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SMALL ISLANDS’ QUEST FOR ECONOMIC DEVELOPMENT

Naren Prasad*

Using time series data, the paper analyses the economic structure of island

countries.  The results are illustrated using five case studies.  It is

demonstrated that countries pursuing strategies based on service industries

or exports of light manufactures have been more successful in attaining

development objectives.  This success has been translated into improved

welfare for the populations of these countries.  In contrast, a promotion of

agriculture and remittances has tended to have a negative effect on

development and on levels of welfare of the relevant island countries.

Development economists have been mainly preoccupied with trying to explain

why large countries with abundant resources (natural, economic, human, diplomatic)

nevertheless remain poor.  Meanwhile, some researchers have drawn attention to how

several small, island States with very limited resources are pursuing their development.

It has been seen that a number of small island countries have somehow succeeded in

achieving relatively high standards of living, as evidenced by relatively high average

per capita incomes, sustained levels of economic growth and a high ranking on the

human development index1.  Yet, it is also true that some other small island states –

Tuvalu, Kiribati, Cape Verde, Comoros, Samoa, Vanuatu, Solomon Islands, Sao Tome

and Principe, and Maldives – are included among the least developed countries (LDCs).

It is also the case that small island countries on account of their geographic remoteness

are considered unimportant economic actors and have therefore not merited significant

attention by economists.

This paper is an attempt to an improved understanding of the economic

problems of small island development by seeking to explore the varying approaches

and mechanics of development pursued by small states and the results achieved.  It

does so by resorting to a comparative case study approach.  The approaches to
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development are analysed in the light of the consequences of increasing globalization

of trade and the progressive elimination of preferential trading relationships.

The research in this paper builds on the work already done by such island

and small states researchers as Armstrong and Read, Baldacchino, Briguglio, Poirine

and Bertram.  For example, Armstrong and Read (2000a) and Armstrong and others

(1998) empirically analysed the economic performance of microstates and concluded

that there was a positive correlation between economic growth and tourism and financial

services; a weak correlation between growth and the manufacturing sector; and

a negative correlation between growth and agriculture.  They also found that there

was no link between islandness and growth.  Baldacchino (1993, 1998) demonstrates

that orthodox development theories have little relevance to small developing states

and that small states have different comparative advantages with services.  Briguglio

(1995) has been instrumental in developing the vulnerability index for small, generally

island territories.  Poirine (1994) demonstrated that rent-seeking is a logical choice

for many small islands, especially in the Pacific.  Bertram (1986) suggested that

remittances, aid and employment in the public sector are prevalent and constitute

a default development strategy for many small islands.  Bertram and Watters (1985)

have also coined the term MIRAB economies, hich stands for migration, remittances,

aid and bureaucracy.

The first part of this paper outlines the theoretical and empirical basis of the

study:  it describes the approach used in this study and presents a general portrait

covering geography, socio-political profile, administrative structure and market size

perspectives.  The second part presents the structure of island economies using simple

linear models illustrated by case studies.

I.  DEFINITIONS

Population, economy, environment and physical size – separately or in

combination – are the primary, interrelated criteria used to define a small island state.

In this paper, the size of the resident population is the key criterion to distinguish

a small state from a large one.  In accordance with common practice, a country with

less than 1.5 million people is considered “small”.  There is also some consensus that

“islands” are bodies of land completely surrounded by water; though it is problematic

to distinguish small islands from large ones.  Whether or not the category of “island”

is substantively different from that of any state of comparable size is contentious,

especially in economic terms.  Statehood is interpreted in terms of political sovereignty

in the sense that most states today are members of the United Nations.

Of 191 member states in the United Nations, 46 have a population of less

than 1.5 million; 30 of these are islands or archipelagos, of which 25 are identified as

small island developing states (see table 1).  Even if other composite indicators

(population, land area and total income of a country) were used as proposed by

Crowards (2002), these 25 island states would still qualify.
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Table 1.  Population, area, size of economy, and GDP per capita in

small islands 1999

Country
Population Area GDP GDP per capita

(000) (000 km2) (Millions of US$) (US$)

