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1. Background

Small states are economically vulnerable because of their iaherproneness to
exogenous shocks over which they can exerciseli#eycontrol, if any. Such shocks in
the main emanate from the small states’ structopainness to international trade, their
high dependence on a narrow range of exports agid rbliance on strategic imports,
notably fuel and food (Briguglio, 1995; 2003 andiAs et al., 2000). The high degree of
fluctuations in GDP and in export earnings regedeny many small states is considered
as one of the manifestations of exposure to exagesbocks.

In spite of this, there are a number of small stdteat have managed to generate a
relatively high GDP per capita. This is ascribedhteir economic resilience, which refers
to the policy-induced ability of an economy to reeofrom or adjust to the negative
impacts of adverse exogenous shocks

Briguglio et al. (2006) view economic resilience @spending upon adequate policy
approaches in four principal areas namely macramoan stability, microeconomic
market efficiency, good governance and social dgrakent.

The concept of policy-induced resilience is usefulunderstanding why small states
often succeed economically. Some studies basedmptescorrelations between size and
indicators of performance conclude that small s&zeadvantageous. The argument put
forward by Briguglio et al. (2006) is that smakt&s succeed in spite of, and not because
of small size, due to good economic governance tweiads to resilience building.

Consideration of economic resilience building corsvthe message that small vulnerable
states should not be complacent in the face of #winomic vulnerability, but could and
should adopt policy measures to enable them toadweptheir ability to cope with or
bounce back from adverse shocks.

Y In this paper, the words “state” and “country” are used integdebly. There is no generally agreed
definition as to which variable should be used to measersitie of countries and as to what should be the
cut-off point between a small country and other countri@enerally speaking, population is used as an
indicator of size. The Commonwealth Secretariat and the World &amsider states with a population not
exceeding 1.5 million as being small states.


https://core.ac.uk/display/83022412?utm_source=pdf&utm_medium=banner&utm_campaign=pdf-decoration-v1
https://www.researchgate.net/publication/223117195_Small_Island_Developing_States_and_Their_Economic_Vulnerabilities?el=1_x_8&enrichId=rgreq-6617df045aa6827e3c5561c879e8c9ed-XXX&enrichSource=Y292ZXJQYWdlOzI2ODQxMTcyNTtBUzoxOTE1NzA2Mzg2MzA5MTJAMTQyMjY4NTQwNzMwMg==

This paper is aimed at further developing the staflyulnerability and resilience of

small states by proposing country-specific revidwsugh:

I. an assessment of specific vulnerability issdéescting individual countries;

ii. an assessment of specific resilience strengtissessed by individual countries;

iii. prescriptions for policy interventions aimad building specific resilience features in
view of the vulnerabilities characterising indivalicountries.

Studies on vulnerability and resilience have sofdaused on a cross-sectional analysis,
based on desk research relating to published afffttata. The approach proposed in this
study permits better and more timely policy forniga possibilities for individual
countries through specific country profiles and asesstudy approach, based on
guantitative data complemented by qualitative asseats.

The paper is structured as follows. Section 2 mtssa summary of the conceptual
underpinnings involved in the measurement of ecoaeuinerability and resilience. The
data and information template which is being prego$or the measurement of the
economic vulnerability and resilience of specifouintries is described in Section 3. This
section also contains a discussion on the choigpedific variables within this context.
Section 4 concludes the study.

2. The Measurement of Economic Vulnerability and Resilience

The Measurement of Economic Vulnerability

Small economies tend to face higher levels of rigkstheir economic growth and
development engendered by their exposure to shaoid/or by their inherent
characteristics. This phenomenon was studied ttrosgyeral approaches aimed at
constructing vulnerability indices. These mainbcidised on quantifying the special
characteristics of small states using indicatorshsas economic openness, export
concentration, dependence on imports of energy @aripherality. Cordina (2008)
categorises the approaches to vulnerability measemeinto those which focus on the
causes of the phenomenon and those which attempt to meaaunerability in terms of
its effects, namely the variability of output and similar indtors.

