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Abstract 
 

This thesis analyses the effects of EU’s Everything But Arms agreement on the least 
developed countries (LDC’s)1 and a set of other developing countries left outside the 
treaty. It searches to prove if the LDC’s are capable of benefitting from the agreement or if 
they remain at the same level of exports. The change between the year before the reform; 
2000, and 2004 is considered. Many studies of trade preferences make use of ex ante 
General Equilibrium models; yet there are not many executed on ex post results. This 
examination therefore provides an interesting outcome, applying the gravity model of trade 
to evaluate the results of the EBA agreement. The hypothesis is that the EBA initiative has 
increased the import value to the EU from the least developed countries, and 
comparatively diminished import value from the other developing countries. However, the 
empirical analysis disproves that the EBA initiative had a significant effect on the least 
developed countries’ exports. For the time period studied, trade with the European Union 
has not increased more for the countries within the EBA agreement, compared to those 
outside it. With the result that the EBA initiative has been ineffective in its initial stages, the 
duplicitous policy of the EU is considered; helping the LDC’s by liberalizing trade, yet 
hindering them from entering their market, through subsidizing domestic agriculture and 
maintaining protectionist regulations on imports.  

 
 
 
 
 
 
 
 

                                                 
1 50 countries recorded by the UN as Least Developed Countries 
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Sammanfattning 

 
Denna kandidatuppsats analyserar effekterna av EU:s Everything But Arms handelsavtal 
med de minst utvecklade länderna2. Den söker utreda om de gynnas av avtalet och om de 
får en betydligt högre exportnivå jämfört med en grupp andra utvecklingsländer som inte 
inkluderas av avtalet. Förändringen mellan året före avtalet, 2000 och 2004 bedöms. Många 
studier av handelsförmåner använder sig av en ex ante allmän jämviktsmodell, men få 
studier finns på redan sammanställd data. Denna uppsats ger därmed ett intressant bidrag 
genom att tillämpa en gravitationsmodell för att utvärdera handelsresultatet av EBA-avtalet. 
Hypotesen är att EBA-initiativet ökat importvärdet till EU från de minst utvecklade 
länderna samt relativt minskat importvärdet från de andra utvecklingsländerna. Resultaten 
motbevisar dock att handeln ökat mer för EBA-länderna än för de andra 
utvecklingsländerna, och visar därmed att EBA-avtalets inverkan varit obetydlig i dess 
första skede. Med detta resultat, analyseras EU:s tvetydiga politik: samtidigt som de stödjer 
de fattigaste länderna, skadar de dem genom att försvåra för dem att komma in på 
marknaden då de vidmakthåller protektionistiska importregler samt subventioner av det 
egna jordbruket. 
 
 
 
 

 

                                                 
2 50 länder som av FN betecknas som minst utvecklade.  
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1 Introduction and Methodology 

 

One of the cornerstones of the World Trade Organization (WTO) agreement is the Most 
Favored Nation (MFN) principle; a nation with MFN status will not be treated differently 
than any other nation with MFN status. Members of the WTO are obliged to assign MFN 
status to each other. Exceptions allow for trade preferences concerning developing 
countries, regional free trade areas and customs unions.  

Since the 1960’s there has in the GATT3/ WTO been a debate over Special Differential 
Treatments of Developing Countries. In February 2001, a new initiative of the European 
Union was approved by the commission: Everything But Arms (EBA). An agreement 
under which all imports to the EU from the least developed countries are duty and quota 
free, with the exception of armaments, as the name suggests. Nevertheless, special 
transitional arrangements were made for the highly debated agricultural commodities 
bananas, sugar and rice until January 2006, July 2009 and September 2009, respectively.  

The purpose of this thesis is to analyze to which extent the Everything But Arms 
agreement has had an effect on the export value for the least developed countries, 
compared to a set of other developing countries left outside the agreement. It will search 
out to prove if the least developed countries are capable of benefitting from the agreement, 
or if they remain at the same level, unable to expand their exports.  

Most studies on multilateral trade liberalization and the role of trade preferences make use 
of ex ante General Equilibrium (GCE) models, estimating the costs or gains of various 
policies. However, there are not many studies on ex post results of implemented trade 
preferences; there among the EBA agreement. Particularly there are few studies concerning 
the total value of trade; this examination, applying the gravity model of trade, therefore 
adds to the limited research in this field. One paper which does apply the gravity model on 
all trade: ‘The Role of the Everything But Arms Trade Preferences Regime in the EU 
Development Strategy’ by Gradevaa and Martínez-Zarzosob (2010), shows an overall 
negative impact of the agreement during its initial years. A study which surveys trade data 
by Paul Brenton (2003) of the World Bank; ‘Integrating the Least Developed Countries 
into the World Trading System: the Current Impact of EU Preferences’, also confirms that 
the effects of the EBA agreement in 2001 were negligible. Nevertheless, the hypothesis of 
this thesis is that the EBA initiative has significantly increased import values to the EU 
from the least developed countries within the EBA framework, but relatively diminished 
import values from the other developing countries outside it. 

The study is limited to 40 countries in total. It includes 10 of the 50 recorded by the UN as 
least developed countries. Furthermore, 10 other developing countries not included in the 
EBA agreement, with just above higher Human Development Index (HDI) (UNDP, 2011). 
Moreover, it is constrained to the 10 largest economies within the EU and to 10 other 
more developed countries (MDC’s). This last group contains countries with the highest 
Gross Domestic Product (GDP) in the world, apart from the EU countries (World Bank, 
2008). Trade through the gravity equation, with the EU in the year before the reform; 2000, 
is measured and compared to 2004. The same is done for the control group of other more 
developed countries.  

