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Abstract

The small island economies of the Caribbean Basin are presently engaged in negotiations with the
European Unien over the successor agreement to the Lomé IV Convention which grants non-
reciprocal preferential access to the Furopean market for exports of African, Caribbean and
Pacific countries. Preliminary discussions have suggested the establishment of a Free Trade Area
{FTA) betwesn CARIFORUM group of countries and the Eurcpean Union, eliminating tariff and
non-tariff barriers. This paper utilizes the Almost Ideal Demand System {AIDS) to compute
import elasticities for SITC product groups in selected Caribbean economies. These elasticities
alang with proposed average tariff reductions are utilized to forecast the potential revenue gain or
loss resulting from the establishment of a FTA. The preliminary results indicate that the smailer
economics of the Caribbean Basin would suffer greater fiseal revenue loss from the establishment
of a FTA.
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INTRODUCTION

In November 1996, the European Union circulated its “Green Paper” (see European
Commission 1996) which recommended a major alteration in its approach to cooperation
with the African, Caribbean and Pacific (ACP) countries under the existing Lomé IV
Convention.. This convention was signed on December 15" 1989 with a view to
extending co-operation between the European Union (EU) and the ACP states in a

number of areas including human rights, aid, industrial development and frade.

Since the Lomé convention was signed in 1989, the global economy has undergone
profound change. The conclusion of the Uruguay Round at Marrakesh, Morroco on April
15, 1994 has ushered in a process of full scale liberalisation of trade in both goods and
services. Moreover, the provisions of the present Lomé convention which apply for a ten
year period will expire on February 29, 2000. As a result, a successor agreement to the
current Lomé arrangement is being actively discussed between the European Union and

members of the ACP group (including CARICOMM.

One of the major policy issues which has surfaced in the discussions on a successor
agreement to the present convention is the potion of reciprocity and its implications for
the establishment of a Free Trade Agreement? between the countries of the CARICOM
basin and the Ewopean Union, Of concem to some CARICOM governments is the
potential loss of tariff revenues which may result from the establishment of a two-way

preferential agreement between Europe and CARICOM.

This paper seeks specifically to analyse the potential impact of a reduction in import
taxes from the formation of an FTA between the EU and CARICOM on the revenues of

selected member couniries of CARICOM. Section 1 discusses the concept of a Fres

' This refers to the Caribbsan community which consist of Antigua and Barbuda, the Bahamas, Barbados,
Belize, Dominica, Grenada, Guyana, Jamaica, Montserrat, St. Kins and Nevis, St. Lucia, St, Vincent and
the Grenadines, Trinidad and Tobago and Suriname.

? The European Commission’s propasal for a Regional Parmership Agreement is essentially a preposal for
a Free Trade Area.
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Trade Area (FTA) and explores the link between tariff liberalisation and the fiscal impact
of trade taxes drawing from the contributions of Bhagwati and Panagariya (1996) and
Greenaway and Milner (1991, 1993a, 1993b). Section 2 of the study presents empirical
facts on the degree of dependence of the various member states of CARICOM on
revenues from trade taxes. In Section 3, the Almost ideal demand system of Deaton and
Muellbauer (1980) is utilised to estimate import share equations (inclusive and exclusive
of tariffs) for trade with Europe and NAFTA. These import shares provide base
estimates for the computation of import expenditures as well as trade taxes under two
regimes, namely a Pre-FTA regime and a Post-FTA regime (Section 4). In the final
section of the paper, some tentative conclusions are drawn about the fiscal implications of
trade taxes. This section also provides a glimpse of some of our ambitions for the

extension of this study.

SECTION 1: Free Trade Area between Europe and CARICOM

The notion of reciprocity which has been introduced into the curent negotiations
between the European Union and the ACP countries represents a de facte attempt at
establishing a twg-way preferentiaf trading arrangement between Europe and members

of the ACP group (including CARICOM). Indeed, proposals have also surfaced for a

series of FTAs between the European Union and various constituent elements of the ACP
group. The proposed FTA between CARICOM and the European Union is one of these

proposals.

