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Matthew McQueen*

Are EU Non-Reciprocal Trade 
Preferences Passé?

A substantial body of opinion argues that, at best, trade preferences for developing 
countries have had little or no trade stimulating effect. This paper argues that this view 

fails to distinguish between the effects of EU and US preferences and, in the case of EU 
preferences, can be rejected on the basis of recent empirical evidence. The implications 
of the Appellate Body ruling on EU special preferences and the Commission’s proposals 

for the reform of the rules of origin are then examined. The paper concludes with an 
examination of proposals to increase the effectiveness of the GSP+.

Trade preferences have been a fundamental ele-
ment in the EU’s strategy for integrating the de-

veloping countries more fully into the global economy. 
A substantial body of infl uential opinion has argued, 
however, that preferences, especially unilateral prefer-
ences, have had little or no trade stimulating effect and 
have been detrimental to the interests of the develop-
ing countries. The reasons given for this are the limita-
tions and uncertainties of the schemes, the creation of 
a “false” comparative advantage, and the undermining 
of incentives to engage in unilateral and multilateral 
trade liberalisation.

This article examines the theoretical, empirical and 
institutional basis for these views. While the limita-
tions of the EU’s preferences are fully acknowledged, 
it is argued that they have been signifi cantly less that 
those of the US scheme and the failure to distinguish 
between the effects of the two sets of schemes and 
a reliance on outdated empirical evidence has led to 
an underestimation of the positive effects of EU pref-
erences. The security of the GSP within the WTO is 
then evaluated in the light of the Appellate Body ruling 
on the EU’s regime of special preferences. The paper 
concludes with an assessment of ways in which the 
GSP could be improved, both in terms of the Com-
mission’s proposals for radical changes to the rules of 
origin, and ways in which the GSP+ could be widened 
and deepened to make it more effective.

The Theory of Unilateral Preferences Revisited

Standard microeconomic theory envisages trade 
preferences as producing a “once-and-for-all” terms 
of trade gain for producers in the developing coun-
try. If we assume that imports from benefi ciaries (DC) 
do not affect the donors’ (EU) domestic price of the 
product, then producers in DC obtain a higher price for 
their exports (equivalent to the pre-GSP price plus the 

tariff). Exports of DC will rise both because the higher 
price of exports will increase the production of these 
goods, and because the rise in the export price will 
increase the domestic price of the product in DC and 
therefore decrease domestic consumption in DC (re-
leasing more goods for export). If we drop the small 
country assumption and assume that the increase in 
imports from benefi ciaries decreases prices in EU, 
then DC’s terms of trade gains are reduced and con-
sumers in EU gain an increased supply of the product 
at a lower price. Non-benefi ciaries lose because they 
obtain a lower price for a reduced volume of exports. 
Further modifi cations to the analysis to take account 
of conditions of imperfect competition would envisage 
the economic rents to producers in DC being further 
reduced along the supply chain including importers, 
wholesalers and retailers in EU, and therefore reducing 
the supply response of producers and exporters in DC. 
From this analysis it could be concluded that this is a 
costly, ineffi cient and discriminatory way of producing 
a small degree of assistance to developing countries 
compared to direct transfers of aid.

Useful as this analysis is in identifying the static ef-
fects of preferences, it does not consider the dynamic 
effects of preferences within the context of contem-
porary theories of the relationship between trade and 
growth. The latter suggests that access to the large 
markets of donor countries (EU) enables DCs to obtain 
increasing benefi ts from preferences as a result of be-
ing able to achieve scale economies at the plant and 
industry level, and learning effects from competing with 
established producers in EU. Comparative advantage 
is therefore acquired through preferential access to a 
large competitive market which would not be possible 
through production for a very much smaller “protect-
ed” domestic market. Further dynamic benefi ts to DC 
are likely to arise from inter-industry linkages between 
the export sector and the rest of the economy. * Senior Lecturer in Economics, University of Reading, UK.
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Learning-by-doing externalities have been explored 
in recent work comparing the effects at the margin of 
a shift from donor country grants to tariff preferences.1 
In the static model, additional aid has the “Dutch dis-
ease” effect of raising the price of non-traded goods 
(this effect may be even greater if the aid is focused on 
poverty reduction programmes) and the real exchange 
rate, reducing export competitiveness. Tariff prefer-
ences, in contrast, draw resources out of non-traded 
goods into exportables and this results in a smaller ap-
preciation of the real exchange rate and higher exports 
than under an equivalent grant. In the dynamic model, 
the substitution at the margin of trade preferences in 
place of aid acts like an export subsidy and, as a result 
of the productivity spillover effects of higher exports, 
leads to a higher level of welfare than an equivalent 
amount of grants.

It is important to note that preferences can never be 
a suffi cient condition for the growth and diversifi cation 
of exports and can only potentially operate as a cata-
lyst for economic development if there is a support-
ive economic environment for the private sector in the 
developing countries. The provision of this enabling 
environment must largely be the responsibility of gov-
ernments in the benefi ciary countries, but preference 
donors can assist in overcoming market failures in the 
provision of knowledge and technology which will be 
necessary for producers in DC to acquire in order to 
utilise market opportunities offered by preferences.

Two important issues arise from this analysis. First, 
benefi ciaries with a large, competitive, domestic 
market could be expected to be able to achieve the 
minimum size necessary to export to the developed 
countries by fi rst producing for the domestic market, 
and it is no surprise that such benefi ciaries account 
for a substantial share of GSP receiving imports. For 
such countries, the GSP can be expected to be largely 
in the nature of a “windfall gain” for exports that would 
largely have occurred in any case. The majority of de-
veloping countries, however, have a very small size of 
domestic market. For example, the total GDP of sub-
Saharan Africa, excluding South Africa, is less than 
that of Belgium and the corresponding measure for 
Latin America and the Caribbean, excluding Argen-
tina, Brazil and Mexico, is about the same size as the 
Netherlands. The growth and diversifi cation of pro-
duction and exports of these small developing econ-
omies is likely to be constrained by the small size of 

1 Christopher S. A d a m , Stephen A. O ’ C o n n e l l : Aid Versus Trade 
Revisited: Donor and Recipient Policies in the Presence of Learning-
By-Doing, in: The Economic Journal, Vol. 114, January 2004, pp. 150-
173.

the domestic market, with a correspondingly greater 
probability that preferential access to the much larger 
markets of the developed countries could generate 
dynamic gains from trade. This provides the economic 
rationale for EU preferences discriminating between 
benefi ciaries on the grounds of being “poorly diversi-
fi ed”. It is worth noting that this is not necessarily the 
same category as poor or low income countries and if 
raising the incomes of poor people is the sole objec-
tive of the donor country, then aid will be a much more 
effi cient policy instrument than preferences.

Second, unlike the case for infant industry protec-
tion in developing countries, trade preferences by the 
industrialised countries provide a margin of effective 
protection for producers in the developing countries 
which depends on the structure of border protection 
in the developed, importing, country and the precise 
characteristics (product coverage and depth of pref-
erences) of the offer of preferences. The combination 
of these elements may give rise to price signals which 
create a “false” comparative advantage for benefi ciar-
ies in the sense that producers may be able to com-
pete successfully against producers in the importing 
country (EU) but not against third countries (non-pre-
ferred countries) once preferences are removed (ei-
ther because the benefi ciary is no longer deemed to 
require preferences or as a result of trade liberalisation 
by the developed country). Preferences are therefore a 
second-best policy instrument compared to a uniform 
system of subsidies to exporters in the developing 
country and the case for preferences must therefore 
rest on the latter’s being unacceptable on grounds of 
political economy. This appears to be the case as ex-
port subsidies given by governments in the developing 
country would be very diffi cult to fi nance and would 
probably be actionable under the WTO Agreement on 
Subsidies and Countervailing Measures (unless it is 
a least developed country, or has a per capita GNP 
of less than $1,000 measured at 1990 dollars over a 
three year period), while a general subsidy granted by 
the developed country to imports from the developing 
countries would probably be politically unacceptable 
in the donor country.

