and Pacific
countries than for African countries, given their
respective patterns of trade and distance from
the EU. Even in the case of Sub-Saharan Africa,
however, the small size of the domestic market in
many ACP countries, together with the costs of
servicing the market, can also be expected to
reduce the extent to which EU exporters seek to
displace exporters from the rest of the world.
Also, EU goods may not compete with imports
from the rest of the world, especially where these
consist of imports from other developing or newly
industrialising countries.

The conclusions from the analysis are:

& Even where a decrease in import prices
leads to a more than proportional rise in the
volume of imports (e = -1.5), levels of
protection are significant (t = 20%) and
there is a high degree of dependence on the
EU for imports (60%), the once and for all
trade creation rise in imports would appear
to be manageable, both in terms of the
necessary re-allocation of domestic
resources (adjustment in the face of
increased competition from the EU) and in
the balance of payments.

« Increased imports from the EU as a result of
trade creation only appear to be substantial
where import barriers are high (30% or more)
and EU goods compete to a significant degree
with local production (e = -3.0 or more).

% Given the dissimilarity of the economies of

the EU and the ACP countries, increased
imports from the EU as a result of trade
diversion will probably be greater than
those resulting from trade creation. This
does not create an adjustment cost to the
ACP countries but does create a loss of
welfare, since a lower cost source of supply
(rest of the world) is being replaced by a
higher cost source (the EU). The magnitude
of the trade diversion effect fundamentally
depends upon the elasticity of substitution,
and this can be expected to be lower the
greater the proportion of imports from other
developing countries, the smaller the size of
the ACP market and the higher the costs of
servicing the ACP market.

4 The increase in imports from the EU as a
result of trade creation and trade diversion
will lower Government revenues from
import duties, which, for ACP countries
such as Benin, Madagascar and Mauritius
account for 37% to 42% of revenues and for
a number of other countries account for
20% or more of revenues. Compensating for
the loss of revenue as a result of an FTA
with the EU by increasing duties on imports
from the rest of the world will not only
increase distortions in the allocation of
resources in the economy and lower growth
rates, but will exacerbate the problem
because it will raise the trade diversion
component of the increase in imports from
the EU. It may appear counter-intuitive, but
lowering tariffs and other duties on imports
may be expected to increase revenues since
it will reduce the extent of trade diversion
and increase dutiable imports and, if import
elasticities of demand are greater than unity,
further increase revenues.

The case for a free trade area with the EU
Given the costs of an FTA with the EU, such an

agreement has to offer advantages not otherwise
obtainable. These are largely potentially strategic
or dynamic advantages.
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First, as discussed in Chapter 1, the Sub-
Saharan African countries have generally
declared bound tariffs at very high levels and in
many cases well above actual applied levels. An
FTA, it is argued, would help to overcome this
resistance to essential trade liberalisation and
complement structural adjustment policies acting
on the supply side of the economy. For example,
an FTA would enable governments to overcome
the resistance of special interest groups seeking to
maintain existing levels of protection. It is also
argued that by ‘locking in’ structural adjustment
reforms, an FTA with the EU would enable the
ACP to obtain the same benefits as multilateral
trade liberalisation. However, this assumes that
the FTA leads to imports entering the ACP at
world prices whereas if in fact EU exporters use
their market dominance to charge substantially
above world prices (Yeats, 1990, shows that EU
exporters charge 20% to 30% above world
prices), then an FTA will largely transfer import
revenues to EU exporters, with little in the way
of efficiency gains to the ACP countries. Also, if
trade diversion costs out-weigh the trade cre-
ation gains, then there will be a net loss of
welfare. Taken together, these factors could
decrease the credibility of the reforms, while the
negotiation and implementation of an FTA could
very well divert attention and resources from the
more important area of general trade liberalisa-
tion.

Second, an FTA could cover areas not
covered by the WTO or where WTO disciplines

are relatively weak, for example:

% guaranteeing market access against

contingent protection (anti-dumping, use of
safeguards, etc);

% offering a wider coverage of protected
products which, compared to the Lomé
Convention, would be agricultural products;

% ‘national treatment’ of foreign investment
and business services;

% EU investment promotion schemes, for

example similar to the AL-Invest and EC
Investment Partners (ECIP) schemes for
Latin America, and the investment
promotion schemes in the Europe
Agreements. EU investment guarantees on
foreign direct investment could be given in
exchange, for example, for the right of
establishment of EU firms and ‘national
treatment’ for EU firms;

2
L <4

additional assistance in complying with the
regulatory and administrative requirements
of the EU, for example, health and safety
regulations, phyto-sanitary regulations,
industrial standards, etc, combined with
guarantees (underwritten by the option of
independent arbitration binding on both
parties in cases of dispute) that compliance
will ensure that these regulations will not be
used as a non-tariff barrier;

% agreement covering the liberalisation of
trade in cross-border services enabling the
ACP both to obtain these services on more
favourable terms and to regulate the
activities of EU service providers; and

¢ competition measures which could seek

to prevent anti-competitive behaviour by
EU firms.

Third, the EU’s free trade agreements invari-
ably include financial and technical resources
specifically aimed at increasing export capacity
and export promotion opportunities. The ACP
could seek to utilise these resources, not only for
export promotion in the EU market, but also in
markets in which the EU already has preferential
agreements, for example, the Central and East
European Countries (CEEC).

Fourth, the guarantee of access to both the
ACP and EU markets may induce investment
creation and investment diversion by EU and
non-EU firms. For example, Mauritius has bene-
fited from FDI from firms in the EU, Hong Kong
and a variety of other countries. Some Caribbean
countries have attracted significant amounts of
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US investment (investment creation) attracted
by their US, and to a lesser extent, EU prefer-
ences.

Fifth, the Uruguay Round undoubtedly
strengthened the rule of law in international
trade relations, but a proliferation of regional
integration arrangements could still undermine
the multilateral trading system. A recent example
which has concerned the EU has been the case
of Mexico which, faced with a financial crisis
and the impossibility of increasing tariffs on
imports from the US because of the NAFTA
agreement, increased duties on imports from
third countries, including the EU. As a result of
this and the deepening of preferences between
the ASEAN countries, the EU has requested the
WTO toreview the content and operations of all
free trade agreements. An FTA could act as an
‘insurance’ against a reversal of the move to a
more liberal multilateral trading system.

Sixth, NAFTA and the general Enterprise of
the Americas Initiative may pose a particularly
acute policy dilemma for a number of the
Caribbean countries where exports to the US
account for 50% or more of total exports.
Estimates of the static trade diversion effects of
NAFTA on the Caribbean countries produce rel-
atively small amounts (Davenport 1995) with
much larger effects coming from loss of prefer-
ences as a result of the Uruguay Round. Much
more important are the unquantifiable long term
effects in terms of future market access and
foreign direct investment. The CBI is a unilateral
offer by the US under a GATT waiver (see
Section 3.2) and there is no guarantee as to how
long this will be continued after 2005, while
even if continued, there is always the possibility
of protectionist measures by the US. NAFTA
also allows for safeguard measures to be applied
on imports, but the existence of the agreement
makes their imposition subject to closer scrutiny
while, subject to these measures, access to the US
market is guaranteed indefinitely. This guarantee
of market access can be expected to attract
foreign direct investment to utilise the lower
costs of production in those countries with stable

economic and political systems, and transparent
and relatively straightforward regulations. Such
investment is a crucial element in diversifying
the exports of small economies. FDI brings a
package of benefits (as well as costs) to host coun-
tries, including access to importers, knowledge,
and technology. If the Caribbean countries stay
out of NAFTA or are not offered ‘NAFTA-parity’
in their trade relations with the US, then at least
for some countries there could be investment
diversion towards NAFTA members, affecting
not only current industries such as clothing but
a whole range of future industries. As discussed
previously, NAFTA membership may well mean
that these Caribbean countries would have to
offer an FTA with the EU as well. Having done
that, they will have effectively engaged in mul-
tilateral trade liberalisation and permanently
removed the power of protectionist lobbies in
their own countries.

Potential areas of difficulty in negotiating a
free trade agreement with the EU

A free trade agreement would have to be in con-
formity with Article XXIV of the General
Agreement which, inter alia, requires the removal
of ‘tariffs on the regulations of commerce for a
substantial part of the trade’ (Article XXIV.2)
and for ‘substantially all the trade’ (Article
XXIV.8 (b)) between the countries concerned.
This raises the first potential area of difficulty
for an EU-ACP free trade agreement.

The EU has consistently limited its offer on
sensitive products, most notably in agricultural
products, by means of product exclusions and
limited access for products through partial reduc-
tions in tariffs, tariff quotas, calendar restrictions
and high minimum entry prices. The Europe
Agreements (association agreements) for
example, exclude agricultural products, the
Mediterranean FTAs provide only limited con-
cessions on restrictions on agricultural products,
and the proposed trade agreement with South
Africa excluded 40% of its farm exports and was
referred back to the EU for further negotiation.
As will be explained in Chapter 7, the wide-
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spread use of exclusions by the Commission in
EU free trade agreements has led the Council of
Ministers to question the ability of the EU to
maintain such agreements within WTO rules.
More generally, these product exclusions illus-
trate one of the fundamental weaknesses of
Article XXIV. The EU has argued in the past
that ‘substantially all trade’ should be interpret-
ed as quantitative requirements applying to
existing import protected (and therefore distort-
ed) flows, in which case a free trade agreement
which does not include such protected products
would still be compatible with Article XXIV.
The EU has also argued that ‘substantially all’
should be interpreted as meaning at least 80% of
actual trade. It could equally be argued, however,
that this is special pleading and stretches the
language of Article XXIV beyond its original
intention, which was clearly directed at ensuring
that no major sectors were excluded from such
agreements. GATT working panel examinations
of EU agreements have not, in the past, limited
the EU’s freedom of manoeuvre, despite their
repeated criticisms of the exclusion of whole
sectors. Our reading of the UR ‘Understanding or
the Interpretation of Article XXIV of GATT
1994’, however, strongly suggests that this
freedom of action will be much more limited in
the future. The fourth introductory paragraph of
the Understanding states that the contribution of
free trade areas to the expansion of world trade ‘is
increased if the elimination between the con-
stituent territories of duties and other restrictive
regulations of commerce extends to all trade, and
diminished if any major sector of trade is exclud-
ed’. The Understanding on the evaluation under
Article XXIV:5 of the general incidence of the
duties and other regulations of commerce applic-
able before and after the formation of a customs
union or free trade area states that it should be
based upon an overall assessment (our italics) of
the weighted average tariff rates and customs
duties. The Understanding also states that the
dispute settlement procedures can be invoked
with respect to any matters arising from the appli-
cation of the provisions of Article XXIV,

including interim agreements leading to free
trade areas. It should be recalled that the change
in the UR from a ‘consensus to accept’ to a ‘con-
sensus to reject’ means that the EU has
effectively lost any power of veto which it previ-
ously had over an adverse disputes panel decision.

Taken together, this strongly suggests that the
EU’s interpretation of Article XXIV would be at
least as much open to challenge in the WTO as
a renewed Lomé Convention and undermines
the assertion in the Green Paper that a free trade
agreement would enhance the security and pre-
dictability of preferences and lend credibility to
ACP trade policies. In order to be confident that
an ACP-EU free trade agreement would be
WTO compatible, then all sectors of trade,
including sensitive sectors such as agriculture
would have to be included in the FTA. This is
unlikely to be acceptable to the EU and may also
be unacceptable to the ACP countries.

The second area of potential difficulty in
negotiating a free trade agreement with the EU
concerns the length of the transitional period.
Under Article XXIV.5(c) this has to be achieved
‘within a reasonable length of time’ and this was
clarified in the GATT 94 Understanding as
‘exceeding 10 years only in exceptional cases’. In
one sense, the low level of industrialisation of
most of the ACP countries implies that there
are relatively few industries competing with EU
imports and so the adjustment cost to most of the
ACP countries of liberalising trade with the EU
would be correspondingly small. Secondly, the
neo-classical (World Bank) ‘shock approach’
emphasises that the quicker an economy is
opened up to international trade, the smaller are
the adjustment costs. The reasoning behind this
is that it gets the ‘pain’ over quickly, helps to
overcome vested interest in protection, and
enables consumers to benefit sooner rather than
later from a wider range of goods and at lower
prices, thus establishing the credibility of and
therefore support for the programme. Chapters 4
and 5 of this report, however, emphasise that the
ACP countries have infant economies which
require government intervention not simply in
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the World Bank sense of neutral ‘market friend-
ly’ intervention, but also strategic intervention in
order to create a learning environment between
related activities. If the logic of this argument is
accepted, then a transitional period to free trade
with the EU which would be WTO compatible
would probably be too short a period of time for
many ACP countries.

Thirdly, the EU agreements with Morocco
and Tunisia (which could be taken as a model for
the trade provisions of an ACP-EU agreement),
which are to be implemented over a twelve year
period, do not provide a good example of a free
trade agreement going substantially beyond
WTO disciplines and deepening free trade rela-
tions. Only a very limited range of agricultural
products are included in the agreements and con-
cessions are limited (see Chapter 7) despite the
importance of the agricultural sector to these
countries, particularly as a source of employment.
The EU has also insisted on safeguard clauses in
addition to the right to impose anti-dumping
and countervailing duties in ways which go
beyond those permitted in the General
Agreement, allowing ‘substantial opportunity to
intervene if the political willingness to do so
exists’ (Hoekman and Djankov, 1996). The
authors also point out that ‘anti-dumping
remains applicable to trade flows between the
partners despite the agreement of Morocco and
Tunisia to apply EU competition disciplines’
(p-399). These and other factors lead the authors
to conclude that ‘the European Mediterranean
agreements do not go significantly beyond exist-
ing multilateral (WTO) disciplines’.

With regard to financial co-operation in the
Mediterranean Agreements, although the
volume of aid is expected to increase, no com-
mitments are given in terms of real flows. It is also
worth noting that the previous protocols on
financial co-operation have not been renewed,
and instead, there is a total sum available to all
Mediterranean countries, with individual appli-
cations depending, at least in part, on country
performance (as determined solely by the EU).
This is interesting as it would seem to come close

to the proposals discussed in Chapter 6 of the
Green Paper.

If the Mediterranean Agreements are taken as
representative of EU free trade agreements, then
it is difficult to escape the conclusion that the
motivation of the EU for such an agreement has
more to do with ‘locking in’ countries into the
EU sphere of influence and capturing markets
for EU exports at the expense of third countries
through the trade diversion effects of such agree-
ments than it has to do with a widening and
deepening of WTO trade disciplines.

3.4 The Generalised System of
Preferences

The third possible option is to separate the trade
provisions of Lomé from other areas of co-oper-
ation and to replace these trade provisions by
the EU'’s generalised system of preferences (GSP).

All industrial and agricultural products
imported from the least developed countries (as
defined by the UN) covered by the GSP enter
the EU duty free and thus similarly defined least
developed countries in the ACP group would
receive identical treatment to Lomé for these
products. This ‘enhanced’ GSP also applies to
imports of industrial products from the Andean
and Central American States, with some excep-
tions in the case of the Central American States
and with concessions on agricultural products
(for further details see Chapter 7).

For non-least developed ACP countries a
reliance on the GSP would mean a significant
erosion of their preferences, as guaranteed market
access for industrial products free of ‘duties
and measures having equivalent effect’
would be replaced by what the EU refers to as
‘tariff modulation’. Very sensitive goods (all tex-
tiles, clothing, ferro-alloys) only receive a 15%
decrease in tariffs, sensitive products (such
as footwear) only receive a 30% decrease, semi-
sensitive products a 65% decrease, and only
non-sensitive products enter duty free.

The small reduction in tariffs on these
products, combined with the decrease in
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post-Uruguay Round tariff rates (albeit small cuts
in the case of sensitive products), means that for
most products of potential relevance to the ACP
countries, the margin of preference is so low (for
example, 5.1% for footwear on the final Uruguay
Round rate) that it would not be worth the
administrative cost of applying for preferences.

In the case of agricultural products there are
concessions on the tariff rates on some temperate
products such as fruit, flowers, peas and beans, but
in most cases the reduction in the MFN rate in
the standard GSP is only 15% or 30%, giving
GSP rates of 6.8% for peas, through to 10.2% for
most flowers in the peak season and 12.2% for
frozen beans.

The rules of origin in the EU’s new GSP were
improved to include as ‘originating products’
imports from the EU of intermediate products
used in the production of the exported good
(‘donor country content’ provision), but there is
no general ‘cumulation’ of origin among benefi-
ciaries and only limited cumulation allowed
among certain regional groupings.

The GSP is also a unilateral offer given by the
EU and is not negotiable, nor is it contractual
and this, combined with the limitations of the
scheme, suggest that it will have little effect in
stimulating domestic or foreign investment in
recipient countries.

The safeguard clauses in the new GSP are
also more restrictive than in the old GSP. For
example, the previous scheme referred only to
the possible implementation of the safeguard
clause where there was any difficulty to the
Community as a whole or to one of its regions.
Now, the safeguard clause can be implemented if
there is simply an economic difficulty to an EU
producer. In addition, the least developed coun-
tries are no longer exempt from the re-imposition
of tariffs under these provisions.

The GSP also includes a complex formula for
the exclusion of product/country combinations
which are deemed to be competitive and no
longer requiring preferences. Further analysis
would be required to determine the effects of this
formula on individual ACP countries, but it

would seem unlikely that it would apply to any
except, perhaps, some exports of clothing from
certain countries such as Mauritius, Jamaica and
Zimbabwe (and perhaps not even in these cases).

The GSP would seem to be of some value to
the least developed ACP countries, provided
there were improvements to the rules of origin
and to the safeguard clauses to upgrade them to
Lomé standards, although there would still not be
the same degree of certainty and contractual rela-
tionship of the Lomé Convention. For the
remaining ACP countries, the replacement of
Lomé by the GSP would represent a decrease
both in their level of preferences and in their
security of access to the EU market.

3.5 Choosing between the Options

The permutations of ‘variable geometry’

The options of a renewed Lomé Convention;
integration into the GSP and a free trade agree-
ment can be combined in various permutations
negotiated with individual ACP countries,
regional groupings, and ACP countries defined
by different levels of economic development
(with the added modification of ‘vulnerability’
defined in terms of small size of the economy,
specialisation in a very few exports, geographi-
cal isolation from markets, etc). The Green
Paper presents some of what are an infinite series
of possibilities. No one, however, can imagine
how such complex variations could be negotiat-
ed, and an assessment of their impact on the
ACP countries concerned, other ACP countries
and third countries, with such endless possibili-
ties, is an impossible task. The permutations of
‘variable geometry’ may be an interesting intel-
lectual exercise, but it is difficult to see how
they could form the basis for practical policies.
On the other hand, the possibly divergent inter-
ests of some ACP countries need to be
recognised. Countries in the Caribbean and
Pacific may see their future increasingly involv-
ing closer integration into regional trade, and if
they were unable to achieve this through other
means, for example NAFTA -parity in the case of
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the Caribbean countries, then a simple renewal
of Lomé may conflict with such an objective.
Also, ACP countries vary widely in their levels
of development, from the poorest countries in
the world like Rwanda (per capita GNP $80) to
Trinidad and Tobago and Gabon (with per
capita GNPs of just under $4000).

Guidelines for deciding among the options

This conundrum is best approached using guide-
lines for decision taking.

First, ACP preferences are now of relatively
minor and diminishing importance compared to
1975 when Lomé began. Preference margins have
been eroded by tariff cuts and as a result of the
Uruguay Round the EU’s trade weighted GSP
tariff average in tropical agricultural products has
decreased from 15% to 9.4% (tropical non-agri-
cultural products are 0%); natural resource based
products have decreased from 3.4% to 3.2%, tex-
tiles and clothing are 9.3%° and leather and
leather footwear has declined from 0.2% to 0.1%,
while other industrial products have declined
from 5.1% to 3.5% (Greenaway and Milner,
1995). There are probably further opportunities
for utilising preferential access to the EU for
some temperate agricultural products and fish-
eries, but the possibilities here seem limited. In
the case of textiles and clothing, the market is
highly competitive, already well developed and
non-price factors are more important than the
margin of preference (although they may be
useful at the margin when importers are choosing
between competing sources of supply). Import
quotas under the MFA (from which the ACP
countries were exempt) are scheduled to disap-
pear by 2005, and although it is questioned
whether this timetable will be adhered to (given
that most sensitive categories of clothing are
scheduled to have quotas removed in that year,
as well as the possibility of using contingent pro-
tection measures), ACP countries can only rely
in the future on a margin of preference equal to

exemption from duties (10% to 12% on
GSP/MEN rates, but 0% with respect to the
country/product coverage of the enhanced GSP)
and will have to compete in a free (or relatively
free) market with low cost producers in Asia. In
addition, ACP preference margins have been
eroded by the proliferation of the EU’s special
preferences for countries in Europe and in the
Mediterranean region.

This leads us to two important conclusions.
First, the ACP countries could consider opening
Lomé tariff preferences to an appropriate group of
non-ACP countries, since the costs in terms of
further erosion of existing preferences would be
small and the benefits could be a greater degree
of acceptance of Lomé in the WTO (this is
explored in more detail in Section 3.6). Second,
the benefits in terms of exemption from tariffs of
an FTA with the EU are likely to be small and
insufficient in themselves to outweigh the costs
of granting free entry for imports from the EU
(although, as we have discussed, there may be
other intangible benefits).

Second, the aid and technical co-operation
provisions between the EU and the ACP group
may well be separable from the trade co-opera-
tion provisions of a new agreement so that if an
ACP country did not wish to obtain EU prefer-
ences under Lomé or an FTA, it could still
participate in the non-trade provisions of a new
ACP-EU agreement.

Third, free trade agreements are inferior to
MEN trade liberalisation unless they include ben-
efits which could not be obtained through other
means. These may be intangible or tangible ben-
efits. Intangible benefits include a fear that the
multilateral world trading system could break
down into competing regional groups. This is
always possible, but it seems unlikely as it would
lead to a return to the situation similar to the
depression of the 1930s and it was this disastrous
experience of ‘beggar my neighbour’ policies
which led to the General Agreement on Tariffs

3 Stated as 0% by Greenaway and Milner, but this appears to be incorrect and so we have calculated the average GSP rate.
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and Trade being established to avoid a repeti-
tion of this disaster.

Tangible benefit could include exemption from
the use of ‘contingent measures’ of protection and
other non-tariff barriers to trade, not at present
covered by Lomé: for example, anti-dumping
investigations; countervailing measures; the appli-
cation of safeguards or standards (technical,
health, safety, etc.) to imports; and government
policies which directly or indirectly adversely
affect trade. Preferential agreements could also
include additional trade and investment measures
available only to members of the preferential area.

Fourth, the analysis of the EU’s trade agree-
ments with other groups of countries suggests
that the EU operates a ‘hub and spoke’ system
through the use of regional trade agreements,
both to capture as much as possible of the
market and to minimise the adjustment costs to
itself of reciprocal preferences. Sensitive prod-
ucts are omitted from the trade agreements,
safeguard provisions are more onerous than
those under the WTQO, and compliance with
EU competition rules and protection of EU
investment is demanded without compensatory
concessions, such as exemptions from contin-
gent protection measures.

Fifth, all of the above suggests that great skill
will be required in the negotiations to maximise
the benefits from a trade agreement (and the
additional benefits required if a free trade agree-
ment with the EU is included in the trade
options). This strongly points to the need for the
ACP countries to pool resources and to negoti-
ate as far as possible as a group.

Sixth, the number of alternative arrange-
ments forming a new agreement (‘variable
geometry’) should be kept to the absolute
minimum. This is essential, not only to main-
tain the common objectives and cohesion of
the ACP group, but also because the greater
the variation in the content of ACP-EU trade
provisions, the stronger will be ACP-EU ties,
and the weaker will be the incentives for ACP
regional trade. A range of different ACP-EU

trade agreements will make it much easier and

less costly for either an EU or third country to
service an ACP market from the EU than from
an individual ACP country. This arises, firstly,
because where duties have to be paid on imports
of intermediate products from the EU in an
ACP country, manufacturers will be at a
competitive disadvantage compared to manu-
facturers in a neighbouring ACP country with
a free trade agreement with the EU, and will
resist moves towards regional free trade.
Secondly, if the product coverage of agreements
between the ACP countries and the EU differs,
then EU rules of origin under different agree-
ments will be strictly enforced to maintain the
integrity and differentiation of the two agree-
ments and this will inhibit regional trade.

3.6 Viable Options for Negotiation

Of all the many possibilities open to the ACP

countries regarding trade co-operation with the

EU, only the following seem viable (not ranked

in order of merit):

1 Renewed non-reciprocal Lomé preferences
under a WTO waiver with a more focused
range of policy instruments and objectives
(as discussed in Chapter 6).

2 Non-discriminatory trade liberalisation
in the ACP countries with a more focused
ACP-EU development co-operation
agreement.

3 A free trade agreement or agreements
subject to:

(a) obtaining benefits not otherwise obtain-
able and sufficient to outweigh the costs of
such agreements;

(b)minimising the variations of such agree-
ments in terms of product coverage,
lengths of transitional period (long tran-
sitional periods limit the usefulness of such
agreements as an ‘anchor’ for economic
reforms, decrease the credibility of these
reforms for domestic and foreign investors,
and encourage protectionist pressure
groups) and rules of origin;
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(c)reducing the cost of free trade agreements
by simultaneously decreasing barriers to
trade with third countries, and binding
reduced tariffs in the WTO;

(d)obtaining a new and more focused devel-
opment co-operation agreement.

Strengthening the acceptability in the WTO of a
renewed Convention

We have argued that the Lomé Convention
could be renewed on the basis of a further waiver
from Article I in the WTO if there is sufficient
political will to do so on the part of the EU.
Nevertheless, a further waiver would probably
be subject to closer scrutiny in the WTO than
the present waiver, given the change in attitudes
of the Contracting Parties reflected in the
Uruguay Round negotiations and agreements
towards arrangements which did not conform to
the GATT and which clearly discriminated
between member countries. Discrimination
between developing countries, in particular, com-
bined with the greatly strengthened dispute
settlement procedures also, as the banana case
has demonstrated, substantially increase the pos-
sibility of challenge and panel litigation even
when a waiver is granted; and this reduces the
confidence of exporters and investors in receiv-
ing preferential treatment. It is therefore in the
interests of the ACP countries and the EU to
consider placing Lomé trade preferences on a
less arbitrary and discriminatory basis than the
present regional grouping. As we have pointed
out, the substantial erosion of Lomé preferences
since 1975 implies that the extension of trade
preferences to a wider group of comparable devel-
oping countries would impose very little
additional costs to the ACP countries in terms of
a further reduction in their margin of prefer-
ences. Generally applicable criteria for Lomé
preferences would also imply that such prefer-
ences were ‘time bound’ and therefore of
additional compatibility with WTO procedures.

The precise form of such criteria is clearly a
sensitive issue which would have to be acceptable
both to the ACP countries and to the member

states of the EU. One obvious extension of Lomé
preferences would be to extend them to the least
developed countries (UN definition). This
would be consistent with the poverty-
oriented focus of EU development co-operation,
as stated in the Maastricht Treaty, and with the
aid polices of a number of the EU member states.
The least developed countries already have ben-
efited from the EU’s enhanced GSP and the only
potential cost in terms of preference erosion for
the ACP countries would be in certain sensitive
textiles and clothing goods exported by
Bangladesh. Extension of preferences could also
include the Andean and Central American
countries under the terms of preferential entry
covered by the enhanced GSP. Table 3.3 lists
these three groups of countries.

Table 3.3  Countries Covered by the EU’s

Enhanced GSP

Least Developed

Yemen, the Maldives, Myanmar {Burma),
Bangladesh, Nepal, Bhutan, Afghanistan, Laos,
Cambodia

Andean Countries
Bolivia, Ecuador, Colombia, Peru, Venezuela

Central American Countries
Panama, Costa Rica, Nicaragua, El Salvador,
Honduras, Guatemala

The Andean countries have tariff-free entry
for industrial products and the Central
American countries have tariff-free entry for
non-sensitive industrial products and addition-
al preferences over the standard GSP for
sensitive products. Agricultural products are
subject to a more complex regime in which there
are five lists of agricultural products (for further
details, see Chapter 7) in which the least devel-
oped countries have duty-free access for the
products in all five lists. The other two groups of
countries only have duty-free access for the prod-
ucts in the fifth list, with tariff concessions of
varying depth on the products in the other four
lists. Given the sensitivity of agricultural prod-
ucts in the EU, the most that could be expected
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would be an extension of Lomé preferences on
industrial goods to these countries with the con-
solidation of enhanced GSP agricultural
preferences into Lomé. The advantages to these
non-ACP countries would be to place their pref-
erences on a more secure contractual and
negotiable basis than the EU’s unilateral GSP
offer and to extend to them the benefits of
regional cumulation in Lomé’s rules of origin.
The costs to the ACP countries in terms of
erosion of preferences would (with perhaps the
exception of certain sections of clothing from
Bangladesh, and this would have to be quanti-
fied) be minimal.

This enlarged regional grouping to include
non-ACP countries would still be arbitrary and
therefore open to the charge of unjustified dis-
crimination against non-member developing
countries. A bolder step would be to place the
EU’s special preferences, at least for industrial
products, on a more rational and therefore more

easily defended basis, which could be recognised
by the WTO. The basis for such a scheme could

Table 3.4 Excluded developing countries if
Lomé preferences applied to coun-
tries with a GDP less than $50,000
million (1994) and to countries eligi-
ble for the EU’s enhanced GSP (in
rank order of per capita GNP, 1994)

Argentina

plus:
Rep. of Korea

(Hong Kong)

be founded on the fundamental rationale for pref-
erences, namely that developing countries have
infant industries which require preferential access
to a protected market to enable them to ‘learn-
by-doing’ and achieve minimum efficient scale of
production. The authors of this report would
enlarge on this traditional analysis by emphasis-
ing that the analysis should be extended beyond
the level of the firm and recognise the impor-
tance of externalities, the absence or limitations
of which create infant economies. The limitations
or absence of internal and external economies of
scale particularly apply to developing countries
with a relatively small size of domestic market,
and this suggests a criterion which combines low
per capita income levels with low levels of GDP.

_ Table 3.4 should be regarded only as illustra-
tive of one result of such an exercise based on the
simple criterion of Lomé preferences being
granted to developing countries having a GDP of
less than $50,000 million. The countries exclud-
ed under such a criterion are intuitively those
which, given the large size of their domestic
markets and/or their level of economic develop-
ment, seem least in need of preferences beyond
the GSP. The major advantage of this proposal is
that it would not only place the EU’s special
preferences on a more rational basis than the
present complex hierarchy of preferences, but
also simplify the hierarchy so that, for example,
there would be a simple unified scheme for indus-
trial products covering the non-candidate (for
entry into the EU) Mediterranean countries as
well as countries in Asia and Latin America com-
parable to the ACP countries. As we have
emphasised, given the EU’s existing structure of
tariffs, preferences, and imports from these coun-
tries, we would not expect the costs to the ACP
countries (in terms of erosion of preferences) and
to the EU to be significant (though this requires
more detailed analysis). Equally we would not
expect this, or a similar proposal, to be able to be
agreed by 2000. A commitment to liberalise trade
in this way, however, would fulfil the WTO’s
objective of regional trade agreements acting as
a stepping stone for future global liberalisation,
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overcome the pessimism of those who regard
regional integration as acting as a force opposed
to multilateral liberalisation, and automatically
generate a large measure of support in the WTO
for a further waiver for a new Convention.
Special preferences based on an objective crite-
rion would also mean that they were time bound
and recipients would, as their economies devel-
oped, move from Lomé preferences to GSP, and
finally graduate out of the GSP to receiving MFN
treatment. Within this framework, countries
could, if they so wished, opt out of special pref-
erences and negotiate WTO-compatible free
trade arrangements.

Accommodating the divergent interests of the
ACP Group — an umbrella agreement

The ACP countries comprise a heterogeneous
group with the ten poorest countries in the
world with a per capita GNP of $200 or less,
compared to over $3,000 for Gabon, Mauritius
and Trinidad and Tobago. Similarly, shares of
agriculture in GDP range from over 50% for
the poorest countries to under 10% for the
richest, while shares of manufacturing range
from under 5% for some of the poorest countries
to up to one-quarter for the more developed.
These large structural variations could be accom-
modated within an ‘umbrella agreement’.

This could take the form of the least devel-
oped ACP countries renewing the Lomé
Convention (this would make it easier to obtain
a WTO waiver and would be less subject to sub-
sequent challenge), while the remaining ACP
countries would negotiate a free trade agreement
with the EU but with varying transitional
periods, depending on their ability to adjust to
free trade with the EU and reduced barriers to
trade with the rest of the world.

Alternatively, individual ACP countries
could elect either to join a renewed Lomé type
arrangement or to join in the negotiation of a free
trade agreement, having decided for themselves
the costs and benefits of these two alternatives.

The third possibility is that the least developed

ACP countries could enter into a non-reciprocal

Lomé-type agreement; the more economically
advanced ACP countries could (possibly self-
elected) negotiate a free trade agreement with
the EU, while the less economically advanced
ACP countries (excluding the least developed)
could obtain their trade preferences from the GSP.
For the reasons given when discussing the option
of the GSP, we do not regard the latter as a useful
option. GSP preferences are of limited value and
unlikely to have the potential benefits for export
or foreign direct investment either of Lomé or a
free trade agreement, and to try and improve the
GSP solely for a group of ACP countries would,
almost certainly, be successfully challenged in
the WTO.

The practicalities of negotiating an ‘umbre-
lla agreement’ and its detailed content require
discussion between the ACP countries, but it
could broadly take the form of the free trade
agreement incorporating a general timetable for
trade liberalisation. The Community would offer
free access to the EU market at the beginning of
the agreement, with the ACP countries con-
cerned agreeing to liberalise trade over a period
of somewhere between 10 and 15 years (probably
the maximum acceptable to the WTQO). A com-
mitment would be made to liberalise x% (e.g.
one-third, or one half) of tariff headings by the
mid-point of the agreement and all tariff headings
by the end of the transitional period, and each
ACP country would undertake to submit a
binding schedule of trade liberalisation measures
to the EU by an agreed period of time (e.g. three
years) after signature of the agreement. This time
period would be necessary because the drawing
up of the schedule would be very demanding on
the limited resources of many ACP countries
and they would probably require technical assis-
tance. In view of this, it would probably be
necessary to obtain a waiver covering all ACP
countries for an extension of Lomé past the year
2000 until the year set for the beginning of the
transitional period of the free trade agreement.
Aid and technical assistance provisions would
be closely linked to the phasing of the transi-
tional period.
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For those ACP countries not joining the free
trade arrangement, Lomé would be renewed
broadly on its existing terms, but with improved
coverage for agricultural products of interest to
the ACP countries.

For both a renewed Lomé and a free trade
agreement, the ACP could seek to improve on
the present, Lomé, rules of origin. The stringent
process rules require ACP countries to add value
to non-originating (i.e. non-ACP or EU) inputs
which is often beyond their manufacturing capa-
bilities. The exclusion of ‘simple processing’ and
‘simple assembly’ discriminates against the least
developed countries, while rules on fisheries are
prohibitive (see McQueen, 1982). Some minor
concessions have been made over the years, but
the rules remain highly restrictive and discrimi-
nate in favour of EU as against non-EU suppliers.
Unfortunately, improvements are even less likely
in the future as the Green Paper indicates that
rules of origin for all preference schemes are
to be harmonised and this will make it
more difficult to liberalise the rules for
the ACP.

All ACP countries would participate in a
Financial and Technical Assistance Agreement
focusing on particular areas, notably building
export capacity, with different instruments tai-
lored to the needs of ACP countries at different
levels of development (this is explored more fully
in Chapter 6).

An alternative structure for negotiation, and
one which would appear to be favoured by the
Commission (following the pattern set for the
CEEC and Mediterranean countries), is to nego-
tiate new agreements on a regional basis. The
difficulty is that the ACP countries do not
conform to homogeneous geographical regions.
In Sub-Saharan Africa, for example, the most
obvious regional groupings are the 23 ACP
members of COMESA (Common Market for
East and South Africa), the 7 members of CEAO
(Communauté Economique de I’Afrique de
I’Ouest), the 3 members of the MRU (Mano
River Union), and the 6 members of the
UDEAC (the Customs and Economic Union of

Central Africa). This still leaves a number of
countries not covered by these regional groupings
— Ghana, Nigeria, Togo, Cape Verde, The
Gambia and Guinea-Bissau. In theory, these
countries, together with the members of the
CEAQO and the MRU, could be covered under
ECOWAS (the Economic Community of
Western African States) but in practice, the eco-
nomic, political and cultural differences between
the member states have meant that the
ECOWAS Treaty is ‘a dead letter’ (Faroutan,
1993). These groupings also omit Zaire, Sao
Tomé and Principe, and the Seychelles. Levels of
economic development, structures of the eco-
nomic and future development strategies all differ
substantially within these groupings and it would
therefore be extremely difficult, if not counter
productive, to arrive at a common negotiating
position with the EU. The Caribbean countries
also exhibit substantial differences in per capita
incomes, sizes and structures of the economy and
future development strategies (particularly the
vulnerable Eastern Caribbean countries). The
economic interests and levels of development of
the Pacific countries also show large variations
and therefore substantial differences in their
objectives in a new agreement. An ‘umbrella
agreement’ negotiated between the EU and the
ACP group would avoid the need to accommo-
date the conflicting objectives of countries within
a regional grouping and the problem of how to
cover ACP countries outside regional groups,
and would most effectively utilise the negotiating
capacity of the ACP.

