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Foreword

It is almost impossible for a meeting to be held in the world to
discuss international economic issues without it being disrupted by
violent demonstrations. Papua New Guineans are not immune to
the distrust and bewilderment that surround these issues which
affect all of us. As is so often the case when we don’t understand
something we hit out blindly at it. The World Bank, the IMF, WTO
and APEC are all institutions that come under this mantle. They are
blamed for almost everything that is supposed to be wrong with our
lives.

It is fashionable to blame these institutions and the easy part is that
those who do blame them can do so by merely calling their names
rather than having to justify their stands or provide any evidence for
what they are saying. This study is aimed at providing a reasoned
argument about the effects of WTO and APEC, primarily how they
affect PNG but also about how they affect other small Pacific
nations.

PNG is a trading nation and will be one for a long time to
come. We rely on exports for our income and our growth and we
need to create the best possible conditions in which our exporters
can sell to the rest of the world. There is nothing wrong with being a
trading nation and many of the world’s richest nations got there
because they were good traders. PNG needs to stimulate all of its
exports and to create conditions that will encourage new ones. It
cannot afford to retain barriers that make the cost of exports higher.

The INA has long been concerned about this subject. Its concern has
been whether PNG will be able to carry out the necessary
adjustments and how it will be able to absorb business and workers
who are replaced by the changes. This worry comes because of the
smallness and disparity of the PNG economy and the lack of
obvious alternative investments to absorb the displaced capital and
labour.

There are many reasons why there has not been enough investment
in PNG and tariff protection has only been one of them. It has
embraced the WTO and APEC agenda enthusiastically, some would
say too quickly and too willingly. This study makes the very



important point that the expected improvements for a more liberal
trade policy will only work if the rest of the economy is freed up
and resources are encouraged into new ventures because investors
see that there are markets available and profits to be made.

The best wage, price and employment policies will only emerge as a
result of good and liberal economic policies. Governments are not
good at setting wages or prices because they don’t have the
pressures of competition and they tend to reflect the prejudices of a
small group of people. Protection looks after small interest groups
and has tended to encourage corruption as those interest groups try
to protect their privileged positions. Competition, or even the threat
of competition, forces firms and traders to seek the cheapest
methods of production and makes them pass on these benefits to the
rest of the economy.

The study has paid particular attention to PNG’s sugar industry
because it is a classic example of the problems that a small economy
faces when it encourages, through protection from import
competition and other measures, a large investment in a remote
area. There are around 10,000 people in some way dependant on
Ramu for their livelihood, either as employees, outgrowers,
suppliers or their families. Ramu has provided infrastructure to a
remote area and it will be hard to replace. Nevertheless, the authors
believe that PNG would be better off keeping to the proposed
reduction on tariffs even if that forced the closure of Ramu. They
argue that the substantial adjustment costs to those 10,000 people
would not outweigh the benefits that the rest of the population will
gain (a) directly from cheaper sugar prices for food processors and
final consumers and, more importantly, (b) indirectly from the faster
growth in the rest of the economy that the reforms will stimulate.
The authors acknowledge that in extreme cases such as Ramu the
government may need to design temporary adjustment assistance
schemes. Costly and unfair though such schemes are (because if
adjusters in other industries/regions were to be compensated there
would be a budget blowout), sometimes they are necessary
politically when the alternative would be to exempt such groups
from reform.

Initially we tried to find someone from the Pacific or South East Asia
to do the study. For a variety of reasons we were unsuccessful. We



then approached Professor Kym Anderson from Adelaide
University who agreed to take on the assignment with Malcolm
Bosworth. Both are strong supporters of the multilateral trading
system, having each spend several years working at the
GATT/WTO Secretariat. They see the gains from trade as far
outweighing the short term costs that will be felt as adjustments are
made to allow greater gains from trade to flow. This paper sets out
their reasoning for this stance.

The INA is grateful to AusAID and Ramu Sugar Ltd for the
sponsorship of this study. Ramu has been given the opportunity to
comment on the first draft of the study and the authors have taken
these into account when finalising the report. We also thank Kym
Anderson and Malcolm Bosworth for their contributions as well as
all those people who gave their time to be interviewed and who
attended the public seminar on the subject.

Michael Manning, Director
Institute of National Affairs
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Preface

The terms of reference of this study, which was commissioned by

PNG's Institute of National Affairs, require it to:

e identify the costs and benefits to PNG of compliance with WTO
and APEC;

e identify industries that may be affected and profile them in terms
of employment, original capital investment, (if possible) written
down capital values, government commitments including equity,
protection, tax incentives;

e make suggestions about how PNG can best adjust/adapt to
compliance with WTO and APEC conditions;

e identify short and long term measures that PNG and other
(larger) member states can take to minimize the short-term costs
of compliance (which should look at removing structural
rigidities over a planned time scale, interventions that might
make PNG industry more competitive such as additional
research funding, identification of alternative investment
opportunities and possible structural adjustment assistance
measures);

e identify any other measures that PNG should be taking to
improve its competitive position in both the short and long term;
and

e identify any other likely problems from compliance with WTO
and APEC.

The report was prepared following a one-week visit to PNG by
Malcolm Bosworth, from 6 June 2000. Discussions were held with
PNG officials from relevant ministries as well as representatives of
key business groups and industries (Appendix 1). A public seminar
on ‘WTO and APEC’ was organized by the Institute of National
Affairs and held in Port Moresby on 9 June 2000 (Appendix 2). The
seminar raised several important issues relating to PNG's WTO and
APEC involvement. The presentations outlined the Government’s
views, including the Investment Promotion Authority, as well as
those of manufacturers and non-government organizations. The
seminar provided a useful dialogue with the audience on PNG’s
membership of the WTO and APEC. It demonstrated that there was
general support from policymakers and industry representatives for
PNG to actively participate in the WTO and APEC. However, there
was also widespread community anxiety and concerns about the
possible adverse impact that globalization and other WTO/APEC
initiatives may have on PNG and regional island economies.
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Executive summary

The countries of the South Pacific have struggled to
generate sustainable economic growth since their
independence. Interventionist policies have failed in the
past here, as they have in all other regions. Business and
government leaders in this region are now beginning to
acknowledge — as has happened in many other
developing country regions over the past two decades —
that major reforms are needed to put their economies onto
a higher growth path.

In most other regions many developing countries have
already abandoned those inward-looking policy regimes in
preference to growth-enhancing, market-friendly policies.
In PNG and the South Pacific, by contrast, only a tentative
beginning is evident.

Yet delaying the implementation of trade and investment
policy reforms is becoming ever-more costly. This is
because in the past decade or so the world has changed in
very fundamental ways. The changes affect all economies,
but especially those with policy regimes least suited to this
fundamentally new environment.

The birth of APEC in 1989, and more so the coming into
being of the World Trade Organization in 1995 following
the Uruguay Round, have contributed to the new global
environment. But they are less a cause of those
fundamental changes than a response to them. It is the
information technology revolution that is the main driver
of the new wave of globalization.

The abilities of national economies to adjust and take
advantage of the opportunities offered by globalization
differ greatly, but not so much because of different levels of
economic development. Rather, it is correlated with
differences in the degree of openness of their economies,
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Executive Summary

together with having appropriate institutions for good
governance.

A positive feature of globalization is that countries with
good economic governance will be rewarded more in the
future than they would have been in the past for their
sensible policy stance. But the converse is also true. That is,
countries with poor economic governance will be
penalized more in the future than they would have been in
the past. The most obvious manifestation of the penalty for
poor governance is the way in which foreign investment is
withdrawn and/or stays away. A less obvious but
probably more important manifestation is a reduced ability
of domestic firms to compete internationally.

The WTO agreements and the APEC process are crucial
international institutional creations aimed at helping
national governments respond to the forces of
globalization. Key members are responding, and as a
consequence globalization has accelerated — making it all
the more imperative for other countries to adjust their
policy regimes.

Thus Pacific countries face a stark choice: either they
embrace globalization by adjusting their policy regimes to
this brave new world, or their economies are destined to
grow slower. And they will grow slower not only relative
to the rest of the world, but also in absolute terms as they
fall further behind the technology leaders.

For PNG, Fiji and the Solomon Islands, their WTO
membership has the potential to assist their governments
adjust their policy regimes in appropriate way. So too does
the WTO accession process for those less-populous island
economies that have already applied (Samoa, Tonga and
Vanuatu). And by becoming a WTO Observer, the South
Pacific Forum Secretariat could assist the other Pacific
island economies in learning the basic rules of good

economic governance as they relate to trade, in essence
what GATT/WTO disciplines are about.
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Reforming Trade Policy in PNG and the Pacific Islands

The APEC process provides a supplementary avenue for
learning about good economic governance. As an APEC
member, PNG can acquire that directly; but FICs can get it
indirectly through their close association not only with
PNG but also with their other neighbours who are
members.

A crucial challenge for Pacific island governments and
their citizens is thus before them. On the one hand, if they
choose not to open up and reform their economies, their
relatively poor economic growth and poverty alleviation
performance of the past 25 years is likely not just to
continue but to worsen. On the other hand, if they choose
to embrace reform, the payoff will be even higher now than
it would have been without this new wave of globalization.
This is because Pacific island economies are further behind
than they were even just a few years ago, and because the
opportunities for leapfrogging via technology transfer are
so much greater now thanks to the information revolution.

Like anything worthwhile in life, embracing that challenge
will not be easy politically or socially. Vested interests in
the current protectionist trade regimes will fight to retain
their privileged positions. Others will resent having to
adjust to new ways of doing things. Hence politicians with
a short horizon will be reluctant to risk their positions by
taking the lead, and may themselves have a vested bias in
resisting change. Yet the ‘status quo’ option will become
increasingly costly as globalization proceeds in the rest of
the world. So how can Pacific island economies begin to
respond?

The most important priority for governments is to accept
— and persuade their constituencies to accept — that trade,
investment and other economic reforms are badly needed
if private sector development and growth is to occur, since
it is only by improving productivity that living standards
can rise over the long term. Governments must be deeply
committed to the process, and because that commitment
has to be sustained it must be driven from a domestic base.
While WTO (and APEC) membership can help reform-
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Executive Summary

minded governments to implement market-opening
measures, membership alone is insufficient for meaningful
and sustainable reform.

First, communities need to become much more acutely
aware of the gains that could come their way if WTO-
consistent market reforms were adopted. They also need to
be aware that the gains would come gradually rather than
all at once, whereas the costs of adjustment as reforms are
implemented — even though they are one-off — will have
to be borne up front. In the case of grossly distorted
economies, the adjustment period could stretch out over a
decade or more. If that is not understood at the outset, the
risk is that disappointed expectations could lead to
pressures for policy reversals — which could be worse
than doing nothing, because it would involve double
adjustment costs and no gains. But the prospect of a
prolonged and difficult adjustment period is no reason to
abandon the reforms. Rather, it is an incentive to
commence now before the costs escalate even further.

