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           Regional Trade Agreements among Developing Countries: 

                          The Case of the Pacific Island Countries
For years, the Pacific has been romanticised internationally as a peaceful, content and rather sleepy backwater somehow removed from the stresses faced by the rest of the developing world. This picture was of course a misrepresentation of a diverse and vibrant region facing unique development challenges.

We know there are major challenges facing the Pacific Island region. Globalisation with its multi-national businesses, trans-national crime, pervasive global popular culture and high rate of change, has put several Pacific countries at great risk. Those sane global pressures  are also seriously affecting the social matrix of Pacific cultures and language.
The shrinking world has other negative implications for the region. Geographic isolation is no longer any guarantee of freedom from terrorism, drug and people smuggling, or trans-national organized crime.

As well as the consequences of globalization there are issues that to a greater extent are particular to the Pacific. Natural resources in most Pacific countries are very limited and natural disasters, particularly cyclones are an annual occurrence. Distances are great raising the costs of exports, imports and regional travel. Telecommunications and transport infrastructure across the vastness of the Pacific Ocean are generally weak. 

There is then no shortage of problems but equally the region has great strengths and problems can be opportunities .Globalisation has delivered the prospect of fast travel, instant communications and access to global information flows

 In April 2004 the Forum Leaders through The Auckland Declaration adopted a new Vision for the Pacific region and stated the intent to give effect to this through the development of the Pacific Plan. The Plan is to “create stronger and deeper links between the sovereign countries of the region and identify the sectors where the region could gain the most from sharing resources of governance and aligning policies.”
 Integration into the world economy is a vital element of this Vision to achieve sustainable economic growth and prosperity. An integrated regional approach is the most effective strategy for engagement in the global economy. Stronger regional economic integration, starting with trade, has been identified by the region as a key element for engendering economic growth and building a relationship with the rest of the world. 

As the region becomes more economically integrated and harmonised it should be expected that there will be greater movement of goods and services between member countries, stronger financial flows, and, commensurate with these, increased movement of people. Pacific Leaders have also stated that the region must “treasure the diversity of the Pacific and seek a future in which its cultures, traditions and religious beliefs are valued, honoured and developed.” Thus a conceptual framework for regional economic integration must balance these concerns. 

The Environment for Regional Integration

For the framework to be functional it must take account of the existing political, economic, social and cultural relationships within the region. Indeed, there are already in place many individual commitments and activities endorsed by Leaders which have given effect to a more integrated Pacific region. 

Actions to date have seen trade take the lead as the mechanism for regional economic integration. The key integrative arrangements are:

· the “Pacific Agreement on Closer Economic Relations” (PACER
) as the basis for trade and economic cooperation amongst Forum members, including through commitments for trade facilitation and economic and technical assistance by Australia and New Zealand as well as a commitment on the part of FICs to enter into negotiations with Australia and New Zealand with a view to establishing a reciprocal free trade area eight years after the PICTA enters into force, or earlier if the FICs enter into negotiations for such a free trade area with another developed country; and

· the “Pacific Island Countries Trade Agreement” (PICTA
) as the basis for establishing the free trade area amongst the Forum Island Countries, through phased tariff reductions to zero over a period of 8-10 years.
As a first step towards integrating more closely with the global economy the Pacific Island Countries (PICs) have agreed to enter into a regional trade arrangement  (RTA). As a consequence of multilateral and unilateral efforts towards freer trade worldwide the preferential access granted to PICs in developed country markets is being eroded. In recognition of the loss of any benefits from preferential access, the PICs realize the need to become more competitive in global markets. The Pacific Island Countries Trade Agreement (PICTA) is viewed by the PICs as a 'stepping stone' towards this goal. An important reason for the formation of a preferential trade area, as opposed to unilateral or multilateral liberalization, is the perception that trade liberalization should be a gradual process to limit the disruption and adjustment to their economies. As such PICTA is seen as a 'training ground' for PIC businesses and governments, a preparatory

step towards more extensive liberalization in the future. PICTA is also a political vehicle - acting as a group with one voice is expected to arrest the political and economic marginalization of PICs in international fora
 PICTA had entered into force in April 2003 after receiving the required minimum six ratifications from Forum Island Countries (FICs) and the focus was then on the completion of the PICTA notification requirements. To date, 10   out of the possible 14 Forum Island Countries have  ratified PICTA: the Cook Islands, Fiji, Kiribati, Papua New Guinea, Niue, Nauru, Samoa, Solomon Islands and Tonga as shown below: 

Table 1: PICTA Ratifications
	FIC
	Signed PICTA
	Ratified PICTA
	PICTA in force 
	PICTA tariff reduction commencement

	Cook Islands
	18 August 2001
	28 August 2001
	13 April 2003 
	1 January 2005 

	Fed St of Micronesia
	
	
	
	