In conclusion we would emphasise the fol-
lowing. First, we believe that the Lomé
Convention could be renewed with a WTO
waiver in the same way that the US renewed the
Caribbean Initiative, provided the political will
is present on the part of the EU. Second, a free
trade arrangement is inferior to unilateral and
multilateral trade liberalisation unless it enables
the ACP countries to obtain EU concessions and
assistance not otherwise available. In any case,
most ACP countries would have to engage in
trade liberalisation if they are to minimise the
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potential costs of an FTA. Third, the most
important policy objective for the ACP
countries is to integrate their economies much
more closely into the world economy, and pref-
erences are now of relatively minor importance
(and may be counter-productive) in accelerating
this process. Much more important are the
domestic policies of the ACP countries which
rationalise and reduce barriers to imports in a
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44

Improving Supply Responses in ACP Countries
Complementarities Between Government and the Private Sector,
with Particular Reference to SMEs

Summary

The conventional wisdom regarding structural
adjustment is that to ‘get your prices right’ is
both a necessary and sufficient condition for
growth. This report takes the view that ‘getting
prices right’ is necessary but not sufficient. It sug-
gests that some interventions are also required.
These can be divided into two categories func-
tional and selective (Lall 1994a). The former are
those interventions which address market failures
without favouring any specific activity (e.g. pro-
vision of infrastructure, institutional capacity,
education), whereas the latter ‘are designed to
favour individual activities or groups of activities
in order to remedy specific failures or externali-
ties that would lead to sub-optimal resource
allocation either in a static or dynamic sense’
(Lall, 1994b p.65). Selective interventions
address market failures conceming the creation
of a dynamic capacity within an economy in par-
ticular information and technology upgrading,
and skills formation.

Governments also have important roles to
play in the co-ordination and timing of policies.
This ensures that the skill creation, techno-
logical capacity and know-how are developed
in line with requirements. However ‘govern-
ment failures’ exist in developing countries,
and assistance is required to help overcome
resulting problems.

An example of this approach is seen in
Taiwan ROC where the complimentarities
between market mechanisms and government
interventions have been very successfully exploit-
ed. The case study of Taiwan provides many

important lessons for other developing countries.

Increased globalisation means that growth
must be private sector led. This requires greater
emphasis being placed on micro, small and
medium-sized enterprises (SMEs).

The second part of this chapter examines the
importance and potential benefits of small firm
development in developing countries, and stress-
es the need for a strategy rather than ad hoc
development. This is particularly important since
small firms experience greater efficiency when
they operate in clusters or groups. Under such
conditions horizontal and vertical links develop
between enterprises. These, together with sub-
contracting, result in a network of formal and
informal relationships which greatly enhance
flexibility and speed of reaction time.

Any post Lomé agreement needs to target
assistance towards overcoming ‘government
failure’, and to provide assistance to support small
enterprise development.

4.1 Introduction

The discipline imposed on economies by global-
isation and liberalisation requires countries to
adopt forward looking and outward oriented poli-
cies. However many developing countries are
characterised by low growth, political instability,
weak and fragmented industrial bases, and low
and unstable export earnings that are highly con-
centrated in primary products. Under such
conditions economies are vulnerable to both
exogenous and endogenous shocks. Their prob-
lems are exacerbated when governments pursue
weak macro policies which result in inflation,

4 The authors would like to thank Mr. Carl Greenidge for his helpful comments on Chapters 4 and 5.
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low levels of private and public savings and
investment, overvalued exchange rates, and
balance of payments problems.

Faced with such problems governments often
engage in indiscriminate protection, the results of
which resonate throughout the industrial and
manufacturing sectors, causing increased costs
and uncompetitiveness, low levels of productivi-
ty, and rent seeking behaviour. Under these
conditions countries are clearly unable to meet
the levels of efficiency required for successful par-
ticipation in world trade. Adherence to a sound
macro policy, together with the rule of law and a
degree of political stability are necessary condi-
tions for participation in the global economy, and
for economic growth and development.

Many ACP countries, through structural
adjustment programmes, are implementing
macro policy reforms in terms of financial and
trade liberalisation, exchange rate policies, and
reductions in public sector expenditure. Some
still have a way to go.

The conventional wisdom, however, is that
this ‘getting your prices right’ is both necessary
and sufficient for growth. The alternative view
put forward in this report is that ‘getting your
prices right’ although a necessary condition for
growth is not in itself a sufficient one. Efficient
selective intervention in both product and factor
markets to facilitate market entry, to support
industrial and export expansion and the forma-
tion of a technological capacity, and to create
new markets, is also necessary for sustained
growth.

To understand this controversy it is necessary
to understand the implicit assumptions of the
conventional approach to structural adjustment.
This assumes:

1 Goods markets will provide the correct
signals for investment if allowed to operate
freely.

2 Markets for factors of production are free to
respond to these signals.

3 Asaresult, the economy will make the

most efficient use of the country’s resources.
The ‘guiding hand’ of the market with its
constant flow of information can never be
improved upon by government.

4 The acquisition of technological capabili-
ties and knowledge does not enter into this
analysis because it is assumed to be available
throughout the world and can be easily
obtained by a developing country. Indeed, it
is often claimed that latecomers can grow
more rapidly because they can acquire the
hard won knowledge of today’s more devel-
oped countries. Increasing the technological
capacity of a country is therefore seen as an
engineering problem, not an economic one.

In this view of the world, the role of govern-
ment is solely to provide basic public institutions
and a legal framework and pursue macro policies
which will ensure a stable and predictable eco-
nomic environment. It may be accepted that
some factor and product markets may not operate
efficiently where there is a public goods issue.
An example would be education, where the
social benefit may be greater than the private
benefit captured through increased lifetime earn-
ings and where the time horizon of individuals
may be less than that of society, in which case
there will be private under-investment in educa-
tion. Similarly, firms may under-invest in training
workers because other firms may ‘free ride’, not
train workers, and simply poach them away with
higher wages. In these cases the conventional
wisdom would be that government intervention
is potentially beneficial provided the interven-
tion is general and neutral, that is it is not
selective between different economic activities or
economic agents(for example policy should be
neutral as between foreign and local firms). Also,
such limited interventions should be indirect,
utilising the market, for example, through a
system of taxes and subsidies. The general con-
clusion of the conventional structural adjustment
approach is that there is no need for policies to
support, protect, and induce the acquisition of
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technological capabilities and knowledge in
developing countries (Pack and Westphal 1986),
or to create new industries and upgrade existing
industries from which new dynamic comparative
advantages will result (Biggs and Levy 1990),
and that where governments have done so, for
example in the NICs, these policies have had
few positive structural effects (as discussed for
example, in World Bank 1993. This conven-
tional view is also largely implicit in the thinking
underlying the policy prescriptions of the
Commission, as outlined in the Green Paper.
The alternative view, forwarded by this report,
strongly supports Lall’s analysis (1994a and
1997), and that discussed in the Industrial
Development Report (UNCTAD 1996). As
stated earlier, globalisation means that countries
must adopt outward oriented policies, this has
necessarily resulted in the need for governments
to adopt the discipline of appropriate macro poli-
cies. This approach strongly endorses the
conventional view that sound macro policy and

structural change are fundamental prerequisites
for industrial and export-led growth. [t also recog-
nises that globalisation has changed, and to some
extent reduced, the role of governments in for-
mulating economic policies. However, this report
advocates that the development of sound and
efficient industrial and trade sectors, which are
capable of acting as a platform for export-led
growth requires that further interventions be
undertaken. The nature of such interventions
will be discussed in subsequent paragraphs.
Within this approach we can distinguish clear
and decisive roles for governments in co-ordi-
nation, the timing of policy executions, and in
planning and implementing interventions
designed to assist the development of industrial
and trade sectors.

4.2 The Role of Government

The role of government in this approach is out-
lined in diagram 4.1 below.

Diagram 4.1 The Role of the State in Industrial Policy

The Role of Government
in Industrial Policy

Co-ordination and Timing
Facilitate Market Entry Create New Markets
Active intervention
to create new markets
To create Factor market Macropolicy
favourable intervention e.g. exchange
pre entry e.g. education rate, inflation Develop new
requirements & training control etc upgraded comparative
e.g. infrastructure, advantages

institutional capacity
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Consider first the role of government in
policy co-ordination. As countries begin to
develop, industries and markets do not neces-
sarily develop in a well co-ordinated and logical
manner. Pockets of economic or entrepreneurial
activities may arise, but their future develop-
ment may well be thwarted by insufficient
physical and business infrastructure, and under-
developed financial markets or export channels.
The timing and co-ordination of policies aimed
at developing these support systems is crucial.
Similarly in the early stages of industrialisation,
output consists primarily of low-tech, labour-
intensive wood
manufactures, garments and footwear, together
with agricultural output. In order for industrial-
isation to proceed smoothly the development of
strategic processing and heavier industries must
be planned for and not merely allowed to
develop in an ad hoc fashion. Future skill
requirements need to be anticipated so that
education and training keep pace with industri-
alisation. The conventional approach relies
heavily on market mechanisms to provide the
necessary stimulus for new industries to develop.
However, the private sector in general, and

commodities such as

entrepreneurs in particular, are motivated by
profits. Profits act as a signal to entrepreneurs
attracting new investments in relatively high
performance industries. These profits arise out of
the differences between private costs and private
returns, and accrue to individual firms. For an
economy as a whole however, the focus must be
on social costs and social returns. Given exter-
nalities, private sector investment may, in some
areas, be sub-optimal and poorly-timed.

Also, as economies develop some industries
will naturally decline whilst new industries will
spring up. There is a critical need to forecast,
with some accuracy, both sunrise and sunset
industries, and formulate policies both to miti-
gate the impact of shutdowns, and to train
workers in the necessary skills and techniques
required for the new sunrise industries
(UNCTAD 1996).

The second, and equally important, role of

the state involves intervention. Lall (1994)
stated that interventions can be divided into two
categories — functional and selective. ‘Functional
interventions’ are those interventions which
address market failures without favouring any
specific activity over another whereas ‘Selective
Interventions’ are designed to favour individual
activities or groups of activities in order to
remedy specific failures or externalities that
would lead to sub-optimal resource allocation
either in a static or dynamic sense (Lall 1994b
p.65). Examples of functional interventions can
be seen in the provision of transport, telecom-
munications, education and health services.
Other general interventions may also include
supporting and restructuring the private sector,
regional policies, and policies aimed at increas-
ing overall export competitiveness.

Selective interventions address the more
subtle types of market failure described by
Stewart and Ghani (1991) concerning the cre-
ation of dynamic capacity within an economy.
This has particular importance with respect to
information and technology upgrading and skill
formation. In the neo-classical model, from
which the conventional approach is derived,
knowledge and technology are freely, instanta-
neously, and costlessly available to all. In
practice, in developing countries, nothing is
further from the truth. One of the problems of
Sub-Saharan Africa is the weakness of its tech-
nological capacity, a problem that does not
appear to be abating. Also it is not sufficient for
a nation or a firm to have knowledge of or
acquire a technology; they must also be able to
use it efficiently and adapt it effectively to their
best advantage (Fransman 1986). However in
developing countries local managers may not be
familiar with, or fully understand the skills that
are required to use imported techniques or tech-
nologies effectively, or the skills available to
them in the workforce may not match those
required for new technologies. These problems
need to be addressed.

An integral part of developing long-term
technological capacity is the need, as industrial-
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isation proceeds, to develop an indigenous R&D
capability. This takes time and must be carefully
planned for in terms of skill developments and
specialisms in specific areas such as engineering,
material science and bio-technology. Most R& D
undertaken in developing countries is informal
and incremental, and generally falls into the
‘development’ category — but in order to incre-
mentally upgrade both products and processes,
firms must have a firm grasp of underlying tech-
nology. Research institutions can help adapt and
develop appropriate industry-specific techniques
and technologies so that firms can in turn utilise
them as they stand, or modify them to suit their
particular market demands. While some tech-
niques and technologies may be mastered quickly
and relatively costlessly, others may involve sub-
stantial outlays in both monetary and resource
terms, and involve long time lags.

Under such conditions there are large poten-
tial social returns to be gained from the
development of research institutes and pro-
grammes which, once operational, will provide
an important channel through which firms
and industries can upgrade. Without interven-
tion these channels will simply not develop in
sufficient numbers. However, most ACP coun-
tries do not have the capacity for such
development, and there is a critical need for
assistance in this area.

Another related, and well known, cause of
market failure lies in the under-provision of edu-
cation and training. Primary and secondary
education may, to a large extent, be viewed as
general training. Further education and skill
training may be regarded as more specific. As has
already been mentioned, there is a critical need
for education policy to be co-ordinated with
industrial development thus ensuring that skills
are matched to requirements. Whilst primary
and secondary education provide many of the
skills required for shop floor supervision, many
technologies are industry specific or process spe-
cific. With the ever accelerating pace of
technological change the need for ongoing train-
ing is heightened. Individual firms, for reasons

discussed earlier, have on aggregate a lower
propensity to invest in training employees than
is socially optimal, and therefore intervention is
required to ensure its provision.

When developing technological capacity gov-
ernments also have a role to play in decisions
involving licensing agreements and joint ven-
tures. In Japan, the Republic of Korea and
Taiwan ROC, the state played an active role in
searching for and introducing new technologies
(Amsden 1985). It also played a key role as a
regulatory body, and took the lead role in bar-
gaining with TNCs (Taylor 1993).

Ongoing industrialisation requires a level of
institutional capacity which is lacking in many
ACP countries, and governments have a key
role to play in expanding and co-ordinating
its development.

The final role of governments in the area of
intervention concerns market creation. Twenty
five years ago Kaldor (1972) distinguished the
allocative function of markets from the second,
less frequently focused-on function, which he
called the creative function:

‘a creative function — as an instrument for
transmitting impulses of economic change.’

Here intervention focuses on the creation of
new markets. This can be done, for example, via
the state taking the lead in the creation of key
upstream enterprises if the private sector is not
forthcoming in their provision. The establish-
ment of such large enterprises acts as a catalyst for
the development of a host of smaller, downstream
firms. This can be done either as a joint venture
or, if necessary, as a state-owned enterprise. As
industrialisation proceeds, or once such firms are
well established, it is important that ownership
and control are divested to the private sector.
Such a policy, as will be discussed later, proved to
be very successful in South Korea and in Taiwan
ROC in the 1970s and 80s.

The case for selective interventions is strength-
ened if, following Bruton’s analysis (1989), which
may be viewed as an extension of the standard
infant industry argument, developing countries in
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general, particularly the least developed countries,
may themselves be considered to be infant
economies, and need to be protected whilst they
undergo the transition period of industrialisation.
This argument is heightened in a global world as
these infant economies have little or no experi-
ence as global players and their fragile economies
are extremely vulnerable when exposed to world
markets. Under present WTO rules countries with
per capita income less than US$1000 are exempt
from regulations regarding selective subsidies.
However some countries, e.g. Mauritius, do not fall
into this category but, because of their small size
and narrow range of export commodities, still need
support as they attempt to upgrade and diversify.
[t is worth noting that the distortions of gov-
ernment policies in Sub-Saharan Africa were no
worse than many other developing countries and
that levels of protection and weaknesses in macro
policies were probably worse in Latin America.
What has made the Sub-Saharan African situa-
tion so serious is the combination of these
problems with a very weak technological and
skill capacity in these countries, and this will
not improve significantly without government
intervention, both generally in factor and
product markets, and selectively in clusters of
related activities, increasing collective efficiency.

4.3 Government Failure

As has already been mentioned, a great deal of
government failure also exists in developing
countries, both in terms of failing to eliminate
market failures, and in failing to create new
markets and market capacity. For example,
attempts by governments of developing coun-
tries to fill the gaps in financial markets with
specialist development and finance institutions
have a poor record of achievement both in finan-
cial terms and in terms of poverty relief (Hulme
and Mosley, 1995). If governments actively
engage in promoting credit to ‘favoured’ indus-
tries, e.g. by subsidised interest rates, distortions
can be very large. Similarly if governments do
not have enough information to calculate the

true relative social costs/benefits of the formation
of different industries, or of undertaking various
projects, or enough knowledge of the existence
of certain technologies, then they cannot play
an effective role in co-ordinating industrial and
private sector development.

Given the high potential for ‘government
failure’ in ACP countries, there is a need for
EU policy to be aimed at attempting to over-
come this by concentrating their efforts in
specific areas.

The present EU mandate here is wide. By
reducing it, the Commission’s strength and EU
funds have the potential to be used more effec-
tively. This is particularly important at this time
when Europe is increasingly concerned with
value for money, and when the percentage share
of EU funds appropriated to ACP countries is
being squeezed as Europe is expanding and
strengthening links with the transition
economies. The opportunity cost of not under-
taking the required selective interventions is
high, and more work is needed to establish pri-
orities in these areas.

4.4 The Development of SMEs

This section will focus, using examples from
Taiwan ROC, on the development of SMEs, and
the role of governments in supporting their
ongoing proliferation. If successfully implement-
ed, such a policy has the potential to reduce
dependence on primary commodities and help
integrate an economy into the world trading
system without heavy reliance on TNCs.
However, the growth of manufactures by SMEs
does not provide an ‘easy quick-fit solution’ for
low income countries, and attempts to minimise
the problems facing countries undertaking such
an approach must be avoided. Nevertheless small
firms offer potential entrepreneurs the opportu-
nity to enter business activities without being
faced with prohibitively high initial levels of
investment and skills.

Traditionally, small firms have been viewed as
less efficient than their large counterparts. Indeed
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neo-classical economic theory only considers large
firms which have the potential to benefit from
scale economies and to produce under conditions
of constant returns. However, industrialisation
led by large-scale, assembly-line technology,
together with its highly developed division of
labour and stratification, is not always optimal in
a developing country. Large firms, and in partic-
ular MNEs, have their place in industrialisation
in developing countries, but the role of SMEs
has not always been fully recognised and exploit-
ed. Over the last decade, increased awareness
has led to changing consumer tastes and the need
for differentiated products, and it is here that
small firms are able to capitalise on their flexi-
bility and fast response times.

Small scale production has many advantages
including the potential to:

(i)  combat rural depopulation and migra-
tion, thus reducing the problem of
dualistic development;

(ii)  enable firms to set up and develop in
sectors and industries not suitable for
large production i.e. in sectors where
there are few scale economies;

(iii) have a large and positive effect on the
distribution of income;

(iv) provide local employment, particularly
for women, and give them the opportu-
nity to enter the labour market either as
employees or entrepreneurs;

(v)  induce potential entrepreneurs to start
up businesses on an on-going basis;

(vi) turn local savings into local investments;

(vii) absorb and adapt technology, particularly
when backward linkages between larger
national firms and MNEs are established,
(under such conditions small enterprises
are able to incrementally upgrade using
appropriate technology); and

(viii) upgrade and enhance skills over a wide
range of production activities.

With the help of government, support agen-
cies and other private organisations these small
firm advantages can be harnessed to play a
major role in creating a manufacturing base.
However, small size means that individual firms
are vulnerable. Inexperienced entrepreneurs do
not have the range of skills or the knowledge or
information available to larger enterprises. If
they are to operate successfully in global
markets they need to have channels through
which to sell their exports and acquire knowl-
edge and technology.

Internationalisation and changing consumer
tastes have resulted in the creation of niche
markets which SMEs, with their enhanced flex-
ibility and fast response times, are able to exploit.
Deregulation has also, in some areas, had a pos-
itive influence on market penetration for SMEs,
but many small firms still have problems in iden-
tifying new markets.

The gains from small-scale production are
amplified when individual firms form part of a
‘cluster’, or co-operative, both in terms of
employment and information flows (Pyke
1992). Industries such as footwear, clothing,
furniture and mechanical and electrical engi-
neering all lend themselves to small firm
production, and by operating and interacting
at differing levels the industry can together
achieve what Schmitz (1995) called ‘collective
efficiency’. Collective efficiency may thus be
viewed as the competitive advantage that
agglomerations of small firms within a sector
can derive from interaction and from local
external economies. Such agglomerations are
usually referred to as ‘clusters’, and can be both
sectorally and geographically concentrated.
Probably one of the most widely discussed
European examples of the successful develop-
ment of a cluster is the [talian footwear industry.
Less well known, and more pertinent to the
requirements of developing countries, is the
ongoing and very successful development of
industrial clusters in the Asian NICS, and
particularly in Taiwan ROC, during the 1970s
and 80s.

82

ACP-EU TRADE AND AID CO-OPERATION: POST LOME 1V



4.5 The Case Study of Taiwan ROC

No blue print for industrialisation exists.
Different countries require different policies at
different stages to cope with changing econom-
ic conditions. But the example of Taiwan ROC
provides a host of important messages for devel-
oping countries. It demonstrates quite clearly
that a manufacturing sector comprised almost
entirely of SMEs can successfully lead the indus-
trialisation process via its export success.

Taiwan ROC, is a small island located in the
South China Sea. It has relatively few natural
resources, and yet achieved such high levels of
growth during the 1970s and 80s that many
authors referred to Taiwan’s growth as an ‘eco-
nomic miracle’. The SME sector, which
accounted for over ninety five percent of Taiwan’s
manufacturing outlets in the 1980s has been
described as the backbone of Taiwan’s manufac-
turing and export industries. Yet, contrary to
what was first believed by Western scholars and
institutions in the 1980s, Taiwan’s ‘economic
miracle’ was not achieved solely by the operation
of market forces, or ‘get your prices right policies’,
but by a subtle mix of market forces and efficient
and flexible government intervention.

Under the auspices of an entrepreneurial, and
somewhat authoritarian government, Taiwan’s
industrial development was achieved via flexible
planning undertaken by the government using a
series of four and ten year development plans which
were modified and changed in line with changing
economic and political climates (see Wade 1990,
Phillips 1994). Starting with the targeting of simple
labour intensive exports in the 1960s, new, more
advanced target industries and technically sophis-
ticated ones were introduced over time, and
comparative advantages established in the fields of
electronics and computer technology. As industri-
alisation proceeded, the proportion of
government-owned enterprises declined, and that
of agriculture as a percentage of GDP gradually, yet
substantially, reduced. The authoritative nature of
the state enabled the government to pursue a sound
and flexible macro policy and develop markets and

infrastructure — thus overcoming market failures.

In the 1950s Taiwan adopted import substi-
tuting policies but, unlike so many developing
countries at that time, these were relatively light,
and post 1960 a vigorous outward-oriented policy
has been pursued. Nevertheless some I-S indus-
tries were developed alongside export industries,
this was particularly so in the post-oil shock years
when export and import industries were devel-
oped in tandem, primarily to counter negative
exogenous forces, and to deepen their industrial
base, thus reducing outside dependence. In the
1970s, the first of currently over seventy indus-
trial parks and three export processing zones was
developed along with the establishment of
science and technology research centres. These
provided a major stimulus to the industrial
upgrading process and, ultimately, to Taiwan’s
export success. This success was augmented by
the government’s policy with respect to foreign
direct investment (Amsden 1985, Haggard
1993). The Government restricted foreign
investment to key industries where the technol-
ogy was vital to industrial development.

Indeed although FDI was welcomed in desig-
nated areas such as electronics, chemicals,
textiles and optical instruments, other areas were
screened from foreign influences (Amsden 1985).
Where large scale investment was deemed nec-
essary, and FDI unforthcoming, the government
itself set up large up-stream enterprise (which it
subsequently divested, partly or fully, to the
private sector). These large upstream plants pro-
vided the incentive for the proliferation of
smaller, downstream enterprises. At the same
time there was heavy investment in education
and training and latterly in research and devel-
opment, to support the upgrading process. Over
time Taiwan’s industrial base widened and deep-
ened and during the 1970s, 1980s and 1990s
more complex technologies have been intro-
duced, existing industries upgraded, and new
ones developed. This has resulted in the creation
of new dynamic comparative advantages, and
export successes that are the envy of many devel-
oping and industrialised countries.
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Taiwan’s experience sheds light on the impor-
tance of the government in providing systematic,
planned, yet flexible polices, and the need for
long and medium term goals and strategies.
During its developing years macro policy was
tight — for example interest rates and energy
prices were swiftly and substantially raised in
response to the two oil price shocks (see Kuo
1983 for details). Massive investment in educa-
tion was undertaken. However, expenditure on
further education was co-ordinated and targeted
to development needs. For example during the
period 1960-69 the average percentage of stu-
dents in higher education enrolled in engineering
was 18%; this rose to 33.2% during 1980-89
(MOEA 1989). The number of students in social
sciences followed a similar trend until 1983
when, due to a shift of emphasis, there was a dra-
matic fall in numbers. The late 80s and 1990
show increases in the number of students under
taking management training; there has also more
recently been a re-emphasis on agriculture.

A similar involvement by government in cre-
ating technological capacity can also be observed.
At the beginning of 1980 government spending
accounted for 60.4% of total expenditure on R&D;
by 1987, as firms and private institutions began to
undertake more of their own R&D (with particu-
lar emphasis on development) this figure had fallen
to 50.8% (MOEA 1989).

The government also set up research insti-
tutes, and encouraged the development of both
public and private organisations to support devel-
oping and upgrading industries and entrepreneurs
including: The Metals Industry Development
Centre (1963), The China Youth Career
Organisation (1979), the Industrial Design and
Packing Centre, the China External Trade
Development Council (which now has offices
all over the world), the China Productivity
Centre, and many more.

However, perhaps the most remarkable
achievement of the Taiwanese government was
their ability to recognise the complimentarities
between government intervention and market
mechanisms. This is nowhere more apparent

than in their policies directed at supporting SME
development. Selective intervention may be said
to have been a necessary condition for Taiwan’s
industrialisation and export success; it was not a
sufficient one. Market forces have played a
crucial and dominant role in the development of
the manufacturing sector.

For historical reasons many Taiwanese
businesspeople have a dislike of too much gov-
ernment interference, and a strong desire for
independence. Cultural factors mean that strong
loyalties exist between families and friends.
These factors together with the lack of employ-
ment opportunities in the 1960s and the
targeting of exports, provided the potential for
the growth of entrepreneurship.

The role of the government here can best be
described as that of facilitating, supporting and
guiding market forces. By providing the necessary
physical and business infrastructure, it helped
create an environment in which enterprises
could flourish. However selective interventions
were also employed, for example, the govern-
ment played an active role in creating new
industries by investing in upstream enterprises
and thus facilitating the development of small
downstream firms, and ensuring that certain key
or target industries were developed. Skill centres
were developed to provide training and the
changing skill requirements as industries and
firms upgraded.

An array of support agencies and supply and
export channels were provided by the govern-
ment and the private sector enabling clusters of
small firms to develop. Over time networks
developed and strengthened. The government
also actively engaged in promoting target indus-
tries via the provision of subsidised product
development research, training, finance, and
by assisting with factory designs and upgrading.
Support for SMEs operating existing target
industries was reduced as they developed, and
new, more sophisticated industries were
developed and targeted. The development
of firms operating in non targeted industries
was generally left to market forces, and most
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of these SME:s received no specific government
assistance.

Taiwan’s policy towards SMEs is, however, not
unique. South Korea and Japan operate a similar
strategy in terms of the support systems and net-
working services they provide for small enterprises.

4.6 Lessons for ACP Countries

Taiwan ROC ensured that policies affecting the
growth of manufacturing and exports were well
co-ordinated and anticipated future needs. The
government adopted an entrepreneurial attitude.
It prioritised export growth and sought out and
established new markets where future dynamic
comparative advantages could be developed.
Conditions were established, and constantly
upgraded, so that the private sector could thrive.
Any long term planning was flexible, allowing
for upgrading and changing intemational condi-
tions. The key element in Taiwan’s success is that
markets were allowed to work efficiently — but
their establishment was managed. In short, the
market sector and the government worked
together in a complementary way.

4.7 Summary and Conclusions

This chapter has discussed the important and
complementary roles of ACP governments, the
private sector and the EU in ACP countries. It
has presented the case for efficient intervention
by governments, which rests on the belief that
the existence of market failures means that the
private sector will not develop, in the medium
and long term, without some form of selective,
as well as functional intervention. Globalisation
has increased the pressure on ACP countries to

establish a thriving private exporting sector to
act as an engine of growth. This has led to
changing, and to some extent reduced roles for
governments and public sectors. But govern-
ments still have a vital role to play in the
co-ordinating and timing of policies, particular-
ly in education and skill training, in the
development of infrastructure and institutional
and technological capacity and in creating new
markets. However, in many ACP countries ‘gov-
ernment failure’ also occurs, and there is a need
for support in this area to overcome market
failure. A new convention may wish to examine
ways in which specific support can be developed
for individual countries. One of the criteria for
developing such capacity is the establishment of
an equal working partnership between ACP gov-
ernments, the Commission and the private
sector. This would enable a policy framework,
binding to all parties, to be jointly established
and agreed on. Policies need to be forward
looking and flexible, and geared towards
ensuring that the private and public sectors
assume their correct role in industrial
development. To do this priorities must be estab-
lished and targeted. Under the ‘alternative
approach’ forwarded by this report, selective
interventions would assume a high priority.
However regardless of the approach taken by
different countries it is necessary to target
assistance, as was done in Taiwan ROC, so that
SMEs can develop in sufficient numbers as to
lead export growth. Policy instruments that
have a high potential to facilitate small firm
growth need to be employed. To achieve the
greatest effectiveness, the number of policy
instruments must be limited and bureaucratic
procedures minimised.
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5

Improving Supply Responses in ACP Countries
Private Sector Development with Particular Reference to SMEs

Summary

Governments and the EU need to demonstrate
visible commitment to private sector develop-
ment. ACP governments must be steadfast in
their commitment and not capitulate when faced
with inevitable adverse exogenous shocks. To
create a workable partnership a minimum set of
governing rules and procedures, that are accept-
able to all parties, will need to be developed, and
adhered to by all parties.

At present the CDI is responsible, within the
EU, for assisting ACP countries with industrial
development. It has produced a sound plan for
private sector development. Its effectiveness is cur-
rently hampered by having to operate, at times,
under cumbersome, centralised, bureaucratic pro-
cedures. Ways of reducing these need to be
investigated. Potentially there is much to be gained
by ensuring other organisations are also included,
and by increasing and targeting funds towards pro-
jects particularly in areas such as financial sector
development and institutional support for SMEs.

More research is required into the develop-
ment of environments conducive to business
growth. For example, there is a need to link the
shortcomings in infrastructure with the ability to
produce and market goods at internationally
competitive prices, match skills with needs, and
balance general and vocational training. ACP
policymakers require more information. In order
to obtain this, links between public and private
sectors need to be strengthened.

Private sector led growth requires the devel-
opment of a sound financial sector. In many ACP
countries financial sectors are plagued with
market failures. Increased dialogue is needed to
find appropriate solutions. Foreign direct invest-
ment, technology and know-how agreements are

important for the creation of an indigenous
research capacity. Centre-satellite systems are a
means of diffusing skills, knowledge and tech-
nology, and creating employment opportunities.
More research into their potential in ACP coun-
tries may prove useful.

There is much to be gained from the devel-
opment of micro, small and medium-sized
enterprises. Under the correct conditions they
have the potential to act as an engine of growth
for a manufacturing section. A co-ordinated
policy for their development is required to ensure
their sustained proliferation. The challenge of
any post Lomé arrangement is to ensure that:

(i)  SME development must be given
priority (European Commission 1996a);
(ii)  legal and regulatory frameworks need to

be upgraded to meet the requirements of

SMEs; and
(iii) an efficient support system is required for
ongoing, large-scale, small firm develop-
ment. This includes the provision of a
large range of private and public of insti-
tutions and agencies and the
development of financial, supply and
export channels in research institutes,
and training programmes.

5.1 Introduction
The 1996 Green Paper highlights the need to

stimulate economic growth in ACP countries
through competitiveness and private sector
development. The importance of the private
sector has been heightened by the accelerating
pace of globalisation. To operate in global
markets, private sector companies must be
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competitive in all spheres of business operations,
particularly in areas of productivity, quality and
the ability in order to identify and meet market
requirements. However, as has been stressed
throughout this report, the ACP countries are a
diverse group not only in terms of economic and
industrial development and geographic location,
but also in terms of cultures and socio-econom-
ic environments. Whereas globalisation offers
opportunities to some, it represents major chal-
lenges for others. Policies will be required to be
both country- and sector-specific, and allow for
gradual upgrading of both over time.

5.2 Industrial Co-operation

The current Lomé agreement attempts to address
the problems facing ACP countries in their
attempts to industrialise by encouraging indus-
trial co-operation between the EU and ACP
countries. Article 78 states the objectives of
industrial co-operation:

‘Industrial co-operation, as a key instru-
ment for industrial development, shall have as
its objectives:

(a)the creation of the basis of and framework
for effective co-operation between the
Community and the ACP states in the
fields of manufacturing and processing,
mineral resources development, energy
resources development, transport and
communications;

(b)the promotion of conditions conducive to
industrial enterprise development, and local
and external investment;

(c)the improvement of capacity utilisation and
rehabilitation of existing industrial
undertakings which are potentially viable,
in order to restore the productive capacities
of ACP economies;

(d)fostering the creation of and the
participation in enterprises by ACP
nationals, especially those of a small and
medium-size nature that produce and/or use

local inputs; the promotion of new and the
strengthening of existing enterprises;

(e)support for the establishment of new
industries to supply the local market in a
cost-effective manner and ensure the
growth of the non-traditional export sector
in order to increase foreign exchange
earnings, provide employment opportunities
and an increase in real incomes;

(f) promoting increasingly close relations in
the industrial field between the Community
and the ACP states, and in particular
further encouraging the speedy
establishment of ACP-EEC industrial

joint ventures;

(g) promoting business associations in ACP
states as well as other institutions for
industrial enterprise and business
development.’ (Lomé IV Convention)

In order to achieve these objectives, Articles
79-86 pledge EU assistance to ACP states in
terms of :

< improving their institutional frameworks,
financial institutions, industry-related
infrastructures, and training;

< establishing key industries, joint ventures,
SMEs and their support networks;

L >

2
°

the exchange of information, research,
scientific and technological development;

< marketing products and stimulating trade.

In short, the current Lomé undertakes to
assist all ACP states in almost all stages of indus-
trial development. However, this umbrella
approach has failed to produce the desired part-
nerships or results in many countries. Given the
constraints on funds and other resources the EU
is clearly not in a position to provide support in
all areas to all ACP countries. Priorities must be
agreed on. The EU must decide exactly where
best to target assistance.
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5.3 A Partnership Approach

Governments need to develop workable part-
nerships with the private sector, civil society in
general and CDI representatives. By augmenting
their knowledge and developing skills of delega-
tion of decisions to the private sector,
governments can enhance private sector devel-
opment. At the same time private sector
representatives must realise their responsibility to
keep the government informed of their actions.
A-symmetric information leads to incorrect deci-
sions and mistrust between partners.

Given the typical differences in the approach
of the private and public sectors towards business
practice, the development of the channels nec-
essary for information flows cannot be left to
chance. A minimum set of governing procedures
and responsibilities of the various parties needs to
be formulated. Such a set of guidelines must be
jointly developed and agreed, clearly stated and
easily understood. What is not required is more
bureaucracy and the slowing down of decision
making processes.

At the present time, under the existing arrange-
ments of Article 98, organisations like the CDI
are required to ask recipient governments for per-
mission to undertake any study or project regardless
of size or cost. This is done via government chan-
nels without private sector involvement. Major
problems can be encountered if the short term pri-
orities of government are critically constrained by
lack of finances. Under such circumstances it is
difficult for government officials to give high pri-
ority to the allocation of funds to the private sector
for ostensibly long-term projects. The introduc-
tion of a simple set of rules could act to free-up the
system. For example if the CDI were required to
seek permission in principle for a type of project for
the development of a particular region or industry
but that, once obtained, approval at each stage
was left to the private sector, then decisions could
be made and acted on more swiftly and there would
be no conflict of interest. The private sector and
CDI would need to keep officials up to date with
new developments via the information channels.

Any major shift in emphasis would be a matter of
government involvement.

There are also other areas of potential diffi-
culties. The allocation of funds and success of
initiatives depends on a number of authorities
and/or people. For example ‘coal face’ knowl-
edge and skills, market expertise, development
skills, funding control, and awareness of specific
countries’ needs and funding priorities tend to
reside within different parts of the chain of
potential beneficiaries ~ the CDI, EIB or similar
bodies, experts and consultants, and the ACP
governments. It is clear from the above that each
group is likely to have its own priorities and, in
addition, will not have or be fully aware of the
skills and expertise of the other parties.

If the various cross-party steering groups each
had all the expertise and authority necessary to
identify, specify, fund and subsequently monitor
and manage an initiative from start to finish,
many of the conflicts would disappear. In this
way all involved parties would agree the terms
and share accountability for their group’s initia-
tives. In addition, the communications referred
to above as being so important would be greatly
simplified as individuals from all factions would
be represented and would be better able to imple-
ment the communication guidelines and feed
the communication channels.

5.4 Visibility and Commitment

Industrial and private sector development are osten-
sibly long and medium term agenda items. Whilst
not advocating rigid long term development plans
it is important that governments do engage in plan-
ning, are steadfast in their commitment to the
private sector and that the correct signals are given
to the business communities, both nationally and
internationally, and to civil society in general. A
visual commitment to change and planning, and to
private sector development signals the potential
for investment first nationally and, ultimately, from
international companies. The path of industriali-
sation is not always smooth — endogenous and
exogenous shocks can result in major setbacks. If
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governments do not show steadfast commitment to
the private sector, but capitulate at the first major
obstacle, the process will come to an untimely halt.
The same analysis may be applied to the
Commission and other international agencies. If
the Commission and member states are earnest in
their desire for partnership and private sector devel-
opment in ACP countries, they must demonstrate
and signal their commitment so that others can
see, and act on it. Individual member states must
publicly promote the ACP countries as potential
markets for investment, and as suppliers. They must
also encourage joint ventures with ACP countries.

5.5 The Centre for the Development of
Industry (CDI)

Past constraints on industrial co-operation

The EU has three main organisations which are
responsible for co-operation and industrial assis-
tance — the Commission, the Centre for
Development of Industry (CDI) and the
European Investment Bank. These organisations,
though fully aware of the need for ongoing and
dynamic change in a global world, have been
severely constrained by the nature of the existing
Lomé arrangement. As an example of this The
Committee on Industrial Co-operation, under
Article 87c, has the authority to organise ‘on the
request of the Community or ACP states’ a review
of industrial policy when conditions dictate. In
reality industrial policies must be flexible and
continuously reviewed. Procedures are currently
too bureaucratic, cumbersome and centralised to
be sufficiently fleet of foot to execute instructions
within a dynamic commercial environment.
These issues must be addressed to enable the CDI
to continue to improve its effectiveness.

