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ABSTRACT

Fourteen of theworld's smalest and most vulnerable economies — the Forum Idand Countries
(FICs) of the Pacific idand region — are in the process of forming themsdves into a free trade area
(FTA). This paper begins by reviewing the characteristics of the FICs and their externd trade. It is
shown that despite their smdl sze thisisin many ways avery diverse group of economies. Standard
andyssof FTAs suggedts that trade creetion effects from a FIC FTA are likely to be smal and that
there may be a subgtantid risk of trade diverson. Loss of tariff revenue is a mgor concern, which
needs to be addressed by restructuring of tax and tariff systemsin some cases. Quantitative studies
have confirmed the smdl size of the trade creetion effects and indicated the size of likdly tariff losses,
but were somewhat reassuring on the issue of trade diverson. Studies have dso highlighted the
importance of continuing attention to most-favoured-nation tariff reductionsin pardld with the formation
of the FTAsin order to ensure that welfare effects are positive. A brief outline of the proposed FTA
is provided. The proposed FTA should not be evaluated as a“ stand-alone” exercise but as part of a
wider process of gradudly integrating the FICs into the globa economy. It must aso be seen in the
context of the FICS existing non-reciprocd free trade arrangements with Audtrdiaand New Zedand
and the European Union, and the prospective future devel opment of those relationships on a reciproca
basis.
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INTRODUCTION*

Theproliferation of regional trading ar-
rangements (RTAS) was aprominent feature of
theinternational trading systemin thelast dec-
ade of the twentieth century. The World Bank
(2000) notes that of the 194 agreements noti-
fied to the General Agreement on Tariffs and
Trade (GATT) or the World Trade Organiza-
tion (WTO) since the GATT’s inception, 87
were notified in the years from 1990. Laird
(1999) notes that 45 agreements were notified
in the years from 1995 to 1998, with an esti-
mated 62 further agreementswhich had not yet
been notified to the WTO by mid-1998. A new
survey by WTO (2000) counted atotal of 172
RTAs currently in force with a further 68 un-
der negotiation, some of which aredesigned to
replace existing RTAS.

Not surprisingly, these developments
have been accompanied by alively debate on
the effects and implications of RTAs. There
are severa strands to this debate. One strand
concerns the benefits and costs of RTAs for
their members, in comparison with other alter-
natives open to them. A related issue is the
effect of RTAson non-members. A further area
of debate related to both these issuesisthe set
of questions regarding how RTAS can be de-
signed to maximize benefits and minimize
costs. Thereisalso along-running debate over
whether the spread of RTAS threatens to un-
dermine the multilateral trading system based
around the WTO, and a closely related debate
on whether the WTO's disciplines and proce-

duresrelating to RTAs are adequate to the situ-
ation. Theimplications, negative or otherwise,
of the tendency for RTA developments to cen-
tre around major trading nations has been a
particular focus of debate.

Developing countries have not stood
aside from the trend towards RTAs. Develop-
ing countriesin all major regions of the globe
have been and continue to be participants or
potential participantsin RTAS, and many par-
ticipate ssimultaneously in several such agree-
ments. Theissuesraised in wider debates have
naturally also been applied to the questionsre-
lating to the place of RTAS in the trade strate-
giesof devel oping countries, and the contribu-
tion which participation in RTAs may maketo
the development process.

Debate on thislast point hasalong his-
tory and not surprisingly the focus of the de-
bate has tended to shift in line with changing
Ideas on the rel ationship between trade and de-
velopment. In earlier years, when the import
substitution paradigm heavily influenced think-
ing on development issues, proposalsfor RTAS
among devel oping countries often reflected an
interest in exploring aregional asdistinct from
a national approach to import substitution,
through the creation of larger protected mar-
kets for the import-substituting industries to
exploit. More recently, as outward-looking
trade strategies have increasingly become the
norm, RTAs have tended more often to be

*  On 28 June 2001, the trade ministers of the Pacific Islands Forum member countries announced that they had
endorsed a proposal for the establishment of a free trade area between the island country members of the Forum (the
Forum Island Countries, or FICs), to be known asthe Pacific |sland Countries Free Trade Agreement (PICTA). Atthe
sametimethey endorsed aproposal for aframework agreement, providing for the future strengthening at an appropriate
pace of trade and economic cooperation between all Forum members (including Australia and New Zeaand), to be
known asthe Pacific Agreement on Closer Economic Relations (PACER). These agreementswill be recommended for
approval and signature to the Forum leaders, who will be meeting in Nauru in August 2001.




evaluated for their contribution to the more ef-
fective integration of their members into the
international economy. Debate also continues,
however, on the relation between trade and eco-
nomic integration and the development of the
domestic economy, for example through im-
proved infrastructure facilities.

This paper aims to make amodest con-
tribution to debates surrounding participation
by RTAsin developing countries by consider-
ing the arguments commonly aired in these de-
bates in the context of a specific proposal to
form afreetrade area (FTA) among the island
nations of the South Pacific, the so-called Fo-
rum Island Countries (FICs), which made the
political decision in late 1999 to proceed with
the negotiation of an agreement on aFTA, re-
ferred to in this paper asthe FIC FTA. Inthe
processit will be seen that the advantages and
disadvantages of a given RTA proposal need
to be assessed in thelight of the economic char-
acteristics of the participating countries and
their trade. It will also become clear that grasp-
ing the full implications of a proposal such as
FIC FTA requires an understanding of how the
proposed arrangement may interact with the
members trade relations with their major de-

veloped country economic partners.

Thefirst section of thispaper highlights
key economic characteristics of the FICs and
their mgjor trading and economic relationships.
Thisisfollowed by adiscussion of the factors
which are likely to be important in assessing
the benefitsand costs of the proposed FIC FTA,
leading to some preliminary conclusions about
itslikely economic effects. These conclusions
arethen tested against some rudimentary quan-
titative analysis of the implications of the FIC
FTA, leading to somefurther conclusions about
FIC FTA's likely economic effects and about
the way the agreement should be designed in
order to maximize benefits and minimize costs.
The main features of the proposed FIC FTA
are then outlined and briefly discussed in the
light of the conclusions from the preceding
analysis. A further section deals with the link-
ages between the FIC FTA proposals and the
existing trade agreements between the FICsand
their major devel oped country trading partners,
together with the complications which may
arise for the ongoing management of these ex-
isting arrangements in the context of the FIC
FTA proposal. This section is followed by a
brief concluding section.




I. ECONOMIC CHARACTERISTICS OF THE FICs
AND THEIR TRADE

A central theme of this paper isthat the
economic characteristics of the members of an
RTA and the characteristics of their existing
international trading relations have an impor-
tant bearing on which issues are likely to be
important in assessing the role of the RTA in
thelr trade strategy, the likely benefitsand costs
of the RTA, and possibly also onthelikely bal-
ance between those benefits and costs. The
paper begins therefore with a brief review of
the economic characteristics of the FICs and
their existing trading relations. The data pre-
sented in this section of the paper were col-
lected mainly from national statistics agencies
during visits to the FICs in the early part of
1998, and in each case arethelatest dataavail-
ableat that time. In some casesthe data are not
available in published form.

There are fourteen FICs in all: the
Melanesian States of Papua New Guinea, the
Solomon Islands and Vanuatu; the Micronesian
States of the Federated States of Micronesia,
Kiribati, theMarshall Idands, Nauru and Palau;
the Polynesian States of the Cook Ilands, Niue,
Samoa, Tonga and Tuvalu, and the hybrid
Polynesian/Melanesian State of Fiji, whichaso
has alarge Indian population. All fourteen of
these States are members of the Pacific Islands
Forum, which also includes as members Aus-
traliaand New Zealand, which have strong tra-
ditional ties with the Melanesian and
Polynesian FICs (including Fiji) in particular.

The Pacific Isands Forum (formerly the
South Pacific Forum) provides a vehicle for
cooperation among the FICs themselves, and
between the FICsand Australiaand New Zea-
land as the two developed countries of the
South Pacific. Thereisasomewhat uneasy bal-
ance, or tension, between thesetworoles. The

Forum Secretariat providesthe FICswith tech-
nical and administrative support. For theFICs
the Forum is both an expression of the social
and cultural linkages extending far back into
their history, and ameans of renewing, strength-
ening and deepening those linkages, aswell as
building a foundation for closer economic re-
lationships.

A. Economic size and income levels

The fourteen FICs are all extremely
small economiesby internationa standards, but
at the same time there are also enormous vari-
ations among them in relative size. Figures 1
to 3 illustrate these points, and the data on
which these figures are based are shown as
appendix 1.

The total population of the fourteen
FICsisjust over 6 million, of which 4.14 mil-
lion and 0.75 million respectively are accounted
for by Papua New Guinea and Fiji. The popu-
lation of individual FICs ranges from Papua
New Guinea's 4.14 million to an estimated
2,300 in Niue. Three FICs (Niue, Nauru and
Tuvalu) have a population of less than 10,000,
and afurther two (the Cook Islands and Palau)
have populations of between 10,000 and
20,000. While the land area of most FICs is
very small, large expanses of ocean separate
the FICs from each other, and in many cases
also separate the constituent islands of the in-
dividual FICs. One consequence of this oce-
anic separationisthat most FICshavevery large
Exclusive Economic Zones, and the marine
resources within these zones are among their
most valuable resources. On the other hand,
isolation, small size and susceptibility to natu-
ral disasters, as well as severe fluctuations in




Figure 1. Population of Forum Island Countries, 1993 or later
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the world prices of their main exports, are all
elements of the vulnerability of the FICs as
small island States.