Pacific

Fiji 806 18 274 1 830.3 2 275

Marshall Islands 62 181 96.9 1 920

Kiribati 82 726 51.3 627

Micronesia (Federated States of) 116 702 229.9 1 922

Nauru 11 21 33.7 2 830

Palau 19 459 126.1 6 722

Samoa 169 2 831 238.3 1 505

Solomon Islands 430 28 896 346.3 801

Tonga 98 650 155.4 1 574

Tuvalu 11 26 15.6 1 556

Vanuatu 186 12 189 228.8 1 193

Caribbean

Antigua and Barbuda 67 442 645.1 9 979

Barbados 267 430 2 500.2 9 380

Dominica 71 751 266.8 3 778

Grenada 93 344 307.2 3 295

Saint Kitts and Nevis 39 261 309.0 7 974

Saint Lucia 152 539 658.3 4 505

Saint Vincent and the Grenadines 112 388 339.7 3 018

Trinidad and Tobago 1 289 5 130 6 596.1 5 119

West Africa

Cape Verde 418 4 033 584.4 1 400

Sao Tome and Principe 144 964 34.8 257

Indian Ocean

Comoros 676 2 235 192.7 281

Maldives 278 298 390.1 1 382

Mauritius 1 174 2 040 4 192.1 3 638

Seychelles 80 455 619.6 7 804

Source: United Nations, 2001 (CDROM).
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II.  CHARACTERISTICS OF SMALL ISLAND COUNTRIES

Compared to larger and continental countries, small island developing states

tend to have distinctive geographic, social, demographic and economic characteristics

which may affect their development strategies and prospects in significant ways.  These

characteristics of small islands are well researched and therefore this paper will not

analyse them.

However, it is worth mentioning that the geographic features of primary

consideration include remoteness and isolation (measured by transport costs);

vulnerability to natural disasters (measured by the number of natural disasters); and

limited resource base (measured by the preponderance of primary production).  The

social, political, and administrative features of small islands under consideration for

this paper include the intensity of social cohesion; issues relating to the public and

private sectors; and the demographic issue of significant emigration.  To achieve any

economies of scale in small islands with their limited domestic markets requires

exports.  It is not surprising to see that small islands rely heavily on trade (exports

and imports) to a greater extent than larger countries (54 per cent higher) (Easter

1999:404).  However, certain public services cannot be imported, so their higher costs

must be borne.  Certain of these characteristics are also present in non-island developing

countries.

III.  STRUCTURE OF ISLAND ECONOMIES

Methodology

Based on the characteristics outlined above, this paper analyses the level of

economic development in each country (see table 1), measured by economic growth,

GDP per capita, human development index, levels of poverty, distribution of income

and other indicators (corruption index, economic freedom).  A typology of development

strategies is established by using times series data on the structure of the economy of

each island country.  Only a few economic activities predominate at any time to drive

the economic performance of a small country owing to limited opportunities for

productive investments, the practice of mono-production, or because of the so-called

Dutch disease whereby tradeable goods are rendered less competitive by rent flows

accruing to a natural resource sector such as oil or gas.

The economic structure of each of the island states is analyzed by using the

main economic sectors (agriculture, industry, and services) and their contribution to

gross domestic product (GDP).  The country that presents the highest value from each

of these sectors will be taken as a case study to illustrate if the strategy could be

a model for other small islands (see table 2).  Apart from a few small islands endowed

with minerals, gas or oil (Trinidad and Tobago, Nauru), there are few options for

development in each of these sectors.  These activities may include labour-intensive
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manufactured exports, commercial agriculture such as sugar cane, copra or banana

farming, tourism or offshore financial services.

Calculating the contribution of agriculture and industry to GDP is fairly

straightforward.  As for the share of services in GDP, that of most small island states

exceeds 60 per cent, higher than that of other developing states (around 50 per cent)

(UNCTAD 2002).  Another important source of livelihood is remittances from overseas

workers (Bertram 1986; Poirine 1997; Connell and Conway 2000).

