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Transforming 
Guyana’s economy 
while combating 
climate change: 
a low-carbon 
development 
strategy

Office of  Climate Change 
Office of  the President 
GUYANA

Introduction
Climate change poses a major challenge to sustainable economic development and the 
wellbeing of human societies, threatening food security, access to water, physical security 
and the health of communities across the world. Developing countries are particularly 
vulnerable to climate change due to their reliance on climate-sensitive primary sectors, 
such as agriculture and forestry, as well as their limited financial resources, skills and 
technology. 

However, climate change can also be viewed in terms of the opportunities that it provides 
for investment in adaptation and mitigation technology, and as a catalyst for sustainable 
development. As a global problem that transcends country boundaries, combating climate 
change requires global co-operation and creates a unique opportunity for all nations, 
both rich and poor, to work together in seeking solutions. It also provides a platform for 
the transfer of resources, not only financial but also technical, intellectual and human 
resources, from developed to developing countries. 

In recent years, many countries around the world have begun to recognise the important 
role of low-carbon development as a means by which they can reduce dependence on 
fossil fuels and manage forests and other ecosystems sustainably, while still pursuing 
economic growth and development. Although substantial investment will be required 
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to build the technologies and skills needed 
to support low-carbon development, such 
investment will open up new markets, create 
jobs and economic growth, as well as stimulate 
innovation. 

For low-income countries, the challenge is to 
reconcile the goals of economic development 
and poverty alleviation with the need to 
adapt to and mitigate climate change. 
Developing countries will require support in 
the form of transfer of technology and skills 
as well as funding from the developed world, 
in order to build low-carbon, climate-resilient 
economies. December 2009’s climate change 
conference in Copenhagen saw some progress 
in this regard, with commitments by developed 
countries to provide around US$30 billion in 

funding for mitigation and adaptation in developing countries for the period 2010 to 2012, 
and a goal of mobilising US$100 billion per year by 2020 for the same purpose.

Guyana is a prominent and respected voice in international discussions on climate change, 
and a leading developing nation in terms of its efforts to seek innovative mechanisms to 
deal with climate change without compromising development. Guyana’s low-carbon 
development strategy is a development model that is both pioneering and opportune, and 
could set the country on a path to realise the benefits of low-carbon growth, while playing 
an important role in mitigating climate change.

Guyana’s vulnerability to climate change
With 80 per cent of its approximately 215,000 square kilometres of land covered in tropical 
rainforest, a population of less than a million people and relatively few polluting industries, 
Guyana is a net sink for greenhouse gases. However, it is likely to suffer disproportionately 
from the negative impacts of climate change. 
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Like other small island developing states (SIDS)1, Guyana is among the most vulnerable 
countries in the world to climate change due to the fact that the vast majority 
of its population live below sea level, and because of its dependence on climate-
sensitive sectors and the concentration of most of its population and industry along 
the low-lying coastal strip. This vulnerability is exacerbated by existing challenges 
to development, including a small population, remoteness to major markets, 
susceptibility to natural disasters and high dependence on international trade2. 

Agriculture is the main economic activity, contributing approximately 21 per cent 
to gross domestic product (GDP) in 20093, as well as the sector that generates the 
most foreign exchange and employment. The country’s main export crops are sugar 
and rice, while mining, timber and fisheries are also important economic sectors.

Climate change projections for Guyana suggest that over the next century 
temperatures will increase by 1.4 to 5 degrees Celsius, depending on the type of 
development pathway that the world follows in the coming decades4, while rainfall 
is likely to decrease by 4 to 18 per cent5. These changes are likely to degrade natural 
ecosystems and disrupt agricultural practices. In addition, sea-level rise coupled with 
storm surges and increased wave action will increase the risk of inundation along the 
coastal strip, affecting human settlements, agriculture, infrastructure and industry. 
Sea-level rise could also result in salt water intrusions into rivers and aquifers, 
threatening crops, fresh water supplies and food security. Extreme weather events 
such as floods and droughts may become more frequent and intense, threatening 
agriculture, infrastructure and settlements, industry and human health.

Guyana’s strategy in approaching the challenge of climate change is one of promoting 
international dialogue and co-operation, and working together with developed and 
other developing countries to seek solutions and identify opportunities for growth 
and sustainable development. As a particularly vulnerable 
country, it is in Guyana’s interests to play an active role in 
seeking innovative ways to mitigate the effects of climate 
change. As a highly forested country with a low historical 
deforestation rate, Guyana is in a unique position to be able to 
deploy its forests to mitigate climate change, given appropriate 
incentives. Guyana’s low-carbon development strategy is based 
on this premise.

The role of forests in mitigating 
climate change 
Deforestation is a leading cause of climate change, responsible for approximately 17 
per cent of global greenhouse gas emissions. Around 13 million hectares of forest were 
converted to other uses or lost each year in the last decade, with about 0.5 gigatonness 
of carbon stored in forest biomass being lost each year between 2005 and 20106. 
Addressing deforestation is therefore a global priority for combating climate change.

What causes deforestation?
Developing countries rely heavily on their natural resources to generate income 
and sustain growth. Forests contain a wealth of resources including timber and non-
timber forests products, which can be used for subsistence and commercial gain. 
Forests are an important source of revenue for development, and an essential resource 
for the communities that live in and derive their livelihoods from them. In many 
developing forested countries, deforestation occurs because governments, companies 
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and individuals pursue legitimate economic activities – selling timber, harvesting 
forest products, and clearing land for mining and agriculture7. 

However, forests also have other important functions that are lost when they are 
cut down. Forests contain a wealth of biodiversity and provide valuable ecosystem 
services, both at a local level – such as flood control, the provision of non-timber 
products, maintenance of water quality and prevention of soil erosion – and at a 
global level – such as carbon sequestration, regulation of climate systems and 
biodiversity conservation. Some of these functions are fundamental to life and 
human productivity, such as the photosynthetic fixation of solar energy by plants, 
maintenance of the natural water and nutrient cycles, and regulation of climate, 
including the sequestration and storage of carbon. 

Despite their value and the important ecosystem services they provide, forests are 
being lost at an alarming rate. This suggests that the true value of healthy, standing 
forests is often not fully realised and incorporated into policy and management 
decisions, since markets do not exist to capture the wide range of values that forests 
provide. One of the reasons for this is that many of the benefits of standing forests are 
intangible and difficult to measure and are therefore not captured in market prices. 
In addition, forests have features of a public good in that many of their benefits, 
such as their role in the regulation of the global climate system, accrue to the world 
in general but are not paid for by all those who benefit from them. On the other 
hand, the opportunity costs of conserving forests – the benefits of exploiting forest 
resources and conversion of forests for agriculture, mining and development, which 
are foregone if forests are conserved – are easily quantified and realised, as there are 
well-established markets for timber, agricultural produce and minerals. 

Reducing emissions from deforestation and forest 
degradation
In order to address the market failure that makes forests worth more dead than alive, 
the global economy needs to recognise the true value of standing forests. To do this, 
the costs of lost forest carbon and other ecosystem services need to be reflected in the 
price of forest products and products from converted forest land, and markets need to 
be created for the ecosystem services that forests provide8. 

Climate change presents a unique opportunity for forest conservation in this regard. 
The growing challenge posed by climate change and the significant contribution that 
deforestation makes to global greenhouse gas emissions has recently led to a greater 
awareness of the important climate service that forests provide in sequestering and 
storing carbon. This recognition has highlighted the importance of reducing emissions 
from deforestation and forest degradation (REDD) and of enhancing carbon stocks, 
conservation and sustainable management of forests (REDD Plus or REDD+) through 
economic incentives to developing forest countries. The idea behind REDD+ is that 
countries that are willing and able to reduce emissions by addressing deforestation 
should be financially compensated for doing so9, thereby creating a global market for 
forest climate services. Although carbon sequestration is just one of the many important 
ecosystem services that forests provide, REDD+ is an important initiative that will go a 
long way towards realising the true value of forests. 