Intermsof economic size, available sta-
tistics indicate a total combined gross domes-
tic product (GDP) of the fourteen FICs in the
mid-1990s of US$ 8,452 million. To put this
in perspective, this is approximately 13.5 per
cent of the GDP of New Zealand, the smaller
of the two developed country Forum members
and one of the smallest members of the Or-
ganization for Economic Co-operation and
Development (OECD). Of thistotal FIC GDP,
US$ 7,112 million, or just over 83 per cent,
was accounted for by Papua New Guinea and
Fiji done. Figure 2 showsclearly the disparity
in economic size between these two economies
and the remaining 12 FICs. Figure 3, which
excludes Papua New Guineaand Fiji, allowsa
more meaningful comparison of the economic
size of the remaining 12 economies.

Thevery small size of thecombined FIC
market suggeststhat the potential for economic

Tonga Kiribati Mashdl Cookls. Pdau Nauru  Tuvdu Niue

Is.

gains based on economies of scale through
forming an RTA is clearly limited. Further-
more, small economic sizeislikely to be asso-
ciated with severe limitations on availability
of administrative resources. A regional trade
arrangement which requires complex negotia-
tions and administrative arrangements would
absorb a disproportionate share of those re-
sources. It is unlikely that such an arrange-
ment would be sustainable for the smaller FIC
€conomies.

There is also considerable variation in
income levels among the 14 FICs, asfigure 4
indicates. Therangein GDP per capitaisfrom
US$8,204inPalauto US$651 inKiribati. This
represents aratio of 13:1 between the highest
and lowest average income levels within the
FICs, comparable in fact to the corresponding
ratios within the European Union or the North
American Free Trade Area (NAFTA). Itis
noteworthy that the two largest economies,
Papua New Guinea and Fiji, with per capita
GDPof US$ 1,111 and US$ 2,250 respectively,
are not close to either end of the range. Such




variation in income per capita may point to a
significant differencein relative costs of labour
and capital andinskill levelsinthelabour force,
and might normally be taken as an indication
of the potential for mutually beneficial tradeto
take place.

B. Production structures

The summary data in table 1 on the
structure of productioninanumber of FICssug-
gest, however, that this conclusion should not
be accepted too readily. Production in these
economiesisdominated by agriculture, forestry
and fishing. Agriculture, forestry and fishing
accounts for an especially large share of GDP
in the Solomon Islands (41 per cent), Samoa
(40 per cent) and Tonga (37 per cent). In most
other FICsthe shareisbetween 15 per cent and
27 per cent. In PapuaNew Guineamining ac-
counts for 27 per cent of GDP, in addition to
the 26 per cent accounted for by agriculture,
forestry and fishing. The sharein GDP of ag-
riculture, forestry and fishing isunusually low
inthe Marshall 1slands (13 per cent) and Palau

(7 per cent). The service sector accounts for
the largest share of GDP in most FICs. Serv-
ices, excluding construction and electricity, gas
and water, account for over 70 per cent of GDP
in Palau (81 per cent), 79 per cent in Kiribati,
75 per cent in the Marshall Islands and 73 per
cent in the Cook Islands, and for between 50
per cent and 70 per cent of GDPin Tuvalu (67
per cent), Vanuatu (64 per cent), Fiji (54 per
cent) and Tonga (50 per cent). The services
sector share of GDP isrelatively low in Papua
New Guinea (33 per cent) and Samoa (34 per
cent).

Manufacturing, on the other hand, has
not developed much in most FICs. The share
of manufacturing in GDP is highest in Samoa
(18 per cent) and Fiji (15 per cent), but thefig-
ure for Samoa is heavily skewed by a single
large enterprise which exists solely to supply
the Australian and New Zealand automotive
industries, taking advantage of preferential ac-
cessavailable under the South Pacific Regional
Trade and Economic Cooperation Agreement
(SPARTECA). Inal other FICsfor which data
areavailable, manufacturing accountsfor 5 per

Figure 2. Nominal gross domestic product (1)
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Figure 3. Nominal gross domestic product (2)
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cent of GDP or less, except for Papua New
Guinea (8 per cent). This suggests immedi-
ately that the range of manufactured goodsthat
are likely to be traded between the FICsin an
RTA isprobably very narrow, with most of the

Is.

supply potential residing in asingle FIC, Fiji.
The potential for trade in the agricultural, for-
estry and fisheries products which dominate
FIC production structurestendsto beinhibited
by transport and quarantine problems, as well

Table 1. Sectoral composition of GDP (%)

Cook Marshall
Islands  Fiji ~ Kiribati Islands

Solomon
Palau PNG Samoa Islands Tonga Tuvalu Vanuatu

Agriculture, forestry, fishing 21.0 19.4 17.4 13.3

Mining, quarrying 0.0 33 0.0 0.3
Manufacturing 2.6 14.8 0.9 2.2
Electricity, gas, water 29 41 12 25
Construction 1.2 45 1.8 6.5
Wholesale/retail,

restaurants, hotels 20.1 16.5 11.2 174
Transport, storage,

communications 10.4 12.6 113 6.8
Finance, insurance, real

estate, business services 10.9 14.1 5.7 14.6
Community/social/

personal services 279 17.4 36.9 344
Adjustments 3.0 -6.7 13.6 2.0
Total 100.0 1000  100.0  100.0

6.8 265 399 413 36.8 239 22.7
12 2712 0.0 01 0.7 0.9 0.0
0.8 8.2 17.9 4.0 39 4.0 52
14 13 6.4 18 2.5 3.6 17
9.0 39 19 6.9 6.0 5.6 6.5
35.0 8.6 104 101 133 19.0 32.9
14.9 5.2 2.7 6.5 8.6 6.2 75
8.4 0.9 - 47 10.2 118 13.9

216 131 208 239 226 30.2 116
0.9 51 0.0 0.7 -4.6 5.1 2.0

100.0 100.0 1000 100.0  100.0  100.0  100.0

Source: National Statistics.




Figure 4. Nominal gross domestic product per capita
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asby thefact that the FI Cstend to produce simi-
lar products in these sectors.

Trade in services may offer a promis-
ing avenue for development of trade between
the FICs, and Forum leaders have in fact al-
ready expressed interest in extending the FIC
FTA to cover services. Service sectorssuch as
tourism may well benefit from closer integra-
tion among the FICs. At the sametime, sensi-
tivities relating to land ownership and ethnic
differences mean that issues such as right of
establishment and mobility of business persons
will have to be handled with great care.

C. Intra-FICtrade

An impression that the potential for
trade among the FICsmay tend to be quite lim-
ited isreinforced by data presented infigure 5,
which showsthe share of each FIC’s merchan-
disetradewhichisaccounted for by other FICs
(imports, exports and total trade). It is clear
that trade between FICs (intra-FIC trade) ac-
countsfor only avery small share of the FICS
total trade.

FSM Mashdl Tonga Vawuatu PNG

Is.

Twau Samoa Solomon Kiribati
Is.

Specifically, the only FICs for which
trade with other FICs accounts for more than
10 per cent of total trade are Tuvalu (21 per
cent), Kiribati (18 per cent), and Samoa (13
per cent). For half of the FICs, trade with other
FICs accounts for less than 3 per cent of total
trade. These are the Solomon Islands (2.8 per
cent), Fiji (1.6 per cent), Nauru (1.3 per cent),
the Marshall Islands (0.8 per cent), PapuaNew
Guinea (0.6 per cent), the Federated States of
Micronesia (0.1 per cent) and Palau (0.1 per
cent). Itissignificant that thetwo largest FICs,
Papua New Guineaand Fiji, are both included
in this group.

Four FICs source morethan 10 per cent
of their imports from other FICs: Tuvalu (21
per cent), Kiribati (20 per cent), Samoa (14 per
cent) and the Cook Islands (11 per cent). On
the other hand there are five FICs, including
Papua New Guinea and Fiji, which obtain 1
per cent or less of their imports from fellow
FICs: theMarshall Idlands, PapuaNew Guinea,
Fiji, the Federated States of Micronesia and
Palau. The Solomon Islands and Nauru each
obtain between 3 per cent and 4 per cent of




Figure5. Tradewith other FICs
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their importsfrom other FICs. Exportsto other
FICs do not account for more than 5 per cent
of the exports of any FIC. There aresix FICs
for which exportsto other FICsaccount for less
than 1 per cent of total exports. Papua New
Guinea, Nauru, the Marshall I1slands, the Fed-
erated States of Micronesia, Palau and the Cook
Islands. Thereis aso agroup of six FICs for
which exports to other FICs account for be-
tween 3 per cent and 5 per cent of total ex-
ports: Vanuatu, Tonga, Kiribati, Fiji, Tuvalu and
Samoa.

Taken together with the narrow produc-
tion basein most FICs, thisinformation clearly
indicates that intra-FIC trade isunlikely in the
foreseeable future to account for more than a
small share of total FIC trade, even if it in-
creases substantially as a result of the estab-
lishment of afreetrade arrangement among the
FICs. Inadditiontotrade barriers, thelow level
of intra-FIC trade of course aso reflects the
existence of other significant obstacles to this
trade, particularly the high costs of transporta-

Nauru Masheil PNG

tion among the FICs, related both to their small
Size and to the large distances separating them
from each other.

D. Tradewith non-FICs

Data on the relative importance to the
FICs of different import sources and export
destinations are presented in the graphsin ap-
pendix 4. The data are for the latest year for
which the data coul d be obtained in the case of
each FIC. They show that FIC imports are
highly concentrated on long-standing tradi-
tional sources. Australiaand New Zealand to-
gether account for over 90 per cent of the im-
ports of Nauru and Niue respectively, and 78
per cent of Cook Island imports. They also
account for between half and two thirds of the
imports of seven other FICs. Tonga (67 per
cent), Samoa (60 per cent), Vanuatu (55 per
cent), Fiji (54 per cent), Kiribati (54 per cent),
the Solomon Islands (50 per cent) and Papua
New Guinea (56 per cent). In Micronesiathere




Is also adominant supply source — the United
States — which accounts for 51 per cent of im-
portsinto the Marshall Islands and 40 per cent
of theimportsof the Federated States of Micro-
nesia.