                                                 
3 The General Agreement on Tariffs and Trade (GATT) was replaced by the WTO in 1995  
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Figure 1.1 Flow Chart of Trade Relationships Compared  

As the diagram shows, the Everything But Arms countries’ trade and relationships are 
measured against the EU countries and as a control group, the more developed countries. 
The same is done with the other least developed countries, not included by the agreement; 
their trade and relationships are measured against the EU countries and the MDC’s. 

The trade value in the gravity model, being the dependent variable, consists of all trade 
between two countries, minus armaments, bananas, sugar and rice. The three last 
commodities are at the time of the study (2000 and 2004) not included in the agreement. 
Incorporated in the gravity model are also the independent variables; GDP per capita, 
GDP per capita gap, population for both the importing and exporting country and 
distances between capitals.  Finally, dummy variables to control for whether the country is 
included by the EBA treaty or not, and common official language are part of the 
regression. Another regression is also conducted with the change in trade between two 
countries from 2000 to 2004 as dependent variable. Hence, the change in import to the EU 
from the least developed countries by the 2001 reform is analyzed. 

To explain bilateral trade flows, trade preferences, protectionism and free trade, several 
theories are needed to enclose it all. Arguments will be presented and developed from 
international trade theory, the Ricardian model, the Heckscher-Ohlin theorem, the New 
Trade Theory, and from the empirical model implemented; the Gravity model of trade.  
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2 Theoretical Framework 

2.1 Arguments for Trade Liberalization 

 

According to the classical free trade point of view based on the theories of Adam Smith 
and David Ricardo, all countries are better off with trade than in autarky as countries 
specialize in their production. ‘Trade between two countries can benefit both countries if 
each country exports the goods in which it has a comparative advantage.’ (Krugman & 
Obstfeld, 2006, p. 26) This is true even if one country has absolute advantage; more 
efficient production, in all goods. Specialization still leads to greater efficiency and both 
countries can consume and produce additionally. Besides, it is more cost effective for one 
company to expand than for new to be established at the market. Thus if there would be 
free trade the world as a whole would gain because of greater efficiency in producing 
according to comparative advantage.  

In figure 2.1 the net welfare effects of a tariff can be observed (Navaretti & Epifani, 2004). 
There are efficiency losses; ‘b’ and ‘d’ represent production and consumption distortion 
loss respectively. However, the terms of trade gain by the tariff is represented by ‘e’, since 
the foreign export price declines with the tariff. In a small country on the other hand, this 
effect is nullified, and the cost of the tariff is greater than the benefit of it (Krugman & 
Obstfeld, 2006). 

 

Figure 2.1 The Net Welfare Effects of a Tariff 

As for export subsidies, the results are obvious: ‘Foreign’s terms of trade improve at 
Home’s expense, leaving it clearly better off. At the same time, Home loses from terms of 
trade deterioration and from the distorting effects of its policy.’ (Krugman & Obstfeld, 
2006, p. 101) 

Notably, not only developed countries tend to have high average agricultural tariffs toward 
developing; also developing countries tend to between them (Anderson et al. 2005). As an 
example, Sub-Saharan Africa is especially affected by import prices of food; 45 percent of 
rice and 85 percent of wheat consumed in the region is imported. Here prices are of 
essence since rice, wheat and maize account for 30 percent of daily intake calories (World 
Bank, 2008). To decrease their vulnerability and increase economic growth, the developing 
countries themselves must tear down trade barriers amongst them. 

One of the most essential theories in international trade is the Ricardian model, since it in 
an uncomplicated way portrays the principle of comparative advantage. According to the 
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Ricardian model, all countries are better off with trade than in autarky as countries 
specialize in their production. ‘Trade between two countries can benefit both countries if 
each country exports the goods in which it has a comparative advantage.’ (Krugman & 
Obstfeld, 2006, p. 26) The model predicts full specialization by respective countries. Also, 
labor is the only factor of production considered, so only differences in labor productivity 
between countries, not the relative amounts of labor and capital, are measured. Hence in 
this approach, ‘international trade is solely due to international differences in the 
productivity of labor.’ (Krugman & Obstfeld, 2006, p. 26) Furthermore, the model assumes 
constant marginal product of labor, scarcity of labor and perfect labor mobility between 
sectors; but not between countries. Also there is perfect competition, which means they are 
price-takers. The Ricardian model of trade does not provide for analysis of distribution of 
income, but this the Heckscher-Ohlin model does (Krugman & Obstfeld, 2006). 

The Heckscher-Ohlin model was produced as an alternative to the Ricardian model of 
basic comparative advantage and is one of the most important theories in international 
economics. It is more intricate with two factors of production; capital and labor. Trade is 
dependent on differences in factor endowment, and the model assumes that countries will 
export those goods with which they are relatively well endowed, and import goods with 
factors with which they are relatively less endowed. Whereas in the Ricardian model 
productivity is emphasized, export is in the Heckscher-Ohlin model. Furthermore, it 
importantly provides for analysis on the results of trade on income distribution. ‘Because 
changes in relative prices of goods have very strong effects on the relative earnings of 
resources, and because trade changes relative prices, international trade has strong income 
distribution effects.’ (Krugman & Obstfeld, 2006, p. 77) 