Second, reforms need to be prioritized so they are
appropriately sequenced and implemented at a pace that
does not overwhelm the capacity of the legislature and the
public administrators. A key to keeping the costs of
adjustment manageable is to phase in the bigger reform
programs over a pre-determined period that is announced
at the outset. Thinking through the new policies before
announcing them is crucial though, since subsequent
changes to the new policies — or even just to the timing of
the implementation phases — will reduce the credibility of
the process and thereby discourage investors.

Third, even though the benefits from market liberalization
will far outweigh the up-front adjustment costs, the latter
are both immediate and hit concentrated groups. Where
such interest groups are powerful politically, reform may
only be possible in extreme cases if those affected are given
an explicit adjustment incentive. But otherwise the best
way the government can facilitate adjustment — which
because of economic growth and globalization abroad is

Xiii
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Seek
international
help for reform

A great
opportunity is
there to be
seized

going to happen to a considerable extent even when
policies are unchanged — is to better equip people with the
necessary skills for meeting the challenges and seizing the
opportunities that change brings. All the international
evidence points to better basic education being the key
provider of such skills, so some of the tax dividend from
the faster economic growth that will result from reform
might be used to improve the quantity and quality of
education. As well, training programs for administrators
and for trainers of administrators could enhance the
capacity of the public service to facilitate adjustment to the
reforms.

And fourth, Pacific island economies need not try to
respond to these challenges alone. They can support each
other by sharing ideas on how to design and implement
reforms, and seek technical and economic help from the
WTO Secretariat, the World Bank, UNCTAD, the Forum
Secretariat and (for PNG at least) though the APEC
process, as well as via bilateral aid programs.

The opportunity to embrace the reform process more
comprehensively, and the rewards for doing so, have never
been greater than they are now. It remains for leaders of
Pacific islands to seize that opportunity.
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1

Introduction

Papua New Guinea (PNG) and other (South) Pacific island
economies have struggled to generate sustainable
economic growth. Despite continuing to receive very large
amounts of donor assistance per capita from bilateral and
multilateral agencies, most economies of the region seem to
be no closer to achieving this goal than they were a decade
or two ago.

However, governments and business leaders in the region
are beginning to acknowledge that major reforms are
needed to put their economies on a sustainable growth
path. Fundamental market-opening and other economic
reforms are essential, along with strengthening of their
institutional settings and governance. Leaders now
recognize that past interventionist policies have failed in
this region as they have elsewhere, and that many other
developing countries have abandoned them in the past
decade or so in preference to growth-enhancing market-
friendly policies.

For example, Forum Island Countries (FICs) adopted a
plan of action in 1995 to promote their economic
development beyond 2000. This consisted of reforms to 13
sets of policies of the sort widely accepted from
international experience as necessary for establishing an
economic environment for sustained growth. It includes
reduced trade barriers, tax reform, civil service reform, and
corporatization and privatization of public utilities. The
plan was endorsed at subsequent meetings of the South
Pacific Forum Leaders” and Economic Ministers” meetings.
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There have
been regional
trade initiatives
such as
SPARTECA,
Lome and
PATCRA ...

... and the
MSG

In seeking to reform trade policies, the region has
embraced some international trade agreements in the past.
For example, there is a long history of regional trading
arrangements involving Pacific island economies that
provide them with non-reciprocated preferential access to
developed-country markets. Exports from PNG, Fiji,
Samoa, Solomon Islands, Tonga, Tuvalu and Vanuatu have
entered the European Union (EU) free of import duties and
quantitative restrictions under the Lome Convention since
1978. Such arrangements are being extended for a further
transitional period of eight years from March 2000 under a
Partnership Agreement with the ACP (Asia, Caribbean and
Pacific) countries following expiration of Lome IV, after
which a reciprocal free trade agreement is mooted!.
Australia and New Zealand have provided similar access
to exports from FICs since 1981 under the South Pacific
Regional Trade and Economic Cooperation Agreement
(SPARTECA). PNG has also had a bilateral agreement with
Australia since independence that establishes a non-
reciprocal free trade area whereby its exports enter
Australia duty free (the PNG Australia Trade and
Commercial Relations Agreement, PATCRA). In addition,
PNG is considering whether to seek full membership of the
Association of South East Asian Nations (ASEAN), in
which it is currently an observer, and thereby to AFTA (the
ASEAN Free Trade Area).

As well, members of the Melanesian Spearhead Group
(MSG), initially PNG, Solomon Islands and Vanuatu and
subsequently New Caledonia and Fiji, provide each other
with limited tariff preferences. PNG and Fiji also have had
a limited reciprocal trade agreement since 1996.

' The EU is currently waiting on a decision following its request for a
waiver in the WTO for these transitional arrangements.
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Introduction

A free-trade area, currently being negotiated among FICs
on the basis of negative lists of exempt products to be
excluded from the preferential arrangements, is planned
for implementation in 20012 Tariffs on goods are to be
eliminated over a number of years (yet to be specified). The
effects of including services trade and of extending the
agreement to French and U.S. Pacific island territories, and
of longer term integration with the Closer Economic
Relations Trade Agreement between Australia and
New Zealand (ANZCERTA), are also being examined.

Despite these regional developments having the primary
objective of integrating Pacific island economies into the
world economy, their trade and investment patterns
remain narrowly based in terms of direction and
composition, and somewhat dependant on those
preferential  trading arrangements, especially for
manufactured goods. Meanwhile, globalization is
inexorably influencing the region in ways that are
rewarding more than in the past those economies that have
good economic governance — but also, for reasons
discussed in the next chapter, are penalizing more than in
the past those economies whose policies are inhibiting
efficient resource use.

To break out of the narrowness of current trade relations,
some Pacific island economies are increasingly turning
their attention outside the region to the World Trade
Organization (WTO) to help jump-start and/or consolidate
their economic reforms. Three island economies, Fiji,
Papua New Guinea and the Solomon Islands, participated
in the Uruguay Round and became founding members of
the WTO by virtue of their previous status within the
GATT?. These countries were not therefore required to

2 The FICs are the Cook Islands, Federated States of Micronesia,
Fiji, Kiribati, Republic of the Marshall Islands, Nauru, Niue, Palau,
Papua New Guinea, Solomon lIslands, Tonga, Tuvalu, Vanuatu and
Samoa.

% Fiji has been a full contracting party to the GATT since November
1993, and became a founding WTO member in January 1996. PNG
and the Solomon Islands, de facto GATT members because of their

3
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... and APEC

undertake the lengthy and at times arduous accession
process that any aspiring new WTO member must now
undergo - a process in which three other island economies
are currently engaged. Vanuatu and Tonga formally
applied for WTO membership in 1995, and Samoa in 1998.
Vanuatu’s accession is the most advanced, but is still some
way from being completed. An initial draft of the Working
Party Report has been circulated to members, and
consultations on terms and conditions of accession are
continuing. Tonga circulated to WTO members its
Memorandum on the Foreign Trade Regime in May 1998.
The South Pacific Forum Secretariat has also obtained
observer status to the WTO on certain committees, such as
the Committee on Trade and Development, and has played
an important advisory role in support of those Pacific
countries” accession.

A further opportunity to consolidate and strengthen
unilateral reform is provided through the Asia Pacific
Economic Cooperation (APEC) process. PNG joined APEC
in 1994 and is the only Pacific island member. Although
seen as a regional arrangement, its diverse membership in
the Asia Pacific region covers 21 countries*. Most APEC
economies also belong to the WTO5. All APEC economies
are committed to the 1994 Bogor objectives of voluntarily
achieving ‘free and open trade and investment’ in
developed economies by 2010, and in all developing
member countries by 2020. PNG is therefore committed to
comprehensive liberalization, including of agriculture and

past protectorate status with Australia and the Unites Kingdom,
respectively, exercised their rights during the change-over to become
founding WTO members. PNG became a WTO member in June
1996, and the Solomon Islands from December 1996.

* APEC economies are Australia, Brunei Darussalam, Canada, Chile,
China, Hong Kong China, Indonesia, Japan, Korea, Malaysia,
Mexico, New Zealand, PNG, the Philippines, Singapore, Chinese
Taipei, Thailand, the US and, since 1999, Peru, the Russian
Federation and Vietnam.

° Of the 21 APEC economies, 17 are currently WTO members.
China and Chinese Taipei are now expected to join the WTO by end-
2000 or in 2001. Vietnam and Russia are a little further behind in the
process of WTO accession.
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services, on a non-discriminatory basis, fully consistent
with the WTO. PNG submitted APEC Individual Action
Plans (IAPs) for liberalization following the Osaka Action
Agenda in 1996, and again in 1998. It also participated in
the so-called Early Voluntary Sectoral Liberalization
(EVSL) initiative, aimed at advancing trade liberalization in
certain sectors. APEC economies transferred these sectoral
initiatives to reduce tariffs in these sectors to the WTO,
while continuing to advance liberalization of non-tariff
measures in these sectors in a concerted unilateral fashion.

Outline of the Study

This study begins in Chapter 2 by examining the growth
record of key Pacific island economies and identifying the
reasons for their relatively poor performance. It then looks
in Chapter 3 at the process of globalization that is affecting
those and indeed all economies increasingly; and the role
the WTO (assisted by APEC) has played in that process. It
also examines their implications for the development
strategies of countries seeking to improve their economic
performance in this rapidly changing international
environment.

Taking the necessary steps to reform and open up an
economy is never easy politically for any government. This
is because the necessary costs of structural adjustments are
immediate and often highly concentrated on a few groups
whereas the gains from that adjustment — even though
they usually far outweigh the adjustment costs — are
diffuse and take time to show themselves. Bearing that in
mind, Chapter 4 looks at what policy reforms are needed to
revitalize the PNG economy and, by example, other Pacific
island nations, including the important roles played by
trade and investment liberalization to promote competitive
markets and economic restructuring. Chapter 5 shows how
the WTO can help to facilitate regional economic
development and discusses the sensitive issue of
compliance costs of such membership. The supplementary
role that APEC can play is outlined in Chapter 6. Chapter 7
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concludes by pointing to the policy implications of WTO
and APEC membership for PNG and other Pacific island
economies and the stark choices facing them.

While the study focuses mainly on PNG, because it is both
a WTO and APEC member, its findings are also relevant to
the two other island economies that are already in the
WTO. It is also particularly timely for the region’s
prospective WTO members (Vanuatu, Samoa and Tonga)
and for others contemplating joining.



Poor growth
record of PNG
and other
Pacific
nations ...

2

Performance of Pacific Island
Economies

PNG and other Pacific island economies, although varying
somewhat between countries and years, have performed
relatively poorly for decades (final column of Table 2.1). In
real terms per capita GDP has risen less than 1 per cent per
year during the past twenty five years except in the
Solomon Islands. That compares with around 4 per cent in
Southeast Asia and in low-income countries as a group.
PNG, the largest economy by far, has been among the
worst performers, despite its huge mineral and petroleum
wealth. In the 1980s its GDP grew only 1.9 per cent while
its population was growing at above 2.2 per cent, meaning
per capita GDP fell at 0.3 per cent per year. It recovered in
the period 1990 to 1999, growing at 1.7 per cent per capita
(World Bank 2000b). The latter growth occurred mainly in
the first half of the 1990s though: GNP per head has
declined again since the mid-1990s, when it was above
US$1,100, to $US800 in 1999¢.