	Fiji
	18 August 2001
	16 October 2001
	13 April 2003
	13 April 2003

	Kiribati
	18 August 2001
	4 June 2003
	13 April 2003
	1 January 2005 

	Nauru
	18 August 2001
	14 March 2003
	13 April 2003
	1 January 2005  

	Niue
	18 August 2001
	26 February 2003
	13 April 2003
	1 January 2005  

	Palau
	
	
	
	

	Papua New Guinea
	  5 March 2002
	05 August 2003
	13 April 2003
	13 April 2003

	RMI
	
	
	
	

	Samoa
	18 August 2001
	10 October 2001
	13 April 2003
	1 January 2005  

	Solomon Islands
	  6 August 2002
	 5 June 2003
	13 April 2003
	1 January 2005

	Tonga
	18 August 2001
	27December 2001
	13 April 2003
	13 April 2003

	Tuvalu
	18 August 2001
	
	
	

	Vanuatu                     
	18 August 2001
	21 June 2005
	13 April 2003
	1 January 2005


 The implementation of PICTA will consolidate the FICs as an integrated regional unit and provide a stepping stone to participation in the wider regional and global processes, including the negotiation and subsequent operation of trade with developed country partners such as the European Union, Australia and New Zealand, and also in multilateral negotiations at the WTO.

Trade liberalization is increasingly viewed by the PICs as a strategy to enhance growth prospects in the face of declining per capita incomes in many parts of the region. However, for the 'stepping stone' to not become a 'stumbling block' the strategy has to be carefully managed: wider trade liberalization will have to be actively pursued and policies that create interests which could stall the move towards greater liberalization will need to be avoided. Although greater liberalization may entail greater adjustment, it is important to note that adjustment costs are typically short-term, while the benefits of trade reform can be expected to grow with the economy.

PICTA is seen as a natural way to overcome the smallness of domestic markets. It is hoped that the expanded market of nearly seven million would enable fuller exploitation of economies of scale and attract foreign investment. For these benefits to be exploited, integration would have to be deeper than an elimination of internal trade barriers. Trade facilitation measures covering areas such as quarantine and customs procedures, and product standards and conformance, to be implemented along with PICTA would be crucial in this respect. Agreements on investment regulations, tax policies, service sector liberalization, and labor mobility, which are envisaged for the future, would further deepen the integration. An issue that would remain for PICTA is that even the combined market will remain small for the scale and competition effects to fully operate.

PICs are small undiversified economies with similar exports and very little trade between them. Therefore, the estimated benefits of PICTA are very small. But trade diversion which favors the more industrially advanced members is likely to develop. The preferential removal of tariffs on higher-cost imports from member countries, would allow them to displace lower-cost goods that were previously imported from the rest of the world. The government of the importing country would no longer receive the tariff revenue. In this sense, tariff revenue is transferred in large part to the exporting firms in member countries and to some extent to domestic consumers. 
Beyond PICTA

PICTA has been formulated under a framework agreement (PACER) which stipulates that negotiations over an FTA between the PICs and Australia and New Zealand are to commence eight years after PICTA comes into force, if not begun before that by mutual consent or triggered by the PICs commencing negotiations over FTAs with other developed countries. When, for example, the PICs enter into negotiations over reciprocal free trade agreements with the EU in 2002-as envisaged under the Cotonou Agreement-this will presumably trigger negotiations with Australia and New Zealand. Three Micronesian countries also have a provision in their Compact of Free Association

with the US whereby they must not give more favorable tariff treatment to countries other than the US. 
The formation of FTAs between the PICs and high-income countries-the EU or Australia and New Zealand-will generate much greater benefits for the PICs than PICTA, as some initial modelling work on a FTA with Australia and New Zealand has shown. The increased benefits result from the fact that the high-income countries are usually sources of lower-cost imports than PIC members. 
However, counteracting these benefits will be trade and tariff revenue diversion to the high-income countries. There is also the "huband- spoke" problem with respect to investment in overlapping FTAs, especially in the case of the EU which is likely to have FTAs with many developing countries. An incentive is created for investment to concentrate in the country that is common to the various trading arrangements-the "hub" country, in this case the EU-where it gains preferential access to all the "spoke" countries.

PICs and the EU

The Cotonou Agreement between the African, Caribbean and Pacific (ACP) Group of States and the European Union (EU), signed in June 2000, foresees the negotiation between September 2002 and December 2007 of economic partnership agreements (EPAs) as provided for in Article 37(1).  Until 31 December 2007, the trade provisions of the expired Lomé Convention will remain in force.  The new trading arrangements will be WTO-compatible and progressively remove barriers to trade between ACP States and the EU and enhance co-operation between them in all areas relevant to trade.   

The first phase of the above negotiations was launched on 27 September 2002 and took place at the all-ACP – European Community (EC) level.   On 2 October 2003, the ACP Council of Ministers and the EC Commissioners for Trade and for Development and Humanitarian Aid adopted a Joint Declaration and a Joint Report on the results to that date that will serve as a point of reference, and provide guidance, for the AC P regional negotiations, including those to be conducted at the Pacific regional level.