At the climate change negotiations in Copenhagen in December 2009, REDD+ was 
one of the few areas of the negotiations in which progress was made, with pledges 
worth US$3.5 billion made by several developed countries for fast-start funds to 
enable REDD+. Further progress has been made since then, with subsequent 
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meetings in Paris and Oslo leading to an interim REDD+ partnership agreement10 
on a framework for rapid implementation, and the total amount pledged towards 
REDD+ increasing to around US$4 billion. 

Guyana’s Low-Carbon Development Strategy 
Guyana’s Low Carbon Development Strategy (LCDS) is an innovative approach 
to combating climate change while simultaneously promoting economic growth 
and development. The LCDS sets out how, given appropriate economic incentives, 
Guyana can avoid significant emissions of greenhouse gases from deforestation that 
would occur following an economically rational development path. These incentives 
will be generated through interim payments for the carbon storage service provided 
by Guyana’s forests from Guyana’s partnership with the Norwegian government and 
other sources, and ultimately through a REDD+ mechanism established under the 
United Nations Framework Convention on Climate Change (UNFCCC). These 
payments will be used to expand economic growth and will enable Guyana’s economy 
to be realigned along a low-carbon development trajectory. This will catalyse 
Guyana’s efforts to diversify its economy and provide new economic opportunities, 
employment and more efficient use of resources, while maintaining the valuable 
forest ecosystem.

Rationale for the LCDS
Guyana’s pristine rainforest is its most valuable natural asset. With more than 15 
million hectares of forest suitable for timber extraction and post-harvest agriculture, 
and substantial mineral wealth lying beneath, the estimated economic value to the 
nation (EVN) of Guyana’s forests, if it were to follow a rational development path, 
deploying its forests to generate income and employment, is approximately US$580 
million per year11. 

However, the deforestation that would be required to realise this EVN, while 
economically rational for Guyana, would have significant negative consequences 
for the world in terms of carbon emissions, as well as foregone 
ecosystem services and biodiversity loss.

The economic value to the world (EVW) that would accrue 
from Guyana’s forests, if maintained in their pristine condition, 
is estimated at US$40 billion per year to the global economy. 
However, in the absence of markets for the ecosystem services 
that Guyana’s forests provide to the world, the full EVW of 
standing forests cannot be captured, and there is a powerful 
incentive to deforest12. 

The LCDS is a timely initiative that anticipates the emergence 
of an international REDD+ mechanism that will create 
positive financial incentives for forest carbon. It sets out a 
framework in which Guyana would receive payments for 
avoided deforestation and forest degradation through interim REDD+ agreements, 
and ultimately through a market for forest carbon. In the long term, these payments 
are predicted to exceed the EVN of Guyana’s forests, such that the economic benefits 
of maintaining a healthy, standing forest exceed those of deforestation. 

The cornerstone of Guyana’s LCDS is that the payments derived from REDD+ would 
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be invested in certain low-carbon, sustainable economic development activities 
(described below), as well as in adaptation measures to protect Guyana from the 

worst impacts of climate change. 

Guyana has already entered into a bilateral, national-scale agreement 
with Norway, as its first interim REDD+ agreement under the LCDS. 
In November 2009, the Governments of Guyana and Norway signed 
a memorandum of understanding13 in which Norway committed to 

providing financial support of up to US$250 million by 2015 for results 
achieved by Guyana in limiting emissions from deforestation and 

forest degradation, which will support the implementation of 
Guyana’s LCDS. Under the agreement, financial support from 

Norway will be channelled through a new Guyana REDD+ 
Investment Fund (GRIF), with international fiduciary 
oversight by a reputable multilateral organisation. 

As an international REDD+ mechanism becomes 
established, Guyana will stand to benefit from payments 
for forest carbon, and the development opportunities that 
those funds will enable. Its early action in developing 

the policy framework, building awareness and capacity 
for implementation and monitoring, and embarking on 

interim partnerships such as that with Norway, will give Guyana a 
competitive edge on the international scene. 

The LCDS was first launched in June 2009, after which a series 
of public awareness sessions and consultations with stakeholders, 
including Amerindian communities, were held to inform and elicit 

feedback from all sectors of Guyanese society. It was subsequently 
revised on two occasions to include input from these sessions 
and to incorporate the outcome of the latest international 
negotiations on climate change and REDD+, including the 
Copenhagen accord. 

Opportunities for low-carbon 
development under the LCDS

With a wealth of natural resources, fertile agricultural 
land and a young, educated population, Guyana has 

considerable potential for economic development and 
diversification. Guyana’s National Competitiveness Strategy14, 

first published in 2006, identifies four traditional economic sectors – 
sugar, rice, forestry and mining – which could benefit from modernisation, 

as well as several new sectors that present opportunities for growth and 
diversification, including high-value agriculture, aquaculture, manufacturing, 
information and communications technology (ICT), and tourism. 

The LCDS highlights several key areas for action in creating a low-carbon 
economy, including investment in low-carbon economic infrastructure – such as the 
development of renewable energy sources, telecommunications, roads, drainage and 
irrigation, and the upgrading of sea defences to protect against future sea level rise. 
The strategy also identifies investment and employment in high-value, low-carbon 
economic sectors, such as fruit and vegetables, aquaculture and sustainable forestry 
and wood processing, and in low-carbon business development opportunities such as 
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business process outsourcing and ecotourism. In addition, it emphasises the need for 
investment in communities and human capital, thereby ensuring that all Guyanese 
citizens, including indigenous Amerindian communities, have 
improved access to health, education, renewable energy, clean 
water and employment without threatening the sustainability 
of forest resources. 

Priority areas for investment of LCDS 
funds by 2012
The third draft of the LCDS was released in May 201015. It 
places greater emphasis on implementation, outlining a number 
of key priority areas for investment of forest payments over the 
next two years. Among the priorities identified are investment in a hydroelectricity 
project, creating development opportunities for Amerindian communities, investing 
in infrastructure for information and communications technology (ICT), supporting 
the development of small and micro enterprises, and promoting research, education 
and ICT training. In addition to these key areas, the LCDS places emphasis on 
investment in adaptation technology and infrastructure, and early warning systems to 
protect Guyana’s vulnerable population and regions from flooding and other climate 
change impacts. In order to ensure that the objectives set out in the LCDS can be 
achieved and successfully executed within the proposed time frames, there will be 
additional investment in building institutional capacity within the key government 
agencies that will be involved in its co-ordination and implementation.

Developing a hydroelectricity plant 
Currently, Guyana relies on imported fuel oil and diesel for its electricity generation, 
which is both expensive and carbon intensive. The construction of a hydropower 
plant has long been a priority for development in Guyana. A project is currently 
underway to develop a hydropower site, which will supply a significant proportion of 
Guyana’s electricity at a substantially reduced cost. 

The Amaila Falls hydropower development is expected to provide 
a long-term, dependable and affordable supply of electricity. It 
will reduce the cost of living for ordinary people in Guyana, 
and transform the competitiveness of Guyanese businesses and 
industry. In addition, the consequent reduction in the price of 
electricity will eliminate one of the major barriers to foreign 
direct investment, thereby stimulating investment in other 
sectors of the economy and boosting employment. Investment 
in hydropower will substantially reduce Guyana’s dependence on fossil fuels, thereby 
reducing greenhouse gas emissions as well as improving the balance of payments. 

Promoting Amerindian development 
Guyana’s indigenous people make up approximately 9.1 per cent of the population and 
own around 13.9 per cent of the land16. Amerindians have earned their livelihoods 
from the forests for generations and continue to play an important role in ensuring 
that the forests are conserved and forest resources used in a sustainable manner. 
Under Guyanese law17, Amerindian communities can apply for common property 
title to the land on which they live. To date, 96 Amerindian villages have been 
titled and this process will be accelerated under the LCDS. 