® GNP is GDP plus foreign earnings by nationals minus domestic
earnings by foreigners.
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Table 2.1 Key economic indicators for selected Pacific Island and other
economies, 1999

Popul- Pop |Pop’n |GNP |GNP, GNP Real
ation ul- annual |per total per GDP
1999 ation |growth |head (1999 head, per
per |rate 1999 PPP capita
sq 1993-98 basis growth
km 1999  |1975-98
1999
‘000 per cent |current |current us$ % per
per yr us$ US$ m year
Pacific
islands
Papua New
Guinea 4710 | 10 23| 800 3,746 | 2,260 0.2
Fiji 801 44 1.0| 2,210 1,771 4,540 0.6
Kiribati 88 | 121 na 910 81 3,190 na
W. Samoa 170 60 0.7 | 1,060 181 3,920 0.3
Solomon Is. 429 15 3.3 750 320 1,950 2.6
Tonga 100 | 138 041 1,720 172 | 4,280 na
Vanuatu 189 16 2.7 1,170 221 2,770 -0.8
SE Asia
Indonesia 207,000 | 114 1.7 580 | 119,500 | 2,440 4.1
Malaysia 23,000 69 25| 3,400 | 77,300| 7,960 3.9
Thailand 62,000 | 121 1.3] 1,960 | 121,000 | 5,600 4.9
Caribbean
Antigua &
Barbuda 67| 153 0.6 |8,300° 5557 | 9,440° 4.6
Barbados 267 | 620 0.4 |7,890° 2,096 | 12,2607 1.6
St Lucia 154 | 253 1.6 | 3,770 580 | 5,020 3.6
Indian Ocean
Maldives 278 | 925 26| 1,160 332 | 3,550 51
Mauritius 1,170 | 576 1.1 3,590 4,203 | 8,650 4.3
Seychelles 80| 177 1.4 | 6,540 520 | 10,380 3.1
ALL LOW-
INCOME 73 20| 410 1,790 34
ALL LOWER
MIDDLE 48 1.1 | 1,200 3,960 3.7
INCOME
%1998

. Source: World Bank (2000a,b) and, for final column, UNDP (2000).




... even
compared with
other island
economies

Island
economies
range from
least-
developed to
middle-income
countries

Low growth
has meant
deteriorating
social
progress

Performance of Pacific Island Economies

The growth in per capita GNP of Pacific island economies
has been slow even compared with the similar-sized island
economies of the Indian Ocean and Caribbean (Table 2.1).
All Pacific island economies now rank between 100t and
150t in the listing of the world’s 206 economies when
ordered by current GNP per capita (as measured using the
World Bank Atlas method involving a three-year average
foreign exchange rate). These data differ from the
purchasing power parity per capita GNP data shown in the
final column of Table 2.1. The latter usually are much
higher for developing countries, but the rankings do not
change markedly. In PNG’s case, its PPP level was
US$2,260 in 1999, and its PPP ranking was 147 out of 206
economies, compared with a ranking of 138 using the
current dollar method’. So instead of being two-thirds of
the lower middle-income country average as with the
current dollar measure of GNP, it is just over half that
group’s average as measured in PPP terms.

All Pacific island economies are classified by the United
Nations as developing economies, with the Solomon
Islands, Kiribati, Samoa and Tuvalu considered least-
developed economies. PNG is classified by the World Bank
as a lower middle-income country. Regional income levels
vary markedly within PNG. Those in urban centres exceed
rural levels of around US$350 per head by about tenfold.
Similar disparities in income levels are also found in other
Pacific island economies.

With the possible exception of Fiji, Pacific island economies
continually rate badly on the United Nation’s Human
Development Index. In the latest rankings, PNG ranked
1334 out of 174 countries (and 129% in 1999), Solomon
Islands 121st (118t in 1999), and Vanuatu 118t (116t in
1999). This index is a composite measure of life expectancy,
educational levels and PPP-adjusted income. Clearly,
PNG’s limited growth — mainly from mining — has not
been transformed into social progress. While social

” Purchasing Power Parity (PPP) income is the level in US dollars
that would equate real domestic purchasing power or living standards
across countries at existing exchange rates.

9



10

Reforming Trade Policy in PNG and the Pacific Islands

indicators improved in the first dozen or so years following
its independence in 1975, they have deteriorated badly in
the past decade. Many of PNG’s social indicators are now
below the average for low-income countries, including life
expectancy, adult literacy and education (Table 2.2).

Main characteristics of Pacific island economies

Some are
resource rich

Economic
smallness is a
fact of life

While PNG and other Pacific economies differ in many
respects, such as cultural and ethnic backgrounds, they
share similar key economic characteristics as small island
economies with slow and erratic economic growth that
falls well short of potential. Being relatively lightly
populated, the larger Pacific island countries are generally
rich in natural resources per capita. For example, Fiji,
Samoa and the Solomon Islands all have substantial timber
and fish resources. PNG is especially fortunate in also
having considerable oil and mineral wealth. Even the more
densely populated Pacific countries are still much better
endowed with land per capita than many in the Caribbean
and Indian Ocean (column 2 of Table 2.1).

Some of these characteristics, such as geographic isolation
and physical smallness, cannot be changed. Arguably,
however, these are not the only or even the main reasons
for bad economic performance in the Pacific. Others are
policy-induced features over which governments have
control. Understanding the negative effects of these policy
measures is central to any assessment of the potential
impact that the WTO and APEC may have on PNG and
other island economies.



Performance of Pacific Island Economies

Table 2.2 Key social indicators for selected Pacific Island and other
economies, 1998

Life expect- . Adult | Education, Human
ancy literacy all levels | Dev’t Index
(average) (HDI)
years % > 14 | % enrolment rank
years (out of 174)
Pacific islands
Papua New Guinea 58 63 37 133
Fiji 73 92 81 66
W. Samoa 72 80 65 95
Solomon Islands 72 62 46 121
Vanuatu 68 64 47 118
South-East Asia
Indonesia 66 86 65 109
Malaysia 72 86 65 61
Thailand 69 95 61 76
Caribbean
Antigua & Barbuda 76 95 78 37
Barbados 77 97 80 30
St Lucia 70 82 68 88
Indian Ocean
Maldives 65 96 75 89
Mauritius 72 84 63 71
Seychelles 71 84 76 53
ALL LOW-INCOME 63 69 56
COUNTRIES
ALL MEDIUM-
COUNTRIES 69 88 73

_ Source: UNDP (2000).

11
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PNG is by far
the largest
island
economy

The region is
vulnerable to
external
shocks ...

... and adverse
geographical
and climatic
factors ...

Vulnerability of small economies to external
shocks

Pacific island economies are small by world and regional
standards. For example, the combined GDP of the ten
largest Pacific island economies in 1999 amounted to barely
$US7 billion, compared to $US53 billion for New Zealand.
There is considerable difference in the size of Pacific island
economies, with the GDP of PNG being more than twice
that of the next largest and much more affluent economy of

Fiji.

Due to their smallness, such economies are narrowly based
and somewhat vulnerable to periodic economic shocks
induced by adverse international conditions, such as sharp
declines in their terms of trade. For example, the recent rise
in the world price of petroleum has impacted heavily on
these economies which are reliant on imports of petroleum
products®. Similarly, the Solomon Islands and PNG were
adversely affected by the decline in world log prices
following the Asian economic crisis, and by depressed
mineral prices, especially for gold and copper. Minor
changes in the terms of trade can thus translate to major
changes in external balances and in economic growth.

Economic variability is also increased by geographical and
climatic factors. For example, cyclones commonly hit the
islands, damaging rural holdings and infrastructure, and
droughts occur frequently. PNG, for example, suffered
widespread cyclone-related damage to its copra and cocoa
crops in 1997. This was followed by a severe drought that
not only affected its food crops but also disrupted its major
mining operations, including copper production at Ok Tedi
due to the Fly River becoming too shallow to transport
mine output.

% In the case of PNG, there is some offset from rising petroleum
prices because it also exports crude oil.



... not to
mention
political
instability

Island
economies will
continue their
reliance on
primary
production

The informal
sector
accounts for
much
agricultural
output ...

Performance of Pacific Island Economies

The political disruptions in Fiji and the Solomon Islands
have added to the economic woes of these countries in the
past year or so, just as they did for Fiji following its coup in
the late 1980s. Foreign investors (and even nationals)
simply park their investable funds elsewhere when such
events occur, and typically take a long time to bring them
back. This withdrawal of funds raises domestic real interest
rates, which are currently above 10% in PNG, and slows
capital formation.

Heavy dependence on a large informal agriculture
sector

These islands remain essentially agrarian economies
supplemented by some development of other primary
resources such as timber, fish and, in the case of especially
PNG, oil and mineral (most notably copper and gold)
extraction. At the heart of their agriculture is a large
informal sector on which economic development for the
vast majority of their population depends in a critical way.
Policies by individual governments to develop a
manufacturing basis have generally achieved little success
and in all the Pacific island economies the industrial sector
still contributes well under 10 per cent of GDP and
employment. This is to be expected given their abundance
of natural resources relative to produced capital in the
region (see Appendix 4). The services sector, however, is
capable of expanding in relative importance, including in
wholesaling, retailing, tourism and construction.

The dependence of these economies on the informal
agricultural sector is demonstrated by the PNG situation
even though, unlike neighbouring islands, it also has a
significant mining sector. Primary production in total
accounted for 51% of GDP in 1997, agriculture, forestry,
and fisheries accounted for nearly two-thirds of that share
(Chart 2.1). However, these figures substantially understate
the contribution of agriculture when the informal sector is
properly taken into account. Commercial agriculture in
PNG is supplemented by significant subsistence or semi-
commercial food production, estimated to be about half of

13



Reforming Trade Policy in PNG and the Pacific Islands

14

*S9nsSsI

SNOLIBA ¢ $2101]0g Juduidojoaa puv 21u0u025 pue | “[OA Si2dpg 1o5png ‘YUIWUIIA0D) BIUIND MIN ended : 204nog

uoriq 1Z8°¥$SN :‘[eI0L

01

cl Sunmyoejnuey

wnajonad

[ SOOIAISS
6 Jo130 29 AJ10LIOd[
Surlirenb

9 uoNINISU0))
29 Surury

01
20I0UIIIO))

S
o3e103s 29 podsuer],

1 sensadoad
9)B)S9 [8QI 29 TRIOURUL]

0¢
SOLIQYSI) 29
A1s910] ‘QImnoLdy

ST
SOOIAIOS

[e100s 29 AJTUNWWo))

L661

uoliq $L6°7$SN :I¥I0L

0¢ 01
SurAurenb 29 Jurury SULINPOBJNUBIAL [ SOOIAIOS

10130 29 AI0L1OdIg

4
uonoNISuo))

01
90I0UILIO))

S
o3e1018

29 Jodsuer],

7 soniadoid

1< 9)B)S9 [8QI 29 TRIOURUL]

SOLIQYSI) 29
Ans2103 “QImynougy

91

SOOIAIOS
[e100s 29 Ayunuwwo))

8861

NICAIREE |

(s3o1ad €861 18) L661 PUE 8861 ‘ddD JO uonisodwiod [8.103099

'¢yrey)




... and most of
employment

Performance of Pacific Island Economies

total agricultural output. Some 85% of the PNG people live
in rural areas and are highly dependant on agriculture,
with food gardens largely meeting subsistence needs while
cash crops for both export and domestic markets provide
cash income. It is estimated that the informal sector
produces almost all food in PNG: over 70% of coffee; 65%
of cocoa and copra; and 35% of palm oil. Expanding the
informal provision of basic services in rural areas is also
important to the economy’s growth?.