Table 2.  Economic structure of island countries 1999

Country

Agriculture Manu- Services Finance Tourism Remittances

(percentage factures (percentage (percentage receipts (per- (percentage

of GDP) (percentage of GDP) of service centage of  of total

of GDP) exports) total exports) trade)

Antigua and Barbuda 3.95 2.25 76.85 8.33 61.17 7.32

Barbados 6.05 9.32 72.40 13.91 51.89 5.52

Cape Verde 11.98 8.45 71.63 18.50 60.38

Comoros 39.41 5.44 47.53 36.90 26.65

Dominica 18.53 8.48 58.96 4.46 31.91 8.56

Fiji 17.91 14.11 53.12 0.92 25.87

Grenada 8.06 7.26 69.70 6.01 28.28 15.92

Kiribati 20.70 0.99 73.18 4.98 12.14

Maldives na na na 0.20 74.87 na

Marshall Islands 14.90 2.56 70.07 na na na

Mauritius 6.25 24.56 61.25 4.46 20.76 na

Micronesia (Federated na na na na na na

   States of)

Palau 4.75 0.79 86.94 na na na

Samoa 41.62 11.04 38.77 0.16 52.85 56.21

Sao Tome and Principe 20.55 4.52 62.49 na na 1.27

Seychelles 4.08 13.73 72.01 0.37 24.56 0.87

Solomon na na na na 2.72 na

Saint Kitts and Nevis 3.65 10.33 70.69 7.53 48.46 11.64

Saint Lucia 8.36 5.96 71.06 0.99 81.41 6.20

Saint Vincent and 10.42 6.54 63.82 11.30 43.91 11.12

  the Grenadines

Tonga 38.31 3.89 50.18 na 25.63 58.68

Trinidad and Tobago 1.92 7.99 58.35 na 6.18 1.52

Vanuatu 24.66 4.94 63.16 6.39 40.08 13.40

Source: World Development Indicators 2002 (CDROM); UNCTAD Handbook of Statistics, 2002

(CDROM); United Nations Statistical Yearbook 2001 (CDROM).
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Based on these characteristics, policy makers have to seek to facilitate

an environment which would permit key sectors to flourish, avoiding obstacles to

expansion.  The mechanics of these strategies are analysed in each of the case studies

below.

We will now analyse the relationship between each of these sectors and the

level of economic development, principally measured by GDP per capita and GNI per

capita, and where necessary with the pace of economic growth.  We will also illustrate

the level of economic development using certain socio-economic indicators such as

the human development index, incidence of poverty, distribution of income, level of

corruption, governance, etc.  Times series data ranging from 1980-1999 are constructed

for the island economies (23 of them who have complete data sets).  Data have been

obtained from World Development Indicators 2002 (CDROM), UNCTAD Handbook

of Statistics 2002 (CDROM), and United Nations Statistical Yearbook 2001 (CDROM).

Agricultural sector in island economies

The agriculture sector has traditionally been the backbone for most developing

countries and the island economies are no exception.  The agricultural sector, mainly

in the form of plantations in the island economies, is generally a product of the

colonial legacy.

Using a simple linear correlation, we demonstrate that there is a negative

correlation (-0.72) between the agricultural sector and the level of GDP per capita

(see graph 1).  In other words, as the importance of the agricultural sector increases,

the level of GDP per capita decreases.  However, the residual value is quite high at

0.52, indicating that around 50 per cent of the residual variability is unexplained.

This result is also confirmed by our case study of Fiji.

We chose Fiji since nearly 20 per cent of its GDP comes directly from this

primary source (certain other island states have a higher share of agriculture in their

GDP but it is mainly subsistence agriculture).  Other countries in the Caribbean region,

such as Dominica, have seen their share of agriculture in the economy (mainly bananas

and sugar cane) decline in recent years.  Fiji’s case is common to other small islands

(Mauritius and Barbados, in particular) where sugar cane was cultivated by slaves or

indentured labourers for the colonial powers, mainly the United Kingdom of Great

Britain and Northern Ireland.  In Fiji, 75 per cent of all households continue to be

engaged in some form of agriculture and sugar alone takes up 40 per cent of the

cultivated land area (Snell and Prasad 2001:257).  Today, 25 per cent of the total

workforce is involved in the sugar sector (World Bank 1995:27).  Sugar cane is

farmed by some 23,000 small-scale farmers (mainly Indo-Fijians) in Fiji.  The

government-owned Fiji Sugar Corporation (FSC) processes the cane in its four mills

and employs 4,500 people (and a further seasonal 2,500 cane cutters and 2,000 truck

drivers) (Lal, Lim-Appelgate and Reddy 2001:3).  The average production per farmer

is 148 tons (at 50 tons per hectare), which earns US$ 3,600 gross per year.
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Sugar from Fiji (and most other sugar producing small islands) is exported

through preferential agreements.  Fiji has a quota of 163,000 tons (13 per cent of the

ACP quotas, Mauritius taking over 38 per cent) to the European Union (EU) at

a fixed price, normally 3-4 times higher than the world sugar price.  The world

market price has fluctuated in a range of around 40 per cent between 1975-1991, but

it has varied only 8 per cent for the EU prices (Prasad and Akram-Lodhi 1998:46).

