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ABSTRACT

Fourteen of the world’s smallest and most vulnerable economies – the Forum Island Countries
(FICs) of the Pacific island region – are in the process of forming themselves into a free trade area
(FTA).  This paper begins by reviewing the characteristics of the FICs and their external trade. It is
shown that despite their small size this is in many ways a very diverse group of economies.  Standard
analysis of FTAs suggests that trade creation effects from a FIC FTA are likely to be small and that
there may be a substantial risk of trade diversion.  Loss of tariff revenue is a major concern, which
needs to be addressed by restructuring of tax and tariff systems in some cases.  Quantitative studies
have confirmed the small size of the trade creation effects and indicated the size of likely tariff losses,
but were somewhat reassuring on the issue of trade diversion.  Studies have also highlighted the
importance of continuing attention to most-favoured-nation tariff reductions in parallel with the formation
of the FTAs in 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 gradually integrating the FICs into the global economy.  It must also be seen in the
context of the FICs’ existing non-reciprocal free trade arrangements with Australia and New Zealand
and the European Union, and the prospective future development of those relationships on a reciprocal
basis.
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The proliferation of regional trading ar-
rangements (RTAs) was a prominent feature of
the international trading system in the last 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 agreements which had not yet
been notified to the WTO by mid-1998.  A new
survey by WTO (2000) counted a total of 172
RTAs currently in force with a further 68 un-
der negotiation, some of which are designed to
replace existing RTAs.

Not surprisingly, these developments
have been accompanied by a lively debate on
the effects and implications of RTAs.  There
are several 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 RTAs on non-members.  A further area
of debate related to both these issues is the set
of questions regarding how RTAs can be de-
signed to maximize benefits and minimize
costs.  There is also a long-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-

dures relating to RTAs are adequate to the situ-
ation. The implications, 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 countries in all major regions of the globe
have been and continue to be participants or
potential participants in RTAs, and many par-
ticipate simultaneously in several such agree-
ments. The issues raised in wider debates have
naturally also been applied to the questions re-
lating to the place of RTAs in the trade strate-
gies of developing countries, and the contribu-
tion which participation in RTAs may make to
the development process.

Debate on this last point has a long his-
tory and not surprisingly the focus of the de-
bate has tended to shift in line with changing
ideas on the relationship between trade and de-
velopment.   In earlier years, when the import
substitution paradigm heavily influenced think-
ing on development issues, proposals for RTAs
among developing countries often reflected an
interest in exploring a regional as distinct 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

INTRODUCTION*

*    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 as the Pacific Island Countries Free Trade Agreement (PICTA).  At the
same time they endorsed a proposal for a framework agreement, providing for the future strengthening at an appropriate
pace of trade and economic cooperation between all Forum members (including Australia and New Zealand), to be
known as the Pacific Agreement on Closer Economic Relations (PACER).  These agreements will be recommended for
approval and signature to the Forum leaders, who will be meeting in Nauru in August 2001.
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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 a modest con-
tribution to debates surrounding participation
by RTAs in developing countries by consider-
ing the arguments commonly aired in these de-
bates in the context of a specific proposal to
form a free trade 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 a FTA, re-
ferred to in this paper as the FIC FTA.  In the
process it will be seen that the advantages and
disadvantages of a given RTA proposal need
to be assessed in the light 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.

The first section of this paper highlights
key economic characteristics of the FICs and
their major trading and economic relationships.
This is followed by a discussion of the factors
which are likely to be important in assessing
the benefits and costs of the proposed FIC FTA,
leading to some preliminary conclusions about
its likely economic effects.  These conclusions
are then tested against some rudimentary quan-
titative analysis of the implications of the FIC
FTA, leading to some further 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 FICs and
their major developed 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.
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