Although the primary sector accounts for only around a
quarter of formal employment, making it second in
importance to the services sector, the significance of
agriculture is increased substantially if the informal sector
is taken into account. The informal agricultural sector is
thought to account for well over two-thirds of the total
PNG workforce.

High trade dependency

The external sector of PNG and other neighbouring Pacific
islands is relatively large since these economies depend
heavily on trade. Not surprisingly, such economies
generally have very high trade penetration ratios. Most
raw materials and consumer products are imported.
Similarly, because of their small markets most of their
primary commercial production is exported for further
processing. For example, both PNG’s imports and exports
of goods and services represented around two-thirds of
GDP in 1999. This dependence has increased during the
past decade, since in 1990 the corresponding shares of GDP
were barely two-fifths (World Bank 2000b). Such high
trade-to-GDP ratios are to be expected of very small

® This segment of the economy is not as well developed as in other
comparable countries where basic produce markets and the
provision of essential repair and other retail services exist on a larger
scale. Not least of the reasons for that is the terrain, which ensures
the cost of providing transport and communications infrastructure is
very high per capita. There are also regulations restricting the
informal provision of services in urban areas.

15
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Exports (and
production) are
narrowly
based ...

e in
commodities

developing economies. They do not imply that these
economies maintain no trade restrictions — indeed most in
fact do. But they do underscore the relative importance of
trade to their development. Economic growth for these
economies is therefore even more closely linked to the
strength of the traded sector than is the case for developing
countries generally.

Trade (and production) patterns of Pacific island
economies remain narrowly based. Although the precise
dependence varies across island nations depending largely
on the availability of other natural resources, such as
tishing, timber and minerals, these economies remain
heavily dependent on agriculture for development. Exports
reflect their narrow production base and are concentrated
in a few commodities and markets.

Although PNG's oil and minerals account for nearly two-
thirds of the total value of exports, agricultural exports,
especially of coffee and palm oil, contribute about one-
quarter of exports currently. This share has increased
substantially from one-sixth in the mid-1990s. In value
terms, agricultural exports have more than doubled since
then, aided by increased export returns following the
currency float and the substantial kina devaluation. Palm
oil exports have grown rapidly in recent years, and have
replaced the traditional tree crops of cocoa and copra as the
second largest agricultural export after coffee (Table 2.3).
PNG’s palm oil industry appears to offer considerable
potential, with its yields already comparing favourably
with those of other developing countries.

PNG exports, like other island economies, remain heavily
concentrated in a few commodities. In 1998, three
commodities, gold, oil and coffee, represented 70% of
exports. In the Solomon Islands, the top three exports,
forestry, fishing and oil palm, accounted for about 90% of
total exports.



Only limited
diversification,
such as
tourism in Fiji

Heavy
dependence on
preferential
access

Performance of Pacific Island Economies

The only economy that has diversified to a limited extent
away from the primary sector is Fijil%. Nevertheless, its
exports are still rather narrowly based — its top three
merchandise exports of sugar (38%), garments (22%) and
gold (10%) account for more than two-thirds of total
merchandise exports. Export diversification is, however,
increased by its exporting of tourism services that are
equivalent to about one-quarter of merchandise exports.
However, while product diversification is to be welcomed,
government efforts to encourage such diversity more often
then not end up penalizing the traditional industries that
are internationally competitive and hence on which
economic development still depends heavily.

Export markets of Pacific island nations remain
concentrated geographically. Significant exports are sold to
preferential markets, especially the EU, where preferential
duty-free access exists under the Lome Convention. Some
key exports depend almost exclusively on such markets.
For example, over three-quarters of Fiji sugar exports,
representing about one-quarter of total merchandise
exports, are sold to the UK, at up to double the world price.
Similarly, Fiji garment exports are primarily sold to
Australia and New Zealand duty-free under SPARTECA,
and to the United States under bilateral quotas. Likewise,
exports of canned tuna from the region, especially the
Solomon Islands, are almost exclusively going to the UK.
PNG also exports heavily to Australia under PATCRA and
to the EU (including canned tuna) under Lome preferential
access. Most exports to other developed markets, such as
Japan and the United States, also receive preferential entry
under GSP arrangements.

% However, recent political developments in Fiji culminating in the
forced removal of the elected government has been a serious
setback for the tourist industry and the economy generally.

17
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Narrow tax
base
encourages
reliance on
inefficient
trade taxes

Performance of Pacific Island Economies

Brittle public finances

The relatively small size of Pacific island economies and
the low population density and income levels tend to limit
the range of tax instruments available to governments to
raise revenue. Yet there are heavy demands on
governments to fund development expenditure for
essential infrastructure and other services, such as
education and health. Thus, public finances of Pacific
island economies tend to be stretched and rely heavily on
foreign aid and excessive government borrowings from the
central bank!. Despite periodic attempts to constrain the
budget deficit, governments of island economies have
generally failed to apply the necessary fiscal discipline
needed to consolidate public finances by controlling
unsustainable budget deficits. Fiscal imbalances are
usually compounded by a lack of clear expenditure
priorities by governments, with the result that scarce funds
are often squandered on ill-conceived development
projects (unfortunately supported at times by well-
intentioned aid donors).

These economies have tended to have a narrow tax base
due to their low levels of development, including the large
informal sector located largely in remote rural areas, as
well as their weak capacity in tax administration.
Consequently, direct taxes on income (company and
personal) and consumption that encounter collection and
other administrative difficulties are supplemented by
heavy reliance on trade taxes, including tariffs and export
taxes. In PNG, for example, taxes on international trade,

" Recent reform to the Central Bank Act to restrict government
borrowing to K100 million in any rolling 12-month period should help
curtail fiscal irresponsibility. However, its success will depend on
how effectively this limit is enforced. For example, previous
legislative limits on new government borrowings in any year from the
central bank of 10% of the estimated ordinary budgetary revenues,
and of 20% on the stock of year-end debt, were generally ineffective.
Similar legislative caps on central bank credit to government in the
Solomon Islnads have also had only limited success.
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Budgetary
processes also
tend to be
weak

Public
expenditure
must match
revenue
constraints

predominantly import tariffs and export taxes, raised some
28% of government tax revenue in 1998. In the Solomon
Islands, trade taxes, especially tariffs in recent years, have
accounted for over half of government tax revenue.
However, trade taxes are widely recognized to be an
inefficient means of collecting government revenue. The
economy would benefit if they were replaced by less-
distorting taxes, such as direct income taxes once collection
costs are brought down to reasonable levels, and/or a
general consumption tax that applies equally to imported
and domestically-produced goods. This means tariff and
tax reforms are inextricably linked, since the former
reduces government finances while the latter can enhance
them. Papua New Guinea demonstrated this with the
introduction on 1 July 1999 of a 10 per cent value-added tax
(VAT) that provided the revenue for substantial across-the-
board tariff reductions.

Pacific island economies suffer from poor budgetary
processes. Expenditure checks and controls are inadequate.
Budgets in practice are rarely met, being based typically on
overly optimistic revenue projections.

All governments face revenue constraints, and ultimately
there is no alternative to good fiscal planning than
ensuring that governments live ‘within their means’ and
spend only what is sustainable. Excessive public debt to
finance budget deficits places upward pressures on interest
rates and ‘crowds out’ the private sector. As well, such
deficits flow through into larger external trade deficits that
are often associated with accelerating inflation and an
appreciation in the country’s real exchange rate, thereby
exposing governments to further lobbying pressure from
domestic industries to provide more protection against
imports. The PNG Government moved quickly on
obtaining office in 1999 to redress fiscal imbalances, an
essential pre-requisite for re-engaging dialogue with the
IMF and the World Bank in support of PNG’s reform
programme.



Privatization
can reduce
wasteful public
expenditure
and raise
efficiency

Public
provision of
essential
infrastructure
and other
services has
been neglected

Declining law
and order
problems hurt
the PNG
economy

Performance of Pacific Island Economies

Ample evidence exists in Pacific island economies that
governments have not used the financial resources
available to them as effectively as they might. Such
resources have been squandered by governments
attempting to do things that would be best left to the
private sector. For example, numerous island nation
governments have been directly involved in commercial
ventures, often jointly with private sector participants, with
disastrous consequences in many cases. Thus, the
Government’s proper role needs to be re-defined, and in
this context commercialization and privatization of state-
owned enterprises can make an important contribution to
releasing scarce budgetary funds needed for public
investment. Most island economies are embarking on such
programs, but with mixed success. In the case of PNG, the
strategy developed is beginning to be put in place, so time
will tell how successful it is. These arrangements will only
work, however, if markets are also made competitive —
competition improves efficiency, but increasing the degree
of competition involves more than simply changing
ownership.

The quality of PNG’s infrastructure has deteriorated badly
during the past decade. Of major concern is the
deteriorating road transport system. This raises business
costs and in many cases prevents the efficient distribution
and marketing of agricultural produce. Moreover, public
utility prices, such as electricity and communications, are
generally seen by business to be high cost, especially in
view of the sub-standard quality of the services provided
by the utilities. Electricity outages are common in Port
Moresby, for example. Other public services, such as
education and health, also have deteriorated, including the
physical condition of many hospitals, schools and other
educational institutions.

PNG’s economic growth, and recently that of the Solomon
Islands and Fiji, has been retarded by chronic and
worsening law and order problems. This imposes
substantial direct costs on businesses in the form of greater
security expenses, and seriously prevents the economy
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Costs of law
and order are
not confined to
urban areas

High tariffs
generally
prevail

from working efficiently. It also creates a hostile business
environment and is a major constraint to attracting
essential foreign direct investment and the overseas
visitors needed to develop a thriving tourist industry. It
also raises costs of employing expatriates and other foreign
personnel needed to fill the domestic skill shortages. A
recent survey ranked crime and theft as the most serious
obstacles for business, with law and order problems
perceived to have increased over the past ten years along
with concerns about bribery (INA 1999).

Among the hardest-hit by the law and order problem are
agricultural industries. Because most of the informal
agricultural sector works on cash, the serious risk of theft
in rural areas prevents buyers from purchasing crops.
Moreover, security concerns have also contributed in rural
areas to bank branches closing, and to people being
unwilling to open stores. This therefore penalizes the
agricultural sector and reduces incentives for growers to
expand output and to market their produce. For example,
it has been estimated that almost one-third of PNG's coffee
crop in 1997 was not marketed due to law and order
problems (Togolo 1998).