The first vulnerability index, which focused on tleauses of the phenomenon, was
developed by Briguglio (1992; 1995) and was comg@ost three variables, namely
exposure to foreign economic conditions, insuladtd remoteness, and proneness to
natural disasters. These variables were suitablynalized and averaged. It was
hypothesised that the higher the incidence of thesebles in a given country, the
higher the degree of vulnerability in the same ¢oyreverything else, including GDP
per capita, remaining constant. The hypothesis 8mall Island Developing States
(SIDS) tend to be more vulnerable than other céemtwas confirmed since in general
SIDS registered higher vulnerability scores thdreogroups of countries.

Chander (1996) employed a methodology similar &b tised by Briguglio (1992) with a
number of technical refinements, and showed thageneral, small states had larger
vulnerability scores than larger countries. Chand®96) emphasised the fact that
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countries with a diversified export and productioase were less vulnerable. Several
important technical modifications to the origingdpaoach were effected in Briguglio
(1995, 1997), including the omission of the natulighsters variableso as to enhance the
focus on economic sources of vulnerability. Theutsdid not alter the basic conclusions
regarding the vulnerability of SIDS.

Crowards (2000) confirmed the results of previauslies through a methodology which
was similar to earlier approaches, but introduaedestechnical improvements. Briguglio
and Galea (2003) continued to refine the measuremkereconomic vulnerability by
considering dependence on food imports and exportentration in services. On similar
lines, Cordina and Farrugia (2005) argued that emability ensues if a country is
significantly exposed to trade with other countnwdsich are themselves unstable, or in
commodities with prices which are highly volatile.

Wells (1997) used a different approach by focusangthe effects of vulnerability, as

manifested in income volatility and used regressamalysis to identify the causes of
vulnerability. He hypothesized that economic vibitgt used as a proxy for economic

vulnerability is related to three variables, namekyport diversification, the resource gap
in relation to GDP and the proportion of the pofinlaaffected by natural disasters. This
approach did not require the normalization of thariables, and the regression
coefficients were taken as the weights of the e Output volatility was also used for
the index developed by Atkins et al. (2000), whadzhtheir approach on Wells (1997)
using three explanatory variables namely exporteddpncy ratio, merchandise export
diversification and vulnerability to natural disaxst

The Committee for Development Policy (CDP) of theited Nations adopted a rather
different approach in constructing an economic grability index, which they utilized to
assess graduation of countries out of the LDC stétiited Nations, 2006). The index
combines inherent features and manifestations fevability relating to the following
variables: population size, remoteness, merchandiggort concentration, share of
agriculture, forestry and fisheries in gross domeptoduct, homelessness owing to
natural disasters, instability of agricultural puation and instability of exports of goods
and services.

Cordina (2008) used regression analysis to syrdgbesie conclusions of the various
approaches towards measuring economic vulnerabllitg study finds strong support for
the hypothesis that vulnerability is higher for #ntauntries, while the hypothesis that
vulnerability is heightened for island states smoatupported but somewhat less strongly.
He argued that the variables which mostly captaleeiient economic vulnerability are
economic openness, export concentration and depeead strategic imports.

Economic openness as measured by the ratio ohatienal trade to GDP, proxies the
extent of external shocks over which a countryraslirect control. Economic openness
is to a significant extent an inherent feature mfegonomy, conditioned mainly by the
size of the country’s domestic market and by thanty’s availability of resources
which affects its ability to efficiently produceehange of goods and services required to
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satisfy its aggregate demand. While it may be @dghat openness to international trade
may be influenced by policy and is therefore neublnerability issue (see Guillaumont,
2006), practical experience shows that trade mdiciend to influence more the
composition of a country’s external trade flowsheat than the degree of economic
openness. Furthermore, while openness to interrddtirade could be a source of
development for a country, this does not detraminfthe fact that by participating more
actively in international trade, a country would &@eosing itself to a larger degree of
shocks over which it has relatively little control.

Export concentration is relevant for vulnerabiliheasurement because dependence on a
narrow range of exports gives rise to risks assediavith lack of diversification, and
therefore exacerbates the vulnerability associatéth economic openness. This
condition is to a large extent the result of inimérfeatures in the production base of an
economy. Export concentration can be measureddyWMCTAD index of merchandise
trade (UNCTAD, 2003: section 8). Briguglio (199MdaBriguglio and Galea (2003)
devised an alternative index which also takes sesvinto account.

