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Foreword
Economic integration has come to the forefront @dr®mic policy making in East
Asia, finally. After lagging behind in forming a mprehensive regional integration
area for various historical, political, cultural danreconomic reasons, today the
discussion ranges from the introduction of bildtdéfeee Trade Agreements through
currency and financial market cooperation to a flddged economic community.
Heterogeneity of East Asian states and divergemcexonomic size and economic
development are not longer seen purely as obstaxiesegration, but also as potential
complementarities. This has been the backgrounideotonference series on economic
integration in East Asia with special respect te ttoncept of a closer community,
“ASEAN plus three (China, Japan, Korea)” in SeaubDiecember 2004, organized by
Hanns Seidel Foundation Seoul and Singapore/ASEA#Neoin cooperation with
Korean partners and sponsored by the Bavarian Wynaf the Economy, Transport
and Technology. The first conference was organiziétd the Institute of East and West
Studies of Yonsei University on Decembét and the second with the Seoul ASEM
Institute for International Relations and the Asation Coréenne des Etudes Politiques
Francaises on Decembél’.2Both were generously funded by the Bavarian Mipisf
the Economy, Transport and Technology.

The papers of these conferences have been revisguouatogether in this book.
It aims at contributing to the ongoing discussioacgss on the “how” and “when” of
economic integration, after the question of “ifesgs to have been resolved in a largely
affirmative way by the states of Southeast Asia ldndheast Asia. If we look back on
the last years in regional integration in East Agia can see important changes, most
obviously in the more active role that NortheasiaAand here especially China, begins
to play. This leads to possibilities before notlexgd for economic integration, but
also to renewed competition between the statelBeofdgion. The attempts to establish
a regional or sub-regional ,hub of East Asia‘ byieas countries in the region, among
them Singapore and Korea, is one aspect. In tisisert, it is important to see trade
integration not as a zero-sum game, where oneitocktoses if another wins, but as a
positive sum game, where enhanced capacities ofpartecipant also benefit others.

And this not only concerns the economic and busisebere itself, but also the equally



important additional political stability brought lgreater unity in the region. Clearly,
the economic benefits of economic integration areimdependent from the methods of
integration. While in the early 1990s the idea @ben regionalism‘ and the lack of
institutionalization characterized the approactmainy countries in the region towards
economic integration, today greater institutiones t for example, in form of binding
FTA agreements - seem to be around the cornes.ithportant to discuss how these
ties can be designed without stifling spontaneousluéion of private economic
initiative. Therefore, this book takes a compamatikiew, by comparing European
experiences of different institutional regimes abromic integration with the East
Asian possibilities. Due to the political obstadesntegration in East Asia, businesses
have been often been the initiators of economi@ewion. For businesses, domestic
as well as foreign, a politically stable and ecoiwatly free and prosperous
environment is of utmost importance for successs ®Explains why the business
partners of East Asia, among them the German re8gmaria, are equally interested in
the integration process of East Asia — they adeesialders in the process of East Asian

integration.

The publication of this book would not have beesginle without generous
funding from the State Ministry of the Economy, radtructure, Technology and
Transportation of Bavaria. Special thanks go tofddsor Alex Gordon of Seoul
National University for editing the texts. If thi®ok helps at stimulating the discussion
among practitioners of integration, businessmeadamics and government officials

alike, it has achieved its goal.

Karl-Peter Schonfisch Dr. Bernhard Seliger
Director Resident Representative
Regional Leadership and Management Hanns Seidetiffung
Training Programme Seoul/ Korea Office

Hanns Seidel Stiftung

Singapore
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1. Introduction - Economic integration in East Asiaand Europe

