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1) Background

Under the trade provisions of the Cotonou agreement the EU and the ACP have agreed to enter into negotiations on a WTO compatible trade regime no later than September 2002
.  The precise configuration of the partnership agreement remains to be determined.  There remains within the ACP group a strong view that the partnership or at least significant elements of the trade agreements should be negotiated on an ACP wide basis.  The preferred position of the EU has been for the negotiation of regional economic partnership agreements in the various sub-regions of the ACP where members feel they wish to proceed with a GATT Article XXIV compatible free trade agreement.  In 1999, at a seminar on the future of the ACP-EU trade relationship in Suva the EU indicated its willingness to enter into a regional economic partnership agreement with the Pacific ACP states
.  The Pacific ACP states have, at ministerial level, indicated their willingness to consider such an approach
.  No substantive decision to negotiate has been made by either parties.

This paper begins from the premise that the EU and the Pacific ACP, in whole or in part, opt to negotiate an economic partnership agreement which includes, inter alia a free trade area agreement as broadly envisaged by the EU in its most recent pronouncement on the subject.  Thus the paper begins having assumed that the process between the present and the decisions that will be made by September 2002.  This paper focuses upon additional modalities within the context of the partnership agreement and already specified in the Cotonou Agreement that can be employed to further enhance the development process in the Pacific islands region while simultaneously being advantageous to the trading interests of the European Union.

The paper begins by considering several issues pertaining to the technical feasibility and economic desirability of an FTA between the EU and the Pacific ACP.  The second section considers the salient features of the Pacific ACP economies and how WTO compatible trade agreements may help overcome barriers to investment in sectors where the Pacific ACP states have an actual or potential commercial advantage.

2) The Technical Feasibility of an FTA between the EU and the PACP

At present GATT 1994 Article XXIV(8) remains vague as to the definition of what constitutes ‘substantially all trade
.  Despite negotiations to clarify such matters during the Uruguay Round, Contracting Parties were at the time unable to reach a consensus on the precise definition of what constitutes ‘substantially all trade
 although they have established a maximum ten year transition period for interim arrangements.  Despite the agreement by WTO members at Doha
 to negotiate further disciplines in the area there is no reason to believe that there will be a greater consensus in the present round that there was during the Uruguay Round.  However the decision to negotiate such disciplines creates further uncertainty as to the WTO compatibility of such a trading arrangement.  These negotiations despite their hypothetical time limits will extend throughout much of the decade and create an atmosphere of uncertainty around the EU-ACP partnership negotiations.  Without appropriate ‘grandfathering’ or special and differential provisions for north-south FTAs the WTO Article XXIV negotiations may undermine the efforts of the parties to the Cotonou Agreement to negotiate WTO.

The EU has proposed in its interventions what has commonly become known as the ‘South African Formula’ to assure WTO compatibility of an FTA, i.e. 90% of bilateral trade
.  Such a formula is of questionable technical viability as, of the 14 Pacific ACP states, five are least developed and given the implementation of the EU’s ‘Everything But Arms’ proposal for LDCs would have no economic benefit in liberalising towards the European Union as duty free and quota free access to that market is already guaranteed
.

The six new PACP countries
 which hence it would be impossible to define a stable and consistent schedule of concession based on the South African formula.  Only three developing countries, PNG, Fiji and Tonga could benefit from an FTA and have a trading relationship where a schedule of concession could be technically be defined.  In the case of Tonga the trading relationship is characterised by very small volumes of imports and volatile annual shifts in the composition of imports from the EU, which is typical of an immature trading relationship and hence nor normally conducive to a free trade agreement which is normally the end product of a mature and highly developed trading relationship.  This leaves only PNG and Fiji as two economies that could technically define a schedule of concession though even in these relatively mature economies this technically remains problematic
.