The countries which have decided to negotiate an EPA with the EC as part of the Pacific ACP Group are the Cook Islands, the Federated States of Micronesia, Fiji, Kiribati, the Republic of the Marshall Islands, Nauru, Niue, Palau, Papua New Guinea, Samoa, Solomon Islands, Tonga, Tuvalu and Vanuatu.  The Pacific ACP – EC EPA negotiations were officially launched on 10 September 2004 in Nadi, Fiji. 

In the past, the countries that have benefited most from preferential access to the EU market are Fiji, Solomon Islands and PNG. These countries would have an interest in forming a FTA with the EU in order to retain preferential access. PICs that are included in the UN definition of least developed countries (Kiribati, Samoa, Solomon Islands, and Vanuatu) would benefit from the "Everything But Arms" (EBA) proposal of the EU that would allow duty-free and quota-free access to its market. For these countries there is thus little to be gained from an FTA in goods with the EU. The US compact countries have virtually no trading relationship with the EU. Thus it may be difficult for the EU to have a single FTA with all PICs. In forming regional economic partnership arrangements (REPA) with the EU it would be useful to explore the benefits from covering areas where all PICs have an interest e.g. services like tourism, and the

fisheries sector.

PICs, Australia and New Zealand

Australia and New Zealand figure prominently in the trade and investment patterns of a number of the PICs. Therefore, closer integration with Australia and New Zealand is likely to have a greater pay-off in terms of trade expansion than integration with other regions.
Australia and New Zealand offer considerable scope for deep integration with PICs. A key potential gain from deeper integration with Australia and New Zealand would be from the free movement of labor and capital. While investment can move with freedom from the PICs to Australia and New Zealand, it cannot move freely in the opposite direction. It is ironic that countries so short of capital hinder its entry through direct and indirect barriers.11. Labor can move relatively freely from several of the PICs to metropolitan countries such as Australia, Canada, New Zealand, and the United States. However, for the Melanesian group of countries such labor movement and emigration is not available.

Further, labor movement in the opposite direction-such as from Australia and New Zealand-is generally tightly controlled throughout the PICs. There appears to be a widespread view in the PICs that employment of labor from high-income countries is a negative-sum game, with such labor displacing local labor. However studies in the region have shown that expatriate labor and local labor are complementary employment
of skilled expatriate labor leads to increased employment of local labor.

Enhanced labor mobility would be crucial if the regional integration is expanded to

include services.
Based on experience elsewhere, the formation of RTAs with Australia and New Zealand could be beneficial to the PICs, with benefits flowing in the form of technology transfer, cheaper inputs, and the locking-in of economic policy reforms. PACER also provides for the establishment of a program of trade facilitation measures for the island members. Australia and New Zealand are to provide the financial and technical assistance for the implementation of this program.

An important constraint to the development of export industries in PICs will be that domestic firms have had little experience in exporting. A proven way of overcoming this hurdle is to form joint ventures with foreign firms that already have established marketing and distribution networks. Providing an encouraging environment for foreign investment to establish joint ventures should therefore be an important objective if trade liberalization is widened to include Australia, New Zealand, the EU, and the United States, as exporting into these major markets will require such assistance even more.

The WTO Alternative

At present only Papua New Guinea, Fiji and Solomon Islands and are members of the WTO. By liberalizing within the WTO framework, the PICs would gain improved market access to the rest of the world without transferring tariff revenue to the EU or Australia and New Zealand or to the United States. The WTO offers the lock-in benefits of an international treaty-probably to a greater extent than a RTA-because it provides both rewards in terms of financial and technical assistance as well as sanctions. Moreover, WTO membership captures the benefits of technology transfer from integration with other countries, without the problems of hub-and-spoke arrangements.

While the transaction costs of negotiating accession to the WTO are high the negotiations to be entered into with the EU, Australia and New Zealand. With prospective membership of multiple trading blocs, complexities arising from the need to reconcile the requirements  of the different blocs, the incompatibility of rules of origin, and incompatibility of legal and other institutions is almost unavoidable. Resolving these issues will place a huge burden on the limited skilled resources of the PICs.

However, the recent experience of PICs with the WTO accession process has not been positive. Tonga applied to join the WTO in June 1995, Vanuatu in July 1995, and Samoa in April 1998. None of the three has yet acceded to the WTO. Another pervasive

problem for small economies within the WTO context is the high cost of maintaining membership, with the need for representation in Geneva to attend up to 50 meetings a

year. Hence, consideration has to be given to making WTO membership accessible to

small countries at less cost than at present.

These include reforms in areas such as sanitary and phytosanitary standards, technical

standards, investment legislation, competition policy, and property rights. Technical

assistance in designing and implementing these reforms in the special circumstances

faced by PICs could be the main role played by PACER and Cotonou. Such assistance

would also help in the implementation of WTO commitments.