The Amaila Falls 
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During the implementation phase of the LCDS, titled Amerindian villages will have 
the option to include their forest lands as part of the interim REDD+ agreement 
under the LCDS, following the principle of free, prior and informed consent. Should 
they choose to ‘opt in’, they will receive their share of the revenues that flow through 
payments for forest carbon. This will provide an opportunity for forested Amerindian 
communities to receive payments for avoided deforestation within their lands, which 
they can invest in development or as they see fit.

An additional priority is the establishment of an Amerindian Development Fund, 
which will provide grants for low-carbon energy and economic or social investments 
in Amerindian villages, including projects in aquaculture, cattle rearing and 
processing, small-scale manufacturing (such as craft production) and ecotourism.

Information and communications technology infrastructure
Guyana’s business process outsourcing industry has the 
potential to significantly increase employment in the near 
future. However, ICT infrastructure is a key barrier to sustaining 
growth in this industry. A project is underway to deliver a new 
fibre-optic system from Brazil to Georgetown, followed by 
the expansion of telecommunications services and a wireless 
broadband infrastructure network along the coast and into 
hinterland communities. Improving ICT infrastructure will 
catalyse private sector investment, increase employment and 
provide high-speed connectivity to rural areas in Guyana.

Supporting small and micro enterprise 

development in low-carbon sectors
Limited access to finance and lack of skills are two of the main constraints to 
development of small and medium-sized enterprises (SMEs) and the ability of 
vulnerable groups – such as women, youth, ethnic minorities and the poor – to 
build alternative livelihoods in Guyana. Under the LCDS, grants will be provided 
to SMEs in key low-carbon growth sectors, such as fruit and vegetables, aquaculture, 
sustainable forestry, ecotourism and sustainable mining. In addition, the financing will 
provide training in business development, technical skills and sustainability through 
a targeted system, which will give SMEs and vulnerable groups the ability to obtain 
the relevant business and technical training that will foster their development.

Promoting research, education and ICT training
Education and training in ICT skills are essential to ensure that Guyana has the 
human resources and skills base necessary to implement and maintain growth 
and low-carbon development. Sustained investment in research is important to 
ensure that Guyana remains at the cutting edge of new low-carbon initiatives and 
technology. Priority investments include the establishment of an international 
centre for biodiversity research and low-carbon development, which will work with 
emerging global institutes to ensure that Guyana is integrated with international 
advances in relevant fields, as well as introducing climate change and the principle 
of low-carbon development into the formal education system from September 2010, 
and improving ICT training in schools.

Strengthening adaptation capacity

climate change can also 
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provides for investment  
in adaptation and 
mitigation technology, 
and as a catalyst for 
sustainable development
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Although the main emphasis of Guyana’s LCDS is on mitigation of climate change 
through avoided deforestation and forest degradation, investment in adaptation 
is equally important since some of the impacts of climate change are unavoidable 
and, indeed, some are already being felt. Guyana’s vulnerability to climate change, 
especially along the low-lying, heavily populated coastal strip, makes investment 
in adaptation an urgent priority. The LCDS emphasises 
the importance of investment in infrastructure and other 
requirements for adaptation in order to protect Guyana’s people 
and productive land from flooding, a major risk associated 
with sea-level rise due to climate change. Initially, financing 
for adaptation will come from the fast-start financing pledged 
by developed nations under the Copenhagen accord. Priority 
adaptation measures include upgrading infrastructure and assets, including drainage 
and irrigation systems and the sea wall, to protect against flooding. Other priorities 
include switching to flood-resistant crops, developing financial risk management and 
insurance measures, and improving Guyana’s early warning system. There will also 
be emphasis on the development of adaptation measures in the hinterland areas.

Conclusion

While climate change poses a serious threat to economic development and human 
wellbeing, it can also be viewed as a catalyst for innovation and a stimulus for 
low-carbon growth. Although a substantial investment is needed to initiate the 
transformation from a carbon-intensive economy to a pathway of low-carbon growth, 
the benefits in terms of energy savings, job creation and stimulation of new markets 
and industries can be significant. 

Addressing the challenge of climate change requires co-operation and collaboration 
on an unprecedented, global scale. Developed nations need to support mitigation and 
adaptation activities in developing countries through financial commitments and 
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technology transfer. However, developing countries need not be passive recipients 
of aid, but should rather engage in the climate change debate and play an active role 
in seeking solutions and identifying opportunities for development.

Lack of resources by vulnerable countries has long been a constraint to adaptation 
and mitigation, but recent global co-operation has led to efforts to mobilise 
resources that will enable developing countries to implement measures to reduce 
their vulnerability to climate change and pursue strategic low-carbon development 
initiatives. However, in order to invest the funds judiciously, countries need to 
prepare themselves by identifying priority areas for investment and outlining their 
strategies for growth and development. 

Guyana’s LCDS is a pioneering initiative that can serve as a model to other developing 
countries. This strategy is setting the country on a path to show the world that the 
creation of a low-deforestation, low-carbon, climate-resilient economy is possible, 
and that the world’s forests can be conserved without sacrificing the development 
aspirations of those who live in them.
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Globalisation at a 
crossroad?

Veniana Qalo*

Globalisation is a process that is largely driven by economic and technological 
change. It is a process that is redefining the meaning of interdependence by creating a 
human dimension of globalisation, which demands an equally global policy response 
across many levels and fields. What is less often recognised is that the process of 
‘globalisation’ has been accompanied and very often driven by the strengthening 
of economic and financial linkages within geographical regions as evidenced, for 
example, by the increasing proliferation of (bilateral) free trade agreements (FTAs) 
from the 1990s. The world economy is simultaneously becoming more ‘regionalised’ 
and more ‘globalised’. 

Over the past two decades, policy-makers in developing countries have paid more 
attention to economic integration in pursuit of national development goals. This 
has increased much more recently in view of the current impasse at multilateral 
negotiations, where legal rules for international commerce binding member 
governments to keep their trade policies within agreed limits are discussed 
and agreed. The goal is to help producers of goods and services, exporters and 
importers conduct their businesses, while allowing governments to meet social and 
environmental objectives. These policies have been based on the assumption that 
market liberalisation and opening up to international trade and finance would result 
in the efficient allocation of production, which will in turn increase productivity 
and technological upgrades. In other words, giving priority to market forces in 
determining factor allocations has been the underlying rationale for pursuing 
regional and bilateral free trade agreements or preferential trade agreements (PTAs) 
and multilateralism at the World Trade Organization (WTO). 

It is widely recognised that the world economy has experienced an unprecedented 
intensification of economic and financial integration since the latter part of the 
twentieth century, and the business sector is beginning to shape the globalising world 
in ways never seen before. Globalisation has facilitated the move towards the opening 
up and deregulation of many aspects of the services sectors. Global transformation 
through technological advances is changing the way that goods, services and factors 
of production (capital and labour) cross borders. Transaction costs, in terms of both 
money and time, are falling, while the information and communications technology 
(ICT) revolution has helped to expand the reach beyond boundaries. 

The globalisation of trade and finance means that markets will remain volatile, as 
demonstrated by the current financial and economic crisis. This warrants the need 
for a critical rethink of the futility of the orthodox ‘optimal’ theories of refined 
macroeconomic management in predicting the credit crunch and the recession2. In 
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the United States, the financial crisis was deemed to have been facilitated by domestic 
and international financial services policies and capital market liberalisation in the 
face of unregulated financial innovations in risk management and complex derivative 
securities3. These dynamic developments of the financial markets encouraged 
commercial and investment banks, as well as hedge funds, to use more leverage in 
view of the development of new mathematical models and methods to quantify 
and hedge risks – a phenomenon which, in turn, raised the confidence of market 
participants4. Recent articles in the Financial Times have, however, highlighted the 
false sense of precision offered by these models in predicting the financial crisis5. 