Exports are much more diversified.
New Zeadand dominates the exports of Niue
(98 per cent), but beyond that Australia and
New Zealand account for more than 50 per cent
of exports only in the case of Samoa (57 per
cent), with their share of Cook Island exports
being slightly below 50 per cent at 47 per cent.
The two countries also enjoy amoderate share
of the exports of Fiji (24 per cent) and Papua
New Guinea (26 per cent). Beyond that there
are relatively small shares of the exports of
Tonga (18 per cent), Kiribati (9 per cent) and
Vanuatu (5 per cent).

There is also considerable variation
among the FICs in the relative importance of
other export markets. Japan dominates the
exports of the Federated States of Micronesia
(78 per cent), Palau, and Tonga (50 per cent),
and accounts also for asignificant share of the
exports of the Solomon Islands (36 per cent),
Papua New Guinea (17 per cent), Vanuatu (16
per cent) and the Cook Islands (15 per cent).
The European Union accountsfor large shares
of theexportsof Kiribati (57 per cent), Fiji (26
per cent), the Solomon Islands (25 per cent),
Vanuatu (22 per cent), Samoa (21 per cent) and
Papua New Guinea (15 per cent). The United
States has a significant share of the exports of
the Cook Islands (25 per cent), Tonga (18 per
cent), Fiji (13 per cent) and Kiribati (13 per
cent). Other significant markets are the Re-
public of Korea for the Solomon Islands (15
per cent of total exports) and Bangladesh for
Vanuatu (30 per cent of total exports).

The variable importance of Australia
and New Zealand asexport marketsfor the FICs
IS interesting in the light of the common ac-
cess to these markets which the FICs have en-
joyed under SPARTECA. This variability will
reflect a mix of various factors affecting the
ability of theindividual FICsto competitively

supply productsto the two markets, aswell as
the relative attractiveness of other markets.
Thisexperience may be an indication that there
will be similar variability in the ability or in-
clination of the FICs to exploit opportunities
arising from establishment of freetrade among
themselves.

E. Balanceof trade

All but three of the FICs (Papua New
Guinea, Solomon Islands and Nauru) have a
deficitin merchandisetrade. Theratio of mer-
chandise imports to merchandise exports for
individual FICsisshowninfigure6. For those
FICs with merchandise trade deficits the ratio
of imports to exports ranges from 636:1 and
40:1 respectively for Tuvalu (not showninfig-
ure 6, and excluding re-exports) and Niue to
1.6:1 for Fiji. In addition to Niue, there are
five FICs for which the ratio is between 10:1
and 5:1 (Cook Islands, Samoa, Kiribati, Tonga
and Palau). Theratio is between 5:1 and 3:1
for Vanuatu, the Federated Statesof Micronesia
and the Marshall Islands.

The balance on servicestrade should of
course be considered as part of the overall bal-
ance of trade, but unfortunately this informa-
tionisnot availablefor all FICs. Six FICs (Fiji,
Kiribati, Samoa, Palau, Tonga and Vanuatu)
enjoy surplusesontheir servicestrade. Innone
of these cases is the surplus on services trade
sufficient to offset the merchandise trade defi-
cit. Fiji and Palau havethe largest surpluseson
services trade relative to the size of their mer-
chandise trade deficits. Papua New Guinea,
the Solomon I slands, Tuvalu and the Federated
States of Micronesia all have deficits in their
services trade. The services trade deficits of
Papua New Guinea and the Solomon Islands
are large relative to their merchandise trade
surpluses, and in the latter case result in an
overal trade deficit. The services deficits of
Tuvalu and the Federated States of Micronesia
areadditional to substantial deficitsin merchan-
disetrade.




Figure6. Ratio of total importsto total exports
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F. Tariffs

Figure 7 shows FIC tariff revenuesasa
percentage of imports. This provides an im-
plicit measure of the average tariff actually
applied to importsin each FIC. Thisimplicit
average tariff rate is considerably lower than
might be expected on the basis of published
tariff schedules in most cases, reflecting sub-
stantial undercollection of tariffs. Thereasons
for undercollection in a number of FICs have
been detailed in recent tariff studiesby the Fo-
rum Secretariat.

Figure 8 showstariff revenues asaper-
centage of total tax revenuesinthe FICs. This
clearly indicates the importance of tariff rev-
enues in the tax base of most FIC economies,
although asnoted | ater in thisreport many FICs
are moving to implement tax reforms which
will result in alower share of total tariff rev-
enue being provided by tariffsinthefuture. The
impact of aFIC free trade arrangement on tar-
iff revenues depends on the proportion of total
trade which will be affected and the distribu-
tion of that trade across different tariff classes.

Is. Is.

More complete information on FIC tariff rates
is provided in appendix 2.

G. WTO membership

Three FICs — Fiji, Papua New Guinea
and the Solomon |slands — are members of the
WTO, and afurther three— Samoa, Tongaand
Vanuatu — have applied for membership. This
is enough to ensure that any RTA involving
these FICs will have to comply with relevant
WTO obligations. In the case of an RTA in-
volving only FICs it can be sufficient to meet
only the relatively undemanding requirements
of the “Enabling Clause”, which essentially
provides a dispensation from normal WTO
rulesfor varioustrade arrangementsinvolving
developing countries, including RTAs. AnRTA
including developed country members, on the
other hand, must satisfy the requirements of
Article 24 of the GATT, which is now part of
the WTO Agreement, together with the “un-
derstanding” on itsinterpretation incorporated
into the Final Act of the Uruguay Round. If
the RTA aso coversservicestradeit must com-
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Figure7. Tariff collections as percentage of imports
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ply in addition with Article V of the General
Agreement on Trade in Services (GATYS). Fo-
rum economic ministers have clearly stated a
commitment to implement policies consi stent
with WTO principleswherever possible. This
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may be interpreted to imply that a FIC FTA
should not necessarily rely on a dispensation
under the Enabling Clause but rather am to
meet the higher standards required under Arti-
cle XXIV.

Figure 8. Tariffsaspercentage of total tax revenue
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H. Trade preferences

TheFICshavehistorically enjoyed non-
reciprocal trade preferences from their magjor
trading partners under a wide range of agree-
ments, the most important of which have been:

. The Generalized System of Preferences
(GSP), whichismade available unilaterally by
developed countriesto al devel oping countries,
although the product coverage varies between
developed country markets;

. The Lomé Convention, which provided
preferential access to the European Union,
along with arange of other benefitsfor all FIC
members of the ACP (African, Caribbean and
Pacific) group of States. Until recently this
group excluded the Federated States of Micro-
nesia, theMarshall 1slands, Palau, Nauru, Niue
and the Cook Idlands. With thesigning in 2000
of the Cotonou Agreement to replacetheLomé
Convention, these six FICs have aso become
members of the ACP group;

. The compacts of Free Association (CFA)
with the United States, which provides trade
access privileges, as well various important
entitlementsto financial assistance, for the Fed-
erated States of Micronesia, the Marshall Is-
lands and Palau;

. SPARTECA, which provides duty-free
accessto the Australian and New Zealand mar-
kets provided that rules of origin requirements
are met;

. The Papua New Guinea Australia Trade
and Commercial Relations Agreement
(PATCRA), which is applicable only to Papua
New Guinea.

These preferences are being heavily
eroded asthe preference-granting countriesre-
ducetheir trade barriersin pursuit of both mul-
tilateral and unilateral trade liberalization ob-
jectives. There is aso increasing pressure for
existing non-reciprocal preferential trade agree-
ments with developed country partners to be

replaced by reciprocal arrangements. The Eu-
ropean Union has proposed that the non-recip-
rocal arrangements applying under the former
Lomé Convention should be replaced by recip-
rocal arrangements embodied in a Regional
Economic Partnership Agreement (REPA), al-
though it has left open the possibility that an-
other format could be adopted (Commission
of the European Communities, 1997). The
Cotonou Agreement is designed as a transi-
tional arrangement, allowing timefor new per-
manent arrangements to be negotiated. It pro-
videsfor negotiations on the new arrangements
to begin in 2002.

It is noteworthy that among the prefer-
ential regional trade agreementsinwhich FICs
participate, only SPARTECA and the Cotonou
Agreement include all 14 FICsin its member-
ship.

I. Regional tradeinitiatives

There are also anumber of preferential
regional trading initiatives within the FIC
grouping. The most developed of theseisthe
trade agreement of the Melanesian Spearhead
Group (MSG), which originally involved three
members of the MSG — Papua New Guinea,
Solomon Islands and Vanuatu — and has more
recently been extended to include Fiji. The
members of the MSG trade agreement have
agreed to eliminate tariffs on trade between
themselves for an agreed list of products
(Grynberg and Kabutaulaka 1995). Initialy,
only avery small number of products was in-
cluded in this agreement, but subsequent ne-
gotiations have progressively expanded the
range of products covered, which nevertheless
remains quite restricted. While anecdotal evi-
dence indicates some success in expanding
trade within the MSG group, the level of this
traderemainslow. The MSG trade agreement
does have a political significance in the con-
text of the FIC FTA, in that it envisages the
assertion of a distinct Melanesian identity, as
against the Forum-wide concept embodied in
the proposed FIC FTA.
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Fiji also haslong-standing non-recipro-
cal trade agreements with Kiribati and Tuvalu,
and a more recent reciprocal agreement with
Tonga, in addition to its arrangements with the
other MSG members. Like the MSG trade
agreements, Fiji’shilateral trade agreementsare
all “positivelist” agreements, which meansthat
they apply only to a specified list of products.