Indeed, the proposed FTA between CARICOM and the European Union is seen in many
quarters as a vizble means around the one way preferences which were established by the
various Lomé accords and which are now in violation of several of the core priaciples
enshrined in the Marrakesh Agreement, This preferential agreement (FTA) requires the
elimination of trade barriers between the CARICOM region and the European Union with
each partner maintaining separate trade barriers against the rest of the world. Orthodox

vineran integration analysis (See Viner (1930)) requires a comparison of the trade



creating gaing with the magnitude of the trade creating losses before the overall net

impact on a couniry’'s welfare could be determined.

The traditional vinerian apparatus assumes that the FTA will be beneficial if imports
from the European Union displace higher-cost local production in the CARICOM region
and lead, in the final analysis, to a reduction in domestic prices. This will provide
consumers in CARICOM with the advantage of being able to consume more
commaodities at a cheaper price. Alternatively, if the FTA allows the supplies from
Europe to displace cheaper imports from the rest of the world and, in particular, from the
United States of America, then trade diversion will result since the CARIFORUM region
will have to expend more of its resources on expensive imports from the partner country

(European Union).

A proper demonstration of the vinerian concepts of trade creation requires a comparison

of the production cost in each member country of the CARIFORUM region with the

export price for the commodity charged by the European Union. If the price in the

European Union is lower than that in the CARIFORUM region then there is considerable
scope for trade creation provided that the demand for imports from the European Union
remains relatively inelastic. Obviously, the magnitude of the trade creation effects will
depend on the extent to which imports from Europe are close or perfect substitutes for
domestic production in the CARIFORUM region. In the case of trade diversion, one
really needs to be able to verify that the cost of producing the commadity in Europe is
likely to exceed the cost of producing the commeodity in the rest of the world, ie. the
United States of America. Even if the cost of producing the commodities were the same
in both Europe and the United States of America, it is likely that the inclusion of
transportation costs would most certainly make the goods emanating from the United

States of America cheaper than those emanating from the European Union,

Several weaknesses have surfaced in the vinerian theoretical apparatus. One of the more
important ones concerns the assessment of the distributional considerations which arise

from preferential integration schemes. In the context of CARICOM, the issue of the
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likely distribution of gains between the European Union and the member states of
CARICOM is of some significance. In criticising the first wave of theorising on
economic integration, Bhagwati and Panagariya (1996, 1998) have argued that if the
effect on a member country’s welfare is to be properly analysed then some attention
ought to be devoted to examining the the question of the transfer of revenues between
members of an FTA following the abolition of tariffs. These authors have opined that
the loss of tariff revenues on inter-member trade can outweigh the net gains that are
usually identified in the Harberger-Johnson triangles® and thus result in an overall welfare
loss. In short, the distributional considerations involved in a preferential trading
arrangement can erase much of the static welfare gains that are identified using the
vinerian apparatus. Thus unless issues rzlating to distribution of the gains under a Free
Trade Agreement are carefully understood and considered then the existing orthodoxy for
evaluating the effects of integration may offer no useful conclusions for FTAs which

involve the small island territories of the Caribbean region.

““One critical distributional issue which arises in any FTA concems the fiscal impact of
tariff liberalisation. In the context of this study, the relevant question that arises is the
following: What is the likelv impact of a reduction in tariffs on the fiscal revenues of the
small island economies of the CARICOM region following the establishment of an FTA
berween the European Union and CARICOAM?

Yagei et al (1985) have noted that a reduction in tarifi’s tends, ceteris paribus, to reduce
government reverues and to increase the quantum of imports. This situation eventually
worsens the budgetary position as well as the balance of payments of the respective
member states. Greenaway and Milner (1991, 1993) have argued that that a reduction in
the average tariff rate need not lead automatically to a loss in tariff revenues. The precise
impact on the revenues of the member state will depend on (o) the number of tariff line
items that are above and below the maximum revenue tariff, (b) the level of the initial

tari_'[fs, {c) the nature of the tariff rate changes, (d} the share of those imports subject to

? These triangles are the building blocks for the estimation of vinerian trade creation gains [See Nicholls
(1998) for a detailed discussion).



high tariffs in total imports and (g) the own and cross price elasticities of import

demand.