Dependence on strategic impoidsanother facet of the exposure argument, focusing
shocks to the availability and costs of such impdrhis variable can be measured as the
ratio of the imports of energy, food or industsalpplies to total imports or to GDP. This
condition is to a large extent inherent in thatdépends on country size, resource
endowments and possibilities for import substitutio

Four Country Scenarios

Briguglio et al (2006) define economic resilience the policy-induced ability of an
economy to recover from or adjust to the negatimpacts of adverse exogenous shocks.
They propose this as an explanation as to why rearajl economically vulnerable states
generate a relatively high GDP per capita. The astlexplain this in terms of the
juxtaposition of economic vulnerability and economiesilience, identifying four
possible scenarios into which countries may beegulagccording to their vulnerability
and resilience characteristics. These scenarioteared as “self made”, “prodigal son”,
“best case” and “worst case”. Countries classifesd“self made” are those which are
inherently highly economically vulnerable but a ame time have built their economic
resilience through the adoption of appropriategie$ that enable them to cope with or
withstand the effects of their inherent vulnerapilCountries falling within the “prodigal
son” category are those with a relatively low degoé inherent economic vulnerability
but whose policies are deleterious to economidieese, thereby exposing them to the
adverse effects of shocks. The “best case” categpplies to countries that are not
inherently vulnerable and which are relatively wgdlverned economically. Conversely,
the “worst case” category refers to countries tbampound the adverse effects of
inherently high vulnerability by adopting polici#sat run counter to economic resilience.

This classification is shown in Figure 1, which icates that economically vulnerable
countries, which are well economically governed hade therefore built their economic
resilience, are likely to fall in quadrant .



Figure 1
The Four Scenarios
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Reproduced from Briguglio (2006)

Another feature of this approach is that it shdahat the risk of being harmed by

exogenous shocks has two elements, the first &ceded with the inherent conditions of

the country that is exposed to external shocksthadsecond associated with policies
which enable an economy to absorb, cope with onbelack from adverse shocks. The
risk of being adversely affected by the shock isréfore the combination of the two

elements (see Figure 2).

Figure 2
Risks Associated with being Adversely Affected by External Shocks
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Measuring Economic Resilience

A framework for the measurement of economic rasiéee has been developed by
Briguglio et al. (2006) who constructed a resiliemedex based on the following factors:
« macroeconomic stability;

« microeconomic market efficiency;

« good governance; and

« social development.

Macroeconomic stability is related to economiclreisce in that if an adverse economic
shock hits the economy when it is already in a wpasition, there will not be much
room for manoeuvre, and therefore fiscal and mayetalicies might not be effective in
mobilising resources so as to enable the economghltound from the effects of such a
shock. In other words sound macroeconomic policieste latitude for monetary and
fiscal policy to respond to shocks (Jayaraman, 20Béguglio et al. (2006) propose to
measure the macroeconomic stability aspect ofieesié on the basis of three variables,
namely (i) the fiscal deficit to GDP ratio; (ii)g¢rsum of the unemployment and inflation
rates; and (iii) the external debt to GDP ratioeTdhoice of these was based on their
relevance to the resilience concept as well aheréct that comparable data is available
for a wide range of countries.

Microeconomic market efficiency is required for @conomy to withstand the effects of
negative shocks by enabling a country to rapidlloeate resources to alternative uses.
Briguglio et al. (2006) use, as a proxy for mark#iciency, a segment of tHeconomic
Freedom of the World Index (Gwartney and Lawson, 2005) entitled “regulatiorciedit,
labour and business”, which is aimed at measuliegeixtent to which markets operate
freely, competitively and efficiently across couedr It is designed to identify the effects
of regulatory restraints and bureaucratic proceslore competition and the operation of
markets. This index focuses on the efficiency effihancial and labour markets, as well
as on the degree of bureaucratic control on busines

Good governance is an essential underpinning tooppgate policy formulation and
hence an indispensable element of economic resdiespanning over issues including
the rule of law, property rights, domestic and rin&ional security and the adequate
participation in international trading frameworks.the absence of good governance, it
would be easy for adverse shocks to result in eoom@nd social chaos and unrest.
Hence the effects of vulnerability would be exaeted. In order to derive a proxy
variable for good governance, Briguglio et al. (@P0se a component of thgonomic
Freedom of the World Index which focuses on legal structure and security opprty
rights. This index focuses on judicial independemmgartiality of courts, the protection
of intellectual property rights, military interfaree in the rule of law and the integrity of
the political and legal systems.