Hence, one advantage of this form of trade is to stabilize prices and therefore the

revenues from sugar.  Around US$ 50 million is transferred annually to Fiji through

the EU sugar price programme as part of commercial aid (McDonald 1996:140).  This

represents 4 per cent of Fiji’s GDP.  This represents $ 63 per capita compared to less

than $ 7 per person in ODA from the EU.

Has the preferential accord helped Fiji reduce poverty or diversify its

economy?  It has certainly helped maintain an uncompetitive industry (World Bank

1995:29).  Concern is now being expressed with regard to the future because the

preferences are likely to be phased out in accordance with WTO rules.  Without trade

preferences this industry would have had to undergo deep structural change long ago.

This trade preference may be considered a “kiss of death”.  The belated attempt to

reform it will be costly and difficult, if indeed it is feasible.

Graph 1.  Scatterplot agriculture and GDP per capita

Agriculture:  GDP Capita r2 = 0.5183; r = -0.7199; p = 00.0000; y = 5092.89454 – 141.017126*x
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According to UNDP (UNDP 1997:34), a person who earns less than

FJ$ 4,000 net a year (around US$ 2,000) is living under the poverty line (over 25 per

cent of Fijians are living below the poverty line, with 33 per cent in relative poverty).

Based on the author’s calculations, only 20 per cent of farmers earn above this amount.

However, some farmers have managed to supplement their incomes by other non-farm

activities and many practice subsistence cultivation for vegetables.

This situation has been aggravated by Fiji’s disappointing growth rate.

Between 1980-1990, the average GDP growth rate has been a mere 1.2 per cent and

2.1 per cent between 1990-1999 (UNCTAD 2002).  Per capita GDP has been under

US$ 2,000.  However, Fiji’s human development index has been reasonable, ranking

it seventy-second out of 173 countries (UNDP 2002:150).  Successive governments

have tried to diversify the economy towards tourism and manufactured exports, but

most have failed.  Other factors have also hampered economic development, especially

the political crises of 1987 and 2000 (Gounder 2002).  Fiji’s strategy based on

commercial agriculture is not considered a model for small island states.  Therefore

we can safely conclude that the development strategy based on agriculture is not

a viable strategy for island economies.

Manufacturing strategy

As for the manufacturing sector, very few island countries have succeeded in

establishing a viable manufacturing base for different reasons.  By using a simple

linear regression model, we are not able to demonstrate that there is any relationship

between the manufacturing sector and the level of GDP per capita or economic growth.

The coefficient correlation is just 0.09 (see graph 2).  However, using a case study of

Mauritius, we are able to demonstrate that the manufacturing sector has led to

impressive rates of economic growth.

We have chosen Mauritius as a case study because its manufacturing sector

has the highest contribution (around 25 per cent) to GDP among the small island

developing states.  The dominant manufacturing activities are textiles and clothing

produced in an export-processing zone (EPZ) established by the Government in the

early 1970s, using Taiwan Province of China as a model.  The fiscal incentives to

investors were common to other countries where an EPZ was established, such as tax

holidays, tax-free repatriation of profits and dividends, and duty-free import of inputs,

etc.  However, unlike other EPZs, over 50 per cent of the investment came from local

entrepreneurs (Phillips et al. 2000).

The EPZ started showing positive results from the early 1980s.  The number

of EPZ firms increased from 9 in 1971 to over 500 in 2000.  Likewise, employment

in the EPZ has been impressive, increasing from 644 in 1971 to over 90,000 in 2000,

and the sector now represents over 30 per cent of the country’s total gainful

employment.  Close to 70 per cent of the workers in the EPZ are women, facilitating
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double income for a household.  The EPZ accounts for over 80 per cent of total

exports and 85 per cent of all foreign direct investment (FDI) in Mauritius has gone

into its EPZ sector.