Also, in the early years of the [Vth Lomé
Convention, industrial co-operation between the
Commission, the CDI and the EIB was not always
what it could be. As part of ‘The Halfway
Revisions’ the new Article 89 stipulated that co-
operation between these institutions be intensified.
Since 1995 there has been definite progress and the
CDI and EIB are more active in industrial forums

and planning (European Commission, 1995).

Project funding

Before looking at some of the important aspects
of the CDIs current and future roles it is useful
to look at past fundings.

In 1994 the number of ACP beneficiaries of
CDI assistance was 545, and the total number of
projects handled was 192. This represented a 24%
increase over the previous year and approximate-
ly one third of total admissible applications. All
accepted projects were subject to pre-selection cri-
teria by the antennae and the CDI.

The geographic and sectoral spread of these
projects are shown below.

Geographic Location

1994% 1993%

East Africa 25 18

The Caribbean & the Pacific 24 24
Sectoral Breakdown in 1994

Agro-industry 35
Building material 32
Clothing ] 15
Others 18

In 1994, the agro-industry accounted for 41%
of the budget. Overall 34% of CDI interventions
were aimed at new enterprises and pilot projects,
35% at expanding and diversifying existing
enterprises and 31% at rehabilitating or consol-
idating existing projects. Interventions fell into
two categories: technical interventions on the
floor (56%), and those which could be classified
as feasibility studies, diagnoses and expert and
commercial assistance (44%). During the same
year 31.3% of the projects supported by CDI
were small 18 business projects, whilst 68.7%
were medium-sized. Approximately 50% of assist-
ed enterprises were joint ventures (oppcit).

Sector and key industry development

The 1994 figures demonstrate the importance of
the agro-industry and the focus on project, rather
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than sector, assistance in the CDI policy frame-
work. This is not surprising as one of the first stages
of developing a manufacturing base is to diversify
into processed agricultural commodities, thus util-
ising prevalent basic skills and techniques.
However, it is also important that the least-devel-
oped countries develop new, labour-intensive
manufactures which are suitable for export, and
that the more developed ones upgrade, deepen
and widen their industrial bases by establishing
more technologically-dependent industries. To do
this, it is necessary to adopt a more sector-based
approach to complement project-based assistance.
Whilst projects need to be selected on the basis of
their potential for success and profitability, it is also
important to select projects which have the poten-
tial to generate a long term multiplier effect, and
ones which can be viewed as key industries which
have the potential to spawn further industrial
development. In this way, long-term goals may be
sought while meeting short-term imperatives, as
recognised in more recent CDI plans.

Such key industries have historically been
established by the public sector and divested over
time as industrialisation proceeds. However, where
the public sector is under-equipped to take on such
a role, joint ventures with foreign firms or with
the public sector can also be used to establish such
industries. Focus on private sector development
should not result in the exclusion of the public
sector, nor should the public sector monopolise
industries which are more suitable for private sector
development. Investment by foreign firms can,
under the correct conditions, provide the necessary
technology, know how, management and market-
ing skills which are such key components in any
individual firm’s success. The benefits from joint
ventures are amplified when the resultant organi-
sation can become part of a centre-satellite
programme’. When selecting joint venture pro-
jects for funding it is important, therefore, to
ascertain the potential of each joint venture enter-
prise to act as a centre firm from which downstream
medium-sized and small satellite firms can develop.

Such development has been demonstrated in
Taiwan ROC, to lead to strong backward and
forward linkages and the establishment of busi-
ness networks. As will be discussed later in this
chapter a formalised centre-satellite programme
needs a co-ordinating body experienced in
private sector development to help start up, train
and upgrade small firms in all aspects of business
development, and also to set standards and
monitor both centre and satellite performance.
This ensures the quality of output and, ultimate-
ly, exports. In Taiwan this role has been, and still
is, performed by the China Productivity Centre
which is a privately-owned, government-spon-
sored organisation. The centre-satellite
programme in Taiwan has been a resounding
success over the years. It has helped to establish
many new industries, and upgrade traditional,
labour-intensive ones, launching them into
export production. There is a great deal of poten-
tial for using a similar programme within the
ACP countries, particularly in those countries
where the private sector is beginning to become

established.

The development of more information and
resource-flow channels

The CDI antennae system and the follow-up pro-
cedures in the aforementioned mentioned report
show that information and resource-flow chan-
nels from grass root enterprises to fundholders
and policymakers are becoming established, but
there is still room for more work in this area. At
the present time the CDI has over 60 antennae,
together with national and regional corespon-
dents and specialist consultants. The CDI has a
wealth of technical experts who are active both
in industrial development and the co-operation
process, but their resources are stretched. There
is a need to evaluate the possible ways of target-
ing, expanding CDI budgets and involvement,
and the inclusion of other agencies, institutions,
groups and individuals to assist the CDI with
private sector development.

5  Centre-satellite systems will be discussed in more detail in subsequent paragraphs.
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5.6 The Need For Entrepreneurial ACP
Governments — Ways in which the
(DI and Commission Can Help

One of the key players in the private sector is the
entrepreneur, but it is often difficult for government
officials and private sector employees to relate to
such individuals, or to become more entrepreneur-
ial themselves. However economies like the Asian
Tigers have industrialised through a combination of
entrepreneurial and authoritarian governments.
Article 110 states that ‘fostering of ACP entrepre-
neurship is crucial... 1.(vi)’. In most ACP countries
entrepreneurial skills within government and the
public sector are very scarce. This has the potential
to produce problems which could resonate through-
out the industrial and export sectors.

Firstly, if entrepreneurs and government offi-
cials do not hear the same tune there will be no
harmonisation of policies and actions. This
problem is exacerbated if entrepreneurs are not
involved at the policy planning stage.

Secondly, a related problem may emerge at a
more decentralised level. Regional or local offi-
cials may misinterpret the essence of rules and
procedures for the private sector or, even more
catastrophically, they may believe, given their
mindsets, that a policy is not appropriate and
deliberately block or slow its implementation at
grass root levels. This calls for:

& documentation to be clear and simply
presented with the minimum potential for
misinterpretation;

o
L <4

dialogue between the private and public
sector and the CDI at all levels;

# the use, where at all possible, of officials
who have at least a working knowledge of
the private sector; and

.
%>

some basic training of government officials
in the mechanisms underlying successful
business practice.

Thirdly, if governments themselves are not
entrepreneurial they will not respond to market

signals, resources will not be channelled appro-
priately, and opportunities will be lost.
However, governments cannot become entre-
preneurial overnight. There is a clear role here for
the EU to provide some assistance. The CDI,
with their comparative advantage in business
practice, are in an ideal position to (i) help gov-
ernments understand the importance of being
entrepreneurial (ii), provide support for them to
become so. However the scope for CDI involve-
ment is limited by its budget, and other
organisations could also play important roles.
Until now the CDI's role had focused primari-
ly on stimulating and maintaining growth in the
private sector, but it could be expanded to include
more initiatives to improve public sector awareness
of business. Alternatively other organisations could
provide such a role. This approach would only
work if both parties recognise the added advantages
of co-operation and openness. Ultimately they
would be better placed to understand each other’s
priorities, positions, and constraints, and to develop
complementary skills and procedures.

5.7 Creating an Economic Environment
Conducive to Private Sector Growth

The ongoing proliferation of private enterprises
depends on the creation of an environment which
will encourage entrepreneurs to engage in market
making activities. As has been previously men-
tioned, the first and most fundamental
prerequisites for this are good governance, rule of
law, a stable economy, and the existence of a sound
macro policy framework. Similarly, institutional
arrangements, infrastructure, and education poli-
cies must keep pace with industrialisation.

Infrastructure support

Asa recent survey (Stern and Gugerty 1986) points
out, it is easy to list the shortcomings in the sup-
porting structure of the Sub-Saharan African
countries — a weak legal system, poor telecommu-
nications, lack of roads and well maintained ports,
lack of appropriate human capital, a failure to
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develop a variety of export support services.
However, there is little research linking these short-
comings to the ability to produce and market goods
at internationally-competitive prices, yet without
this information it is not possible to rank the rela-
tive importance of these factors and design
appropriate policies. A further difficulty in the
context of physical infrastructure is an absence of
information on the extent to which the poor infra-
structure is due to under investment in capacity,
compared to the lack of maintenance of the exist-
ing capacity. The need for information and research
to determine the priorities for building infrastructure
is underlined by the observation that most success-
ful developing countries (and for that matter many
industrialised countries) have many serious gaps in
their infrastructures. It is therefore crucial to iden-
tify those deficiencies that really matter for
achieving the objectives that the ACP have estab-
lished for their economies. Close collaboration
between public and private sectors has proved to be
an essential element in providing information on
which these priorities can be established. In the
context of EU-ACP development co-operation,
this requires an institutional mechanism enabling
the private sector to participate much more active-
ly in the policy dialogue and in the development of
the NIPs. An increase in direct private sector par-
ticipation in infrastructure projects is also probably
essential in most ACP countries, because public
resources are inadequate to meet the huge task of
investment and upgrading. The methods by which
this can be achieved will vary between countries,
but in all cases will involve changes in the legal and
regulatory framework to induce greater private
sector participation by local and foreign compa-
nies. EU countries have developed a considerable
expertise in this field and have been particularly
active in providing advice to East European coun-
tries. ACP countries could usefully target this as a
particular area of co-operation.

Investment in human capital

[t is axiomatic that investment in human capital
increases growth but, as discussed above, this
observation is not useful to policymakers unless

translated into more precise statements at the
individual country level. Is the problem one of a
general lack of literacy and numeracy or is it that
the skills developed through the education and
training system do not match the needs of the
economy? Is the balance between primary, secondary
and higher education correct (given scarce
resources) Is the balance between general and voca-
tional education correct? Again, there is very
little information available to ACP policymakers
in deciding such crucial issues and yet decisions on
these matters lie at the heart of building a successful
and internationally competitive economy. As
with decisions on infrastructure in general, so
decisions on education and training require a
close and constant interaction between the public
and private sector to determine the best mix of edu-
cation and training and between formal and
informal training (apprenticeships and in-service
training) and between public sector, private sector
and the joint provision of training. ACP countries
could usefully obtain assistance in answering these
questions and on the basis of this, determine pri-
ority areas for action in their NIPs.

A thorough analysis of training (Biggs, et al,
1996) based on panel data for two hundred firms
and a series of case studies in eight Sub-Saharan
African countries (Burundi, Cameroon, Cote
d’lvoire, Ghana, Kenya, Tanzania, Zambia,
Zimbabwe) concluded that:

1 Because of the complexity of technology
and many uncodified elements, learning by
doing, trial and error and step by step
incremental learning are all important for
technology transfer. Accordingly, pro-active
time consuming efforts must be made by
firms to transfer new process and product
technologies and these investments can
be costly.

2 Successful absorption of a new technology
is only the first stop. After the initial
learning is mastered, it is critically
important for firms to develop the ability
to adapt and modify the practices as
circumstances change.
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3 The leading source of technical learning in
firms in all countries comes via private
channels. When firms are unable to meet
their technological needs internally, there
will be a demand for technical support
services of government, NGOs and donor
agencies to fill the gap.

4 Learning by doing, on-the-job training and
internal tinkering, adapting and
modification are cited as the most
important sources of technological
capability and productivity gains over the
lifetime of the firm. Such technical efforts
are also occurring in African firms. The
firms that we interviewed in Africa are
engaged in training workers, rudimentary
research and development activity, and
development and use of technical
documentation and technical offices.

5 Where African firms appear to differ from
their Asian and Latin American
counterparts is in the overall incidence and
quality of internal technical efforts. Only a
very few large firms, mostly multinational
corporations, have in-house training
courses. The same is often turn of the other
elements of internal technical effort.

6 The internal technical efforts of the firm
will not amount to much if the
environment within which the firm
operates is not supporting these efforts with
new inflows of know-how, new market
connections and access to individuals with
technical expertise. The availability and
quality of business support services are
crucial elements in the internal learning
process. That these external support
services, both private and collective, have
been weak and missing in some cases has
limited significantly the effectiveness of
enterprises’ internal technical efforts.

7 Where African firms have access to foreign
flows of technical knowledge through
technical assistance contracts, technical

licence agreements and foreign ownership,
studies show that they were more
productive. Such private external learning
mechanisms increase average firm
productivity by about 30 percent. The
priority task for public policy at the firm
level is first to ensure that the business
environment facilitates — rather than
obstructs — the development and
functioning of the private-to-private flow of
technical know-how at home and from
abroad.’ (Biggs, et al, 1996, pp.108-111).

The challenge for a new Convention is to leamn
from such empirical studies and to target and
channel more resources and organisational effort,

both by the ACP and the EU, into substantially
upgrading the technological capacity of firms.

5.8 Financial Sector Development

The changing emphasis in ACP countries
towards private-sector-led development means
that financial sector development assumes even
greater importance. In many African states,
liberalisation has not progressed as swiftly as was
hoped, and their financial sectors remain under-
developed and plagued with market failures, rent
seeking behaviour and inefficiencies. Central
banks are often still government-owned or con-
trolled, private sector banks operate under severe
capital constraints, and there are few, if any,
financial institutions which cater for business
development needs. Private and public sector
savings are low, and there are few mechanisms by
which savings can be mobilised into efficient
and socially-desirable investment projects. Banks
in most ACP countries often appear to be inad-
equate in all functions not only for long term
investment, but also for working capital and the
provision of adequate and timely pre and post
export finance. ‘Banks typically are uninterested
in adapting financial products to meet the needs
of viable small or medium enterprises. The ten-
dency is to try to mould the customer to an
existing set of financial products. As a result,
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bankable small and medium enterprises have a
hard time accessing overdrafts and short term
capital, let alone credit for expansion’ ( Biggs, et
al, 1996, p.115).

Sources of financial services outside of
banking are often even more limited or are non-
existent, for example, equity markets, leasing,
venture capital, and insurance.

Under the present arrangement the European
Commission have played a very limited role in
financial sector reforms and development in ACP
countries, though they have provided technical
assistance to banks in some ACP countries to
help them provide services to small and micro
firms, and they have also assisted in the creation
of a private sector development bank in Mali.

With an ever-increasing emphasis on private
sector development, there will be a far greater
need for increased assistance in the late nineties.
Awareness of this requirement prompted the CDI
to propose a new strategy for financial sector
development. The first stage of this strategy
stresses the need for increased dialogue with ACP
governments to find appropriate ways to ensure
that financial institutions become autonomous
and independent from political agenda. Other
subsequent measures include support in strength-
ening the role of central banks in bank
supervision, and in interest rate policies so that
market rates are established or approached, pro-
viding technical assistance to establish new
specialised financial institutions such as private
development banks, venture capital companies,
insurance and stock exchange organisations.

With regard to capital market development,
the CDI report stresses that capital markets in
ACP countries are both shallow and narrow, and
that in most African states banking sectors are
heavily concentrated with an absence of compe-
tition, and intermediate finance institutions are
not developed. It recommends that restoring the
viability of financial institutions and building
competitive and efficient financial markets should
be given priority by the European Commission.

As with all policies discussed in this chapter,

the success of financial sector development relies
heavily on the adoption of sound macro policy,
and the provision of an adequate legal and regu-
latory framework. Within this, the CDI report
recommends that strategies be focused on reha-
bilitating viable, distressed banks through
restructuring and technical assistance, refining
credit and interest rates, promoting new instru-
ments and establishing appropriate regulations
and supervisory structures, which can promote
stable competitive conditions within banks and
capital market institutions. These are new areas
of activity for EU-ACP co-operation and the
ACP will have to decide on those areas in which
the Commission, as compared with other donors
and sources of technical assistance, could most
effectively assist them in the development of the
financial sector.

The ACP may also wish to review the effec-
tiveness of the present division of responsibilities
between the Commission, the Centre for
Development of Industry (CDI), and the
European Investment Bank. For example, is it
sensible for the EIB to be involved in financial
initiatives independently of CDI and the
Commission, especially when they have little or
no experience of operating in a developing
country and have no locally-based staff in an
ACP country? What delays and missed opportu-
nities have arisen from these arrangements?
What problems have arisen from the overlap-
ping responsibilities of the Commission and the
CDI? Are there alternative and more effective
modes of delivery available, for example using
private sector suppliers?

5.9 Foreign Direct Investment and
Centre-Satellite Programmes

Technology can be simply and easily divided into

(a) technology which results from inflows from
abroad; and

(b)indigenous, or domestic technological
activities.
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For developing countries the most important
external sources of technology and product
upgrading, are foreign direct investment (FDI)
and joint licensing agreements. Other sources
include technological publications, universities
and the Internet (World Wide Web).

Under the correct conditions FDI can act as a
major stimulus to the private sector, however it
can also result in enclaves of development and
have a negative effect in terms of dualistic devel-
opment. The spread of globalisation and economic
liberalisation has resulted in FDI playing an even
more important role in technology transfer. It has
the capacity for transferring capital, skills and
brand names, and for providing access to interna-
tional markets. It also has potential benefits in
terms of spillover effects on local skill formation,
technological learning and competition (UNIDO
1996). However, most ACP countries (with the
notable exception of economies such as Nigeria),
and especially the least-developed economies,
have experienced only low or insignificant flows of
foreign investment, and much of that which has
occurred is concentrated in mining and extraction.
The actual benefits of FDI to host countries
depends on:

< the host country’s ability to negotiate a ‘fair’
package in terms of the use of indigenous
labour, raw materials and other inputs;

the level of industrialisation within the
host country; and

2
0.0

O
0.0

the extent to which linkages and spillovers
develop, and human capital is upgraded.

Under the correct conditions, then, FDI has
the potential to enhance the performance and
development of the small and medium sector.
The establishment of large upstream firms acts as
a catalyst for downstream small-scale firms to
locate as their suppliers. In this way backward
linkages and networks develop. However, given
that TNC:s seek global competitiveness, they will
not locate without the pre-conditions of eco-
nomic and political stability, simplicity and

clarity of domestic markets, infrastructure and
competitively priced factor inputs and interme-
diates, (Greenaway and Milner 1996). This
represents a major challenge for many ACP
countries as MNEs will not locate even if offered
the most attractive terms.

Even without FDI, ACP countries must
attempt to develop indigenous, innovative capa-
bilities. At higher stages of industrialisation this
need is heightened. Countries such as Kenya,
Mauritius, Nigeria and Zimbabwe have benefit-
ed from technology and know-how agreements as
substitutes for FDI (UNIDO 1996). If FDI is not
forthcoming, this is an important means of
obtaining technology.

5.10 Centre-Satellite Programmes

An important way of harnessing the potential
benefits is by implementing a centre-satellite
programme. However, as is discussed elsewhere
in this report, many ACP countries cannot rely
on inward investment. A major advantage of a
centre-satellite (C-S) programme is that it is
also equally applicable for large domestic firms
(private or public) and for joint ventures. If, as
is discussed in Chapter 4, private investment in
a key industry is not forthcoming, efficient
public sector investment could provide the nec-
essary stimulus for small downstream firms. By
harnessing the development of small firms in a
formal system rather than’allowing ad hoc
development, the benefits are greatly increased.

< Institutes and organisations can be
developed to assist small firms in all areas
of production.

% Small firms have a guaranteed market for
their products.

& If, as is usually the case, the centre firm is an
exporter it imposes the discipline of inter-
national quality standards on its suppliers.

2
0.0

There is a potential for the development of
management and other skills.
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& Competition and co-operation develop
simultaneously between SMEs as chains of
subcontractors develop.

Once experienced, centre employees may

2
°

set up on their own as suppliers of compo-
nents, and often retain strong links with the
centre firms, which can provide training, or
contribute to satellite development in some
other way.

Firms recognise mutual dependence and trust
and bonds develop. More so if members of
extended families are involved in the chain.

From a policy point of view the goal of a
centre-satellite programme is to promote more
unified production between large and small
enterprises, with small downstream firms devel-
oping from suppliers of raw materials to suppliers
of component parts. For example:

Centre-satellites also provide opportunities
for employment, homeworking, and new enter-
prise creation. For example one could visualise
a chain of suppliers of component parts and
assemblers in the bicycle industry. Small suppli-
ers, themselves subcontractors, provide work
for homeworkers (with the necessary quality
control). If, as would usually be the case, the
centre firm was a national or international
exporter, further benefits in the form of the
upgrading of technology, management and mar-
keting may accrue to small firms. An example
should serve to underline the advantages.

A firm designated as a centre (by some
national authoritative board), would have to
achieve a certain quality standard (e.g. world
quality standards). This firm would then sub-
contract work to smaller firms. In order that the
satellite firms’ production was of the required
standard, the centre firm would give advice on
production techniques and training. What
usually happens in Taiwan under such schemes
is that local centre employees set up as entre-
preneurs once they are experienced, and work is
contracted out to them. Further subcontracting
by satellite firms increases the diffusion and
adaptation of knowledge, know-how and tech-

» (Centrefactory -  an assembly industry

manufacture of spare parts
and accessories

» C(Centrefactory ~  producer of intermediate
materials

processing firm obtaining raw
materials from upstream

« (Centrefactory —  bicycle or textile firm
Satellite factory —  equipment, component
supplier

Satellite factory

(Adapted from Development Merit 1994)

niques, and clusters of small firms develop. From
these clusters some firms will emerge, over time,
as more dynamic enterprises, with the aspira-
tions and potential to develop into centre-firms
and/or exporters in their own right. However,
whilst still infant, such enterprises have the
security of supplying, at least part of their
output, to the centre. Further development of
these firms depends critically on the support
systems available to them as they attempt to
start up, and later as inexperienced exporters. In
addition, traders form an important export
channel for infant firms both in terms of infor-
mation collection and dissemination, and
market access. Over time, research, marketing
and management centres will need to be provid-
ed either by the private sector or by joint
private-state enterprises. Examples of domestic
enterprises as centre firms can be seen in agro-
industry, light manufactures, or when the
informal craft sector is positioned to upgrade.
Under the present Lomé Convention, the
CDI has been the main instrument for provid-
ing technology advisory services to SMEs. The
development of centre-satellite systems would
provide opportunities for the CDI, and other
organisations to extend their work in this area
and to co-ordinate and develop technological
capacity, particularly in the higher income
ACP countries, and basic manufacturing capac-
ity in others. Technology transferred must be
appropriate for any individual country, and
‘imported technology’ may need to be adapted
to meet local needs and conditions. In

Taiwan ROC, the China Productivity Centre,
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monitored standards and requirements and co-
ordinated with research institutes on
adaptations required. In the early days of its
industrialisation, research institutes consultants
and engineers from abroad all played a critical
role in adapting basic technologies.

5.11 Small and Medium-sized
Enterprise Development

Policies aimed at supporting the SMEs

Developing countries in general lack appropriate,
effective policy frameworks to promote the
growth of SMEs and, where they do exist, they
are fragmented rather than fully integrated into
macro-economic policies. Little attention is
given to the specific fiscal and financial measures
needed to promote SMEs. Article 97 refers to
the development of financing schemes in favour
of SMEs, but individual countries must also adapt
their legal and tax systems to favour small firms.
In policy terms, as is stated in the discussion
paper on Private Sector Development Framework
(European Commission 1996a), any approach
must be based on identifying a country’s needs and
the building of a private sector support system
which tackles the country’s main deficiencies.

Upgrading the legal and regulatory framework
to meet the requirements of SMEs

Over time, legal and regulatory frameworks
evolve within countries to regulate and govern
the activities of large enterprises within the indus-
trial sector. It is important that rules and
regulations relating to business operations and
performance are changed and updated to meet the
needs and the requirement of small, medium, and
micro enterprise operations. Deregulation and
structural reform should ensure that SMEs are
treated on an equal basis to that of their large
firm counterparts, and that an appropriate policy
mix is established. Business practice is frequently
hampered by numerous regulations, and small
firms find themselves encumbered with rules
designed for larger enterprises that are not applic-

able for small firms. Lengthy procedures also
impinge more heavily, in relative terms, on small
firms. In a field study of micro-enterprises operat-
ing in seven countries, including Swaziland and
Niger, Morrisson et al (1994) found that the major
institutional problems relating to start-up of micro
enterprises revolved around difficulties in obtain-
ing authorisation to operate, and submitting to
certain types of inspection. In contrast, estab-
lished firm problems focused more on taxation.

Small firms also experience difficulties in their
attempts to adhere to international and domes-
tic regulations concerning environmental and
labour related issues. The 1996 Green Paper
states the need for industrial development to be
in line with world environment standards and
labour laws. Both still pose major problems for
ACP countries.

Institutional capacity

As has been mentioned previously, in many ACP
countries there is a need to expand the institu-
tional framework to cover areas such as design
and productivity improvements, as well as tech-
nical, managerial and marketing support. In their
study of Mauritius, Lall and Wignaraja(1997)
point out that SMEs are handicapped in terms of
poor quality, management, rudimentary design
capabilities and low incidence of technology con-
tracts. More institutions which are involved in
helping SMEs to achieve world standards such as
ISO 9000 are needed. In Mauritius the Mauritius
Standards Bureau and Diffusion System was set
up as part of a World Bank competitiveness
upgrading project.

Small and medium-sized enterprise sector
development

SMEs are fundamentally different from large
firms in terms of aspirations, management, oper-
ations and behaviour. The large enterprise, with
its focus on scale economies, internalises to
reduce transaction costs and achieve efficiency
whereas small firms’ advantages lie in their flex-
ibility and speed of reaction. They rely on
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product differentiation, economies of scope and
niche market penetration. Whilst their small
scale gives flexibility, it also heightens their vul-
nerability to changes in demand and supply, in
both national and international markets. To
overcome this small firms engage heavily in sub-
contracting and need outside channels for
marketing their products and for technology dif-
fusion. A small firm sector, or cluster, operates by
networking at all levels of business operations.

It is highly unlikely, in developing countries,
that the on-going proliferation of small firms
will occur spontaneously. The small firm sector
cannot flourish without the development of an
efficient support system, which adapts, upgrades
and evolves in line with the needs of small
firms. Without such support individual firms
cannot develop the networking required for
dynamic growth. Typical areas of specialisation
and operations include private financial insti-
tutions to provide medium and long term loans
to small enterprises, marketing institutions and
organisations of trades, Chambers of Commerce,
and industrialised development centres.

Problems facing micro, small, and medium-
sized enterprises

Finance

Many small firms lack access to institutional
funds. Successful rural revolving credit schemes
have been developed by NGOs, but there is a
need for increasing the numbers and availabili-
ty of such schemes. Slightly larger new firms,
and established ones seeking to expand, have
higher funding requirements. These entrepre-
neurs often face insurmountable problems in
trying to gain access to more formal lending
channels. Unable to provide the collateral or
business plans required by banks, these busi-
nesses are denied funds despite the small size of
the loans they require and the fact that, on
average, small firms in developing countries have
been found to be no less creditworthy than large
ones (UNIDO 1989).

Sufficient effective mechanisms for the delivery

of funding to enterprises still need to be developed.
Small firms’ competitive advantages are based on
flexibility and fast reaction time — if opportunities
arise they must be ready and able to respond. There
is little point in applying for loans or grants if the
bureaucracy is so great that the process takes several
months — by that time market conditions may have
changed and opportunities lost.

Related to this is the need for efficient insti-
tutions which are able to provide small, as well as
large, amounts of credit. At the moment the EIB
has a budget of 100mEcu for developing coun-
tries. However, the main thrust of the EIB
operations is as a financing institution for
European banks. Banks are, by nature, risk averse
and do not have the facilities to execute many
hundreds of small loans. Because of this, funds are
not always taken up. What is needed is a re-
think in terms of the distribution of loans with
increased focus on the requirements of small firms
and projects rather than large ones. ‘Europe needs
to take risks when looking for financial return’
(Report on Europe’s Development Aid, Wilton
Park Conference, Feb. 1997).

Training
Shortages in training may arise because:

% individual managers/entrepreneurs are

unaware of the need;

O
>

there is a deficiency in the provision of
finances, institutions, agencies and
individuals for the provision of training;

O
L

there is a mismatch in the training offered
and that required by entrepreneurs at any
given time;

O
o

there is insufficient funding within
enterprises.

As discussed earlier, insufficient training will
be provided by the market and some form of inter-
vention is required to make up the short fall.

However, small firms are not homogenous in
their aspirations and abilities to grow. Many
owners of family firms do not aspire to become
large national or international traders, but desire
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only a modest income. Other ‘true’ entrepreneurs
are motivated by profit, growth and status. The
most important aspect of training is, like all other
features of private development, that it be tar-
geted correctly and planned systematically. Given
the limited resources available for training it is
important that expensive training packages are
not wasted on firms which do not require them.

Empirical studies can provide assistance in
categorising and selecting firms for different types
of training.

The CDI’s 1995 discussion paper (aforemen-
tioned) states that ‘Actions will be developed to
provide professional management development
in specific skills and continuous training at appro-
priate levels, both in the public and private
sectors’. The development of a centre-satellite
programme would enable small firm managers
via their links with large enterprises to enhance
their skills. Such schemes would be complemen-
tary to CDI practice.

CDI policy for strengthening trade links for
the private sectors includes the development of
more trade associations, programimes to support
enterprises in specific sub-sectors which place
emphasis on product quality improvement,
market research, the strengthening of trade-
related infrastructure and services, and the
development of national or regional trade devel-
opment programmes (European Commission
1996a). These policies require adequate funding
and support if they are to achieve their goals.

Finally, as discussed earlier, educational
requirements need to be anticipated, and train-
ing programmes co-ordinated to provide the skills
needed by firms.

5.12 Conclusions

If ACP countries are to be integrated into the
global economy, adequate policies to stimulate
growth via private sector development and trade
are required. Under Lomé 1V, EU policy includes
financial and technical measures to support struc-
tural reforms, and to promote support in areas
such as infrastructure, agriculture, industry, ser-

vices, and human resource development, as well as
direct support for private sector development, in
the form of investments, trade and enterprise
development, and financial and technical support
provided by the EIB and CDI (European
Commission 1996b).

Despite these efforts in many ACP countries,
particularly the African states where liberalisa-
tion is still not complete, the desired growth has
failed to materialise.

Any new arrangement must prioritise and
target support, to ensure that a workable and
equal partnership between the EU and ACP gov-
ernments must be established. The Commission
must address its bureaucratic procedures, decen-
tralise, reduce the number of policy instruments
available, and target them specifically.

Currently, the CDI has a wide mandate and
limited capacity and resources. It has developed
a sound range of strategies to stimulate private
sector development, but cannot do so without
increased funding.

Other organisations may be well positioned
to augment CDI activities, ensure that there is
no monopoly on industrial assistance, and
allow CDI to focus on where they have a com-
petitive advantage.

FDI is a potentially important channel, but is
of limited importance in most ACP countries;
and there appears little prospect of this changing
in the near future. Mechanisms through which
other channels of technology upgrading can
evolve need to be developed, and steps need to
be taken to develop indigenous technological
capacity at all levels. Centre-satellite systems,
which have proved so successful in Taiwan
ROC, have the potential to do this and integrate
large and small enterprises within an industrial
sector or industry. Further work in this area may
prove useful.

Under the correct conditions, SMEs have the
potential to become the backbone of a manu-
facturing sector and of exports. However, their
ongoing proliferation requires the establishment
of a network of support systems, and the integra-
tion of policies aimed at SME development into
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a general macro framework. A future agreement
needs to target resources to these ends.

Similarly more channels through which small
firms can access funds swiftly need to be devel-
oped. As highlighted by the CD], priority must
be given to the development of the financial
sector and markets, and also to tackling the other
problems facing small firms in the areas of train-
ing, management and marketing their products.

There is a growing weight of evidence to
suggest that the most effective way for develop-
ing countries to improve their situations is
through the promotion of SMEs. The reasons for
this seem fairly straightforward:

<

& towns, villages and even families tend to
relate more naturally to the ‘small, family

business’ type of organisation;

L>

o
L o4

the resources (finance, expertise, people,

R & D, technology, skills, infrastructure,
etc) required by SMEs are by definition
much less than those demanded by larger
organisations, so they are quicker and easier
to set up;

SMEs are more fleet of foot and can
therefore respond more rapidly to changing
market requirements;

O
Lood

< they can also operate in market niches too
small to be viable for larger organisations;

o as SMEs expand, they tend to favour an
outsourcing approach (rather than the
alternative of increasing their own cost base
significantly, thereby providing work for
other SMEs in related areas; and

< the need for (often scarce) management skills
is kept to a minimum due to the small size.

If we accept that promoting the proliferation
of SMEs is a sound policy, we need to be able to
encourage individuals to set up as small time
entrepreneurs.

This doesn’t mean that MNEs should not be
encouraged. Nor does it mean that there is no role
for the government in providing public sector

organisations. Indeed quite the opposite is true.

SME:s operate most effectively in groups (or
clusters). Under such conditions horizontal and
vertical linkages develop between firms. This
network of relationships leads to stability,
strength and efficiency. Clearly in order for clus-
ters to develop individual enterprises have to
start somewhere and start-ups tend to involve
an entrepreneurial spirit as a driving force.
However, entrepreneurial talents are often latent
or absent in many ACP countries, and steps are
required to reduce the perceived risks, and to
create an environment in which micro, small,
and medium-sized firms can flourish. Existing and
potential entrepreneurs need specific knowledge
and/or skills (in products, markets, manufactur-
ing techniques, etc.) which reduce the risks to
manageable proportions.

Indeed if entrepreneurs are not risk takers,
then, it follows that they will be encouraged to set
up operations only when certain conditions are in
place. These conditions will vary between indi-
viduals, companies, markets, and countries, but it
is possible to draw up a basic requirements list:

% availability of appropriate funding and
access to finance on an on-going basis;

% availability of appropriately-skilled people;

< ability to ‘ship’ output (i.e. suitable road,
rail and sea links);

< access to new technologies;
« access to market knowledge;

% availability of raw materials (or sub-
assemblies) of acceptable quality;

< assistance with legal, exporting, etc
procedures;

& assistance with adherence to internation-
ally-recognized quality standards;

& freedom from over-burdensome
bureaucracy; and

< stability in terms of the economy in which
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they operate, enduring policies, etc. i.e. If I
set up now, will it be impossible to operate
in the future if policies changes?

Individual ACP governments, therefore, face
the challenge of, and the responsibility for, cre-
ating such a fertile environment. In terms of
promoting specific industries, centre-satellite
systems have been shown to be very effective
elsewhere for encouraging the start-ups of SMEs
in particular areas; a ‘centre’ firm may manufac-
ture bicycles, but subcontract the manufacture of
many of the components (spokes, wheels, brake
assemblies) to ‘satellite’ firms.

In such situations it is the role of govern-
ments, the private sector and organisations like
the CDI to work together to identify appropriate
industries (from knowledge of local/internation-
al markets, technology requirements/availability,
manufacturing requirements/capability, etc.) and
‘incentivise’ companies to set up in these areas
through skill training, knowledge transfer, finan-
cial assistance and so on.

In the same way FDI can be encouraged. FDI
has the added advantage, when correctly
managed, of introducing new technologies and
skills which are then transferred to other com-
panies in the chain (or centre-satellite system).

In return for providing help in these areas,
those involved in providing it are able to feed
information back to the centre (the planning hub)
that provides input to adjust or enhance the plan
in the light of successes, failures, shortfalls, etc.

In this way such an integrated process is able
to identify requirements, attach priorities, and
devise responses in a constructive and cost-effec-
tive manner providing (or facilitating)
appropriate training as differing needs arise, easing
the route to funding in appropriate cases, creating
partnerships where necessary, and easing the
administrative/legislative burden where possible.

Governments have, or have access to via the
EU (and other institutions and organisations),
significant expertise inf/knowledge of world
markets, quality standards, appropriate tech-
nologies, exporting procedures and so on, and

they and the EU can contribute enormously by
making such expertise readily (and cost-effec-
tively) available. Institution capacity, a
fundamental requirement for industrial develop-
ment, needs to be expanded and developed in
order to face the new and changing requirements
of the small scale sector. There is a critical need
to analyse both needs and weaknesses in physical
and business infrastructure (roads, communica-
tions links, exporting support etc.), within
individual economies, and many ACP countries
require assistance here.

For maximum effect such initiatives to
promote the private sector would need to form
part of an agreed and integrated policy and be tar-
geted at certain areas and/or business sectors,
with decision-making ability being devolved to
the local level so as to take account of regional
variations and to provide the speed of response
that entrepreneurial organisation thrive on (or
die without). In addition to this, a network of
support systems to include research institutes,
training programmes, marketing institutions,
financial institutions and packages, export
agencies, design and engineering agencies, to
support small firms, is required if the proliferation
of firms is to be sustained. Such a network would
consist of both private and public agencies, bal-
anced in the appropriate proportions, according
to priorities, needs, skills and finance. To ensure
co-ordination, information flows, and appropri-
ate timing and execution of policies, efficient
channels of communications are crucial. At
present a comprehensive range of support agen-
cies and packages is lacking in most ACP
economies, and where it does exist, problems
often arise in co-ordination and communications
between agencies or institutions, or between
them and the enterprises they are trying to assist.
In small economies, or where the SME sector is
underdeveloped, much of the necessary support
could be provided by or co-ordinated by an
overall body, thus eliminating information break-
down and time-lag problems. This is of particular
importance in the areas of upgrading, technology
transfer and finance.
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Small firms’ competitive advantages result
from their flexibility and speed of reaction time,
and their ability to adapt appropriate technolo-
gies to suit local conditions and different markets.
Without appropriate support, ACP entrepreneurs
will not enter markets in sufficient numbers for

them to achieve these advantages, or to act as
catalysts for sustained growth and development.
The EU and the ACP countries face the chal-
lenge of finding the most appropriate ways for
individual countries to provide the necessary
environment and support systems.
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Aid and Foreign Investment in a New Agreement

Summary

The ACP countries rely on the EU for 47% of
their aid, but budgetary pressures in the EU coun-
tries will mean that future flows of aid are
unlikely to increase in real terms. It is therefore
essential that the ACP countries look for ways to
increase the efficiency of the financial and tech-
nical assistance they received. In the context of
the Lomé Convention; this requires a recognition
that Community aid comprises only one-fifth of
EU aid and under the Maastricht Agreement, is
required to be complementary to that of the
member state. The present Convention has too
many policy instruments and objectives, and this,
combined with accountability to the 15 member
states and the European Parliament, and pres-
sures on staffing, has led to weaknesses in the
efficiency of aid and pressures to downgrade the
importance of partnership and joint responsibil-
ity between the Community and the ACP
countries. What is needed is a more focused aid
programme and given that trade is a wholly
Community responsibility, this is the most
obvious area for the Community to concentrate
its financial and technical assistance. If aid were
targeted in this way then the ACP countries
would need to evaluate the existing instruments
of the Convention. The report therefore argues
for a decrease in the number of ‘windows’ which
allocate aid for particular purposes and a greater
emphasis on programme aid which, while con-
centrating on improving supply response in the
ACP countries, would be more flexible in tailor-
ing instruments to the specific needs of the ACP
countries. We recommend that the present divi-
sion of responsibilities between DG8, the Centre
of Development of Industry and the European
Investment Bank be removed in favour of an

integrated programme (comprising a substantial
proportion of the financial protocol of a new
agreement), administered by a joint ACP-EU
Productivity Centre, and involving participation
by the public and private sectors. It would be
responsible for the development of the physical
infrastructure, legal, financial, education and
training, technology diffusion, marketing and
institutional capacity which is necessary to
increase the integration of the ACP countries
into the world economy. It would also advise on
measures to increase the flow of foreign direct
investment into the ACP countries and mea-
sures which sought to increase regional
integration. Foreign direct investment flows to
the ACP countries have been disappointing in
terms of both volume and in increasing the com-
petitiveness of the ACP countries non-oil and
minerals sectors, although there are significant
variations in experience between ACP coun-
tries, especially in recent years. Proposals are put
forward to improve the content of Title III
Chapter 3 (on Investment) in the Convention,
especially aimed at reducing the riskiness of
investing in ACP countries, and additional mea-
sures are highlighted which could increase the
attractiveness and ease of investing and which
could benefit from the support of the EU in a new
agreement.