International financial services liberalisation through trade allows controls to be 
removed on the movement of capital in and out of a country for the supply of a 
given service – whether by a bank, insurance company or securities firm – and 
foreign exchange currency conversion. Despite arguments to the contrary about 
financial services liberalisation being a contributing factor to the current crisis, the 
shortcomings of the theoretical modelling in accounting for the real-world situation 
where imperfect markets create unforeseen impacts, particularly in developing 
countries, have come to the fore6. Further, financial services liberalisation that 
facilitates entry and intensification of corporate concentration, either on the supply 
or demand side, coupled with technology where the average cost of the financial 
system falls as the commercial bank’s profit margins increases, will result in interest 
rate manipulation that could lead to economic collapse. Downward central bank 
interest rate manipulation and loose monetary policies have been attributed to 
the economic collapse of the Soviet Union in the late 1980s. The recent financial 
crisis has also been attributed to excessively low interest rates and loose monetary 
policies fostered by the US Federal Reserve, namely the real estate boom and bust, 
discouragement of savings, taking of inordinate financial risks, creation of excessive 
consumption debt and expansion of total debt far exceeding gross domestic product 
(GDP) or income7. 

The touted benefits of financial services liberalisation in facilitating the entry of 
foreign-affiliated international banks into developing countries with imperfect 
market conditions have resulted in, among other things, less credit available to the 
local private sector (as opposed to public sector or large firms) and less credit for 
productive activities, coupled with an increase in personal credit.

Trading companies involved in global commodity chains operate in a similar 
manner, with liberalisation facilitating cross-border production which often 
results in intensified corporate concentration (of large foreign firms) either on the 
procurement, processing or re-processing/branding of a product (without necessary 
ownership of the primary product), resulting in price manipulation. Firms therefore 
operate to maximise profits by purchasing primary products from suppliers cheaply, 
processing in least-cost producing countries (with relatively abundant cheap labour) 
and selling at prices above competitive levels to labelling/packaging firms targeting 
large retailers. 

The issue that does not often factor into this equation is the pittance that the owners 
of the primary products receive or whether qualitative infrastructure development, 
technology and knowledge transfer have been invested by these firms in countries 
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where the raw materials have been sourced. The key for such firms is not to deeply 
integrate into the global production system, but to spread their interests across the 
globe in order to ensure supply and to hedge risk. 

The global canned tuna industry is a case in point, where most producers are clustered 
close to large markets (i.e. EU and US, except in Southeast Asia) and processors are 
located in multiple countries producing for a small number of principal markets in the 
EU and US. Three major firms specialise in the trade in tuna for canning, operating 
in the Western and Central Pacific Fisheries Oceans (WCPO) global commodity 
chain, namely FCF Fishery Co. Ltd8, Tri Marine9 and Itochu10. These trading 
companies co-ordinate transhipment of the fish onto reefer carriers from multiple 
vessels (sea or port), and offer volume and continuity of supply to processors thereby 
absorbing the risks from vessel owners and processors. This corporate concentration 
in the trading segment, coupled by few sellers and multiple buyers (oligopoly), results 
in price manipulation. 

The commonalities between complex finance and modern manufacturing exist 
in their embrace of globalisation. Western manufacturing has become even more 
dependent upon cross-border systems of production, which are intended to make 
business more efficient by placing each stage of production in the region where it 
can be most profitably performed. Likewise, Western finance 
is becoming a globally integrated capital market in the name 
of more efficient banking. What the current crisis has shown 
is that moving credit risk around the world in complex chains 
does not make the system safer and more efficient, as bankers 
once claimed. This has also promoted a rethink by the US, 
Europe and, much more recently, the Asian region, on the 
risks of having geographically fragmented cross-border systems 
of production, particularly in times of recession which have 
the potential to disrupt the microeconomic supply-side effect 
that amplifies the traditional demand-driven impact. A local disruption in the supply 
chain reverberates throughout the international network – since the intermediate 
goods traded are not commodities, but are specific to the client’s need, it is not easy 
to shift to another supplier. In the automobile industry, for example, it takes between 
six months and a year to change suppliers, depending on how complicated the part is 
to produce. At best, the client-firms will suffer an increase in production costs when 
shifting to alternative suppliers; at worst, some production lines will have to stop. 

These global financial and production systems are inextricably linked – commercially 
through financial or contractual relationships, and by government policy through 
protective tariffs/regulations on imported competitive products. All of this has 
important implications for the tariff structures, standards and regulations. 

Conclusions
In this increasingly globalised world, a large country’s policy options and measures 
may have adverse global spill on societies, environments, economies and international 
trade. The differences in growth strategies and goals pursued by different countries 
could lead to conflicts of interest. 

Economic modelling, which interpolates and extrapolates the world, is often based on 
assumptions that leave out aspects of reality. Less developed countries, for instance, 
are portrayed as identical to more developed countries – except for inefficiencies 
in resource allocations. A fundamental concern is to harmonise the international 

The world economy 
is simultaneously 
becoming more 
‘regionalised’ and  
more ‘globalised’.
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trade and monetary policies of different countries to support global quantitative and 
qualitative growth. 

Be it the food, financial and economic crises or climate change, the underlying issue is 
that the human beings formulating these policies do so by choice based on their belief 
in the best course of action to advance their own goals. Scanning the development 
landscape to identify areas where orthodoxy is not providing solutions, and therein 
seeking to develop heterodox approaches to addressing contemporary economic 
problems facing the world today is fundamental. These heterodox approaches can 
contribute towards stimulating new pragmatic and innovative forward-looking 
thoughts and views that support growth and sustainable development in developing 
countries, particularly small states and least developed countries.

(Endnotes)
*  ms Qalo is an economic adviser with the economic affairs Division of the Commonwealth Secretariat. the 

views expressed in this paper are those of the author’s and do not represent the opinion of the Commonwealth 
Secretariat or its member governments.

2  Financial Times, monday 3 august 2009 at p.12.

3  F Schneider and G Kirchgässner, (2009) ‘Financial and world economic crisis: what did economists contribute?’ 
Journal Public Choice 140 (3-4): 319-327 

4  B eichengreen (2008a, 2008b) see: http://www.voxeu.org/index.php?q=node/1684  

5  Financial Times, monday 4 august 2009 at p.28.

6  world Development movement (2009) taking the Credit: how Financial Services liberalisation fails the poor, 
march 2009 See:http://www.bilaterals.org/spip.php?article14664  

7  See:http://enlightenedeconomics.wordpress.com/2009/04/06/interest-rate-manipulation-and-loose-money-
promote-economic-collapse/ 

8  FCF is a private taiwanese firm with its head office in Kaohsiunng, where business co-ordination and 
instructions on pricing are filtered down to operational offices in Fiji, Samoa, Bangkok and elsewhere.

9  tri marine, initially founded in Singapore, is now owned by two italian and two taiwanese investors. it owns 
and has processing agreements with five plants to produce tuna loins and/or canned tuna: three in latin 
america, one in mombassa (Kenya) and Soltai in the Pacific.

10   itochu is a Japanese company with its head office in tokyo. the company is split into six – textiles; machinery 
(aerospace, electronics and multimedia); energy, metals and minerals; chemicals, forest products and general 
merchandise; food; and finance, realty, insurance and logistics services. See www.itochu.co.jp [last accessed 
15 July 2010].
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1. Introduction
Vanuatu is one of the six Pacific island countries (PICs) that have their own independent 
currencies among the 14 PICs, the other eight being dollarised economies with one of 
the currencies of the three metropolitan countries in the region. Five of the six PICs 
with independent currencies have fixed exchange rate regimes. They are Fiji Islands, 
Samoa, Solomon Islands, Tonga and Vanuatu, whereas the sixth country, Papua 
New Guinea, has had a floating exchange rate arrangement since 1994. 

Vanuatu established its central bank, the Reserve Bank of Vanuatu (RBV) in 
December 1980, soon after independence. This study investigates how the monetary 
policy instruments employed by RBV have worked during the last three decades. 
The paper is organised as follows: section 2 provides a background of Vanuatu’s 
economy; section 3 reviews monetary policy implementation and limitations to 
effectiveness of various transmission mechanisms in Vanuatu; section 4 deals with 
the methodology adopted for the empirical analysis; and section 5 presents results, 
summary and conclusions with policy implications.