Ideally in the Heckscher-Ohlin model, there would be factor-price equalization, in reality 
however, this is seldom observed. The differences in resources, the barriers to trade and 
the international differences in technology make it practically unachievable (Krugman & 
Obstfeld, 2006). The fact that trade produces both winners and losers, is generally not seen 
as a good reason by economists to limit it. In its distributional effects it is not much 
different from many other kinds of economic change which are not regulated (Krugman & 
Obstfeld, 2006). Economists would ‘prefer to address the problem of income distribution 
directly, rather than by interfering with trade flows.’ (Krugman & Obstfeld, 2006, p.77) 

Empirically, the evidence from the Heckscher-Ohlin model is not always coherent. Most 
researchers are not convinced that differences in resource endowments alone can explain 
international trade and world factor prices. Alternatively, one must consider the significant 
differences internationally in technology (Krugman & Obstfeld, 2006). To keep in mind is 
that technology, in the Heckscher-Ohlin model, is assumed constant between countries in 
the long-run. The most famous empirical evidence against the Heckscher-Ohlin model is 
the Leontief paradox. Wassily Leontief (1953) found that U.S. exports were less capital 
intensive than U.S. imports, despite having more capital per worker than any other country 
in the world.  

 

2.2 Arguments against Trade Liberalization  

 

The new trade theory is an alternative way of explaining international trade; ‘…the 
traditional constant returns, perfect competition models of international trade have been 
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supplemented and to some extent supplanted by a new breed of models that emphasizes 
increasing returns and imperfect competition.’ (Krugman, 1987, p.131) Apart from 
comparative advantage, these set of models emphasize the importance economies of scale 
and network effects. The theory argues that ‘countries do not necessarily specialise and 
trade solely in order to take advantage of their differences; they also trade because of 
increasing returns, which makes specialisation advantageous per se.’ (Krugman, 2007, 
p.425) 

As a consequence of the immense impact of increasing returns to scale, with first mover 
advantages, it might be in a nation’s interest after all to protect infant industries. What is 
more, the world all together, in the long run loses without the possibility to protect them. 
Even though a country would possess absolute advantage, or a lower average cost curve as 
a whole in an industry, it would be difficult for it as a newcomer to enter the world market. 
This since it would in its initial stages have a higher average cost curve than the first-
movers, because of the advantages of economies of scale, and therefore initially make 
losses. It is not able to enter and compete at the world market, because economies of scale 
have created a natural monopoly with no competition and consequently the world loses. A 
country may dominate in an industry simply as they were fortunate to be the first ones to 
exploit it; history plays an important role here in who produces what. This might be of 
peculiar interest to developing countries as their industries, in their infant newcomer stages, 
might not be able to withstand competition on the world market.  

Even though this theory is in general accepted by academics, trade policy is in reality little 
affected by it; no one wants to come out as a protectionist. What is more, even if the 
theory holds theoretically, it is close to impossible pragmatically. Once an industry has been 
supported it is hard to remove that support without committing political suicide.  One can 
simply look at the French farmers’ political influence to observe that fact.  

Due to the new trade models Paul Krugman states: ‘Free trade is not passé…but it can 
never again be asserted as the policy that economic theory tells is always right.’ (Krugman, 
1987, p.132) It is not as simple as claiming that since free trade could potentially increase 
least developed countries’ export growth, it is merely good for them. What trade 
liberalization can cause is a surge in imports without a corresponding surge in exports. This 
causes trade deficits to rise, deterioration in the balance of payments and worsening of 
external debt. This all constraints growth prospects and often results in persistent 
stagnation or recession (Khor, 2000a). As previously discussed, it must be taken into 
account that there are increasing returns to scale and imperfect competition in the global 
economy, and as a consequence the LDC’s might not endure competing on the world 
market.  

In contrast to neoclassical trade theory, Khor (2000a) also argues that LDC’s at least 
initially, lose significantly when it comes to trade liberalization. More developed countries 
gain somewhat since they have a better chance at competing on the world market. 
Nevertheless, developed countries are the largest net gainers of multilateral trade 
liberalization with lower consumption prices.   

What is more, in most developing countries, small farmers are essential building stones; 
their income and products, especially food, form the foundation of their economies. These 
small businesses could be threatened by agricultural liberalization and thus cheaper 
imports. Developing countries would then become less self-sustained and more dependent 
on imports for their food supplies, decreasing national food security (Khor, 2000a).  
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It is therefore rather divisive that some countries within the EU demand liberalization in 
the countries they preferably trade with. Oxfam demands that EU leaders should agree: 
‘not to demand that poor countries liberalise in return for reductions in the current high 
and unfair level of EU protectionism.’ (Oxfam, 2002, p.15) Likewise Khor (2000a) argues 
that developing countries must have the opportunity to make strategic choices in finance, 
trade and investment policies, where they can decide on the pace and extent of 
liberalization and also have the opportunity to protect local business ventures. Furthermore 
he argues that ‘trade liberalization should not be pursued automatically, rapidly, as an end 
in itself, or in a “big bang” manner.’ (Khor, 2000b, p.14)  

It is important to distinguish whether the successful conditions for liberalization are 
present in a country yet or not. As for the 10 other developing countries not included by 
the EBA agreement, this could be a side-effect that they could suffer from; imports from 
their neighboring countries could become cheaper than their domestic production, and as a 
result their economy weakens. 

Since competitive pressures make inefficient industries and companies vanish, this would 
as previously stated probably lead to a tougher establishment for the developing countries 
than for the developed. The start-up capital for building up new efficient and competitive 
industries might not be available in the low-income countries. Here aid could be invested 
by richer nations as special trade agreements are abandoned. This aid for trade could for 
instance cover start-up costs, so that there may be a chance to compete on the world 
market.  