Social development is another essential componkeetanomic resilience. This factor
indicates the extent to which relations within aisty are properly developed, enabling
an effective functioning of the economic apparatithout the hindrance of civil unrest.



Social development can also be related to soclagion and as such indicates the extent
to which effective social dialogue takes placenreaonomy, which would in turn enable
collaborative approaches towards the undertakingoofective measures in the face of
adverse shocks. Briguglio et al. (2006) measurdakatevelopment by using the
education and health indicators within the UNDP tdarDevelopment Index (HDI).

Briguglio et al. (2006) juxtaposed their econonasilience index with the Briguglio and

Galea (2003) vulnerability index and concluded thath reference to Figure 1 above:

e countries which fall in the “best-case” quadran¢ amostly the large developed
countries including Western Europe,;

» countries which fall in the “self-made” quadrantlude a number of small states with
a high vulnerability score;

» countries which fall in the “prodigal-son” quadrantlude mostly large third world
countries; and

» countries which fall in the “worst-case” quadrantlude a few vulnerable small
countries with weak economic performance.

3. A Country-Based Approach

Studies on economic vulnerability and resiliencelartaken so far focus on a cross-
sectional approach, aimed at benchmarking countvigsn a global context. As such,
they are useful mainly for three purposes. Oneoiglisseminate information on and
drawing attention to the issues of vulnerabilitgl aasilience building because an index is
a very good instrument for drawing attention to is®ue being investigated. A second
purpose is to help to develop a common languagéifmussion, because the derivation
of indices requires quantification and hence, pedefinitions of fundamental notions.
The third is to promote the idea of integratedactbecause indices are the result of a
combination of factors.

It is however also true that for the purposes dicgdormulation and implementation,
benchmarking within an international context iafmerely a starting point which needs
to be followed by more in-depth investigation cfuss within the specific context of the
country and its circumstances. It is here propdbedl while the notions of economic
vulnerability and resilience have been crucial taggpromoting a better understanding
of development issues of small states especiallglation to their success as compared
to larger countries, their practical applicabiMythin the context of policy-setting for an
individual country must go beyond the limits of ices derived from internationally
comparable data.

These limits pertain in part to restrictions inahing data for a sufficiently wide cross-
section of countries, thereby curtailing the ramjeissues which can potentially be
studied.

Another important limitation of cross-sectional eggches emanates from the fact that, in
order to compare one country with another, a végialithin an index may be considered



redundant, and thereby omitted, if it is highly reteted with another that is already
included in the index. While this is a valid actisithin a benchmarking study, it is not
suitable for a study focusing on an individual doynwhere all aspects of vulnerability
and resilience need to be studied, irrespectiwehaither they are correlated or otherwise.

Here we propose a conceptual approach aimed atitgiib template of variables to be
considered in the derivation of a vulnerabilityfieace profile for an individual country.
The template builds on the findings of the literatwp to date, and extends these
concepts as may be appropriate for an individuahtry setting. The derivation of the
economic vulnerability/resilience profile proposedre is based on three facets, as
follows.

An assessment of the symptoms of economic vulnerability. This facet relates to the
manifestation of vulnerability or lack or resilienand attempts to determine whether a
country appears to be suffering from any one orenzdithe symptoms of vulnerability or
otherwise. This gives a first indication within teeuntry profile, as to which areas of
economic activity or policy may be conducive tomamic vulnerability

An assessment of the causes of economic vulnerability. This facet of the profile relates to
the underlying causes of vulnerability and is airmedssessing the inherent fundamental
conditions which may be rendering a country vulberdo exogenous shocks.