Inward-looking trade policies

Despite their strong trade orientation, Pacific island
economies have tended to provide selective protection
against imports to special industries largely in an attempt
to promote primary processing and other manufacturing.
Such import protection has taken many forms, but the
most common in recent years has been via high and
escalating tariff structures that have applied much higher
rates to processed than wunprocessed products. For
example, prior to the introduction in PNG of the tariff
reduction program on 1 July 1999, applied MEN tariffs
averaged on an unweighted basis 20%, but ranged from
free to 125%.12 Although these rates are now being phased

2 |mport bans and quotas were previously used to encourage
domestic manufacturing industries, such as canned beef, sugar,
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down, and currently average 9%, much higher rates of up
to 95% still apply to certain processed products.

The situation is similar in the Solomon Islands and Fiji. In
the Solomon Islands, MFN tariffs averaged 23% in 1998,
but ranged as high as 70% on certain processed products.
Although tariffs are lower in Fiji, averaging 12% in 1997,
they range up to 80 %.

Explaining the poor economic performance of PNG and
other island economies

The erratic economic performance of PNG and other
Pacific island economies stems from a combination of
factors that go well beyond the scope of this report.
However, there is little doubt that while external shocks,
such as adverse weather conditions and depressed world
commodity prices, contributed to their malaise, respective
governments are mainly to blame due to their economic
mismanagement and costly policies. In PNG, for example,
successive governments have not fundamentally reversed
the poor level of economic governance and related
institutional ~weaknesses. It is true that recent
macroeconomic management in PNG has improved, but
there is a long way to go in this and other key policy areas.

cement, vegetables, flour, batteries and canned mackerel. However,
these were removed, mainly by the early 1990s, and converted to
high, sometimes prohibitive tariff rates, ranging mostly from 30% to
80%, but with some higher rates. The import ban on canned beef
was converted to a tariff of 55% in 1994, for example, and the ten-
year ban on sugar was replaced with a tariff of 85% in 1997. Most-
favoured-nation (MFN) tariffs are those applying to imports from
other WTO members that are not subject to preferential tariff rates
that might have been agreed bilaterally or regionally. (Higher tariffs
could in principle be applied to imports from non-WTO members.)
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Reforming Trade Policy in PNG and the Pacific Islands

Many of the problems identified, such as the worsening
law and order, the collapse of institutions and due
government processes, along with decaying public
facilities such as transport, electricity, telecommunications,
health and education, are symptomatic of fundamental
problems with how PNG is being governed and managed
economically and politically. Correlated to this is the
increasing policy instability that has occurred over recent
years. Even if policy corrections are implemented, they
need to be followed through to the end. Economic reforms
will only work if sustained and credible, and cannot in an
environment of policy instability characterized by sudden
policy reversals. There is evidence in PNG that such
instability and wuncertainty is increasingly impeding
business and investment (INA 1999). Such retardation can
be closely linked to political instability since frequent
changes in governments are often associated with a loss of
policy continuity.

Without the basic institutions and sound governance
needed for a vibrant private sector, other reform efforts
will achieve limited benefits at best. The private sector
needs secure individual property rights, especially to land,
impartial enforcement of property and contractual rights
(and more generally law and order) as well as appropriate
formal and informal codes of conduct if it is to flourish and
function efficiently.

One of the virtues of economic reforms, such as trade and
investment liberalization, is that they can create an
environment that raises the demand for such institutional
development. However, if they are not accompanied by
fundamental institutional and governance reforms,
dislocation and the costs of economic restructuring are
likely to be increased and the benefits of reform
diminished. That is, a ‘stop/start’ approach to economic
reforms will increase dramatically the adjustment costs
induced by policy changes, while reducing the benefits.
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Box 2.1: Norfolk Island’s Success - Smallness and Remoteness no
Barrier to Prosperity

Despite Norfolk Island being small (around 35 square kilometers)
and geographically isolated, it is not a typical Pacific island
economy. It is more prosperous than Australia - some estimates put
its GDP per capita in the late 1990s at 70 per cent higher than in
Australia, compared with being 40% below in 1952 and at parity in
1976. What then has been the key to this success?

Its success has been due to economic flexibility. The economy has
been able to efficiently adjust to the booms and busts of various
activities throughout its history.

Although tourism is currently its main industry, this was not always
the case. Whaling was its first leading sector, accounting for 45% of
GDP in the late 1890s. However, the industry declined due to falling
world prices but revived again in the 1950s before being shut down
due to the sudden decline in whale numbers. However, other
growth industries filled the void left by whaling. Government
expansion during the 1900s stimulated the economy; not by the
government dominating private and public consumption, but by
establishing basic infrastructure and integrating the economy much
more with the world economy.

Land reform prior to WWI paved the way for agricultural
development. The original landholding system that restricted the
original settlers from selling land was dismantled and a lease system
implemented as well as unrestricted sale of freehold property.
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Box 2.1: Norfolk Island’s Success - Smallness and Remoteness no
Barrier to Prosperity (continued)

The lemon industry aided by duty free access to Australia following
its territorial status in 1914, flourished from 1915 to 1921, ending
abruptly due to the collapse of the Sydney market. Bananas grew
rapidly during the 1920s following an export boom created by the
decimation of the Queensland and New South Wales banana crop in
the mid-1920s. Exports expanded by tenfold between 1924 and 1929.

However, banana production folded in the early 1930s following the
return of the more competitive Australian crop. Agriculture turned
to exporting oranges, bean seeds and passion fruit. By the late 1950s
disease, weather, price instability and competition from Australia all
contributed to the decline and eventual closure of the industry.
Since the 1960s, the mainstay of the economy has been tourism.
Export receipts from tourism grew from A$8.7 million in 1978 to
A$41 million in 1996.

Thus, the economy has displayed great flexibility in resource use in
the face of a changing external environment. The island’s openness
in supplying goods and services and in factor markets, such as land,
enabled the clear transmission of international price signals to
determine the allocation of resources (Threadgold 1988). Labour
laws, other regulations, and taxes have been kept to a minimum.
The land market has functioned effectively, and the island’s
government has not had the luxury of running budget deficits based
on excessive public service expenditure or revenue collections.

Source: Duncan, Cuthbertson and Bosworth (1999).




Smallness and
isolation are in
themselves no
barrier to
growth,
provided good
policies prevail

Status quo
policies have
clearly not
worked

Performance of Pacific Island Economies

Problems of isolation, small size and unfavourable climatic
conditions are not sufficient to explain PNG’s poor
economic performance, nor that of its Pacific neighbours.
Such factors cannot be changed, and hence it is important
that policies be implemented that make the best of these
‘givens’ rather than tolerating poor economic performance
because of them (Commonwealth Secretariat/ World Bank
2000). The economic development of Norfolk Island
provides a good example of how a small remote island
with almost no natural resources can become wealthy with
good policies (Box 2.1).

Unless such wide-ranging reforms are implemented,
economic growth in PNG and other Pacific island
economies will continue to be erratic and disappointing.
Such reforms must come from within the countries, and are
in their own best interests irrespective of international
developments. Nevertheless, implementing such reforms
involves tremendous challenges which governments may
be reluctant to face either because of ignorance of the
benefits of reform or because of the short-term political
consequences of such reforms.

Overcoming such resistance to reforms within government
and the community has always been an essential part of
meeting this challenge. As the next chapter explains
though, in recent years the stakes have risen: globalization
has accelerated, raising not only the rewards from good
economic governance but also the penalty for bad
economic governance.
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Implications of globalization for
Pacific development strategies

The pervasive effects of the process of globalization are
being felt in poorer economies at least as much as in richer
ones. But whether they are net positive or net negative
influences for a particular country depends very much on
the quality of economic governance in that country. What
is globalization? What are the recent contributors to its
recent acceleration? And what are its implications for
Pacific island economies?

Globalization can be defined as the decline in transactions
costs or barriers to doing business or otherwise interacting
with people internationally. It enhances the integration of
markets for goods, services, technology, ideas, capital and
labour, thereby reducing global differences in prices for
those products and factors. Both technological and
governmental barriers raise the costs of conducting
business across borders. Reductions in transport costs, the
huge decline in communication and information costs, and
cuts in tariff and non-tariff barriers to trade in goods,
services, financial capital, and to some extent labour have
accelerated globalization to an unprecedented speed that
shows no sign of abating.

The extent and pace of globalization cannot be captured in
a single statistic, but several provide partial indications of
its magnitude. A standard indicator is the comparison
between trade and GDP growth globally. While
merchandise trade has grown faster than output for
virtually all two-decade periods since the 1700s except
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between the two world wars, the gap has been larger in the
1990s than in any earlier period since the mid-nineteenth
century. More than one-fifth of global output is now
exported, double the proportion in the 1950s.

... but also Annual outflows of foreign direct investment grew more

accelerated than six-fold between 1983 and 1990, and continued to

investment and grow more than twice as fast as goods trade in the 1990s.

services trade  Some two-thirds of this is in services, commercial presence
by foreign suppliers in host markets being the main means
of trading services globally. Intra-firm trade among
multinational corporations (MNCs) is estimated to account
for one-third of world trade, and another one-third is MNC
trade with non-affiliates. During the 1990s, international
portfolio investment has been growing equally as fast as
foreign direct investment. In the last five years, the annual
value of cross-border mergers and acquisitions has trebled,
growing from US$100 billion to more than US$300 billion.
Daily foreign exchange transactions now exceed global
currency reserves, with international capital flows more
than 50 times the value of international trade flows. The
1990s also saw an explosion in the world’s capacity for
electronic commerce. The number of telephone lines
doubled; there was a 25-fold increase in the number of
cellular phones; the number of personal computers
quadrupled; and two-thirds of those PCs are expected to
have internet access by 2001.

The technological dimension of globalization

The on-going  There have been three major technological revolutions in

digital transport and communication costs. The cost of
revolution is transporting goods was lowered enormously by the steam
rapidly engine, which created the railway and steamship. Steel
lowering hulls for ships and refrigeration further lowered the cost of
commun- ocean transport late last century, particularly for perishable
ication costs goods. The telegraph helped too. The second technological

revolution lowered substantially the cost of moving
people. It was dominated, in the middle half of this
century, by falling transport costs by road and air thanks to
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mass production and associated services. Ocean freight
rates (helped by containerization) and telephone charges
also fell massively over this period. The third and on-going
revolution in transport and communications is in digital
technology. Aided by deregulation of telecom markets in
many countries, it is lowering enormously long-distance
communication costs and especially the cost of rapidly
accessing and processing knowledge, information and
ideas from anywhere in the world. A side effect of the
Internet’s expansion is the growth in the use of the English
language. It has been claimed that there are now more
people using English as a second language than there are
people for whom it is a first language. This too is lowering
costs of communicating between countries.

The governmental contribution to globalization

Globalization
is aided by
trade and
investment
liberalization...