Moreover, countries that are highly dependent on frade taxes as a source of revenue are
likely to be more affected by the reduction in tariffs than countres that are not so
dependent. On this latier score of dependence, at least two studies in the Caribbean
region have cautioned about the likely impact of tariff reduction on the fiscal revenues of

the smaller terzitories of the Eastern Caribbean region.*

SECTION 2: Stylised Facts about the Relationship between Trade Taxes and
Government Revenue

Fiscal Dependence of CARICOM on Trade Taxes ’

The extent to which the FTA will impact on the revenues of any of the member states of
CARICOM depends partly on the level of dependence of the given member country on
trade taxes. Greenaway and Milner {1991, 1993) suggest that the level of dependence on
trade taxes can be measured by the ratio of revenues collected from international trade
to total current tax revenue. In addition, the level of dependence can also be guaged
from two additional ratios, namely, (i) the ratio of import taxes to total current revenue

and (ii) the ratio of import taxes to Gross Domestic Product.

Tahle A1 presents computations of these ratios for the most recent year (1997) as well as
an average for the period 1997-1997. To permit more effective comparisons, an attempt
was also made to classify each CARICOM member state by the degree of its
dependence (DDT) on taxes as a source of government revenue. For the purpose of this
study, the following three categories of dependence were utilized: tow dependence
(0<DDT<0.15), moderate dependence (0.15<DDT<0.3) and high dependence
(0.3<DDT<1).

* See Boumne, Nicholls and Ferguson (1999) and Stevens {1998).
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An analysis of the data in Appendix Table 7?7 indicates that among the CARICOM
countries, revenue from taxes on imports ranged between 7.3 and 66.6 per cent of total
tax revenue in 1997 and between 6.2 and 57.2 per cent of total current revenue. On
average, the CARICOM region was moderately dependent on import tax revenues as a
source of total tax revenue (26.9 per cent) and of current revenue (23.8 per cent). A
closer examination of the data however indicates that eight of the twelve CARICOM
countries under study, primanly those belonging to the OECS group, were highly

dependent on revenue from taxes on imports as a source of total tax revenue in 1997.

Specifically, Antigua and Barbuda, The Bahamas, Dominica, Grenada, Montserrat, St.
Kitts and Nevis, St. Lucia and St. Vincent and the Grenadines derived 57.2 per cent, 43.5
per cent, 46 per cent, 58.3 per cent, 42.5 per cent, 39.3 per cent, 51.6 per cent and 42.2
per cent of current revenue, respectively from taxes on imports, In contrast, the table
illustrates that the more developed countries of CARTCOM were least dependent on taxes
from imports. In 1997, the degree of dependence of Barbados, Guyana and Trinidad and
Tobago measured 9 per cent, 11.7 per cent and 7.5 per cent, respectively of total tax
revenue and 8.8 per cent, 10.9 per cent and 6.2 per cent of current revenue, respectively.
Among the MDCs, Jamaica was the most dependent on taxes from imports, with import
duties accounting for 27 per cent and 24 per cent, respectively of government tax revenus

and current revenue,

Although the evolution of revenue from taxes on international rade varied significantly
from individeal country to country, the contribution of import taxes to govemment
revenue for the CARICOM region as a2 whole, has increased steadily over the period
under study. Appendix Table Al and the accompanying graphs in Figure | illustrate in
detail the evolution of revenue from taxes on imports in the CARICOM region. The table
indicates that the value of tax revenue from imports for the entire CARICOM region
amounted to US$495 million in 1980. The value of import duties increased steadily to
1US$718 million by 19387 and subsequently rose to US$1,392 million by 1997. Over the
period 1980 to 1997, import duties averaged US$863 million. The contribution to total

tax revenue and current revenue of these import duties increased from {4 per cent and



12.3 per cent in 1980 to 26.9 per cent and 23.8 per cent in 1997, respectively. The
proportion of import duties to total tax revenue and cwrrent revenue averaged 22 per cent

and 19.2 per cent, respectively.