The theoretical case in favour of preferences is 
therefore conditional on the terms and conditions of 
the offer (since these determine the margin of prefer-
ences), the domestic conditions facing exporters in 
the benefi ciary countries, and the absence of signifi -
cant resource misallocation arising from the incentive 
effects generated by the structure of preferences.
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The Structure of the Generalised System of 
Preferences of the EU and the USA

The EU scheme was introduced in 1971 and has 
been continuously renewed at ten-year intervals, with 
a number of important modifi cations, since that date. 
Most industrial products have been covered and the 
number of agricultural products steadily increased. 
Substantial changes occurred in 1995 when tariff 
quotas were replaced by four levels of “tariff modula-
tion” (where the margin of preference depended on the 
“sensitivity” of the product), offering a larger margin of 
preferences for products where the quota had previ-
ously been binding. Criteria for country-sector gradu-
ation (removal) from the scheme, which had been in 
operation since 1986, were also revised and came into 
force in 1998, and in the same year special incentives 
were introduced for countries complying with several 
ILO Conventions and for countries adhering to inter-
national standards for the sustainable management of 
tropical forests. Special arrangements were also made 
for eleven Latin America countries (subsequently ex-
tended to Pakistan) which cooperated with measures 
to combat drugs traffi cking. Successive improvements 
to the GSP offer have been made in favour of the least 
developed countries, culminating in the “Everything 
But Arms” (EBA) offer in 2001.2

The current GSP regulations (the guidelines for 
which apply for the period 2006-2015) apply for the 
period up to the end of 2008.3 The scheme consists of 
three components; a general scheme available to all 
developing countries, special preferences available to 
“vulnerable developing countries”, and the EBA. The 
general scheme covers 7,200 of the 9,000 dutiable 
tariff lines, divided into 3,300 non-sensitive products 
which enter duty-free and 3,900 sensitive products 
which obtain a 3.5 per cent absolute reduction on the 
appropriate tariff (except textiles and clothing where 
there is a 20 per cent proportional reduction in the tar-
iff, for example 11 per cent reduced to 8.8 percent). 
Specifi c duties are reduced by 30 per cent where this 
is the only tariff applied, but where there is a combina-
tion of ad valorem and specifi c duties, only the ad val-
orem duty is reduced. The second component is the 
GSP+ which grants duty free entry for all 7,200 prod-
ucts to “vulnerable countries” (a “vulnerable country” 
is one that is not classifi ed by the World Bank as a high 
income country during three consecutive years, whose 
fi ve largest sections of its GSP-covered imports to the 

2 See Matthew M c Q u e e n : EU Preferential Market Access Condi-
tions for Least Developed Countries, in: INTERECONOMICS, Vol. 37, 
No. 2, 2002, pp. 101-115.

3 Council Regulation (EC) No. 980/2005.

Community represent more than 75% in value of its 
total GSP-covered imports and whose GSP-covered 
imports to the Community represent less than 1% in 
value of total GSP-covered imports to the Community). 
These key statistics are averaged over 3 consecutive 
years. To obtain these special preferences, benefi ci-
aries must effectively implement sixteen international 
conventions on human and labour rights, seven con-
ventions on the environment, and three conventions 
on drugs. Country-product “graduation” from the GSP 
applies when GSP imports of a product from the bene-
fi ciary exceed 15% of EU-GSP imports of that product 
over three consecutive years (currently applies to im-
ports of particular products from Brazil, China, Algeria, 
India, Malaysia, Thailand and the Russian Federation). 
The third component of the GSP is EBA, granting free 
entry for all imports (except arms) from the least devel-
oped countries (rice and sugar from 2009). To obtain 
preferences, benefi ciaries must comply with the EU’s 
preferential rules of origin.

The US scheme came into effect in 1976 and is, in 
some respects, simpler and more transparent than 
that of the EU. Products either receive duty-free entry 
or are not eligible for the GSP; rules of origin require 
a minimum of 35 per cent value added to non-origi-
nating imported intermediate products and this can 
be “cumulated” across recognised regional groupings 
(currently fi ve) of developing countries; documentation 
is kept to a minimum. Product coverage is signifi cantly 
more limited than the EU scheme, country eligibility 
has been subject to greater discretionary powers ex-
ercised by the US President, and the renewal of the 
scheme has been subject to greater uncertainty, es-
pecially in the 1990s. A general review of the scheme 
in 1985 to 1987 led to numerous changes in product 
eligibility and the current scheme excludes most tex-
tiles and clothing, watches, footwear, handbags, lug-
gage, fl at goods, leather wearing apparel and “import 
sensitive” goods (covering steel, glass and electronic 
articles).4 Limited preferences are offered for agricul-
tural products. If imports of a product exceed half or 
more of total US imports of that product, or exceed 
a certain $ value in any year, then that country-prod-
uct combination is deemed not to have a “competitive 
need” of the GSP and is excluded. Imports can also be 
considered to be “suffi ciently competitive” at the 25% 
threshold level of 40% of a competitive need $ value. 
Country-product combinations subject to these rules 
can be permanently removed (graduated) from prefer-
ences under certain broad criteria.

4 Generalised System of Preferences. Handbook on the scheme of 
the United States of America, UNCTAD/ITCD/TSB/Misc. 58/Rev. 1, 
United Nations, New York and Geneva 2003.
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Country eligibility has also been subject to a sig-
nifi cant degree of political control. Until the fi rst half 
of the 1990s communist countries were excluded, as 
are OPEC countries. The Trade and Tariff Act of 1984 
and subsequent reviews of the scheme enable US of-
fi cials to wholly or partially remove a GSP benefi ciary 
from the scheme if they do not protect US intellectual 
property rights, protect workers’ rights, discriminate 
against imports of US goods, or fail to resolve invest-
ment disputes. 

Renewal of the US scheme has, since mid 1993, 
“been tenuous”.5 The main reason for this appears to 
be the introduction of new budget rules in 1990 which 
required any increase in government expenditure or 
decrease in revenue (in the case of the GSP, tariff rev-
enue forgone) to be offset by other spending cuts or 
tax increases, making it more politically diffi cult to re-
new the GSP.

A wider range of eligible products was introduced in 
1997 into the US scheme in favour of the least devel-
oped countries (LDCs) and this was followed in 2000 
by the African Growth and Opportunities Act (AGOA). 
AGOA provides duty-free treatment until 2015 to all 
GSP products (including products only available to the 
LDCs) and extends coverage to a further list of manu-
factured products previously excluded from the GSP 
(although in the case of textiles and clothing, exporters 
must qualify under one of a number of criteria, includ-
ing the use of US yarns and fabrics, and certain cate-
gories of products are subject to tariff quotas). Rules of 
origin have been relaxed to allow imports of intermedi-
ate products from the USA up to a value of 15% of 
the value of the product and these count towards the 
35% minimum value added criterion. Also, benefi ciar-
ies can “cumulate” origin in producing the fi nal good 
for export although benefi ciaries have to demonstrate 
that they have implemented an effective “visa” system 
to prevent trade defl ection. In addition, until the end of 
September 2007, lesser-developed benefi ciaries may 
use non-US fabric and yarn for clothing wholly assem-
bled in their country. Despite its title, AGOA only ap-
plies to sub-Saharan Africa (SSA) and to be eligible, 
these countries must demonstrate to the US govern-
ment a commitment to a wide range of requirements 
additional to the normal GSP requirements, such as 
establishing an open rules-based trading system with 
minimal government intervention in the economy, a 
commitment to maintaining the rule of law, and having 
systems to combat corruption and bribery. Currently 

5 European Commission, Directorate General for Trade: Opening the 
Door to Development. Developing Country Access to EU Markets 
1999-2003.

47 of the 48 SSA countries are eligible for the GSP and 
37 of these are eligible for AGOA. 