Thus far the paper has not considered the economic desirability of such a WTO trading agreement between the EU and the ACP.  Unlike any other of the ACP regions the Pacific has a far more complex series of historical links with the former metropolitan powers than either Africa or the Caribbean and as a result a series of explicit and implicit MFN trading obligations exist between the PACP and Australia and New Zealand and between the former US Trust territories and the USA under the Compact of Free Association
.  This would mean that even should an FTA with the EU be deemed to be economically or politically beneficial to Pacific island countries the economic cost of the adjustment, induced by a de jure extension of tariff preferences to other and much more significant trading partners than the EU, would necessitate a wholesale reform of the taxation system.  In Melanesia, where significant import substituting industries exist this would also involve a wholesale economic reform.  Thus agreeing to an FTA with the EU, will invoke a series of legal obligations that will ultimately result in the complete abandonment of tariffs as a source of revenue and industry protection.

It remains the subject of further analysis and investigation but it would not be imprudent to suggest that there may be some PACP countries that have a strong defensive trade interest in their existing market access arrangements into the EU.  This is certainly true of Fiji and PNG where canned tuna exports remain dependent upon the 24% nominal margin of trade preference into the EU market
.  Also Fiji has a very substantial interest in its sugar quota under the Sugar protocol.  However, while an FTA with the EU will constitute a defence against and GATT Article I violation, it will not constitute a defence against an Article XI or Article XIII.2 violation
, which is the most likely point of attack on the EU quota regime.  Moreover, the introduction of the EU’s Everything But Arms proposal will mean an elimination of much of the benefits of the Sugar Protocol by 2009.

3) The Cotonou Agreement and the Pacific ACP Economies

One of the greatest strengths of the Cotonou agreement and its Lomé predecessor has been its explicit recognition of the breadth of the constraints to the development faced by ACP states.  It was this strength that was simultaneously one of its greatest weaknesses because it rendered the resources of the European Development Fund available under the Lomé Convention subject to capture by a wide range of domestic interests in ACP countries as well as within the EU.  These interests were often wholly legitimate as they addressed one of the many pressing development problems confronting the ACP states.  However, what this meant was that the scarce resources of the European Development Fund were frequently dissipated in addressing development problems that could never be addressed in a sustainable and long term manner without economic growth.  The Cotonou Agreement constitutes a quantitative shift in thinking in that it attempts to focus on the twin problems of the establishment of an appropriate environment for investment and assisting the private sector
.  Regrettably, Cotonou is stronger on the former than it is on the latter.  Implicitly the problematic raised by the EU in the lead up o Cotonou recognised that without economic growth stimulated by private investment Cotonou or even government funded projects which address legitimate and pressing social concerns would ultimately prove unsustainable.

The Cotonou agreement contains numerous improvements over the Lomé Convention and attempts to sharpen the focus on economic governance and the development of the private sector.  These efforts are wholly commendable.  Unfortunately the new agreement has not closed the possibility of once again dissipating the scarce EDF resources on the multiplicity of legitimate and simultaneously ‘aid-efficient’ projects that have been the hallmark of funding until 8th EDF.  Using 9th EDF to build more hospitals, roads and bridges cannot possibly be opposed as they invariably address burning social needs but this will not resolve the issue at the heart of the ‘Cotonou problematic’ which is addressing the question of private sector development.  As we shall argue this was unnecessary in the minds of the architects of Cotonou because private investment would respond to an appropriate environment, little further intervention was necessary.  While the Lomé instruments of private sector assistance were reformed in Cotonou e.g. the creation of the CDE others such as EIB interventions will, at least nominally, provide even less direct assistance to the private sector
.  The implicit logic of Cotonou is that beyond technical assistance in creating the right economic and political environment the use of scarce development resources for promoting private investment in ACP countries is largely unnecessary.  ‘Build a stable and economically well governed and market friendly environment and the investors will come’ is the implied logic behind Cotonou interventions in the development of the private sector as it was behind much of the thinking of the architects of the global post-cold war economic context.