From these figures, it could be concluded that the strategy of export-led

growth in Mauritius has been successful.  This success has been sustained by

an ingenious rapid adaptation from low value-added textiles to high-value products.

The EPZ has played a crucial role in creating synergies between local industries.

First, it has given sugar factory owners an alternative activity, which has carried them

through the agricultural crises in the late 1970s.  Second, it has built confidence and

increased wages in other sectors of the economy.  As average earnings have increased,

the domestic market has been strengthened.  Commerce and business services have

grown as a result.  Third, it has brought foreign investors, global business linkages,

and new ideas, allowing Mauritians to modernize and build investor confidence in all

sectors especially tourism.

How can a small island country, a “case study in Malthusian economics”,

(where war, famine, or some other disaster would correct the imbalance between

population and resources), predicted for catastrophe in the 1960s because of its ethnic

diversity, high population growth, and other negative characteristics (Meade 1961), be

transformed into a model to be emulated?  Scholars, especially economists, have tried

to explain this success:  history, diaspora links, political stability, investment in

education, dynamic private sector, sound macroeconomic foundations, appropriate

Graph 2.  Scatterplot manufacturing and GDP per capita

Manufacture:  GDP Capita:  r2 = 0.0078; r = 0.0882; p = 0.1091; y = 2356.02255 + 41.1669271*x
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policies, competitive fiscal and labour costs, international trade agreements, or simply

pure luck, with the benefit of fortuitous external events like the hand-over of Hong

Kong, China to China in 1997.

One thing is clear:  the economic growth rate in Mauritius has been remarkable

since the early 1980s, averaging over 6.2 per cent from 1980-1990, and over 5.1 per

cent from 1990-1999.  Mauritius has been called the Asian tiger for the African region.

GDP per capita has increased from around US$ 1,000 in 1980 to nearly $ 4,000 in

1999, more than tripling in 20 years.  Its level of human development is also significant,

sixty-seventh out of 173 countries (UNDP 2002:150).  Poverty levels are low, around

11 per cent of the total population, since social policies were key elements of the

development strategy.  We can conclude that the manufacturing sector can lead to

higher levels of economic development in island countries.  However, based on the

scatterplot 2, Mauritius seems to be an exception (it is placed towards the extreme

right hand side of the graph) and replicating its model in other small islands would

appear to be a major challenge.

Importance of services

Most islands economies dependant heavily on the service sectors.  The service

sectors in islands are generally dominated by tourism or financial services.  There

seems to be significant positive correlation (0.53) between the importance of services

and the level of GDP per capita (see graph 3).

Graph 3.  Scatterplot services and GDP per capita

Service:  GDP Capita:  r2 = 0.2802; r = 0.5293; p = 00.0000; y = -4746.21788 + 118.506636*x
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(i) Tourism strategy

Developing a tourism industry seems to be a logical choice for island countries

based on their “islandness” (beach, sun, sea, a pleasant lifestyle, etc.).  There is

a positive correlation (0.37) between receipts from tourism (as part of total exports)

and GDP per capita (see graph 4).  This result is illustrated in our case study of

Antigua and Barbuda.

Graph 4.  Scatterplot tourism receipts and GDP per capita

Tour receipts:  GDP Capita:  r2 = 0.1352; r = 0.3677; p = 0.0000; y = 1118.40358 + 37.0068066*x
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Pigliaru 1999:3).  GDP per capita in Antigua and Barbuda was US$ 1,800 in 1980 and

had reached close to $ 10,000 in 1999, the highest among small island states.  It is

also one of the 15 countries most specialized in tourism (Lanza and Pigliaru 1999:3).

80 per cent of foreign exchange comes from tourism and tourism receipts represent

60 per cent of GDP.

The direct contribution of the tourism sector to the Antiguan economy is

estimated at 26 per cent of GDP in 2000 (WTTC 2002) and the indirect contribution

80 per cent based on the tourism multiplier of 0.88 for the country.  Over 15 per cent

of the active population was directly employed in the tourism sector in 2000 and over

40 per cent indirectly employed (compared to 40 per cent in the public sector).  Tourism

seems to have many positive linkages to the domestic economy.