Country Level Implementation of Regional Economic Integration

While Forum Leaders have made clear commitments towards closer and deeper regionalism this needs to be operationalised at the country level if the Leaders’ Vision is to become a reality. For this to be successfully achieved, attention will need to be paid to building national level awareness, understanding, and acceptance of regionalism. This may take various forms, such as national consultations, capacity building in the civil service to reflect new, or expanded, roles and responsibilities, and a recognition of regional issues and links when developing national plans. 

Information and understanding is key to ensuring country level actions work to support regional trade integration. Regional tarde integration requires the creation, or strengthening, of high level national coordination mechanisms to ensure effective participation in regional cooperation. A necessary step is the recognition of the interrelationship of trade agreements and trade policy with economic policy and economic settings. These linkages mean it is essential that Ministries and Departments take a whole-of-government approach to policy setting and recognise the strong need for active involvement in policy coordination.

The generation of practical country level support for the development of a closer and deeper regional relationship will be more specifically tackled as part of the Pacific Plan, which will be inclusive of an integrated communications strategy. 

Conceptual Framework for Regional Trade and Economic Integration.
Fundamental to the framework is a common understanding of what is regional integration.
Given this intent, key elements of the existing political, economic, social and environmental scene provide a foundation for the framework. The situation and development status of the critical elements forming the foundation will determine the success of implementation of regional trade economic integration and so are relevant to the analysis of policy interventions. These critical elements are:

· a clear understanding of the scale and scope of challenges facing he Pacific region, with a clear rationale and design for regional action;

· a careful consideration of the costs and benefits of regional action; 

· institutional framework and governance;

· organisational capacity;

· technology;

· consultation;

· management of economic, social, cultural, and environmental impacts; 

· monitoring and evaluation (including collection and analysis of statistics); and

· support from CROP and development partners

Policy interventions need to be analysed and designed with these critical elements in mind in order to ensure the likelihood of success. 

The existence of PICTA, PACER, the EPA negotiations, and various existing sectoral interventions are considered key background elements in that they are already promoting regional economic integration, harmonisation and cooperation. Indeed they provide the background for a more focused analysis of the key areas of policy interventions for regional integration.

To identify the key policy areas which will enable the successful management of the transition to greater regional trade integration, those policies supportive of the promotion of flows of goods, services, capital and labour are identified. These broad policy interventions are:

· create an enabling economic environment (through tackling issues including the provision of infrastructure services, public enterprises, commercial legal environment, regulatory reform, competition policy, transportation and labour market reform);

· manage fiscal implications;

· establish and enhance trade facilitation programmes;

· develop internationally compliant financial systems; and

· develop private sector capacity to exploit trade opportunities. 

These key policy areas reflect the need to address a broad front to achieve regional economic integration. Clearly some of these issues fall outside the gambit of Economic Ministers, and others already have a considerable ongoing work programme in the region, some examples include: 

Fiscal reform

Fiscal reform relates to a process of deliberate changes in the level and composition of public sector revenues and expenditures. Undisciplined fiscal policy and unsustainable fiscal deficits lead to balance of payments deficits, higher rates of inflation, higher interest rates and greater levels of debt. Unsustainable budget deficits therefore threaten the prospects for growth and will deter foreign investment. Fiscal reform in FICs is very important for continued economic growth, poverty reduction and trade liberalisation.

Continuing fiscal deficits, and recent agreements to liberalise trade signal an urgent need for a greater focus on fiscal reform in FICs. It is crucial that FICs undertake programs of fiscal reform prior to further trade liberalisation agreements being established beyond the Pacific Islands Countries Trade Agreement (PICTA).

FICs must undertake two types of fiscal reform: public sector expenditure reform and public sector revenue reform. Public sector expenditure reforms typically include streamlining the size of the civil service and cutting its wage bill, removing subsidies and privatisation of public entities. The revenue side of fiscal reform typically relates to changes in the tax structure in order to achieve fiscal balance. An important reform to be undertaken by many FICs is the introduction or restructuring of a consumption tax to help offset declines in revenues associated with trade liberalisation. Other revenue reforms include restructuring excise taxes, improving compliance, strengthening tax administration and maybe restructuring corporate and income tax in some countries.

Since the early 1990s, all FICS have undertaken programs of fiscal reform. Reforms aimed at reducing public sector expenditures are widely regarded as having been unsuccessful. Reforms aimed at reducing the size and wage bill of public staff have, in general, not been implemented or sustained. Public sector expenditures in FICs remain very high and there is great scope for further reform. Public sector revenue reform has been successfully undertaken in some FICs. The Cook Islands, Fiji, Papua New Guinea, Samoa, Vanuatu and most recently Tonga have implemented a Value Added Tax (VAT) With the exception of Tonga, these countries are less reliant on tariff revenues than other FICs.

VAT is under consideration in all other FICs. However, the implementation of a VAT imposes a very large administrative burden. In some small island countries it might therefore be more appropriate to implement a simple sales tax or increase the rate of an existing one. There is also scope in all FICs to retain revenues by converting import duties on alcohol and tobacco to excise duties. 