Bernhard Seliger, Hanns Seidel Stiftung, Seoul Ofte

It has long been noted that economic integratiokast Asia had not only a different
speed, but also led to other forms of integratisentthose known in Europe. Since
many theories of economic integration since the-twightieth century were modelled
after the European integration experience, thesfit development path in East Asia
was difficult to be reconciled with those theorieere, integration as an evolutionary
process seemed to be more able to allow for thatapeous development of market
forces (Herrmann-Pillath 1998). However, recenthsEAsia moved again more in the
direction of a closer community, as also Europeidithe last fifty years. Therefore, a
renewed interest in the possible lessons of thegaan integration process followed,
not only by academics, but also by politics andress of the region. The first calls for
closer regional integration came from the busimessmunity, which long time already
cooperates in informal institutions, but now expeet more formal arrangement,
overcoming obstacles to free trade and investnieatighout the region. This has been
the background of the conference series on econartegration in East Asia with
special respect to the concept of a closer commuMSEAN plus three (China, Japan,
Korea)” in Seoul in December 2004, organized byn$aBeidel Foundation Seoul and
Singapore in cooperation with Korean partners grmhsored by the Bavarian Ministry
of the Economy, Transport and Technology. Ths fionference was organized with
the Institute of East and West Studies of Yonseivehsity on December®] and the
second with the Seoul ASEM Institute for InternatibRelations and the Association
Coréenne des Etudes Politiques Francaises on Deceftfb Both were generously
funded by the Bavarian Ministry of the Economcyaisport and Technology, and for
the first conference additional funding from theigAfkesearch Fund is gratefully

acknowledged.

When in November 2001, the leaders of the South&astn and Northeast
Asian states met for the ‘ASEAN plus three (Chidapan and Korea) meeting in
Bandar Seri Begawan in Brunei, President Kim DaggJof South Korea proposed the
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exploration for an East Asian Free Trade Area (EAFand thereby opened a new
chapter of East Asian integration. The special Neast Asian perspective on regional
co-operation became clear by the simultaneous agmeewith the Japanese Prime
Minister Junichiro Koizumi and the Chinese PrimeniMdier Zhu Rongji to hold annual
meetings among their finance and trade ministers.th® same time, bilateral
agreements like a free trade area between JapaSiagdpore, the tentative large free
trade area between ASEAN and China and the wogkagress on a Korean-Japanese
Free Trade Area show the devotion and sometimes elsession of current policy-
making with reaching regional trade agreementsedims regional integration is finally

on the Northeast Asian agenda.

After researchers as well as politicians maintaittedughout the 1990s that
economic integration in East Asia was somethingtafpam integration processes in
Europe or America, namely “open regionalism” orearsh for “de facto” instead of
“de jure” integration, now it seems that the raoe ihtegration based on free trade
treaties is unstoppabteThis is another change in the process of EasmAsi@gration,
which in the last decade saw already two major gbanin the early 1990s, East Asian
regionalism, which before only existed rudimentarivas discussed as a collective
answer to growing regionalism elsewhere. Existirgaaizations like ASEAN focused
more on economic issues. The Asia Pacific Econdduieoperation (APEC) emerged
as the leading, trans-Pacific organization for ecoic integration, but also inter-
regional co-operation in the form of the Asia-Ewrddeeting (ASEM) was explored.
Today, this trans-Pacific approach in the wakeeoiosis trade conflicts and difficulties

with an ever-growing membership of APEC lost muthisoappeal.

When the Asian crisis broke out in 1997 and théonat responses to the crisis
were quite heterogeneous, many observers predatednd of East Asian regional
integration. While this did not happen, neverthel#ése crisis was a turning point.
While before the crisis the flows of goods and dasthad been the focus of economic

integration, afterwards increasing macro-economicoperation and a common

! For the distinction see Yamazawa (1998, pp. 1&)-l1#hd Higgot (1998, pp. 339-340); For a
comparison of the European and Asian forms of natiign see Seliger/ Gordon (1999).
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framework for financial stability were sought aftéhe results of that discussion were
until now limited, namely an extension of a netwadkregional currency swap and
repurchase agreements. But in the long run, edpetiee aspect of monetary co-

operation could change the previous direction te#gration.