An assessment of the sources of economic resilience. This facet of the profile aims to
highlight the strengths and weaknesses within theyformulation milieu of a country
towards the objective of economic resilience buaddi

Each of these assessment facets can be carrietthrouggh quantitative variables. In
cases where quantitative variables are not availabinsufficiently representative of the
important issues under consideration, qualitatigta dan be used, which could then be
expressed through a mapping scale of a numberllasss.

Tables 1 to 3 below present a number of variablestwcould be used for the purpose of
country profiling. The variables and factors haveetp selected on the criteria of

relevance and parsimony, in such a way that theycamprehensive of all important

issues to be discussed without being excessiveipbetssome for the purposes of
analysis. The quantitative variables are typicalsilable from a statistical system that
corresponds with the Generalised Data DisseminaBtandard of the International

Monetary Fund, although the requirements for thpr@gch proposed here are less
stringent than that of the Standard. The qualiafactors are to be obtained from case-
study approaches within the individual country, ket by relevant data as may be
available.

Assessing the Symptoms of Economic Vulnerability or Lack of Resilience

Economic vulnerability in countries where resilieris not sufficiently developed is often
manifested in four phenomena, as identified by @ar{2008). These are:



volatility in output and consumption over time;

volatility in the value and volume of internatioriednsactions;

volatility in exchange rates and prices, and;

sustained deficits on the external current accodetficit and high government
expenditure.

These variables proposed to measure them are surechar Tablel.

Tablel
The Symptoms of Vulner ability*

o GDP at current prices per capita, in domestic currency
Volatility in - — -
output and GDP at constant prices per capita, in domestic currency
consumption Consumption expenditure per capita at current pricennmestic currency
Consumption expenditure per capita at constant priceshiestic currenc,
Volatility in | Exports of goods and services at current prices, in dimeesrency

value and Exports of goods and services at constant prices, in dicroastency
) volum_eof Imports of goods and services at current prices, in digr@srency
international

transactions | Imports of goods and services at constant prices, in dmncestency
Volatility in | Nominal effective exchange rate: highest monthly average
exchange Nominal effective exchange rate: lowest monthly average
ratesand Real effective exchange rate: highest monthly average
prices Real effective exchange rate: lowest monthly average

Short-term External current account balance as percent of GDP

shock Government total expenditure as percent of GDP
absorbers

*All variables are based on annual observations coveringafs of most recent data

Volatility in output and consumption can be gaudpddevelopments in the respective
variables in per capita terms, at current and esngirices in index levels, for a period of
time which is sufficiently long to enable the ohssion of volatility. A ten-year period
would be appropriate in this case, as this coutticate the assessment of long term
growth trends, cyclical fluctuations as well thdeefs of specific shocks and their
aftermath. Likewise, the volatility in the valuedamolume of financial transactions can
be discerned from the developments in imports apores in index levels, at current and
constant prices, over a sufficiently long periodinfe.

Depending on the type of exchange rate regime adpjt country that is susceptible to
external shocks may experience volatility in eittiex nominal or the real exchange rate.
Volatility in either one or both of these variahleghich can be as the maximum and
minimum month values over a ten-year period, amlishconsidered to be a symptom of
vulnerability to external shocks.

Economic vulnerability and/or insufficient resilemmay also produce persistent deficits
on the external current account of the balance ayiments, a result of responses to



shocks to strategic import prices and to specémand shocks within a narrow range of
exports (Cordina, 2008).

They may also result in relatively high levels @ivgrnment expenditure, reflecting the
need for stabilization interventions to managedtfiects of shocks.

Consideration of these variables yields a genadeaation regarding the extent to which
a country is being affected by shocks, which ismlgination of its inherent vulnerability
and nurtured resilience. In order to derive meaningomparisons, the numerical values
of the variables considered may be analysed ower d¢ir in relation to another country or
limited group of countries. This would be followég an assessment of the specific
causes of vulnerability and the sources of resikeras explained in the following
sections.