The implementation of a VAT can have adverse impacts on poverty. The price of food and basic services can be expected to rise and the poor are disproportionately affected since they spend a large proportion of their incomes on these goods and services. VAT exemptions can ensure that some goods and services, and in particular those consumed by the poor, are exempt from VAT. At the same time, the implementation a VAT should be kept as simple as possible with few exemptions and zero-rated sectors.

It is also recommended that when implementing a VAT, the tax is initially imposed only on a country’s larger businesses until administrative capabilities strengthen and initial opposition to a VAT subsides. Trying to implement a VAT quickly in FICs is likely to be met with considerable opposition and be plagued with problems. 

On the expenditure side, reform of public sector procurement and human resource commissions should be undertaken at an early stage to avoid problems of corruption and nepotism. Without such reform, any expenditure reduction and civil service downsizing programs are unlikely to be successful. Sensible budget planning and effective budget management is also crucial. Accurate forecasting of expenditures and revenues and having expenditure controls in place, and ensuring that they are enforced, are very important to the success of reform.

With regard to public sector revenue reform, it is important that non-trade tax reforms precede trade liberalisation. Loss of trade tax revenue must be compensated for immediately otherwise countries resort to borrowing, leading to interest rate problems in the short term and balance of payments and exchange rate issues later on. In some countries, a VAT should be implemented before extensive trade liberalisation begins.

A strong tax administration is imperative for reform. This includes a well-staffed and a well-trained inland revenue department which is very capable of administering a VAT and other new taxes. Computer literate public staff will help to implement often complex computerised financial packages. Further, training will need to be provided to the private sector to ensure a full understanding of their role in the tax collection system. 

Ownership is arguably the most important determinant of the outcome of a reform program. Fiscal reform which is internally driven and formulated in consultation with local stakeholders will ensure compliance with reforms, greatly contributing to their success. Externally driven reform with little consultation is always very likely to fail. 

Ownership impacts on the success of all fiscal reforms. For example, successful downsizing requires substantial consultation and sharing of information within civil services so that there is understanding and agreement that downsizing and reform are necessary and acceptable. Further, countries must be convinced that the privatisation of some industries is necessary and beneficial to the economy for a program of privatisation to be successful.

Fiscal reform programs must be flexible enough to account for unanticipated external shocks such as natural disasters and large falls in the price of key export commodities. In the presence of external shocks, any well-intentioned and reform committed government can experience unanticipated large budget deficits. Often there is a complete lack of flexibility in the annual budget to accommodate domestic or external shocks which can derail the reform process. 

Regulatory reform

Regulatory reform is a fundamental element of good governance. In its broadest sense, it involves policy development, changes to the legal framework and implementation and enforcement of those changes. Reform of the regulatory system can stimulate and support economic growth in a range of ways, including by removing barriers to markets through trade reforms and reducing the cost of doing business. Regional integration and cooperation can both support regulatory reform and conversely, regulatory reform can support regionalism.

The regulatory reform process should be considered in a wide context. It has three distinct but interdependent components. Firstly, regulatory reform begins with policy development to set the strategic direction for reform. Secondly, new laws (or amending laws) are drafted and passed by the appropriate body. The role of these legislative changes is to implement the policy objectives determined in the first stage. Thirdly, the policy and law must be implemented and enforced.

Many regulatory reform projects focus on the second element and fall down on the first and third elements. Often the drafting of changes to law is seen as an end in itself, however, it is in fact merely a tool to support the other two elements of policy development and implementation.

Across the region, a broad range of donor assistance is currently provided that focuses on, or incorporates, regulatory reform activities. While these programmes have achieved a not inconsiderable degree of success, FICs still face constraints in fully achieving the goals of regulatory reform. In particular FICs are constrained by:

· few resources for policy development;

· difficulty retaining staff with specialized legislative drafting skills within government; and

· capacity issues with regards implementation and enforcement.

In Smaller Island States these resource constraints are further amplified with even fewer skilled staff available, particularly when facing complex regulatory issues.

Each of the three components has common themes including the need for:

· stakeholder consultation with the community;

· stakeholder consultation across government, particularly with central agencies and government’s legal advisers, such as the Attorney General’s or Crown Law office; 

· a government agency to take ownership of the reform process and maintain momentum for change; and

· tailoring to suit individual country needs, such as including particular ethnic groups in consultations or considering particular policy directions..

Regulatory reform processes often fail to achieve fully their objectives because:

· there is insufficient policy development and focus on implementation activities;

· reform may be fragmented across government responsibilities when conducted on a sectoral basis;

· reform may be duplicated, resulting in overlapping outcomes that are not coordinated and in fact hinder the reform process;

· there is insufficient inter-country cooperation to facilitate cross-border or regional objectives; and

· reform is not sufficiently tailored to individual country needs, systems and objectives.