These lists are generally rather short, particu-
larly in the case of the bilateral agreement with
Tonga, which covers only a small number of
products. Short lists may reflect a reluctance
to commit to meaningful liberalization, al-
though it could also reflect a relatively small
portfolio of products of export interest.
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Il. ISSUES IN DEBATES OVER RTAs -
RELEVANCE TO THE FIC FTA

The FICs have already accepted the
need to participate in the worldwide trend to-
wardsfreer trade by progressively liberalizing
their trade policies. The appropriate way to
evaluate the FIC FTA proposal istherefore on
the basis of the contribution it can make to the
adoption of more liberal trade regimes, and to
the capturing of the economic benefitsthat can
be expected to follow from reductionsin trade
barriers.

Over the years a considerable number
of factors have been proposed as having acon-
Siderable bearing on whether RTAs are likely
to be beneficial for members, the extent of any
negative effects on non-members, and whether
RTAs tend to undermine or support the multi-
lateral trading system. Reference to the eco-
nomic characteristics of the FICs can help to
identify those arguments which are more rel-
evant and less relevant in the case of the pro-
posed FIC FTA.

A. Thetraditional Vinerian analysis

Viner (1950) provided the essentia in-
sight that programmesfor the removal of trade
barriers that might unequivocally improve the
welfare of the implementing country if imple-
mented on aunilateral or multilateral basis, will
not necessarily do so if implemented on a pref-
erential basis. As is well known, thisis be-
cause RTAsand other preferential agreements,
by discriminating in favour of their members,
must inevitably discriminate against non-mem-
bers.

The essential logic of trade liberaliza-
tionisthat countries benefit by importing goods
and services which they are relatively ineffi-

cient at producing themselves, in exchangefor
the goods and serviceswhich they can produce
relatively efficiently. Whentradeliberalization
is undertaken on a most-favoured-nation
(MFN) basis, either unilaterally or multilater-
ally, these efficiency gains are ensured because
theincreased importswill come from the most
efficient international source, and theincreased
exports will be of products in which the liber-
alizing country is internationally competitive.
MFEN liberalization isthus afirst-best policy.

Preferential trade agreementsdo enable
members to enjoy gainsfrom trade. Members
of such agreements will increase imports of
goods and services which their partners can
produce more efficiently, and increasetheir own
exports of goods which they themselves can
produce more efficiently than their partners.
Thisincrease in trade is the trade creation ef-
fect of afreetrade area, and confers economic
benefitsinthe sameway astheincreaseintrade
resulting from non-discriminatory trade liber-
alization. The gains from trade in a preferen-
tial trading arrangement will, however, gener-
aly belessthan the gainsavailable from acor-
responding reduction of trade barriersonanon-
discriminatory basis, since such arrangements
are unlikely to include the most competitive
suppliers of all goods and services in their
membership. Thisisespecialy likely to betrue
of free trade areas involving small groups of
countries, particularly if those countries are
themselves small.

Second, the gains from trade creation
inapreferential trade arrangement can be partly
or wholly negated by an effect called trade di-
version, which does not arisein the case of non-
discriminatory trade liberalization. Trade di-
version occurs when the preferences created
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under the arrangement cause imports to be
switched from non-partner to partner countries,
even though they are available from the non-
partner countriesat alower cost. Thiscan hap-
pen of course because the higher-cost goods
from the partner country enter free of duty and
other restrictions under the free trade agree-
ment, which may allow them to be sold to cus-
tomers at a lower price than the lower-cost
imports from the non-partner, to which duties
and other restrictions continue to be applied.
Although consumers may benefit from lower
prices, the resource cost to theimporting coun-
try of acquiring the goods, as measured by the
foreign exchange outlay needed to pay for them,
has increased.

The potential for negative effectscomes
about as a result of the violation of the non-
discrimination principle, which inevitably
meansthat regiona tradeliberalization isasec-
ond-best economic policy. Whether the eco-
nomic effects of second-best policiesare posi-
tive or negative generally depends on the facts
of each particular case, and thisis indeed the
case with RTAs. The conventional analysis of
preferential trading arrangements such as free
trade areas and customs unions indicates that
they may either benefit or harm their members,
depending on whether trade creation outweighs
trade diversion or viceversa. In part therela-
tive size of trade creation and trade diversion
effects depends on the design of each agree-
ment, but it can aso be related to economic
characteristics of the proposed members and
the structure of their international trade.

Laird (1999) reports the general view
that the prospects for maximizing trade crea-
tion and minimizing trade diversion will be
greater the larger the shares of the members’ in
their partners’ pre-existing trade, thelarger and
more diversified the partners’ economies, the
closer the partners domestic prices to world
prices, and the greater the initial non-uniform-
ity of the partners’ tariff structures. Itisquite
clear that none of these characteristics, with the
possi ble exception of thelast, are found among
the FICs.

Rather, the small size and very narrow
production base of the FIC economies, together
with the low levels of existing intra-FIC trade
and the limited potential for increasing it, sug-
gest that the potential for trade creation in a
FIC RTA would be quite small. On the other
hand, the relatively high tariffs found among
the FICs means that the margins of preference
created infavour of the membersinaFIC RTA
could be very substantial, with the correspond-
ing danger that a significant part of any in-
creased trade under such an arrangement would
congtitute trade diversion rather than trade crea-
tion. Taken together, these factors suggest that
the welfare effects of a FIC RTA are likely to
bevery small, and thereisavery real question
as to whether they are likely also to be nega-
tive, owing to a preponderance of trade diver-
sion over trade creation effects.

In any RTA the size of potentia trade
diversion effects can bereduced if the partners
continue to reduce their external trade barriers
(i.e. trade barriers applying to imports from
non-members) on an MFN basis at the same
time as they eliminate trade barriers between
each other. Where the apparent risk of trade
diversion is high, as in the FIC case, this ac-
companying MFN liberalizationisan especially
important condition for increasing the likeli-
hood that the welfare effects of the RTA will
be positive. Atthesameasit ensuresenhanced
welfare benefits for the members of the RTA,
thisMFN liberalization helpsto limit the nega-
tive impact on the exports of internationally
competitive non-members, and thus also helps
to tilt the balance of global welfare effects to-
wards the positive side.

MFN liberalization in isolation, of
course, is the first-best policy and would pro-
duce unambiguously positive welfare effects
because of the absence of any potential for trade
diversion. One canreadily hypothesizethat the
superiority of this option in terms of overall
welfare effectsislikely to be particularly pro-
nounced in the case of the FICs. One could
also hypothesize that an RTA which includes
some of the FICs' principal import sources,
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such as Australiaand New Zealand, would be
likely to generate lesstrade diversion and would
accordingly yield superior welfare benefits to
the FICs compared with an RTA limited to the
FICsthemselves.

B. Tariff revenue

The heavy dependence of the FICs on
tariffs as a revenue source for their Govern-
ments is also quite clear, asis the fact that no
Government can contemplate asudden collapse
in its revenue base. Thisis therefore a mgor
potential constraint on trade liberalization by
the FICs.

One solution, of course, is to restruc-
ture tax systems so as develop alternative
sources of revenue and thus reduce the depend-
enceon tariffsfor revenue purposes. TheFICs
areaware of thisand most are either moving or
have plans to move in this direction. Several
have introduced a value-added tax as a means
of broadening their revenue base, and others
are contemplating the introduction of either a
value-added tax or some other broad-based
consumption tax. In addition, improvements
in tariff administration and modernization of
customs procedures can be and are being made
to improve the revenue flow derived from any
given tariff structure, for example by reducing
the extent of under-collection of tariffs.

Restructuring of tax and customs sys-
tems is thus one of the major adjustments —
perhaps the major adjustment — that the FICs
are required to make to accommodate a liber-
alizing trade strategy. The time needed for this
adjustment islikely to beamajor limiting fac-
tor for the speed with which the FICs are able
to undertaketradeliberalization. Furthermore,
the adjustment will be greater the more com-
prehensive the liberalization, since this will
imply acorrespondingly largeloss of tariff rev-
enue. Thereisthusaclear inverserelation be-
tween the size of the welfare gains to be ex-
pected from any given liberalization and the
size of the adjustment that must be undertaken.

Aninitiative such asa FIC FTA would be ex-
pected to produce small, possibly negative
welfare effects, but at the sametimewould have
arelatively minor impact on tariff revenue col-
lections. The more comprehensive liberaliza-
tioninvolvedinan RTA including amajor trad-
ing partner may be projected to yield much
larger welfare gains, but it will also cause a
much larger loss of tariff revenue, and both ef-
fects would be further accentuated in a move
to freetrade on an MFN basis. The more com-
plete the liberalization, the larger the adjust-
ment, and the longer the period of time likely
to be needed to make that adjustment.

There is aso the issue of the economic
meaning for countries such as the FICs of re-
moving tariffs if the tariffs must be replaced
by aternativetaxes of equivalent revenue-gen-
erating capacity. The advantage of a broad-
based tax such asavalue-added tax isthat it is
neutral as between imports and domestic pro-
duction. Inaddition, itisrelatively easy to zero-
rate exports and thus remove the bias against
exportswhich derivesfrom the effect of tariffs
on domestic cost structures, without any need
for recourse to complicated and administra-
tively onerous drawback schemes. In such
casestheremoval of tariffsstill confersan eco-
nomic benefit which followsfrom theremoval
of their distortionary effects.