The development strategy based on tourism has indeed helped Antigua and

Barbuda achieve high rates of growth and provide a high standard of living in terms

of GDP per capita and a relatively high human development index (fifty-second out

of 173 countries, UNDP 2002:150).  At 12 per cent of the population, poverty levels

are among the lowest in the Caribbean, where 38 per cent of the population was

classified as poor.  Based on this experience, tourism seems an attractive option for

many small island states.

Graph 5.  Scatterplot tourist arrivals and GDP per capita in Antigua

& Barbuda

Tourist Arrival:  GDP Capita: r2 = 0.8704; r = 0.9330; p = 0.000000002; y = -2583.37148 + 46.1774356*x
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(ii) Offshore finance

Some islands have ventured into developing offshore financial centres as one

of their development strategies.  We used data on insurance and financial services as

a percentage of service exports to construct a time series model.  An offshore financial

centre hosts financial activities that are separated from major regulating units (states)

by geography and/or legislation (Hampton 1994:237).  There are some 70 such centres

worldwide, hosting around US$ 5-7 trillion.

We are able to demonstrate that there is a positive correlation of 0.46 between

the financial services and GDP per capita (see graph 6).  As the importance of the

financial sector increases, so does the GDP per capita.  However, the residual value is

quite high at 0.21.  We demonstrate this result using our case study of Barbados.

Barbados was selected because of the availability of data and because it is not only

a ‘notional centre’, i.e. primarily consisting of ‘brass plate’ offices, for offshore financial

transactions.  The banking sector alone in Barbados contributes over 13 per cent to

GDP (World Bank.  2002:7).

Graph 6.  Scatterplot finance and GDP per capita

Finance:  GDP Capita:  r2 = 0.2134; r = 0.4620; p = 0.0000; y = 1789.49213 + 359.753328*x
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1988 was 966, rising to 7,416 in 2000 (EIU 2001).  Employment in the financial

sector rose from 4.4 per cent of total gainful employment in 1992 to 7.2 per cent in

1996.

Some advantages of hosting offshore financial centres are the tax revenues

(US$ 25 million per year, 33 per cent of total government revenues) (IMF 2001);

foreign currency inflows (US$ 100 million) (Campbell and Downes 2001); direct and

indirect employment (banks, law firms, accountants, financial infrastructure, etc.),

representing around 7 per cent of total employment (3,000-4,000 people) (EIU 2001);

and bank expenditures (salaries, charges, etc., US$ 10 million in taxes and US$ 10

million in rent).

Indirect advantages include access to an efficient financial system,

development of the fiscal system, access to international capital markets,

internationalization of the economy, the training of local staff and links with other

sectors of the economy.  However, direct costs include heavy investments in

infrastructure and telecommunications, regulation and supervision of the offshore centre,

as well as education and training.  The indirect costs are related to some additional

difficulties in carrying out monetary policies and leakage of capital, penetration of

foreign banks in the domestic banking industry, possibilities of tax evasion, pressure

on resources (such as water, housing, etc.), and potential links with criminals and

money laundering.

The factors that helped to establish the offshore financial service centre in

Barbados are historic and geo-strategic, political stability, qualified workers, regulations

dealing with government authority and functions, bank secrecy, personalized services,

good relations with its developed neighbours, tax treaties, financial infrastructure, the

presence of a strong tourism sector, and global developments, such as other offshore

centres becoming expensive; the rise of transnational corporations and higher rates of

tax in developed countries.  What truly distinguishes Barbados are its tax treaties with

the United States, United Kingdom, Canada, etc., allowing the sharing of information

on companies registered in Barbados.  Barbados is not a tax-free centre, but a low tax

country.

Like many other small islands, Barbados’s economic growth has fluctuated.