2. The development of a regional Regulatory Reform Blueprint could assist the process of regulatory reform in the region, particularly in the context of the Pacific Plan. Elements of such a blueprint could include: 

· Set the sequencing of regulatory reform, so that policy development, legal frameworks, implementation and enforcement occur in a progressive manner. Regional cooperation has a role to play in each element of the process, particularly where there are capacity constraints. For example, there could be greater integration of policy development work undertaken by national governments and that undertaken by regional and international organizations. Legislative drafting expertise could be pooled between FICs in the Forum Secretariat.

· Address capacity issues in FICs through greater regional cooperation. A pooling of resources could assist FICs to understand the directions of change, the implications of change and how to overcome the challenges of implementing change. There is also a need to build and retain specialised legal drafting skills within the region, perhaps using a pool of Pacific drafting experts.

· Involve key stakeholders to incorporate their perspectives and views. It is also essential that regulatory reform involves government legal advisers (such as the Attorney General’s or Crown Law offices) so that the form of the changes is consistent with the FIC’s legal system and government procedures. Local lawyers in the private sector can also play a role to ensure that law reform elements are appropriate to the local environment.

· Take into account the unique circumstances of each FIC, such as national priorities, culture, geography, legal frameworks and systems of government. Model laws can be useful as a reference tool, but great care needs to be taken so that they are tailored thoughtfully to be suitable for FICs’ needs. 

· Reduce duplication of resources between various donors undertaking similar projects through improved coordination. The Forum Secretariat could have a greater role in facilitating sharing of information about donor activities, such as through a website cataloguing projects undertaken by various donors across the region. The proposed website for the Pacific Island Law Officers Meeting could also be used to disseminate such information.

Equally, recipients at the government official’s level need to take a more active role, rather than being mere passive recipients of assistance. For example, officials should inform donors and consultants about other related projects underway in their countries. 

· Allocate a government agency to drive and coordinate reform at the national level. Such a body could reduce fragmentation when reform spans areas of responsibility. 

Commercial legal environment (see Annex 3)
3. The legal framework in which the economy operates, particularly as it relates to business operations, has a strong influence on the ease of regional integration. FEMM has already initiated work on the modernisation of commercial law (being implemented through an ADB a technical assistance project for Improving the Legal Business Environment in the Pacific Region), and it is considered that an ongoing focus on harmonisation in key areas of law could be beneficial in encouraging regional investment and trade. 

4. While the diagnostic phase of the ADB TA covering Fiji, Republic of the Marshall Islands, and Solomon Islands, is still ongoing, sufficient progress has been made to draw preliminary conclusions and to set the stage for the second phase (initiating reforms). It is clear from the initial analysis that in many Pacific Islands the legal basis for private sector development rests on outdated or incomplete legislation, often drawn from colonial times, that no longer addresses the commercial needs of these countries in an era which poses enormous challenges in terms of international competitiveness.

5. The legal system is critical in determining the incentives for the organization of economic activity and the rules governing the resolution of commercial disputes. As a general rule of policy choice, institutions that support industrialization, technological change and market development should (i) allow investment and contracting over long time horizons, (ii) keep the cost of transacting as low as possible, and (iii) confine the risks of investment and entrepreneurship to business decisions rather than to concerns regarding fraud, expropriation and the breaking of contracts.

6. The TA’s aim is to contribute to the improvement of the efficiency of the legal business environment in the PDMCs, thereby reducing risk, uncertainty, and transaction costs for private businesses. The TA focuses on the legal foundations for investment, contracting and dispute resolution in the participating Pacific Islands. It examines the property rights that underlie commercial activity and the key business laws that provide the foundation for the formation, operation, and closure of firms. Because the body of established law on which such activities are based is very large even in the relatively small countries of the Pacific Region, the TA focuses on reforming those laws that are likely to achieve the greatest economic benefit. 

7. The TA is being carried out in two phases. In the current phase 1 (diagnosis), the TA is producing (i) a detailed diagnostic study of the key legal aspects of the business environment; and (ii) a recommended package of legal reforms (new laws and regulations, revisions to current laws and regulations, and the repeal of inappropriate laws and regulations) submitted to participating government for consideration and reform action, as appropriate. 

8. Although Phase 1 is still in progress some initial priority reform areas have been identified. 

9. The system of formation, registration, operation and closure of companies is overly costly, inaccurate and penalizes smaller businesses. Contract disputes are costly with recourse to the law available often only to the wealthy. In virtually all Pacific Islands, the bankruptcy framework functions poorly, which correspondingly raises risks for operating businesses and for the granting of trade credit. Particular areas in need of reform are: 

· The lack of contract enforcement enormously raises the risks of doing business. Such risks limit economic activity to a small geographic area and narrow commercial circles. By contrast, a good contract system permits negotiations at a distance, amongst parties that do not know each other well, which expands opportunity, increases competition, and improves economic efficiency. 

· Improved arbitration and the effective operation of small claims courts have the potential to greatly reduce the cost of disputes. 