2. Background
Vanuatu (population 243,304), whose key indicators are given in table 1, is subsistence 
oriented, dominated by root crops and commercial ranch and fishery activities to a 
small extent, which provide livelihood to 80 per cent of the population.

Table 1 Vanuatu: selected key indicators 

land area (sq.km.’000) 12.2

Population (2009: ‘000) 243

Per capita GDP (US$) at current prices (2006) 1,799

aid per capita in US$ (2006) 227

aid as percentage of GDP (2006) 13.4

human development ranking (2006) 118

annual average growth rate (%) (2001–2007) 2.7

annual average inflation (%) (2001–2007) 2.5

overall budget balance as % of GDP (2001–2007) -0.5

Current account balance as % of GDP (2001–2007) -5.4

Source: ADB, 2006; UNESCAP, 2008

Macroeconomic performance
With the offshore financial centre (OFC) institutions inherited from the days of 
the joint Anglo-French condominium rule, absence of all forms of direct taxation, 
including personal and corporate income taxes, estate taxes, death duties and gift 
taxes, has made Vanuatu a pure tax haven3. The services sector, comprising financial 
and tourism activities, has been a major support to Vanuatu’s economy. 

Vanuatu’s growth during the first decade of its independence (Jayaraman, 2004) was 
uneven. In the first half of the second decade, its GDP grew at 4.2 per cent per annum. 
However, in the second half, there was steady deterioration in economic governance, 
resulting ultimately in loss of trust in government institutions, including the state-
sponsored Vanuatu National Provident Fund (VNPF). Consequently, there was a 
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run on VNPF and the payout of funds led to a sharp rise in liquidity in the banking 
system. Fresh monetary policy initiatives in 1998, including the introduction of 
open market operations in the central bank’s own short-term securities for liquidity 
management, stabilised the economy (Jayaraman, 2006). 

Fiscal consolidation measures beginning from 2001 contributed to economic recovery 
by mid-2005. Growth rates were high: 6.5 per cent in 2005, 7.2 per cent in 2006, and 
6.7 per cent in 2007. Stronger growth in the tourism and construction sectors helped 
Vanuatu to grow steadily at 6.6 per cent in 2008, the later half of which witnessed 
the beginnings of the global economic downturn. A string of budget surpluses built 
up from 2003 to 2007 provided the much-needed fiscal space to meet the challenges 
thrown by the global economic crisis with notable success. The RBV also relaxed its 
monetary stance in December 2008. Thus, Vanuatu weathered the global economic 
crisis well. Although growth slowed in 2009 across all sectors, it achieved 3.0 per 
cent growth during that year (UNESCAP 2010, IMF 2010).

3. Monetary policy implementation in Vanuatu 
Vanuatu’s financial sector includes the RBV4, four commercial banks (a locally 
owned bank and three foreign banks), a number of trust and insurance companies, 
the VNPF and several smaller financial institutions. Given the restrictions that 
apply to the ability of the offshore banks to deal in domestic currency and to do 
business with domestic banks, the commercial banks play a more dominant role in 
the domestic financial system. Vanuatu has no vibrant money and capital markets. 
There are no attractive financial assets for savers to invest in other than savings and 
time deposits. Table 2 presents Vanuatu’s monetary statistics.

Table 2 Vanuatu: selected output and monetary statistics 

output 
growth (%)

inflation 
(%)

interest 
rate (%)

er  
(US$/dom. 
currency)

m1  
(% of GDP)

m2  
(% of GDP)

1980–89 
(ave)

8.8 8.8 16.7 0.010272 39.9 110.2

1990–99 
(ave)

5.1 3.2 13.6 0.008522 31.1 107.4

2000–04 
(ave)

0.6 2.5 7.9 0.007692 30.2 103.9

2005 6.5 1.2 7.5 0.009154 34.5 105.4

2006 7.2 2.0 8.3 0.009038 38.7 99.1

2007 6.7 3.9 8.2 0.009762 39.2 101.8

2008 6.6          4.8         5.3 0.009868     38.6 100.2 

2009 3.0          4.9 5.5       0.009368    39.2 92.14

Source: International Monetary Fund, 2009; UNESCAP, 2010

Monetary policy objectives 
The objectives of the RBV are to promote monetary stability in terms of low 
inflation and an adequate level of international reserves, while supporting conditions 
conducive to orderly and balanced economic development. The RBV seeks to keep 
inflation below 4 per cent and maintain at least 4 months of international reserves 
(RBV, 2008). 

20 | small states digest: first edition small states digest: first edition| 21 



Vanuatu has a fixed exchange rate regime under which the value of the domestic 
currency, the vatu (Vt), is determined on the basis of an undisclosed transactions-
weighted (trade and tourism receipts) basket of currencies of Vanuatu’s major 
trading partners. The RBV quotes daily rates for vatu. Buying and selling rates of 
vatu against currencies in the basket are quoted daily, with margins ranging between 
0.25 and 0.3 per cent around the middle rate. The RBV aims at maintaining a level 
of international reserves approximately equivalent to cover six months of imports. 
Within the exchange rate regime, the RBV attempts to guide monetary developments, 
including domestic credit conditions. 

The monetary policy instruments of a central bank are generally categorised into: (i) 
rules-based instruments5, and (ii) indirect instruments6. In 1988, the RBV introduced 
its rule-based instrument, which was primarily intended for prudential reasons. It 
imposed for the first time a reserve requirement on all banks, the so-called Statutory 
Reserve Deposit (SRD) ratio, under which all commercial banks were required to 
keep 10 per cent of demand, time and saving deposits of residents in vatu with the 
RBV. In fact until 1998, the SRD ratio was the only monetary policy instrument of 
the RBV. The RBV’s lender-of-last-resort facility (the advance facility) was more 
often used by non-banks than commercial banks, as the latter were awash with 
liquidity.

Box 1 Vanuatu: monetary policy instruments 
Reserve requirements

Introduced in 1988, the Statutory Reserve Deposit (SRD) ratio is calculated on a monthly average 
basis. This requirement is at a stipulated percentage of deposits, which include 50 per cent of 
residents’ demand deposits in foreign currency, as well as all the demand, time and saving deposits 
of residents in vatu. 

Standing facilities

Discount facility: Banks can sell (rediscount) treasury bills and/or RBV notes with an up to 90-day 
maturity to the RBV. 

Repurchase facility: Banks sell government bonds and/or RBV notes to the RBV and subsequently 
buy back the securities at a specified date and price. In the period between the sale and repurchase 
of the securities, the RBV provides the bank with temporary liquidity. The discount rate applies 
to these operations.

Money market operations

RBV notes: The RBV intermittently auctions these RBV notes, which have maturities of 28, 91, 
119 and 182 days to absorb excess liquidity. 

Policy variable: Reserve money, defined as the sum of currency issued and bank’s deposits, is the 
key monetary policy variable. Bank deposits include compulsory deposits in connection with SRD 
requirements and excess reserves partly used by banks to meet daily clearing needs and to grant 
private sector credit.

Intermediate variables: The RBV monitors a set of key monetary aggregates closely (e.g. various 
levels of money supply, private sector credit and international reserves) in order to assess the 
efficiency of its policies. 
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Box 1 Vanuatu: monetary policy instruments 
Monetary instruments: The RBV controls the money supply by monitoring banks’ liquidity through 
indirect instruments:

•  Statutory Reserve Deposit (SRD): primarily a prudential instrument. Since January 2009, 
commercial banks have been required to maintain 5 per cent of average vatu deposits and 50 per 
cent of foreign currency demand deposits for the two months preceding the calculation date.

•   Open market operations: Central for liquidity management purposes. The RBV regularly buys 
and sells its own notes in open market operations to regulate banks’ liquidity. The notes have 
maturities of 14 days, 28 days, 63 days and 91 days.

•  Rediscount window and repurchasing agreement facilities: Primarily lender-of-last-resort 
facilities. Banks experiencing liquidity shortages can access RBV funds through these facilities. 
Banks’ holdings of RBV notes and government bonds are used as collateral. These facilities 
have rarely been used since their inception in 1998, because of a generally favourable liquidity 
situation. The rediscount rate is the RBV’s benchmark rate.