Growth between 1980-1990 was just 2.2 per cent and even worse between 1990-1999

averaging a mere 1.8 per cent.  However, GDP per capita has been high compared to

other small islands, reaching $ 9,380 in 1999.  Barbados is considered one of the

freest nations in the world and enjoys one of the highest levels of human development

(ranked 31 out of 173 countries in UNDP, 2002), manifested by the overall high

standard of living and social services such as education and health.  Poverty is the

lowest in the Caribbean and among the other small islands, affecting just 8 per cent of

the population (ECLAC 2000:19).  Income distribution, measured by the Gini

coefficient, is relatively low at 0.460 compared to the regional average of close to

0.500.
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The contribution of the offshore financial centre in Barbados to economic

development is modest compared to other small states, such as Cayman Islands, Jersey,

Bermuda and the Bahamas.  Barbados’s economic development has not been entirely

based on offshore financial services, but also on tourism and light manufacturing

(after the collapse of the sugar industry).  However, small islands that host offshore

financial centres are coming under intense pressure from international initiatives such

as the OECD initiative on harmful tax competition, G7’s Financial Action Task Force,

United Nations Office for Drug Control and Crime Prevention, the EU and NGOs

such as Oxfam, to enact tighter laws and impose stricter supervision to prevent money

laundering.  There is also intense competition among the small island jurisdictions

themselves to attract investors.  Hosting an offshore financial centre is considered by

many small island states as one of their comparative advantages since they can use

their sovereignty as an economic asset to legislate effective public policy to attract

financial capital (Baldacchino and Milne 2000).

Reliance on remittances

Another important source of funds for many small islands is remittances

from family members who have emigrated.  We used workers’ remittances as

a percentage of trade to construct a time series model (since remittances are not part

of a country’s GDP).  We demonstrate that there is a negative correlation (-0.47)

between remittances and GDP per capita (see graph 7).  As the share of remittances to

trade increases, GDP per capita decreases.  We illustrate this using our case study of

Samoa.

Samoa was chosen because it has the highest remittances as a percentage of

its GDP:  18 per cent.  Many Samoans work in New Zealand (the former administrator

of the country), Australia and the United States and send money home:  70 per cent of

Samoans live and work abroad.

Remittances to Samoa have been increasing steadily, from US$ 19 million in

1980 to around US$ 45 million in 2000.  They represent over 50 per cent of total

trade and 100 per cent of the aid to the country.  We should note that official statistics

underestimate remittance figures as not all remittances are sent through banking

channels.  Remittances are generally used to satisfy family or social obligations, buying

consumer goods, educating future migrants and reinforcing solidarity, but seldom for

savings or starting businesses (Poirine 1997:603).

Investment in future migrants yields better returns than investment in other

activities (Bertram 1999b; Poirine 1997:603) so the strategy of migration makes perfect

sense from an economic point of view.  However, remittance behaviour is based on

the individual or family decisions and the Government can exercise little control over

it.  The Government has not thus far implemented policies or strategies to encourage

the flow of remittances, such as using official channels to send money, bank transfers,
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giving incentives for saving in the country, and better interest rates (Brown and Ahlburg

1999:337).

As long as emigration continues, remittances are likely to flow back into

Samoa; but this also depends on avoiding excessive migration of families (Poirine

1997:603).  The out-flow of families could deplete the population, leading to a net

reduction in inward remittances, especially as many remittances consist of the

repayments of loans by migrants (Poirine 1997:603).  Basically, this is a strategy for

human resource investment where on the face of it both the sending and receiving

countries appear to benefit.

Have remittances helped Samoa to achieve higher levels of development?

Economic growth has been modest between 1980-1990, averaging just 0.9 per cent

but improving over the period 1990-1999 to 2 per cent.  The slow growth in most

island countries like Samoa is due to “low capital absorption capacity, due partly to

small scale and geographical isolation, which limits the possibilities for textbook

growth models based on large-country experience” (Bertram 1999a:338).  GDP per

capita was US$ 649 in 1987, reaching US$ 1,250 in 1999.  Its human development

index is also poor, Samoa ranking 101 out of 173 countries (UNDP 2002:151).  Samoa

remains one of the least developed countries.  According to an official household

survey, poverty is high, with one in three households not meeting basic needs

and 48 per cent of households deficient in food and living below the poverty line

(Walsh 2001).