As regards the individual member countries of CARICOM, the evolution of the
contribution of import tax revenue to government fiseal revenue did not follow the same
pattern in many cases. Of the four MDCs under study, only the data for Jamaica closely
mirror the evolution of import duties portrayed for the entire CARICOM region. Import
duties in Jamaica increased steadily from US$43 million in 1976 to US$447 million by
1997. The contribution of these revenues to government current revenue also increased
over from 5.6 per cent in 1976 to 24.3 per cent in 1597, averaging 12 per cent over the
period. This pattern was reversed in the case of Barbados for which the contribution of
import duties to current revenue declined progressively between 1976 (20.2 per cent) and
1997 (8.8 per cent). Over the period, import duties averaged 14 per cent of total current
revenue. Meanwhile with respect to Guyana and Trinidad and Tobago, the contribution
of import duties to current revenue fluctuated between 4 per cent and 13 per cent over the
period. On average, these countries were dependent on revenue from import taxes to
provide 8.2 and 7.6 per cent of-current revenue, respectively,

Among the OECS cou.mri‘es and The Bahamas, the evolution of import taxes was
characterized by considerably high ratios of dependency with relatively low coefficients
of variation. Revenue from import duties grew steadily in The Bahamas between 1976
and 1997 from US$64 million to USS333 million. These revenues represented 58.8 per
cent of current revenue in 1976, increasing to a high of 63.2 per cent in 1989 and
declining subsequently to 43.5 per cent in 1997. Over the period, the ratio of import
revenue to current revenue averaged 53 per cent. For the OECS group as a whole, taxes
from imports amounted to US388 million in 1980 and increased progressively to USS141
in 1997. On average, the OECS countnes derived 60 per cent of their total tax revenues
and 3 per cent of their current revenues from import taxes. These ratios exhibited little
variation over the 18-year period, fluctuating by just 4.4 per cent and 3.6 per cent,

respectively.
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A further indicator of the degree of dependency of CARICOM countries on tax revenue
from international trade can be derived from examining the proportion of import duties to
Gross Domestic Product. Table 77 indicates that in general all CARICOM countries had
relatively high ratios of import duties to GDP in 1997 when compared to the United
States and the United Kingdom. These latter countries registered ratios of 0.3 per cent

and 0.03 per cent, respectively, compared to 10.5 per cent for the CARICOM region.

For the entire period 1980 to 1997, the ratio of taxes from imports to GDP averaged 3.5
per cent for CARICOM. With respect to the OECS group, an average ratio of 17.1 per
cent was recorded for the period 1980-1997, with the highest ratio being registered by
Antigua and Barbuda (32.1 per ceht). Lower ratios were recorded for Dominica (15.2 per
cent), Grenada (12.5 per cent), Montserrat (3 per cent), St. Kitts (12.1 per cent), St. Lucia
(12.6 per cent) and St. Vincent and the Grenadines {13.3 per cent). Among the MDCs,
the ratio of import tax revenue to GDP was relatively low in Barbados (3.8 per cent},

Guyana (2.9 per cent), Jamaica (3.5 per cent) and Trinidad and Tobago (2.4 per cent).

The empirical analysis of the fiscal dependence of CARICOM countries on revenues
from trade taxes has revealed three important findings. First, the smaller countries of the
QECS region are highly dependent on trade taxes as a source of government current tax
revenues. Second, the more developed countries of the CARICOM region are not very
dependent on trade taxes as a source of current tax revenues. Third, the CARICOM
region as a whole is moderately dependent on taxes on imports as a source of government

current tax revenues.

SECTION 3: ALMOST IDEAL DEMAND MODEL (AIDS) FOR IMPORT
SHARES

In this section, an attempt is made to examine the demand for imports of selected

CARICOM couniries from the two dominant global trading blocks®, namely the

* import demand in the CARICOM area is generally satisfied from either one of two trade blocks. Both the
United States and Canada are important trade markets while the other important trading partmer is Europe.



European Union and NAFTA. The paper estimates import shares from these blocks
using the Almost Ideal Demand System (AIDS) developed by Deaton and Muellbauer
(1980, 1988). Consider therefore the fllowing expenditure function® for imports for
each individual country of the CARICOM region.