Nevertheless, the Northeast Asia integration cdg be called nascent, since
until now, no exclusive regional trade agreememtdsi China, Japan, and Korea
together. South Korea is geo-politically in an esgub position between Japan and
China. Until now, the trilateral political problemmade economic integration,
comparable to Southeast Asia’'s AFTA (Asian Freed@raArea) impossible. The
division of the Korean peninsula and the precarisitigation of the Russian Far East
add to the unresolved problems in Northeast As@nBmically and politically, the
dependence on the United States and the fear @ndap dominance are factors
determining South Korea’s interest in regional exoit integration. China and Japan
again watch each other, potential hegemons in #s¢ &sian region, with a mixture of
interest and mistrust. And, other countries’ freslé agreements have also a strong
domestic policy impact, since popular support foeef trade is limited, as the
difficulties to conclude even minor bilateral negtbns like a Korean-Chilean FTA

(Free Trade Agreement) show.

Economic integration is not only an economic pheeoom, but closely related
to political developments. Therefore, the geo-pmlt situation in East Asia is a
determining factor for economic integration. EassidAhas been a latecomer in
economic regionalism and it developed its speddion of ‘open regionalism’, based
on voluntary integration and non-intervention imuistic affairs. Political factors led
first to co-operation in Southeast Asia. The Soltrst Asia Treaty Organization
(SEATO) of 1954 as well as the ASEAN of 1967 weretimated not by common
features of the political systems of these coustriut by common external threat.
Domestically, the countries were autocracies ofed#int degree. The common threat
was the existence of communist movements and tksilphbty of a spill-over of the
Vietnam War. The possible ‘domino effect’ from \fiatm was more important than the
goals first mentioned by ASEAN, namely wealth, gttowand the peaceful
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development of the region. Economic developmentthadlevelopment of a Southeast
Asian identity (‘think ASEAN’) were instrumental istabilizing the ruling regimes in
ASEAN states.

Two additional factors were catalysts of ASEAN griion, namely the
importance of the Japanese economy for all ASEAdtestand the existence of ethnic
Chinese trading networks. The role of Japan isdednn its size as the by far biggest
economy in the region with a weight of around 8écpet in East Asia until the mid-
1990s. Since the 1980s, Japanese capital flowsJapdnese technology played a
growing role in economic development of the regiRising labor cost in Japan and the
yen appreciation made Southeast Asia a main tdggetlapanese Foreign Direct
Investment (FDI). Not only did Japanese multinadisrinvested in Southeast Asia, but
they were followed by a number of smaller entegwigroducing intermediate products
for the multinationals (Yamashita 1991; Tokunag@2®oner 1993). Investment led
to a transfer of Japanese technology and Japanmsagement know-how. The ‘look
East' policy of Southeast Asian states furtheredttansfer of Japanese management
style, seeing it as a role model of non-Westernneoic development.Besides
Japanese FDI flows, Japanese lending made Japhiggest investor in the region, for
example, accounting for around 40 percent of albiresian debts in 1998, compared
to 8 percent for the United States (Asia Wall Stdseirnal 1998, p. 1). Investment and
lending often targeted state companies and Chinadmg companies, which increased

its influence in the region.

The trading networks of ethnic Chinese in Southdash are a second factor
leading to ‘de facto’ integration in the region. f'éhthe share of ethnic Chinese in the
population is often tiny, between two percent ie #hilippines and thirty percent in
Malaysia, their share in private business is mughédr, between forty percent in the
Philippines and eighty-five percent in Thailand.tierking between their companies

also leads to increased demand for regional instital integration. However, in times