Thisargument isless convincing under
the conditionsthat exist in some of the smaller
FICs, whereexportsare negligible or even zero,
and where almost all consumption is import-
based. In these cases the replacement of the
tariff by avalue-added tax or similarly broad-
based consumption tax may have little practi-
cal significance except as a formal prerequi-
sitefor participation in trade agreementswhich
require the removal of tariffs. The fact that
exportsare negligible does not, however, mean
that they are not being inhibited by the pres-
ence of tariffs. It is still possible that the re-
moval of the anti-export bias inherent in the
tariff could lead to the development of some
export potential.
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C. Attraction of foreign direct investment

Ethier (1998) arguesthat theimportance
of the traditional Vinerian anaysis has been
overtaken by the new role of RTAsasthe means
by which small countries seek to compete with
each other to attract foreign direct investment
(FDI). Itiscertainly true that the desire to at-
tract FDI has been an important motivation for
the formation of some recent RTAs among de-
veloping countries, notably the Association of
South-East Asian Nations (ASEAN) and in-
deed also for the participation of developing
countries in RTAs with developed countries,
for example Mexico’sparticipationin NAFTA.
It is certainly true also that the FICs, in com-
mon with other developing countries, see an
increase in FDI as ahoped-for consequence of
their economic reform programmes, of which
trade liberalization forms an important part.

It istempting to suggest that the forma-
tion of a FIC FTA may lead to an increase in
FDI by creating alarger potential market than
that offered by individual FICs. This sugges-
tion must be tempered, however, by recogni-
tion that even in combination the FICs com-
priseavery small market ininternational terms,
and that the physical obstaclesto trade between
the FICswill remain significant, evenif dl trade
barriersareremoved, asnoted earlier. Itisthus
not realistic to expect that a FIC FTA will lead
to a quantum leap in FDI into the FICs. The
effect may be positive, butitislikely toberela-
tively small. The most noticeable impact may
be on the investment strategies of firmswithin
the FICsthemselves, rather than of larger mul-
tinational operations that tend to be seeking
larger markets.

D. Increased competition

Reductionsin X-inefficiency and elimi-
nation of monopoly rentsdueto increased com-
petition are traditionally identified as sources
of economic gain in RTAS, and in some cir-
cumstances these effects have been argued to
be quite large relative to other sources of ben-

efit. Thetiny size of FIC markets means that
the number of domestic suppliersto many mar-
kets will be very small. It iseasy to envisage
that a producer in, say, Tonga, faced with the
prospect of greater competition from a coun-
terpart in, say, Samoa, may be motivated to in-
crease the efficiency of his or her operation.
Thus to suggest that this may be a possible
source of gain from the FIC FTA seems quite
reasonable. Again, however, thegainislikely
to be very small, because the number of mar-
ketsfor tradeable goodsinwhichlocal produc-
ersaresignificant suppliersisrelatively small.

E. Other arguments

A consideration of the economic char-
acteristicsof the FICsand their tradeleads quite
reasonably to the suggestion that many of the
other, sometimes very sophisticated ideas and
arguments advanced to indicate possible eco-
nomic benefitsfrom the formation of RTAswill
be either irrelevant or at best of marginal im-
portance to the analysis of aFIC FTA. Thus,
for example, thetiny size of even the combined
FIC market is unlikely to provide significant
opportunitiesfor exploitation of economies of
scale, especially given thefact that aFIC FTA
cannot affect the geographical isolation of each
individual FIC. It is quite clear also that the
FICs are not “natural trading partners’ in the
sense intended by Krugman (1991). They do
not trade intensively with each other and their
geographical proximity to each other is more
apparent than real as an economic factor; any
positive effect is likely to be nullified by the
high transport costs for freight between small,
widely separated islands. In any event, of
course, Bhagwati and Panagariya (1996) have
severely criticized the notion that geographi-
cal proximity provides a separate argument in
favour of the creation of an RTA.

The “non-traditional arguments” iden-
tified (and discounted) by Panagariya (1999),
such as guaranteed accessto markets and shel-
ter from contingent protection, are likewise of
little moment in the case of aFIC FTA. Any
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markets to which guaranteed market access is
likely to be of importance to the FICs lie in
their developed country economic partners
rather than in their fellow FICs, and likewise
contingent protection, to the extent that it isa
problem for the FICs at all, is likely to affect
themonly in developed country markets. The
economic effectsof aFIC FTA arelikely to be
too small for it to have any significance in
“locking in reforms’, another possible “non-
traditional benefit” identified in Panagariya
(1999). The exception to thiscomment isthat
the dependence of some FIC Governments on
tariff revenue is so great that even the intro-
duction of aFIC FTA may be sufficient totrig-
ger far-reaching reform of tax systemsin some
FICs, and these reforms are likely to be irre-
versible.

Lawrence (1997) suggeststhat the crea-
tion of freetrade areas tends to |ead to encour-
agement for deeper integration. Whether this
should be counted as a benefit depends of
course on whether theintegration arrangement
isitself welfare-enhancing. Deeper integration
involving the harmonization of policies may
not be welfare-enhancing if the policy differ-
ences being harmonized actually have a sound
economicrationale. Inany event, therearesig-
nificant obstacles to most forms of deeper in-
tegration among the FICs, although ambitions
in that direction clearly exist in the case of at
least some FICs.

On the other hand, the trade facilitation
measures which increasingly accompany the
liberalization packages in RTAs do typically
yield enhanced welfare benefits. Scollay (1998)
argues that if trade facilitation measures were
included in aFIC FTA, they could well be the
largest source of economic gain from the ar-
rangement. The dominant share of agriculture
and fisheries in the production structures of
most FICs, together with the underdevel oped
state of quarantine servicesin the region, sug-
gests that facilitation measures in the quaran-
tine area might be particularly effectivein en-
couraging growth in beneficial trade.

Customs procedures are another trade
facilitation areawhere substantial improvement
ispossible. Although arrangements for coop-
eration exist between the FI Csin both the quar-
antine and customs areas, Scollay (1998) iden-
tifiesanumber of waysin which this coopera-
tion could be substantially enhanced.

Liberalization of trade in services is
another aspect of deeper integration that might
well be considered at a fairly early date as a
useful extension of a FIC FTA, as noted ear-
lier.

Given the tiny size of the FICs, aFIC
FTA will clearly have minimal economic ef-
fects on non-members. Terms-of-trade effects
will be non-existent and although the risk of
trade diversion may be significant for the FICs
themselves, it will of negligible economic con-
sequence for their trading partners. FIC FTA
will clearly not have anywhere near enough
economic significanceto strategically affect the
behaviour of other countriesin the multilateral
trading system, athough it may have somesig-
nificancefor the FICs owntraderelationswith
their major devel oped country economic part-
ners, asdiscussed later. Itissometimesargued
that RTAs may impede unilateral or multilat-
eral liberalization by creating vested interests
that benefit from the preferencesgranted in the
regional arrangement. However, given the
likely minor trade effects of a FIC FTA, any
vested interests created by its formation are
unlikely to be large enough to seriously affect
trade policy inthe FICs, let alone have any con-
sequences for multilateral liberalization.

One possible negative effect of an RTA
identified in Panagariya (1999) is that mem-
bers of an RTA may be tempted to raise MFN
tariffs to compensate for revenue lost due to
theformation of the RTA. Thispolicy islikely
to be at least partly self-defeating, since rais-
ing MFN tariffs would tend to encourage fur-
ther switching of imports to the RTA partners.
In any event, the fact that the FICs already ap-
pear to be moving towards restructuring their
tax systems to ensure sustainability of govern-
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ment revenuein theface of tradeliberalization,
combined with their recognition of the impor-
tance of their ongoing commitment to MFN
trade liberalization to their overall economic
welfare, means that it is al'so probably safe to
discount this possibility.

F. Conclusions

The conclusions from this section are
quite clear. While there may be some minor
economic benefits associated with increased
competition and encouragement of FDI, analy-
sis of the benefits and costs of a FIC FTA re-
duces in very large measure to the traditional

Vinerian concernswith therel ative size of trade
creation and trade diversion effects, set against
the constraints created by the FICS depend-
enceon tariff revenue. Tradefacilitationisthe
other areawhere substantial economic benefits
are possible, with services trade offering per-
haps further opportunitiesin the future. There
Is also an important question as to how far an
arrangement such as a FIC FTA serves as an
effective “stepping stone” to wider liberaliza-
tion with greater potential for positive welfare
effects. However, suggestionsthat the Vinerian
analysis has lost its relevance are clearly pre-
mature, to say the least, in the case of econo-
mies such asthe FICs.
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I1. EVALUATION OF THE FIC FTA

Scollay (1998) reports the results of
some rudimentary computable general equilib-
rium (CGE) simulations carried out to test some
of the hypotheses identified in the previous
section regarding the economic effectsof aFIC
FTA. A summary of the results of these
simulations is given in table 2. Similar
simulations, using essentially the same data set,
were performed by Stoeckel et a. (1998) for
an FTA including Australiaand New Zealand
as well as the FICs; and, finally, Scollay and
Gilbert (1998) report the extension of the simu-
lation exercise to consider full MFN liberali-
zation by the FICs. For comparison purposes

the principal results from these three studies
are shown together in table 3.

Although widespread and serious data
deficiencies meant that construction of the
modelsused inthesesmulationswasvery time-
consuming, they are nevertheless very crude.
The crudeness of the models and the serious
deficienciesin the dataon which they are based
preclude any seriousweight being given to the
particular numbers generated in the
simulations. At best the results provide some
potentially useful information on the direction
and order of magnitude of economic effects.