Log elu, Bl=e;, +§;ak logf,’,,-z—%;Zyy logﬁlogf}wﬁoyl[&”* o)
= i =

This function defines the minimum expenditure on imports that is needed to obtain a
specific utility level at given prices (see Parikh (1986, 1988)). In the context of the
CARICOM, it is assumed that most of the small island economies which make up the
group are quite open and heavily dependent on imports for both intermediate and final
consumption. Indeed, the utility of consumers in such economies tends to be dependent
on the consumption of imports. In this function, p, is the vector of prices of the blocks
that supply the imports to each of the respective CARICOM countries. The parameters

of this function are assumed to satisfy the following restrictions:

(2) Adding up Restrictions

Y=l 2y =0 3 B =0
k=l

kal kal

(b) Homogeneity constraint:

zyl‘j =0;

ol

(c) Symmetry Constraint

717:7;k

§ This expenditure function is assumed to be non-decreasing in prices, homogenous of degree one in p and
continuous in p for all strictly positive price vectors.
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The Almost Ideal Demand Systems for each member country of CARICOM is derived
from the expenditure function by differentiating the import expenditure function w.r.t.
prices (Sheppard’s Lemma).

Bloge(u,p) _ Pid: _
dlogp,  e(u.p)

&)

This logarithmic differentiation yields an equation for import shares as a function of

irnport prices (export prices of each block) and utility
w=a, + 3y, log P+ Bu B [PP (4)
i k
1 . .
where Y= 5(7” + 4 )

If each of the member countries of CARICOM is assumed to be a utility-maximizer, then
total import expenditure y (which equals e(u, 7))} can be inverted to yield utility (1) as a
function of prices and y. Substitution of this expression into the equation for the budget
shares yields the following Almost Ideal Demand function ir budget share form {equation

3%

w, =&, + .7, 102 P, + B, log[%] - {3)
i

I

where log P, = w, log P,
k

In this particular specification, y, represents the total amount that has been expended on
imports while w; represents the import share of the individual CARICOM member state

with each of the global blocks, /.

The aggregate price index adopted in the study (i.e. the Stone Index) follows the
recommendations of Deaton and Muellbauer (1980). If concavity is to be assured for this
import expenditure demand function of the AIDS variety, then the matrix of second-order
partial derivatives w.r.t. prices should be negative semi-definite. Shiells, Roland-Holst
and Reijnert (1993) argue that this property requires computation of the properties of the

following matrix K



K={Eﬁ}

where ¥
=y, + 5. B, log ; —w, 8, +ww,

where § is the Kronecker delta. Negativity can be checked by establishing that each of

the computed eigen-values, A;, of the K matrix are non-positive.

Since the purpose of our investigation is to determine the likely fiscal impact of a Free-
Trade Agreement between Europe and the member countries of CARICOM, the various

AlIDS models were estimated in two related stages,

In the first stage, the AIDS model, (with tariff-inclusive’ prices for each member
country's trade with the European Union) was utilized to compute import shares for each
of the member countries of the CARICOM region. These import shares were utilized to
derive import expenditure figures for ezch member’s trade with the European Union.
The estimated import expenditures were employed in the following regression equation

to derive estimates for trade taxes. That is,

. )
M = f(y,) where y, =3 M,; M™ = revenues from trade taxes incouniry jand M

=]

represents import expenditures witheachof the i* blocks (European Union and NAFTA)

In the second stage, it is assumed that a Free Trade Area is formed between the European
Union and CARICOM so that import tariffs on goods emanating from Europe are
eliminated i.e. (t = 0). Import shares using the AIDS model (with tariff-exciusive prices
for each member country’s trade with the European Union) are then computed. These
import shares are transformed into import expenditure figures for each CARICOM
member’s trade with the EU and utilized to re-compute trade taxes in the Trade Tax

Equation. Finally, the impact on fiscal revenues is ascertained as follows:

? By tariff inclusive price we are referring to the ad-valorem tariffs, Py, =Py t, Py where t,is the tariff
charged by a member country of CARICOM on imports from the European Union.
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DMTa.t =M1"ax(f,-0) _MTcx(r,-D)
where DM — Change in revenues from trade taxes
where M0 _Trade taxes in an FTA

M) | Trade taxes without an FTA

The computed values for DM indicate whether the proposed FTA between Europe and

CARICOM results in a loss (-) or gain (+) in revenues from import taxes.