2 Originally, this has been a policy of Malaysia,igthpreferred looking to Japan as an Asian model of
development rather than to the equally succesdilityp of Singapore and Taiwan, two countries
dominated by ethnic Chinese; cf. Smith (1996).
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of crisis like the Asian Crisis, the situation dketChinese minority is endangered. In
Indonesia, the alleged co-operation of Chinese eones with the Soeharto regime led
to ethnic tensions. Despite of these, overall, thie of ethnic Chinese has been

important for economic integration in SoutheastaAsi

In Northeast Asia, the political situation has bewnch less conducive to
integratior. In Southeast Asia communist threat and civil inasome peripheral states
like Vietham, Laos and Cambodia led to closer irdaggn of the rest of the region. In
Northeast Asia, tensions existed directly in thatee namely in China, and on the
Korean peninsula. Political confrontation among Beople’s Republic of China, and
Taiwan and the United States as well as Maoistraemianning made economic
integration impossible. Even after the economiceolicy’ in China, increasing
economic ties, and FDI, the political problems rarad where institutional integration
giving the same political status to Mainland Chamal Taiwan was unacceptable to the
former. Only semi-official contacts in the APECredolerable. At the same time, the
People’s Republic until the mid-1990s was sceptadadut economic imperialism of
Japan and the United States in form of their dormiean regional organizations. On
the Korean peninsula, China’s role is importanth@sonly important partner for North
Korea. For South Korea’s economic relations withn@hincreasing ties with China in
the Yellow Sea region are the positive side, wimlereasing competition especially

after the WTO accession of China in 2001 is theatieg side.

From an economic point of view, China until verycestly seemed content
with secured domestic economic growth and recortd HOwever, the sheer size does
not guarantee continued growth and, indeed, it sethat the Chinese transformation
process until now left out problems, which one gainfully have to been solved. The
most important of these problems is the dual ecgnh@moblem with the thriving
private sector, and the large, bankrupt state-owsestor whose transformation will

bring mass unemployment and unresolved debt prahland the end of current pump

3 While geographically, Southern China including idfong and Taiwan are part of Southeast Asia,
here they are treated as part of Northeast Asigesithey are part of the Northeast Asian geopalitic
situation.
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priming measures (Jha 2002). Therefore, the reshift in policy to a free trade
agreement with ASEAN can be explained. Howeveggrdtion with rivalling Japan
and Korea will be much more difficult, not so mucin economic but as for political
reasons. Also, embracing regionalism would operptissibility for China to become a

regional hegemon, in sharing its power with Japan.

The role of Japan in Northeast Asian integratiorstii hampered by the
historical legacy of the Japanese concept of adterecast Asia Co-Prosperity Sphere”
(Daitoa Kyoeikeh under Japanese leadership from World Waf Tihe colonial
experience of South Korea, Taiwan, and parts oinMad China add to the problem,
making a ‘look East’ policy impossible. Japanesenetmic engagement suffers from
still lingering suspicion. So Japan’s relation he heighbouring countries is extremely
complex. Since it is by far the largest economyhi@ region and the most successful
and first Asian modernizer instead of westernizeomag the countries in the region,
Japan could play a more important role, even aidgacble in economic integration in
the area. But as well ancient fears as the reagad® of economic stagnation seem to

prohibit such a role for Japan.

In terms of culture, while in many ways relatedCioina and Korea (which has
been a cultural bridge to the mainlahdjevertheless Japan qualifies in the terms of
Huntington as a “lonely” state, not part of anygkr cultural area.6 This also means a
lesser amount of trust into Japan by the neighbdtsle a role as regional hegemon
becomes improbable for this reason, Japan has daegoto Huntington has four

different strategic possibilities: to become thenitdd Kingdom of East Asia”, to take

* It is not possible here to discuss the still debable of Japan’s imperialism in detail here. Grgnout

of an desire to maintain autonomy vis-a-vis theeotimperial powers (Crowley 1966), it embracedoéll
East Asia in a more and more aggressive way, lglyia intentions of creating a more harmonious East
Asia liberated from Anglo-American imperialism; séenes (1974), Beasley (1987), Peattie (1988).
While the experience of Southeast Asia was britat,short (Benda 1967; McCoy 1980), especially in
the colony Korea and to some extent in the quasirgoManchuria/China it was a form of integral
colonization, with the ultimate goal of completsiaslation.