6.1 Prospects for Future Aid Flows to
the ACP Countries

EU bilateral and institutional aid to the ACP
countries increased as a proportion of total
OECD aid to these countries from an average of
40% in 1983-87 to an average of over 47% in
1988-93, representing an increase in an already
substantial level of dependence on the EU for
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aid. At the same time, total flows of aid, measured
at constant prices and exchange rates (1993), by
the OECD countries to Sub-Saharan Africa are
approximately 10% less than they were in 1980
and have stagnated in real terms in the 1990s. A
further disturbing factor is that while there has
been a rising trend in the share of EU institu-
tional aid to the ACP countries from an average
of 18% of total EU aid for the period 1983-87 to
an average of 21% for 1988-93 (and over 22%
1991-93), there was considerable difficulty in
reaching agreement among the EU governments
over the size of the EDF 8 covering the ACP
countries for the period 1995-99. The final agreed
increase was over 10% less than the amount
required to maintain the real value of EDF 7,
despite the accession to the EU of
three new member states { Austria, Finland
and Sweden).

Coinciding with these trends has been the
large increase in aid to the Central and East
European Countries (CEEC), Russia and the
Newly Independent States (NIS). OECD aid to
these countries increased from $2.25 billion in
1990 to $7.1 billion in 1991 and since then has
more or less stabilised at this level. The EU has
accounted for over 60% of this aid and this raises
the question of whether aid to E. Europe has
‘crowded out’ EU aid to the ACP countries. In
one sense this question is unanswerable since we
cannot know precisely what EU aid to the ACP
countries would have been in the absence of the
transformation of the CEEC/NIS countries. We
can, however, indicate whether increased aid to
E. Europe has coincided with decreased aid to the
largest member of the ACP group, namely Sub-
Saharan Africa (SSA). OECD aid to the SSA
decreased by 0.5% p.a. in real terms in the period
1991-94 while EU aid decreased by 3.5% p.a.
Caution, however, is necessary in interpreting
these flows. Aid disbursements vary from year to
year and this period of time is too short to draw
strong conclusions on trends. Also, when EU
flows are examined in more detail we can see
that EU aid declined largely as a result of a sharp
decline in aid from Italy to SSA and this was

paralleled by a decline in Italian aid to the
CEEC/NIS countries. Aid from France and the
UK to SSA was more or less constant in real
terms and interestingly aid from Germany to
SSA increased in real terms, despite the fact that
Germany has accounted for over half of EU aid
to Eastern Europe. The tentative conclusion we
would draw is that there is no evidence, as yet, of
‘crowding out’, but that equally it is too early to
reach firm conclusions.

A more important factor affecting future aid
flows than aid diversion to E. Europe is the
general budgetary pressures which will increas-
ingly affect EU budgets and make it very difficult
significantly to increase aid flows in real terms
from their present levels.

Aid budgets have come under pressure in the
EU countries, partly as a result of the need to
contain rising government expenditure and partly
to stabilise and if possible reduce burdens of tax-
ation in order to improve the competitiveness of
their economies. Government expenditure has
increased mostly as a result of the substantial
increases in unemployment in the EU countries,
generating higher social security payments whilst
at the same time reducing the tax base of the
economy. Initial optimism that this was largely a
cyclical phenomenon has been replaced by a
general view that the causes are, to a significant
extent, structural and that Europe’s ‘natural’ long
term level of unemployment may have increased,
Pressure on budgets has also increased as a result
of the need for large scale reconstruction in the
former East Germany, structural adjustment
required in member states such as Greece, Spain
and Portugal to enable them to compete in the
EU, and financial assistance required in particu-
lar sectors of the EU such as agriculture and
fisheries, coal, iron and steel. At the same time, the
objective of trying to meet the maximum gov-
ernment borrowing requirements required by
single currency provisions (a maximum budget
deficit of 3% of GNP and a maximum level of
public debt of 60% of GNP) of the Maastricht
Treaty have forced governments to introduce poli-
cies aimed at cutting expenditure and increasing
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revenues, thus further depressing their economies
and raising unemployment. These are all diffi-
culties and pressures which will not easily be
reduced and can be expected to continue well
into the next century.

These budgetary pressure can be expected to
intensify with the future integration of the six
CEE countries (Bulgaria, the Czech Republic,
Hungary, Poland, Romania and the Slovak
Republic) and the Baltic States (Estonia, Latvia,
and Lithuania) into the EU. Integration will be
phased over a period of time with some countries
joining the EU substantially ahead of others, but
the demands on the EU structural funds will be
substantial. In addition, these countries have
large agricultural sectors and even with a signif-
icantly reformed CAP (itself a very sensitive
political issue), the pressure on the financial
resources of the EU both from existing and from
new member states, will be considerable.

The implication of these budgetary pressures
is that EDF aid needs to be used as efficiently and
productively as possible and this requires greater
focus and targeting in a new agreement.

6.2 Weaknesses in EU Institutional Aid

Too many instruments and objectives

The Lomé Convention provides for 12 areas of
co-operation:

Titlel:  Environment

Title II: ~ Agricultural co-operation, food
security and rural development

Title Ill:  Development of fisheries

Title IV:  Co-operation on commodities

Title V:  Industrial development,
manufacturing and processing

Title VI:  Mining development

Title VII: Energy development

Title VIII: Enterprise development
Title IX:

Development of services

Title X:  Trade development
Title XI:

Cultural and social co-operation

Title XII: Regional co-operation

Successive conventions have increased the
range of themes which cut across these twelve
areas of co-operation. For example:

food security;

support for structural adjustment;
integration of women into development;
poverty, health and education;

support for an increased role for the private
sector ; and

protection of the environment.

The 1991 Maastricht Treaty on European
union established the objectives of EU develop-
ment policy as:

sustainable economic and social develop-
ment, especially for the poorest;

integration of developing countries into the
world economy;

the alleviation of poverty; and

observance of human rights, consolidation
of democracy and the rule of law.

The negotiation of successive Conventions
has also increased the range of instruments and
financial schemes. For example, in the Lomé [V
financial protocol 1995-2000, of a total of ecu
14,625 million, ecu 12,967 million was allocat-
ed to the European Development Fund (EDF)
and ecu 1,658 million to the European
Investment Bank (EIB). Ecu 1,000 million of
EDF resources were allocated to risk capital and
of the remaining resources a further 48% were
allocated as grant aid for the following:

stabex ecu 1,800 m;

structural adjustment ecu 1,400 m;
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regional co-operation ecu 1,300 m;

of which:
regional trade promotion ecu 85 m;
institutional support ecu 80 million;

Centre for Development of Industry
ecu 73 million;

joint Assembly ecu 4 m;
sysmin ecu 575 million;
interest rate subsidies ecu 370 million;

emergency refugee assistance
ecu 260 million;

of which:
emergency aid ecu 140 m;

refugees ecu 120 m;

As a result, only 43% of EU institutional aid
is freely available to finance programmes in the
ACP countries. The prior allocation of aid for
specific purposes means that unless the EU has
perfect foresight, then there is either too much or
too little aid for the designated purpose. Either
way, it implies an inefficient use of aid.

This proliferation of objectives and policy
instruments has not been the result of the evo-
lution of a consistent development strategy for
the ACP countries, but rather piecemeal, ad hoc,
additions derived from changing fashions in
development (primarily emanating from the EU
countries) and the belief that the more ‘windows’
for aid there are the greater the volume of aid
received by the ACP countries.

The changing fashions in aid (often vigorous-
ly advocated by influential NGOs) may have some
merit in themselves, but they need to be careful-
ly evaluated in the light of the main policy
objectives of the ACP countries. Unfortunately,
these policy objectives are often defined in the
most general terms, both in the Convention and
by most ACP countries, and are never prioritised.

This results in a confusion of means with ends, so
that the overall efficiency of the aid programmes
are reduced and conflicts between objectives
emerge (although within the limitations of the
Convention as a whole, the management of pro-
jects has probably been improved by the
introduction of the ‘logical framework approach’
to project cycle management in 1992). It has also
meant that the Convention comprises an incom-
prehensible mass of schemes and instruments of
which few people have an overall understanding,
and as a result many of the provisions of the
Convention are either neglected or utilised in
National Indicated Programmes (NIPs) in an
arbitrary and unsystematic manner. At the same
time, the focus on instruments referred to in the
Convention may well lead to a neglect of more
appropriate instruments not contained in the
Convention, but which may be of potential value
to an individual ACP country or groups of ACP
countries. This danger may be compounded by an
excessive attention to control and accountabili-
ty by the Commission which stifles innovation
(ECPDM, 1996) and adaptability essential to the
effectiveness of aid in individual ACP states.

The idea that the more ‘windows’ there are for
aid the more aid you obtain, has always been of
doubtful validity. The reality is that the aid
budget of individual donors are always the result
of annual bargaining between ministries for
limited resources and is conducted in terms of
overall amounts, with only a limited reference to
broad aid commitments and with no reference to
the minutiae of individual policy instruments or
‘windows’. This is all the more true in the present
situation of severe pressures on the budgets of
the EU member states and increasing aid com-
mitments to non- ACP countries, particularly in
Eastern Europe. The objective of the ACP should
therefore be to concentrate on ways of increasing
the effectiveness of Community aid.

Weaknesses in the main agreement of aid and
aid conditionality

A recent report (Koning 1995) provides a useful
analysis of the strengths and weaknesses in the
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management of the EDF (an analysis which is,
incidentally, largely absent from the Green
Paper). The report concludes that while there is
no obvious shortage of staff relative to other com-
parable donor agencies, specialist staff are
concentrated in ‘traditional areas and this creates
a gap in priority fields. Although these gaps are
generally filled by consultants, adequate supervi-
sion is required. The ratio of support staff to other
staff is low, causing overburdening of profession-
al staff with administrative functions both in
Brussels and in the delegations’ (Koning, 1995).

A particular feature of the EDF are the dele-
gations located in ACP countries, but a recent
study noted a lack of decision making authority
in the delegations which led to delays and inef-
ficiencies (Price Waterhouse 1992).

Similar conclusions were reached in a detailed
study of EU aid to Ethiopia (Maxwell, 1996)
which, inter alia, concluded that ‘the capacity of
the EU to implement an aid programme falls
some way below its capacity to agree on over-
arching aid framework and establish aid
instruments’ and that there was ‘an overriding
impression of an aid programme that was bigger
than the capacity to manage it’.

The Green Paper sees a significant cost of the
partnership principle of Lomé in terms of a
reduced efficiency of aid and ‘in its eagerness to
improve the efficiency of aid operations, the
Community has tended to take the place of its
weaker partner, adopting a more interventionist
role that is hard to reconcile with the recognised
need to encourage the recipient countries to take
charge of their own development process’ (p. 7).
The downgrading of the principle of partnership
and joint responsibility for the aid programmes
has been most clearly seen in the use of condi-
tionality in the disbursement of funds under the
various instruments of the Convention, notably
in the case of Stabex, and the use of these instru-
ments to obtain leverage on ACP policies.

Now it is axiomatic that the efficiency of an
aid programme depends on the social, political,
and economic environment in which it takes
place and the EU has a legitimate interest in

ensuring that the basic requirements for the
success of aid financed projects are met.
Earmarking funds for particular purposes,
however, is a very inefficient way of achieving
this object. Conditionality, properly conceived
and adapted to the individual needs of a country
(a particular objective of EU structural adjust-
ment assistance), can be helpful in producing
‘performance contracts’ whereby aid flows are
guaranteed provided certain agreed results are
achieved, but it needs to apply to the whole pro-
gramme of aid (not simply EU aid) to an ACP
country and, furthermore, needs to be closely co-
ordinated with other aid donors, otherwise
conflicting and self-defeating requirements will
be made of recipients. Focusing aid and simpli-
fying the range of policy objectives and policy
instruments will require the ACP to accept EU
involvement in conditionality and to engage in
a more general policy dialogue than occurs at
present with the EU. ACP countries will also
have to increase their institutional capacity to
engage in such a policy dialogue. The benefits, in
terms of a more flexible and efficient aid pro-
gramme, better targeted to their needs, are
however, very substantial.

6.3 Basic Principles for Restructuring
the Convention

There is an overwhelming need to restructure
the Convention so as to make it more workable
and realistic by simplifying its content and con-
centrating on achievable objectives, both in
terms of EU resources and in terms of the needs
and development capacities of the ACP coun-
tries. How could this best be achieved?

The starting point is whether a new
Convention is to be seen as a ‘blueprint’ for
ACP-EU development corporation (i.e. the 15
member states plus the Commission), fulfilling
the Maastricht objective of greater co-ordina-
tion between the members states in their
development co-operation policies (at present
limited to guidelines for common policies in
poverty alleviation, health and education, and

110

ACP-EU TRADE AND AID CO-OPERATION: POST LOME IV



food security), or whether it will be confined, as
at present, to European Commission-ACP rela-
tions (with some degree of co-ordination with
the actions of member states). The former is an
attractive objective since it could lead to much
better co-ordination and increase the effective-
ness of the EU overall, and is implicit in the
Commission’s Green Paper which considers the
objectives of EU aid and not just Community
institutional aid. Aid, however, is very much
viewed, at least by the larger EU donors, as
serving their foreign and commercial policy
objectives and the most that can therefore be
expected is better co-ordination between the
member states and the Commission, with the
Commission acting as a clearing house, chan-
nelling information to the member states on each
other’s initiatives in the ACP countries.

One of the distinctive features of Lomé aid is
the ideal of partnership and policy dialogue
between the EU and the ACP. Community aid,
also has the advantage of not being driven by the
foreign policy and commercial interests of an
individual member state and so is therefore
potentially more development oriented than
bilateral aid. At the same time, the Commission
does not have the human and financial resources
of big international institutions like the World
Bank and UNDP, and only accounts for 18% of
EU aid to the ACP states. The combination of
these considerations with the need to simplify the
Convention and concentrate on essential devel-
opment objectives suggests that a new Convention
should be based on the areas in which the Commission
has a particular contribution to make, as compared
to other multilateral, institutions and bilateral donors.

In view of the fact that trade is exclusively an
EU responsibility, then this would be one of the
most obvious areas for the Commission to con-
centrate on (though not necessarily the only
area). This would also fulfil the Maastricht Treaty
objective of integrating the developing countries
into the world economy and is of vital impor-
tance not simply to the more developed ACP
countries, but also to the least developed coun-
tries. Other objectives, such as the alleviation

of poverty and protection of the environment,
would form an integral part of such a programme,
while the means of achieving the objective of
improving the trade performance of the ACP
countries would encompass both direct measures
to improve production, marketing and distribu-
tion, and indirect measures concerned with
education and training, support for the private
sector, institution building in the public and
private sectors, and regional integration.

The ACP countries may also wish to consid-
er other objectives of EU assistance such as food
security. The important point is that these objec-
tives should be kept to a minimum and EU
assistance focused on these few objectives.

Similarly, the range of policy instruments
needs to be simplified and focused (Maxwell
1996) and this requires the ACP countries to
evaluate the effectiveness of existing instruments.
For example, does Stabex (the largest single
instrument of ACP-EU financial co-operation
and allocated Ecu 1800 million between 1995-
2000) serve the trade interests even of the
relatively few ACP countries which significant-
ly benefit from it? (Lingnau 1996, quotes a study
by Ohlin 1993), that ‘only a handful of countries
have received three-quarters or more of the trans-
fers, leaving over 60 countries to share the rest’).
Some observers note, for example, that by pro-
viding aid based on exports of a specific list of
commodities it may act as a disincentive to
export diversification, while at the same time
ensuring supplies of these commodities to EU
multinationals. At the same time, it should be
recognised that Stabex has a high degree of
acceptability among ACP countries, presumably
because it provides aid automatically to qualify-
ing states. Despite its title, however, Stabex does
not stabilise the export earnings of the ACP
countries, but only the earnings from a list of 50
products, mainly exported to the EU. The
scheme was devised in the 1970s, when it was
expected that world commodity prices would be
stabilised through international agreements and
buffer stocks. This did not occur and so the funds
available for Stabex have been inadequate to
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stabilise commodity earnings against large fluc-
tuations in world prices. Partly to deal with this
situation, the formula for deciding whether pay-
ments should be made, arbitrarily excludes the
highest and lowest level of eamnings when calcu-
lating the average (reference) level of export
earnings over a six year period. As a result, a
rising trend (with the usual variability around
the trend) of export eamings over the six year
period, with a drop in earnings in the seventh
year, will result in a much smaller Stabex
payment than could be rationally expected on
the basis of the differences between the expect-
ed value (based on the exponential trend value)
and the actual value of export earnings. Thus,
not only is the fund based on an arbitrary list of
products (so that countries with balance of pay-
ments problems can receive payments while
those with problems cannot claim), with inade-
quate funding to guarantee payment, but it also
does not address the fundamental reasons why
export instability creates harmful effects on the
growth of the economy (the basic objective of
Stabex as stated in Article 186). The funds allo-
cated to Stabex could be used for other purposes
and the ACP countries need to evaluate this
opportunity cost of the scheme. If it is decided to
retain the scheme then the objectives of the
scheme need to be more clearly and realistically
specified in the context of the funds available,
and the rules and procedures of the scheme
revised so that the scheme can meet these
objects. For example, it may be decided that,
given the limited financing of the scheme, it
would be more appropriate to consider it part of
a disaster relief operation than a stabilisation
fund, in which case rules would be devised gov-
erning eligibility on that basis.

The same considerations apply to other funds
earmarked for a specific purposes. More general-
ly, the ACP countries need to consider whether
it would not be more in their interests for the
EDF to go back to its original form and greatly
increase the proportion of programmable aid (not
pre-allocated for specific purposes) from its
present level of 43% of total financial resources.

A further strategic area for the ACP countries
to consider follows from this discussion, namely,
that if total EU aid becomes more programmed to
the individual needs of ACP countries in
exchange for agreement on a few key areas of
ex-post conditionality, then the present system of
five-year allocations of aid to individual ACP
countries may lead to even lower levels of dis-
bursement than at present. If a number of ACP
countries consistently fail to meet the conditions
of the grants (EDF 8 specifies that 70% of the
overall financial envelope can be released and
that the remaining resources may be allocated,
depending on the progress achieved in the exe-
cution of the first tranche and the state of
preparation of activities envisaged with the
second tranche). At present, unspent sums allo-
cated to an ACP country under one EDF are
simply transferred to the country’s allocations for
the next EDF but if these accumulate to a sig-
nificant degree then there is a substantial
opportunity cost to other ACP countries which
could productively use these resources. The ACP
may therefore wish to consider introducing a
mechanism by which an unused proportion of aid
above a certain threshold is made available to
other ACP countries (analogous to the redistri-
bution of quotas under the sugar and beef
protocols).

6.4 Aid and the Integration of the ACP
States into the World Economy

This report has emphasised in Chapter 1 the
impact of the forces of globalisation and liberal-
isation which pose both a threat and an
opportunity for the ACP countries. In order to
take advantage of these opportunities, the ACP
will essentially have to pursue a ‘niche filling’
strategy and the experience of rapidly growing
economies indicates that a network of micro,
small and medium-sized enterprises are funda-
mental to such a strategy because they offer the
advantages of flexibility and adaptability to con-
stantly changing market conditions. The analysis
of the export record of the ACP states in Chapter
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2 showed that, contrary to the general view, an
increasing number of ACP countries had diver-
sified their exports, but that this process needs to
encompass a larger number of countries and has
not extended to a sufficient group of products, or
covered a sufficiently wide range of rapidly
growing markets. The experience of ACP coun-
tries which had implemented structural
adjustment policies has shown that these have
improved export performance, but case studies
indicate that although these policies are neces-
sary for improved performance, they are not
sufficient. They need to be complemented by
detailed supply side policies which improve both
the general economic environment of the country
and provide a specific and targeted network of
support for micro, small and medium-sized enter-
prises. In this way, the ACP states could achieve
the objectives of ‘growth with equity’. The policies
and instruments necessary to achieve this have
been analysed in detail in Chapter 4 and 5.

We have argued for a much more focused and
targeted approach to the use of Community aid
resources, and that supporting ACP export
capacity building should be one of the main
objectives of a new agreement. In order to give
effect to this proposal, the financial and techni-
cal assistance of a new agreement needs to be
closely co-ordinated and integrated within a joint
ACP-EU organisation which replaces the exist-
ing division of responsibilities between the
Commission, the European Investment Bank and
the Centre for Development of Industry. To be
effective it also needs to involve the active par-
ticipation of both the public and the private
sectors in the ACP and EU. This joint organisa-
tion, which could be called the ACP-EU
Productivity Centre, would be wholly responsi-
ble for developing the export capacity of the
ACP countries and would have at its disposal a
substantial proportion of the financial protocol of
a new agreement. [t would bring together under
one roof the resources necessary to development:
physical infrastructure, legal, financial, educa-
tion and training, technology diffusion,
marketing and institutional development

(including building, for example, on the anten-
nae systems of the CDJ, linking local enterprises
with fundholders and policymakers). It would
advise on the structure of incentives in ACP
countries, on the regulation and promotion of
foreign investment, and on regional policies
which could enhance export performance. It
would also closely liaise and co-ordinate its efforts
with other bilateral and multilateral aid donors,
but its underlying philosophy would be to recog-
nise the importance and significance of market
failure and missing markets in ACP countries,
and the need for intervention and institution
building.

The instruments for meeting this overall
objective would vary according to the needs and
the level of economic development of individual
ACP countries. Some of the more advanced
ACP states may be considered largely able to
finance their development through their own
resources, foreign investment and borrowing, and
indeed may be legitimately constrained in their
access to aid finance in a new agreement. In these
cases, the requirement would be largely for a sub-
stantial amount of technical assistance to
organise and implement a strategy for improving
export competitiveness. The majority of the
ACP countries, however, will require a mix of
financial and technical assistance with financial
assistance including direct support for establish-
ing and building up productive activities,
supporting services, networks and institution
building (including the establishment of
National Productivity Centres in the ACP
states). In all cases, counterpart finance would be
required from the public sector and beneficiaries
in the private sector in the ACP countries, and
targets would be set both for performance and for
the progressive transfer of ownership and respon-
sibility for the enterprise to the ACP country.
This co-ordinated package of support would be
targeted at particular sectors of the economy,
and, where appropriate, we would suggest the
use of a suitably modified form of the Centre-
Satellite system discussed in Chapter 5.

Additional financial and technical assistance
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will be required if an ACP state decides to nego-
tiate and implement a free trade agreement with
the EU (as discussed in Chapter 3).

We have also discussed in Chapter 1 the need
for EU assistance in enabling the ACP countries
both to participate more effectively in the WTO,
and in implementing and explaining the impli-
cations of the Final Act of the Uruguay Round
and the Marrakesh Agreement to the private
sector in the ACP countries.

It has also been suggested in this report that
the EU could act as a channel of information
and export promotion between the various
geographical grouping of its special preferential
trade agreements, and in particular between
the ACP group and the CEEC/NIS countries.
This could be organised through the ACP-EU
Productivity Centre in collaboration with the
appropriate organisations contained in the
Europe Agreements.

We recognise that these proposals represent a
major departure from traditional relations
between developed and developing countries,
but just as Lomé I represented a new departure
and innovative thinking on North-South rela-
tions in 1975, so a new agreement needs to
concentrate on one of the main issues of our
time, namely to increase substantially the degree
of integration of the ACP countries into the
world economy.

6.5 Flows of Foreign Direct Investment
to the ACP Countries '

‘Private investment in developing countries has
shown a marked revival as a consequence of the
widespread progress in stabilising macroeconomic
balance in individual countries’ {(International
Finance Corporation, 1995). In contrast, most
African countries ‘have improved, typically
within structural adjustment programmes, their
regulatory frameworks and they try to increase
investor confidence through the conclusion of
bilateral investment and tax agreement and are
subscribing to multilateral agreements pertaining
to FDI ... (however) for the continent as a whole,

FDI flows have not responded or, at best,
responded unevenly’ (UNCTAD, 1995). A
similar conclusion is reached by the IFC in terms
of trends in private investment in development
countries 1970-74, ‘an improvement in economic
growth rates in Sub-Saharan Africa in 1994 was
generally not accompanied by higher private
investment. The overall trend of low and falling
private investment rates continued’. (IFC, 1995,
p-4). In Asia and Latin America, foreign direct
investment is the largest component of net
resource flows, whereas in Africa it comprises
only 12% of these flows (UNCTAD, 1995).

A recent and more detailed study (Bennell,
1994) of UK manufacturing investment in 14
Sub-Saharan African countries (accounting for
50%-80% of all manufacturing FDI in these
countries) paints an even gloomier picture of a
trend of dis-investment in the 1980s accelerating
in the period 1989-94. This dis-investment was
greatest in intermediate and capital goods, with
the result that manufacturing investment has
become increasingly concentrated ‘in the pro-
duction of relatively low value added wage goods,
bulky intermediate goods, and a very limited
range of metal and electrical goods. Most of these
activities use relatively simple and increasingly
out-dated technologies’ (p.7). The study records
that in 1989, 90 UK companies had 336 equity
involvements, in manufacturing. By mid-1994
this had fallen to 65 companies with 233 equity
involvement in manufacturing and by the end of
the decade this could be expected to have fallen
to around 30 or 40 companies. The reasons for
this were partly due to a world-wide phenomenon
of MNEs concentrating on core activities, but
interviews also showed that MNEs had become
‘weary of dealing with all the problems of man-
ufacturing in Africa’ (p.12). MNEs were also
highly critical of the structural adjustment poli-
cies in Africa which they considered were too
simplistic and had been too rapidly implement-
ed with the result that ‘there may be “nothing
left” (of manufacturing) in the medium to long
term’ (p.11). Also, while local currency rates of
return on investments were substantial, £ sterling

114

ACP-EU TRADE AND AID CO-OPERATION: POST LOME tV



rates of return were inadequate, reflecting
the large devaluations of most countries over
the period. Fears over foreign exchange prob-
lems are now widespread and the author
concludes that unless these ‘can be
satisfactorily resolved, then the prospects for
significant increases in manufacturing FDI,
even among existing investors, remain bleak’
(p-15).

As we have emphasised, however, it is very
difficult to make valid generalisations about such
a heterogeneous group as the ACP countries and
a recent World Bank study (Bhattacharya,
Montiel, Sharma, 1997) points out that while
FDI flows have been stagnant or shown only a
small increase for the CFA countries, and coun-
tries with negative per capita growth, other
Sub-Saharan African countries have recorded
significant inflows. These countries fall into three
groups. Firstly, long term recipients such as
Botswana, Mauritius, Seychelles, Swaziland and
Zambia, where flows have remained constant or
declined. Secondly, countries recording large
increases, mainly in the oil and mining sectors,
such as Angola, Cameroon, Gabon, Ghana,
Guinea, Lesotho, Madagascar, Mozambique,

Namibia, Nigeria and Zimbabwe. Thirdly, coun-
tries where FDI was low and declining in the
1980s and early 1990s but where flows have now
reversed, sometime to a spectacular degrees, such
as in Uganda.

In the case of the Caribbean and Pacific coun-
tries, some countries have experienced
substantial net inflows over the period 1990-94,
especially when standardised on a per capita basis
or relative to GDP, and compared to major ben-
eficiaries of FDI such as Chile, Mexico and
Thailand (see Table 6.1).

Substantial net inflows, relative to the size of
the economy have also been recorded for
Antigua and Baruda, Barbados and The
Bahamas, though these countries may, to a
certain extent, be regarded as special cases.

6.6 Measures to Increase the
Flow of FDI

Most ACP countries, however, have received
only modest inflows and this is disturbing in the
light of the potential benefits of FDI in terms of
technology transfer and access to markets, knowl-
edge and information not easily available, or

Table 6.1  Net Inflows of FDI 1990-94
Average 1990-94 $m $ per capita $ per $1,000 of GDP
Dominican Rep 166 213 16.0

R %6
Nigeria mo
Swaziland 349
Chile 516
Mexico 54090
Thailand 1554.0

...... 803 e 293

______ 102 i 338

...... 420 i 3B

______ 365 e 2B

_____ 608 A3
26.8 10.8

Computed from: International Financial Statistics 1996, wWorld Development Report 1996. ]
Note 1 Papua New Guinea not included in the table because substantial net inflows in 1990-92 became smal! net outflows in 1993 and 1994.
2 Mauritius not included because net inflows of up to $40m in 1990 became net outflows in 1991-93.
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unavailable, from other sources. Moreover, a
large proportion of FDI has been in resource
based industries with little domestic processing
and refining, or in tourist enclaves, so that the
contribution to the ACP countries has been
largely confined to the generation of government
revenues, and in the case of tourism a (varying)
degree of local employment. There is therefore a
need for increasing substantially both the quan-
tity and the quality (in terms of contribution to
the development of the host economy) of MNE
involvement in the ACP countries, for example,
in manufacturing, infrastructure and tourism
related goods and services.

International agreements

As we have mentioned, most ACP countries
have reformed their authorisation and regulato-
ry procedures for FDI and many are now
signatories to the four major multilateral invest-
ment conventions® and have concluded bilateral
investment treaties with capital exporting coun-
tries. In addition, as discussed in Chapter 1, the
ACP members of the WTO have also to conform
to the agreements on Trade Related Investment
Measures (TRIMS) and Trade Related
Intellectual Property Rights (TRIPs). There
would therefore appear to be little more that
these ACP countries could do to further investor
confidence through international agreements.

The Lomé Convention

With regard to the Lomé Convention, Title III,
Chapter 3 on Investment provides for invest-
ment promotion, investment protection and
investment finance, but the resources devoted
to these tasks would appear to be quite inade-
quate, while the usefulness of the European
Investment Bank as a vehicle for providing
investment finance may be questioned, given its
lack of knowledge and local representation (in
comparison to other agencies such as the

Commonwealth Development Corporation).

Foreign investors tend to view SSA as a
whole and so the problems of some states leads
to a general perception that the whole sub-
continent is risky and unstable. Much greater
effort could be made by the EU to use Ch.3.1
and 3.2 of the Convention (investment pro-
motion and protection) to educate potential
investors to the contrary and to back this with
investment guarantee schemes for stable coun-
tries. Similarly, potentially profitable
investment opportunities for involvement by
EU multinational companies in the Caribbean
and Pacific would also benefit from much
greater support from these instruments of the
Convention for the dissemination of informa-
tion and support for SMEs in obtaining equity
and loan finance.

Atrticle 271 states that ‘in assisting the ACP
to invest in PMDT, particular attention shall
be paid to supporting optimal use of existing
capacity of the ACP states concerned and the
need for rehabilitation’. Given the very low
levels of processing of natural resources in the
ACEP countries, and the potential benefits from
this, the provisions of this Article are inade-
quate. PMDT could be targeted as a priority
area for action and more resources devoted to
identifying the reasons why MNEs do not
engage in higher levels of processing in the
ACP countries, and formulating investment
proposals to overcome problems, where such
processing could be economically carried out.

Most ACP countries are seriously deficient
in a whole range of infrastructures, including
not only physical infrastructures, but also
financial services, and lack both the capital
and personnel to bring these up to a standard
essential for the development of an efficient
and viable economy. Privatisation programmes
in Europe have created large enterprises which
are already involved in rehabilitating the

6 Multilateral Investment Guarantee Agency (MIGA); Convention on the Settlement of Investment Disputes between States and Narionals of other
States; Convention on Recognition and Enforcement of Foreign Arbitration Awards; Convention for the Protection of Industrial Property.
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infrastructure of the Eastern European coun-
tries, and a new Convention could include
specific mechanisms to encourage similar
private sector investments and involvements
in the ACP countries and especially those
which have already engaged in competitive
privatisation programimes.

Measures by ACP countries

Theories of private investment emphasise the
important of country risk and timing in addition to
a high growth in demand for the goods or services
in determining investment flows both by local
and foreign nationals.

Problems of investment divide into political
risk (wars, civil disturbance, politically motivat-
ed pressure on private and/or foreign property
rights) and transfer risks arising from restrictions
on remitting funds back to the home country of
the investor, or losses in doing so due to the
devaluation of the host countries’ currency.
Indicators of transfer risk, such as the Economist
Intelligence Unit (EIU) index, emphasise macro-
economic policy (debt ratios and debt
management, economic growth, strength of the
overall balance of payments) and the credibility
(basic, lasting reforms) of these policies (often
using the degree of openness of the economy as
an indicator, on the basis that the international
market acts as an automatic ‘discipline’ on gov-
ernment policies).

Timing of investment is important because
investment returns are always uncertain and once
made are either difficult or impossible to reverse
and therefore carry an opportunity cost (returns
which could have been earned from an alterna-
tive investment project). The literature
sometimes talks of ‘first movers’ and second
movers’, with the former being the pioneers who
take the highest risk and develop the ground for
the latter to move in quickly if the pioneers’
experience is favourable (or fail to invest if the
former’s experience is unfavourable).

With these factors in mind, the ACP coun-
tries may wish to review Articles 273 (on
currency payments and capital movements) and

274 (treatment of business entities).
Art. 273 states that:

‘the Contracting Parties shall refrain from
taking action in the field of foreign
exchange transactions which would be
incompatible with their obligations under
this Convention resulting from the
provisions relating to trade in goods and
services, establishment and industrial
competition’.

Does this mean that there is free movement of capital

or earnings for foreign investors or not?
Also:

‘These obligations shall not, however,
prevent the Contracting Parties from
adopting the necessary protective measures
should they be justified bry reasons relating
to serious economic difficulties or severe
balance of payments problems’.

Since, short of arbitrary restrictions, this is exactly the
situation which foreign investors are concerned with,
this caveat simply nullifies any guarantee contained
in the first statement and, if anything, confirms their
worst fears on investing in ACP countries.

A more constructive approach would be for
ACP countries, or groups of countries to give
clear undertakings covering transfer risk, ideally
backed by EU financial guarantees, and these
guarantees could perhaps be separately signed as
a protocol to a new agreement.

Similarly, Article 274 allows for ‘national
treatment’ of foreign firms, however, ‘if for a
given activity, an ACP State or a Member State
is unable to provide such treatment, the ACP
State or the Member State, as the case may be,
shall not be bound to accord such treatment for
that activity to the nationals and companies or
firms of the State concerned’. In plain English,
this means that ‘you can have national treat-
ment except where we decide you can’t have
national treatment, with no guarantees of how
this might change in the future. The same objec-
tion applies to this as to Article 273 - what

ACP-EU TRADE AND AID CO-OPERATION: POST LOME IV

117



‘signals’ are these provisions of the Convention
supposed to be giving to potential foreign
investors? It would be far better for the ACP
either to be given the financial and technical
support of the EU to provide guarantees to EU
investors or to omit such clauses altogether. As
they stand they are at best useless and at worst,
counter-productive.

A recent workshop which examined some of
the possible reasons why FDI in Africa has not
responded to macroeconomic and legislative
changes (MIGA, 1996) highlighted some addi-

tional reasons:

& ‘one-stop shops’ have often been additional
shops without the expertise or authority to
make decisions on approvals;

< regulations are still widespread, onerous and
haphazard creating uncertainties both for
the foreign investor and the civil servants
who have to administer the regulations;

2
°

customs and port operations are singled out
as being particularly inefficient,
cumbersome and corrupt, causing high
transaction costs and long delays in clearing
imports and exports; and

< the legal and judicial system is outdated and
ill-suited to the modern world and judges
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6.7 Conclusions
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from other sources. To be effective, such initia-
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‘national indicative programme’.
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Future Prospects for ACP Exports to the EU for Agricultural and
Horticultural Products Covered by the CAP

Summary

The EU’s Common Agricultural Policy (CAP)
will continue to provide substantial border pro-
tection to EU agriculture for some years to come,
despite the outcome of the Uruguay Round of
GATT negotiations, and the renewed efforts to
secure CAP reform. Thus, the Article 168 tariff
concessions of the Lomé Convention, and of the
commodity protocols, will continue to provide
potential benefits for ACP states for some years
to come. Even for fruit and vegetables, the pref-
erential margin is of value, although instances
occur in which the GSP concessions for the least-
developed developing countries are more
generous than those available under Lomé. The
concessions contained in the commodity proto-
cols cannot readily be improved: indeed, the
challenge for the ACP states is to maintain the
value of these concessions despite CAP reform.
The Protocol 8 arrangements for sugar appear to
be consolidated as one of the EU’s ‘minimum
access’ tariff quotas in GATT, and thus it should
now be independent of Lomé. Reform of the
EU’s beef regime is more likely than that for
sugar; and for sugar — recognising the ‘windfall’
characteristics of the present arrangements — the
beneficiary states should introduce some form of
export tax, the proceeds of which could be rein-
vested in the economy, to wean their sugar
industries away from dependence on unsustain-
able EU prices.