SECTION 4: PRELIMINARY RESULTS
TENTATIVE ESTIMATION RESULTS OF THE AIDS SHARE EQUATIONS

The impott share equations for the ALMOST IDEAL DEMAND SYSTEM (EQUATION 5) were
estimated by Full Information maximum likelihood following the work of Ray and
Chatterjee (1993). The estimation results in this paper are limited to three CARICOM
territories, namely Trinidad and Tobago, Jarnaica, and the OECS group. The first of
these coutitries is characterized by relatively low dependence on trade taxes as a source of
government revenue while the remaining countries are characterized by moderate and

high dependence on trade taxes, respectively.

For each of these countries, import prices from the European Union and NAFTA along
with the real value of expenditures on all imports from the two blocks, NAFTA and the
EU, were utilized to explain import shares of selected SITC product groups. In the model
therefore, declines in export prices for the respective SITC trade groups in the EU will be
accompanied by increases in the exports of the EU to the CARICOM member states
relative to the exports from the NAFTA block. Estimation results using the unrestricted
AIDS specification for Trinidad and Tobago, Jamaica and the OECS group are reported

in Tabies 1, 2 and 3, respectively.



In the context of the model for Jamaica, the coefficients on prces and import Table 1

expenditures for SITC categories 0, 5 and 6 generally carried the correct signs and were FULL INFORMATION MAXIMUM LIKELIMOOD (FIML) ESTIMATION FOR
statistically significant at the 10% level. However, the coefficients of determination for UNCONSTRINED IMPORT SHARE MODEL
Y . > (IMPORTING COUNTRY: JAMAICA) (Before FTA)

these equations were relatively low, Similar results were also obtained for Trinidad and

Tobago and for the OECS group. With respect to the importation of machinery and SITC 0- Food and Live Animals

transport equipment, the coefficients on import expenditures were insignificant in three Region a ] Y ¥s
. . . EU 0.508 0.068 -0.0007 0.0006
countries and carried the wrong signs. (0.039) (0.0074) {0.0001) {0.0001)
NAFTA 0.492 -0.068 0.0007 -0.0006

SITC 5: Chemieals

Region a £ Yi Yz

EU 0.627 0.049 -0.0003 0.0008
{0.08) (0.017 (0.00019) (0.0002)

NAFTA 0373 -0.049 0.0003 -0.0008

SITC 6: Manufactured Goods

Region a B £ Y2

EU 0.418 0.082 -0.00035 0.00071
{0.021) (0.013) {0.0001) {0.0002)

NAFTA 0,582 -0.082 0.00055 -0.00071

SITC 7: Machinery and Transport Equipment

Regian a ,B ¥t V2

EU 0.835 -0.011 -0.027 0.0004
(0.069) 0.015) {0.0006) (0.240)

NAFTA 0.167 0.011 0.027 -0.0004

Note: No standard errors are reported for the cases in which the parameter values are calculated using the cdding-up
condition.
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Table 2 Table 3
‘ FULL INFORMATION MAXIMUM LIKELIHOQD (FIML) ESTIMATION FOR
FULL INFORMATION MAXIMUM LIKELIHOOD (FIML) ESTIMATION FOR UNCONSTRINED IMPORT SHARE MODEL (IMPORTING COUNTRY:
" UNCONSTRINED IMPORT SHARE MODEL OECS GROUP)
(IMPORTING COUNTRY: TRINIDAD AND TOBAGO) (Before FTA)

‘ SITC 0: Food and Live Animals ,

: SITC 0: Food and Live Animals Region a B ” X T2
o e o o A EU 0.462 0.082 -0.0067 0.0004

: (0:066) 0.014) (0.0003) (0.0004) (0.0363) (0.0808) (0.0003) (6.0009)
NAFTA : 0.356 -0.047 ©.0007 ¢.0005 NAFTA 0.538 -0.082 0.0067 -0.004

' STIC 5: Chemicals SITC 5: Chemicals
Region ! a £ ¥i Y2 Recgion a ) Y: Yz
EU : 0.679 0.046 -0.0006 -0.0004 2 N

EU 0.912 0.043 -0.0018 -0.00026

; . 0.010 X .