In addition, the USA offers special preferences 
under the Caribbean Basin Trade Partnership Act 
(CBTPA) and the Andean Trade Promotion and Drug 
Eradication Act (ATPDEA).

What Does the Empirical Evidence Tell Us?

One-fi fth of all developing country exports now go 
to the EU, while the EU accounts for 63% of the non-
oil exports of the least developed countries (LDCs) and 
70% of their agricultural exports. EU imports under the 
GSP are just over three times those of the USA (€50 
billion compared to €16 billion in 2003) and the general 
trend has been for GSP imports to grow more rapidly 
than total imports from GSP-receiving countries (in the 
case of Brazil, India and Thailand, twice as fast).6 

Both the breadth of coverage of dutiable prod-
ucts and the depth of preferences are higher in the 
EU scheme than in the USA. Just under 60% of du-
tiable products imported from non-LDC benefi ciaries 
are covered by the EU scheme compared to around 
30% for the US scheme (the maximum level reached 
was 60% in 1997), although covered imports receiving 
preferences (utilisation rate) are a little higher for the 
USA (65%) than the EU (56%). Almost all EU imports 
from the least developed countries (LDC) are covered 
under the EBA compared to 44% (4% for non-oil im-
ports) for the USA, although utilisation rates for the US 
scheme have increased from a low of 29% in 1997 to 
around 96%. Utilisation rates for the EBA are around 
56%, probably refl ecting both the wider product cov-
erage of EBA and more stringent EU rules of origin.

Another important factor affecting the utilisation of 
the US scheme compared to that of the EU has been 
confi dence in the continuation of the GSP. The EU 
scheme has been renewed at regular ten-year inter-
vals since its inception, but the US scheme has been 
subject to breaks, notably in 1996/97 (when it was 
renewed thirteen months after it expired), but also in 
1993, 1994 and 2001/2 (a gap of eleven months).

Despite these important differences between the 
EU and US preferences, there is very little empirical 
evidence comparing the effects of the two schemes. 
A recent survey article on unilateral trade preferences 
by Ozden and Reinhardt, for example, states that “nu-
merous empirical studies have concluded that GSP 
has radically underperformed, yielding at best a mod-

6 Stefano I n a m a : Trade Preferences for LDCs: A quantitative analy-
sis of their utilisation and suggestions to improve it, available at: GTAP. 
agecon purdue.edu/resources.
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est increase in imports from benefi ciary states”.7 How-
ever, of the fi ve articles cited to support this conclusion 
only one specifi cally estimated the impact of the EU 
scheme (and found that trade creation was larger than 
trade diversion) and three of the studies concentrated 
on the US scheme. The estimated effects were also 
based on data for the 1970s or 1980s. Since then the 
schemes of the USA and particularly the EU have un-
dergone signifi cant changes (see above), multilateral 
trade negotiations have reduced the margin of tariff 
and non-tariff preferences (for example the abolition 
of the MFA) and the enlargement of the EU has pre-
sented developing countries with both increased mar-
ket opportunities in the new member states (trade 
creation) and increased competition in their traditional 
EU markets (trade diversion). EU preferences under 
the GSP must also be assessed in the context of the 
EU’s hierarchy of preferences, where unilateral prefer-
ences under the Lomé Convention and the Cotonou 
Agreement, and preferences under the bilateral Medi-
terranean Agreements (steadily replaced by free trade 
agreements from 1998 onwards), have offered higher 
levels of preferences (product coverage, depth of pref-
erences and conditions for preferential market entry) 
than under the GSP.

Two recent studies using the latest gravity model 
techniques provide evidence that the trade effects of 
the EU and the US preferences are signifi cantly differ-
ent, with the greater breadth and depth of EU prefer-
ences generating higher levels of exports, particularly 
for low income countries. 

The fi rst study by Persson and Wilhelmsson ex-
amines the effects of all of the EU’s (15) preferential 
schemes over the period 1960-2002 for a sample of 
109 developed countries (excluding Bulgaria, Roma-
nia, Turkey and major oil exporters).8 The use of time 
series allows for the control of country-pair specifi c 
factors which may vary over time (e.g. competitive-
ness) and allows for changes in a benefi ciary’s mem-
bership of the EU’s evolving schemes of preferences. 
The results indicate a hierarchy of effects, with benefi -
ciaries under the Yaoundé and Lomé Conventions (es-
pecially least developed ACP countries) experiencing 
the greatest gross trade creation effect (28% to 32% 

7 Caglar O z d e n  and Eric R e i n h a rd t : Unilateral Preference 
Programs: The Evidence, in: Simon J. E v e n e t t  and Bernard M. 
H o e k m a n  (eds.): Economic Development and Multilateral Trade Co-
operation, Basingstoke 2006, The World Bank and Palgrave Macmil-
lan, p. 199.

8 Maria P e r s s o n  and Fredrik W i l h e l m s s o n : Assessing the Ef-
fects of EU Trade Preferences for Developing Countries, in: Y. B o u r-
d e t , J. G u l l s t r a n d , K. O l o f s d o t t e r  (eds.): The European Union 
and Developing Countries: Trade, Aid and Growth in an Integrating 
World, Cheltenham 2007, Edward Elgar, pp. 29-48.

increases in exports), followed by the GSP-only least 
developed (21%), the Mediterranean countries (14%) 
and GSP-only non-least developed (4%). A further in-
teresting result was that the new member states of the 
EU reduced their imports from developing countries 
as a result of signifi cant trade diversion. This may also 
indicate that the developing countries failed to offset 
this effect by taking advantage of improved access to 
these new markets.

The second recent study by Nilsson compares the 
effects of EU (15) and US trade policies on develop-
ing country exports for the period 2001 to 2003, allow-
ing for former colonial ties.9 The results show that EU 
trade policy towards developing countries as a whole 
over this time-period produced a gross trade creation 
effect 35% higher than US trade policy, and 50% more 
for low income countries (i.e. compared to the US-
GSP and AGOA). 

Recent research has also produced evidence on the 
factors which may determine the utilisation of prefer-
ences. One obvious factor is that obtaining preference 
involves compliance costs, notably in fulfi lling the re-
quirements of rules of origin. The compliance costs 
will consist of any additional costs incurred in adapt-
ing structures of production to fulfi l the rules of origin 
(including possibly sourcing intermediate products 
from higher cost “originating” countries) and proving 
that the process and value added criteria are fulfi lled. 
If the margin of preference is less than the costs of ob-
taining preferences then there is clearly no incentive to 
request preferences. 

One approach in quantifying the effects of these 
costs is to examine the relationship between the pref-
erence margin and the utilisation rate and recent re-
search by Candau, Fontagne and Jean indicates that 
although the utilisation tends to be lower for margins 
below 3% (and to a lesser extent between 3% and 
6%) it still remains substantial (above 63%).10 This 
result is surprising since it has always been assumed 
that compliance costs were signifi cant and led to low 
utilisation rates for low margins of preference. One 
diffi culty with a direct comparison of the preference 
margin and utilisation rate is that the decision to uti-
lise preferences depends upon a number of factors 
other than simply the margin of preference, such as 
the traders’ knowledge of the scheme (under-utilisa-

9 Lars N i l s s o n : Comparative Effects of EU and US Trade Policies 
on Developing Country Exports, in: Y. B o u rd e t  et al., op. cit., pp. 
49-70.