Source: RBV Quarterly Economic Review (various issues)

Appendix 1 presents the chronological developments in the introduction, as well as 
changes in monetary policy measures.

Monetary policy transmission 
Monetary policy transmission is a process through which changes in monetary policy 
influence output and price level in the economy. Seven channels of monetary policy 
transmission have been identified (Mishkin, 1995, 1996, 2001, 2006), the: (i) interest 
rate, (ii) money supply, (iii) credit, (iv) balance sheet, (v) asset price, (vi) exchange 
rate, and (vii) expectations channels. 

There are constraints that limit the efficiency of transmission mechanisms. Absence 
of a well-developed financial sector and a vibrant secondary market blunts the 
effectiveness of the interest rate channel (Fairbairn and Worrell, 1996). The balance 
sheet approach presupposes that financial assets are important constituents of firms’/
consumers’ portfolios, and assumes the existence of convertibility between illiquid 
(consumer durables) and liquid (financial) assets. Empirical studies have shown that 
markets for assets in developing countries have not attained such sophistication as to 
be able to function as an efficient conduit for monetary policy (Baksh and Craigwell, 
1997). With reference to the asset price channel mechanism and its variants of 
Tobin’s q theory1, the required pre-condition, namely the presence of financial assets 
constituting a key component of borrowers’ and wealth holders’ portfolios, is absent 
in Vanuatu. 

To achieve full efficiency, the exchange rate channel transmission mechanism needs 
a floating system which adjusts to capital flows. Since Vanuatu has a fixed exchange 
rate regime, this particular channel does not operate. In view of the constraints 
discussed above, it is more likely that in small island economies with undeveloped 
money markets, monetary pulses will be transmitted to the real sector through the 
money supply channel rather than through the interest rate channel. 
1  economics theory of investment behavior where ‘q’ represents the ratio of the market value of a firm’s 

existing shares (share capital) to the replacement cost of the firm’s physical assets (thus, replacement cost 
of the share capital). it states that if q (representing equilibrium) is greater than one (q > 1), additional 
investment in the firm would make sense because the profits generated would exceed the cost of firm’s 
assets. if q is less than one (q < 1), the firm would be better off selling its assets instead of trying to put them 
to use. the ideal state is where q is approximately equal to one denoting that the firm is in equilibrium. also 
called general equilibrium theory or ‘q’ theory, it was proposed by the US nobel laureate economist James 
tobin (1918-)
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4. Variables, data and methodology
The model employed for empirical investigation is simple, since the number of annual 
observations (1980–2007) is less than 30. We choose two policy variables: monetary 
aggregate and interest rate. Monetary aggregate is represented by broad money (M2), 
which includes currency, demand deposits, savings and time deposits in vatu, as well 
as in foreign currency. Interest rate is proxied by average lending rate (IR), since 
there is no consistent data series for short-term rate in Vanuatu as the RBV 91-day 
yield to maturity rate data series is available only from 1999. Besides these variables, 
we include the nominal exchange rate to check whether it could be a channel for a 
transmission mechanism. The nominal exchange rate (ER) is expressed as units of 
US dollar per unit of domestic currency7.

The target variables are real gross domestic product (RGDP) and price level, which 
is represented by the consumer price index (P). The annual data series is drawn 
from two sources: the monetary and exchange rate data from International Financial 
Statistics published by the International Monetary Fund (2008) and RGDP data from 
the Asian Development Bank (2008) and UNESCAP (2010). The methodology 
for obtaining the long-run co-integrating equation by ARDL is by the bounds test 
procedure, which is outlined in appendix 2.

The estimated long-run equation is:

 
)179.2()736.1()986.4()009.3()420.2(

*470.0011.0***2228.1**155.1644.1
−−−=

−−+−=
t

LERLIRLMLPLRGDP ttttt

*, ** and *** indicate significance at 10%, 5% and 1% levels, respectively. 

Figures in parentheses are t-statistics.

The coefficient of the monetary aggregate variable (M2) is statistically significant, 
with a positive sign. The coefficient, which indicates the magnitude of the long-
run elasticity of output with respect to money, is 1.228. The coefficient of price 
variable, with the theoretically expected negative sign, is also significant. However, 
the coefficient of interest rate, although with the expected negative sign, is not 
statistically significant. It is clear that interest rate policy is of no significance. On 
the other hand, changes in monetary aggregate through direct instruments have 
significant influence on RGDP. 

The results of the Granger causality tests (appendix 2: table A3) show that in the 
long-run, monetary aggregate, interest rate, price and exchange rate significantly 
Granger-cause the real output, as evidenced by the significance of the error correction 
term (ECT) in the equation with LRGDP as a dependent variable. With regard to a 
short-run relationship, we find in the equation with RGDP as a dependent variable, 
money, prices and interest rate Granger-cause output, while interest rate does not. It 
is also seen that in the short run, RGDP significantly Granger-causes prices, interest 
rate and exchange rate. 
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5. Results, Summary and conclusions
This paper investigated the monetary policy transmission mechanism in Vanuatu. 
Vanuatu’s money market is shallow with few players. It is dominated by government-
issued treasury bills, just as its capital market is saturated with long-term government 
bonds. Further, there are no secondary markets for short-and long-term debt securities.

The study findings are: 

there exists a long-run relationship between real GDP and policy variables, (i) 
including monetary aggregate and interest rate,

the linkage runs only from policy variables to target variable to output, (ii) 
and 

interest rate has had no influence on RGDP either in the long run or in (iii) 
the short run. 

The conclusion is that monetary aggregate is more important than short-term 
interest rate as a channel in transmitting impulses from the monetary sector to the 
real sector. These findings are consistent with the findings of studies conducted in 
countries with undeveloped money markets: money market is not the conduit of 
monetary policy changes. 

With further development of the financial market, the channels through which 
monetary policy works will continue to evolve. As such, the question of how 
monetary policy is transmitted to the real sector in Pacific island economies will be 
of continuing interest to researchers and policy-makers in years to come.
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Appendix 1

Table A1: Vanuatu: Monetary policy instruments:  

Chronological developments: 1980–2009

Year reserve 
requirement

Discount 
lending

omo re-
purchase 
rate

Direct credit 
controls

Secured 
advance 
facility

1980 none none 10.97

1981 none none 10.97

1982 none none 10.97

1983 none none

as weighted average 
interest rates on 
deposits were low 
and loans were high, 
guidelines were 
issued:

a) rates on loans to 
productive sectors 
be in the range of 
12–14%,

(b) banks finance 
credit needs of ni-
Vanuatu projects,

c) weighted average 
rate on loans not to 
exceed 14%, 

d) spread between 
deposits and lending 
not to exceed 4.50%

10.97

1984 none none  10.97

1985 none none
Guideline (d) was 
abrogated

10.97

 
1986 none none  10.97

1987 none none Direct controls ceased 10.97

1988
SrD introduced 
at 10%

none
interest rates market 
determined

10.97

 
1989 10% none  10.97

1990 10% none  10.97

1991 10% none  10.97

1995 10% none  10.97

1996 10% none  10.97

1997 10% none  10.97
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Year reserve 
requirement

Discount 
lending

omo re-
purchase 
rate

Direct credit 
controls

Secured 
advance 
facility

1998

VnPF payouts 
were financed 
by issuance of 
government 
bonds. 