, &9 o) (00003} .00 (0.018) (0.039) (0.0012) (0.000037)
NAFTA. ' 0.321 -0.046 0.0006 0.0004

NAFTA 0.088 -0.043 0.0018 0.00026
SITC 6: Manufactured Goods '
Region b . (‘)B“z g W SITC 6: Manufactured Goods
A LUo =\, . v

C(0.063) (0.014) {0.0003) (0.0002) gﬁi’"’" . 7“!2 0 66 - 0’874 0 (’)’0 53
NAFTA 0319 -0.032 0.0011 0.0006 (0.032) {0.008) (0.0019) {0.0041)

! SITC 7; Machinery and Transport Equipment NAFTA 0.287 .0.028 0.0074 0.0058
Region ‘ a B vi s
EU 0.912 -0.071 -0.00043 -0.0025 - - -

' (0266) ©.061) 0.0014) 0.240) i SITC 7: Machinery and Transport Equipment ,

[ Region a [ Yi ¥z
NAFTA : 0.088 0.071 0100043 0.0025 EU 0.836 -0.024 -0.00098 -0.00067

. (0.068) (0.019) (0.00041) (0.000032)
Note: No standard errors are reported for the cases in which the parameter values are calculated using the adding-up
diti

conation NAFTA 0.164 0.024 0.00098 -0.00067
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The estimates of the coefficients from the AIDS meodel in the Pre-FTA regime were
utilised to compute import shares for each of the member territories of CARICOM.
These impert shares were then utilised to compute data on import expenditures for each
CARICOM member country’s trade with the European Union. Furthermore, taxes on
imports were regressed against these import expenditures and the resuliing fitted values
from the tax regression models were utilised as estimates of trade taxes. These models

were utilised to derive projected tax revenues for the vears 1999 and 2000.

In the post-FTA regime, the various AIDS models were re-estimated under the
assumption of no import tariffs between trade with the given member of CARICOM and
the European Union.®, Estimates of trade taxes were then computed under this assumed
FTA regime using the simple regression tax model. The post-FTA regression models
were also utilised to derive projected tax revenues for the period 1999-2000 under the

-assumption that an FTA existed.,

Table 4 contains results on the impact of tariff removal (under a presumed FTA} on the
revenues from trade taxes. The results indicate that revenues from trade taxes fell in all
the importing member countries of CARICOM following the formation of an FTA with
the European Union. In Jamaica and Trinidad and Tobago, revenues from trade taxes fell

by 3.4 and 2.36 per cent respectively, while in the OECS region, revenues declined by 8.4

per cent.
TABLE 4
IMPACT OF TARIFF REMOVAL BY IMPORTING COUNTRY ON REVENUES FROM
TRADE TAXES
Importing country 1998-2000 IMPACT
(Average % Change over Base
Simulation) .

OECS -0.0843 Low

JAMAICA -0.0341 Low

TRINIDAD & TOBAGO -0.0236 Low

¥ This amounts to deducting tk*PX from the existing import prices in the share equatians (i.e Py — {&*P)).
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SECTION 5: CONCLUSION

This study has attempted to forecast the fiscal impact of a potential impact of a Free
Trade Area between the European Union and CARICOM. The preliminary results from
the investigation suggest a loss in fiscal revenues for the member countries of the
CARICOM region over the period 1999-2000 if an FTA is formed with the European
Union. The fiscal loss for the OECS group is projected to be much larger than for the
other member territories of CARICOM. It should be noted however that although fiscal
losses are projected for the each of the member states of CARICOM, these figures do not
represent significant proportions of govemment current tax revenues for the various

territories under consideration.

The analysis seems to suggest however that any FTA arrangement between the

"CARICOM and the European Union may have to consider some mechanism for

digfributing the gains in such & manner so that the negative impact of a fall in government

revenues could be alleviated.



APPENDIX TABLE 1 (Ad) ’
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Nevis Cambridge University Press
St Lucta 579 | 519 46 | s16 | 525 58| 122 126 9.1 High
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o represenis she Coulicint of Veriction Greenaway D. and C. Milner (1993): “The Fiscal Implications of Trade Taxes and Policy
. Reform” Qccasional Paper No, 9, UNDP/World Bank Trade Washington D.C.: World

Bank Trade Expansion Program.
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335.
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Shiells, C. R. (1991): “Errors in import demand estimates based upon unit value indices”,
Review of Economis and Statistics, 73, pp. 378-382.

Shiells, C. R., D. W. Roland-Holst and K.A. Reinert (1993): “Modelling a North
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