... which
benefits mainly
the countries
undertaking
reform

The above developments have been reinforced by
government decisions to liberalize trade and investment
regimes. Following the protectionist inter-war period, this
began with the lowering of import tariffs on manufactured
goods traded between industrial economies. In the 1980s
trade reform was followed by extensive liberalization of
foreign exchange markets and of restrictions on capital
flows, leading (with the help of new digital technologies)
to the development of new financial instruments. At the
same time many non-OECD countries — including China
and ultimately the Soviet bloc began moving away from
inward-looking to outward-oriented trade and investment
policies. The 1980s also saw the deregulation of domestic
markets in a growing number of countries, developing as
well as developed, which reinforced the effects of
deregulating transactions at national borders.

These reforms benefit most the countries making them, but
they also benefit their trading partners. Hence as more
countries open up and reform, the greater is the gain to
other countries from doing likewise. In particular, they
expand the opportunities for developing and transition
economies to access goods and services markets,
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investment funds and technologies, thereby raising the
pay-off to liberalizing economies. Those that have already
done so have grown much faster than the rest, and have
seen their incomes converge toward OECD income levels
(see, e.g., Dollar 1992; Edwards 1993; Sachs and Warner
1995; and WTO (1998, pp. 62-63 for a bibliography). They
have also seen the welfare of their poorest citizens improve
at least as much as that of their other citizens (Dollar and
Kraah 2000). More generally, openness not only boosts the
efficiency of resource use and economic growth, but simple
open trade regimes aid good governance: they reduce the
opportunities for discretionary policies and hence for
corruption and arbitrariness, and they offer a way of
conserving skilled labour for the many other challenges of
development, such as improved education and more-
efficient administration (Winters 2000).

The reasons for faster growth of more open economies
have to do with the dynamics of trade liberalization,
something which is not just an abstract idea from new
trade and growth theory but one that is well supported
empirically (USITC 1997). There is always the risk that the
market-opening reforms of the post-war period and
especially the past fifteen years could be reversed by
governments as domestic political circumstances change.
However, that risk has been contained by the GATT and,
since 1995, the WTO.

Together with the technological revolution, these policy
reforms have brought about a more-integrated global
trading system, a much more-integrated global capital
market, and more integrated firms as international
transactions that formerly took place between independent
entities are being internalized within single firms or
corporate alliances. The increasing mobility of the
productive assets of firms enables them to minimize their
corporate income tax exposure by strategically locating
their headquarters and using transfer pricing in their intra-
firm international trade. It also encourages governments to
compete for the presence of firms with regulatory reforms
and investment incentives. On the one hand this could
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Globalized
production
offers
locational
flexibility

Human capital
is increasingly
the key to
productivity
growth

leave governments with less tax revenue to supply social
policies at a time when the demand for such policies is
rising with income growth. On the other hand, if the
regulatory reform is growth-enhancing and includes the
privatization of state-owned enterprises, government
revenue could expand.

These technological and governmental revolutions have
contributed increasingly to the scope to subdivide the
processes of production and distribution into parts that can
be relocated anywhere in the world according to ever-
increasing changes in comparative advantages over time.
That out-sourcing can be via various means including sub-
contracting, licensing, joint ventures and direct foreign
investment by multinational corporations.

The resulting productivity growth in industrial and service
sectors is altering the key source of wealth of nations,
which is moving ever-faster away from natural to human
capital (that is, from raw materials and physical capital per
worker to human skills and knowledge). In particular,
wealth creation in future will depend especially on the
ability to access and make productive use of the expanding
stocks of knowledge and information, and to build on them
through creative research and development. How well and
how quickly people of different countries are able to do
that will increasingly determine relative economic growth
rates. But for all countries the extent and speed with which
economic events abroad are transmitted to domestic
markets will increase inexorably. Governments will have
less and less capacity to isolate their economies from such
trends as derivatives and electronic commerce have made
clear in the cases of international financial flows and a
widening range of traded goods and services.
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The GATT/WTO'’s contribution to globalization
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History shows that the risk of market-opening being
reversed is much more likely in the absence than in the
presence of international constraints on national trade
policy actions. Following WWI, efforts to restore liberal
trade centred on international conferences but did not lead
to renewed trade treaties with binding commitments to
openness based on MFN. Then when recession hit in the
late 1920s, governments responded with beggar-my-
neighbour protectionist trade policies that drove the world
economy into depression. The volume of world trade
shrunk by one-quarter between 1929 and 1932, and its
value fell by 40 per cent. And the first attempts to reverse
that protection were discriminatory, as with the Ottawa
Conference of 1932 that led to preferential tariffs on trade
among members of the British Commonwealth.

Out of the inter-war experience came the conviction that
liberal world trade required a set of rules and binding
commitments based on non-discriminatory principles.
While there was not enough agreement to create an
international trade organization, at least a General
Agreement on Tariffs and Trade was signed by 23 large
trading countries in 1947. The GATT provided not only a
set of multilateral rules and disciplines but also a forum to
negotiate tariff reductions and rules changes, plus a
mechanism to help settle trade disputes. Eight so-called
rounds of negotiations took place in the subsequent 46
years, the last one (the Uruguay Round) culminating in the
‘interim” GATT Secretariat being converted into the World
Trade Organization.

The GATT, and now even more so the WTO, contributes to
but also responds to the demands of globalization in
several crucial ways (Appendix 3). The WTO has four key
objectives: to set and enforce rules for international trade;
to provide a forum to negotiate and monitor trade
liberalization; to improve policy transparency; and to
resolve trade disputes. Apart from the transparency role,
these were also the key objectives of its predecessor. But
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the WTO is much more comprehensive than the GATT. For
example, GATT’s product coverage in practice was
confined mainly to manufactures (effectively not including
textiles and clothing), whereas the WTO encompasses all
goods (including sensitive farm products), services, capital
to some extent, and ideas (intellectual property). As well,
the new WTO has greatly strengthened trade policy review
and dispute settlement mechanisms.

GATT/WTO rules to govern international trade serve three
main purposes. First, they help protect the welfare of small
and weak nations against discriminatory trade policy
actions of large and powerful nations. GATT Articles I
(most-favoured-nation) and III (national treatment)
promise that all WTO members will be given the same
conditions of access to a particular country’s market as the
most favoured member, and all foreign suppliers will be
treated the same as domestic suppliers. These fairness rules
are fundamental to instilling confidence in the world
trading system. In particular, they lower the risks that are
associated with a nation’s producers and consumers
becoming more interdependent with foreigners — risks
that otherwise could be used by a country as an excuse for
not fully opening its borders.

Second, large economies have the potential to exploit their
monopoly power by taxing their trade, but we know from
trade theory that the rest of the world and the world as a
whole are made worse off by such trade taxes. Thus, while
each large economy might be tempted to impose trade
taxes, the effect of lots of them doing so simultaneously
may well be to leave most if not all of them worse off —
not to mention the welfare reductions that would result in
many smaller countries. Hence, the value of agreeing not to
raise trade barriers and instead to ‘bind” them in a tariff
schedule at specified ceiling levels. This rule is embodied
in GATT Article II, whereby WTO members are expected
to limit trade only with tariffs and are obligated to continue
to provide market access never less favourable than that
agreed to in their tariff schedules. Again, the greater
certainty that this tariff-binding rule brings to the
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international trading system adds to the preparedness of
countries to become more interdependent and of business
people to invest more.

The third and perhaps most important contribution of
multilateral rules disciplining trade policy is that they can
help governments ward off domestic interest groups
seeking special favours. This comes about partly via Article
II, which outlaws the raising of bound tariffs, as well as via
numerous other articles aimed at ensuring that non-tariff
measures are not used as substitutes for tariffs. This benefit
of the system is sometimes referred to as the ‘Ullyses
effect’: it helps prevent governments from being tempted
to “sin’, in this case to favour special interest groups at the
expense of the rest of their economy.

While no-one would argue that the GATT rules have
worked perfectly or have been applied without exception,
they help ensure that the worst excesses are avoided. Also,
they provide all countries with a means of multilaterally
challenging any import restrictions imposed by trading
partners that are thought to be inconsistent with WTO
disciplines'4. They therefore bring greater certainty and
predictability to international markets, enhancing
economic welfare in and reducing political tensions
between nations.

'3 Petersmann (1991, p. 83) goes so far as to say that “the primary
regulatory function of the GATT .... [is] the welfare-increasing
resolution of domestic conflicts of interest within GATT member
countries among individual producers, importers, exporters and
consumers .” Similarly, Roessler (1985, p. 298) claims that “the
principal function of the GATT as a system of rules is to resolve
conflicts of interest within, not among, countries. The function of the
GATT as a negotiating forum is to enable countries to defend the
national interest not against the national interests of other countries
but against sectional interests within their own and other countries.”
' For example, the decision in 1999 by the US to apply restrictions
on lamb imports from Australia under GATT ‘safeguard’ rules is being
challenged in the WTO by Australia and New Zealand as being
inconsistent with these provisions.
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One of the clearest lessons from trade theory is that an
Consumers are economy unable to influence its international terms of
not the only trade cannot maximize its national income and economic
losers from growth without allowing free trade in all goods and
import barriers  seryices. Consumers lose directly from the higher domestic
prices of importables, while exporters lose indirectly
because import barriers cause the nation’s currency to
appreciate (there is less demand for foreign currency from
importers) and raise the price of labour and other mobile
resources. More-open economies also grow faster.

Governments Why, then, do countries restrict their trade? Numerous

restrict trade reasons have been suggested, but almost all of them are
mainly for found wanting (Corden 1997). The most compelling
reasons of explanation is a political economy one. It has to do with the
political national income re-distributive feature of trade policies.
economy The gains are concentrated in the hands of a few that are

prepared to support politicians that favour protection.
However, the losses are sufficiently small per consumer
and export firm and are distributed sufficiently widely as
to make it not worthwhile for those losers to get together to
provide a counter-lobby, particularly given their greater
free-rider problem in acting collectively.

/4

Implications of globalization for Pacific island countries
policy choices

Globalization Greater openness of and interdependence between national
offers benefits economies provides wonderful opportunities for poorer
to poorer economies, but it presents challenges. Globalization is
countries, but  raising the rewards to economies choosing good economic
also governance, but is also raising the cost to economies with
challenges poor economic governance. Just as financial capital can

now flow into a well-managed economy more easily and
quickly than ever before, so it can equally quickly be
withdrawn if confidence in that economy’s governance is
shaken. The East Asian crisis during the late 1980s, and the
two coups in Fiji, has demonstrated this all too clearly.
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Two aspects of good economic governance are especially
worthy of mention in the wake of globalization:
commitment to a liberal international trade and payments
regime, and growth-enhancing domestic policies that are
not sectorally biased. Together these will enable producers
to take maximum advantage of new/prospective export
opportunities.