® See Sasse (1988).

® Huntington (2001, p. 139) He refers, in the geheomtext of his theory of the role of culture for
international relations in the post-Cold War timés,the specific shintoist background of Japan.
However, this view contrasts with the view of Jaenpart of a larger Chinese-centered Confucian
culture. The role as part of a “Chinese World Otdeat least historically justified.
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the role of France, Switzerland, or Germany in Eesa. The first option would mean
a close alliance with the U.S. and would in theaegl context mainly be interpreted as
an anti-Chinese solution. Indeed, after some rélaxaf relations in the 1990s, now
the alliance between Japan and the US became thiesregl (Green et al. 1999). The
second option would be a close alliance with Chiile the French alliance with
Germany) and a common strategy for the future st Baia. This option is regarded
not only sceptically by Japan, which according t@f&ssor Yukiko Fukagawa is
reluctant and cautious about closer economic tigs ®hina (Korea Herald 2002).
Even more, it is also viewed extremely scepticati®yChinese, which after a phase of
admiration for Japanese modernization in the eB®80s and a willingness to accept
Japanese capital and development aid by now matereme fears the possibility of
regional hegemony, also through regional instingigMoore et al. 1999; Rozman
2002).

The third strategic possibility is the role of autral, benevolent state like
Switzerland, outside the quest for regional intégra but eager to keep good relations
with all neighbours. The last role is that of Genyan Europe, namely to develop an
active diplomacy — with the help of considerabladung as an incentive for more
reluctant partners — to achieve a form of integraticceptable to all partners. While
until now, the close alliance with the US was tbenerstone of Japan'’s foreign policy
in East Asia, Japan recently becomes “reluctaetyist’ (Green 2001) about its role in
East Asid.

The geopolitical role of South Korea did not becosasier in the last years.
China is no longer a political enemy, but now aepgal rival in many markets,
including its rise as a shipbuilding nation in thext decade. After the end of the Cold
War, Japan has greater political ambitions, forngxa, the recent changes of the
defence policy shows. For South Korea, the sitmabietween two economically and

politically far bigger countries poses a historittauma. Occasional nervous reactions,

"It should be noted that the choice of a role is a autonomous choice of the country’s leaders, as
Huntington sometimes seems to assume, but degisiviienced by the people, as Rozman shows for
the Chinese attitude towards Japan in the 1990aniRo 2002, pp. 98-101).
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like in the textbook conflict or in a trade confliabout garlic with China, show the
growing South Korean uneasiness. However, thisdcaldo lead to a greater South

Korean desire for regional economic integration.

Despite its Far Eastern provinces with huge rawenddt potential, Russia
plays no role in East Asian integration. The pcditirelations with Japan and South
Korea improved dramatically after the end of th&lamar, but the hope for economic
integration did not yet materialize (Seliger 199Bhis is partly due to the unresolved
problem of North Korea, partly due to the intermatability in Russia. De facto, there
has been disintegration between the European paRussia, which dominates the
Federation, and the Far Eastern provinces, leafdingg sometimes chaotic situation
concerning the administration of the Far Easteovipces. This was a major problem
in attracting Korean and Japanese FDI, even inlyigiofitable business like the oil
and gas exploitation at Sachalin Island. Territadigpute about the Kuril Islands also
affecting South Korea’s fishery industry adds te groblem. APEC membership and
the improved economic and administrative situatimder the Putin government did

not change the prospects for the Russian Far Bdat.s

The United States is an indirect political and egoit factor in Northeast
Asian integration. Politically, as a guarantee poWe Taiwan and South Korea they
are indispensable for these states but pose a gomnolib greater integration.
Economically, still most states of the regions evacentrated on the United States as
the single most important market for exports. Tdasimon interest in East Asian states
can lead to closer co-operation, but also putsBhast Asian states in a competitive
situation. Also, the importance of the American kearshapes the form of regional
economic integration, making more protectionistnfer of integration impossible.