On the other hand, the comparative advantage which developing countries usually have 
over MDC’s is that their production costs tend to be on a significantly lower level. 
Considering the EBA countries, they now have the opportunity to strengthen their 
positions by trading with the EU at a lower opportunity cost than its ‘neighbor’ developing 
countries. According to the Heckscher-Ohlin model however, there would in the long-run 
be factor-price equalization and labor costs would converge. 

Yet another issue with trade liberalization, leading to specialization, is that developing 
countries become even more dependent on agriculture, which is not always good for 
development; the primary sector is often very vulnerable to natural hazards and not always 
that effective in generating economic growth. Nevertheless, it is hard to start somewhere 
else, where the factors of production are not prevalent. But as a whole, diversifying the 
domestic economy into different sectors of production is a good long-term safety measure 
for national welfare.  

What is more, when economies of scale drive small farmers out of business in making 
production efficient, this specialization drives out the diversity of crops. Diversity of crops 
is a natural protection against natural hazards as some crops can withstand vermin, drought 
or floods better than other. So is the matter with variety within crops as well. It is often the 
case that variety within a crop disappears with bulk production; the import of rice into 
Haiti is a tragic example. An old Haitian rice farmer tells in a documentary of how imports 
of rice from Florida out-competed local rice farmers, and nowadays merely about three rice 
varieties remain out of about a hundred (Kunskapskanalen, 2011). These mass-produced 
rice varieties are often genetically modified and contain fewer nutrients. Another local man 
in the documentary claimed that with the old rice sorts they would stay full for a day, with 
the imported but for an hour.  
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In addition, large fields of production rub the ecosystem; different types of vermin flourish 
and become resistant to pesticides. This leads to more spraying and consequently water is 
further polluted and there is additional poisonous intake for consumers. Besides, positive 
insects are eliminated in the process. The disproportionate use of fertilizers also affects the 
ecology in rivers and ground water negatively; excessive levels of nitrogen in the water lead 
to algae bloom and the death of marine animals. 

Mass production moreover creates problems with dumping. Dealing with waste is often 
very costly and not often government subsidized, therefore not providing much of an 
incentive except good will. Many large cattle farmers dump manure and carrion in nearby 
forests, often in much larger quantities than nature is able to decompose. This is an 
additional reason to why water flows and furthermore, even ground waters are being 
poisoned. What is more, one of the most common environmental issues, soil erosion, is yet 
a side-effect of mass production. So is desertification, which in turn also worsens soil 
erosion. To conclude the environmental issue: mass production is generally not ecologically 
sustainable.   

 

2.3 Beggar-thy-neighbor Effect 

 

The growth of the least developed countries included in the EBA agreement, might come 
at the cost of the other developing countries not included by the agreement. Their current 
preferential trade access to certain countries, including their previous colonizers, is now at 
risk of becoming completely windswept by the EBA agreement; which might make it a 
beggar-thy-neighbor policy. Gallezot & Matthews point out that:  

‘The pressure to delay full liberalisation for these products came at least as 
much from other developing countries whose preferential access to the EU 
market would be eroded by the EBA initiative. For example, the ACP 
countries welcomed “the fact that the full liberalisation of sugar, rice and 
bananas, which constitute very important export products for many of the 
LDCs, will not be implemented until 2009, thereby taking into account the 
legitimate concerns of ACP commodity-producing countries” (ACPEU Joint 
Parliamentary Assembly, 2001).’ (Gallezot & Matthews, 2006, p.2)  

Paul Krugman (1991) argues that from an economic standpoint, the analysis of free trade 
areas generally show that the creation of such might damage rather than build the world 
economy. Furthermore, that ‘trade diversion could outweigh trade creation even with 
external protectionism unchanged; and the increased market power that countries gain by 
consolidating into trading blocs could lead optimizing but noncooperative governments to 
raise tariffs increasing the cost.’ (Krugman, 1991, p.14) Nevertheless, even though there is 
costly trade diversion in ‘the move towards free trade… it seems unlikely that the net effect 
on world efficiency will be negative.’ (Krugman, 1991, p.14) This is because the potential 
trading blocs consist of more or less neighboring countries that would naturally trade even 
without arrangements. Therefore ‘potential losses from trade diversion are limited, and the 
potential gains from trade creation are large.’ (Krugman, 1991, p.14) 

Krugman additionally enlightens that one of the main problems is that larger trade blocs 
can harm ‘economically smaller players that for one reason or another are not part of any 
of the big blocs.’ (Krugman, 1991, p.14) This might also be the case with the Everything 
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But Arms agreement, hurting the other developing countries outside it. Conclusively, ‘one 
country may benefit from protection, but the resulting losses to other countries usually 
more than offset this gain. Thus imperfect competition gives rise to beggar-thy-neighbor 
incentives for protective policies.’ (Brander & Spencer, 1992, p.107) 
 

2.4 Trade and Growth 

 

Trade is one of the best forms of long-term aid that can be given; it allows a country to 
sustainably expand their economy; helping it to not just be an inactive receiver of aid, but 
to emerge from the vicious cycle of debt. In addition to the importance of trade for growth 
in GNP or GNP per capita, it also promotes regional integration, peace and stability 
(Brown, 2005). Also, Humphreys (2003) has shown that recent empirical studies have given 
weight to the old adage that countries that trade on equal terms tend not to fight (cited in 
Brown, 2005). Consequently, trade is also an important part of the process towards overall 
welfare in a country.  