Commitment to a liberal trade and payments
regime

The above suggests the first priority for a poor country
seeking to achieve sustainable economic development is to
practice good economic governance generally. In
particular, it should commit to a permanently open
international trade and payments regime underpinned by
those institutions essential for private sector development,
such as providing secure property rights (intellectual as
well as physical). A long-term commitment to openness is
more crucial now than ever. Otherwise, capital flows will
be short-term, and susceptible to sudden withdrawal
should confidence waver. It is for this reason, and because
of the comprehensiveness of the Uruguay Round
agreements, that liberal trade policy commitments under
the WTO are so important. Potential investors value them
because WTO commitments involve (a) legal bindings and
(b) most-favoured-nation treatment by trading partners.
The legal bindings mean a WTO member cannot return to
a more protectionist regime by raising tariffs above the
bound rates listed in the member’s schedules of
commitments. Nor does that member risk facing higher
than MFN bound tariffs in exporting to its trading partners
if they are WTO members.

The security of a stable trading environment instills a
confidence in investors that is noticeably less in non-WTO
countries. For such countries a key ingredient in achieving
good economic governance is to seek speedy accession to
the WTO. Already there are almost 140 members of the
new organization, and 30 countries are in the process of
undergoing accession. The WTO is thus approaching the
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status of a truly global trade organization, except for
under-representation by two groups: the former centrally
planned economies (CPEs) seeking to transform to market
orientations, and some of the smallest and poorest
economies’. Most of the CPEs not already members are
seeking WTO accession, the most notable being China
(whose accession would allow Chinese Taipei to join) and
Russia. For the other group feeling marginalized, the
world's smallest and least-developed countries, the cost of
the accession process, and subsequently of maintaining a
mission in Geneva that is large enough to cover the
expanding number of items of key concern to them, is high
when expressed in per capita terms.

Efforts are being taken multilaterally and bilaterally to
address these concerns of poor countries. For example, it
has been recommended that the WTO should review the
current accession process as it affects small states to see if
the problems and costs faced by these economies can be
reduced (IMF 2000). There is also a need to supplement the
meager resources of these countries to facilitate their
participation in trade negotiations. The WTO allows
groups of small states to be represented collectively at
discussions, and is seeking more funds from members to
enhance its already substantial technical assistance
programmes. The Forum and Commonwealth Secretariats
could play significant roles in enhancing WTO
representation by Pacific island economies. ACP states,
including these economies, also benefit from the bureau
funded in Geneva by the EU to facilitate negotiations with
the WTO.

> Of the 48 UN designated least-developed countries, 29 are WTO
members and a further 10 countries have observer status, of which 6
countries are currently undergoing accession. Some 23 countries
have Geneva-based representation.
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To what extent are less-advanced economies opening up to
trade? The answer is that many are opening up
substantially — including several in Africa. Some of those
reform programs have been adopted with reluctance as
conditions for receiving IMF or World Bank loans, while
others have been unconditional unilateral decisions. Until
they are bound under the WTO, though, there is a risk of
back-sliding in the future. Furthermore, tariffs need to be
bound at levels close to applied rates to be taken seriously,
unlike during the Uruguay Round when many developing
countries, including Pacific island economies, committed to
ceiling bindings at well above the level of applied rates.

Growth-enhancing domestic policies that are not
sectorally biased

The extent to which liberalizing one’s own trade and
payments regime and securing greater market access
opportunities for one’s exports boosts a developing
country’s economic growth depends importantly also on
the domestic policy environment. Sound, predictable,
stable macroeconomic and taxation policies that are not
sectorally biased are essential. Uruguay Round reforms
abroad will make agricultural and textile/clothing exports
more profitable for many developing countries. Trade
liberalization at home will tend to reinforce that, because
many developing economies have traditionally protected
manufacturing at the expense of primary production — a
pro-urban bias.

Those past trade and other urban policy biases discouraged
investment in infrastructure and human capital in rural
areas. Realizing the productive potential of the rural sector
requires major upgrading of essential rural infrastructure
to lower the transactions costs of doing business, plus it
requires investment in the people involved. The crucial
infrastructure includes rural roads, electricity,
telecommunications and radio transmission, so that costs
of transport, communications and information (about
market conditions, new technologies and the like) become
more affordable. Investments in these items probably will
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be more expensive per capita than in urban areas, but that
needs to be weighed against the net long-term benefits
from expanding output faster from rural areas.

The crucial investments in people include basic schooling
(for both sexes) and health services, as well as agricultural
research and extension. All the empirical evidence points
to the social rates of return from such public investments
being high in developing countries even when price and
trade policies discriminate heavily against the rural sector;
hence they are likely to be even higher as and when those
policies are reformed. If/where those social rates of return
are significantly above private rates, a case might be made
for government subsidies. The case is especially strong for
human capital investments in rural areas. Such
investments not only raise farm incomes and so reduce the
social and economic problems of ‘“urban drift’ associated
with farmers leaving agriculture; they also increase the
prospects for non-farm jobs in rural areas. In both respects,
the social tensions that are inevitably associated with rapid
economic growth and structural change are lessened.
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Policy reforms to boost
development of the Pacific islands

It is widely recognized that major structural changes in
PNG and other Pacific island economies are needed to
improve their economic efficiency and growth
performance. Major impediments to those structural
adjustments are distortionary trade and investment
policies. This is now being widely recognised, thanks to the
now-overwhelming body of evidence supporting the idea
of mutual interdependence between economic growth and
openness to international trade and investment (Dollar
1992; Edwards 1993). A particularly telling study found
that open economies grew on average three times faster
than closed economies (Sachs and Warner 1996). The study
looked at the performance of eight always open and forty
always closed economies from 1966 to 1990. Although the
precise links are less clear, there is also strong evidence
that openness can lead to reductions in poverty and
income disparity (Dollar and Kraay 2000; Ben-David,
Nordstrom and Winters 2000), and to enhanced economic
and social development generally (Winters 2000).

This is not to say that such policy reforms will make
absolutely everybody better off. There will always be a few
losers from structural adjustments that accompany
economic growth, regardless of whether those adjustments
are induced by changes in technology, tastes and

' Evidence from Chile’s liberalization policies, for example, indicates
that although income inequality worsened initially, it subsequently
returned to pre-reform levels at vastly higher average incomes and
lower poverty levels.



42

Reforming Trade Policy in PNG and the Pacific Islands

East Asia is
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developing
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preferences, international terms of trade, domestic or trade
policies. But the best way to deal with that concern is to
ensure appropriate tax and social welfare policies are in
place, rather than to avoid trade and investment policy
reforms. Avoiding reform does not remove the need for
adjustment, it simply delays incurring that one-off
adjustment cost and in the meantime continues to impose
on-going costs year after year (in terms of foregone
efficiency gains) on the society.

The income growth in many East Asian economies over
recent decades that has been associated with a high degree
of openness that fuelled rapid export growth and
investment rates is well recognized. But there are also
examples of successful liberalization efforts in small
countries that have similar features to PNG, such as
Mauritias, Trinidad and Tobago and Jamaica (Box 4.1). In
Trinidad and Tobago and Jamaica, for example, strong
trade policy reforms in the early 1990s were followed by
improved export and overall economic growth, following
lack-lustre performance during a long period of inward-
looking policies (Findlay and Wellitz 1993; Rajapatirana
1997). In the South Pacific, Samoa currently is undergoing
such reforms with promising results (Box 4.2).

An important reason as to why openness to trade and
investment helps developing country economies grow is
that it facilitates transfer of technology and know-how
from developed countries. Developing countries must take
advantage of this ‘catch up’ factor that openness provides
if they are to maximize growth in the early stages of their
development. Of course the technology needs to be
appropriate given the countries’ relative factor prices and
factor endowments, so often that would preclude the latest
skill- and capital-intensive technologies.
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Box 4.1: The Liberalization Experience of Trinidad and Tobago
and Mauritius

These WTO members have many economic similarities with PNG
and other Pacific island nations. They are also small lowly
populated island economies subject to similar climatic variations,
limited output and market opportunities. However, while still
heavily reliant on a few major products and concentrated export
markets, they have successfully diversified in the face of external
commercial pressures. Trinidad and Tobago remains a resource-
based economy heavily dependant on oil and gas, but now process
more downstream products. Manufactured goods, led by
petrochemicals and iron and steel, accounted for almost 40% of
exports in 1996 compared to 5% in 1980. Similarly, Mauritius has
diversified away from sugar, which now accounts for 25% of
exports — down from 90% of exports in 1970 — into clothing,
tourism and, more recently, offshore financial services. The service
sector accounts for over one-half of GDP and one-third of total
exports. Both countries depend heavily on a few export markets;
about one-half of Trinidad and Tobago’s exports are to the US while
70% of merchandise exports from Mauritius are to the EU under
Lome preferences, mainly on clothing and sugar.

Both economies have recently experienced strong growth
turnarounds. Following the 1973-82 oil boom, per capita incomes in
Trinidad and Tobago declined to pre-1973 levels, but has grown by
3-4% annually since 1995. Mauritius recorded exceptional growth
during the 1980s, with per capita income almost tripling from 1980-
93. Both economies have become more resilient to external shocks
and appear better placed to handle changing economic
circumstances. Despite their dualistic nature, leading sector growth
has contributed to the rest of the economy. Export growth
underpinned by strong foreign investment has been essential to
their development.
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Box 4.1: The Liberalization Experience of Trinidad and Tobago
and Mauritius (continued)

It is impossible to fully explain their improved performances,
Nevertheless, structural economic reforms, underpinned by trade
and investment liberalization, and improved macro-stabilization
policies have contributed enormously along with political stability
and good governance—growth in both cases has followed or
coincided with market-opening policies. Improved stabilization
policies and fundamental structural reforms in Trinidad and Tobago
since 1994, including tariff reductions, privatization, investment
liberalization and flexible exchange rates, have attracted substantial
foreign investment, particularly in the energy sector. Mauritius’s
trade and investment regime was also extensively liberalized and
prudent macro-economic policies adopted, including exchange rate
flexibility. Tariffs are now the main instrument of protection in both
nations.

Trade and tax reforms have been intertwined to remove their
traditional dependence on trade taxes, including tariffs and export
taxes. Trinidad and Tobago no longer depends on trade taxes for
government revenue; tariff revenue now accounts for below 4% of
government revenue, due to the increased importance of other
taxes, such as VAT, income taxes and royalties. Mauritius has also
taken steps, including the introduction of a VAT as an alternative to
tariff revenue which previously accounted for about one-half of
government revenue. Exports have been liberalized, and Mauritius
no longer taxes sugar exports.

Although regional liberalization has been important — for Trinidad
and Tobago mainly via membership of the Caribbean Community
and Common Market (CARICOM) and for Mauritius primarily as a
member of the Common Market for Eastern and Southern Africa
(COMESA) this has not been at the expense of MFN liberalization.
Moreover, while these economies have received preferential access
to export markets, such as the EU under Lome, they have developed
a capacity to adapt to changing market conditions.