7.1 Introduction

This chapter is concerned with those agricultur-
al products listed in Annex II to the Treaty of

Rome and hence covered by mechanisms of the
Common Agricultural Policy (CAP), with the

notable exception of bananas. The EU’s banana
policies, and the ongoing dispute within the
WTO, raise such important issues for the ACP
states that bananas are considered separately in
Chapter 8. Processed food products, not listed in
Annex II to the Treaty of Rome, and known as
Non-Annex II goods in the EU’s jargon, and fish,
are discussed in this chapter, as appropriate.
However, this chapter does not consider the
scheme for the Stabilization of Export Eamings
from Agricultural Commodities set out in Part
Three, Title II, Chapter 1, of the Fourth ACP-EC
Convention of Lomé.

This is a long chapter, and some readers may
prefer to move directly to Section 7.8 entitled
‘Options for Agriculture within a Successor
Agreement to Lomé IV’. Sections 7.3 and 7.4 set
out background material on the CAP, and spec-
ulate on the nature and timing of further CAP
reform. Section 7.5 reviews the debate within
the EU of the role of the agricultural sector in
free trade areas following the conclusion of the
Uruguay Round. Section 7.6 examines the exist-
ing trade concessions for agricultural products
within Lomé I'V; whilst Section 7.7 reviews the
EU’s other concessional trade arrangements
involving agriculture, including the EU’s
Generalised System of Preferences (GSP).

The CAP imposes major distortions on the
EU’s economy, and throughout the world. The
Agreement on Agriculture which formed part of
the Uruguay Round package will not, funda-
mentally, change the CAP, but there are some
indications that further reform will sooner or
later be triggered by budgetary and other pres-
sures (including enlargement to embrace several
states from Eastern and Central Europe, and the
prospect of a further round of GATT negotiations

120

ACP-EU TRADE AND AID CO-OPERATION: POST LOME IV



beginning in 1999). This poses a major dilemma
for the ACP states. It is because the present CAP
so distorts international trade that agricultural
trade concessions — such as those included in the
GSP and in Lomé, in particular the sugar proto-
col — remain of potential value to the recipients.
We emphasised the word ‘potential’ because we
should stress that, whilst such concessions may
offer obvious short-term commercial advantages,
it does not necessarily follow that this is in accord
with the longer-term development interests of
the recipient country.

Taking parasitic advantage of the present
CAP is one thing. Adopting the CAP would be
quite another, and yet the new WTO disciplines
on free trade areas seem to imply that a free trade
area (or areas) between the EU and the ACP
would have to include all sectors of the economy.
The inclusion of agriculture in its entirety, given
the present unreformed CAP, would - in our
view — necessarily involve the adoption of the
CADP, or similar trade mechanisms, by the ACP.
We cannot believe that this would be in the eco-
nomic interests of the ACP states concerned.

Accordingly Section 7.8 presupposes that the
ACP will be seeking further preferential access
arrangements for agricultural products, in: (i) a
revised Lomé Convention, (ii) an expanded GSP,
or (iii) a free trade area agreement which
excludes the bulk of CAP products.

7.2 The ACP’s Trade with the EU

The EU is a major player in world agricultural
markets. According to the European
Commission’s calculations, in the early 1990s
the EU of twelve member states (prior to the
accession of Austria, Finland and Sweden)
accounted for about 22% of world agricultural
imports, and about 15% of world agricultural
exports (excluding intra-Community trade) (cal-
culated from European Commission, 1996, Table
3.6.1). As such a major player in world markets,
it is bound to have an impact on both the level
of world market prices, and the degree of world
market price stability. Its imports, as recorded by

value in Table 7.1, are heavily influenced by trop-
ical products which could not readily be
produced in the EU, by products such as timber
that are not subject to the CAP, and by conces-
sionary imports under either GATT/WTO tariff
quotas, or under other preferential access arrange-
ments. Competitive imports of CAP products
under the normal trade regime (the most-favoured-
nation [mfn] tariff rate) are rare. Agricultural
imports, as defined by the SITC codes listed in
Table 7.1, accounted for 11.6% of the EU-12’s
imports by value in the period 1992-1994.

As Table 7.1 shows, the ACP states (togeth-
er with the overseas territories of the member
states) supplied 3.6% of the EU-12’s total imports
in the same period, but by contrast some 12.3%
of the EU-12’s agricultural imports. Thus the
agricultural products listed in Table 7.1 account-
ed for 39.6% of the ACP’s exports to the EU-12
in 1992-94. Clearly the agricultural sector repre-
sents a major component of the ACP’s trade with
the EU. As many agricultural products continue
to experience excessively high degrees of border
protection in the EU, the potential importance
of the agricultural trade concessions to the ACP
states is clear. It should perhaps also be noted
that the rules of origin of the Lomé Convention
can more readily be met by agricultural products
than might be the case with manufactured goods,
thus reinforcing the importance of the agricul-
tural concessions in the Convention. The rules
of origin on fish can nonetheless be difficult to
meet, and we are advised that there is scope for
rationalising the rules of origin for fish caught in
ACP waters.

However, the overall aggregates reported in
Table 7.1 can be misleading because, as already
noted, of its inclusion of timber and of a range of
tropical products that could not readily be pro-
duced in the European regions of the EU. Fish is
also a significant component of the total. Of the
range of products covered by the CAP, the most
important export revenues earned for the ACP
states are generated by fruit and vegetables (influ-
enced strongly by the banana protocol), sugar and
honey (influenced strongly by the sugar protocol)
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Table 7.1  EU-12’s Agricultural Imports from the ACP States (together with the Overseas
Territories of the Member States) and the World Market, by Value (Million Ecu), Annual
Average 1992-1994

SITC code Product World ACP ACP as % of World

00 Live animals 608 1" 1.8

TOTAL 58,472 7,186 12.3
imports of all products 504,391 18,157 3.6
Agriculture as % of all imports 11.6 39.6

Source: computed from European Commission, 1996, Tables 3.6.2 and 3.6.12.

and tobacco. For sugar and honey, the ACP
accounted for 52% by value of the EU-12’s imports.

7.3 The ‘Old’ CAP
The ‘old’ CAP has been amply documented else-

where (see for example: Harris, Swinbank &
Wilkinson, 1983; Ritson, 1978; BAE, 1985).
Although differences existed between products,
the CAP was characterised by a managed market
system that ensured that EU prices were sus-
tained well above world market levels. Imports
were subject to variable import levies (cereals
and rice, sugar, olive oil, milk and milk prod-
ucts, eggs and poultry, pigmeat, beef and veal),

minimum import price regimes (some fruit and
vegetables, wine) and voluntary export restraint
agreements (manioc, sheepmeat). Where imports
were relatively free and simply controlled by con-
ventional customs duties {oilseeds, tobacco, some
fruit and vegetables) EU production was
nonetheless encouraged as a consequence of
direct exchequer support to farmers. Export sub-
sidies (known as refunds in the EU’s jargon) were
used to dump unwanted surpluses on world
markets. Furthermore, surpluses could be bought-
up (intervention) by the EU’s authorities to
accumulate in intervention stores, or were
destroyed. Fruit and vegetables were often
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destroyed and surplus wine distilled into un-
saleable ethyl alcohol.

As a result of these policies the cost to the
EU’s budget was excessive; EU consumers paid
unnecessarily high prices for food; environmen-
tal degradation was encouraged and world market
prices were both much more unstable, and lower,
than they would have been in the absence of the
policy. Overseas suppliers were squeezed out of
the EU market (and in particular suffered from
trade diversion following the successive enlarge-
ments of the Community), and found that EU
traders captured market share elsewhere in the
world at their expense, funded by EU subsidies.

Non-Annex Il goods

The Treaty of Rome specifies that the CAP shall
extend to the products listed in Annex II to the
Treaty. In Annex II will be found listed the main
agricultural products and their first-stage pro-
cessing equivalents (butter as well as milk; flour
as well as cereals; white sugar as well as sugar
beet and sugar cane; wine as well as grapes, for
example). However, the list does not extend
further down the food chain to embrace the prod-
ucts of the second-stage processing industries.
Thus, Annex II to the Treaty of Rome does not
list lemonade, pasta, or milk-chocolate bars for
example, even though these products contain
sugar, durum wheat, and milk, respectively. The
CAP significantly increases the raw material costs
of these industries, and they could not compete
with imports (or sell in world markets) unless
the sugar, cereal and milk components of second-
stage processed products received a similar degree
of protection to that afforded the basic raw mate-
rials. Thus, parallel to the CAP was developed a
comparable trade regime (involving variable
import levies and export refunds) for the Non-
Annex II goods that made use of cereals, sugar
and milk in their manufacture. These are mainly
processed food products, but other industrial
sectors are also involved (notably pharmaceuti-
cals based on sugar). Regulation 3448/93 (Official
Journal of the European Communities, 1993), as
amended, sets out the arrangements. Under the

old CAP the import taxes on such Non-Annex
I goods were in two parts: a fixed component
providing a degree of protection to the process-
ing industry (usually in the form of an ad valorem
customs duty) and a variable (or agricultural) com-
ponent reflecting the variable import levies that
would have been charged on the CAP raw mate-
rials had they been imported into the EU. Further
details can be found in Harris & Swinbank

(1997), or Noble (1995).

7.4 The ‘New’ CAP

The ‘old’ CAP was the subject of much criticism
both from within the EU, and from its trading
partners. However, apart from some piece meal
reforms induced by budgetary pressures (the
introduction in 1984 of physical controls —
quotas — on the volume of milk produced, for
example) little was done to curb the CAP’s
excesses, despite the fact that during the 1980s
the level of guaranteed prices fell in real terms. In
the 1990s, however, significant policy changes
were introduced.

In 1986, together with the other GATT sig-
natories, the EU embarked upon the Uruguay
Round of GATT negotiations, which was finally
concluded in Geneva in December 1993. An
important component of those negotiations was
the quest to liberalise world trade in agricultural
and food products. Elsewhere, Swinbank &
Tanner (1996) have argued that this prompted
the EU’s Mac Sharry reforms of 1992. The
Agreement on Agriculture which emerged from
the Uruguay Round discussions is being progres-
sively applied to the CAP over the period
1995-2000.

These changes amount to a limited, but
important, reform of the CAP, and are only the
first steps in a long-term, progressive, and radical
reform of policy. The European Commission
(1995, p. 20) itself has commented: ‘Now that
the 1992 reforms and the Uruguay Round
Agreement are being implemented, the time has
come to draw the lessons from the past and to
start an in-depth reflection on how the CAP can
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be made fit for the first decades of the 21st
century’.

Specifically, the concerns driving the current
reform debate are:

« concern that a further expansion of the EU
to embrace up to ten states from Central
and Eastern Europe (and Cyprus) would be
impossible with the present CAP given the
GATT constraints already entered into, and
the budgetary impact of applying the CAP
in these new member states;

< renewed concern about the budgetary
impact of the CAP, which was bound to
emerge during the course of the latter
1990s, but which was reinforced in 1996 by
the budgetary costs of the BSE crisis, and
the concerns of some member states
(notably Germany and France) to cut their
public sector borrowing requirements in
order to meet the convergence criteria, set
by the Maastricht Treaty, for Economic and
Monetary Union; and

4 the need to begin a new, mini Round of
GATT negotiations in 1999, as provided for
in the Agreement on Agriculture, in the
context of a changed world environment,
notably the adoption by the USA of its
Federal Agricultural Improvement and Reform
(FAIR) Act of 1996 (see MAFF, 1996,
for details).

Thus the CAP of the early 21st century may
well differ significantly from the CAP of 1996,
and this must be borne in mind in preparing for
negotiations for a successor agreement to Lomé IV.

The Mac Sharry reforms

In May 1992, following proposals from the then
Commissioner for Agriculture, Ray Mac Sharry,
the European Council adopted a series of changes
to the CAP which have become known as the
Mac Sharry reforms (for further details see

Swinbank, 1993). The main change was a switch
in support from consumers to taxpayers, which is
often seen as a precursor for the further reforms
expected in the late 1990s. This view was, for
example, largely endorsed by the Commission’s
Agricultural Strategy Paper of 1995 (Commission,
19954, p36).

The main change in 1992 concerned cereals.
Support prices were reduced by about 30%, and
in return farmers became eligible for area com-
pensation payments: that is a payment for each
hectare of cereals grown, with the level of
payment per hectare varying on a regional basis,
reflecting average yields in the region in question
in a period prior to the reforms. To qualify for the
compensation payments, farmers claiming area
payments on more than a small hectarage had to
set-aside (i.e. not crop) a specified percentage of
their arable land. The set-aside requirement was
initially set at 15%.” However, the basic mecha-
nisms of supporting the EU market price for
cereals (variable import levies, intervention
buying, export refunds) remained in place. With
a dual system of support, and the new control
mechanisms to ensure that area compensation
payments (on land sown to cereals and land set-
aside) were not fraudulently claimed, the new
policy was more complex than the old.

Nonetheless, support had been switched from
consumers to taxpayers, and a precedent set for
further CAP reform. Despite this, the new policy
contained the seeds of its own destruction. First,
the new policy mechanisms were much more
transparent than the old, and thus taxpayers
could more readily monitor, and criticise, the
cost of the policy, and the ‘unfairness’ of large
landowners/farmers receiving significant subsi-
dies from the public purse. Second, bowing to
political pressure from the powerful farm lobby,
Mac Sharry’s initial suggestion that payments
should be ‘modulated’ was rejected. Modulation
referred to the concept of compensating small
farmers in full, but larger farmers in part, for the

7 Reduced to a derisory 5% for the 1996/97 crop year, in response to the tight world market conditions.
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price cuts. This meant that the cost to the budget
of the new policy was intrinsically much greater
than that of the policy it displaced. Third,
although introduced as compensation for cuts in
support prices, the area payments were in fact
made a permanent feature of the CAP, payable to
any farmer who in the future happened to grow
cereals. The predicted cost of extending this
scheme to farmers in Central and Eastern Europe
is a major factor leading to the unease about
these states acceding to an EU with an un-
reformed CAP.

Fourth, the EU institutions failed to predict
that world market prices would soar. Area com-
pensation payments were fixed in advance in
1992 regardless of future market price develop-
ments. Although the EU applied export taxes on
cereals in 1996, European farmers nonetheless
enjoyed a bonanza on their 1995 and 1996 cereal
crops as they benefited from high market prices
and area payments which had been premised on
significant price falls within the EU. Thus, in July
1996, the European Commission proposed a 7%
cut in area payments on cereals, and a 27% cut in
area payments on set-aside land, for 1997, ostensi-
bly to meet the budgetary costs of the soaring
intervention stocks of beef following the BSE
scare (see Inside Track, August/September 1996,
p-1). The Commission repeated this request in
the context of the 1997/98 farm price review, but
it was rejected by the Council (Agra Europe, 27
June 1997, p. E/1).

For oilseeds, except olives, and protein crops,
similar area-based subsidy schemes linked to a
set-aside requirement were applied. Changes to
the rice regime, modelled on the Mac Sharry
reforms of the cereals sector, followed in 1996.
Sugar was not the subject of a reform proposal,
and indeed in 1995 the existing sugar regime,
involving high guaranteed prices and a form of
quota mechanism, was — in all its key features —
rolled forward for a further six-year term
(European Commission, 1996, p.67).

Support prices for beef were cut, and instead,
more taxpayer support was focused on a number
of annual subsidy payments on eligible animals.

These ‘headage payments’ on beef animals and
suckler cows, and similar headage payments for
sheep, were limited by various quota mecha-
nisms. Milk quotas were rolled forward to the
year 2000, but with no significant changes to
milk policy, even though the Commission had
proposed price cuts compensated by headage pay-
ments for grass-fed dairy cows, and quota cuts
compensated by direct income payments
attached to a transferable bond (for further
details see Swinbank, 1997). The debate over
the future form of EU milk policy, post-2000,
has begun; and one idea being canvassed is that
the current system of price support and quotas
should be replaced by headage payments (for a
discussion, see House of Commons, Agriculture
Committee, 1996).

Support to tobacco producers was limited by
quota, and the provisions for intervention buying
and the granting of export subsidies were
repealed. Reforms of the fruit and vegetables
regime, and the wine policy, were deferred until
a later date.

The GATT Uruguay Round and the Agreement
on Agriculture

The second set of policy changes prompting the
designation ‘The New CAP’ stem from the
implementation of the Uruguay Round
Agreement on Agriculture. For developed coun-
tries, the main elements of the Agreement are
as follows:

& the overall level of support (as measured by
an Aggregate Measurement of Support
(AMS) is to be reduced by 20% over the
six-year implementation period (1995-
2000). However, various subsidy schemes
deemed to be production neutral, including
the EU’s area and headage payments
introduced by the Mac Sharry reforms, are
excluded from the AMS calculations;

& all non-tariff barriers, including minimum
import price regimes and the EU’s variable
import levy mechanism were to be
converted into tariffs (tariffication) and
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then, over the six-year implementation
period, import tariffs are to be reduced by
36% on average (with a minimum
reduction per tariff line of 15%). Where
imports represented less than 5% of
domestic consumption in the reference
period, tariff quotas will apply to enable
imports to capture up to 5% of the domestic
market; and existing access arrangements
under tariff quotas are to be retained (the
minimum and current access provisions
respectively).? When tariffication has been
applied, Special Safeguard Provisions can be
invoked if either imports are presented at
prices that fall below an historic norm, or if
an import surge is experienced;

& for each major product grouping, the level
of expenditure on export subsidies must be
reduced by 36%, and the volume of
subsidised exports by 21%, over the
implementation period; and

< anew, mini Round of GATT negotiations is
due to begin in 1999 to continue the reform
process, and in the meantime a Peace
Clause (valid until 2004) protects countries
from challenge in the WTO, provided they
adhere to the terms of the Agreement.

In addition to the Agreement on Agriculture, an
Agreement on the Application of Sanitary and
Phytosanitary Regulations, and the strengthened
disputes settlements procedures of the new World
Trade Organization (WTO), will impact upon
the CAP and other agricultural policies around
the world.

The detail of the EU’s implementation of
these constraints is complex and their future

impact on the CAP, and the prospects of third
country suppliers in the EU market, uncertain
(for discussion see Swinbank, 1996, or
Tangermann, 1996). However, most commenta-
tors are agreed that the likely impact on the CAP
up until the year 2000 will be limited.

The requirement to reduce the EU’s AMS by
20% will have no impact upon the CAP, as this
reduction has already been secured as a result of
the Mac Sharry reforms. However, in the context
of an EU Enlargement to embrace states from
Central and Eastern Europe, this constraint
would have more force, as would a further
requirement to cut the AMS, post-2000, as a
result of a successor Agreement to the present
Agreement on Agriculture.

Tariffication was introduced into the CAP in
July 1995. Thus the variable import levies so
characteristic of the ‘old’ CAP have disappeared,
and in their place specific customs duties have
appeared.’ Thus, for example, the variable import
levy on white sugar, which had averaged 542
ecuftonne in the base period 1986-88, was con-
verted into a tariff equivalent of 524 ecu/tonne;
and this in turn is being reduced by 20% in six
equal annual steps to a new ‘bound’ rate of 419
ecuftonne in the year 2000. For most products,
however, there is so much ‘water’ in the tariff
(that is, they have been set at such prohibitive-
ly high levels) that, in combination with the
Special Safeguard Provisions, commercial
imports paying the full mfn tariff rate cannot
readily be envisaged. Thus tariff preferences will
continue to play an important role.

Despite tariffication, the EU has maintained
a minimum import price system for certain fresh
fruits and vegetables, and wine, which can still
act as a potent trade barrier (see Swinbank &

8 The GATT rules do not allow imports to be physically restricted by quotas; but they do permit tariff quotas. A tariff quota allows a certain volume
of imports to be imported at a reduced duty, with quantities in excess of this volume paying the full mfn rate. Of course, the full mfn rate may be
prohibitively high, in which case a GATT-legal tariff quota is equivalent to a GAT T-illegal quota. Tariff quotas are applied both as part of the GATT
Agreement, in which case they must conform with GATT rules, and within preferential trade agreements.

9 The words ‘duty’ and ‘tariff’ are used interchangeably, as are the phrases ‘import duty/tariff’ and ‘customs duty/tariff’. Tariffs are acceptable to GATT,
and following the Uruguay Round Agreement most GATT signatories have entered into GATT tariff bindings on the full range of agricultural prod-
ucts. A variable import levy is, however, a very different form of border protection, often known as a non-tariff-barrier. As a result of tariffication,

variable import levies are now outlawed.
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Ritson, 1995, for details). Furthermore, as
requested by the USA, the EU applies a
maximum tariff rate on cereals and rice which in
effect re-invents a variable import levy mecha-
nism (see Swinbank, 1996, p.399; or Yap, 1996,
p-385, for further details).

The current access provisions consolidate
earlier tariff quota concessions granted in GATT
negotiations, and some other access arrangements
such as manioc from Thailand and Indonesia,
and butter and sheepmeat from New Zealand.
Tariff quotas granted the Mediterranean states, and
—with one notable exception — the ACP states are
not listed. Thus, although the EU’s schedule of
commitments in GATT does include several tariff
quotas for beef and veal, it does not include the
ACP quantities listed in Protocol 7 of the Lomé
Convention (and discussed below). The EU has,
however, declared as part of its GATT commit-
ment a tariff quota covering the quantities of
ACP sugar provided for in Protocol 8 of the Lomé
Convention. Thus, in our view, this tariff quota
for ACP sugar now has a legal existence within
GATT/WTO independent of the Lomé
Convention (but see the arguments outlined in
greater detail below). Quite why ACP sugar is
in, and ACP beef is out, is unclear: but one might
note that the inclusion of ACP sugar asa GATT
tariff quota enabled the EU to avoid the necessi-
ty of opening new minimum access tariff quotas
for sugar, as it could claim that the minimum 5%
market access provision was being met.

It has been suggested that the country-specific
tariff quotas, listed by the EU in its schedule of
commitments signed in Marrakesh on the con-
clusion of the GATT Round, could still be
challenged in the WTO as being inconsistent
with the general mfn rules that form the basis of
the GATT Agreement. However, this would
open up a can of worms, for the country-specific
tariff quotas relate not only to ACP sugar, but to
many other products and countries, for example
to butter from New Zealand. Furthermore, the
modalities document which sets out guidelines for
implementing the Agreement on Agriculture — a
document which is not to be used as a basis for

dispute settlement proceedings — whilst specify-
ing that ‘Current access opportunities on terms at
least equivalent to those existing shall be main-
tained as part of the tariffication process,” and
that any increase in current access opportunities
is to ‘be provided on an mfn. basis,” does not
specifically forbid country-specific current access
tariff quotas (GATT, 1993, p.9).

The EU’s new minimum access tariff quotas
relate mainly to livestock products, and in large
part have already been allocated to states of
Central and Eastern Europe in the context of
the Europe Agreements. There are no obvious
opportunities for ACP products.

The main constraints that the Agreement on
Agriculture imposes on the CAP, at least up until
the year 2000 and prior to the next Enlargement,
are those relating to subsidised exports. Particular
concern has been expressed by EU farm interests
over the impact on cereals where — if world
market prices subside, and the EU resumes its
subsidy programme — further cut-backs in pro-
duction (i.e. set-aside) are premised. Milk quotas
may also have to be cut, and the volume of white
sugar benefiting from CAP support may have to
be reduced (by reduction of the A and/or B
quota). However, these adjustments could be
made without lowering support prices in the EU,
or opening-up the EU market to competitively
priced imports.

Fruit and vegetables

The products subject to the EU’s new entry price
system, introduced in 1995 as a result of the
GATT Agreement, are listed in Table 7.2. In the
main, the list, and the periods of applicability, are
derived from the earlier minimum import price
system applied by the EU (known as reference
prices). However, cabbage, lettuce, endives
(chicory), and aubergines are no longer protect-
ed by a minimum import price system. On the
other hand, for tomatoes, cucumbers and cour-
gettes, the earlier reference price system was not
operative throughout the year, whereas the new
system is, which has considerably increased the
protective effect of the new mechanism.
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Table 7.2 Products for which Entry Prices
are Fixed
Product Period of Applicability
Apples Allyear
Pears  1luly-30April
Peaches ------- 11 june — 30 September
(indluding nectarines) .
Plums  11une—30 September
Cherries 21 May - 10 August
Apricots . Mune=31july .
Sweetoranges 1 December—-31May
Ménaarins ' All year
(and other hybrids)
lemons Allyear .
Tablegrapes 21 July - 20 November
Tomatoes Alyear
Cucumbers Alyear
Courgettes Allyear .
Artichokes 1 November — 30 June

In the main, the level at which the new entry
prices have been set reflects the level of reference
prices applicable in the GATT reference period
1986-88. However, for complex reasons
explained in Swinbank & Ritson (1995, p.349),
the new entry price for sweet oranges was fixed at
a level 35% higher than the reference price it
replaced. These new minimum import prices for
sweet oranges were first applied on 1 December
1995, and caused a storm of protest in the UK
because they impacted upon the fresh orange
juice market based upon imports of late Valencia
oranges sourced in countries such as Cuba,
Jamaica and South Africa (Financial Times, 12
January 1996). This prompted the EU to reduce
the entry price on a 12,000 tonne tariff quota
imported between 1 December and 31 March
(CIMO, 1995, p.6). Similarly, reductions have
since been agreed for cucumbers for processing,
and sour cherries (CIMO, 1996, p.10).

When the entry price mechanism is being
applied, each consignment of imports has to
respect the entry price. Failure to do so triggers
the application of an additional import tax,

which rapidly escalates to a prohibitive level.
Understandably, when the system was first
applied to tomatoes on 1 January 1995 — a period
of the year when the old reference price system
for tomatoes did not apply — the EU’s main sup-
plier at that time of the year (Morocco) protested
vigorously. Partly as a result of Moroccan protests,
in the new Euro-Mediterranean Agreement
between the EU and Morocco, the EU agreed to
reduce the entry price on tomatoes originating in
Morocco, within tariff quotas and delivery cal-
endars. Morocco also benefits from reduced entry
prices on artichokes, cucumbers, clementines and
oranges; and Israel from reduced entry prices on
oranges (CIMO, 1995, p.6). It seems likely that
as the Euro-Mediterranean Agreements
(discussed in Section 7.7) are revised, other
Mediterranean states will be offered similar con-
cessions on these entry price products.
Preferential entry prices have also been deter-
mined for some products from Central and
Eastern Europe.

To illustrate the complexity of the situation,
it might be noted that the full mfn treatment for
tomatoes imported into the EU in January 1996
was a minimum entry price of 895 ecu/tonne,
and an import tariff of 8.8%. Some countries
would have been entitled to supply the EU
without paying an import tax, but within tariff
quota constraints, provided the entry price had
been respected. Morocco, however, had to
respect an entry price of 500 ecu/tonne, and had
duty-free access, within tariff quotas. Thus the
minimum landed price that a non-preferred
country could supply the EU with tomatoes in
January 1996 was almost twice that of Morocco.

Moreover, from 1 September 1996, the EU
has applied the Special Safeguard Clause, pro-
vided for in the GATT Agreement, to fruit and
vegetables. For 1996-97 eight products are
subject to the system. Imports are subject to
import licences, and where the volume of
imports exceeds the trigger levels indicated
below an additional import duty (33% of the
mfn rate) is applied.
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The products involved are:

tomatoes 565 tonnes September 1996
59,923 tonnes 1 October to
31 December 1996
— except tomatoes
from Morocco
cucumbers 7,808 tonnes 1 September to
31 October 1996
oranges 598,202 tonnes 1 December 1996
to 31 May 1997
clementines 243,851 tonnes 1 Nov 1996 to
28 February 1997
mandarins 90,504 tonnes 1 Nov 1996 to
28 February 1997
lemons 89,313 tonnes 1 September to
31 December 1996
175,189 tonnes 1 January to
31 May 1997
apples 1,254,523 tonnes 1 September to
31 December 1996
1,746,872 tonnes 1 January to
31 March 1997
1,559,722 tonnes 1 April to
30 June 1997
pears 669,866 tonnes 1 September to
31 December 1996
524,006 tonnes 1 January to
30 April 1997

(Regulations 15555/96, 1556/96 and 1557/96, Official journal of the
European Communities L193).

Cereals and rice

Figure 7.1 is a schematic representation of the
support arrangements for cereals following the Mac
Sharry reforms of 1992 and the implementation of
the GATT Agreement in 1995. Similar arrange-
ments apply to rice (see also Yap, 1996, p.386).

The intervention price for cereals at the begin-
ning of the marketing year is 119.19 ecu/tonne.
Farmers also eligible for an area payment, which is
currently determined on the basis of the historic
yield (in tonnes per hectare) of the region in which
the farm is situated, multiplied by 54.34 ecu/tonne.
If, on a particular farm, the area on which area
payments is being claimed exceeds a specified
maximum, then a specified percentage of that
farm’s arable land must be set-aside before pay-
ments are made (though the set-aside land also
qualifies for area payments).

Tariffication has resulted in the variable

import levy on wheat being converted into a
tariff equivalent of 149 ecu/tonne. This was
reduced to 140 ecuftonne on 1 July 1995, and —
following full implementation of the Agreement
— the new tariff will be bound at 95 ecu/tonne on
1 July 2000. However, tariffication was comput-
ed on the basis of price gaps (between EU support
prices, and world prices) existing in the base
period 1986-88, prior to the Mac Sharry reforms.
The Mac Sharry reforms considerably reduced
the EU’s support levels: thus the new tariffs are far
too high. One approach to this problem would
have been to reduce the new tariffs by the
amount that cereal prices were reduced by the
Mac Sharry reforms (i.e. by 54 ecu/tonne).
Instead, the USA insisted that the EU agree to
a formula under which the EU applies an import
duty ‘at a level and in a manner so that the duty-
paid import price for such cereals will not be
greater than the effective intervention
price...increased by 55%’. The cereals covered
by this undertaking are wheat (CCT heading ex
1001), rye (1002), barley (1003), maize exclud-
ing hybrid seed (ex 1005), and sorghum except
hybrids for sowing (ex 1007). Thus the commit-
ment does not cover oats (1004) or buckwheat,
millet, canary seed and other cereals (1008). For
millet a base period tariff equivalent of 87
ecuftonne will be reduced by 36% over the six-
year implementation period, to 56 ecu/tonne in
2000. For canary seed the reduction is from 22 to
14 ecu/tonne.

In an attempt to meet the requirement that
the import charge on cereals should not result in
the duty-paid import price exceeding the effec-
tive intervention price plus 55%, the EU
determines an import duty on each of six cate-
gories of cereals on a fortnightly basis. In effect,
and despite tariffication, the variable import levy
has been reinvented (for details, see Swinbank,
1997). High world market prices have ensured
that the tariffs actually paid on cereal imports
into the EU have been significantly reduced
(often to zero) in the period since tariffication;
and indeed the EU has applied export taxes.

A similar commitment to limit the import
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Figure 7.1

184.74 ecu/tonne: Maximum duty-paid

Price Support for Cereals from July 1995

Roughly equal to the average intervention

import price under the GATT Agreement

A

+55%
Tariff Equivalent (wheat)
140 ecu/tonne in 1995 [
95 ecu/tonne in 2000
World Price V

A

price prior to the Mac Sharry reforms

< Area aid, paid flat-rateon a
regional basis: 54.34 ecu/tonne

Target Price: 131.11 ecu/tonne

Intervention Price: 119.19 ecu/tonne

~€— Export Refund

Not to scale
Source: Swinbank, 1997

charge actually applied also exists for rice.
Here the EU’s undertaking with respect to
hushed rice falling within subheading 1006 20
55 is ‘to apply a duty at a level and in a manner
so that the duty-paid import price will not be
greater than the effective intervention
price...increased by 88% for Japonica rice, and
80% for Indica rice;’ with parallel commit-
ments for milled rice (for details see Yap,
1996). For both cereals and rice, the EU’s
trading partners have claimed that the refer-
ence price system used to determine the import
charge to be applied is inappropriate. At the
meeting of the WTQO’s Dispute Settlement
Body on 25 February 1997, the USA said that
‘it remained very concerned with the reference
price system in the European Communities for
imports of grain, adding that it was at a loss on
how this system could be consistent with the

EC’s tariff bindings under the WTO;’ and
requested the establishment of a panel (WTO
Focus, No 16, February 1997, p.7).

Sugar

As noted above, in May 1995 the existing sugar
regime was rolled forward to the year 2001 with
relatively few changes. Quite what will happen to
EU sugar policy after that date is an open question
on which we will speculate later. For the moment,
the policy is characterised by high market prices
buttressed by significant taxes on imports and an
aggressive export subsidy programme. Furthermore,
although the EU produces more than enough
sugar to meet its domestic consumption require-
ments, it has complex preferential import
arrangements for raw cane sugar which are par-
ticularly important for some ACP countries.
The EU’s support for sugar is constrained by
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quota. Quota A and B production can be freely
sold within the EU, and benefit from the EU’s
support mechanisms (with the net price for quota
B sugar being somewhat lower than that for quota
A sugar), whilst C sugar has to be exported from
the EU without subsidy. For 1996/97 the EU’s A
and B quotas total 14,592,000 tonnes of white
sugar, whilst domestic consumption amounts to
between 12 and 13 million tonnes."® EU exports
of C sugar were as high as 2.9 million tonnes in
1993/94, but fell to 1.6 million tonnes in
1995/96.

The EU’s intervention price for white sugar in
1996/97 is 631.9 ecu per tonne, but taking into
account the storage levy that processors are
obliged to pay, the effective support price on the
EU market is 656.9 ecu per tonne, for bulk white
sugar ex-factory. The costs of storing white sugar
are reimbursed from funds generated by the
storage levy, and hence the EU’s massive over-
supply of white sugar does not manifest itself in
intervention stocks, but in private stores.

Under tariffication, the EU’s base duty rate was
set at 524 ecu per tonne, and this is being reduced
by 20% in six annual steps to reach 419 ecu/tonne
in the year 2000. It will be noted that, in the year
2000, the GAT T-approved import charge will still
amount to 66% of the current support price for
sugar. However, even this understates the protec-
tion afforded EU sugar producers, for the safeguards
clause permits the EU to charge an additional
import tax if, on a consignment basis, the import
price falls below the EU’s average import price for
the 1986-88 base period. The EU has, legitimate-
ly, declared a trigger price of 531 ecu/tonne,"!
reflecting the fact that in the base period the EU’s
imports were almost exclusively made up of pref-
erential imports from the ACP states under the
terms of the Lomé Convention {for further details,
see Swinbank, 1996, p.399).

Thus, imports of sugar at the mfn tariff rates

are most unlikely. However, the EU does import
raw cane sugar for processing in its sugar refiner-
ies. First, there is a GATT tariff quota for
1,304,700 tonnes (white sugar equivalent), of
which 10 thousand tonnes is allocated to India
and the remainder to the ACP states in accor-
dance with the provisions of Protocol 8 of the
Lomé Convention (discussed below). In EU
jargon, this sugar is now known as preferential
sugar. It enters duty-free, but EU refiners must pay
a specified minimum price for these imports,
related to the EU support price for white sugar.
Historically, these quantities were processed in
the UK and France.

Second, the entry of Portugal into the EU in
1986 (and of Finland in 1995) meant that their
sugar-cane processing industries would have been
disrupted unless arrangements were made for
preferential access of raw cane sugars.
Accordingly, on an annual basis for the market-
ing years 1995/96 to 2000/01, tariff quotas are to
be opened for additional quantities of unrefined
cane sugar, at a reduced import charge of 69 ecu
per tonne. Again, EU refiners are obliged to pay
a minimum price for this sugar, related to the
EU support price; and in 1995/96 this amounted
to 511.7 ecu/tonne. The maximum tariff quota
that can be determined under these provisions is
474,300 tonnes (white sugar equivalent) per year.
These tariff quotas are to reflect supply agree-
ments between the EU on the one hand, and
furst, the ACP states that benefit from the Sugar
Protocol attached to the Lomé Convention, and
India; and, second, other third countries. In EU
jargon, this is known as special preferential sugar.'*

To date, separate agreements have been
reached with the ACP States party to Protocol 8
of the Lomé Convention, and India.
Accordingly, these countries were due to supply
222,000 tonnes in the eight month period 1 July
1996 to 28 February 1997. Of these quantities,

10 Much of the data reported in this section is taken from Noble (1996).

11 See Regulation 1423/95 {Official Journal of the European Communities, L141, 1995).
12 See Article 37 of Regulation 1785/81, as amended in particular by Regulation 110195 (Official Journal of the European Communities, L1110, 1995); and Regulation

1915/95 (Official Journal of the European Communities, L184, 1995).
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Finland was to receive 50,000 tonnes, metropol-
itan France 10,000 tonnes, mainland Portugal
162,000 tonnes, and the UK 10,000 tonnes.
The ACP states have undertaken ‘collectively to
implement between themselves procedures for
the allocation of the quantities under this special
ACP quota in order to ensure the appropriate
supplying of the refineries.” The two agreements
with the ACP states, and with India, state that
‘Before 1 January 2001, the two parties to this
agreement shall open discussions on its possible
continuation.’” The tariff quotas for special pref-
erential sugar are not tariff quotas bound in
GATT. *

Third, in the Uruguay Round, Finland noti-
fied GATT of a current access tariff quota of
85,463 tonnes of raw sugar (about 82 thousand
white sugar equivalent). On accession to the EU,
this current access tariff quota became an EU
obligation, over and above the GATT tariff
quota for preferential (ACP and Indian) sugar.
The tariff quota is allocated to traditional sup-
pliers, with 68% allocated to Cuba, 28% to
Brazil, and the remainder to other countries. This
allocation was determined — it is understood —
following pressure from Cuba in discussions in
Geneva. Despite the country-specific allocations,
it is referred to as an mfn tariff quota. A reduced
import duty of 98 ecu per tonne is payable, but
otherwise the import price is freely negotiated.