10 Fabian C a n d a u , Lionel F o n t a g n e , Sebastien J e a n : The Uti-
lisation Rate of Preferences in the EU, 7th Global Economic Analysis 
Conference, Washington DC, 17-19 June 2004.
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tion if they are not aware of the preferences, over-utili-
sation if they underestimate compliance costs) as well 
as factors determining the costs and revenues from 
exporting to a particular market. It is therefore prefer-
able to control for these factors and allow the thresh-
old value of the preferential margin to be determined 
endogenously (rather than exogenously selecting val-
ues as in the previous study). Using this approach for 
non-LDC countries covered by Cotonou preferences 
in 2001, Manchin found a threshold value (defi ned as 
the difference between the MFN and preferential tar-
iff) of 4.5%, with an average utilisation rate of 16% for 
values below the threshold and 43% for values above 
the threshold. Once the decision had been made to 
request preferences, the magnitude of the preference 
margin does not appear to have a signifi cant effect on 
utilisation.11 This threshold is a little higher than was 
previously thought to be the case, based on the old 
EFTA scheme and, as the author points out, may be 
due to higher compliance costs for exporters in the 
ACP countries (or perhaps in most developing coun-
tries). It suggests that the 3.5% preferences margin 
(and the 20% proportional reduction in the MFN rate 
for textiles and clothing) in the EU-GSP may have been 
set too low for all but the most competitive developing 
countries.

A new area of research has been to examine wheth-
er non-reciprocal preferences not only have little 
trade-stimulating effect, but are actually detrimental to 
the growth of developing countries because they re-
duce the incentive for benefi ciary countries to engage 
in trade liberalisation. One reason for this could be that 
preferences remove the incentive for exporters in the 
benefi ciary country to lobby for a reduction in their own 
country’s trade barriers (which are essentially a tax on 
the production of exportables). To test whether there is 
a causal relationship between preferences and a more 
protectionist trade stance, Ozden and Reinhardt com-
pared the trade stance of countries removed from the 
US GSP to the trade stance of those countries prior to 
removal and all countries never removed from the US 
GSP.12 The results indicated that the greater the reli-
ance on the GSP the greater the country’s resistance 
to liberalisation. Conversely, removal from the scheme 
accelerated trade liberalisation. Since trade liberalisa-
tion may be considered to be associated with higher 
growth rates (although most observers would consider 

11 M. M a n c h i n : Preference Utilisation and Tariff Reduction in Euro-
pean Union Imports from Africa, Caribbean and Pacifi c Countries, in: 
The World Economy, Vol. 29, No. 9, 2006, pp. 1243-1266.

12 Caglar O z d e n , Eric R e i n h a rd t : The Perversity of Preferences: 
GSP and developing country trade policies, 1976-2000, in: Journal of 
Development Economics, Vol. 78, 2005, pp. 1-21.

this to be a highly conditional relationship), the con-
clusion is that unilateral preferences are detrimental to 
the growth of recipients. As the authors acknowledge, 
this result is surprising since, as we have discussed, 
most exports to the USA by GSP benefi ciaries do not 
qualify for the GSP while, as we have noted, the same 
authors have claimed that the GSP has at best pro-
duced only a modest increase in the exports of benefi -
ciaries. We would therefore expect preferential access 
to the US market to be, at best, a minor determinant 
of the trade policies of GSP benefi ciaries. Clearly be-
fore accepting such a relationship we need to be able 
to overcome the well-known problems in producing a 
reliable indicator of the trade policy stance of a coun-
try and in devising a model which identifi es the factors 
determining trade policy. For the present, this result 
may be regarded as providing an interesting hypoth-
esis for further research.

The Benefi ts and Costs of Preferences: 
A Case Study of Mauritius

 Models of trade fl ows seek to control for general 
factors which may infl uence trade fl ows so that we 
can estimate whether preferences have stimulated a 
higher level of exports than would have been the case 
without preferences. This still leaves a number of un-
answered questions based on the rationale for pref-
erences. For example, have preferences assisted the 
development of infant industries, and the creation of 
new industries? Have they fostered the creation of ex-
ternal economies of scale, learning effects, intra and 
inter-industry linkages and the development of “value-
chains”, and diversifi ed exports in forms which lead to 
a higher growth and greater stability in export earn-
ings?

In this respect, the debate over preferences resem-
bles the inconclusive debate on the effects of trade 
liberalisation and growth, and further advances in 
knowledge and understanding are more likely to come 
from models which identify the structural relationships 
through which preferences affect exports and the de-
velopment of the economy. In the absence of such 
models, case studies can provide useful insights and 
in this context, the experience of Mauritius is instruc-
tive.13

When Mauritius gained independence in 1968 it was 
a poor country wholly dependent on sugar exports 
and famously described by James Meade as a “case 
study in Malthusian economics”. Today it is a prosper-

13 Matthew M c Q u e e n : ACP Export Diversifi cation: The Case of 
Mauritius, Overseas Development Institute Working Paper 41, London 
1990.
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ous upper middle income country with a per capita 
GNI of US $4,640 (purchasing power parity $11,950), 
achieved despite an 85% increase in the population 
since 1960 (650,000 to 1.2 million). 

Preferences have played a large part in this suc-
cessful development but it is worth noting that de-
spite obtaining preferential access to its main export 
markets in the UK and France since independence 
(under Commonwealth Preferences and the Yaoundé 
Convention), the benefi cial effects of preferences only 
became signifi cant in the early 1980s. In the ten years 
after independence policies emphasised protection 
and import substitution while, as a result of a rapidly 
increasing budget defi cit, infl ation and unemployment 
rapidly increased and the balance of payments moved 
into an unmanageable defi cit. This situation was re-
versed as a result of IMF stabilisation policies’ being 
implemented during the 1980s, followed by large in-
fl ows of bilateral and multilateral aid, both to support 
the balance of payments and to modernise the infra-
structure. 

These changes in economic policy, together with po-
litical stability (Mauritius is a multiparty parliamentary 
democracy) set the necessary conditions for preferenc-
es to become effective. Signifi cant infl ows of foreign 
direct investment, initially from Hong Kong and then 
from a wide range of other countries, established an 
EPZ based very largely on clothing. A substantial pro-
portion of investment in the EPZ came, however, from 
Mauritian nationals, stimulated to a signifi cant extent 
by profi ts from the preferential export of sugar to the EU 
(largely the UK) where they benefi ted from CAP related 
prices (averaging around three times the work price). 
As a result, almost two-thirds of production in the EPZ 
was Mauritian controlled. Joint ventures and long-term 
contracts with fashion houses and large clothing chains 
in the EU crucially provided both access to a protected 
market and the transfer of knowledge and technol-
ogy. As the clothing industry grew so the complexity of 
operations of the larger enterprises increased, initially 
from simple CMT operations, but developing into the 
production of high quality clothing in the larger estab-
lishments. As the size of the industry grew so linkages 
were developed into spinning, weaving and dyeing op-
erations and into a whole range of specialist services 
such as quality control, design, marketing and distribu-
tion. Value added in the EPZ increased from 10 per cent 
of gross output in the early years of the industry to 37 
per cent for clothing and 27 per cent for the spinning, 
weaving and fi nishing of textiles in 2000. Profi ts from 
the EPZ in turn have been invested in the prosperous 
tourism industry and in the nascent fi nancial sector.

The erosion of preferences in sugar (resulting from 
EU trade liberalisation and decreases in the CAP price 
of sugar) and particularly in textiles and clothing (with 
the phasing-out of the MFA) raises, however, the im-
portant question of whether preferences created a 
false comparative advantage which has now left the 
economy vulnerable to global competition. This is 
probably the case for sugar (which cannot compete 
with world competition) but in the case of clothing a 
substantial part of the industry has moved up market 
and should be able to compete in terms of quality. The 
costs of preference erosion are, nevertheless, sub-
stantial and considered to be of the order of 8 per cent 
of GDP.

The lessons from Mauritius are that preferences can 
fulfi l their theoretical potential for a small (and vulner-
able) economy of developing infant industries and 
an infant economy. The dynamic, growth enhancing, 
gains have been substantially greater than could be 
predicted from a comparative static model which con-
centrated simply on the price advantage conveyed by 
the margin of preference. At the same time, the expe-
rience of Mauritius shows (and the modern theory of 
selective intervention indicates) that the advantages 
gained from preferences must be used to move the 
economy away from a dependence on preferences 
as rapidly as possible. In this respect, Mauritius has 
been a little slow to move from an export-led growth 
economy to an outward-orientated economy based 
on knowledge and skill intensive activities, thought it 
is diffi cult to assess the extent to which this may have 
been due to preferences.