· The legal system governing the operation of infrastructure-related activities exacerbates the problems of distance and isolation. In the case of utilities, laws grant monopoly rights to State-owned enterprises or, in a few cases, to private operators who earn large profits from their privileged positions. 

· The laws of the countries of the Region do not provide the essential requirements for the security of property in a warehouse or other form of deposit. As a result, the development of commercial rural agriculture is particularly impacted. But, at present, the restricted business markets in the Pacific Region economies means there is limited interest in reforming warehouse receipt and keepers laws. However, a framework for warehouse receipts could form an important part of the evolution of rural finance, a cornerstone of rural economic development. 

· In some Pacific Islands the private sector is increasingly raising concerns about the law and order situation and its impact on doing business. Should governments decide to address this issue, they may wish to consider providing legal clarity in the role of private policing, and promoting seamless cooperation between public and private sector policing. 

· The analysis emphasizes privately administered systems and enforcement mechanisms, and Internet-accessible filing systems of laws, regulations, databases, and registries. For business registration and other legal archives or registries, the use of the Internet has enormous potential to improve formalization of businesses, because it allows remote registration and licensing without the time and expense of traveling to the capital.

10. While the TA focuses on Fiji Islands, Marshall Islands, and Solomon Islands as participating study countries, it is designed to identify legal reform areas that apply to most, if not all, Pacific Islands. ADB’s Pacific developing member countries interested in, and committed to, improving their legal and regulatory business environment, along the lines of the above recommendations, are encouraged to express their interest in participating in related reform exercises.

Competition policy

11. The main objective of competition policy and law is to preserve and promote competition as a means to ensure efficient allocation of resources in an economy. Competition policy and law is becoming an increasingly important part of the reform process in several countries aimed at improving the legal and regulatory environment for the corporate sector and the enabling environment generally for local businesses – public and private owned – that will strengthen their competitiveness and to help promote economic growth. 

12. All countries should have an interest in implementing domestic competition policies. Effective competition policies are necessary to ensure that the benefits of public sector reforms, trade liberalisation and growth flow through to all citizens. 

13. Competition may not be appropriate in all situations, especially where there are natural monopolies, infant industries, limited private sector capacities to compete effectively and where markets are too small to sustain effective competition especially in utilities (telecommunications, power/electricity). 

14. In undertaking these reforms PIC governments have clearly recognised the importance of ensuring that the benefits of these reforms including improved service delivery, quality and competitively priced consumer products would reach all people not just the urban dwellers. A key policy initiative to achieve this objective is the development of effective competition policies to ensure that businesses, both public and private operate in a truly competitive and fair manner that will contribute to achievement of national strategic development objectives. Alleviating poverty and improving the quality of life for their populations are development objectives common to all PICs.

15. In introducing pro-competitive policies in the PICs, the following considerations could be used to determine the appropriateness of policies needed at country level:

· analysis of the market by industry sectors and comparing these to the market size;

· privatisation policies – through economic reforms of government;

· strengths and capacity of the domestic producers and service providers to compete effectively against imported products and services;

· overview of sectors needing foreign investments;

· analysis of the economic indicators such as rate of growth, inflation rate, GDP contributions, etc and social implications of these indicators;

· trade policies and government commitment to reducing tariffs;

· competition policies of major trading partners; and

· social and environmental analysis on the potential impact of any competition policies.

16. The Pacific island countries that have yet to develop competition laws and policies could draw lessons from the experiences of PICs that have successfully implemented them. Existing laws and policies could be adapted to meet individual country situation.

17. Experiences of Pacific countries (Australia, New Zealand, Fiji and Papua New Guinea) that have successfully established competition commissions or authorities could provide useful lessons for regional assistance to develop competition policies in other Pacific countries, including:

· economic and social analysis and assessments of key domestic markets measuring the level of competitiveness and identify uncompetitive situations;

· articulation of the role of different Government agencies in promoting and developing competition policies;

· development of model laws and procedures on competition policies as guidelines for PICs to consider;

· identify common competitive policy issues that could be integrated into regional trade agreements (for instance – developing a protocol on consumer protection against collusion and price discrimination); and

· provide training to enhance skills and knowledge on competition policies for Government and independent authorities. 

Labour reform

18. Labour market reform and mobility is one area which has not received much attention in the Pacific. Yet the peoples of the Pacific have proved to be highly mobile, moving within countries, between Forum countries and even outside the region in search of educational opportunities, employment and economic security. The flexibility of the labour market is key to the successful extension of PICTA to trade in services, as people are the primary input to services. 

19. Long lasting gains in employment, living standards, wages and lifestyle can only be sustained through improvements in productivity. Gains in productivity can be made through technology and/or capital but it also depends on the ability of labour to absorb these changes and adapt to new techniques and accept new organisational structures. This is an important issue for the Pacific and most governments understand the importance of improving basic human resources (health and education) and more generally labour market reform. 