Table 2. All countries: estimated changesin key economic variables

Percentage Percentage  Percentage Percentage Percentage Change in
change in change in change change in changein  welfareasa
imports from imports from in tariff total percentage

FICs rest of world exports revenue employment of GDP
Cook Islands 7.88 -0.53 1.36 -11.24 0.26 -0.19
Federated States of Micronesia 0.09 0.00 0.01 -0.01 0.00 0.00
Fiji 7.72 0.22 0.14 -0.40 0.31 0.23
Kiribati 13.32 -2.58 14.71 -21.87 0.80 -1.87
Marshall Islands 10.02 0.07 0.49 -0.93 0.34 0.15
Nauru 0.07 0.01 0.00 -3.55 0.01 0.02
Niue 6.62 -0.13 8.81 -9.09 122 0.13
Palau 343 0.00 0.01 -0.20 0.00 0.00
Papua New Guinea 92.45 -0.34 0.04 -0.72 0.05 0.03
Samoa 11.98 -1.04 4.73 -14.99 0.66 -0.68
Solomon Islands 6.10 0.16 0.46 -3.41 043 0.20
Tonga 10.54 0.1 1.75 -7.40 0.59 0.01
Tuvalu 314 0.27 6.94 -21.40 1.06 -0.01
Vanuatu 2.67 2.58 5.06 -28.54 1.95 0.21
Additional simulations: reduction of rest-of-world tariff by 25%
Cook Islands 5.97 144 4.00 -31.63 1.90 0.60
Kiribati 10.66 2.34 30.27 -37.00 3.82 0.45
Samoa 9.76 2.92 11.49 -32.33 2.54 0.16
Tuvalu 3.08 1.39 16.32 -38.61 3.27 1.16
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Table 3. Summary of resultsfor FIC Free Trade scenarios

All countries: estimated changes in economic welfare as a percentage of GDP

FIC free trade area With
FIC free trade area Australia and New Zealand MFN liberalization
Unemployment Full Unemployment Full Unemployment Full
employment employment employment
Cook Islands -0.19 -0.30 2.61 -0.22 3.44 0.14
Federated States of Micronesia 0.00 0.00 0.03 0.00 0.41 0.00
Fiji 0.23 0.12 3.27 0.08 3.30 0.09
Kiribati -1.87 -2.29 2.83 -1.75 7.15 1.80
Marshall Islands 0.15 -0.07 1.05 -0.07 6.65 0.36
Nauru 0.02 0.00 0.06 0.00 0.06 0.00
Niue 0.13 -0.40 2.18 -0.39 4.59 0.21
Palau 0.00 0.00 0.21 0.01 1.14 0.03
Papua New Guinea 0.03 0.00 1.32 0.06 2.61 0.16
Samoa -0.68 -0.84 1.06 -0.55 3.32 0.96
Solomon Islands 0.20 -0.03 3.29 0.03 5.25 0.24
Tonga 0.01 -0.25 1.73 -0.15 3.24 0.39
Tuvalu -0.02 -0.54 - - 5.09 0.19
Vanuatu 0.21 -0.42 0.90 -0.31 4.22 1.07

A fuller description of the modelling process
and its unavoidable limitationsis given in ap-
pendix 3.

One of the many difficulties was the
shortage and in many cases almost complete
absence of reliablelabour market data, or some-
times even of any labour market data at all.
Nevertheless, it seemed clear from examina-
tion of the evidence available, including de-
tailed interviewswith responsibleofficials, that
considerable underemployment exists in the
FICs, particularly in the subsistence sector. In
view of this, it seemed inappropriate to usethe
full employment assumption typically used in
CGE modelling, which implies that increases
inoverall labour demand can be reflected only
Inwageincreases. An assumption at the other
extreme would be that the level of unemploy-
ment or underemployment issuch that increases
in labour demand could be accommodated
through increasesin employment, without any
need for wages to rise. In the absence of any
reliable dataon which an intermediate scenario
could be based, these two cases, which repre-
sent opposite ends of the spectrum of possible

assumptions, werethe two scenarios model | ed.
It could be hypothesized that reality might lie
closer to the * unemployment” end of the spec-
trum in the case of a FIC FTA, where the ef-
fects on trade and production structures would
berelatively small, and progressively closer to
the “full employment end” of the spectrum as
the scope of the liberalization being modelled
increases. There is ssimply no way of being
more precise than that.

Given the limitations of the results as
outlined above, it would be unwiseto base any
conclusions too heavily upon them. They are,
however, interesting and useful for the broad
corroboration they provide for a number of
hypotheses based on the standard analysis of
FTAsinthelight of the economic characteris-
tics of the FICs and their trade.

In the ssimulations reported in Scollay
(1998) for the“ unemployment” scenario, which
wastaken asthe“ base case”, thefollowing are
the principal features of the results as shown
in table 2:
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» All FICsincreaseimportsfrom other FICs,
which may be some indication of trade
creation (note that the high percentage in-
creases in some cases can give a mislead-
ing impression, since these increases are
generally from avery low base).

* Importsfrom therest of theworld also in-
crease for half the FICs, and the percent-
ages of both increases and decreases are
very small, which suggests that trade di-
version may not be as great a problem as
might have been feared.

» Exportsriseisall cases(except one, where
they remain constant).

* Employment risesin all cases.

* Asexpected, therearetariff revenuelosses
in al cases, and in five cases the loss is
moderately severe.

» All but four FICs experience increases in
welfare, but the changesinwelfarearegen-
erally small (in all but two cases amount-
ing to 0.2 per cent of GDP or less).

Scollay (1998) provides some comment
on whether the projected increasesin trade be-
tween FICsareredlistic. Althoughitisimpos-
sible to validate the results of the smulations
in full, a number of examples of potential in-
creased trade are identified.

In the cases of the four FICs experienc-
ing welfarelossesunder theinitial simulations,
as an experiment afurther simulation was run
in which external (MFN) tariffs were reduced
by 25 per cent simultaneously with the forma-
tion of the FTA. Theresults of these smulations
areaso shownintable2. Ineach case, this25
per cent MFN tariff reduction was sufficient to
convert the welfare losses into welfare gains,
and furthermore, in each case also reductions
in imports from the rest of the world are con-
verted into increases. This provided striking
confirmation of theimportance of ingoing MFN
liberalizationin parallel with any movetoform

an FTA.

The comparison of the three different
cases in table 3 is also interesting for the con-
firmation it provides of earlier hypotheses.
Whilethe*full employment” scenariosconsist-
ently produce lessfavourabl e results (as might
be expected), a clear hierarchy emerges under
both scenarios. For almost every FIC the wel-
fare gainsincrease (and in most cases increase
significantly) as the coverage of the tariff re-
moval widensfrom aFIC-only FTA toan FTA
including Australia and New Zealand, and fi-
nally to full MFN liberalization.

A. Conclusions

Theanalysisreported so far alowssome
fairly clear conclusions to be drawn about the
proposal for aFIC-only FTA:

» Theeconomic effectsarelikely to bevery
small, and may be negativefor someFICs.

» ltiscriticaly important that MFN liber-
alization be continued in parallel with the
establishment of the FTA. Thiswill avert
the possibility of negative welfare effects
and enhancethesizeof likely positivewel-
fare effects.

»  Theeconomic benefitsare not likely to be
sufficient to justify aFIC-only FTA asan
ultimate objective of economic policy.
Greater welfaregainsare potentially attain-
ablethrough more comprehensiveliberali-
zation.

» Some FICs will experience significant
losses of tariff revenue even under a FIC-
only FTA. Thelosseswill be much greater
under an FTA including Australiaand New
Zedland, and greater still under full MEN
liberalization by the FICs.

* A FIC-only FTA may therefore havevaue
as an initial step in a liberalization strat-
egy, requiring relatively modest adjust-
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ments, and allowing time for the more far-
reaching adjustments to be put in place
which will be needed to accommodate
more comprehensive liberalization initia-
tives.

* A FICFTA should be supported by astrong
programme of trade and investment facili-
tation measures, especially in the quaran-
tineand customsareas. Thegainsfromthis
may be as significant as, or more signifi-
cant than, the gains from removing tariffs
between members.

A further conclusion is that if a deci-
sion is made to proceed with a FIC FTA, it
should be designed so asto minimize negotiat-

ing and administration costs, otherwise these
costs will be very likely to outweigh the rela-
tively minor economic benefitslikely to come
from the arrangement. Scollay (1998) strongly
recommends a “negative list” approach
whereby tradeisliberalized in al products ex-
cept for a (preferably short) list of exclusions.
This is contrasted with the “positive list” or
“product-by-product” approach often used in
the negotiation of FTAS between developing
countries, which tends to be very intensive in
the use of negotiating and administrative re-
sources. Under the “positive list” approach,
furthermore, experience showsthat progressin
removing trade barriers often s owsdown quite
rapidly asthe negotiationswiden to takeinin-
creasingly sensitive products.
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IV. THEFIC FTAPROPOSAL

Thedecision by FIC |eadersto proceed
with negotiation of a FIC FTA indicates that
they accepted the argument outlined in Laird
(1999) that the smaller immediate gains from
such an arrangement are an acceptabl e priceto
pay to keep initial adjustment costs within tol-
erable limits. In particular, the FICs appear to
have endorsed a “stepping stone” approach
whereby a small initial step allows collective
liberalization to move forward while allowing
time to prepare for the adjustments likely to
accompany subsequent larger steps. The es-
tablishment of aFIC FTA asaninitial stepalso
serves a “confidence building” and “ capacity
building” function, providing aninitial low-cost
taste of the benefits of liberalization, and ex-
periencein the negotiation and management of
trade agreements, thus hel ping to devel op con-
fidence and capacity to engage in further joint
liberalization initiatives. Political considera-
tions were also clearly important, notably the
perceived need to provide a greater sense of
solidarity among the FICsininternational trade
policy matters. Thiswas seen as an important
counterweight both to the variable participa-
tion of FICsin most of their trade agreements
with developed countries, and to the tendency
to form trade coalitions on ethnocentric lines
asreflected in the emergence of the Melanesian
Spearhead Group trade agreement.

A draft negotiating text for a FIC Free
Trade Agreement has been prepared (Myburgh,
1999). Itsprincipal features are:

» Tariffsare to be phased out over 10 years
on an automatic timetabled basis.

» The approach to non-tariff barriersis that
they areto be eliminated as and when they
are identified, if necessary through

tariffication. This approach was consid-
ered preferable to spending resources on
developing and negotiating detailed rules
to address a problem which is considered
to be minor.

A “negativelist” approach isadopted, with
provisionsto limit the size of negativelists
and gradually phase them out.