How Secure are Non-Reciprocal Preferences?

Critics of unilateral preferences emphasise the 
uncertainty of treatment which is attached to such 
preferences. Both the EU and the USA exclude high in-
come countries (defi ned by the World Bank) from their 
schemes. The EU also temporarily excludes countries 
which are guilty of “serious and systematic violations 
of the principles laid down” in a list of international 
conventions, an example of which would be the cur-
rent exclusion of Myanmar on the grounds of human 
rights abuse. The US scheme gives the President 
wider powers both to exclude countries (see above) 
and also to waive exclusions in the national interest. 
Both countries have “competitive need” exclusions by 
country/product combination. The US scheme oper-
ates an annual data update and this leads to imports 
of particular products from certain countries being 
excluded or included in the scheme at frequent inter-
vals. Exclusions under the EU scheme are based on 
data over three consecutive years “to increase pre-



INTERNATIONAL TRADE

Intereconomics, July/August 2007212

dictability and fairness of graduation by eliminating 
the effect of large and exceptional variations in import 
statistics”. The EU scheme has also been subject to 
regular and continuous renewal since its inception and 
although the EU could, in theory, withdraw its offer it 
is clear that this would not be acceptable to the mem-
ber states. The US scheme, as we have noted, has to 
be renewed annually and this is not only a politically 
diffi cult process but has been, on a number of occa-
sions, subject to substantial delays. The combination 
of these different characteristics of the two schemes 
means that the EU scheme has a greater potential to 
produce the necessary degree of confi dence which 
traders and investors require if preferences are to as-
sist the economic development of recipients, rather 
than simply produce windfall gains.

Critics of unilateral preferences also tend to empha-
sise that the GSP may be subject to greater challenge 
under the disputes settlement procedures of the WTO 
than bilateral preferences covered under Article XXIV 
of GATT 1994.

The GSP was fi rst introduced under a GATT waiver 
to Article I in 1971 and this was given permanent le-
gal effect in 1979 by the so-called “Enabling Clause” 
(the correct title is “Differential and More Favourable 
Treatment Reciprocity and Fuller Participation of De-
veloping Countries”) as part of the Tokyo Round of 
multilateral trade negotiations. This permitted “gen-
eralised, non-reciprocal and non-discriminatory pref-
erences benefi cial to the developing countries” (as 
agreed in 1971), “not withstanding the provisions of 
Article I of the Agreement”. It is signifi cant to note that 
the Enabling Clause was enacted eight years after 
the EU scheme and three years after the US scheme 
had been in operation and therefore agreed in the full 
knowledge of the extent to which these schemes fell 
short of the general objectives of the GSP as stated in 
1971. The GSP schemes of all of the developed coun-
tries were not challenged until 2002, despite the fact 
that the restricted country and product coverage of 
the schemes might be challenged as failing the tests 
of “generalised” and “non-discriminating”, while mak-
ing preferences conditional on meeting requirements 
set by the donors might be challenged as failing the 
test of being “non-reciprocal”. The absence of chal-
lenge, while not indicating conformity with the GATT or 
the Enabling Clause, could presumably be explained 
by an acceptance by all parties that such limitations 
and conditions were the political price that had to be 
paid to enable each donor to overcome the objections 
of pressure groups within their own countries which 
were hostile to preferences.

The challenge of India in 2002 was triggered by the 
inclusion of Pakistan in the EU’s special preferences 
for particular countries for combating drug produc-
tion and traffi cking, and for the protection of labour 
rights and the environment. India claimed that this 
created “undue diffi culties” for India’s exports to the 
EU and nullifi ed or impaired the benefi ts it obtained 
under Article I.1 of GATT 1994 and paragraphs 2(a), 
3(a) and 3(c) of the Enabling Clause. The disputes 
settlement Panel found that the EU’s scheme was 
inconsistent with Article I.1 and paragraph 2(a) of 
the Enabling Clause, since the special preferences 
were not offered to all developing countries. The EU 
appealed and the Appellate Body (AB) modifi ed the 
Panel’s fi ndings with respect to the relationship be-
tween Article I.1 and the Enabling Clause and stated 
that the complaining party had not only to claim in-
consistency with Article I.1 but had also “to identify 
those provisions of the Enabling Clause with which 
the scheme is allegedly inconsistent, without bear-
ing the burden of establishing the facts necessary to 
support such inconsistency. That burden … remains 
on the responding party invoking the Ending Clause 
as a defence” (par. 115).14 Most importantly, the AB 
also rejected the Panel’s fi nding that the phrase “non-
discriminatory” meant that the GSP had to apply 
equally to all developing countries. In drawing this 
conclusion the AB emphasised that paragraph 3(c) of 
the Enabling Clause states that preferences “shall … 
be designed and, if necessary, modifi ed to respond 
positively to the development, fi nancial and trade 
needs of developing countries”. They concluded that 
the absence of an explicit requirement to respond 
to the needs of “all” developing countries suggests 
that the provision imposed no obligation to respond 
to the needs of developing countries collectively. 
Furthermore, 3(c) states that preferences may need 
to be “modifi ed” in order “to respond positively” to 
the needs of developing countries. Also, the purpose 
of special and differential treatment is to foster the 
economic development of developing countries and 
“it is simply unrealistic to assume that such develop-
ment will be in lockstep for all developing countries 
at once, now and for the future” (paragraph 160). In 
reaching these conclusions, particularly regarding the 
importance of the absence of “all” developing coun-
tries in 3(c), it seems likely that the AB regarded this 
omission in 1979 as deliberate since the schemes 
already differentiated between developing countries 
both explicitly (competitive need criteria, and level of 

14 Report of the Appellate Body: European Communities - Conditions 
for the Granting of Tariff Preferences to Developing Countries, Geneva 
2004, WTO.
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per capita GDP) and implicitly (in product coverage). 
The AB, however, was also clear that the purpose of 
the Enabling Clause was to avoid a return to special 
preferences favouring selected developing countries 
and that “the existence of a ‘development, fi nancial 
[or] trade need’ must be assessed to an objective 
standard” (paragraph 163). Also, that “paragraph 3(a) 
requires that any positive response of a preference-
granting country to the varying needs of developing 
countries not impose unjustifi able burdens on other 
Members” (the actual phraseology of 3(a) of the Ena-
bling Clause is “not raise barriers to or create undue 
diffi culties for the trade of other contracting parties”). 
The AB found that the EU failed to prove that the Drug 
Arrangements were available to all GSP benefi ciaries 
that were similarly affected by the drug problem and 
that there was no mechanism under which additional 
benefi ciaries could be added to the list of benefi ciar-
ies, in contrast to the arrangements for the protection 
of labour rights and the environment. The AB report 
and the modifi ed Panel reports were accepted by the 
WTO member states in 2004 and the EU amended its 
Special Incentive Arrangements and specifi ed gener-
al qualifying criteria which could apply to any “vulner-
able” developing country.