Source: WTO (1995 and 1998c).
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Box 4.2: Samoan Trade Reforms

Samoa adopted comprehensive trade reforms in 1998 that provide
important lessons to other pacific island economies. The tariff
structure was simplified from eight to five different rates, and duties
lowered generally across-the-board to a maximum rate of 20 per
cent, down from 60 per cent. Customs administration is also being
rationalized, including the establishment of WTO valuation
procedures. Tariff exemptions and concessions that were
widespread and applied on a discretionary basis were also largely
revoked. These tariff reforms were financed by the introduction in
1994 of a 10 per cent value-added goods and services tax (VAGST)
at a time when the government was facing severe budgetary
pressures

The Government is committed to structural and sectoral reforms
based on good governance. It intends achieving this by making
Samoa a more enterprise-based and competitive economy by
developing a strong and diversified private sector. These reforms
stemmed largely out of desperation. The economy had suffered a
number of setbacks in the 1990s resulting from exogenous climatic
and other factors as well as large commercial losses by state-owned
enterprises.

The Government had adopted a comprehensive reform program
covering tax, corporatization, tariffs, finance, macro-economic
stabilization and monetary stability. This has meant that the gains
and losses have tended to be widespread and individually small.
Pressures created by informal imports from American Samoa
eroded formal import systems and made tariff protection
impractical. This coincided with a growing public recognition that
high import tariffs were counter-productive. The Government also
involved stakeholders in the discussions to generate support from
the private sector and the general public.

Source: Duncan, Cuthbertson and Bosworth (1999).
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That can be an advantage for developing countries though,
since more-advanced economies often have second-hand,
labour-intensive machinery available for much less than
the new price of the machinery replacing it in the high-
wage country.

Living standards depend upon resource endowments and
productivity levels. Trade liberalization improves
productivity by enabling economies to focus more on what
they can produce best according to their comparative
advantage, given their endowments of natural resources,
labour and capital. This is the basic economic principle
underpinning international trade. Countries will gain from
trade by specializing in products in which they have a
comparative advantage (in which they produce relatively
‘best” in terms of comparative cost), and importing those in
which they have a comparative disadvantage. Because it is
relative domestic costs that determine comparative
advantage, all nations will be better off producing some
goods and not others by specializing and trading. They
will benefit from importing even those goods in which they
have an absolute advantage — that is, they are the world’s
lowest cost producer — provided they are even more
efficient, or have a greater absolute advantage, in
producing other goods. All countries will have
comparative advantages and disadvantages in some
products, and all can therefore benefit from trade.

Productivity improves when trade is increased. Extra
competitive pressures on previously protected industries,
and new technical know how from new foreign investment
opportunities, can raise productivity and create higher
growth. Empirical evidence suggests that such gains can be
very significant (Stockel, Tang and McKibbin 1999; Stockel
and Corbett 1999; Frankel and Romer 1999).
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The policy challenge is to ensure that countries are able to
follow their pattern of comparative advantage as it evolves
through time. This is best assured by allowing competitive
markets to determine production, consumption and trade.
Given appropriate institutions and policies, markets can
deliver efficient results and ensure that outputs and inputs
are supplied at minimum costs. The determinants of
comparative advantage are varied and complex, and result
from the complicated interaction of many markets that
change in the course of economic development at home
and abroad (as described in Appendix 4). Competitive
markets boost productivity and open markets are an
efficient means of exposing domestic producers to
competition. Without such competition, domestic
producers may be able to survive — but they will be
inefficient by world standards and so will the level and
growth of national income.

Without openness to foreign direct investment, a smaller
volume of the financial resources needed to exploit areas of
comparative advantage will be available domestically. That
is, trade liberalization will develop more-efficient
industries easier if foreign investment restrictions are also
removed. Trade and investment reform are thus closely
linked and are needed together if firms, and hence
countries, are going to benefit fully from the opportunities
provided by globalization. Although liberalizing foreign
investment without trade reforms may attract foreign firms
seeking to operate behind ‘tariff walls’, this may well be
counter-productive since such investment will tend to be in
highly protected activities that are wunlikely to be
internationally competitive and hence incapable of
exporting without government subsidies.

The relevance of open trade and investment policies for
improving economic performance applies equally to all
countries, irrespective of their size. While small states do
present special developmental problems that need to be
taken into account, these states must nevertheless adapt,
indeed transform, their economies to secure the benefits of
globalization and the increasingly open global trading
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environment (IMF 2000). Open trade policy is best viewed
as part of sound overall economic management and
development strategies for small states as it is with all
developing countries (and developed countries for that
matter).

Can governments do better than markets?

Trade policy is
often used as
industry policy
in the belief
that
governments
know more
than firms

Can
governments
outperform
markets?

Firms get it
wrong
sometimes, but
governments
get it wrong
more often

Import barriers, such as tariffs, are often applied by
governments in an attempt to promote industrialization.
This view is sometimes premised on the belief that
governments should actively intervene in the market to
determine areas of comparative advantage. It presupposes,
however, that governments are better than market forces at
identifying efficient activities. Experience suggests that is
almost always not the case, however. Hence, governments
should refrain from such activities.

This frequently asked question lies at the core of resistance
to trade liberalization. There has been no shortage of
attempts by governments throughout the world to
intervene in markets to establish “preferred outcomes’. This
is certainly true of PNG and some other Pacific island
economies. Governments consistently intervene, despite
there being no evidence to suggest they are able to
consistently outperform the market.

Choosing successful outcomes that would have been
selected by the market in any event is not alone sufficient
to justify government intervention. For governments to be
successful, they would need to consistently pick promising
industries for development that would have been missed
by the private sector. Clearly, it is difficult to identify such
activities in practice. However, what is observable are the
number of failures selected by governments in Pacific
island economies and elsewhere. This demonstrates that
governments are generally inept in trying to ‘second guess’
markets. That should not be surprising, since governments
generally focus on development of industries that would
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not otherwise grow, and hence their commercial viability is
nearly always bound to incur high risks.

Governments often justify their intervention on their
ability to pick winners. But it is difficult to see why
governments are consistently in a better position to do so
than the private sector. If governments base their decisions
on having access to superior information, then the most
efficient outcome is not for the government to support the
targeted industry, but rather to correct whatever the failure
is in the market for information, to ensure that the private
sector can access the same information. Moreover, the
likelihood that governments would be better than the
private sector at picking winners is even further
undermined in Pacific island economies where
governments have very limited human resources. In any
case, those limited bureaucratic resources would be best
spent on providing the essential public goods required for
sustainable development.

Governments often protect new or ‘infant’ industries to
allow them to operate initially without competition so they
can expand and become established commercially before
being exposed to competition. This presupposes that one
day the industry will become competitive without
protection. Experience suggests, however, that such
industries requiring assistance ‘at birth” require long-term
government support and rarely mature into -efficient
industries that have a comparative advantage. Moreover,
in small markets such as those in the Pacific island
economies, where other domestic suppliers are unlikely
and the extent to which economies of scale can be realized
from home sales is extremely limited, arguments
supporting infant industry protection against imports
would appear even weaker!”.

' For a powerful critique of each of the standard arguments for infant
industry protection, and suggested rankings of policy instruments that
would be far superior to trade measures for dealing with each
concern, see Corden (1997, Ch. 8).
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Governments often provide protection to offset against
trade-distorting foreign subsidies or protectionist policies
that distort world markets. As harmful as these foreign
subsidies might be for efficient domestic producers,
providing counter protection only increases the economic
costs at home and abroad of such interventions. The most
appropriate longer-term response by countries adversely
affected by these arrangements is to increase their own
productivity and efficiency so as to compete with the
subsidized product (the so-called ‘level playing field’
argument). This at first may appear counter-intuitive, but
is especially relevant to small Pacific island economies that
have scarce public funds.

The PNG sugar industry is a case in point. The high tariff
protection is claimed by the industry to be necessary in
part to counteract the depressing effects on international
sugar prices of distorting protectionist policies by other
major sugar producers, such as the EU and US. However,
while such policies by overseas producers should be
removed (something the WTO membership and sugar-
exporting countries in particular seek to achieve), it is
impossible for PNG to become better off by highly
protecting its own sugar industry. Simply because other
governments select bad policies is no reason for PNG to
follow suit. On the contrary, since PNG would be a sugar
importer in the absence of protection, it should welcome
those low international sugar prices as that improves the
country’s terms of trade and in particular the welfare of its
consumers (both food processors and households). Of
greatest importance is to use the nation’s resources most
efficiently, and selectively assisting sugar production is
likely to be inconsistent with this national goal. While it
may increase employment in the sugar industry, less
people are employed elsewhere — including in more
internationally competitive industries — as a result. What
determines domestic efficiency is not the level of assistance
provided home industries relative to foreign producers,
but its level of assistance compared with other domestic
industries. Providing industry assistance that necessarily
becomes selective since governments can never assist all
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activities equally, therefore always trades-off the interests
of one industry against another. Efforts to justify such
selective assistance on grounds of employment generation
or ‘multiplier effects’ are therefore misguided since all
activities, if assisted, will generate these results. But why
should one industry be assisted and not others?

The PNG reform program

The need for Trade and investment liberalization is increasingly being
reform is being recognized domestically as fundamental to creating a more
recognised flexible and efficient PNG economy. Hence the focus on

them in this report, because that is the Pacific country
where the WTO and APEC are likely to have their main
policy impact. However, trade and investment reforms
alone will do less than they might unless other essential
reforms are made simultaneously to promote good
governance and institutional arrangements. Governance is
concerned with the role of the state and the institutions
established to manage development. Good governance
requires a predictable, open, and enlightened
policymaking system that is accountable and functions
within transparent rules of law that are effectively

enforced.

Tariff reforms
A tariff After several delays, PNG implemented a major across-the-
reduction board tariff reduction program on 1 July 1999 as part of its

program is in on-going structural adjustment program. Maximum MFN
place in PNG bound tariffs were reduced immediately from 125% to
55%, apart from higher rates of up to 95% being
maintained for certain sensitive products including sugar,
tinned mackerel and plywood. Average (unweighted)
tariffs fell to 9% and are being phased down to 5% by 2006
when the highest tariff rate will be 40%. Once completed,
the tariff structure will comprise just four rates: free, 15%,
25% and 40%. The tariff reductions were financed
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primarily by the introduction of a 10% value added tax on
goods and services.

This program should improve economic efficiency by
providing a more neutral tariff structure and lower levels
of net or effective protection (Box 4.3). It is estimated that
effective rates of protection for manufacturing (including
food processing) have fallen from an average in 1992 of
160% — ranging from 90% to 105% in 1998 prior to the
reforms — to between 67% and 80% in 1999. These are
estimated to fall further to the 42% to 50% range at the end
of the current tariff reduction program. This will help
reduce the discriminatory impact that the tariff has had on
PNG’s major agricultural export crops of coffee, oil palm
and cocoa (WTO 1999). These activities received negative
effective assistance and were thus being heavily penalized
under the previous tariff structure (Table 4.1).

One of the main obstacles to exports in PNG is the high
level of import tariffs. That has both direct and indirect
effects on other industries. Relatively high tariffs on
manufactured products can directly raise input costs to
efficient agricultural exporters who cannot pass on the cost
increases because they are price takers in world markets.
Much more important than that direct effect is an indirect
one: they cause an appreciation of the exchange rate, which
lowers the price of exports in domestic currency terms, and
they raise the price to exporters of inter-sectorally mobile
factors of production, most notably labour. In these ways
PNG’s protectionist policies that 