The GATT Agreement also constrains the
EU’s subsidised exports. However, this does not
include C sugar, which is deemed not to be sub-
sidised, or a quantity of white sugar exports
equivalent to the volumes of preferential and
special preferential imports of Indian and ACP
sugar (which amounted to 1.6 million tonnes in
the base period 1986-1990). Thus, it is only a
small part of the EU’s overall white sugar exports

that are constrained by the GATT Agreement.
The maximum annual expenditure, and
maximum volume of subsided exports, together
with the implicit average rate of refund if both
maxima are reached, are given in Table 7.3. It
should be noted that even in the year 2000, an
average export subsidy of 391.9 ecu per tonne
could still be granted on subsidised exports,
amounting to some 60% of the current support
price for white sugar in the EU. There are of
course also constraints on expenditure on export
subsidies on processed products (Non-Annex II
goods), which may contain sugar.

If these export constraints become binding
over the next few years, the EU might begin to
stock-pile sugar within the EU ~ either in the
form of publicly purchased intervention stocks, or
as enlarged private stocks funded by the storage
levy scheme — or cut-back quotas. The A and B
production quotas could be reduced by the
European Commission acting alone, as could the
non-GATT tariff quotas. However, the GATT
tariff quotas which embrace the Lomé
Convention commitments, and the mfn tariff
quota inherited from Finland, could not be
reduced unilaterally by the EU: any reduction

would have to be agreed with the beneficiaries in
a WTO framework.

Enlargement and economic and
monetary union

The pressures which are leading to calls for
further reform of the CAP have already been
mentioned. First, although the present Agreement
on Agriculture will do little to prompt further
change to the CAP, there are other considera-
tions. The next round of GATT negotiations,
due to begin in 1999, will probably result in
further reductions in import tariffs, export

13 The Agreements are printed in the Official Joumnal of the European Communities (L181, 1995), and the tariff quotas are specified in Regulation 2308/95 (Official Journal

of the European Communities, L233, 1995).

14 It is of interest to note, however, that in its draft submission the EU did include both preferential and special preferential sugar in its minimum access
tariff quota which was it had intended to set at 1,565,000 tonnes, with 1,555,000 tonnes allocated to the ACP states. This was revised, to the situa-
tion outlined in the text, in February 1994 immediately prior to the submission of the final schedules of commitments for the formal signing of the Uruguay

Round Agreements in Marrakesh.
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Table 7.3

GATT Constraints on EU-15 Sugar Export Subsidies

Maximum Maximum Implicit Average
Expenditure Subsidised Volume Refund
(million ecu) (thousand tonnes) (ecu/tonne)
Base period e
1986/90 7790 16120 4838
19959 o ...7310 o 15%6 43
1996/97

% change from base

g,

Note: includes adaptations to the c ints foll

ing EU Enlargement

Source: Noble (1996, p. 5), based on information from the European Commission.

subsidies, and the Aggregate Measurement of
Support, which will force change to the CAP. In
the next round, the EU will probably not have
the tacit support of the USA, as it did in the
Uruguay Round. In the Uruguay Round, the
USA and the EU were able to agree that both
the USA’s deficiency payments, and the EU’s
area and headage payments, were ‘production
neutral’ (decoupled), and thus permissible under
the rules formulated in the Agreement on
Agriculture. This decision was then imposed upon
the other GATT/WTO signatories — though con-
ceivably it could still be challenged. Following
the 1996 Farm Bill, which has considerably lib-
eralised the system of US farm support, the EU
will not readily find allies in the next round to
sustain the status quo on ‘production neutral’ pay-
ments. Furthermore, the AMS and export subsidy
constraints declared by the Central and Eastern
European states (CEEs) that hope to become
members of the EU in the not too distant future
will simply not be compatible with the extension
of the CAP to these states.

Few people were surprised when the UK
Minister of Agriculture’s CAP Review Group
argued for radical reform of the CAP (MAFE
1995), because this is what the UK’s partners
expect of British politicians and agricultural econ-
omists. However, press reports indicating that
Germany’s Ministry of Agriculture had drawn-up

a discussion paper suggesting that ‘The EU’s agri-
cultural policy will need major changes if it is to
survive the huge challenges posed by eastern
enlargement and the next round of world trade lib-
eralisation’ (Agra Europe, 21 June 1996, p. E/6)
sent shock-waves through the EU farming circles.

Budgetary pressures are also important. As
noted above, the Mac Sharry reforms introduced
a system of support which was both more trans-
parent in its delivery mechanisms, and inherently
most costly to the EU’s budget, than the ‘old’
CAP which it displaced. Budgetary pressures
were bound to emerge, sooner or later, as a potent
catalyst for CAP reform. This consideration was
reinforced by the prospect of extending not just
the CAP, but also the EU’s regional and social
aids, to the much poorer economies of the CEEs.
More recently, the political imperative felt by
some member states to achieve economic and
monetary union, and thus to meet the conver-
gence criteria — and in particular the condition
relating to public sector deficits ~ has led these
member states to reconsider the EU’s spending
priorities. The Financial Times (24 July 1996)
began a report: ‘France and Germany are leading
efforts to hold European Union spending on agri-
culture in a race to meet the Maastricht targets
for economic and monetary union next year’.
Despite the escalating cost of supporting the EU’s
beef market, in the wake of the BSE crisis, EU
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Finance Ministers voted to cut the 1997 draft
budget for CAP support by 1 billion ecu (Agra
Europe, 26 July 1996, p.P/5). This may prove
more symbolic than real, but the consensus view
is that attitudes are changing.

It is impossible to predict with any degree of
certainty how policy will evolve. The role of the
European Commission, as the proposer of policy
reform, will be important but not crucial. The
response of the Council of Ministers to any
reform proposals will be central to the outcome.
External pressures, such as GATT/WTO trade
negotiations may play a role. The timetable is,
however, tight. The EU is committed to begin
accession negotiations with Cyprus within six
months of the conclusion of the recent Inter-
Governmental Conference which was concluded
in Amsterdam in June 1997. Negotiations with
the selected CEEs will begin at the same time; but
for serious enlargement negotiations on the agri-
culture dossier to proceed it would be preferable
that the future form of the CAP be known.

The European Commission, in the
Agricultural Strategy Paper produced at the request
of the European Council meeting in Essen in
December 1994, suggested that there were three
possible options for ‘Future Orientations for the
CAP’ in view of the possible accession of the
CEEs. The first of these, the status quo, would
involve further supply control measures (an
increase in set-aside, and further quota controls,
for example) if the EU were to meet its Uruguay
Round obligations. ‘In the end, the situation
would become increasingly untenable, and a
major CAP reform would probably be unavoid-
able... Thus the status quo option which could
appear to be the ‘easy way’ today would rapidly
turn out to be an impasse and an illusion’
(Commission, 1995a, p.21).

The European Commission also rejected its
second option, that of radical reform, involving
the elimination of supply controls, the near
removal or elimination of price support, and
income compensation payments decoupled from
production, but possibly linked to the provision
of environmental services. The European

Commission commented that ‘Although such a
radical reform may be appealing from an econo-
mist’s point of view, it would imply a number of
social and environmental risks...”, and ‘at least in
the first five to ten years, before compensatory
payments are phased out to a large extent, it
would imply high sums of additional public
expenditure’ (Commission, 1995a, p.22).

The European Commission’s preferred alter-
native was its third option, ‘Developing the 1992
Approach’, and although this had three
components — a move ‘towards higher competi-
tiveness’, an integrated rural policy, and
‘simplification — the exact details were left (delib-
erately?) vague (Commission, 1995a, pp.22-24).
Readers were, it seems, left to choose which
version of the third option they preferred: an
option 3 which more closely approached the
status quo, or an option 3 that approximated
radical reform.

Postscript: Agenda 2000

As the final version of this chapter was being
prepared, various newspaper reports commented
on the likely content of the Santer Package (or
Agenda 2000) which Commission President
Jacques Santer was to present to the European
Parliament on 16 July 1997. As well as the
Commission’s ‘avis’ on the membership applica-
tions of the 10 CEE applicants, the Santer
package is slated to include proposals for CAP
reform, reform of the regional fund, and propos-
als for financing the EU budget from 1999 to
2006. It is suggested that five CEEs (the Czech
Republic, Hungary, Poland, Estonia and
Slovenia) together with Cyprus will be invited
begin entry negotiations early in 1998, with the
applications of the other five CEEs subject to an
annual review (Financial Times, 11 July 1997,
p-2). The proposals for CAP reform will be
limited, it is suggested, to cereals, beef and milk.
For cereals, the intervention price would be
reduced by 24 ecus/tonne, and in partial com-
pensation the area aid would be increased by 12
ecus/tonne; beef support prices would be slashed
and headage payments increased; and there
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would be some reduction in the support price for
milk, offset by headage payments, but the quota
mechanism would be retained (Financial Times, 8
July 1997, p. 29). It appears that the European
Commission has toyed with the idea of setting a
maximum amount that individual farmers can
claim in area and headage payments, but whether
this is retained in the actual proposals remains to
be seen. These suggestions have already attract-
ed the wrath of the EU farm lobby (Financial
Times, 10 July 1997) and it will probably be well
into 1998 before the Council concludes its delib-
erations on these proposals and enacts the next
instalment of CAP reform.

7.5 GATT, Free Trade Areas and the CAP

The Uruguay Round Agreements have, poten-
tially, changed the way trade in agricultural
products will be dealt with in future customs
unions and free trade areas. As is well known,
Atrticle XXIV of the GATT has always provided
for the formation of customs unions, free trade
areas, and of interim agreements leading to the
formation of customs unions and free trade areas,
in which trade barriers are removed on ‘substan-
tially all the trade between the constituent
territories’. Quite what this phraseology has
meant has been unclear, but an informal 80%
rule has applied, and potential partners have pre-
sumed that a valid customs union or free trade
area could be created if 80% of the trade between
the partners could be said to be included.
Furthermore, and within this 80% framework,
the EU has frequently excluded the bulk of the
agriculture sector from its customs union and free
trade area agreements. Thus, the European
Economic Area with the EFTA countries exclud-
ed agriculture; and in 1995 the Commission noted
that the customs union between the EU and
Turkey, due to commence on 1 January, 1996,
‘will not include the agricultural sector where
only limited adjustments to the current arrange-
ments are foreseen’ (Commission, 1995a, p.131).

Furthermore, the frequent use of non-tariff
barriers within the CAP, such as variable import

levies and minimum import price mechanisms,
allowed a degree of obfuscation to persist.
Customs duties might be removed, but the other
border mechanisms of the CAP would be
retained. Thus, the nature of a customs union or
free trade area between the EU and a partner, and
incorporating products subject to the CAP, was
difficult to specify. Tariffication has eliminated
this ambiguity, but has starkly emphasised the dif-
ficulty of incorporating a highly protected CAP
product into a free trade area or customs union.
How, for example, could sugar be included in a free
trade area between the EU and a third country if
that third country did not adopt the EU’s support
arrangements for sugar, or something similar? The
customs union agreement for Cyprus and the EU
envisages the adoption by Cyprus of measures
analogous to the CAP if certain agricultural prod-
ucts are to be included in the customs union (see
Swinbank & Ritson, 1991, and Tanner &
Swinbank, 1997, for further discussion).

As a result of the Uruguay Round there is
now an Understanding on the Interpretation of
Article XXIV annexed to the General Agreement
on Tariffs and Trade 1994 (GATT Secretariat,
1994). The intent is that the requirements of
Article XXIV must be satisfied, that agreements
should be scrutinised and that customs unions
and free trade areas should report periodically to
the Council for Trade in Goods, and that the
dispute settlement procedure can be invoked
with respect to any matter relating to the forma-
tion of customs unions and free trade areas. The
‘reasonable length of time’ referred to in Article
XXIV:5(c), in which interim agreements should
evolve into full customs unions or free-trade
areas, ‘should exceed 10 years only in exceptional
cases’. Quite what impact all this will have is
unclear, but many assume that spurious customs
unions and free trade areas will be subject to
more stringent review, and challenge, in the
future; and that agreements which do not include
reciprocal trade concessions or which seek to
exclude entire sectors of the economy — such as
agriculture — will be deemed invalid.

The EU — which in the past has been accused
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of spinning an elaborate web of preferential trade
agreements dressed-up as legitimate free trade areas
and customs unions — may itself take the lead.
Press reports indicate that the EU’s Commissioner
for Trade, Sir Leon Brittan, would like the EU to
ask the WTO ‘to tighten its rules on regional trade
agreements, to ensure that they comply fully with
multilateral principles and do not discriminate
against non-members’, and for the WTO ‘to veta
backlog of about 90 outstanding regional free trade
agreements, some notified many years ago’
(Financial Times, 25 July 1996). It is far from clear
that the European Commission, let alone the
Council of Ministers, would agree to such a plan,
because of the potential impact on the EU’s own
web of agreements. But the EU’s Council of Farm
Ministers has certainly taken the threat seriously.

In May 1996, the Italian Presidency of the
Council of Ministers initiated a discussion at an
informal meeting of the Agriculture Council in
Otranto. In its discussion paper, the Italian
Government remarked that ‘Following the inte-
gration of agriculture into the general rules
governing the trading system, and the reform of
the CAP begun in 1992, agriculture in the EU is
now at a delicate stage in the transformation
process, which is still being completed’, and com-
mented on ‘the major unknown factors, arising
from the throwing into question of the European
agricultural system as it has been defined from its
inception until the present day’ (Italian
Government, 1996, p.2).

The discussion document continues: ‘It seems
clear that, following the Marrakesh declaration,
the contracting parties’ room for manoeuvre
when altering the content of their agreement and
establishing the implementing rules has been con-
siderably reduced. In particular, the exclusion of
the agricultural sector from the regional free trade
agreements under negotiation and from the agree-
ment establishing a customs union with Turkey as
from 1 January, 1996, can only be temporary.
Under the criterion of ‘substantially all the trade’,
which leaves open the possibility of excluding a
few sensitive products from the agreement, it is
doubtful whether it will be possible to exclude all

sensitive agricultural products, since it should be
remembered that there are also ‘sensitive prod-
ucts’ in the industrial sector, such as textiles, for
example’ (Italian Government, 1996, p.8).

If it is true that free trade areas and customs
unions will in future be subject to more rigorous
review in the WTO, and that agriculture cannot
be excluded from such agreements, then three
possible scenarios arise:

«# that, as a result of the political necessity to
forge such alliances, there will be increased
pressure for CAP reform, bringing EU price
levels more in line with world market prices;

& alternatively, as a result of political pressure
from the powerful EU farm lobby, the EU
may be less willing to enter into such
agreements in future, partly because of
the erosion of protection to agricultural
producers under the CAP; but

% in those instances in which the EU does
participate in customs unions and free trade
areas which do include trade in agricultural
products, the EU’s trading partners in those
arrangements will gain a more preferred
status for their agricultural products in the
EU market vis-a-vis trading partners who
are excluded.

7.6 The Agricultural Trade Concessions
in Lomé IV

For the purposes of this chapter, the relevant sec-
tions of the Fourth ACP-EC Convention of
Lomé as Revised by the Agreement signed in
Mauritius on 4 November 1995, are:

4 Article 168 dealing with trade preferences
for CAP products in general;

< Articles 182 to 184, and Protocol 6, dealing
with rum;

4 Article 213, and Protocol 8, dealing with
sugar; and

& Protocol 7 on beef and veal.

ACP-EU TRADE AND AID CO-OPERATION: POST LOME 1V



Furthermore, Protocol 5 is concerned with
bananas, which will be discussed in the next
chapter of this report.

In Council Regulation (EEC) No 715/90 of
5 March 1990 on the arrangements applicable to
agricultural products and certain goods resulting
from the processing of agricultural products originat-
ing in the ACP States or in the overseas countries
and ternitories (OCT), as amended, the EU has
specified in greater detail the concessions to be
granted under Article 168 and Protocol 7 of
Lomé IV. ¥

Article 168 and Regulation 715/90

Article 168 is an anachronism in that it still does
not recognise the revision of the EU’s import
arrangements for CAP products introduced in
1995 as a result of tariffication. Instead, annexed
to the Lomé Convention, as revised on 4
November, 1995, is a declaration concerning
agricultural products referred to in Article
168(2)(a)(ii) — i.e. CAP products which used to
be protected by variable import levies and other
non-tariff barriers which have now been tariffied
— which reads:

‘The import treatment applicable to
agricultural products and foodstuffs
originating in the ACP states agreed between
the Community and the ACP states in the
context of the mid-term review of the Fourth
ACP-EC Conwvention is in the process of
being technically adapted to take account of
the new Community Common External
Tariff resulting from the Uruguay Round
Agreements and other modifications to the
Combined Nomenclature.

The text of this revised Annex will be
published as soon as it is agreed by the
Contracting Parties.” [Annex XL]

Neither has Regulation 715/90 been amended
to take account of tariffication, although it was
amended for other reasons in 1996. However, on
8 January, 1997, the European Commission did
submit a proposal to the Council for a Council
Decision approving the adoption of the revised
Annex XL to the Fourth ACP-EC Convention
(Commission, 1997).

Article 168 deals with CAP products listed
in Annex II to the Treaty of Rome, and other
products ‘subject, on import into the
Community, to specific rules introduced as a
result of the implementation of the common
agricultural policy’ (that is to say, Non-Annex II
goods). Specifically, Article 168 states that such
products from the ACP states can be imported
free of customs duties provided the only form of
border protection for these products is customs
duties. Under the ‘old” CAP, prior to tariffica-
tion in 1995, there were very few such products.
Article 168 also states that where other forms of
border protection apply (for example, the vari-
able import levies and minimum import price
regimes of the ‘old’ CAP) then ‘the Community
shall take the necessary measures to ensure more
favourable treatment than that granted to third
countries benefiting from the most-favoured-
nation clause for the same products’. Table 7.4
lists the concessions the ACP states enjoy as a
result. It is not a definitive statement. It is based
on our reading of Article 168 and Regulation
715/90, supplemented by the proposed changes
to Annex XL.

In paragraph 2 of Article 168 of the Lomé
Convention there is the provision that: ‘If,
during the application of this Convention, the
ACP states request that new lines of agricultur-
al production or agricultural products which are
not the subject of specific arrangements when
this Convention enters into force should

15 Official Journal of the European Communities L84, 1990. Amended by Regulations: 297/91 (Official Journal of the European Communities 1L36, 1991), 444/92
(Official Journal of the European Communities L52, 1992), 234/94 (Official Journal of the European Communities L30, 1994), 235/94 (Official Journal of the
European Communities L30, 1994), 2484/94 (Official Journal of the European Communities L265, 1994), 619/96 (Official Journal of the European
Communities L89, 1996). As the OCT have enjoyed totally free access to the EU market since 20 September 1991, these provisions no longer apply

to the OCT.
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benefit from such arrangements, the
Community shall examine these requests in
consultation with the ACP states.” In line with
this provision, in October 1994 seedless table
grapes (in the period 1 December to 31 March)
were added to the list of fresh fruit and veg-
etable products that could obtain duty-free
access to the EU market within:

(i)  a tariff quota of 400 tonnes between 1
December and 31 January; and

(ii)  a reference quantity of 100 tonnes in the
period 1 February to 31 March.

Subsequently, Namibia requested a further
tariff quota of 600 tonnes for the period 1 to 31
January. The EU agreed to a further 400
tonnes, ‘on account of the economic impor-
tance of seedless table grapes for the ACP
states’, so that a tariff quota of 400 tonnes now
applies for December and a further tariff quota
of 400 tonnes for January, as well as the refer-
ence quantity of 100 tonnes to cover the
months of February and March (Regulation
619/96, Official Journal of the European
Communities 1L89).

A reference quantity is almost a tariff quota.
Regulation 715/90 specifies that, ‘if imports of
the product ....exceed the reference quantity’
the EU has the right to make such imports
subject to ‘a ceiling equal to the reference quan-
tity, having regard to the annual balance of
trade in the product.’ (Article 16(2).

The mid-term review undertaken in
1994/95 extended some of the Article 168 con-
cessions. These additional concessions
included some increase in tariff quotas and
increased margins of preference. These addi-
tional concessions have not as yet been
incorporated into Regulation 715/90; but they
are included in the proposed revision to Annex
XL and are thus reflected in Table 7.4.

Protocol 6 on rum

Protocol 6 on rum is concerned with rum, taffia
and arrack, and provides for the duty-free impor-
tation of these products within tariff quotas. The
EU has not as yet adopted ‘a common organiza-
tion of the market in spirits’ and, in order to
preserve flexibility should such a development
seem desirable in the future, the life of Protocol
6 is limited to the date of the entry into force of
such arrangements.

The tariff quota is expressed in hectolitres of
pure alcohol, and in 1995 stood at 244,000 hec-
tolitres for all ACP rum. As of 1996, new
arrangements have come into play, and duty-free
access for ‘light’ rum is no longer controlled by
tariff quota. Until the year 2000, however, duty-
free access for ‘traditional’ (dark) ACP rum *is to
be controlled by tariff quota:

< in 1996, 58,000 hectolitres (expressed as
pure alcohol);

& in 1997, 61,000 hectolitres;
& in 1998, 64,000 hectolitres; and

% in 1999, 67,000 hectolitres (Regulation
2599/95, Official Jowrnal of the European
Communities L267). The Commission
administers the tariff quota.

Although rum is not a product of interest to
European farmers (except as a competitive
product to other spirits such as brandy and
whisky), it is of course of interest to EU produc-
ers in the French Overseas Departments (the
DOMs, or Départements d'Outre-Mer), and
hence it remains a sensitive product for the CAP.
As a result of the Uruguay Round Agreement,
the import tariff on rum shipped in bulk is being
reduced by 40% from 1.0 to 0.6 ecu per degree
alcohol per hectolitre. Thus, the preference

inherent in the Protocol will be seriously eroded
by the year 2000.

‘16 ‘Rum with a content of volatile substances other than ethyl and methy! alcohol equal to or exceeding 225 grams per hectolitre of pure alcohol with a

10% tolerance.’
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Table 7.4

Article 168 Concessions on the Import of Various CAP Products from

the ACP States as Listed in the Proposed Revisions to Annex XL

Beef and veal

Sheep and goatmeat

Free of ad valorem customs duties, provided import growth does not exceed 7%
per annum. 92% abatement of the specific customs duty, within tariff quotas, as

detailed in Protocol 7

Free of customs duties

Live poultry: 16% reduction in customs duty
Fresh meat: 65% abatement of customs duty, 400 tonnes per year

Fresh meat: 50% abatement of customs duty, 500 tonnes per year
Sausages: 65% abatement of customs duty, 500 tonnes per year

16% reduction in customs duty for some products
Concentrated milk: 65% abatement of customs duty, 1,000 tonnes per year
Cheese and curd: 65% abatement of customs duty, 1,000 tonnes per year

Cereals

Sweetcorn: customs duty reduced by 1.81 ecu/tonne

Grain sorghum: 60% abatement of customs duty on 100,000 tonnes per year;
50% abatement thereafter.

Millet: full abatement of customs duty on 60,000 tonnes per year;

50% abatement thereafter

Complex array of abatements of the customs duty on the equivalent of 125,000
tonnes per year of husked rice and 20,000 of broken rice. Entry into the EU is
conditional upon an export charge of an amount equivalent to the reduction

being charged by the exporting country

Sugar 16% reduction in customs duties on some products, but not white sugar
Molasses: exemption from customs duties on 600,000 tonnes per year

Four possibilities: i) free of customs duties; ii) free of customs duties but

constrained by tariff quotas or reference quantities; iii) tariff reductions; or iv)

no concessions

Processed fruits
and vegetables

Cut flowers, etc Free of customs duties

Warning: this is not a complete or definitive list!

Trinidad and Tobago is the main beneficiary
of this concession, accounting in 1992 for 41%
of the EU’s total rum imports by value (61% of
its rum imports from the ACP states)
(Davenport et al, 1995, p. 15). Davenport et al
report that it is a light rum, rather than a dark
rum producer.

Beef and veal 1’

In the first Lomé Convention, the ACP conces-
sion on beef and veal was limited to an
elimination of conventional customs duties, on ‘a
quantity equivalent to imports into the
Community during whichever year between
1969 and 1974 Community imports of products

17 We are very grateful to Mt Ove K Neilson, Chief Executive of the Botswana Meat Commission {(UK) Holdings Ltd, for his help in researching this topic.
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of that origin were highest, plus an annual growth
rate of 7%’ (Article 2 of Regulation 715/90), but
it was intended that the full variable import levy
remained payable. These original quantities were
determined at:

Botswana  .....18916tonnes(1973)
Y2 e 142 tonnes (1971)
dagascar .......T.579 tonnes(1972)

Swaziland 3,363 tonnes (1973)

total 27,531 tonnes

Under the ‘old’ CAP a distinctive feature of the
mfn import regime for beef and veal was that
customs duties (at 20% ad valorem on boneless
beef) and variable import levies were applied. For
Botswana and Swaziland, which had traditionally
enjoyed free access to the British market, the
prospect of paying the full variable import levy
was problematic, and indeed a sharp rise in the
variable import levy in March 1975 quickly ren-
dered the trade commercially unviable. There
followed a flurry of diplomatic activity, which
resulted in the EU offering a 90% abatement of the
variable import levy, on the quantities listed above,
provided the exporting state levied an export tax
of an equivalent amount, the proceeds of which
could be used at the discretion of the exporting
state. In the case of Botswana, the government
levied the tax under the Export Tax (Chilled or
Frozen Boneless Meat) Regulations 1975, and then
paid the proceeds back to the Botswana Meat
Commission under the Meat Industries Beef
Equalization Special Order, 1975 (Botswana Meat
Commission, 1989, p.6). The requirement upon
the exporting state to charge an export tax equiv-
alent to the levy abatement no longer applies.

Under Lomé 1V, in addition to the Article
168 concession abating to zero the convention-

al customs duties applicable on the signing of
Lomé (for traditional quantities augmented by a
7% annual growth factor as detailed above)
Protocol 7 provides for an abatement of the vari-
able import levy on annual tariff quotas of 52,100
tonnes of boneless beef and veal from six ACP
states, allocated as follows:

Botswana 18,916 tonnes
Kenya 142 tonnes
Madagascar 7,579 tonnes
Swaziland 3,363 tonnes.
Zimbabwe 9,100 tonnes
Namibia 13,000 tonnes

Namibia was included in the scheme in 1991,
with an annual tariff quota of 10,500 tonnes,
which was increased to 13,000 tonnes in 1993.

The concession, as specified in Article 1 of the
Protocol, amounts to a 92% abatement of any
import charge other than customs duties.!® Tariffic-
ation, on 1 July 1995, resulted in the replacement
of the variable import levy by a specific customs
duty. Thus, the mfn import charge on boneless
beef in the period 1 July 1996 to 30 June 1997
amounts to an ad valorem customs duty of 17.6%
and a specific customs duty of 417.1 ecu/100 kg
(Regulation 1035/96, Official Journal of the
European Communities L152). In implementing
Protocol 7, the EU now applies the 92% abatement
to the specific component of the customs duty, in
addition to the total elimination of the ad valorem
component. This remains a significant tariff con-
cession, and will remain so until the EU’s mfn tariff
rate on beef and veal is substantially reduced in a
future GATT/WTO negotiation. Nonetheless,
given the problems of oversupply in the EU beef
market — in part triggered by fall in EU consump-
tion the wake of the BSE crisis — the EU may
rapidly move to a radical reform of the beef regime

18 See also Articles 3 and 4 of Regulation 715/90 (Official Joumal of the European Communities L84), as amended. The abatement was increased from 90
10 92% in the 1994/95 mid-term review (Vemier, 1996, p. 10). The ACP states and the EU are in dispute as to whether the switch from 90 to 92%
should have occurred on 1 July 1995, with tariffication (the ACP view), or on 1 January, 1996, with the coming into force of the other components

of the mid-term review (the EU’s view).
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involving very much lower market prices (to stim-
ulate consumption), and direct support to
producers, possibly in the form of enhanced
headage payments.

Despite the potential benefit of these conces-
sions, the ACP states have had difficulty filling
the tariff quotas, and some commentators have
criticised the unsuitability of the concession. The
ACP states are not relieved of the need to meet
stringent veterinary and public health checks
imposed by the EU, involving controls against
foot and mouth disease for example, and their
products must meet customer requirements in the
EU. Because of drought and foot and mouth
disease, there has been a history of the ACP
failing to fill the tariff quotas allocated;"” and more
recently the BSE crisis has adversely affected all
beef consumption in Europe, whatever its origin.
Table 7.5 records the quantities shipped in the
period 1992 to 1995. Zimbabwe has in the main
filled its tariff quota, whereas Kenya and
Swaziland have been much less successful.

Article 3 of Protocol 7 does say that the
Community ‘is willing to consider’ postponement
of deliveries to the following year, ‘In the event of
an actual or foreseeable recession in these exports
due to disasters such as drought, cyclones or animal
disease’. Furthermore, if in any year one of the
beneficiaries is unable to supply the tariff quota
quantities, and does not wish to benefit from the
provisions of Article 3, then — on a request from
the ACP states — the Commission is authorised to
share out this quantity among those ACP states
able to supply. We understand from the
Commission Services that such a request would
normally be accepted, and this is consistent with
the data recorded in Table 7.5. Thus in 1993 some
of the unused quantities were carried forward to

1994, for the benefit of Zimbabwe; and further

transfers to Zimbabwe were effected in 1994 and
1995. In the period recorded in Table 7.5, only
72% of the total tariff quota offered ACP states
was taken up. Thus, the impression gained is that
exports to the EU are not constrained by the
global 52,100 tonne tariff quota.

Namibia was added to the list of beneficiaries
with effect from 1991 on becoming an ACP
state. Given the chronic problems of over-supply
in the EU’s beef market, it seems unlikely that
the EU would willingly countenance an exten-
sion of the global quantity of 52,100 tonnes, even
though other ACP states might wish to become
beneficiaries. Davenport et al (1995, p.17), for
example, have suggested that Ethiopia could
benefit from being listed among the beneficiaries,
but this would undoubtedly involve a reduction
in the tariff quota currently extended to one or
more of the existing beneficiaries.

In practice the Botswana Meat Commission
plays a dominant role in the trade. Its European
subsidiaries, operating from London, manage the
EU’s imports under the Lomé Protocol from
Namibia and Swaziland as well as Botswana, and
for many years they did so for Zimbabwe, selling
into the UK, Germany, The Netherlands and
Greece. The European subsidiaries handle appli-
cations for import licences under the tariff quotas,
and by virtue of their ownership of a bonded
warehouse they can control release from customs
control and thus the date of the official ‘import’
into the EU.?’ Meat is shipped as chilled vacuum-
packed hindquarter cuts, mainly for the catering
trade, and frozen forequarter cuts for manufacture
(mainly burgers).

Beef consumption in the wake of BSE, the
future of the EU’s beef regime, and the continu-
ation of the Lomé concessions, are all vital issues
relating to this trade, but the Botswana Meat

19 Drought first accelerates slaughterings and shipments, and then has a depressing effect. A severe drought afflicted the whole of Southern Africa in 1991/92

(Botswana Meat Commission, 1993, p.24).

20 We understand that Zimbabwe, whose product is no longer handled by subsidiaries of the Botswana Meat Commission, has requested a change in the
regulations to allow Zimbabwe to issue the licences for the tariff quota, rather than authorities in the EU. Elsewhere in this chapter we refer to the dif-
ficulties a beneficiary country can face in ‘capturing’ any rents that may be implicit in a tariff quota. In the case of Protocol 7 beef however, where a
wholly-owned subsidiary has controlled the supply chain, including importation and the bonded warehouse from which the product clears customs,

the probability is that the bulk of the rent is captured by the importer.
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Table 7.5  ACP Utilisation of Beef Quotas, 1992-1996

1992 Quota Utilised Unused

Botswana 18,916 15,914.90 3,001.10

Zimbabwe , 8,326.87

Total 49,600 34,861.50 14,738.50
1993 Quota Transfer, March '94 Utilised Unused
Botswana 18,916 -1,000 14,650.00 3,266.00

Zimbabwe 9,100 9,100.00 0.00

Total 52,100 -5,142 36,587.80 10,370.20

1994 Quota Transfer 1993  Transfer 1994 Utilised Unused

Botswana ... 18916 2,000 1242500 549100
Kenya 8 e 000 ... 14200
Madagascar 7379 e 2,500 215914 . 291986 .
Namibia 1000 1000 1108700 91300
swaziland 3363 1000 64200 172100
Zimbabwe 9,100 5,142 5,500 16,242.50 3,499.50

Total 52,100 5,142 0 42,555.64 14,686.36

1995 Quota Transfer Oct '95 Utilised Unused

Botswana 18916 e ABTTOTT 314523
Kenya 142 M2 T e
Madagascar T379 e 104062 353838 .
Namibia 13,000 500 7820 72180
Swaziland 3363 o 000 71950 164350
Zimbabwe 9,100 1,642 10,742.00 0.00

Total 52,100 0 41,051.09 11,048.91
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Table 7.5

ACP Utilisation of Beef Quotas, 1992-1996 (continued)

1996 Quota

Utilised Unused

Botswana

11,511.00

7,405.00

Zimbabwe 9,100

7,752.82 1,347.18

Total 52,100

31,784.71 20,315.29

Source: European Commission.

Commission (UK) Holdings Ltd also raise a
number of specific issues relating to the imple-
mentation of Protocol 7:

& footnote 12 has already alluded to the dispute
between the EU authorities and the importers
as to the date on which the levy abatement
should have been increased from 90 to 92%;

% although the concession relates to boneless
beef, making no reference either to chilled
or frozen products, import licences do
specify chilled or frozen, thus adding to the
complexity of managing imports.
Furthermore, if an import licence is taken-
out, but not used, the quantities will be lost
because the tariff quota is operated with
regard to licenses issued rather than
quantities imported;

< requests for import licences have to be lodged
by noon on the 10th day of the month, and —
after examination by the European
Commission in Brussels to ensure sufficient
volumes of the tariff quota remain used — they
are then issued on the 21st of the month.
This means that in managing an annual tariff
quota, imports cannot be effected in the first
three weeks of January, compounding the
problems of managing the business. Other
preferential import arrangements for beef do,
apparently, overcome this difficulty by
allowing traders to lodge securities which
would be forfeited if a tariff quota licence was
not subsequently obtained;

% difficulties have arisen over the definition of
a forequarter. For marketing purposes,
forequarter meat-cuts are packed in
standard-weight cartons of 28 kg, based
predominately on the forequarter of a
particular carcass, but perhaps with meat
added or removed to make up a standard
weight. This means the product is then
classified as ‘other meat cuts’, paying a
higher duty than would be the case if it
were classified as a forequarter; and

% finally, an issue not specific to Protocol 7,
is the complaint that with tariffication on
1 July 1995 an anomaly crept into the new
duties fixed for frozen forequarters and
cuts, and frozen ‘other’, so that these
products now face an import tax
disproportionately high in relation to
chilled boneless meat.

Sugar

The Sugar Protocol (Protocol 8) is potentially
one of the most vexatious in the Convention. It
reproduces the text of Protocol 3 of the original
Lomé Convention of 1975. Article 1 states that
‘The Community undertakes for an indefinite
period to purchase and import, at guaranteed
prices, specific quantities of cane sugar, raw or
white, which originate in the ACP states and
which these States undertake to deliver to it’.
Key phrases are: ‘indefinite period’, ‘purchase and
import’, and ‘guaranteed prices’.
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Article 10, however, does limit the concept of
an indefinite duration. Basically it specifies that
although the Sugar Protocol will remain in force
even after the Lomé Convention lapses, the Sugar
Protocol may nevertheless ‘be denounced by the
Community with respect to each ACP State, and
by each ACP State with respect to the Community,
subject to two years’ notice’. The EU did add a dec-
laration that ‘The Community declares that Article
10 .... providing for the possibility of denunciation
in that Protocol, under the conditions set out in
that Article, is for the purposes of juridical secu-
rity and does not represent for the Community any
qualification or limitation of the principles enun-
ciated in Article 1 of that Protocol’.

Whilst the Protocol is in force, it commits
the EU ‘to purchase and import, at guaranteed
prices, specific quantities of cane sugar.” This is
reflected in part in the tariff quota the EU has
entered into in the WTO. The ‘current access
quota’ commitments in the EU documentation
submitted at Marrakesh specify a conventional
1,304,700 tonne tariff quota for cane or beet
sugar under tariff heading 1701. Under column 7,
‘Other terms and conditions’, the following
wording appears:

‘Allocated to supplying countries as follows:
India 10,000 tonnes

ACP 1,294,700 tonnes in accordance with
the prowisions of the Lomé Convention.’

Two questions are raised by this. First, is this
provision in any way linked to the waiver
arranged for Lomé [V? (i.e. would it lapse if a suc-
cessor agreement and waiver were not agreed?);
and second, are country-specific tariff quotas
acceptable in GATT? (i.e. are they compatible
with Article XIII of GATT?).

[t is our current interpretation, supported by
discussions with some, but not all, the
Commission officials we met in Brussels, and in
the WTO Secretariat, that the tariff quota is not
linked to Lomé IV and its waiver: that the phrase
‘in accordance with the provisions of the Lomé
Convention’ simply refers to the distribution of

the 1,294,700 tonnes allocated to the ACP states,
and does not refer to the tariff quota in its entire-
ty. But it would appear that there are two views on
this. A corollary attached to our interpretation is
that the EU cannot unilaterally withdraw the tariff
quota: instead it would have to seek the accep-
tance of India and the ACP states.

We understand that any country-specific tariff
quota notified by the EU is potentially subject to
challenge because of its violation of the GATT’s
most-favoured-nation rules and in particular
Atrticle XIII of GATT on the ‘Non-discrimina-
tory Administration of Quantitative
Restrictions’, but we think this unlikely as such
a precedent would open up a whole series of chal-
lenges (for example the tariff quota extended by
the EU to New Zealand for butter). We do not
believe this conclusion is inconsistent with the
reports we have seen of the banana panel’s recent
ruling on the application of Article XIII, but the
full panel report requires further examination.

The GATT binding does not commit the EU
to ‘purchase and import’, and nor does it specify
prices, but in our view it is a commitment of indef-
inite duration (or until the ACP states concerned
voluntarily agree to release the EU from this
commitment).