The authors do not dispute the need for the creation of such an environment that is well governed, politically stable with the market friendly institutions.  This is undoubtedly a necessary condition for attracting investment.  However, what can be disputed is the implication that this an sufficient condition to attract foreign or even domestic investment in the PACP which is characterised by small isolated and physically dispersed islands with their inherently high cost structure.  In a globalised economy with greatly diminished trade barriers the international investor has a world of possible locations for their investments.  The Pacific islands regrettably do not rank high on the list of possible locations for most investors.  This is true even in cases like Samoa or Kiribati where the international community recognises that economic management has been excellent.

The economic partnership agreement should therefore be seen by the PACP as an opportunity to focus the instruments already in the Cotonou agreement on the particular problems of trade and private sector development of the PACP which is one of the most challenging commercial environments.  In the past the Pacific has suffered from marginalisation within the ACP overshadowed by the larger concerns of Africa which as the EU’s immediate neighbour, has been the principle focus of its concerns and interventions.  Thus the upcoming negotiations should be seen as an opportunity to correct an historical imbalance in PACP/EU trade relations.

4) Elements of a Mutually Advantageous Partnership Agreement

Commencing any analysis of a development agenda for a REPA in the Pacific it is useful to recall that partnership must necessarily be mutually advantageous and ask what could possibly be of trade and investment interest of the EU in the PACP.  Agriculture has in the past been the main trade interest of the EU in the ACP in general.  However, it is of greatly diminished EU trade interest as its policy no longer focuses on sources of supply of raw materials as it did in the 1970s and early 1980s.  It is only the capture fisheries that the EU continues to have an interest in on-going interest in access to natural resources.  By-and-large the EU trade focus has shifted towards access for exports and EU investment.  Thus there exist only two sectors where the Pacific could constitute a possible destination for EU investments and this is in tourism and fisheries.

The Pacific remains one of the few regions where the tuna stocks are not in overall decline.  Recently the EU distant water fishing fleet has increased its commercial presence in the region.  Tourism also remains an area of potential interest where little service trade currently occurs between the EU and the PACP but there remains a considerable presence of EU firms in the French DOMs in the Pacific.  Several PACP countries have attempted to induce EU tourism investors into the region with limited success.  What follows explores instruments that would increase EU trade and investment interest in the region.  Entering into a regional arrangement with the EU on services would provide a guarantee of viability of EU investment in the tourism sector in the region as it would provide a guarantee of market access.  Fisheries and Tourism are the two sectors where the Pacific ACP either has a commercial advantage or this could be developed with appropriate interventions.  Fortunately both these sectors are of trade and commercial interest to virtually all PACP.

What is proposed in the organagram below is an architecture for a partnership agreement with the EU that focuses on key areas of mutual interest between the EU and the Pacific.  It also develops an investment promotion and guaranteed arrangement that focuses on the actual problems confronted by investors in the Pacific islands.  The proposal is in line with various provisions already existing in the Cotonou Agreement and simply aims to operationalise the specific provisions that the Cotonou Agreement has for LDCs and small island states
.







5) The Structure and Rationale of the proposed PACP-EU Partnership

i) The  REPA – If the PACP wish to negotiate trade arrangements on a range of issues, not just an FTA in goods, there will be a need for a much broader umbrella agreement

which will guide the arrangements in goods and in other areas.  The umbrella agreement would by necessity be preambular in nature and set out the broad principles and parameters of the trade and development arrangement that would govern relations between the Pacific and the EU.  An umbrella agreement could contain:

a) Commitments to the sustainable development of the region

b) Broad developed country MFN obligations

c) An agreement to review and extend the relationship in light of the emerging agreements between PACP with French DOMs in the region.

d) Subsidiary agreements pursuant to the umbrella would be entered into when PACP felt that their economy was ready for such an arrangement

ii) FTA  The configuration of the FTA between the EU and the ACP remains to be determined.  However, for the moment ACP studies in their preparation for negotiations with the EU have focused only on the trade in goods.  Several ACP countries especially in West Africa have already expressed a preference, at least official level for a regional partnership arrangement and this regional
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� Cotonou Agreement, Article 37.1


� Workshop on post-Lome Trade issues for Pacific ACP countries held in Suva in March 1999. The EU Delegate to the Pacific stated:


There has been some speculation as to how the Pacific region would be represented in a Regional Economic Partnership Arrangement with the EU…The negotiation of a REPA will be completely voluntary: the EU will negotiate with those regions, sub-regions or countries ‘which express an interest’


� Report of the Meeting of Pacific ACP Trade Ministers, May 1999


� In the GATT/WTO there is extensive jurisprudence on the quantitative definition of what constitutes an FTA.  In 1957 a Working Party reviewed the consistency of the EEC treaty arrangements with those of Article XXIV.  The EEC position at the time was that: ‘a free trade area should be considered as having been achieved for substantially all trade when the volume of liberalized trade reached 80% of the total’, (GATT Document, L/778, adopted on 29th November, 6S/70, 99 para. 30).  This definition has never been accepted and increasingly the more common quantitative measure that has been employed has been based upon 90% of total bilateral trade.  However, neither the 80%, nor the definition of substantially all trade should be based on the concept o 95% of tariff lines.


� Understanding on the Interpretation of Article XXIV of the GATT 1994


� See Ministerial Declaration, Fourth Session, Doha, 9-14th November, para. 29 WT/MIN(01)/DEC/W/1


� European Commission Staff Working Paper – Workshop on post-Lome IV Trade Arrangements,


 2nd June 1999, p.18


Therefore, in view of the extent to which the EU has already liberalised vis-à-vis the ACP and of the structure of trade between the parties, the ACP may not have to liberalise to the extent assumed by the studies to fulfil the requirement of 90% coverage of global trade.





For the Pacific ACP countries and on the basis of present trade data and excluding sugar, only 77% of the imports from the region enter the Community market duty free.  If sugar were included in the EU liberalisation plan, moving from a transitional quota to complete liberalisation after a transition period, WTO compatibility would be easy to achieve.  Under this assumption, the Pacific countries would have to liberalise only 45% of their imports to the EU.


� UNCTAD & Commonwealth Secretariat Duty Free and Quota Free Market Access for LDCs: ‘An Analysis of Quad Initiatives’, Geneva 2001.


� These include  Cook Islands, Marshall Islands, Micronesia, Nauru, Niue and Palau


� R.Grynberg ‘Asymmetric Reciprocity in the Post-Lomé Framework-Implications for Trade Relations in the Pacific’ Pacific Islands Forum Discussion Paper, 2000


� While a multiplicity of trading arrangements also exist in the Caribbean, only the US arrangement, the Caribbean basin initiative contains explicit MFN provisions.  No similarly explicit provisions exist in AGOA.


� Until the recent closure of the Taiyo facility in the Solomon Islands it also had a strategic trade interest in tuna fish exports to the EU but as it is an LDC it is covered by the EBA market access provisions.


� The US and the EU had agreed to an article XIII waiver for bananas in April 2001.  This was in recognition of the apparent violations of those provisions in the EU’s banana regime.  While sugar quota arrangements are quite different the quota allocation mechanism could be deemed to violate the chapeau of Article XIII.2.  When the WTO waive was finally granted at Doha it was only for Article I and did not include an Article XIII waiver for bananas.


� While private sector development has been greatly increased in importance in the new agreement it is by no means the only shift in development policy found in the new ACP-EU agreement.  The inclusion of new actors such as NGOs and the private sector as well as a improved functioning of development assistance have also been pivotal changes in the Cotonou Agreement from the previous Lomé Convention arrangements.


� Under the Cotonou Agreement the EIB bears the exchange risk fo its interventions in the ACP thus avoiding the need for state intervention, a major flaw of the Lomé arrangements it creates a minimal concessional component but the state was the principle intermediary and it frequently absorbed the concessional component as state revenue to compensate for the risk taken.  Alternatively the concession was passed on to the intermediary DFI and was absorbed.  Interest rate concessions in EIB actions were rarely passed on to the private sector investor under the Lomé Convention.


� Cotonou Agreement, Article 85 and Article 89