Assessing the Causes of Economic Vulnerability

From a conceptual viewpoint, the extent to whichoantry is subject to shocks is a
function of two factors. The first is its inherax®posure to such shocks. Exposure on its
own however does not imply that shocks of a sigaiit nature would be influencing a
country. For this to happen, exposure would havebéocombined by the actual
materialization of shocks, here termed the inciden€ shocks. Table 2 details the
variables which are proposed to be consideredderaio measure a country’s exposure
to shocks and the extent of incidence of shockshich a country may be exposed.

The degree of exposure to shocks may be measuredrtaples which are in common
use within the vulnerability literature. These &nade openness, defined as the share of
exports and imports within GDP, the degree of exp@rket concentration, measured by
the share within total exports of the three maipagkproducts/services and a measure of
the price elasticity involved in international teattansactions. The notion behind the last
factor is that if a country is engaged in pricelaséc exports and price inelastic imports,
negative shocks to the terms of trade would impgni§cant welfare losses to the
economy. Thus, it is proposed that the price a@igtof international trade transactions
be measured by the shares within the respectiastaof commodity exports and of
strategic imports, the latter defined to included@nd energy.

10



Table2
The Causes of Vulnerability*

Trade Openness Exports as percent of GDP
[ Imports as percent of GDP
8 Sum of three main categories of exports of merchandise atdugt 3-
0 Exoort level, as percent of total merchandise exports
bS] Concerr:tration Sum of three main categories of exports covering merchandibigi{3
2 level) and services (tourism and financial services) as pevtéotal
@ exports of goods and services)
o . .
X Price dasticity of gsmmo?ni/ etxpgrtg as ptercfentd 01:c totlal egpo(;ts ?f mgrchanmse .
international trade | Share of strategic imports (food, fuel and industriaptiap) as percent o
imports of merchandise
5 Domestic shocks Gross fixed capital formation
8 v I nternational Foreign financial capital inflows as percent of GDP
_@ 3 demand Average weighted GDP of three main partner countries f@oingrices,
S ® Termsof trade Export prices
~ shocks Import prices

*All variables are based on annual observations coveringafs of most recent data

The degree of incidence of shocks on an econorhgris construed to depend upon three
factors, namely the proneness to domestic demasakshto fluctuations in international
demand and to terms of trade shocks. It is propdkat the proneness to domestic
demand shocks can be evaluated by considering dladility of gross fixed capital
formation for a sufficiently long period of time) terms of changes in the levels in index
format. The choice of this variable is motivated ttne fact that gross fixed capital
formation is often one of the components of aggeegi@mand that is most sensitive to
changes in economic conditions, including domestmnomic policy.

Shocks to international demand can be proxied msidering the volatility of foreign
non-direct capital flows in relation to GDP, andatigh fluctuations in the average GDP
in the three main trading partner countries. Theiagh of non-direct foreign investment
flows is motivated by the fact that internationapital flows are often a source of
monetary volatility in a country with possible repassions on the real economy. The
exclusion of direct investment flows from this sectof the analysis is based on the
argument that such flows would be already incongarain the gross fixed capital
formation variable.

The GDP of the main trading partner countries sia®ed to influence economic activity

in the country being analysed, and relates to shuses of external shocks. The volatility
in exports of the country in question in this frameek is considered as a symptom rather
than a cause of vulnerability, as explained ingirevious section.

The obvious choice to the modelling of terms ofl&ahocks is export and import prices.
The consideration of the movements of these separatiables over time gives an
indication of the sources of shocks to economigvilgtemanating from changes in

prices of strategic imports and of exports whidewicontribute substantially to incomes.
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Thus, the joint consideration of factors which gate exposure to shocks and the extent
of the shocks themselves would give a picture a dverall level of economic
vulnerability of a country and the primary souroésuch vulnerability. Combined with
the information collected in the process of analgsihe symptoms of vulnerability, a
better understanding of the reasons behind anceffieets of shocks on an economy
would be obtained.

Assessing the Sources of Economic Resilience

Following the mainstream literature, economic reste is here considered to depend
upon policy interventions in five areas, namely maconomic robustness,

microeconomic market efficiency, adequate goveraansocial development and

environmental management. As discussed earlier tbhe, issue of environmental

management is as yet not given explicit considematn cross-country measures of
vulnerability, although its importance is widelycognized. At a country level, the issue
of environmental management should therefore recatitention.