The words ‘to purchase and import’ are fairly
unambiguous. It would appear that the EU is bound
to purchase and import the quantities specified. In
practice of course, it is not the EU authorities
which ‘purchase and import’, but instead private
traders, but the EU is required to purchase any
quantities that private traders do not take up.
Furthermore, although the EU does import this
sugar, an equivalent quantity of EU sugar is in fact
exported to the world market. Some CAP apolo-
gists have in the past suggested that it would be
more rational to do away with the requirement to
import ACP sugar given that the EU then exports
an equivalent amount of EU sugar.

The phrase which is most problematic is the ref-
erence to ‘guaranteed prices’. Article 5(4) of the
Protocol specifies: ‘“The guaranteed price, expressed
in units of account, shall refer to unpacked sugar,
c.i.f. European ports of the Community, and shall
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be fixed in respect of standard quality sugar. It shall
be negotiated annually, within the price range obtain-
ing within the Community, taking into account all
relevant economic factors, and shall be decided at
the latest by 1 May immediately preceding the deliv-
ery period to which it will apply’ (italics added).
The critical issue for the ACP states is the level of
sugar prices that might apply in the EU in the future,
following any reform of the sugar regime. If, for
example, the support price for sugar were to be
slashed, and EU producers ‘compensated’ by some type
of direct payment, in the form say of area payments,
then it seems clear that the price guarantee to the ACP
states would be unilaterally reduced. The Protocol
would provide no protection for the ACP states, and
only moral and diplomatic pressure on the EU could
secure ‘compensation’ for ACP suppliers who faced
a sudden, and dramatic, price cut.

Article 3 of the Lomé Convention (and
Annex) sets out the quantities, expressed in
tonnes of white sugar, as follows:

Barbados

49,300

The provisions relating to rules of origin are lax,
or non-existent, except for a requirement that
the sugar originates within the ACP states; but in

practice the sugar has to be shipped from the rele-
vant ACP state listed above. Shortfalls, as a result
of force majeure, can at the discretion of the
Commission be shipped in later periods or — with
the consent of the ACP state concerned — be
reallocated to other beneficiaries. Shortfalls which
are not the result of force majeure result in a per-
manent reduction in the allocated tariff quota, and
may at the discretion of the Commission be per-
manently reallocated to other beneficiaries.

As noted in Section 7.4, these same ACP
states, and India, are also beneficiaries of annual
tariff quotas that could amount to 474,300 tonnes
per annum, at a special import tax of 69 ecu per
tonne, with the EU refiners obliged to pay a
minimum price related to the EU support price.
The justification of this programme is the support
of the ‘port-related refining industry ... in Finland,
mainland Portugal, the United Kingdom and
southern and western France.” These are clearly
not traditional CAP constituencies, and the pro-
gramme may seem illogical in the face of the
massive over-supply of white sugar and other
sweeteners in the EU. Nonetheless, the potential
benefit to the ACP states is clear. Retaining this
concession, post-2000, will require considerable
diplomatic effort on the part of the ACP.
Allocating the tariff quota among the potential
ACP beneficiaries — given the financial benefits
attached — may strain the ACPs’ institutional
arrangements to their limits.

7.7 The EU’s Other Preferential Trading
Arrangements

The Generalised System of Preferences [GSP]

The EU’s GSP dates back to 1971, and the EU’s
offer on trade preferences in the context of the
United Nations Conference on Trade and
Development (UNCTAD). The EU’s present
scheme for agricultural products,? valid from 1
January, 1997, to 30 June, 1999, is set out in

21 Regulation 1101/95 (Official Journal of the European Communities, L110, 1995}, p.2.
22 The EU’s GSP for agricultural goods is a separate, but similar, scheme to that applied for industrial products (Driessen, 1996).
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Council Regulation (EC) No 1256/96 (Official
Journal of the European Communities 1.160). The
beneficiary states include Albania and the non-
Baltic states of the former USSR (including
Russia), following the break-up of the Soviet
empire. A number of beneficiaries have high per
capita incomes, such as Cyprus, Saudi Arabia
and the United Arab Emirates.

All of the ACP states are included as GSP
beneficiaries, as are the Mediterranean countries
(except Malta and Turkey) referred to in the
next section. The Central and Eastern European
states with which the EU has signed Europe
Agreements (discussed below) are no longer
GSP beneficiaries.

A distinction is drawn between the ‘least-
developed developing countries’, which includes
some, but not all, of the ACP states, and the
rest, and some further distinctions are drawn in
the granting of preferences. Table 7.6 lists the
ACP states, with those that are deemed to be the
‘least-developed developing countries’ identified.
This distinction is potentially divisive among
the ACP ranks.

The Regulation contains five lists of agricul-
tura] products. It should be noted that in practice
there is a sixth, unpublished, list detailing the
agricultural products on which preferences are
not granted.

The ‘least-developed developing countries’
have duty-free access for all the agricultural prod-
ucts listed in the five published lists. Latin
American countries, in the Andean Group and
in the Central American Common Market, have
duty-free access for products listed in the
fifth of those published lists (Annex VI to
the Regulation).

The first four lists (Sections 1, 2, 3 and 4 of
Annex | of the Regulation) list ‘very sensitive’,
‘sensitive’, ‘semi-sensitive’, and ‘non-sensitive’
products respectively. As noted above, the ‘least-
developed developing countries’ have duty-free
access for all of the products on these four lists.

For the remaining countries however, the tariff
concessions are limited. For ‘very sensitive’
products, the concession is a 15% abatement of
the tariff. Thus, beneficiaries pay 85% of the mfn
rate.” For ‘sensitive’ products, the abatement
is 30%, and for ‘semi-sensitive’ products a

65% reduction applies. Duty-free access is
available for all the GSP countries for ‘non-sen-
sitive’ products.

Given that the products listed in Section 1 of
Annex [ are known as ‘very sensitive’ products,
it is difficult to find the correct vocabulary to
describe those that are not listed at all. However,
examples of products which are not listed — and
consequently on which no GSP tariff conces-
sions apply — can readily be found. Thus, for
example, tomatoes (CN code 0702) are not to be
found on any of the lists. There are, however,
limited concessions on tomatoes under the Lomé
Convention.

Nonetheless, the GSP concessions are poten-
tially particularly for the
‘least-developed developing countries’. Thus, for
example, new potatoes (from 1 January to 15
May) appear on the ‘very sensitive list’, as does
asparagus throughout the year. All ‘least-devel-
oped developing countries’ can gain duty-free
access, with a 15% tariff reduction for the
remaining GSP beneficiaries. The Lomé
Convention offers no further concessions on new
potatoes, and on asparagus an elimination of
tariffs between 15 August and 15 January, a 40%
tariff reduction from 16 January to 31 January,
and a 15% reduction for the remainder of the
year. Thus, for the ‘least-developed’ Lomé coun-
tries in particular, the GSP concessions on these
products are superior to those contained in the
Lomé Convention.

Two further features of the GSP should be

noted: first, the ‘graduation’ mechanism which

valuable,

is to ‘be used to transfer preferential margins
from advanced to less-developed countries’.
None of the countries concerned are in the

23 For Greenland and a number of states of the former USSR, a shortened list applies.
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Table 7.6 List of ACP States with the ‘Least-Developed developing Countries’ Identified

* Angola
Antigua and Barbuda
The Bahamas
Barbados
Belize
* Benin
Botswana
¢ Burkina Faso
e  Burundi
Cameroon
e (ape Verde
e (Central African Republic
* Comoros
Congo
e Chad
Cote d’lvoire
* Djibouti
Dominica
Dominican Republic
e Equatorial Guinea
e FEritrea
* Ethiopia
Fiji
Gabon
¢ The Gambia
Ghana
Grenada
* Guinea
® Guinea-Bissau
Guyana
* Haiti
Jamaica
Kenya
* Kiribati
* Lesotho
e Liberia

e Madagascar

e Malawi

e Mali

* Mauritania
Mauritius

¢ Mozambique
Namibia

e Niger
Nigeria
Papua New Guinea

e Rwanda

e Sio Tomé and Principe
Senegal
Seychelles

e Sierra Leone
¢ Solomon islands
* Somalia
South Africa
St Kitts and Nevis
St Lucia
St Vincent and the Grenadines
e Sudan
Surinam
Swaziland
¢ Tanzania
* Togo
Tonga
Trinidad and Tobago
e Tuvalu
e Uganda
* Vanuatu
e  Western Samoa
e Zaire (Democratic Republic of Congo)
e Zambia
Zimbabwe

® ‘least-developed developing countries’ under the EU’s GSP for agricultural products

Source: Annex | of Regulation 715/90, as ded; and Annex IV of Regulation 1256/96.
South Africa’s membership of the Lomé Convention was agreed in April 1997, but for the duration of Lomé IV the articles concerning trade and development are nat

applicable to it.

Angola is not listed as a least-developed country under the EU’s GSP for industrial products (Driessen, 1997, p176).

Lomé group. Second, provisions ‘to withdraw
temporarily some, or all of a country’s preferen-
tial entitlement’ if certain labour standards are
not met, or if the country fails to apply
adequate controls with respect to drugs

trafficking or money laundering, and plans for a
system of ‘additional preferential margins’ for
countries that meet certain environmental
and International Labour Organization (ILO)
standards.
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The Euro-Mediterranean Agreements

The EU’s trade arrangements with its
Mediterranean partners date back to the 1960s
and 1970s. The EU had entered into preferen-
tial trade agreements with Cyprus, Malta and
Turkey which envisaged the eventual formation
of customs unions; interim free trade area agree-
ments with Israel and the former Republic of
Yugoslavia; and a series of agreements with
Jordan, Lebanon, Syria and most of the North
African states which the EU claimed involved a
free trade area obligation on the part of the EU
under Article XXIV of GATT, but which did
not involve reciprocal trade barrier reductions
on the part of the EU’s trading partners, as —
claimed the EU — was sanctioned by the Trade
and Development provisions in Part IV of the
GATT (Swinbank and Ritson, 1991, p.279).
This web of preferential trade agreements
covered all the Mediterranean states except
Albania and Libya.

The agricultural trade concessions in these
agreements were limited, reflecting the fact that
many of the products considered to be of export
interest by the Mediterranean states were con-
sidered by farming interests in the southern
member states to threaten their legitimate
expectations established under the CAP. The
preferences, though limited, were sophisticated.
On fruit and vegetables and wine there would
generally be a tariff reduction, but usually
within a tariff quota and calendar. Thus, a
country might have benefited from, say, a 50%
reduction in the mfn tariff rate on 10,000
tonnes of product landed in the EU in the
months of May and June, for example.
Reference (minimum import) prices had still to
be respected. For olive oil the general arrange-
ment was to allow a small reduction in the
variable import levy (of 0.5 ecu/100 kg) to allow
the Mediterranean States a ‘commercial’ advan-
tage on EU markets; and a second, but more
substantial, levy reduction of 20 ecu/100 kg pro-
vided the Mediterranean State levied an
equivalent export tax. The EU called this

second levy reduction an ‘economic’ advantage
even though it did not allow EU market prices
to be undercut (see Swinbank and Ritson, 1991;
and Swinbank and Ritson, 1995).

In 1991 the EU embarked upon a ‘New
Mediterranean Policy’ with Algeria, Egypt,
Israel, Jordan, Cyprus, Lebanon, Malta,
Morocco, Tunisia, Syria and Turkey.
Responding to the reduced value in preferences
enjoyed by the other Mediterranean states, fol-
lowing the accession of Portugal and Spain to
the EU, the EU enhanced the agricultural pref-
erences enjoyed by its Mediterranean associates
(including the Palestinian autonomous territo-
ries) in three ways. First, tariff quotas were
increased by 5% (3% for sensitive products) per
year, for five years; second the within-tariff
quota tariff rates were reduced to zero; and third,
for some countries, on certain products (citrus,
table grapes and tomatoes), and for specified
quantities, an abatement of the reference price
system was introduced.

Cyprus is now of course an applicant for EU
membership, as was Malta until the recent elec-
tion, and as noted above a customs union with
Turkey came into being on 1 January, 1996,
which, however, largely excludes the agricultur-
al sector. Following the conclusion of the
Uruguay Round, and the enlargement of the
EU to embrace Austria, Finland and
Sweden, the EU embarked on a new Euro-
Mediterranean partnership, and new
agreements with Morocco, Tunisia and Israel
have already been concluded (European
Commission, 1996, p.156). Reflecting, perhaps,
the more stringent interpretation of Article
XXIV of GATT, following the Uruguay Round,
the new agreements with Morocco and Tunisia
envisage the establishment of free trade areas
within twelve years (Italian Government,
1996, p.12). However, the concessions on agri-
cultural products retain the characteristics of
the old agreements (elimination of tariffs
within tariff quotas, concessions on the new
entry (minimum import) price system for fruit
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and vegetables, discussed in Section 7.4) and
certainly do not extend to free trade in agricul-
tural products.

On the initiative of the Spanish Presidency,
a Euro-Mediterranean Conference was held in
Barcelona in November 1995. One outcome of
this conference was a declaration of the partici-
pants’ intention to establish a Euro-
Mediterranean free trade area by the year 2010
(Italian Government, 1996, p.12).

The Europe Agreements

Ten Central and Eastern European states (CEEs)
have Europe Agreements with the EU. They are:

Bulgaria

Estonia

The Czech Republic
Hungary

Latvia

Lithuania

Poland

Romania

Slovakia

Slovenia

At the meeting of the European Council in
Copenhagen in June 1993, the EU decided that
all of these associated countries ‘that so desire
shall become members of the European Union.
Accession will take place as soon as an associat-
ed country is able to assume the obligations of
membership by satisfying the economic and
political conditions required’ (Commission,
1995a, p.4), and although the formal negotia-
tions will not begin until 1998, preparatory work
is underway.

The trade component of the present agree-
ments is a series of interim free trade area
agreements between the EU and each of the ten
CEEs, although the Visegrad four (the Czech
Republic, Hungary, Poland and Slovakia) have
their own free trade area agreement.”* For the
moment, the trade concessions granted by the

EU in the context of these agreements are
limited, and the CEEs have had difficulty in
making full use of the tariff quotas made available
to them (for an overview, see Tracy, 1994).
However, as and when these economies develop,
it must be expected that they will be better able

to take advantage of the trade concessions offered
by the EU.

Furthermore, the geo-political imperatives

that lie behind the quest for enlargement will
almost certainly mean:
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that the more economically (and political-
ly) advanced of these economies will join
the EU within the next decade;

that as a precursor to membership, not only
will the EU embark upon CAP reform but it
will also extend more generous trade con-
cessions on agricultural products to the
member states-designate; and

that, by way of compensation, the other
CEEs will be offered more meaningful trade

concessions on agricultural products.

Indeed, it might not be too far fetched to

imagine the eventual formation of a Europe-wide
free-trade area, involving not only the existing
EU (and EEA) and CEEs, but the other European
states left out of the present arrangements
(Switzerland, Albania, and the other states of
the former Yugoslavia and the former USSR).
One scenario for the year 2010 then is for the EU
to form the hub of a number of free trade areas
embracing:

a European free trade area;
a Mediterranean free trade area;

a North-Atlantic free trade area (embracing

say the EU, the USA, and Canada); and

a free trade area successor agreement to

Lomé IV.

24 Enders and Wonnacott (1996) discuss some of the complications that arise in these overlapping free trade area agreements.
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South Africa

The EU has explored a number of other possibil-
ities. Its flirtations with the USA, and with Russia
and the Ukraine, are subsumed within the spec-
ulations of the preceding paragraph. In addition,
it has an economic co-operation agreement with
the MERCOSUR countries (Argentina, Uruguay,
Paraguay and Brazil) which could eventually lead
to the establishment of a free trade area; and it has
entered into negotiations with the Republic of
South Africa.

In 1995 the EU extended to the Republic of
South Africa the GSP, excluding the GSP con-
cessions on ‘very sensitive’ agricultural products. In
June 1995 the EU institutions agreed to open
negotiations with South Africa with a view to
establishing a trade and co-operation agreement,
and accession to the Lomé Convention. However,
South Africa was to be excluded from the Lomé
Protocols on bananas, rum, beef and veal and sugar
‘because of the good level of development in these
sectors’ (European Commission, 1996, p.158).

By February 1996 press reports indicated that
the EU’s Foreign Ministers were having second
thoughts about the ongoing negotiations to estab-
lish a free-trade area with South Africa, and that
in particular they were worried about any prece-
dent which might be established. Particular concern
focused on the agriculture sector where several states
wanted to exclude from the free trade area a
number of ‘sensitive’ products — including maize,
beef and sugar not exported by South Africa to the
EU — whilst recognising that a long negative list
could breach WTO rules (Financial Times, 27
February, 1996). Later South Africa rejected the
proposed free trade area agreement; and in February
1997 Spain blocked South Africa’s partial mem-
bership of the Lomé Convention because of an
unresolved dispute over access to fishing grounds

(Financial Times, 25 February, 1997).

7.8 Options for Agriculture within a
Successor Agreement to Lomé IV

We are of the view that the global interests of the
EU, and of its trading partners, would be best

served by radical reform of the CAP. This, it is
believed, would also be in the long term interest
of the ACP states. Radical reform of the CAP
would involve the substantial reduction, indeed
possibly the elimination, of border protection;
the elimination of export subsidies and of inter-
nal mechanisms of domestic price support; and
possibly the introduction of decoupled compen-
sation payments. However, adopting a more
pragmatic stance, it is recognised that such an
outcome is unlikely in the near future, and that
the CAP will continue to provide significant pro-
to EU farmers. Under these
circumstances, preferential trade agreements,
such as the Lomé Convention, will continue to
offer significant potential benefits to the EU’s
favoured trading partners. These benefits will,
however, be eroded as levels of EU farm price
support are reduced, as GATT/WTO negotia-
tions reduce mfn tariff rates, and as the web of
preferential trading arrangements grows.

Set against this background, the following
comments attempt to explore how the ACP states
might make better use of the preferential arrange-
ments for agricultural products embodied in the
Lomé Convention, and what further concessions
they might legitimately hope to negotiate in any
successor agreement. It avoids ‘knocking-copy’:
hence it does not suggest that the ACP states
should seek a reduction of the preferential arrange-
ments enjoyed by non-ACP states. Even though it
might seem intuitively obvious that such a move
would increase the ACP’s preferential margin,
diplomatically this would be a suicidal approach.
Instead, the ACP states should be seeking prefer-
ential terms which match those currently on offer
to the EU’s other preferred suppliers.

A particular issue that has not been addressed
in this chapter is the resolution within the ACP
camp of the conflicting interests of the ‘least-
developed developing countries’ and the other
ACP states, in that the former can obtain better
preferences under the agriculture GSP than they do
under the Lomé Convention. Elsewhere in this
report, the alternative possibilities of a range of
successor agreements to both the Lomé

tection
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Convention and the GSP are explored, with the
possibility of either geographical or economic indi-
cators resulting in different levels of preference.

Tariff quotas

One general issue of direct relevance to this
chapter, however, is the role of tariff quotas. On
preceding pages, tariff quotas have frequently
been identified, either (i) bound in GATT, either
on an mfn basis or reserved for specified coun-
tries, (ii) extended unilaterally by the EU to
specified countries, but not bound in GATT (as
with the arrangements for sugar imports over and
above the Sugar Protocol quantities), or (iii)
extended to particular supplying countries in the
context of their free trade or other preferential
agreement with the EU. Superficially, tariff
quotas can appear attractive, but appearances
can be deceptive. They lack transparency, they
can encourage fraud and corruption, and they
may not confer their significant potential finan-
cial benefits on the exporting country.

The problem lies in the quota rents that can
be earned by those who control the allocation or
use of licences. When a tariff quota is opened on
an mfn basis, or for a group of countries without
specifying the allocation between the countries,
it will have to be administered by the importing
country. Import licenses are valuable: they allow
traders to import goods at a reduced tariff rate. If
these licences are issued to the EU’s traders —
which is the EU’s intent — then the bulk of the
financial benefit implicit in the reduced tariff
will be captured by the EU-based trader rather
than by the supplying country. This is not to say
that the supplying country will gain no benefit,
for trade has to take place for the quota rent to
be captured, but it is almost axiomatic that the
bulk of the quota rent will be retained by the
importer, and not transferred to the exporter.
The ACPs' interest in such instances is to press
for annual increases in the tariff quota, until such

time as the tariff quota is no longer fully utilised
and all the EU’s imports are effected at the
reduced tariff-quota rate. At this stage the EU
can safely abolish the tariff quota, and apply the
lower tariff quota rate to all its imports from that
group of countries (e.g. the ACP), or on a mfn
basis, as appropriate.

Where the tariff quota is country specific, the
country concerned should insist that it issues the
licenses.” Again it should be noted that as they
are in limited supply they have a financial value.
Corrupt civil servants should not be allowed to
expropriate this value, and nor should traders
(whether multinational or located in the export-
ing country). Instead, the government concerned
should capture the benefit for the country as a
whole by allocating the licences to traders by
open tender. Again, it may be in the interest of
the recipient to seek an increases in the tariff
quota until it is no longer a binding constraint,
but this requires some careful thought as an
increased volume of exports may drive down the
price in the EU market and could conceivably
lower overall export revenues.

Where tariff quotas are allocated to the ACP
as a group, a dilemma arises. Only one authority
can legitimately issue licences, and until now it
has been the European Commission on a first-
come, first-served basis, or by scaling back any
application received. However, in the case of
special preferential sugar a precedent has been set,
in that the ACP states involved have collec-
tively been charged with allocation of the overall
tariff quota. Admittedly, the case is rather differ-
ent in that the EU refiners are obliged to pay a
specified minimum price if the sugar is to be
legally traded. Nonetheless, on the basis of this
precedent, the ACP states should investigate the
possibility of establishing an ACP international
authority which the EU would recognise as the
legitimate authority for issuing export licences
within the constraints of EU tariff quotas

25 In the case of Protocol 7 beef, although licences have been issued in the EU, the Botswana Meat Commission’s European subsidiaries, by controlling
the marketing chain and customs clearance, have in effect conrrolled the licences.
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extended to the ACP states. This ACP interna-
tional authority would be empowered to allocate
by competitive tender the licences to ship ACP
produce. The quota rents implicit in the tariff
quotas would then accrue to the ACP states col-
lectively, rather than to EU-based traders.

Sugar

The Sugar Protocol cannot readily be improved:
instead, the challenge for the ACP states is to
retain the benefits it contains. Similarly, it is dif-
ficult to imagine that the arrangements for special
preferential sugar could be improved: here the
prospect of a diminution of the benefits post-
2000 is real.

The Sugar Protocol already provides for duty-
free access. [t sets out tariff quotas, repeated in
GATT bindings, that cannot readily be reduced
by the EU. Two conditions would have to be met
for the quantities to be reduced: first, an ACP
beneficiary would have to fall short of its allo-
cated tariff quota because of circumstances other
than force majeure, to trigger the provisions of the
Protocol; and within the WTO all the ACP ben-
eficiaries would have to agree to a reduction in
the overall tariff quota.

Equally, there is little likelihood that the EU
will be willing to increase these tariff quotas, or
consolidate within the Lomé Protocol the prefer-
ential arrangements it currently has in place to
import up to 475 thousand tonnes (white sugar
equivalent) at a reduced import tax of 69 ecu/tonne
to supply the cane refineries of Portugal and
Finland. Indeed, as the EU tries to grapple with the
constraints on its subsidised exports of sugar,
imposed by the GATT Agreement, these addi-
tional concessionary imports are likely to be phased
down, if not eliminated entirely.

Under the present sugar regime, the Sugar
Protocol allows the recipient ACP states to
obtain high prices from the EU market. The
downside, of course, is that the EU’s subsidised
exports depress and destabilise world market
prices. If the EU were to substantially reduce its
internal support prices for sugar, which is a dis-
tinct possibility at the end of the present quota

regime in 2001, then the price benefits of the
Sugar Protocol would be eroded (and would dis-
appear if EU price support were to be abolished).
With EU price cuts of sufficient magnitude to
stimulate EU consumption and cut back on pro-
duction, there would be some offsetting gain as
world market prices increased.

The diplomatic challenge facing the ACP
states, in such a scenario, is that of convincing
the EU that in addition to providing compensa-
tion payments to EU producers consequent upon
cuts in EU support prices, corresponding com-
pensation payments should also be made to ACP
states who also lose out as a consequence of the
price cuts.

In the meantime, the individual ACP states
that benefit from the Sugar Protocol should
treat the price advantage of protected sugar sales
into the EU market as a windfall gain. Local
producers should not be encouraged to believe
that existing EU prices can be paid indefinitely
on their sales to the EU. Instead, they should be
encouraged to produce (to fill the tariff quotas)
at costs approximating those of efficient produc-
ers elsewhere in the world, and the governments
concerned should impose an export tax to
ensure that this is the case. The proceeds from
such export taxes should be used to provide a
sustainable future income source for the
country, preferably by productive investment in
the economy. Each government will need to
take specific advice relating to its circumstances,
and in particular the costs of sugar production,
before deciding on the appropriate level of
export tax.

With respect to special preferential sugar, effec-
tive collaboration between the ACP states is
vital to ensure that the ACP states do fulfil the
tariff quota, and that import opportunities are
not left unfilled, giving the EU cause to turn
to other third countries for supplies. Equally, a
continuation of the effective collaboration
with the cane refiners in the EU is important, to
ensure that post-2000 an influential EU
lobby continues to press for preferential access of
raw cane sugar.
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Beef

There seems to be little prospect that the EU
will be willing to expand the ACP tariff quota
beyond the existing volume of 52,100 tonnes per
year; in part because of the severe problems of
over-supply on the EU’s market, and in part
because of the past failures of the ACP to fill the
tariff quota. It might be argued that, as a negoti-
ating strategy, such a request should be tabled in
the hope that this might trigger a counter-offer by
the EU for a more useful concession on another
product; but in our view this would be an unpro-
ductive — even a counter-productive — strategy.

Nonetheless, while the EU maintains market
prices for beef well in excess of those prevailing
on world markets, protected by the existing
customs duties bound in GATT, and provided
European beef consumption recovers from the
BSE scare, the existing tariff quota is potentially of
significant benefit to the ACP states, and nego-
tiating effort might best be directed to ensuring
greater flexibility in the reallocation of tariff
quota in the event of supply shortfalls, to ensure
that the tariff quota is fully utilised every year. We
listed various ways in which the existing regula-
tions could be ameliorated to facilitate the trade.

We are conscious of the fact that the tariff
quota provides only potential benefits, and that
considerable costs must be incurred by the ACP
states in meeting the stringent health and vet-
erinary requirements laid down by the EU. It was
not in our brief, and we have not attempted, to
undertake a benefit-cost analysis of the net costs
ot benefits of the scheme, either for the group of
ACP states as a whole, or for individual coun-
tries; but we would emphasis that ACP countries
should be clear that they can gain advantages
from Protocol 7 before embarking on extensive
negotiations to seek its revision.

Greater flexibility in the utilisation of the
tariff quota involves two components. First, real-
location of quantities within the existing group
of beneficiaries in the event of one or more of the
countries being unable to fill their allocation in
any particular year; and second the reallocation

of quantities from existing beneficiaries to other
ACP states not currently benefiting from
Protocol 7.

The traditional route for providing relief on
the first issue would be to seek improved admin-
istrative procedures in Brussels, and in particular
more speedy decisions from the Commission.
However, this leaves the allocation of potential
benefits in the hands of the Commission; and
existing beneficiaries may well be unwilling to
give up their allocated quantities until the year is
so far advanced that a reallocation becomes
impractical. An alternative solution, which
would better ensure reallocation and fulfilment of
the overall tariff quota, and maintain the finan-
cial benefit to recipient states, would involve the
free transferability of export licences between
ACP states. So, for example, the authorities in
Kenya (or their agents) would be entitled to
request import licences for 142 tonnes of bone-
less beef per annum, but these licences would be
valid for products originating in any of the six ben-
eficiary states (or indeed in any ACP state). The
relevant ACP authorities in receipt of licences
would be entitled to sell them to the highest
bidders in another (Protocol 7) ACP state.

The second issue, a permanent reallocation of
the right to issue licenses within the overall tariff
quota framework of 52,100 tonnes per annum is
essentially a political issue for the ACP states to
resolve among themselves, and lies beyond the
scope of this report. Nonetheless, it might be
noted that a market-based solution could
entail the sale and purchase of the right to issue
export licenses.

In the foregoing discussion, it has been
assumed that the Protocol 7 concessions will
remain valuable for the foreseeable future. The
present support arrangements for beef in the EU
retain the concept of high market prices, and
the tariff bound in GATT remains high.
However, as a result of the BSE scare, market
prices in the EU have slumped, and thus the
value of the Protocol 7 concessions has been seri-
ously eroded. As a result of the beef ‘crisis’
currently underway in the EU, radical reforms to
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the regime in the near future cannot be ruled
out. Any move to further weaken market prices
within the EU, perhaps to a level approaching
the world market price, would ultimately render
the Protocol 7 concessions virtually valueless. If
imports from around the world were to be
allowed free access to the EU market, it is far
from clear that ACP products could retain
market share. In the direct consumption market,
high quality (‘Hilton’) beef imports would dom-
inate; and in the market for manufacturing beef
(for meat products), the price advantage of the
lean carcasses reared on the extensive grasslands
of South America could be significant.

Rum

The ACP states now enjoy duty-free access for
light rum, unconstrained by tariff quotas, and
the tariff quota constraints on the duty-free
access for dark rum are due to be abolished in
2000. Consequently there is no further conces-
sion that can be negotiated.

Fruit and vegetables

As was noted earlier in this chapter, the EU’s
protective regime involves minimum import
prices (known as entry prices) as well as customs
duties. Both customs duties and entry prices vary
through the year, and there is a bewildering array
of preferential access arrangements: GSP, Lomé,
Euro-Mediterranean and for the CEEs. These
preferential arrangements include abatement of
customs duties (frequently by 100%), and con-
cessions on entry prices, but often limited by
tariff quotas or reference quantities. A further
complication arises in that, potentially, some
Lomé countries (the ‘least-developed develop-
ing countries’) can gain better access under the
GSP than they do under the Lomé Convention.
[t is beyond the remit of this report to identify the
products, the periods of the year, and the ACP
states, that could benefit from further conces-
sions under the Lomé Convention. A detailed
study of the ACP’s export potential in these
products is required, because much time and
effort could be expended on trying to achieve

concessions for the ACP states which might have
no practical relevance.

However, some general principles can be
enunciated. First, on items where limited conces-
sions are already offered to the ACP, and these
are utilised, then the ACP should press to remove
or relax the limitations. Thus if the concession is
less than a full abatement of the customs duty, full
abatement should be the objective. If the con-
cession is limited in time to only particular weeks
or months in the year, then the ACP should
press to see these time constraints relaxed, pro-
vided at least one ACP state indicates that it
could take advantage of such a concession.
Where the concession is limited by tariff quotas
(or reference quantities), and these tariff quotas
are already filled or in danger of being filled, then
the ACP should press for the tariff quota to be
expanded, or better still removed.

Second, the ACP states should undertake an
investigation to determine whether or not the
entry price system is having a harmful effect on
their exports to the EU. If it is, then on those
products the ACP should seek to have special,
lower entry prices determined for ACP produce.
The precedent has already been set, in the Euro-
Mediterranean Agreements with Morocco and
Israel.

Third, if ACP states already export fresh fruit
and vegetables to the EU without benefit of tariff
concessions, the ACP should ask for tariff con-
cessions on these products.

Finally, if ACP states can identify products
that they could export to the EU if tariff conces-
sions were conceded, then tariff concessions on
these products should also be sought.

It is doubtful that the EU would be willing to
extend significant further concessions on fresh
fruit and vegetables. One over-riding considera-
tion is the complementarity of EU and ACP
production seasons. If ACP suppliers are com-
peting with EU production, particularly with
expensive ‘out-of-season’ EU produce, then
Europe’s farm lobby will be opposed to further
concessions. However, if product and calendar
niches can be identified that involve ACP sup-
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plies that do not compete directly with EU farm
production, opposition is much less likely. Indeed
Europe’s retailers wish to obtain good quality,
competitively priced, supplies throughout the
year to ensure continuity of supply on their super-
market shelves.

Cereals and rice

In Table 7.4 we reported on the limited concessions
on cereals and rice: a small tariff reduction on
sweet cormn; a 100% abatement of the tariff on a
tariff quota of 60,000 tonnes of millet, and a 60%
abatement on 100,000 tonnes of sorghum, and a
50% abatement on both thereafter; and a 15%
abatement of the tariff on 125,000 tonnes of rice.

ACP rice imports into the EU have had dif-
ficulty filling the tariff quota. In recent years
imports have been:

42,382 tonnes in 1992/93;

87,267 tonnes in 1993/94; and

20,683 tonnes in 1994/95 (European
Commission, 1995 p.51; 1996, p.63).

By contrast, the duty-free imports of rice from
the Dutch Antilles (an OCT) have been much
more buoyant, at about 140 thousand tonnes per
year. Under present conditions there is little to be
gained by an increase in the tariff quota: instead
the ACP should seek an increase in the abate-
ment of the tariff, ideally to 100%, to match the
tariff concession available to the OCT.

However, there is a further complication in
the case of rice. The tariff abatement is condi-
tional upon the exporting country collecting ‘an
export charge of an amount equivalent’ to the
tariff reduction. Thus, from the perspective of
the trader, there is no commercial advantage to
be gained from the concession: in effect the
trader faces the EU’s full mfn rate, of which part
is collected on export, and part on import into
the EU. Set against these circumstances, the
ACP export volumes are creditable. If the intent
really is to increase exports, rather than simply to
transfer tax revenue to the ACP, then some part
of the tariff concession should be reflected in

lower overall charges faced by the trader, thus
encouraging exports.

Wine and grape must

The ACP enjoy no tariff preferences on wine,
although they do on grape must. Although cli-
matic factors rule out most ACP states as
potential wine producers, the accession of South
Africa, a major wine producer, to the
Convention would provide an excuse for the
addition of wine to the list of preferences, to the
benefit of other ACP states.

Grape must is subject to the entry price
regime, as with some fresh fruit and vegetables. If
this is proving an obstacle to ACP suppliers, then
a request for a special, lower entry price for ACP
products should be lodged.

Processed Products and Non-Annex 1l Goods

Whilst an increase in agricultural exports, and
higher export prices on sales to the EU, is of
direct benefit to the ACP states, the benefits
could be enhanced if those same agricultural
exports were to be exported not in unprocessed
or semi-processed form, but in processed foods
and other products. Mostly these will be treated
as Non-Annex II goods, rather than CAP prod-
ucts, on import into the EU.

The Article 168 concession has been a full
abatement of what used to be known as the fixed
component, which provided protection to the
processing activity, but only limited concessions
on the agricultural component reflecting the pro-
tection on the agricultural raw materials included
in the product. Thus, under Tariff heading 1704
(Sugar confectionery including white chocolate,
not containing cocoa) there is only a partial
abatement on chewing gum, but a full abatement
on white chocolate. This means that on ACP
imports into the EU, the sugar component of
chewing gum would be taxed, whilst the sugar
contained in white chocolate enters duty free.

Where the ACP enjoy a tariff preference on
an agricultural product, but not on that product
when incorporated into a processed product, the
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ACSP states suffer from a high degree of effective
protection on the processed product because of
this tariff escalation. The tariff structure means
that there is a commercial incentive to locate the
processing industry within the EU, to process
the imported ACP raw material, rather than to
locate that industry within the ACP.

An important principle to establish with the
EU in any successor agreement should be that
where tariff concessions have been extended to
the ACP states on agricultural goods, these same
concessions should be carried through to
processed products. This would eliminate tariff
escalation, and encourage the location of pro-
cessing industries in the ACP. Although this may
have little practical effect at the outset, the long
term development prospects of a number of coun-
tries could be enhanced.

Where the agricultural concession is limited
by tariff quota, and the EU is unwilling to extend
the preference to processed products, it could
conceivably be in the interest of the ACP states
to count the processed product against the tariff
quota. Further study of the potential of individ-
ual processing sectors would be required, but if,
for example, it could be shown that there was the
potential to produce (to EU customer require-
ments) chewing gum and boiled sweets in ACP
states, then it might be more profitable to ship
Protocol 8 sugar in the form of chewing gum
and boiled sweets than in the form of unrefined
cane sugar.

This last example was left deliberately vague,
to illustrate the complexities that can arise with
respect to rules of origin on processed products.
The Protocol 8 concessions are of course country
specific. More generally, agricultural raw materi-
als originating in one ACP state might be
processed in another. Thus, for a scheme along
the lines outlined in the previous paragraph to be
fully effective, the rules of origin would have to
permit production in one ACP state, and pro-
cessing in a second, to be counted against either
the ACP tariff quota, or the country specific tariff
quota, on the raw material as the case may be.

Moreover, sugar was a bad example to use in
that the political support within the EU for
Protocol 8 sugar comes from the refining indus-
try which wishes to maintain its access to
unrefined sugars and would not welcome the
prospect of Protocol 8 sugar being shipped in
processed form.

Fish

The ACP states enjoy duty-free access or fish,
and so no further concession need be sought
here. However, the fishing industry does give rise
to problems relating to rules of origin. Country of
registration — and country of ownership ~ of
fishing boat, port of landing, and country of pro-
cessing, are all relevant considerations as well as
the territorial waters in which the fish were
caught. Further relaxation of the complex rules
of origin would be beneficial to the ACP states.

156

ACP-EU TRADE AND AID CO-OPERATION: POST LOME 1V



References

Botswana Meat Commission (1993), The Botswana Meat Commission in Europe 1973-1993,
Lobatse, Botswana, Botswana Meat Commission.

Bureau of Agricultural Economics (BAE) (1985), Agricultural Policies in the European Community.
Their Origins, Nature and Effects on Production and Trade, Policy Monograph No.2 Canberra,
Australian Government Publishing Service.

CIMO (European Association of Fresh Produce Importers) (1995), Information Bulletin No.237,
Brussels: CIMO.

CIMO (European Association of Fresh Produce Importers) (1996), Information Bulletin No.241,
Brussels: CIMO.