Yet a benefit to trade is that it helps the clustering of firms. According to Alfred Marshall, 
clustering of firms has three key advantages including: specialized suppliers, labor market 
pooling and knowledge spillovers (Krugman & Obstfeld, 2006). This is another positive 
product for the world economy as a whole.   

According to the Ricardian and the Heckscher-Ohlin models, free trade leads to gains from 
trade for both countries involved, and results in a total improvement in welfare. However, 
if a country is outcompeted and not compensated by the total improvement in welfare, its 
welfare deteriorates. According to Khor (2000), export growth partly depends on terms of 
trade and world prices of the export goods, but also on the quality of infrastructure and 
human resources; which take considerably long time to improve. It also depends on 
whether there is market access, especially in developed countries.  

Nevertheless, as previously discussed, when economies of scale are accounted for, the 
consequences of trade are more ambiguous. There is a risk that the world as a whole loses 
with many monopolies arising. Even though there is great efficiency, there is a lack of 
competitors to drive down world prices. 

 

2.5 Dilemmas Concerning EU Trade Preferences 

 

It is surprising that although agriculture is such a small and declining sector in the world 
economy, there has been much commotion over agricultural policy. Since the 1960s, the 
sector’s share of global gross domestic product has fallen from around one-tenth to little 
more than one-thirtieth today (Anderson & Martin, 2005). Also, the more developed a 
country is, the more it tends to move away from the agricultural primary sector and into 
the secondary and tertiary sectors of industry and services respectively. Accordingly, the 
least developed countries tend to rely heavily on agricultural exports. The EBA trade 
preferences should give them a chance to be able to compete with these goods more freely 
on the European market. These products are generally produced more effectively with an 
absolute advantage towards the European countries with sterner climate and higher wages. 
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The LDC’s export sectors should enhance and so should national welfare.  However, many 
European farmers are already established at the market and encompass the benefits of 
economies of scale. Additionally, they are subsidized by the EU; this makes the LDC’s 
chances of successfully competing at the market relatively slim.   

The fact that the EU subsidizes its own inefficient agricultural sector, profiting at the cost 
of the world’s poorest nations, awakens the question whether the EBA agreement is in fact 
not just another band-aid as official compensation for the hurt caused the LDC’s by 
protecting of its own agriculture. The European Union subsidizes its own agriculture by 

some $35-40 billion per year (Shah, 2011), and spends $8 billion on aid (Open Europe, 

2007). This makes it the second largest donor in the world after the U.S. On the other 
hand, it is comparatively meagre to what the union spends on subsidies and aid within its 
borders. At present the EU subsidizes its own agriculture by 34% of the budget (Europa, 
2011). Shah (2011) depicts this concern the following way:  

‘Our compassion (at the 2002 G8 Summit talking of the desire to help Africa) 
may be well meant, but it is also hypocritical. The US, Europe and Japan spend 
$350 billion each year on agricultural subsidies (seven times as much as global 
aid to poor countries), and this money creates gluts that lower commodity 
prices and erode the living standard of the world’s poorest people.’  

What is more, the total of all development assistance, ODA, to the LDC’s from the 
European Union is a mere 26% (Montes & Migliorisi, 2004), which may suggest that the 
poorest nations are not of top priority.  It is questionable whether the EU like many other 
MDC’s act upon their own special interests, whatsoever benefits them most. Top recipients 
of aid by the European Commission in 2001-2002 were Ex-Yugoslavia/Serbia and 
Montenegro, Turkey, Tunisia, Morocco and South Africa (Montes & Migliorisi, 2004).  

Noticeably, one of the main beneficiaries of EU’s agricultural subsidies has recently been 
Prince Albert of Monaco, besides Queen Elizabeth of Britain has received large subsidies 

from the EU (Godoy, 2010). As Kofi Annan was speaking to the General Assembly, he 

emphasized: ‘Funds should be moving from developed countries to developing countries, 
but these numbers tell us the opposite is happening’, considering that ‘developing countries 
made the sixth consecutive and largest ever transfer of funds to “other countries” in 2002, 
a sum totalling almost $200 billion.’ (UN, 2003)  

Yet another issue, concerning the implementation of EU:s trade preferences that Brenton 
and Manchin of the Centre for European Policy Studies point out is that ‘only one third of 
EU imports from developing countries which were eligible for preferences actually entered 
the EU market with reduced duties.’ (Brenton & Manchin, 2002, p.1) The developing 
countries’ exports were hindered by requirements of ‘rules of origin’, and if not that by 
‘EU’s health and safety standards, some of which are legitimate and some of which are 
simply protectionist.’ (Oxfam, 2002, p.14)  

To eradicate poverty sustainably, the EU should constantly be aware that the EBA initiative 
is a good step ahead; yet merely partial relief. Subsidies to EU farmers need to be 
furthermore fiercely reduced in order for the least developed countries to be given a fair 
chance at competing in the EU market. Additionally, as the Oxfam Policy Paper (2002) 
argues: agricultural dumping should end, and a timetable to phase out agricultural export 
subsidies should be agreed upon. But practically this is almost impossible to perform for 
any prime minister, as it would likely imply political suicide by pressure from interest 
groups. 
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In the end, the potential impact of the EBA depends on ‘the extent to which the initiative 
represents an improvement on their current terms of access to the EU market, (and) their 
capacity to increase their exports of the newly favoured products.’ (Deep Ford & Koroma, 
2006, p.53) The LDC’s already received much preferential trade admittance to the EU 
market before the EBA and therefore the initiative has only had effect on LDC’s where 
there were previously restrictions. The non-African Caribbean and Pacific LDC’s were the 
greatest gainers of the EBA according to Ford & Koroma (2006). 
 