An obvious difficulty in the measurement of resilee performance is that in practice, it
is often very difficult to identify variables whicimeasure the adequacy of policy
interventions. Rather, the variables available wooften be the result of policy
interventions and other factors which enter intaypin determining performance. For
example, the inflation, unemployment, deficit atldes variables used by Briguglio et al.
(2006) would certainly reflect the quality of pglimaking in a country, but not
exclusively so. Thus, quantitative approaches tds/élie measurement of resilience must
rely on proxy variables, which would not necesgamflect solely policy issues. For this
reason, the approach proposed here to evaluateotirees of resilience relies in good
part on qualitative assessments based on caseapdyaches for an individual country.

Table 3 details the variables which are here pregds be considered in the analysis of
the sources of resilience of an individual country.
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Table3
The Sour ces of Resilience*

Gross fixed capital formation as percent of GDP

Consumer price inflation (percent )

Unemployment rate (as percent of GDP)

Fiscal balance as percent of GDP

Net external assets (external reserves less external debtrastpf GDP
Capital Mobility:

Exchange controls

Interest rate control

Quantitative controls (qualitative assessment over recent §)year

Labour Market Flexibility:

Skills mobility within the labour force

Geographical mobility of labour (domestic and internatipnal

Government involvement in wage setting

Union power

Product markets:

Government involvement in price setting (qualitative assedsonen recent years)
Level of domestic competition (qualitative assessment overtrgears)
Barriers to international trade (qualitative assessment over rgeans)
Participation in international trade arrangements/regional blgglaitative assessment ovgr
recent years)

Rule of law

Security

Property rights

Institutional development

Corruption

Freedom of expression

Human rights

Participation in regional political and security arrangements

Percentage of government budget assigned for social develofmagent and capital
expenditures to be treated separately)

Poverty/deprivation (measured by the percentage of the papulaing below the poverty
line)

Health (possibly measured by the number of hospital bedsapéa and life expectancy)
Education (possibly measured by school enrolment ratiesady rates and early school
leaving rates)

Income distribution

Social cohesion (index could be based on variables relatechio gHctionalisation,
incidence of civil strife, prison population rate and suaaiates )

Percentage of government budget assigned for environmentagemaant (current and
capital expenditures to be treated separately)

Generation of waste per capita (solid and liquid to be tlesgparately. Sewage emissions
into the oceans to be considered)

Vehicles in use per square kilometre of populated land areas

Carbon emissions per capita

Percentage of land area designated as environmentally protected area

Percentage of energy generated from renewable resources

Number of international environmental instruments ratified operationalised

*All data is to cover the five most recent yearodtlvariables, particularly those relating to méronomic efficiency,
governance and social aspects require a qualitatigessment of policy stances and major changesmaanied,
when available, by quantitative data.

M acr o-
Economic

Micro-
Economic

Governance

Social

Environmental
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Under the macroeconomic dimension, developmentgrice inflation, unemployment,
the fiscal deficit as a percentage of GDP and regreal assets as a percentage of GDP,
are proposed to be considered, in line with the@agh taken by Briguglio et al. (2006).
In addition, developments in gross fixed capitahfation as a percentage of GDP may
be considered, because capital formation is oftenessential element to resilience
building within a country (Cordina, 2004a;b).

The role of the gross fixed capital formation vakawithin the context of this analysis
deserves further consideration. Viewed in termieetls over time, the volatility of gross
fixed capital formation can be discerned, and thisuld constitute a cause of
vulnerability, as discussed within the context able 2. Viewed as a proportion of GDP,
where the effects of shocks would tend to be niéidasince capital formation and GDP
would be likely affected in similar manner, grossetl capital formation would indicate
the extent to which an economy is building buffefsich would enable it to meet the
effects of shocks. From this perspective, thereftihe gross fixed capital formation
variable would indicate a source of resilience.

The issue of microeconomic market efficiency withirtcountry requires in-depth study
which often goes beyond the information providedifigrnational organisations. It is
here proposed that this issue be investigated d¢iwoa qualitative and case study
approach specific to individual countries, backgddata and information that may be
available.