SrD was 
replaced by Pra 
at 16%

intro. at 
6.20%

intro. 
of rBV 
notes 
5.20%

intro. rate 
at 6.20%

10.97 

1999

Pra abolished 

SrD increased 
to 10%

5.87 3.40% 5.87  
abolished in 
may

2000 10% 7% 3.50% 7%  

2001

reserve 
requirement

at 10% of all 
vatu deposits 
and 50% 
of demand 
deposits 
in foreign 
currency

6.50%  
re-
discount 
facility 
and re-
purchase 
agreement 
amalg- 
amated

3.29% 6.50% none

2002  6.50% 4.98% 6.50%

2003
no changes in 
the SrD ratio 
from 2001-2007

6.50% 4.15% 6.50%

2004  10% 6.50% 3.50% 6.50%

2005  10% 6.25% 4.34% 6.25%

2006  10% 6.25% 5.16% 6.25%

2007  10% 6.00% 4.25% 6.00%

2008
in november, 
2008 SrD was 
reduced to 8%

6.00% 4.30% 6.00%

reintro. in 
october, 
allowing 
banks to 
borrow 
at 8.75% 
against rBV 
notes and 
government 
bonds. in 
november, 
reduced to 
7.75%

2009 5% 6.00% 2.35% 6.00%

Source: Reserve Bank of Vanuatu Quarterly Economic Review, various issues
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Appendix 2

A brief note on empirical methodology
Since the number of observations is not large enough, we resort to the autoregressive 
distributed lag (ARDL) procedure, developed by Pesaran et al. (2001). There are two 
steps involved in estimating the long-run relationship between money, output and 
other variables. The first step is to examine the presence of a long-run relationship 
among all variables in the equation. Once the long-run relationship is confirmed in 
the model, the long-run coefficients are estimated using the associated ARDL model. 
For examining the existence of co-integration, we utilise the bounds test approach. 

Accordingly, the following models are constructed for Vanuatu:
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The variables employed are log of real output (LRGDP), log of M2 as percentage 
of GDP (LM2), log of interest rate (LIR), log of nominal exchange rate (LER). 
TREND stands for time trend. ∆  denotes the first difference operator and itε  are 
white noise error terms. The joint significance of the lagged levels in these equations 
is examined by using the F-test, where the null and alternative hypotheses are 
expressed as follows: 

For Equations (1) to (5): 

0: 543210 ===== iiiiiH βββββ  (there is no long-run level relationship) 

0: 543211 ≠≠≠≠≠ iiiiiH βββββ  (there is a long-run level relationship)

where 5,...,2,1=i

Unit root tests revealed that variables were all of I (1). The results of bounds tests 
to examine the long-run relationship between real output, price, money, interest 
rate and exchange rate using the bounds test developed by Pesaran et al. (2001) are 
reported in table A2. The computed F-statistics for the real output equation suggest 
rejection of the null hypothesis of no co-integration for the equation, with LRGDP as 
dependent variable. However, the null hypothesis is not rejected for other equations. 
Thus, the findings show that there is a long-run equilibrium relationship between 
real output and prices, monetary aggregate (M2), interest rate and exchange rate in 
Vanuatu.

Table A2 Results of bounds tests 

Dependent variable Computed F-statistic
lrGDP 18.30***
lP 1.03
lm2 0.29 
lir 1.39
ler 1.02

Critical value

Pesaran et al. (2001)a narayan (2005)b

lower bound 
value

Upper bound 
value

lower bound 
value

Upper bound 
value

1% 3.41 4.68 4.537 6.370
5% 2.62 3.79 3.125 4.608
10% 2.26 3.35 2.578 3.858

a Critical values are obtained from Pesaran et al. (2001), table CI(iii) Case III: unrestricted intercept and no trend, 
p.300. b Critical values are obtained from Narayan (2005), table case III: unrestricted intercept and no trend, 
p.10. *, ** and *** indicate significance at 10%, 5% and 1% levels, respectively. 
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The long-run estimated equation by OLS for real GDP as dependent variable is 
shown as follows: 

)179.2()736.1()986.4()009.3()420.2(
*470.0011.0***2228.1**155.1644.1

−−−=
−−+−=

t
LERLIRLMLPLRGDP ttttt

*, ** and *** indicate significance at 10%, 5% and 1% levels, respectively. 

Figures in parentheses are t-statistics.

The coefficient of the monetary aggregate variable (M2), which has a positive sign 
and is also statistically significant, indicates the magnitude of the long-run elasticity 
of output with respect to money is 1.228. The coefficient of price has the theoretically 
expected negative sign, and is also significant. However, the coefficient of interest 
rate, although with the expected negative sign, is not statistically significant. 
Exchange rate (units of US$ per one unit of vatu) also has a negative sign, indicating 
depreciation would contribute to a rise in output. 

Equation (1) is adequate, as the diagnostic test results indicate that disturbance terms 
are normally distributed and serially uncorrelated with homoscedasticity of residuals, 
confirming the model has a correct functional form. 

Granger-causality tests 
Table A3 shows the results of the Granger-causality tests with regard to the 
significance of the policy variables (money, interest rate) in explaining the variations 
in both output and prices, both in the long and short run. In the long run, M2, IR, 
P and ER significantly Granger-cause RGDP, since the error correction term (ECT) 
in the equation with LRGDP as dependent variable is significant. The magnitude 
of ECT indicates the speed of adjustment of any disequilibrium towards a long-run 
equilibrium, which is 47 per cent within a year. However, ECT is not significant 
in the other four equations, indicating that the long-run relationship exists in only 
one direction – the linkage runs from money, interest rate, price and exchange rate 
to output and not otherwise. This also confirms the results we obtained from bound 
tests that there is only one co-integrating equation, which was the equation with 
output as the dependent variable.

With regard to short-run relationship, we find in the equation with RGDP as 
dependent variable, money, prices and interest rate Granger-cause output, while 
interest rate does not. It is also seen that in the short run, RGDP significantly 
Granger-causes prices, interest rate and exchange rate. For monetary measure, there 
is no evidence of Granger causality.
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Table A3 Granger-causality test results 

Dependent 
variable 

F-statistics eCt 
(t-statistics)∆lrGDP ∆lP ∆lm2 ∆lir ∆ler

∆lrGDP - 44.8203*** 8.3153*** 1.3421 7.2601** -0.4673*** 
(-8.8366)

∆lP 12.8028*** - 1.7185 0.7721 1.3377 -0.1281 
(-1.4359)

∆lm2 0.1384 0.3136 - 0.0285 0.2861 -0.0117 
(-0.0071)

∆lir 3.7845* 0.4593 2.4283 - 1.8409 -0.3570 
(-1.0241)

∆ler 4.0488** 3.5529* 1.1668 2.3707 - -0.1405 
(-1.0222)

Note: *, ** and *** indicate significance at 10%, 5% and 1% levels, respectively.  
Figures in parentheses are t-statistics.

(Endnotes)
1  the 14 PiCs are: Cook islands, Fiji islands, Kiribati, marshall islands, Federated States of micronesia, nauru, 

niue, Palau, Papua new Guinea, Samoa, Solomon islands, tonga, tuvalu and Vanuatu. these 14 PiCs, together 
with two metropolitan countries, namely australia and new Zealand, form the regional inter-governmental 
organisation, known as Pacific islands Forum (the Forum). 

2  the eight dollarised economies, using one of the three major currencies as legal tender, are: Kiribati, nauru, 
and tuvalu (australian $); Cook islands and niue (new Zealand $); marshall islands, Federated States of 
micronesia and Palau (US $). 

3  For an impact study of oFC on Vanuatu’s economic growth, see Jayaraman and Choong (2010). 

4  the rBV’s responsibilities are governed by three key laws: the reserve Bank act (1980), the Financial 
institutions act (1999) and the international Banking act (2002). its supervisory functions were expanded to 
cover offshore banks and the VnPF in 2003. the rBV’s monetary policy stance for the year ahead has been 
publicly announced in semi-annual statements since 2003.

5  the rules-based instruments, which are based on the regulatory power of the central bank include: (i) liquid 
asset ratio, a requirement for a bank to hold minimum amounts of specified liquid assets, typically as a 
percentage of its liabilities; (ii) reserve requirements, a requirement for a bank to hold minimum balances 
with the central bank, typically as a percentage of its liabilities; and (iii) standing facilities, which are 
monetary instruments used at the initiative of banks and bearing a pre-specified interest rate, allowing banks 
to borrow from (refinance facility) or deposit funds with the central bank (deposit facility) (imF, 2004). 