 



  

 
14 

3 Data and Empirical Model 

3.1 The Gravity Model of Trade 

 

The empirical model employed in this thesis is the gravity model of trade. It is one of the 
most applied in measuring bilateral trade flows and James Anderson describes it: ‘probably 
the most successful empirical trade device of the last twenty-five years’. (Anderson, 1979, 
p.106) The econometric model was first applied by international economists Jan Tinbergen 
(1962) and Pöyhönen (1963). In its initial stages it was disregarded for lacking sufficient 
theoretical substantiation, but from the late 1970’s and onward, several formal foundations 
were laid and the model became increasingly recognized; particularly because of theories 
concerning imperfect substitutes, but also from an arising interest in the matter of 
geography and trade within economics (Frankel, 1997). Important contributors to the 
theoretical groundwork include James Anderson, Paul Krugman, Elhanan Helpman and 
Jeffrey Bergstrand.  

The model has its name from as Isaac Newton’s law of gravity in physics. Just as ‘the 
gravitational attraction between any two objects is proportional to the product of their 
masses and diminishes with distance, the trade between any two countries is, other things 
equal, proportional to the product of their GDPs and diminishes with distance.’ (Krugman 
& Obstfeld, 2006, p.13)  In other words, the gravity model estimates trade to be positively 
related to the GDP of the countries measured and inversely related to distance. Factors 
which can also be included in an extended version of the model include: income level, 
colonial history, common languages, topography and trade arrangements. In analyzing the 
volume of trade, distance represents transport costs and e.g. communication costs are 
covered by the common language dummy.  

The general gravitational equation would take the following form: 

Tij=A * Yi
 * Yj/ Dij    

Where Tij is the trade between country and j, Yi and Yj is the GDP of each country 
respectively, Dij is the distance between the countries and A is a constant (Krugman & 
Obstfeld, 2006).  

 

3.2 Regression Model 

 

Three gravity model regressions are run in this study. Firstly, two with trade as dependent 
variable for each of the years of the study, 2000 and 2004: 

Ln Tradeij = β0 + β1 Ln Distanceij + β2 Ln Export GDPcapi + β3 Ln Import GDPcapj + β4 
Ln POPi + β5 Ln POPj  +β6 Ln Gapij + EBA_D + Comlang_off  + εij 

Where Ln Tradeij is the logarithmic trade between country i and country j. Country i is the 
developing exporting country and country j is the importing more developed. Ln Distanceij 
is the logarithmic distance between country i and country j. Ln Export GDPi is country i:s 
logarithmic real GDP per capita, and so is import GDPj for country j. Ln POP is the 
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logarithmic population and Ln Gapij is the logarithmic absolute difference between country 
i:s and country j:s Real GDP per capita4. 

Secondly, one with DlnTrade as dependent variable:  

DlnTradeij = β0 + β1 Ln Distanceij + β2 Ln Export GDPcapi + β3 Ln Import GDPcapj + β4 
Ln POPi + β5 Ln POPj  +β6 Ln Gapij + EBA_D + Comlang_off  + εij 

Where DlnTrade is the logarithmic change in trade between country i and country j from 
2000 to 2004; the rest of the equation remains unchanged. 

The Human Development Index (HDI) composed by the UN, is a good measure to 
quickly obtain an indication of a country’s living standard. As the figure (UN, 2012a) 
shows, the HDI is composed of the three dimensions health, education and living 
standards, with the respective four indicators of life expectancy at birth, mean years of 
schooling and GDP per capita. The scale goes from zero to one, where the LDC’s rank the 
lowest on the scale and the MDC’s the highest, or closest to one. There is a large gap 
between the 40 countries measured, ranging from 0.224 in DR Congo to 0.906 in Australia 
with a standard deviation of 0,214516. The EBA countries hold a mean of 0,34890, the 
other LDC’s of 0,58667, the MDC’s of 0,75030 and the EU countries, the highest of 
0,84680. 

 

Figure 3.1 Components of the Human Development Index 

 

3.3 Data Sources 

 

The import statistics are retrieved from the UN Comtrade database. Trade figures are in 
current dollars and therefore not inflation–adjusted. Import data by the more developed 

                                                 
4 See Appendix 3 for a more precise definition of variables 
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countries is here considered, since it is more often recorded than is export data by the 
developing countries. In the Comtrade database, imports reported by one country do not 
necessarily coincide with exports reported by its trading partner. Distances between capitals 
and common official language are retrieved from the CEPII database. As for GNP per 
capita and population, the database Penn World Table is used as source. 
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4 Results 

 

The control variables show expected results in accordance with the theory; the GDP per 
capita contributes positively and significantly for the exporting and the importing country, 
both in 2000 and 2004. The population variable showing market size is also in line with the 
gravity model, positive. The beta coefficient for distance is as expected negative since trade 
diminishes with distance. As for the EBA coefficient, it is also significant for both years; 
signifying that trade from the EBA countries was stronger, or preferred to the European 
Union, both before and after the implication of the agreement. This could partly be 
explained by that many of the least developed countries also comply under the Cotonou 
agreement for African, Caribbean and Pacific states. The beta coefficient went from 0,548 
in 2000 to 0,530 in 2004, which is not a significant difference. The fit of the model is good 
with an R-square of 0,567 for 2000 and slightly higher 0,582 for 2004.  

 

Table 4.1 Regression with ln_trade as dependent variable for year 2000 

Variable Β t-statistic Sig. 