The AB ruling represents a substantial strengthen-
ing and clarifi cation of the legal bases of the GSP. It 
also provides a good illustration of how the WTO op-
erates as a “rules-based” and “member-driven” (i.e. 
political) organisation. In rejecting the Panel’s neutral 
interpretation of “discrimination” as “making a dis-
tinction”, in favour of a narrower negative meaning 
of “being unjust”, the AB refl ected the political reality 
of how preferences have operated since their incep-
tion, while at the same time making it clear that a re-
turn to preferences for a particular group of countries 
selected by the donor (such as Lomé/Cotonou) would 
be unacceptable. This still leaves open the possibility 
of challenge on a range of other issues such as what 
constitutes “development, fi nancial and trade needs 
of developing countries” and whether donors should 
be free to unilaterally determine the criteria for this; 
whether donors can freely select additional qualifying 
conditions for countries qualifying under the criteria 
of “need”; whether donors should be free to select 
the “graduation” criteria (i.e. removal of preferences) 
for countries and country/product combinations. It is 
worth repeating that the challenge from India has been 
the one and only challenge on the GSP scheme of any 
country, and may well have refl ected its general po-
litical relations with Pakistan rather than any specifi c 
issues concerning the GSP. On the other hand large 

developing countries such as India, China and Brazil 
have become much more active in pursuing their trade 
interests in the WTO and it is precisely these countries 
against which the EU’s preferences (both unilateral 
and bilateral under FTAs) largely discriminate. It there-
fore seems increasingly important to increase confi -
dence in the schemes by bringing them more closely 
within the institutional arrangements of the WTO, for 
example under arrangements similar to the scrutiny 
arrangements for free trade areas and customs unions 
covered by Article XXIV; but with more effective proce-
dures, such as those available to the Disputes Settle-
ment Board.

Changes to the Rules of Origin

One of the most important reasons given in the liter-
ature for the underutilisation of EU preferences are the 
rules of origin, since they impose the additional costs 
of demonstrating compliance with the rules of origin 
and any additional costs associated with changes to 
the sourcing of inputs, production processes and in-
vestment decisions. Rules of origin are fundamental to 
any system of preferences to ensure that benefi ciar-
ies, rather than non-benefi ciaries, obtain preferential 
access (trade defl ection). The EU’s rules of origin are 
based on changes of tariff heading, domestic value 
added (mostly 60%) to imports of non-originating in-
termediate products, specifi c process requirements, 
the use of wholly obtained inputs into production, 
and frequently a combination of these requirements.15 
Since the inception of EU preferences, they have 
been criticised as requiring unrealistically high lev-
els of working or processing in most benefi ciaries, 
particularly in developing countries lacking vertically 
integrated structures of production. They have also 
become increasingly outdated in a world of globalised 
production and generate signifi cant transactions costs 
of compliance for exporters. Evidence has also been 
produced that the rules of origin are most restrictive 
on “sensitive” goods, precisely the ones in which de-
veloping countries, particularly low income countries, 
have a comparative advantage.16

In a major change of policy, the Commission has 
proposed a radical strategy to simplify the rules of ori-
gin and to reform fundamentally the basic conditions 
for qualifying production processes so that they cor-
respond “to the real production and export capacity 
of the benefi ciary countries, in particular for the least 

15 Matthew M c Q u e e n : EU Preferential Market … , op. cit., pp.107-
108.

16 Matthew M c Q u e e n : Lomé and the Protective Effect of Rules of 
Origin, in: Journal of World Trade Law, Vol. 16, No. 2, 1982, pp. 119-
132.
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developed and smallest countries”.17 To meet these 
objectives the Commission proposes replacing the 
current complex criteria with a minimum (or thresh-
old) level of value added in the benefi ciary country (or 
region, in cases where the EU recognises a coherent 
regional group or zone) expressed as a percentage of 
the net production cost of the fi nal product. To avoid 
trade defl ection in sectors such as agriculture, fi sh-
eries or textiles, the Commission envisages the pos-
sible need to supplement the value added criterion 
with “additional conditions or criteria supporting ac-
tual development”.18 It is also proposed to revise the 
“nationality” criteria for fi shing vessels to one based 
on “the fl ag, registration and simplifi ed yet adequate 
conditions regarding property, the crew conditions be-
ing removed” (the latter refers to the condition that at 
least half the crew are nationals of the EU or the ben-
efi ciary country).19 It is envisaged that the revised rules 
of origin would be fi rst applied to the GSP, then to the 
Economic Partnership Agreements (EPAs) which are 
scheduled to commence with six regional groups of 
ACP countries on 1 January 2008, and progressively 
extended to existing FTAs.

Establishing a threshold level, or levels, of value 
added which meet the development objectives of the 
reforms but also prevent trade defl ection will not be 
easy. In addition, it should be recalled that the EU has, 
in the past, defended the high implicit or explicit value 
added in the existing rules of origin on the grounds that 
it encouraged deeper levels of industrial development. 
These issues are explored in a recent report by the 
Overseas Development Institute (ODI) which provides 
benchmarks against which the Commission’s future 
proposals may be assessed.20 The study concentrated 
on narrow manufactured and processed primary prod-
ucts, since 95% of these items are exported by low or 
lower middle income countries. Eighty products (de-
fi ned at the HS4 digit level) were exported to the EU 
by at least two low income countries with a value of at 
least €5 million. This list of products were then matched 
to the ISIC Rev.3 industrial classifi cation system to 
produce data on the share of output contributed by la-
bour and operating surplus for 29 countries at different 

17 Commission of the European Communities: Communication from 
the Commission to the Council, the European Parliament and the Eu-
ropean Economic and Social Committee. The Rules of Origin in Pref-
erential Trade Arrangements: orientations for the future, Com (2005) 
100 fi nal. Brussels, 16.3.2005.

18 Ibid., p. 9.

19 Ibid.

20 Christopher S t e v e n s , Michael G a s i o re k , Jedrzej C h w i e j c -
z a k , Jane K e n n a n : Creating Development Friendly Rules of Origin 
in the EU, London 2006, Overseas Development Institute.

levels of development (corresponding to the Commis-
sion’s proposal to calculate value added as a percent-
age of the net production costs of the fi nal product). 
Value added varied by sector as expected, but the vari-
ation between countries for any given sector was much 
greater (ranging from 27% to 76%). This clearly creates 
diffi culties for the establishment of a threshold level of 
value added. These diffi culties are compounded by the 
fact that these variations in levels of value added are 
not well correlated with levels of per capita GNI. As a 
result, different threshold levels cannot be established 
for different levels of economic development without 
setting them unnecessarily low for some countries and 
too high for others. This applies not only to low income 
countries compared to low-middle income countries, 
but also to the least developed countries, where the 
study concludes “that there is no evidence from the da-
ta available of any distinguishing characteristic of LDCs 
that sets them apart from other countries”.21 Interest-
ingly, the data indicates that although harmonising EU 
rules with those of the USA would decrease transac-
tions costs for exporters, a threshold value added of 
35% is probably too high for most industrial sectors in 
low and low-middle income countries. It would there-
fore appear that the new EU rules would need to be 
set at 20% to 30% for roughly half the product groups 
and 31% to 40% for the remainder, with lower levels 
for small (in terms of GDP) low income countries and 
for a small number of product groups. Setting a value 
added rule in place of the normal change of (four digit) 
tariff heading (CTH) or process criteria of the current 
rules would also potentially create signifi cant uncer-
tainty since we do not know, for any given sector, what 
equivalent value added is implied in the existing rules.

A change to a value added criterion may remove 
constraints on exporting to the EU in some, and per-
haps most, sectors but create them in others. Again, 
this is an argument for setting the criteria at the mini-
mum level required to avoid trade defl ection, rather 
than at a higher level which seeks to stimulate higher 
levels of domestic value added in benefi ciaries as a 
development objective. 

This conclusion is reinforced by the second part 
of the study which demonstrates that any move from 
non-constraining to constraining rules of origin would 
decrease total output in every country and for every 
sector since the increase in the production of interme-
diary products would be more than offset by the fall in 
the output of fi nal goods.22 The decline in total output 

21 Ibid., p. 27.

22 Ibid., p. 8.
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would be greater if exporters in the developing country 
fulfi l constraining rules of origin by sourcing intermedi-
ate products from the EU (under the “donor country 
content” rule) rather than from domestic fi rms. Using 
the rules of origin to force fi rms to obtain intermedi-
ate products from a source from which they would not 
otherwise purchase them also undermines the funda-
mental objective of preferences which, as previously 
emphasised, is to enable infant industries to expand 
output and enter world markets, where costs of pro-
duction and the quality of the product must be at least 
comparable to that of competitors.