20. Looking at other successful island states, it appears that the difference in the institutional arrangements of an economy will cause economic performance and the rate of economic growth amongst nations to diverge. One of the major problems has not been the deficiencies in work ethics or skills but rather the incentives that are the key ingredient for strong private sector investment. In particular, Pacific labour institutions appear unable to adapt quickly to globalisation and this puts at risk opportunities for growth and development. 

The Pacific contains a heterogeneous set of economies with a heterogeneous set of problems. There is no one set answer for the region. However, a set of general principles like all good economic analysis applies to the region. Specific issues include:

· Focussing on the factors that affect productivity, such as health, education and training; 

· Good institutions, such as wage setting and employment conditions, will improve incentives and increase the likelihood of raising the rate of productivity; and

· Reforming the public sector, to reduce its size (and draw on limited financial resources), free skilled labour to work in the private sector and lower the dispersion between private sector and public wages. 

Some region-wide issues for consideration are:
· Incorporating regional and multilateral agreements to allow easier movement of labour through the region and beyond;

· Improved labour market data collection for the region (to help policy development and feedback); 

· Improving comparative advantage by establishing research and training centres of excellence for natural resource management and tourism in the region to refine its comparative advantage; and 

· Commitment by donors to support the reform agenda and improve structural adjustment programs by allowing assistance to continue in the medium term. 

As a basis for sound policy making there is a need for additional research:

· Detailed analysis of Pacific Labour Issues with case studies for specific states to allow the identification of issues surrounding implementation. There should also be some focus on specific segments of the labour market such as youth and skilled labour. 

· Analysis of the socio-economic benefits of cooperating on Labour Market reform and harmonising labour market legislation and regulation in the smaller states. 

· Additional research into the role of remittances in smaller states. 

· Assess the impact of the transfer of skills between local and expatriate workers. 

Overall, any reforms in the labour market must be part of wider reforms in the economy. For example, trade liberalisation, reform of the public sector and better institutions will stimulate the private sector that will enable the Pacific to move beyond its traditional remoteness from markets and capitalise on its best resource – its people. The alternative is to experience falling living standards, a loss of skilled labour through emigration and possibly increasing social tensions. 

Conclusions

Regional Trade Agreements have to implemented within the broad framework of institutional reforms such fiscal, regulatory, commercial law, competition policy, and labour reform 

Fiscal reform requires a focus on both expenditure and revenues. On the revenue side there is a clear need for a holistic focus on taxation reform to encompass strengthening tax administration as well as developing a sound understanding of the interrelationships between various systems and types of taxation so the tax package as a whole is considered.  

On the expenditure side, public sector reform is gaining increased PIC government attention and this may be one area where the sharing of regional experiences could be beneficial in ensuring reforms are appropriate to the needs and capacity of small island states. This is already occurring to some extent through the regional meetings of public service commission representatives, but there may be ways in which this existing cooperation can be strengthened.  

The development of a regional Regulatory Reform Blueprint could assist the process of regulatory reform in the region. Elements of such a blueprint could: 

· set the sequencing of regulatory reform;

· address capacity issues in FICs through greater regional cooperation;

· involve key stakeholders to incorporate their perspectives and views;

· take into account the unique circumstances of each FIC;

· reduce duplication of resources between various donors undertaking similar projects through improved coordination; and

· identify a government agency to drive and coordinate reform at the national level.

An initial step in the area of competition policy would be to make available country experiences and lesson in competition policy and consumer protection, as well as available international experience (including through the WTO). There may be various mechanisms to disseminate and benefit from these experiences, with the potential for a regional workshop on issues in competition policy. 

A priority focus for improving the flexibility of the labour market at the national level is wage setting and employment conditions, with the intention of improving incentives and increasing productivity. Particular issues requiring ongoing focus comprise:

· the development of regional and multilateral agreements to allow easier movement of labour through the region and beyond;

· analysis of Pacific Labour Issues with case studies for specific states to allow the identification of issues surrounding implementation. There should also be some focus on specific segments of the labour market such as youth and skilled labour; 

· analysis of the socio-economic benefits of cooperating on Labour Market reform and harmonising labour market legislation and regulation in the smaller states; 

· the role of remittances in FICs; and 

· improved labour market data collection for the region; 

Promoting an enabling economic environment for regional trade integration will involve a varied range of activities, including awareness workshops, conferences and seminars, capacity building, field research, publications, legal drafting and policy framework development. 

Regional trade integration also requires the strengthening of national mechanisms to ensure effective participation in regional cooperation. National policy and planning frameworks for regional cooperation, based on clear policy objectives and assessment of costs and benefits (including the opportunity costs of not taking up the opportunities for deeper and broader regional cooperation), be developed through a high-level coordination mechanism.
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� PACER entered into force on 2 October 2002 and now been ratified by eleven parties (Australia, Cook Islands, Fiji, Kiribati, Nauru, New Zealand, Niue, Papua New Guinea, Samoa, Solomon Islands and Tonga).


� PICTA entered into force on 13 April 2003 and there are currently ten Parties to PICTA.  
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