(Constant) -33,323 -8,670 0,000 

EBA_D 0,548 1,782 0,076 

Comlang_off 0,674 2,068 0,039 

ln_dist -0,788 -4,414 0,000 

ln_GDPcapEX 1,713 13,295 0,000 

ln_GDPcapIM 1,438 4 0,000 

ln_GDPgap 0,405 1,819 0,070 

ln_POPIm 1,101 9,85 0,000 

ln_POPEx 1,332 13,516 0,000 
 

Table 4.2 Regression with ln_trade as dependent variable for year 2004 

Variable Β t-statistic Sig. 

(Constant) -41,54 -9,854 0,000 

EBA_D 0,53 1,638 0,102 

Comlang_off 0,48 1,451 0,148 

ln_dist -0,825 -4,55 0,000 

ln_GDPcapEX 1,886 13,415 0,000 

ln_GDPcapIM 1,902 5,483 0,000 

ln_GDPgap 0,242 1,183 0,238 

ln_POPEx 1,492 13,767 0,000 

ln_POPIm 1,295 11,366 0,000 
 

Another regression was run with DlnTrade as dependent variable (Table 4.3). DlnTrade is 
the difference in trade between 2000 and 2004. The t-statistic for the EBA dummy is 
insignificant and negative, indicating that the EBA countries’ exports to the EU have not 
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increased more than the other developing countries’ have outside the agreement. In other 
words, the EBA trade agreement has not accelerated trade for the least developed countries 
comparatively. This nullifies the hypothesis that the Everything But Arms initiative would 
significantly increase the import value to the EU from the least developed countries within 
the EBA framework, but relatively diminish import values from the other developing 
countries. It implies that the EBA agreement has been ineffective for the LDC’s in its 
initial three years of implementation. Neither has there been a significantly negative trade 
diversion for the other developing countries.  

Table 4.3 Regression with DlnTrade as dependent variable 

Variable Β t-statistic Sig. 

(Constant) -1,531 -0,55 0,582 

EBA_D -0,068 -0,307 0,759 

Comlang_off -0,065 -0,278 0,781 

ln_dist -0,098 -0,758 0,449 

ln_GDPcapEX 0,167 1,777 0,076 

ln_GDPcapIM -0,158 -0,602 0,547 

ln_GDPgap 0,187 1,139 0,255 

ln_POPIm 0,179 2,217 0,027 

ln_POPEx -0,075 -1,038 0,3 
 

Table 4.4 Mean change between 2000 and 2004 

Dlntrade_mean DlnGDPEx_mean DlnGDPIm_mean DlnGDPgap_mean DlnPOPEx_mean DlnPOPIm_mean 

0,285 0,194 0,09 0,061 0,081 0,021 

 

On the change between 2000 and 2004 (Dln for Delta logarithmic) a mean was conducted. 
This mean conveyed that the developing exporting countries’ GDP (DlnGDPEx_mean) 
had increased by more than the importing more developed during the time period studied, 
and likewise population. Additionally, trade between the 40 countries had grown. 
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5 Conclusion and Suggestion for Further Studies 

 

Even though the result is in disagreement with the hypothesis, it is not completely 
unforeseen. As a matter of fact, the Overseas Development Institute did not expect the 
increase in trade by the EBA agreement to be significant: ‘When differentiation for the 
Least Developed was introduced, the implicit assumption was that it was harmless to offer 
them higher preferences because they would be unable to increase their exports very much, 
and therefore that any diversion would be negligible.’ (Page and Hewitt, 2002, p.95) Their 
capacity to increase their trade was so low that it was not expected to affect the other 
developing countries considerably. Markedly, it confirms the results of the previous 
research earlier discussed. This makes one wonder why there was such commotion over 
banana, sugar and rice exports in the first place; delaying liberalization for these three 
products, and why there was not a more generous offer in the first place.  

Regardless of the implementation of the Everything But Arms initiative, the EU is largely 
unmoved and secure from being outcompeted by the least developed countries; they 
remain trapped in their vicious cycle of poverty. Although the EBA initiative is progress, 
one could wonder if the EU in fact commits to it to calm down critics and avoid larger 
reforms within agricultural policy that would cost the EU all the more. The union shows 
double standards continuing to subsidize its own inefficient agricultural sector, profiting at 
the cost of the world’s poorest nations, while at the same time frivolously donating aid, 
accounting for more than half of the world’s Official Development Assistance (ODA, 
2004).  

The fact that EU’s domestic agricultural subsidies prevent the LDC’s from entering their 
market also implies they are hindering them from sustainably building up their own 
economies. Moreover, EU’s protectionist bureaucracies consisting of rules of origin and 
health and safety standards furthermore entangle and constrain the LDC’s from expanding 
their export sectors. It is as if they are hurting the LDC’s, but sending them band-aids (aid) 
as compensation and immediate relief. Rather controversial, as the EU claims to pursue 
‘sustainable development’ (Montes & Migliorisi, 2004). Conclusively, the fact remains that 
the EU has yet to do, to go from word to deed.  

As for further studies, other trade preferences could be taken into consideration.  For 
example, analysis could be conducted on how the EBA initiative affected the least 
developed countries under the Cotonou agreement, compared to the non-African 
Caribbean Pacific countries outside it. Additionally, colony, colonial tie after 1945, 
contingency between countries and landlocked countries, could be included as dummy 
variables in the model. Also, more specified language dummies such as common second or 
third language could be included. A larger time span could be accounted for, both before 
and after the implementation of the agreement, perhaps in a 20 year time-line. Finally, new 
data on the costs associated with importing procedures from the World Bank could be 
included in an extended version of the model. 
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Appendices 

Appendix 1 Countries Included in the Dataset 

 

The 10 EBA Countries 

Out of the 50 countries included in the EBA, the 10 countries with the by highest GDP 
where chosen for the study. This, because it can be troublesome to find import data from 
the very poorest nations.  