Rulesof origin arenot product-specificand
provide exporters with the option of using
the “change of customs heading” (CCH)
basis or a 40 per cent area content rule.

“Emergency actions’ (anti-dumping and
countervailing measures, safeguard and
bal ance-of -payment measures) arealowed
under strict conditions.

An*infantindustry” provision permitssus-
pension of the agreement for nominated
productsto alow “infant industries’ to de-
velop, again under strict conditions, includ-
ing an automatic lapsing of the suspension
if the devel opment does not proceed within
astated time frame.

Principlesfor conduct of government pro-
curement are included, although their im-
plementation isnon-binding and on a*“ best
efforts’ basis.

There is a three-stage dispute settlement
process, progressing from consultation to
mediation to arbitration.

The operation of the agreement is to be
reviewed after fiveyears, and at regular in-
tervalsthereafter.
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The key considerations in these design
features are, first, to minimize negotiating and
administrative costs so that these offset any
positive welfare effects aslittle as possible, as
explained above. Thisisreflected in the auto-
maticity built in to the tariff reduction sched-
ules and especially in the adoption of a“nega-
tivelist” approach. Second, the provisionson
emergency actionsand infant industriesreflect
the vulnerability of the FICs and the need to
providefor the possiblefutureevolution of their
development strategies. The provisionsarein-
tended to ensure that the FICs have sufficient
flexibility to deal with unusually severe eco-
nomic disturbances and to implement fresh
development initiatives that may be proposed
infuture, while at the same time providing suf-
ficient disciplinesto ensurethat thisflexibility
Is not used to undermine the agreement by re-
introducing unjustified protection on adiscre-
tionary basis. Third, it is intended that the
agreement will asfar aspossible meet the stand-
ardslaid downin GATT Article XXIV. Fourth,
and relatedly, the agreement is designed as a
genuinetrade liberalization initiative, and this
isreflected in itswide coverage, the relatively
liberal rules of origin, and the automaticity of
its provisions.

The economic arguments in favour of
this last point are not necessarily clear-cut.
Laird (1999) points out that in the case of a

trade-diverting agreement it might be prefer-
ableto keep itscoverage asnarrow aspossible
in order to minimize the economic damage —
and there are some grounds to be concerned
about possible trade diversion in a FIC FTA,
asnoted earlier. However, sinceaFIC FTA is
regarded as no more than a step in what isin-
tended to be amore comprehensive liberaliza-
tion process, it was felt that the arguments in
favour of wide coverage should prevail. 1t was
also considered that this could not be regarded
as a threat to the development process in the
FICs, in view of their very narrow production
base, which meansthat there arerelatively few
industries or potential industrieswhich will be
put under pressure by the dismantling of pro-
tection. Theserelatively few cases can beread-
ily accommodated under the* negativelist” pro-
visions.

Following completion of the negotia-
tions for establishment of aFIC FTA, itisen-
visaged that detailed proposals will be devel-
oped and implemented for trade facilitation
measures to accompany the FTA, particularly
in the quarantine and customs areas. Exten-
sion of the agreement to cover trade in serv-
iceshasaready been mooted, and the FICshave
indicated afirminterest in extending the agree-
ment to include the French and United States
Pacific territories.! Studies on both the latter
Issues are being commissioned.

! New Caedonia, French Polynesia, and Wallis and
Futuna; Guam, Commonwealth of the Northern Mariana
Islands, American Samoa.
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V. LINKS TO PREFERENTIAL ARRANGEMENTS WITH
DEVELOPED COUNTRY PARTNERS

The World Bank (2000) has suggested
that devel oping countries may be better served
by entering into RTAs with developed coun-
tries rather than with other developing coun-
tries. However, the proposed FIC FTA is not
an isolated venture into preferential trade on
the part of the FICs. The FICs already have
largely unrestricted and non-reciprocal duty-
free access to both the Australian and New
Zealand markets under SPARTECA and to the
European Union market under the Lomé Con-
vention. The Federated States of Micronesia,
the Marshall Islands and Palau (the “compact
countries’) have similar access to the United
States market under the CFA. Furthermore, the
FICs are facing what may turn out to be irre-
Sistible pressuresto convert existing non-recip-
rocal preferential arrangementswith devel oped
countriesinto reciprocal arrangements.

The European Union, asiswell known,
and as noted earlier in this paper, has proposed
that the non-reciprocal preferential access ar-
rangements extended over many yearsthrough
the trade provisions of the Lomé Convention
should be replaced by reciprocal market access
provisions to be embodied in a series of Re-
gional Economic Partnership Agreements
(REPAS), which it plansto sign with groups of
countries in the ACP regions. The Cotonou
Agreement, signed in mid-2000, replaces the
Lomé Convention and providesfor negotiations
on REPAS, or alternatives which might be pro-
posed by the ACP States and accepted by the
European Union, to beginin 2002, with imple-
mentation to beginin2008. Australiaand New
Zedland have clearly indicated that asfull mem-
bers of the Pacific Islands Forum they expect
to be included in the FIC FTA as full mem-
bers, and the Forum |eadershavein fact agreed
that a formula must be found which provides

appropriate “application of the [FIC FTA]
measuresto Australiaand New Zealand”; these
need not imply full membership, however. In-
clusion of Australia and New Zealand in an
FTA with the FICs may trigger provisionsin
the Lomé Convention requiring that the FICs
do not grant any other developed country
greater market accessthan they grant to the Eu-
ropean Union, as well as similar provision in
the CFA with the United States for the three
former United Statestrust territories. If the FICs
grant preferentia access to the European Un-
ion or the United States there is no formal le-
gal requirement to grant equivalent access to
Australiaand New Zeaand, but the politics of
the situation are such, given thelatter two coun-
tries’ position asfull members of (and aso the
major donorsto) the Pacific 1slands Forum, that
the granting of such access would almost cer-
tainly be unavoidable.

The design of new agreements to ac-
commodate all these considerations, while at
the same time meeting the non-discrimination
provisionsof the GATT and therelevant GATT/
WTO rules on RTAS, raises many difficult is-
sues. Some of the difficulties would be less-
ened if a FIC RTA was established as a cus-
tomsunion, with acommon external tariff, thus
making it easier for the FICsto enter new trade
agreements as a group. A customs union is,
however, unlikely intheforeseeablefuture. The
issuesinvolved in the design of the new agree-
ments are beyond the scope of this paper, and
will not be discussed further here.

The proposed FIC FTA will thusbejust
one element in an interconnected web of pref-
erential trade arrangements in which the FICs
areinvolved. The web is developing in ways
which will obviate any disadvantage the FICs
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might have suffered from not opening up their
markets to developed country partners, and
which in the process will of course also serve
to further neutralize any further trade-divert-
ing effects of a FIC FTA. The FIC FTA pro-
posal also raises questions about how it will fit
into the overall architecture of trading arrange-
ments in which the FICs are involved.

A FIC-only FTA causes relatively few
complications. It could be notified under the
“Enabling Clause” to the Trade and Develop-
ment Committee of the WTO, where it might
expect an easy passage. The FICs would be
|eft freeto negotiate new agreementswith their
major developed country partners independ-
ently of theprovisionsof theFICFTA, athough
they may wish to suggest that some provisions
of the FIC FTA be used as a model for these
agreements — other things being equal, it is
clearly in the FICS' interests to standardize as
far as possible the provisions of the preferen-
tial agreementsinwhich they areinvolved (ex-
cept where differences are required in order to
take account of development considerations),
S0 asto minimizethe administrative complexi-
tiesinvolved.

An FTA which includes Australia and
New Zealand, on the other hand will have to
notified under Article XXIV and examined by
the Committee on Regional Trade Agreements,
whereit will be subject to more rigorous scru-
tiny, and where a number of potential difficul-
ties in terms of Article XXIV may be raised.
The market access provisions of the Lomé
Convention and the CFA would in this case
inevitably ensure that the negotiation and de-
velopment of the FTA would becomelinked to
the FICS' negotiations with the European Un-
ion and the United States. If Australiaand New
Zealand are not included as full members of
theFTA, an aternativeformulafor linking them
to the provisions of the FTA will have to be
found, both to satisfy the mandate from Forum
leaders and to accommodate the political real-
ity that Australia and New Zealand are bound
to demand treatment equivalent to any market
access granted to the European Unionin forth-

coming negotiations.

Regardless of the architecture adopted,
it seemslikely, in view of thelegal claimsand/
or likely politically irresistible demands of the
major devel oped country economic partnersfor
equivalent trestment in terms of market access,
that the FICs will have to contemplate simul-
taneoudly opening up their marketsto Australia
and New Zealand, the European Union and the
United States— and possibly also Japan, given
that that country, a magjor aid donor in the re-
gion, isunlikely to take kindly to discrimina-
tion against it in favour of other developed
countries. Inother words, intermsof the* step-
ping stone” approach to liberalization, the step
after aFIC FTA islikely to have to be avery
large one, moving the FICsaconsiderable part
of the way towards full MFN liberalization.

The previous discussion suggeststhat a
large second “step” of this nature would have
apositiveeffect on thewelfare gainsfrom pref-
erential liberalization, since it would help to
counter thetrade diversion that might arise not
only inan FTA among the FICs but also if the
FICsgranted preferential accessto only one of
their developed country trading partners.
Panagariya (1999) provides some grounds for
apprehension about the latter possibility by
outlining a set of conditions under which a
small high-tariff country might suffer particu-
larly large economic losses in an RTA with a
larger low-tariff country. This could occur if
the larger country failed to fully displace im-
ports from other sources in the smaller coun-
try’s market, and if under these conditions the
price of imports did not fall. In this case, the
exporters in the larger country “capture” the
tariff revenue previously received by the
smaller country’s Government. The disparate
size of the partners means that this loss will
not be offset by a similar effect operating on
tradein the other direction. The potential dan-
gers of a situation such as this are avoided if
preferential access is ssmultaneously granted
to each of the main sources of imports.
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However, while a larger second “ step”
may be positivefor thewelfaregainsfromtrade
liberalization, it also impliesacorrespondingly
larger adjustment, particularly in terms of the
need to provide for alternative sources of rev-
enue to replace the lost tariff revenue. Thisis
likely to affect the length of the time frame
within which the FICs are prepared to contem-
plate taking this second step.