The restrictive effect of rules of origin may be re-
duced by allowing countries to import intermediate 
products from another country and to allow these 
inputs to count as “originating” (i.e. rather than “non-
originating”) products. This rule is known as “cumu-
lation” of origin. As we have noted, most preferential 
schemes allow benefi ciaries to count imports from the 
donor country (in this case the EU) as originating prod-
ucts (bilateral, or donor country, cumulation) but if the 
developing country would not otherwise have sourced 
its imports from the donor country, then this is simply 
trade diversion, raising costs of production in the de-
veloping country. The EU also allows regional cumula-
tion of origin between members of recognised regional 
arrangements and in the case of unilateral preferences 
this currently applies to the ACP, ASEAN, SAARC and 
the merged Andean Community and Central American 
Common Market. It is important, however, to distin-
guish between “diagonal cumulation” (which applies 
in the EU’s GSP) where imports from a regional part-
ner have to qualify as originating products, and “full 
cumulation” (which applies in the Cotonou Agreement 
since the ACP countries are legally designated as one 
territory) where originating status can be accumulated 
on a regional basis. Since the latter does not require 
suffi cient working or processing in each of the regional 
partners, it clearly has a greater potential for encour-
aging the regional integration of production. There is, 
however, little evidence that cumulation of origin is 
signifi cant in reducing the restrictive effect of rules of 
origin and by introducing an artifi cial constraint on the 
sourcing of intermediate products it is just as likely to 
result in trade diversion costs, if it has any effect at 
all. The primary objective of preferences is to assist 
developing countries, particularly small developing 
countries, to diversify their economies, become less 
vulnerable to exogenous shocks, and to participate 
more fully in world trade and production. To achieve 
these objectives it is essential that they have the maxi-
mum fl exibility, compatible with avoiding trade de-

fl ection, in sourcing inputs so that they can develop 
sectors of production which are competitive in world 
markets. This argues for standard rules of origin to be 
applied across all of the EU’s preferential schemes 
(both unilateral preferences and bilateral FTAs) and to 
combine this with full cumulation of origin across all 
benefi ciaries.

In order to reduce the transactions costs of obtain-
ing preferences and increase access to preferential 
treatment the Commission has proposed changing 
the existing system for presenting proof of origin. At 
present this is based on a certifi cate which is signed by 
the exporter and certifi ed by the competent authority 
in the developing country. The proposal is to change 
this to a system of prior registration, by the authori-
ties of the benefi ciary country, of exporters who would 
self-certify their own exports. A potential problem with 
this system, however, is that any failure in procedures 
would result in EU importers’ paying the full MFN duty 
and if they perceive that the new system increases 
the risk of this occurring then this risk premium can 
be expected to be built into contracts with suppliers 
in benefi ciary countries, resulting in a smaller propor-
tion of the tariff preference accruing in the develop-
ing countries. In theory, EU importers could negotiate 
contracts which shifted this risk to the exporters in the 
benefi ciary country, but in practice there is likely to be 
uncertainty regarding the enforcement of such con-
tracts. One solution to this dilemma could be to oper-
ate a dual system offering the old and new procedures 
at least until confi dence in the new system had been 
established.

Further Improvements to Unilateral Preferences

The EU’s non-reciprocal preferences with the ACP 
countries under the Cotonou Agreement are at present 
covered by a WTO waiver. This expires at the end of 
2007 and the EU is seeking to replace these prefer-
ences with WTO compatible free trade agreements 
(Economic Partnership Agreements) with six regional 
groupings of ACP countries. The negotiation of these 
agreements has, however, proved to be highly conten-
tious. Simulations of possible static welfare effects 
have indicated small positive effects, or in some cases 
small negative effects and in all cases smaller gains 
than from multilateral trade liberalisation.23 In addition, 
these estimates do not take into account adjustment 
costs and the loss of government revenue from import 
duties. They also assume that the whole of the reduc-
tion in tariffs is passed on to consumers in the form 

23 Massimiliano C a l i , Dirk Wilem de Ve l d e : The Potential Effects 
of Economic Partnership Agreements: What the Quantitative Models 
Say, London 2006, Overseas Development Institute.



INTERNATIONAL TRADE

Intereconomics, July/August 2007216

of lower prices whereas, in practice, the reverse pref-
erences given to EU exporters by the EPAs are likely 
to result in a rise in import prices. It is possible that 
the ACP countries may only have to liberalise around 
80% of their imports from the EU and this would en-
able them to minimise the effects on government rev-
enues and sensitive local industries. Maintaining high 
tariff items while abolishing duties on low tariff items, 
however, would increase the degree of effective pro-
tection of these items and further distort the allocation 
of domestic resources. Further diffi culties have arisen 
over the EU insistence on including the liberalisation of 
services and three of the “Singapore issues” (competi-
tion policy, investment and government procurement) 
in the negotiations, which the developing countries 
had excluded from the Doha Round, while insisting 
that aid for adjustment assistance is not part of the 
negotiations. The four regional groupings in sub-Saha-
ran Africa also cut across existing regional groupings, 
particularly in Southern and Eastern Africa, while 40 of 
the 78 signatories of the Cotonou Agreement are least 
developed countries qualifying for EBA and therefore 
already have guaranteed quota and duty-free access 
to the EU. As a result, the EPAs have proved very dif-
fi cult to negotiate and all but the negotiations with 
the Caribbean countries are well behind schedule for 
completion by the end of 2007. Failure to complete the 
negotiations by this date will mean that the ACP coun-
tries will only be able to retain their existing preferenc-
es if the EU persuades the member states of the WTO 
to grant another waiver for Cotonou preferences.

The Cotonou Agreement does include a commit-
ment to examine all possible alternatives to EPAs which 
provide equivalent preferences and which would be in 
conformity with the WTO rules (Article 37.6). The most 
obvious alternative is to align the GSP+ (not available 
at the start of the negotiations of the EPAs) with those 
in the Cotonou Agreement, since all of the non-least 
developed ACP countries are eligible for these prefer-
ences providing they agree to the conditions covering 
the ratifi cation of the regional international conven-
tions. Research by Perez indicates that switching from 
Cotonou preferences to the GSP would be less costly 
for most ACP countries than adopting EPAs, while 
simulation of a Cotonou equivalent GSP indicates that 
this would be the optimum choice for ACP countries.24

Cotonou equivalence needs, however, to be defi ned 
with care since the product coverage of a new trade 
agreement will determine its effects on particular ACP 

24 Roman P e re z : Are the Economic Partnership Agreements a First-
best Optimum for the African, Caribbean and Pacifi c Countries, in: 
Journal of World Trade, Vol. 40, No. 6, 2006, pp. 999-1019.