The issues to be considered include the extenapital mobility, as may be gauged by
the presence of exchange controls, interest ratgaie and quantitative controls on the
financial system. The notion in this case is thaitibns in the movement of capital
within and outside the country would often conséitta barrier to the effective
reallocation of resources following an externalcho

Similarly, labour market flexibility needs to ben=dered within this context. Issues
which are relevant in this case would include tlegrde of skills present in the labour
force, including the existence of multi-skillindhet geographical mobility of labour, at
both domestic and international levels, as wethasextent of government interference in
wage setting and of union power in the labour markee latter two variables can be
measured through, for example, the ratio of theapyewage to the minimum wage and
the level of union density, among other data-basetiqualitative approaches.

As regards efficiency in product markets, the fextthat need to be taken on board
include the extent of government involvement ime price mechanism, which may be
measured by the extent of price control. The lefelomestic competition, as could be
measured by market concentration ratios and thenextf barriers to international trade,
as could be discerned by the average tariffs ratesmports, would also need to be
investigated.

Finally, the extent of participation in internatadrirading blocks, customs unions, single
markets or monetary unions is to be measured mst@f the efficiencies that it would
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likely introduce within domestic markets. Data distand other variables in the market
efficiency group are not likely to be easily avhla It is important to reiterate that

within the individual country approach, quantitatidata which cannot be obtained can
be substituted by qualitative assessments basedsenstudies and expert opinion.

Governance issues may be also evaluated througttigize and qualitative approaches
according to the specific circumstances and needsndividual countries. At a
conceptual level, the main issues to investigattis case would include those studied
by Kaufmann et al. (2006), including rule of lavecarity, the enforcement of property
rights, institutional development, absence of gatian, freedom of expression and the
safeguarding of human rights. In addition, the feof participation in international
political and security arrangements on the govereastructures within a country could
be investigated in this context, following PaceQ@0

A similar approach is proposed to be adopted iniriliestigation of social development
issues within the context of resilience buildingav@rnment budget allocations for social
development would seem to be relevant in this eigathough care should be taken to
take account of expenditure inefficiencies. FollogviSpringer (2006), the main factors
which may be considered in this context include ¢ktent of poverty and deprivation

and the situation with regard to health, educatimmtome distribution and social

cohesion. Social empowerment requires strong fuedsas with respect to health,

education and income status of the citizens andethariables should feature in the
social development group of variables.

Specific issues relating to environmental managénpadicies can be investigated

through qualitative and quantitative approache® Vériables included in Table 3 were
selected on the basis of their link with policy athat a more sustainable use of
environmental resources. It is assumed that tlosldreffectively improve the economic

resilience of the economy.

4. Conclusions

Studies on economic vulnerability and resiliencedartaken so far have provided
valuable insights into the development processesnwdll states. Yet, their focus on a
cross-sectional approach, aimed at benchmarkingtdes within a global context, may

be insufficient for the purposes of policy formutat and implementation. This is

because conceptual frameworks for cross-countrypeoisons and data limitations may
limit the consideration of all relevant variabletieh need to be taken into account for
profiling an individual country.

This paper proposes a conceptual approach aimedilding a template of variables to
be considered in the derivation of a vulnerabilégilience profile for an individual
country. The template builds on the findings of literature to date, and extends these
concepts as may be appropriate for an individuahty setting. The derivation of the
economic vulnerability/resilience profile proposkedre is based on assessments of the
symptoms (or manifestations) of economic vulnerghilthe causes of economic
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vulnerability and the sources of economic resileebailding. Each of these facets can be
assessed through a mix of quantitative variablescaralitative factors, in cases where
guantitative variables are not available or insigtly representative of relevant issues
to consider.

The approach presented in this paper is at thiesaha conceptual level and needs to be
tested within the frameworks of specific small coi@s which would ideally be facing
different economic circumstances, and hence hadiffgrent vulnerability and risk
profiles. It can be postulated that with the unalartg of country-specific studies based
on the framework outlined in this paper, a dossfdrest practices can be derived which
would serve as a reference to optimal policy foatiah and implementation, particularly
for small states.
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