6  indirect instruments are linked to money market conditions. these are used at the discretion of the central 
bank. these include: open market operations conducted by the central bank as a participant in the money 
market, including (i) buying/selling bonds issued by government and government agencies on the secondary 
market; and buying/selling assets under a repurchase agreement in the repo market, or foreign exchange 
swaps; and (ii) open market-type operations, which are monetary operations based on auction techniques 
that are regulated by the central bank. they involve primary market issuance of the central bank’s own 
securities or government securities issued exclusively for monetary policy purposes (imF, 2004).

7  the reason for using the nominal exchange rate instead of real exchange rate is that one can isolate changes 
in the nominal exchange rate on real economic activity separately from changes in prices, since the real 
exchange rate is already adjusted for changes in prices and using this variable would make it difficult to 
isolate price changes (inflation) from exchange rate changes (Dabla-norris and Floerkemeir, 2006).
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Publications

Saving Small
Island States
Environmental and Natural
Resource Challenges

Small may be beautiful, but small island states have a big
problem – the environmental consequences of climate
change. Emanating from research at the University of
Mauritius and with contributions from a wide range of
experts, Saving Small Island States introduces and explains
the key environmental policy challenges and suggested
responses to them.

The book is divided into five sections. Section one provides a
theoretical analysis of the issues and concepts. Section two
presents four previously published but highly influential
papers, which have set the terms of much of the debate on
these issues. Section three uses case studies to examine the
policy instruments and approaches adopted by small states.
Section four looks at environmental policies in action and
examines the position of small island states in the world
trade arena. The final part explores the global dimensions of
environmental management.

Designed particularly to assist the new generation of
environmental and natural resource managers in small
island states, it will also assist current government policy-
makers, as well as academics and students in the fields of
public policy and environmental and natural resource
management more widely.
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Saving Small Island States

Saving Small Island States: Environmental and Natural Resource Challenges - Small 
may be beautiful, but small island states have a big problem – the environmental 
consequences of climate change. Emanating from research at the University of 
Mauritius and with contributions from a wide range of experts, Saving Small Island 
States introduces and explains the key environmental policy challenges and suggested 
responses to them.

Small States: Economic 
Review and Basic Statistics, 
Volume 14
 – This unique annual collection of key 
economic and statistical data on states 
with fewer than five million inhabitants 
is an essential reference for economists, 
planners and policy-makers. The 
Commonwealth’s definition of small 
states is those with a population of 
one and a half million or less. For 
comparison purposes this volume 
presents, where available, data on states 
with a population of up to five million. 

Please find their links below:

http://publications.thecommonwealth.
org/saving-small-island-states-824-p.aspx

http://publications.thecommonwealth.
org/small-states--economic-review-and-
basic-statistics--volume-14-821-p.aspx
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Commonwealth Secretariat 
Global Biennial Conference 
on Small States
London, Marlborough House  
28 – 29 July, 2010.
Commonwealth Secretariat is committed to 
ensuring that international attention is paid 
to the special developmental challenges faced 
by Small States. Recognising these challenges, 
Commonwealth Finance Ministers, at their 
2009 annual meeting in Cyprus urged the 
Secretariat to collaborate with development 
partners to convene a biennial caucus of small 
states representatives to promote discussion and 
sharing of experience on these challenges.

Consultative policy 
workshop
Jamaica, End of  August, 2010.
Consultative policy workshop on the looming 
debt problems of Commonwealth small 
vulnerable economies (SVE’s).

Helping Africa face its 
challenges and enhance 
benefits from regional and 
international trade.
WTO Headquarters, Geneva, 
Switzerland,15 – 17 September, 2010.
The objective session is to discuss how the 
multilateral trading system can help Africa 
overcome the trade and development challenges, 
and enhance the benefits, of regional trading 
arrangements and engagement with emerging 
economies.

Expert meeting on Debt 
Sustainability
London, Marlborough House,  
7th September, 2010.
A meeting of Commonwealth experts to review 
the World Bank/International Monetary Fund 
Debt Sustainability Framework.

MSI+5 High-level Review 
Meeting
New York,  
24 - 25 September, 2010
The high-level review meeting will provide the 
international community with an opportunity to 
conduct a thorough assessment of the progress 
made, lessons learned and constraints encountered 
in the implementation of the Mauritius Strategy 
for Implementation and agree on what needs to 
be done to further address the vulnerabilities of 
Small Island Developing States. The high-level 
review meeting will take place during 24 - 25 
September, 2010.

Climate Finance Meeting
Wilton Park, West Sussex, UK,  
21-22 October 2010. 
Description: Senior Representatives from 
Commonwealth member countries and 
development partners will meet to consider 
ways of ensuring that Commonwealth members, 
especially climate vulnerable SIDS and LDCs, 
are well placed to access existing climate finance 
mechanisms and to identify the steps needed to 
be taken to ensure countries are prepared when 
new finance is available.

Events
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Commonwealth Small States Economic Indicators

real GDP Growth rate (%) inflation rate (%) 

2008 2009 2008 2009

aFriCan Botswana 3.1 -6.0 12.6 8.1
the Gambia 6.1 4.6 4.5 4.6
lesotho 4.5 1.4 10.7 7.7

mauritius 4.2 1.5 9.7 2.5
namibia 3.3 -0.7 10.0 9.1
Seychelles -0.9 -7.6 37.0 31.8
Swaziland 2.4 0.4 13.1 7.6

CariBBean antigua and 
Barbuda

1.8 -6.7 5.3 -0.6

the Bahamas -1.7 -5.0 4.5 2.1
Barbados 0.2 -5.3 8.1 3.5
Belize 3.8 -1.1 6.4 2.0
Dominica 3.2 -0.3 6.4 0.0
Grenada 2.2 -7.7 8.0 -0.3
Guyana 2.0 3.3 8.1 2.9
Jamaica -0.9 -2.8 22.0 9.6
St Kitts and nevis 4.6 -5.5 5.4 1.9
St lucia 0.7 -5.2 7.2 0.6
St Vincent and the  
Grenadines

-0.6 -2.5 10.1 0.6

trinidad and 
tobago

2.3 -3.5 12.1 7.0

aSia PaCiFiC Brunei 
Darussalam

2.7 -0.5 2.7 1.8

Fiji islands -0.1 -2.5 7.8 3.7
Kiribati -1.1 -0.7 11.0 8.8
maldives 6.3 -3.0 12.3 4.0
Papua new 
Guinea

6.7 4.5 10.8 6.9

Samoa 5.0 -4.9 6.2 14.4
Solomon islands 7.3 -2.2 17.4 7.1
tonga 0.8 -0.5 7.3 3.5
Vanuatu 6.3 3.3 4.8 4.5

meDiterranean Cyprus 3.6 -1.7 4.4 0.2
malta 2.1 -1.9 4.7 1.8

Source: IMF, World Economic Outlook, April 2010

For more data on small states go to: www.smallstatesdata.org
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call for 
papers and 

articles 
Policy makers at national, regional and 
international levels, as well as academic 
researchers, are invited to contribute their 
views and perspectives to this quarterly 
publication which focuses on the opportunities 
and challenges faced by small states in the 

global economy.
Synopsis of policy research papers and analytical or descriptive 
reports on small states issues should be submitted to the 
Commissioning Editor by 30 September 2010 for the next issue 
of this quarterly publication. Topics can cover international 
finance and capital markets, international trade, the environment, 
natural disasters, macroeconomic management, and economic 
and social development. Submissions should not exceed 1,500 
words. Reader feedback, Publication announcements and  
Notices of Upcoming Events should reach the Editor two  

weeks ahead of publication. 

Commissioning Editor
Constance Vigilance, Adviser 

Small States, Environment and Economic Management, Economic Affairs Division 
Commonwealth Secretariat, Email: c.vigilance@commonwealth.int

Editor
Geraldine Goh, Adviser 

Communications and Public Affairs Division,  
Commonwealth Secretariat, Email: g.goh@commonwealth.int
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