TheFICsclearly faceamajor challenge
in managing interlinked negotiationswith their
major developed country economic partnersin
such away that they retain control over the pace
of their own liberalization, ensure that the re-
sulting agreements do not involve them in un-
necessary complexities or administrative bur-
dens, and at the same time secure an accept-
able level of compensation for the additional
market access they will be compelled to offer.
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VI. CONCLUSION

If the proposed FIC FTA istaken out of
context it can easily be presented as an initia-
tivewhich makeslittle economic sense. Taken,
however, in the context of the economic char-
acteristics of the FICs and the trade policy is-
sueswhichthey face, it can beviewed asasmall
but useful element in an ongoing strategy of

trade liberalization. An understanding of the
implications of a FIC FTA, furthermore, re-
quires an assessment of the ways in which it
may be linked to the trade negotiations which
the FICs will be obliged to conduct with their
major developed country economic partners.
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APPENDIX 1

Economic characteristics of the FICs: GDP,
per capita GDP, and population

Nominal GDP GDP per capita Population

(US$ million) (US$) (000)
Cook Islands 99.3 5269 18.8
Federated States of Micronesia 215.8 1976 109.2
Fiji 1981.6 2 565 772.7
Kiribati 51.1 651 78.5
Marshall Islands 102.1 1738 58.7
Nauru 35.9 3355 11.2
Niue 8.1 3522 25
Palau 145.1 8204 17.7
Papua New Guinea 5130.8 1239 4148
Samoa 175.3 1037 169.0
Solomon Islands 284.5 720 395.2
Tonga 145.4 1492 99.0
Tuvalu 1.1 1107 9.5
Vanuatu 237.6 1411 168.4
Sources: National economic data.

APPENDIX 2
TARIFFSFIC
Tariffs Tariffs Tariffs

as % of imports  as % of tax revenue  as % of total revenue

Cook Islands 1

Federated States of Micronesia 1 24.0 3.3
Fiji 14 32.8 21.9
Kiribati 28 64.1 22.2
Marshall Islands 9 35.3 23.7
Nauru 0 1.0 0.0
Niue 9

Palau 5 20.0 5.0
Papua New Guinea 22.3 18.0
Samoa 22 34.0 16.4
Solomon Islands 12 23.7 14.3
Tonga 18 30.7 21.2
Tuvalu 13 458 6.7
Vanuatu 29 575 48.1
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APPENDIX 3

Notes on CGE modelling and resultsreported in Scollay (1998)

An economy-wide or genera equilib-
rium analysis is needed to capture the full ex-
tent of the costs and benefits of establishing a
preferential trading arrangement. This is be-
causetheremoval of trade barrierschangesthe
relative priceswithin an economy, and thiscan
give rise to changes in resource allocation
throughout the economy. Increases in output
and employment in one sector, for example,
may be offset by decreases in another, since
the resources needed to increase output must
come from somewhere. An analysis which
focuses only on the sector directly affected by
theremoval of trade barriersisthereforelikely
to overstate, or in some cases understate, the
effect of the change.

Similarly, changesin trade between the
FICsarising from establishment of a preferen-
tial free trade area do not occur in a vacuum.
Tradewith third countrieswill also be affected.
Anincreaseinincome brought about by estab-
lishment of the free trade area, for example,
will act to increase imports from third coun-
tries. Onthe other hand, trade diversion caused
by the preferences provided for FIC exportswill
act to reduce imports from third countries, and
represents animportant potential cost of a pref-
erential freetrade area, asdiscussed in this pa-
per. Effects on trade with both members and
non-members must therefore be taken into ac-
count in arriving at an assessment of the costs
and benefits of preferential free trade. Once
again, an economy-wide or general equilibrium
analysisis needed to capture these effects.

A computable general equilibrium
(CGE) andlysisof theeffectsof preferential free
trade wastherefore undertaken. The procedure
IS to construct a simplified model of each
economy, consisting of a set of equations de-
signed to capture the key characteristics of the
economy and its overseas trade. The models

embody the best available information on the
structure of each economy, together with stand-
ard economic assumptions relating to the way
in which economic behaviour respondsto rela-
tive price changes. Production, trade and tariff
datacollected from each FIC wereinserted into
themodel. The model was then used to smu-
late the effect of the preferential removal of al
tariffs on imports from FICs, leaving tariffs
unchanged onimportsfrom all other countries.
For simplicity, thetariff removal was modelled
as a “once-and-for al” change, whereas the
likelihoodisthat in practiceit would be phased
inover time. The analysis models the adjust-
ment of each economy to the tariff change, as-
suming all other factors affecting the economy
are held constant, and without regard to how
the adjustment might be spread over time.

Primarily because of data limitations
each economy isbroken downinto only asmall
number of sectors. For most FICsfour sectors
are used: primary production, manufacturing,
traded services and non-traded services.
Greater data availability allowed a larger
number of sectors to be used in the cases of
Papua New Guinea (eight sectors), Fiji (seven
sectors) and Vanuatu (six sectors).

The removal of tariffs was also mod-
elled at an aggregate level. The ratio of total
tariff revenue to total import values was taken
as the best indication of average tariff rates.
This produced alower estimate than might be
expected on the basis of published tariff rates,
in part because of the large number of tariff
exemptions granted in some FICs. Even al-
lowing for this factor, however, the average
tariff calculated in this way must be regarded
asan underestimate of the averagelevel of pro-
tection, since it takes no account of the extent
to which potentia trade is inhibited or pre-
vented from occurring by prohibitive tariffs.
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Removal of tariffs on trade between
FICs was the only change considered in the
analysis. Theresultsthereforereflect only the
effects of the relative price changes brought
about by removing tariffs. They do not cap-
ture any of the other potential effects of creat-
ing afreetradearea. Inthemodel the effect of
removing thetariff isdivided between areduc-
tioninthe priceat which goodsfromindividual
FICs are sold in other FIC markets, and an in-
creasein the pricewhich FIC producersreceive
for their exports to other FICs.

The analysis was conducted under two
separate scenarios. In the first scenario the
existence of substantial unemployment prior to
thetariff changewasassumed. Thismeansthat
some sectorsin the economy can expand with-
out needing to attract labour from other sec-
tors, so that the wage level remains unchanged.
In the second scenario full employment was
assumed, which means that expanding sectors
need to attract labour from other sectors, which
inturn meansthat thewagelevel must increase.

In many FICs official estimates of un-
employment are not available. However, care-
ful questioning about the employment situation
during consultations often produced comments
to the effect that substantial unemployment did
in fact exist, or that labour could be attracted
from the informal sector relatively easily with
little impact on wages or informal sector out-
put. Inanumber of FICsmovesare under way
to reduce the size of the public sector, and am-
ple scopewas considered to exist for resources
to be released from the public sector into the
private sector. Where unemployment statistics
are available, they do indicate substantial lev-
els of unemployment, as in Fiji, where the
measured unemployment rate was 6 per cent
in 1996, and in Tuvau, where it was 13 per
cent in 1994.

Taking this evidence into account, it is
considered that the scenario assuming substan-
tial unemployment prior to the tariff change
provides the most realistic basis for the analy-
sis, particularly since only a small proportion

of the FICS' trade will be affected by the tariff
change. Alternative results under the scenario
assuming full employment are presented for
comparison purposes. These produce consist-
ently lessfavourable welfare effects, aswould
be expected.

In addition to the standard caveats re-
garding the interpretation of CGE modelling
results, there are several important limitations
of theanalysisin Scollay (1998) which need to
be taken into account in evaluating the results
of that study. The very high level of aggrega-
tion in the models, with each economy broken
down into only a small number of sectors,
means that they cannot capture the full diver-
sity of theeconomy’slikely responseat thelevel
of individual products or even industries, par-
ticularly as the average tariff reduction is as-
sumed to apply across all imports. For some
products and/or industries the effects will be
much more pronounced than the model results
indicate, whilefor othersthe effectswill beless
pronounced. Therearelikely to be specia fac-
tors applying in some industries which would
affect their responseto atariff change, but these
cannot be detected in the models. A more de-
tailed study of individual economiesis needed
in order to identify these differences.

The most important limitations are per-
haps those relating to data sources. Because a
consistent approach was considered desirable,
the same type of data was used in modelling
each economy. There was, however, consid-
erable diversity in the quality and coverage of
the data obtained from individual FIC econo-
mies. In some casesinconsistenciesin thedata
had to be removed, andin other cases* ad hoc”
assumptions had to be made to fill gapsin the
coverage of the data. During consultations it
was sometimes suggested that the official trade
data used in the modelling exercise might be
questionable. Thequality of labour market data
available in the FIC economies was generally
poor, and in some cases extremely poor.

While it is reassuring that the results
obtained were reasonably consistent acrossall
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the FICs, thelimitationsoutlined above are such forming afree trade area among the FICs.

that these results should be taken asindicative

only. It would be unwise to rely on them for Further technical details on the models
more than an indication of the direction and used can be found in Scollay (1998).

order of magnitude of the economic effects of
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APPENDIX 4

FIC exportsand imports by destination and source

Cook Islands' exports by destination,
1995
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Fiji's exports by destination, 1995
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Marshall Islands' imports by source, 1995
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Niue's exports by destination, 1995
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Samoa's exports by destination, 1996
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Tonga's exports by destination, 1996
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