Graph 7.  Scatterplot remittances and GDP per capita

Remittances trade:  GDP Capita:  r2 = 0.2255; r = -0.4749; p = 0.0000; y = 3581.44577 – 32.2622429*x
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In a small island, if there is no alternative, remittances are one way to sustain

livelihood (under certain conditions, such as the availability of territories willing to

accept migrants).  Part of the remittances can be reinvested in preparing future migrants

and the village becomes focused on preparing migrants.  Unlike bigger countries that

depend on remittances – such as Mexico – (Connell and Conway 2000:53-54)

remittance money has not helped Samoa’s economic growth, nor aided its efforts to

diversify, going mostly to personal consumption (Poirine 1998).  However, remittances

are not reflected in GDP figures, as they are not considered a domestic economic

activity.  As we have seen, remittances are very important in Samoa where they

represent $ 1,300 per capita (and in Antigua and Barbuda where they are around

$ 4,000) (Gammeltoff 2002).  Other financial flows, such as ODA, are also important,

though such flows from abroad are not taken into account in measuring the domestic

economy.

Synthesis

We have studied the economic structure of island countries and the basis on

which they have developed over the last two decades.  Certain conclusions follow:

the strategy or approach based on the colonial economy of agriculture, has not helped

to improve the livelihood of the rural population and most of the farmers are still

poor.  Neither has this strategy delivered better economic growth.  Contrary to

Armstrong and Read’s (2000) research, manufacturing activities (e.g. textiles) through

an export processing zone have led to impressive levels of development, as measured

by economic growth, achievements vis-à-vis the human development index and low

levels of poverty.  The tourism industry seems to have positive linkages with the

rest of the economy in terms of employment and growth.  The strategy of offshore

financial centres has shown positive results, but recent international efforts to curb

money-laundering has led many centres to review their strategy.  Financial centres

alone do not ensure economic development, but other related sectors such as tourism

must be developed first.  The strategy (or non-strategy) of depending on remittances

provides crucial revenue and contributes to the balance of payments in small countries,

but creates a consumption society, where productive economic activities hardly exist.

In remittance-based countries, measuring economic performance based on GDP figures

poses difficulties because remittances and other financial flows are not captured in

these figures.  Any comparison based on GDP may not be relevant where remittances

and other financial transfers from abroad are important.

Apart from these strategies, there are other sources of income for small island

states.  Many may be too small and remote for commercial investment and may

therefore have to look beyond orthodox strategies and the usual service economies

such as tourism.  They have to make use of their sovereignty (Drezner 2001) such as

providing strategic bases (the Federated States of Micronesia have agreements with
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the United States).  They have given their Exclusive Economic Zones to other countries

to fish in their waters and they receive access fees as a result (50 per cent of Tuvalu’s

government revenue comes from fishing license access fees).  Shipping registries and

selling passports, both significant revenue earners in several small island states, are

contentious when they encroach on the sovereignty of bigger states.  Less controversial

is the sale of philately, which contributes to the revenues of smaller islands, such as

Tuvalu.  Another new source of revenue is sales of internet domain names, such as .tv

(Tuvalu) or of international telecommunications dial-up codes.

IV.  CONCLUSIONS

This paper has presented the specific characteristics of small island developing

countries.  These characteristics call for a distinct set of policy advice to small island

economies.  We have used time series data to construct simple linear regression models

to illustrate that:

1. Contrary to our predictions using the model, the strategy based on an

export processing zone seems to be viable for a small island economy.

However, specific conditions are required to ensure success.  These

include:  political stability, good governance, free market access to

developed countries, and some luck (Baldacchino and Milne 2000:11).

2. Commercial agriculture is not a model for small islands since its

contribution to economic development has been modest and has not

helped to alleviate rural poverty.

3. Tourism in small islands has numerous positive linkages with the

economy and tends to increase the welfare of the country.

4. Small island countries have a comparative advantage in hosting

offshore financial centres, but tourism plays the key role in its

development.

5. Reliance on remittances is a logical choice for small economies, but

it is negatively linked with the prosperity of the country.

On the comparative perspective, island countries from the Caribbean generally

perform better than the Pacific economies.  We demonstrate that Caribbean economies

are more dependant on the service sectors than the countries from the Pacific.  In

addition, Caribbean countries’ proximity to American markets must be seen as

an asset, although more research is needed to analyse this aspect of proximity.  Further

research is needed to analyse how these different strategies contradict the mainstream

thinking in development economics.  More empirically, data are required to demonstrate

that sovereignty (and its instruments) is considered an important economic asset,

enabling many small islands to pursue their development in relatively successful,

albeit peculiar, ways.
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