Afghanistan, Angola, Bangladesh, Democratic Republic of the Congo, Equatorial Guinea, 
Ethiopia, Sudan, Uganda, United Republic of Tanzania, Yemen. 

The 10 other LDC’s  

The top ten of the 50 countries with just above higher HDI (as specified by the UN) than 
the EBA countries. 

Algeria, Colombia, Iran, Morocco, Nigeria, Pakistan, Philippines, Thailand, Ukraine, Viet 
Nam 

The 10 EU Countries 

Top ten of the EU nations chosen by highest GDP (World Bank, 2008)  

Austria, Belgium, France, Germany, Italy, Netherlands, Poland, Spain, Sweden, United 
Kingdom. 

The 10 other More Developed Countries 

Top ten of all countries, disregarding EU members, chosen by highest GDP (World Bank 
2008) 

Australia, Brazil, Canada, China, India, Japan, Mexico, Republic of Korea, Russian 
Federation, USA. 
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Appendix 2 Criteria for Identification of the LDC’s 

 

The Criteria for identification of the LDC’s were retrieved from the UN (2012b) website, 
stating: 

‘In its latest triennial review of the list of Least Developed Countries in 2003, 
the Economic and Social Council of the United Nations used the following 
three criteria for the identification of the LDCs, as proposed by the Committee 
for Development Policy (CDP): 

• a low-income criterion, based on a three-year average estimate of the gross 
national income (GNI) per capita (under $750 for inclusion, above $900 for 
graduation); 

• a human resource weakness criterion, involving a composite Human Assets 
Index (HAI) based on indicators of: (a) nutrition; (b) health; (c) education; and 
(d) adult literacy; and 

• an economic vulnerability criterion, involving a composite Economic 
Vulnerability Index (EVI) based on indicators of: (a) the instability of 
agricultural production; (b) the instability of exports of goods and services; (c) 
the economic importance of non-traditional activities (share of manufacturing 
and modern services in GDP); (d) merchandise export concentration; and (e) 
the handicap of economic smallness (as measured through the population in 
logarithm); and the percentage of population displaced by natural disasters. 
(E/2004/33) 

To be added to the list, a country must satisfy all three criteria. To qualify for 
graduation, a country must meet the thresholds for two of the three criteria in 
two consecutive triennial reviews by the CDP. In addition, since the 
fundamental meaning of the LDC category, i.e. the recognition of structural 
handicaps, excludes large economies, the population must not exceed 75 
million.’ 
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Appendix 3 Explanation of Variables 

 

Variable 

 

Definition Source 

Ln Tradeij Import value between country i and 
country j. 

 

UN COMTRADE database 

Ln Distanceij Geodesic distances are calculated 
following the great circle formula, which 
uses latitudes and longitudes of the 
geographic coordinates of the capital 
cities for the variable distcap, which is 
used here. 

CEPII 

http://www.cepii.fr/ 

 

Ln Export GDPcapi Country i:s Real GDP per capita 
(Constant Prices: Chain series)  $US 

Penn World Table 

http://pwt.econ.upenn.edu/  

Ln Export GDPcapj Country j:s Real GDP per capita 
(Constant Prices: Chain series)  $US 

                                                                                                                                               

Penn World Table 

http://pwt.econ.upenn.edu/  

Ln POPi 

 

Ln POPj 

 

Ln Gapij 

Country i:s population (in thousands) 

 

Country j:s population (in thousands) 

 

The logarithmic absolute difference 
between country i:s and country j:s Real 
GDP per capita (Constant Prices: Chain 
series)  $US.  

 

Penn World Table 

http://pwt.econ.upenn.edu/  

Penn World Table 

http://pwt.econ.upenn.edu/   

Penn World Table 

http://pwt.econ.upenn.edu/ 

DlnTrade 

EBA_D 

Change in trade, 2004 minus 2000. 

Dummy for trade between EU countries 
and countries within the EBA 
agreement. 

1 for EBA agreement, 0 for not in EBA 
agreement. 

Variable computed by LnTrade 

www.un.org 

 

Comlang_off 

 

 

Dummy for if two countries share a 
common official language. 

1 for common, 0 for not common. 

CEPII  

http://www.cepii.fr/ 
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Appendix 4 Descriptive Statistics 

 

All 40 Countries 

 

Descriptive Statistics 

 N Minimum Maximum Mean Std. Deviation 

HDI 2000 39 .224 .906 .63436 .214516 

Valid N (listwise) 39     

 
 

The EBA Countries 

 

Descriptive Statistics 

 N Minimum Maximum Mean Std. Deviation 

HDI2000 10 .224 .488 .34890 .083486 

Valid N (listwise) 10     

 

 

The other LDC’s 
 

Descriptive Statistics 

 N Minimum Maximum Mean Std. Deviation 

HDI2000 9 .436 .669 .58667 .078379 

Valid N (listwise) 9     

 
 

The EU countries 

 

Descriptive Statistics 

 N Minimum Maximum Mean Std. Deviation 

HDI2000 10 .770 .894 .84680 .035436 

Valid N (listwise) 10     

 

The other MDC’s 

 

Descriptive Statistics 

 N Minimum Maximum Mean Std. Deviation 

HDI2000 10 .461 .906 .75030 .150704 

Valid N (listwise) 10     

 

 