countries. Careful analysis of this requirement by Ste-
vens and Kennan indicates that the required additions 
to the GSP+ would be small.25 Preferences for beef, 
sugar and bananas are signifi cant for particular ACP 
countries. Six ACP countries have signifi cant conces-
sions for beef exports within country-specifi c tariff 
quotas but in practice have been unable to fully utilise 
their quotas because of both supply problems and dif-
fi culties in meeting stringent EU veterinary and public 
health checks. Sugar quotas are allocated to 16 ACP 
countries under a separate Protocol to the Cotonou 
Agreement and are of particular signifi cance to Mau-
ritius, Fiji, Guyana, Jamaica and Swaziland. The legal 
status of this Protocol is, however, uncertain as the EU 
contests whether it is of “indefi nite duration”, while in 
the absence of a waiver it could, almost certainly, be 
challenged in the WTO. The value of this preference 
has also been substantially reduced by the reduc-
tion in the CAP price (which has been combined with 
a switch to direct subsidies to EU farmers) to a level 
which makes future production for high cost ACP pro-
ducers problematic. Preferences (within a tariff quota) 
for banana producers in W. Africa and the Caribbean 
have been subject to repeated challenges in the WTO 
from the US and Latin American producers (so called 
“$ bananas”) and the current specifi c duty on these 
producers has again been subject to further challenge 
in the WTO, yet without high levels of protection most 
of these ACP producers could not compete against “$ 
bananas” in the EU market. The future for these prod-
ucts is therefore complex but problematic and remov-
ing these products together with products where the 
margin of preference is very small (ad valorem tariffs of 
2% or less, or €2 per 1,000 Kg. or less specifi c duties) 
reduces the list of non-GSP+ products to a total of 
13 items. Extending the GSP+ to this list of additional 
products may still be contentious but is does indicate 
that the required change would be marginal. There are, 
however, other important differences between Cot-
onou and GSP+ preferences. First, Cotonou provides 
duty-free access to the EU market unless otherwise 
stated (positive list) whereas the GSP+ only provides 
preferential access for the products listed (negative 
list). Clearly the former has a potentially greater capac-
ity to stimulate trade than the latter. Second, Cotonou 
is a negotiated agreement between the EU and the 
ACP whereas the GSP is a unilateral offer. Third, the 
Cotonou rules of origin allow full cumulation between 
the parties to the agreement whereas the GSP+ only 
allows limited diagonal cumulation. The past perform-

25 Christopher S t e v e n s , Jane K e n n a n : GSP Reform: a longer-term 
strategy (with special reference to the ACP), Sussex 2005, Institute of 
Development Studies.
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ance of the ACP states suggests that these constraints 
are unlikely to be binding, but that may not necessar-
ily hold for the future. The GSP+ could therefore be 
enhanced by incorporating these characteristics of a 
negative list for eligible products, full cumulation of or-
igin, and periodic consultation with eligible countries. 
These measures, together with stronger incorporation 
into the framework and procedures of the WTO (out-
lined previously) would increase the effectiveness and 
security of non-reciprocal preferences. They would 
also enable the EU to offer a GSP+ which provided a 
realistic alternative to EPAs for non-least developed 
ACP countries which did not wish to conclude a free 
trade agreement with the EU.

Preferences can only stimulate exports where the 
governments of the benefi ciary countries provide a 
domestic economic environment that is conducive to 
increasing output, in particular a supportive physical 
and institutional infrastructure (notably minimal “red 
tape” and a legal system which supports enforce-
able contracts) and the ability to obtain intermediate 
products, used in production, at world prices. Even 
this environment may not be suffi cient to enable small 
and medium sized enterprises (SMEs) to benefi t from 
preferences each directly as exporters, or indirectly as 
suppliers to larger enterprises who export to the EU. 
The support of aid donors for the private sector in re-
cent years has tended to concentrate on support for 
microenterprise as a means of helping to achieve the 
Millennium Development Goals, especially in sub-Sa-
haran Africa where performance has been falling well 
below targets set for 2015. As a consequence, support 
for SMEs has tended to be neglected. The Cotonou 
Agreement extended the Lomé convention range of 
objectives for support for the private sector in the ACP 
countries channelled, in particular, through the Cen-
tre for Development of Enterprises and the European 
Investment Bank. These objectives are almost totally 
comprehensive, covering the “four pillars” of: the busi-
ness environment, economic infrastructure, support in-
stitutions, and direct assistance to enterprises. These 
objectives, however, bear little relationship to the very 
limited resources of these two institutions, and do not 
specify the ways in which EU aid is complementary to 
the development assistance of the EU member states 
and international institutions such as the World Bank. 
There is therefore a strong case for these two institu-
tions, and particularly the EIB, to reduce the scope 
of these activities and to target the last of these four 
pillars, concentrating their direct fi nancial, technical 
and commercial assistance on enabling enterprises to 
benefi t from the EU’s trade preferences. This support, 

organised through regional offi ces, could build on the 
existing forms of involvement including identifying 
market opportunities offered by preferences, identify-
ing competitive sources of intermediate products to 
fulfi l rules of origin, assistance with overcoming prob-
lems in production and in achieving quality standards 
in the EU market, advice on fi nancial controls and the 
negotiation of contracts, organising and controlling 
shipment, and meeting administrative requirements. 
Widening this support to include all countries covered 
by the GSP+ would further enhance the effectiveness 
of EU non-reciprocal preferences.

Conclusions

The standard analysis of the potential gains from 
unilateral trade preferences envisages a once and for 
all gain to the benefi ciaries. This, however, ignores the 
potential growth-enhancing gains from preferences, 
especially for small economies. Recent theoretical re-
search indicates that just one source of these dynamic 
gains, “learning by doing” externalities, produces, at 
the margin, greater welfare gains than an amount of 
aid equivalent to the tariff revenue forgone by the do-
nor country.

The potential gains from preferences depend cru-
cially on the terms and conditions of the offer, and a 
suffi cient degree of predictability of preferential treat-
ment to persuade traders and investors to increase the 
total volume of exports, rather than simply substitute 
existing production between alternative markets. Em-
pirical studies have largely drawn conclusions about 
unilateral preferences based on the US scheme and 
have failed to take adequate account of the greater 
breadth and predictability of the EU schemes (de-
spite its greater importance to developing countries) 
and have therefore tended to underestimate the trade 
stimulating effect of preferences. This view is strongly 
supported by recent empirical evidence both on the 
EU schemes and in a comparison of the EU and US 
schemes. 

Research on preferences has also largely concen-
trated on trade effects and there is very little evidence 
regarding the potentially more important dynamic ef-
fects. Evidence for Mauritius suggests that prefer ences 
can act as a catalyst for the economic development 
of a small economy where the economic environment 
is conducive to the development of the private sector, 
though they may also, to some degree, have created a 
“false” comparative advantage and slowed necessary 
reforms in trade policy. Further research is needed 
to identify the structural relationships through which 
preferences affect exports and the general economic 
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development of benefi ciaries, particularly in small 
economies.

The EU has, in recent years, pursued a policy of 
improving the breadth and depth of unilateral prefer-
ences, while targeting them on those countries which 
could particularly benefi t from preferences as a means 
of integrating them more fully into the world economy. 
Analysis of the recent WTO Appellate Body ruling on 
the EU’s special preferences for particular GSP ben-
efi ciaries indicates that there is now a strong legal 
basis for such preferences (as secure from success-
ful challenge as preferences under the EU’s existing 
FTAs with developing countries). The previous view 
that unilateral preferences have to be offered equally 
to all developing countries can now be rejected, pro-
vided such preferences are based on objective (open) 
criteria identifying developing countries with particular 
needs. In conformity with this ruling the EU has intro-
duced the GSP+ and this in turn opens up the pos-
sibility of making relatively minor improvements to the 
product coverage of the GSP+ which could provide an 
effective alternative to the EPAs.

The Commission’s proposed changes to value 
added criteria for the rules of origin could substantially 
improve the effectiveness of preferences, but research 
indicates that achieving this objective will not be easy 

because the optimal threshold values vary according 
to the sector of production, the size of the economy 
and the level of development. This suggest that values 
need to concentrate on the minimum required to avoid 
trade defl ection and not try and set them at higher lev-
els to encourage increased domestic value added in 
benefi ciaries. 

The effectiveness of preferences could be further 
enhanced by greater coordination between EU prefer-
ences and Community aid to enterprises in vulnerable 
and low income countries so as to increase their ca-
pacity to benefi t from preferences, particularly in agri-
cultural, horticultural, and processed products.

Globalisation threatens to produce substantial gains 
for the larger and more economically advanced coun-
tries, but at the expense of marginalising small, vul-
nerable, and low income countries. Preferences offer 
an effective policy instrument to assist such countries. 
The effects of bilateral preferences under the EU’s 
FTAs with developing countries are, however, conten-
tious and an enhanced GSP+ offers an important alter-
native source of non-reciprocal preferential access to 
the EU market, while at the same time enabling these 
countries to pursue their own non-discriminatory trade 
policies.