Commission of the European Communities (1995a), Study on Alternative Strategies for the
Development of Relations in the Field of Agriculture Between the EU and the Associated Countries
with a view to Future Accession of these Countries ( Agriculture Strategy Paper) COM(95)607,
Brussels, CEC.

Commission of the European Communities (1995b), Free Trade Areas: An Appraisal SEC(95)322,
Brussels, CEC.

Commission of the European Communities (1997) Proposal for a Council Decision approving the
exchange of letters between the Community and the ACP States concerning Annex XL to the Fourth
ACP-EC Convention relating to the Joint Declaration on agricultural products referred to in Article
168(2)(a)(it) COM(96)686, Brussels, CEC.

Davenport, M., Hewitt, A. and Koning, A. (1995), Europe’s Preferred Partners? The Lomé Countries
in World Trade, London, Overseas Development Institute.

Driessen, B. (1996), On Very Sensitive Cauliflowers and the (P)Re-Cooked EU Agricultural
Generalised Scheme of Preferences Journal of World Trade, 30(6); pp. 169-182.

Enders, A. and Wonnacott, R.] (1996), The Liberalisation of East-West European Trade: Hubs,
Spokes and Further Complications The World Economy, 19(3); pp. 253-272.

European Commission (1995), The Agricultural Situation in the Community 1994 Report,
Luxembourg, Office for Official Publications of the European Communities.

European Commission (1996), The Agricultural Situation in the Community 1995 Report,
Luxembourg, Office for Official Publications of the European Communities.

GATT Secretariat (1993), Modalities for the Establishment of Specific Binding Commitments under the
Reform Programme, MTN.GNG/MA/W/24, Geneva, GATT Secretariat.

GATT Secretariat (1994), The Results of the Uruguay Round of Mulslateral Trade Negotiations. The
Legal Texts, Geneva, GATT Secretariat.

Harris, S.A., Swinbank, A and Wilkinson, G.A. (1983), The Food and Farm Policies of the European
Community, Chichester, John Wiley & Sons.

Harris, S.A. and Swinbank, A (1997, forthcoming), The CAP and the Food Industry in C. Ritson
and D.R. Harvey (eds) The Common Agricultural Policy 2nd edition, Wallingford, CAB

International.

House of Commons, Agriculture Committee (1996) The UK Dairy Industry and the CAP Dairy
Regime Volume I, First Report Session 1995-96, HC 40-1, London, HMSO.

ACP-EU TRADE AND AID CO-OPERATION: POST LOME IV 157



[talian Government (1996), Establishment of Free Trade Areas and Their Effects on Community
Agriculture. Presidency working document. Informal Meeting of Ministers for Agriculture of the
European Union. Otranto, 5 to 7 May 1996, Brussels, Council of the European Union.

Ministry of Agriculture, Fisheries and Food (1995), European Agriculture. The Case for Radical
Reform, Conclusion of the Minister of Agriculture, Fisheries and Food’s CAP Review Group,
London, MAFE

Ministry of Agriculture, Fisheries and Food (1996), Note from MAFF on the US Federal
Agricultural Improvement and Reform Act 1996 (The FAIR Act) in House of Lords Select

Committee on the European Communities Enlargement and Common Agricultural Policy
Reform, 12th Report Session 1995-96, HL Paper 92, London, HMSO.

Noble, J. (1995), The Trade Regime for Non-Annex Il Goods, London, Joan Noble Associates Ltd.

Noble, J. (1996), The European Sugar Policy to 2001, London, Joan Noble Associates Ltd.

Ritson, C. (ed) (1978), The Lomé Convention and the Common Agricultural Policy Commonwealth
Economic Papers No.12, London, Commonwealth Secretariat.

Swinbank, A. (1993), CAP Reform, 1992 Journal of Common Market Studies, 31(3); pp.359-372.

Swinbank, A. (1996), Capping the CAP? Implementation of the Uruguay Round Agreement by
the European Union Food Policy, 21(4/5); pp.393-407.

Swinbank, A. (1997, forthcoming), The New CAP in C. Ritson and D.R. Harvey (eds) The
Common Agricultural Policy 2nd edition, Wallingford, CAB International.

Swinbank, A. and Ritson, C. (1991), The CAP, Customs Unions and the Mediterranean
Countries in C. Ritson & D.R. Harvey (eds) The Common Agricultural Policy and the World
Economy, Wallingford, CAB International.

Swinbank, A. and Ritson, C. (1995), The Impact of the GATT Agreement on EU Fruit and
Vegetable Policy Food Policy, 20(4), pp.339-357.

Swinbank, A. and Tanner, C. (1996), Farm Policy and Trade Conflict. The Uruguay Round and CAP
Reform, Ann Arbor, The University of Michigan Press.

Tangermann, S. (1996), Implementation of the Uruguay Round Agreement on Agriculture: Issues
and Prospects Journal of Agricultural Economics, 47(3). pp.315-337.

Tanner, C. and Swinbank, A. (1997, forthcoming), Agricultural Trade Liberalisation: Regionalism
versus Multilateralism in A. Levy (editor) Handbook on the Globalisation of the World Economy,
Aldershot, Edward Elgar.

Tracy, M. (ed) (1994), East-West European Agricultural Trade. The Impact of Association Agreements,
La Hutte [Belgium], Agricultural Policy Studies.

Vemier, G. (1996), The Lomé IV Mid-Term Review. Main Innovations The Courier,
No.155, pp.8-13.

Yap, C.L. (1996), Implications of the Uruguay Round on the World Rice Economy Food Policy,
21(4/5); pp-371-391.

158

ACP-EU TRADE AND AID CO-OPERATION: POST LOME 1V



The Lomé Banana Protocol

Summary

A special protocol of the Lomé Convention
assures preferential treatment of banana exports
to the European Union from ‘traditional’ ACP
exporters. The Lomé protocol has until recently
been successful in maintaining ACP exports but
less successful in raising the competitiveness of
ACP exporters. The Lomé preferences have been
delivered by the EU’s banana trade regime.
Without the preferential treatment accorded by
the EU regime, ACP exports could not compete
on EU markets because of high costs and variable
quality compared to Latin American supplies.
The EU’s banana policy has been challenged in
the WTO. The WTO Panel found against
aspects of the regime and the EU has lodged an
appeal. Some ACP exporters, notably the
Windward Islands, are highly dependent on
banana exports in terms of contribution to GDP
and employment. The loss of banana trade pref-
erences could lead to the loss of the banana
industry in certain ACP states, with far-reaching
economic and political effects. Whatever the
outcome of the WTO case, it is essential to raise
the competitiveness of ACP banana exports, and
the trade development provisions of the Lomé
protocol need to be emphasised. A smaller indus-
try producing higher quality bananas is the likely
result. Diversification opportunities in the
Windward Islands are limited. Competition on
world markets for alternative horticultural crops
is severe. Tourism development thus far has
arguably contributed little to the local demand
for agricultural products.

8.1 Introduction

A special protocol of the Lomé Convention has
assured preferential treatment of banana exports

to the European Union from ‘traditional’ ACP
banana exporters. The mechanisms by which
these preferences are delivered are those of the
EU’s banana trade regime. Indeed, the need to
satisfy the Lomé commitment was perhaps the
major motivating factor in the development of
the EU’s common banana trade policy. The Lomé
Protocol and the EU banana policy are therefore
inextricably linked, and consideration of the
future of the Lomé commitment cannot be
divorced from consideration of the future of the
EU regime. Since its introduction in 1993, the
regime has been under attack not only from those
Latin American banana exporters who regard it
as discriminatory, but also from the US for the
same reason, and from certain EU members,
notably Germany, who regard it as costly and
inefficient. The regime has recently faced a chal-
lenge in the WTO, and the Interim Report of the
WTO Panel has found against certain aspects.
An appeal is currently being prepared by the EU.
The outcome of the WTO case will be a major
influence on the future of the Lomé Protocol.
The stakes are high for all the banana exporting
countries, but for some highly dependent ACP
exporters in the Caribbean the Lomé Protocol is
vital not only to their banana trade, but to their
very economic survival. The weak competitive
position of ACP banana exports vis-a-vis Latin
American exports (so-called ‘dollar bananas’)
means that preferential trade arrangements with
the EU are essential if ACP production is to be
maintained. Relatively few ACP countries are
directly affected by the WTO judgement.
However, the outcome of the WTQO’s delibera-
tions has a wider significance beyond banana
trade, since it provides a test case of the sustain-
ability of Lomé preferential trading arrangements
after the Uruguay Round.
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8.2 The Lomé Banana Protocol

Article | of Protocol 5 to the Fourth Lomé
Convention states that:

‘In respect of its banana exports to the
Community markets, no ACP State shall be
placed, as regards access to its traditional
markets and its advantages on those markets,
in a less favourable situation than in the past
or at present.’

This implies a legal obligation on the part of
the EU to maintain access to EU markets for
bananas from traditional ACP exporters on at
least as favourable a basis as had been enjoyed by
those exporters up to the signing of the Convention
in 1990. This is a highly specific commitment, and
one which would be difficult to meet by means other
than those of the current EU banana regime.
Atrticle 1 has not surprisingly attracted most atten-
tion in discussions of banana trade policy, but the
Lomé commitment has a broader content which
should not be overlooked. This involves trade
development aimed at the expansion of ACP-
EU trade through improving ACP access to EU
markets and enhancing ACP competitiveness in
those markets. Thus, the banana protocol envis-
ages EU assistance to improve competitiveness at
all stages of production and marketing by ACP
exporters, and financial assistance mainly through
the STABEX scheme. Atticle 2 of the banana
protocol provides for activities to ‘improve the con-
ditions for the production and marketing of
bananas’, and mentions research, harvesting, pack-
aging and handling, internal transport and storage,
marketing and trade promotion. As the future of
the preferential trade arrangements has become less
certain, so these trade development measures
become increasingly important. The ACP banana
exporters need to consider what is the most appro-
priate form for these provisions.

8.3 The EU Banana Regime
Under Article 115 of the Treaty of Rome, indi-

vidual EU member states were allowed to

determine their own banana trade policy prior to
1993. However, this was subject to the general
requirement that imports from ACP countries
should enter duty free, while imports from non-
Community or non-ACP countries should be
subject to the 20% Common External Tariff
(CET). Thus, at the time of the signing of Lomé
1V, each member state of the European
Community pursued its own banana trade policy.
Delivery of the Lomé commitment rested on a
limited number of member states — UK, France
and Italy — and mainly reflected past colonial
ties with certain ACP banana exporters. In
general, this commitment was taken on willing-
ly by the importing countries concerned.

In practice, more than half of the Community’s
imports of ACP bananas were into the UK. The
UK guaranteed a market for exports from the
Windward Islands, Jamaica, Belize and Surinam.
These countries exported almost exclusively to the
United Kingdom. The Windward Islands were
the major supplier with about half of the market
and rapidly increasing export volumes. Licences
were issued to import dollar bananas to meet any
estimated shortfall between demand and imports
from the preferred exporters. France guaranteed
two thirds of its market for production from its
overseas departments, Guadeloupe and
Martinique. The remaining third was allocated to
supplies from Francophone Africa, especially
Cameroon and Cbte d'Ivoire. Imports from other
sources were permitted under licence only when
there was a supply shortfall from the preferred
sources. [taly guaranteed a market for imports
from Somalia, although the bulk of Italy’s imports
were from Latin America under quota and subject
to the 20% common external tariff (CET).
Outside these preferential arrangements, the
largest Community market, Germany, obtained all
its supplies from Latin America. These entered
duty free under a special dispensation under the
Treaty of Rome. Belgium, Denmark, Ireland,
Luxembourg, and the Netherlands also obtained
all their imports from Latin America, but sub-
jected them to the CET. Greece, Portugal and
Spain are self-sufficient to varying degrees.
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With the creation of the so-called ‘Single
Market’ all barriers to trade within the EC were
to be removed by 31st December 1992. The
removal of obstacles to trade in bananas from
one European Community state to another
opened previously protected markets to imports
of low-cost dollar bananas, and meant that the
protective and preferential trading arrangements
operated by certain member states could no
longer be sustained. Supplies from ACP exporters
and European Community producers could not
compete on a free market, not even with the
protection of the 20% tariff on dollar imports.
This called for the harmonisation of member
states’ arrangements, in a common banana trade
policy presumably by somehow extending the
preferential trade arrangements of UK, France
and Italy to all EC states so that honouring the
Lomé commitment became a Community
concern. Unlike the previous arrangements, this
commitment has not been taken on willingly by
all member states.

However, a banana trade policy for the
European Union as a whole needed to satisfy
more than just the Lomé commitment: the single
market requires unobstructed trade between
member states; there is an obligation to maintain
Community production in the Canary Islands,
Crete, Madeira and French overseas departments
of Guadeloupe and Martinique; any protection
against lower cost dollar supplies must be com-
patible with obligations not to raise tariffs or
introduce new restrictive trade measures under
the GATT, since ACP and domestic supplies are
inadequate to meet demand, dollar supplies must
continue to provide a significant proportion of
requirements; finally, the impact of any trade
policy on the interests of consumers must be con-
sidered. Not surprisingly, given these sometimes
conflicting objectives, discussion of the shape of
the common banana policy was heated.

Needless to say, those member states with free
or relatively free markets — Germany and the
Benelux countries — favoured the most liberal
options of either a free market or a tariff regime,
since anything else would lead to higher prices.

On the other hand, France, Greece, Portugal,
Spain and the United Kingdom with domestic
production or preferential suppliers to protect,
favoured the more protectionist regimes. Given
such strong differences of opinion within the
European Community, and the intense lobbying
by exporting countries and banana companies, it
is not surprising that the European Commission's
proposed regulations were not presented until
August 1992, leaving little time for discussion
and agreement if they were to be adopted by the
end of December. However, the likely basic fea-
tures of the regime — quotas on dollar banana
imports and the controversial mechanisms for
allocating import licences — were becoming clear
following the DGVI Background Note on a pro-
posal for the regime released in February 1992.

A compromise agreement was not reached
until December 1992. This was formally
approved in March 1993, and the system intro-
duced from 1st July, making bananas the only
exception to the single market.

The elements of the regime were set out in
Regulation 404/93. The new regime allowed
tariff-free imports from each traditional ACP
country up to the maximum quantity they
exported to the Community in any year up to and
including 1990. This provided for a quota of
857,700 tonnes distributed between the tradi-
tional ACP exporters as follows: Cote d’Ivoire
155,000 tonnes; Cameroon 155,000 tonnes;
Somalia 60,000 tonnes; Madagascar 5,900
tonnes; Cape Verde 4,800 tonnes; St Lucia
127,000 tonnes; Dominica 71,000 tonnes; St
Vincent 82,000 tonnes; Grenada 14,000 tonnes;
Jamaica 105,000 tonnes; Belize 40,000 tonnes;
and Surinam 38,000 tonnes. Under the 1994
‘Framework Agreement’, ACP exports above this
level — non-traditional ACP trade — may also
enter tariff free up to 90,000 tonnes within the
overall quota for imports from non-traditional
ACP suppliers. Cameroon, Cote d’Ivoire and
Belize have been allocated about one third of
these 90,000 tonnes. Non-traditional ACP
imports over the quota were subject to a tariff
of 750 ecu per tonne — a lower rate than for over-
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quota dollar supplies. A tariff of 100 ecu per
tonne was to be charged on imports of dollar
bananas initially up to two million tonnes
(approximately the quantity imported in 1990).
Subsequent adjustments to the dollar quota
under the so-called ‘Framework Agreement’
raised this to 2.2 million tonnes in 1995, or 2.11
million tonnes after allowing for non-tradition-
al imports from ACP countries of 90,000 tonnes,
and reduced the in-quota tariff to 75 ecu per
tonne. The Framework Agreement, signed by
Colombia, Costa Rica, Nicaragua and Venezuela,
gave country-specific quotas to the four signato-
ries (of 21%, 23.4%, 3% and 2% respectively)
who undertook not to complain to the WTO
about the EU regime until 2003. The quota was
raised again in 1996 by 353,000 tonnes to 2.533
million tonnes to cover the additional require-
ments following the accession of Austria, Finland
and Sweden in 1995 (353,000 tonnes being the
annual average consumption in these countries
between 1991 and 1993). Dollar imports in
excess of the quota faced a prohibitive tariff of
850 ecu per tonne, around 170% at current
prices, in the regime as introduced. Provision
was made through the licence allocation proce-
dures for traders who marketed Community and
traditional supplier ACP bananas between 1989
and 1991 (‘category b’ traders) to cross-subsidise
this activity: they are allocated import certifi-
cates to sell 30% of the dollar supplies. Operators
who marketed dollar or non-traditional ACP
supplies (‘category a’ traders) are awarded 66.5%
of the certificates, and the remaining 3.5% of
certificates go to operators who started marketing
dollar or non-traditional ACP supplies in 1992
(‘category ¢’ traders). Following the raising of
the quota to 2.553 million tonnes in 1996, the
allocation to ‘category a’ importers was increased
to 70% and the allocation to ‘category b’
importers reduced to 26% to reflect the fact that
the new member states had relied on dollar
imports prior to accession. Although the ‘cate-
gory b’ allocation was reduced in percentage
terms, in volume terms it remained unchanged.
A further amendment made at this time was to

introduce provision for ‘category ¢’ traders to
earn ‘category a’ status after three years. The dis-
tribution of certificates to individual traders is
based on their average volumes traded in the
previous three years multiplied by a coefficient
relating to the extent of their involvement in
the import and distribution chain. The chain is
divided into three: purchase and transport of
bananas to the EC (coefficient=0.57); customs
processing on arrival (coefficient=0.15); and
ripening and selling to wholesale (coeffi-
cient=0.28). In practice most operators would
undertake all these activities. The regime pro-
vided for deficiency payments to EU suppliers,
including overseas territories, on production up
to 854,000 tonnes. This quantity is distributed
between the various suppliers: Canary Islands
420,000 tonnes; Madeira 50,000 tonnes; Crete
15,000 tonnes; Guadeloupe 150,000 tonnes; and
Martinique 219,000 tonnes. A direct payment of
1000 ECU per hectare is also available to those
producers ceasing production. At the conclusion
of the Uruguay Round, the banana regime,
including the Framework Agreement, was explic-
itly accepted as part of the package.

The significance of the ‘Banana Protocol’ to
the discussions of the creation of an EU banana
regime must be stressed. Any proposal for a
regime had to pass the test of not placing the
ACP traditional exporters in ‘a less favourable
situation than in the past or at present’. The UK,
France and Italy were relatively high-price
markets and, as such, were attractive targets for
the multinational banana companies — Chiquita,
Dole and Del Monte. If dollar bananas had been
allowed free access on to these markets, or access
subject only to a ‘reasonable’ tariff there is no
doubt that they would have been able t~ force
the ACP fruit out by an aggressive price and
marketing policy. This would have contravened
the requirement set out in the banana protocol of
the Lomé Convention. If ACP bananas were
forced out of these markets, there would have
been nowhere else for them to go. The price
would be unattractive for other European con-
sumers who would still have full access to dollar
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bananas if duty-free dollar bananas from
Germany, for example, were allowed to circulate
freely in the Community. The banana multina-
tionals would have been given a free hand in the
EC, at the expense of the Community’s tradi-
tional partners. Therefore, the ACP exporters
would have been left in a worse position on their
traditional markets and it would have been
impossible to fulfil the Lomé IV commitments.
Apparently, this view of how the banana market
would operate after the European Single Market
came into force strongly influenced the European
Commission’s view of what Europe’s banana trade
policies should be.

8.4 The Lomé Protocol and ACP Banana
Trade

The Lomé Protocol might be regarded as success-
ful in the sense that it has allowed access to the
EU market and ACP banana exports to the EU
broadly to be sustained. ACP exporters have
fared less well since the replacement of the
various national arrangements with the common
regime which has exposed ACP fruit to compe-
tition from dollar fruit and to lower prices on
previously protected markets. Without preferen-
tial trading arrangements, and arguably
preferential trading arrangements of the specific
kind provided by the EU banana regime, the
ACP exporters would have no chance of com-
peting on the EU market, or perhaps any other
market, with dollar imports from Latin America.
The loss of such preferential arrangements impli-
cations for certain ACP exporters would be
potentially devastating. However, while the Lomé
Protocol might have been successful in main-
taining exports, it has provided little incentive to
improve the competitiveness of ACP bananas.
Costs of production and marketing are high and
quality variable. In some cases, the returns to
banana growing have encouraged expansion of
production into unsuitable areas causing envi-
ronmental damage — clearing of rain- forest and
consequent flooding in the Windwards, for
example. The need to improve competitiveness

must be taken seriously by the ACP exporters.
There have been a number of attempts to
improve quality in the Windward Islands, and
producers have made some progress towards
meeting the requirements of export markets.
However, the UK is effectively the only market
and market share has been lost even there. Fruit
quality has struggled to reach the standards
required by the multiples which account for
ninety per cent of retail banana sales. Under the
EU’s common banana regime retailers now have
the option of turning to dollar supplies if these
better meet their needs, so ACP quality and
quality control have got to be competitive. EU
Regulation 2686/94 provides for assistance in the
adaptation of ACP production conditions, and
there has been a quality improvement scheme in
the Windwards. STABEX funds might also be
used for this kind of purpose. However, progress
is slow and time is short.

The traditional ACP exporters are almost
totally reliant on the EU market: the Caribbean
exporters export 100 percent to the EU, while
the West African exporters export some 95 per
cent. This compares with the 25-30% of dollar
exports which go to the EU market. EU imports
from different sources are shown in Figure 12.1.
Within the EU market, most ACP supplies are to
the UK: by 1996, for example, the UK was taking
all of the Windward Island exports.

The importance of the banana trade to the
economies of the ACP countries varies from one
exporter to another. The Windward Islands of St
Lucia, Dominica and St Vincent are a special
case of extremely high dependency with 50-60%
of their export earnings coming from bananas.
For Somalia, bananas have accounted for more
than 20% of total exports. Elsewhere the extent
of dependency is less. Bananas are also a major
source of income and employment for St Lucia,
St Vincent and Dominica. In these three
Windward Islands, bananas provide 16-17% of
GDP. In Dominica and St Lucia a third of the
labour force is involved in the banana industry,
while in St Vincent the figure is as high as 70%.
Obviously, such dependency means that the
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EU Banana Supply 1988-94 by Source

Figure 8.1
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economies concerned are particularly exposed to
the risk of exogenous shocks to their production
and market opportunities. Any variations in the
preferences accorded to them by the Lomé pro-
tocol are potentially disastrous.

Measures to reduce dependency on bananas
in the Windward Islands have frequently been
discussed and implemented. However, the prof-
itability of banana production has militated
against diversification. In some ways the islands
are captives of the banana trade. This is not only
because the returns to bananas cannot be
matched by alternative export crops, but also
because the regular weekly harvesting and ship-
ping schedule for bananas is a significant part of
any diversification strategy. The dilemma was
summarised by the former Prime Minister of St
Lucia, John Compton: ‘Without ships there can
be no diversification, and without bananas there
can be no ships’. In any case, alternative export
crops suggested, such as exotic fruits and vegeta-
bles, would face stiff competition on uncertain
world markets from high quality exports. Scope
for the development of manufacturing industry is
limited, while the economic and social benefits
of tourism are not generally agreed upon.
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While yields of the Caribbean exporters have
increased, the prevailing smallholder production
and ecological conditions mean that they remain
substantially lower than those achievable on the
plantations of Latin America. Without
continued preferential trading arrangements to
guarantee markets for higher cost ACP supplies
production, at least on the current scale, could
not be sustained. Given the topography of the
Caribbean islands, plantation production
and the possibility to reap economies of scale is
not generally possible. Plantation production on
a medium to large scale has been developed in
the more favourable locations of Cameroon and
Cote d'Ivoire, mainly under multinational
control. These locations can compete in
husbandry, harvesting and packing and
volumes produced allow a regular shipping
schedule, but shipping costs remain high and
fruit quality variable (Fabre, 1994).

Precise inter-country comparisons of costs
between dollar and ACP exporters are problem-
atic because of limitations in the quality of the
data. Exports to the EU market in 1994 from
Ecuador, Colombia and Costa Rica received f.o.b.
prices of $4.2/box, $5.1/box and $5.2/box respec-
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tively. Guatemala received $3.7/box and
Honduras received $3.8/box. Caribbean ACP
producers received f.o0.b. prices of around $9/box,
and African ACP producers received around
$8/box. The price gap between ACP exporters
and even the least competitive dollar exporters is
up to 80%. While in the longer term there may
be some scope for improving the competitive-
ness of ACP production, preferential trade
arrangements appear to be essential for the fore-
seeable future. These average figures mask
significant variation from farm to farm in effi-
ciency and costs. Even in the Windward Islands
there are growers who could compete at little
more than world prices.

8.5 The WTO Case

It is clear that the Lomé protocol is vital to the
ACP banana exporters. Its fate is inextricably tied
to that of the EU banana regime, since without the
regime in something like its current form, it is not
clear that the Lomé commitment could be deliv-
ered. However, the regime, and hence the Lomé
commitment, has been under threat from internal
as well as external sources ever since its introduc-
tion. Much of this was predictable. It was clear
that the Single European Market would require a
single banana trade policy, and given the limited
competitiveness of ACP supplies it was clear that
a regime similar to that actually introduced would
be necessary to meet the Lomé commitment. Such
a policy would inevitably provoke a challenge by
dollar exporters, and would be unpopular with
Germany. It is therefore, surprising that the EU and
ACP exporters should have been so
apparently unprepared for the WTO case, and its
likely outcome.

Given the hostile environment, it is incon-
ceivable that trade preferences for ACP banana
exporters might be enhanced. The best scenario
from an ACP exporter point of view would be
maintenance of the status quo. The alternative
would presumably be some kind of preferential
tariff arrangement, perhaps as part of free trade
areas. The worst scenario would obviously be the

removal of the current regime with little time to
adjust. Unfortunately, the ACP exporters will
have little influence on the continuation or
otherwise of the preferential trade arrangements
for bananas. That is largely in the hands of
the WTO.

Obviously, the final outcome of the WTO
case is crucial. Previous GATT rulings have
already been against the regime. In January 1994,
a GATT panel established at the request of
Colombia, Costa Rica, Guatemala, Nicaragua
and Venezuela found that the EU policy violat-
ed GATT. The operation of the b-licence system
was regarded as against mfn provisions and it was
also judged that preferences for ACP bananas
could not be justified. The ‘Framework
Agreement’ of March 1994 meant that four of
the five complainants dropped the case, and the
EU was able to block Guatemala’s efforts to have
the report adopted by the GATT Council. In
December 1994, the EU obtained a GATT
waiver until 29th February 2000, allowing certain
preferential treatment required to meet the Lomé
commitment. The EU takes a wider view of
the application of the waiver to include the
banana protocol while the US argues that its
applicability is limited to a waiving of the
tariff preferences provisions of Article 1.1. The
b-licences are particularly problematic. If
the ruling against the particular mechanisms
of the policy is eventually confirmed, then this
does cast doubt on the ability of the EU to deliver
the Lomé commitment.

The WTO challenge began in September
1995 when Guatemala, Honduras, Mexico and
the US requested consultations on the regime.
This request was based on the view that the
regime was inconsistent with Articles I, 11, I1I, X
and XIII of GATT 1994, Articles I and I1] of the
Import Licensing Agreement and Articles II,
XVI and XVII of GATS. The consultation period
ended in November 1995. In February 1996, the
same countries plus Ecuador again requested con-
sultations on legal grounds which now included
the Agriculture Agreement and the TRIMS
Agreement as well as those cited previously. The
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complainants requested a panel at the Disputes
Settlement Body in April 1996 but the EU
objected. However, a panel was established fol-
lowing a further request in May.

The WTO complaint argued that the mfn
provisions of GATT Article 1 were violated in
that the EU regime discriminated against Latin
American exporters by higher tariff rates than
were chargeable on non-traditional CAP exports.
The allocation of country specific quotas to tra-
ditional ACP, non-traditional ACP and BFA
exporters, but not to other exporters was
regarded as a violation of Article XIII on ‘Non-
discriminatory administration of quantitative
restrictions. It was further argued that the result-
ing allocations do not reflect the situation which
would have ruled in the case of a free market:
allocations to Ecuador and certain other Latin
American exporters outside the BFA were
regarded as unjustifiably small. The licensing
system was the object of particular concern and
criticism. This was seen as discriminating against
Latin American bananas in being unnecessarily
administratively burdensome contrary to GATT
Articles I and X and the Licensing Agreement.
The b-licenses transferring quota rents and
market share to EU distribution firms were seen
as discriminating against US firms in violation of
the provisions of GATS.

The Interim Report of the Panel appeared
later than expected in April 1997. While the
general principle of preferential treatment, in
the form of zero tariff rates, for traditional ACP
exporters was not an issue, the mechanisms by
which the preferences are delivered have been
found to be inconsistent on sixteen counts with
the EU’s obligations in GATT and elsewhere.
The country specific tariff quota allocations other
than those for traditional ACP exporters have
been found inconsistent with GATT Article XIII
notwithstanding the fact that these were written
into the Agreement on Agriculture. As expect-
ed, the b-licenses and activity function rules have
been particularly criticised as inconsistent with
GATT Articles I, 11l and X, the Licensing
Agreement, and GATS Articles II and XVII.

The panel decided that the licensing system dis-
criminated in favour of traditional ACP
exporters and that the EU’s obligations were not
waived by the Lomé waiver as far as these aspects
of the regime were concerned.

The US claimed after the judgement that it
wanted a solution which would allow WTO-con-
sistent trade preferences for the Caribbean
exporters, but did not make clear what form such
preferences might take. President Clinton has
suggested enhancement of the Caribbean Basin
Initiative, but the value of this to the Caribbean
states is regarded as limited.

The EU has exercised its right of appeal to the
WTO’s Appellate Body. Appeal proceedings
should be completed within a maximum of 90
days. However, appeals are limited to ‘issues of
law covered in panel reports and legal interpre-
tations developed by the panel’.

The WTO case is not the only legal chal-
lenge to the EU banana regime. Challenges have
been brought in the European Court of Justice by
Chiquita Banana Company in 1993, the German
Government (supported by the Netherlands and
Belgian Governments) in the same year, and by
the German Government on three occasions in
1995. All these challenges failed, but this does
not imply the end of opposition to the regime
within the EU. Qutside the EU, the US opened
an investigation of the EU regime in 1995 under

the unfair trade practices provisions of Article
301 - the so-called ‘301 Action’.

8.6 The Future for ACP Banana Trade

The detailed effects of a loss of the current EU
regime would obviously depend upon the regime
introduced to replace it. However, there is little
doubt that in any changes to the status quo, ACP
exporters would lose out to dollar exporters, and
that Caribbean exporters would suffer most. For
traditional ACP banana exporters, therefore, the
preferred option must be continuation of the
current EU banana trade regime to maintain the
Lomé commitment. However, there is little that
the ACP states can do to secure this option

166

ACP-EU TRADE AND AID CO-OPERATION: POST LOME IV



beyond working to ensure that the strongest pos-
sible response to the WTO Panel’s Report is
made, both within WTO and outside.

While continuation of the status quo might
be the best scenario from an ACP exporter point
of view, the probability of this option materialis-
ing is uncertain, especially against the
background of multilateral trade liberalisation,
and an apparent desire by the EU to strengthen
links with Latin America. In any case, the
current arrangements are less than perfect. The
protocol and the EU regime only concemn tradi-
tional ACP exporters, and the Caribbean
exporters at least are relatively wealthy. Non-tra-
ditional exporters, such as the Dominican
Republic, have enjoyed little benefit. Traditional
exporters have benefited from the protocol in the
form of market access, although their position
has become less favourable since the introduction
of the EU common banana regime, and they have
typically been unable to achieve their full quotas.
The existence of the protocol arguably has mili-
tated against serious efforts at raising
competitiveness and diversification. There may be
some argument for quotas to be reallocatable to
those best able to fill them. How the benefits of
preferential trade have been divided between
growers and importers is beyond the scope of this
chapter, but the case for trade preferences may
also be weakened if it is not clear who benefits.
Windward Island growers have recently received
less than 10% of the UK retail price. The question
of quota rents has been discussed in Chapter 7.

If the Interim Report findings are upheld then
the question is raised whether the preferential
treatment to ACP exporters can be delivered
without the specific mechanisms — the licensing
arrangements and country specific allocations —
of the current regime. Clearly this needs to be
considered, but it is not apparent how ACP
exporters could compete without the subsidy
element offered by the b-licenses. Whether this
could be delivered in some other way which is
compatible with the WTO needs to be addressed.
Quotas alone would not necessarily guarantee a
market for ACP fruit, and prices would not nec-

essarily be such as to allow profitable exports up
to quota levels.

If the current regime is overthrown, one pos-
sible replacement would be some form of tariff
system. The income of the traditional banana
exporters is such that they would be excluded
from non-reciprocal arrangements, although if
the banana trade is lost this might no longer be
the case. There may be a case for arguing for a dif-
ferent basis for permitting non-reciprocal
preferential trade arrangements — dependency or
vulnerability, for example.

Tariff preferences alone, at least at realistic
rates, would not be sufficient to offset the com-
petitive advantage of the dollar exporters. The
tariff preference would have to be enough not
only to offset the differences in costs of produc-
tion, but also to offset the premium which dollar
bananas appear to earn on EU markets. This has
been estimated at around 20% (Raboy et al,
1995). Again, it is clear given the hierarchy of
production costs, that Caribbean exporters would
require the greatest tariff preferences to survive,
while West African exporters might be compet-
itive with significantly lower preferences.
Whether a sufficiently large tariff preference
could be engineered would depend upon the tariff
equivalent of the current regime. However, it
seems likely that the tariff equivalent would be
too high to be politically acceptable.

If the extent of tariff preferences was insuffi-
cient to ensure that ACP exporters could find a
market for their bananas, then some kind of
subsidy might be used to bridge the gap. Such
schemes have been favoured by a number of
authors (see, for example: Read, 1994; Raboy et
al 1995). In this scheme tariff revenues could be
transferred, for example, as subsidies to ACP
exporters. There is some precedent for such trans-
fers, since compensation for income losses due to
the EU policy was included in Regulation
2686/94. However, it is unlikely that such a
scheme would be acceptable to the WTO, and it
may maintain uneconomic and unviable pro-
duction. A further problem with this approach is
that where ACP and dollar supplies are available
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at similar prices, it is likely that dollar bananas
would be preferred by many European consumers,
and ACP exporters would find it difficult to
maintain market share against the multination-
al importers of dollar bananas. Prior to the
introduction of the EU policy, for example, ACP
bananas could enter Belgium and the
Netherlands duty free, while dollar bananas faced
a 20% tariff, but even so dollar bananas took all
the market. The trade preferences accorded
to ACP exporters might therefore have little
practical benefit. The issue of the competitive-
ness of ACP bananas arises again. Whatever
the trade policy in operation, it is vital that
ACP competitiveness is raised. Any transfers
to ACP exporters therefore should be tied to
quality improvement.

The creation of free trade areas with the EU
with the attendant possibility of non-reciprocal
trade preferences has been discussed in the
Commission’s Green Paper and elsewhere in this
report. For Caribbean countries the analysis here
indicates quite minor import increases and little
overlap with EU products. The creation of such
a free trade area might include the adoption of
the EU banana policy for its domestic producers,
putting ACP exporters in the same position as
Martinique and Guadeloupe. However, such a
policy would be expensive for ACP countries to
operate unless some acceptable means of provid-
ing EU funds to subsidise it could be found. There
would also be no guarantee that bananas pro-
duced with the support of the policy would find
a market for the same reasons as outlined above.

If the appeal is unsuccessful, the WTO judge-
ment comes into force. At least until recently it
appears that the EU had not made contingency
plans for this possibility. In the short term the
ACP states might wish to press the EU for pro-
posals in this regard, and specifically how the
preferences can continue to be delivered if the
current mechanisms are unlawful. Whatever the
outcome of the WTO case there will continue to
be a question mark over the EU policy.

Whatever the future of trade arrangements
for ACP bananas, the issue of competitiveness

must be addressed. Obviously this applies a fortiori
in the case of reduced trade preferences, but
Windward Island bananas have lost market share
recently even in the UK, their last remaining
market, and in spite of the operation of the EU
regime. Even if the status quo was maintained,
competitiveness must be improved. The ACP
exporters need to press for further assistance in
raising competitiveness and diversification, and
the trade development provisions of Lomé need
to be stressed. Efforts in this direction in the past
have been disappointing, not least because of
the high returns guaranteed by the Lomé proto-
col. The introduction of the EU policy exposed
ACP exporters to a greater degree of competition
from dollar suppliers, and the loss of the regime
would remove the safety net further.
Competitiveness will best be achieved if the
incentives for higher quality are available down
through the banana production and distribution
system. Quality control systems are open to
abuse, and these too might best be implemented
earlier in the production and marketing chain,
perhaps through inspection and approval of pro-
ducers. If a tariff system replaces the current
regime, then the ACP exporters need to explore
the scope for alternative forms of subsidy com-
patible with WTQ. Again, if these are to be of
lasting benefit they should be tied to quality
improvement.

The urgent need for quality improvement will
inevitably mean a contraction in the size of the
industry in the Windward Islands. This then
raises the question as to whether the volumes of
high quality fruit which could be produced would
be sufficient to justify a regular shipping schedule.
It is vital that any contraction in the industry
should take place in a managed way rather than
catastrophically and the ACP exporters need to
argue for adjustment aid.

Smaller volumes of ACP bananas especially
from the Windwards might be marketed in dif-
ferent ways to exploit their particular
characteristics such as their ‘greener’ or more
‘organic’ or ‘integrated’ production system. As
such they might find profitable niche markets
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throughout Europe, but again quality is essen-
tial. The potential size of such markets should be
investigated. There may be some scope for
market diversification. Central and Eastern
European countries, and the countries of the
former Soviet Union offer rapidly growing
markets for bananas. However, dollar supplies
are already established on these markets. Markets
in other developing countries are limited since all
tropical countries have their own production.
Product diversification out of banana production
is necessary, but as noted earlier, the options are
limited. Export markets for alternative horticul-
tural crops would be problematic for many of the
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