‘Open regionalism’ therefore is partly a resultraide dependence.

Overall, the geopolitical situation in Northeastigh&s much less conducive to
the economic integration than the situation in Seast Asia. Political and territorial
conflicts are unresolved, regional factors fadilitg integration do not exist and the
increasing political role of Japan as well as thereasing economic power of China
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pose a challenge. Both states can either attemfgatb economic integration in the
region or to prevent it, while South Korea, whanighe middle, can only try to take an
active role as a catalyst for regional integratidowever, the attempt of “ASEAN plus
three” to put together Northeast and Southeast émigd solve some of the problems
related to Northeast Asian integration. The sizeafntries in a larger union would be
much more diverse and neither China nor Japan waaldsuch an overwhelming role.
A coalition of mid-size economic powers, among tkerea as the biggest, than
Thailand, Malaysia, Singapore and others, couldrgenevhich could tame the two
Leviathans, China and Japan. The small countrigkdrnregion, like the Indochinese
countries, would again be able to be protected fdmminating neighbours in a larger

region.

Being a question of geopolitical relevance, ecomomiegration in East Asia
also offers important potential benefits for thatitutional regimes in countries. As
Europe experienced, countries as regional integratireas can become subject to
institutional sclerosis (Seliger 2001a). Also, isi#d Japan is a prominent example for
“Asia-sclerosis” (Seliger 2001b). To overcome sudes, economic integration
stimulates competition, not only on goods markbtg, on institutional markets, for
better policies. The effects of this can be alreadw observed in the efforts of East

Asian countries to improve their respective invesitrenvironment.

The conference series in Seoul in December 200dnaegd by Hanns Seidel
Foundation Seoul and Singapore addressed impogaastions related to these
developments. The conferences, which were organstidthe Institute of East and
West Studies of Yonsei University on Decembét and with the Seoul ASEM
Institute for International Relations and the Asation Coréenne des Etudes Politiques
Francaises on Decembel?2addressed a wide variety of topics related taneguc
integration in East Asia and also exhibited a widgiety of opinions among the
participants. For example, the question, if bilatdfTAs are helpful or harmful to
economic integration in the region or the questibrsectoral exceptions from trade
integration facilitate or hamper integration, atié# disputed. This book wants to share
the diverse opinions and make them available @rgel audience, so that the ongoing
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process of opinion building on regional integration East Asia has a more firm
foundation. The papers can be divided largely nedhkinds, namely those discussing
the East Asian integration process in the light Eafropean experiences, those
discussing the specific role of Southeast Asiaedrdtion and Southeast Asia in the
ASEAN plus three process and lastly, those, whisbuss the future of ASEAN plus
three and the possible emergence of an East Assamt@nity. In his keynote speech,
Pengiran Mashor Pengiran Ahmad, Deputy Secretanefa¢ of the ASEAN
Secretariat, acknowledges the heterogeneity, wingkes East Asian integration
particularly difficult, but also stresses the mation of East Asian countries to
integrate, especially for the smaller countriesiitegrate with their bigger and
economically more potent neighbours.

The first group of papers looks at the Europeasmgiration process and the
possible lessons of Europe for the integration agtEAsia. Werner Pascha from Essen/
Duisburg university in his paper distinguishes ¢hferms of economic integration:
Market integration is a de facto process and speatias, functional integration is the
tearing down of barriers to trade by coordinateditipal action, for example by
forming a free trade area and institutional intégragoes beyond this, through setting
up mechanisms or organizations for specific fielHspecially in the last field, the
problem of government failure becomes inherentthasEuropean experience shows.
Departing from a very different historical settings well East Asia as Europe
developed specific forms of integration. In Européier World War 1l the issue of
stability became very important and led to stromgfitutionalization of the integration
process. In East Asia, the heterogeneity of coestin terms of size, economic
development, political systems and cultural backgdbled to a process of voluntary
agreements (“open regionalism”) with no institudbmation. However, both
approaches reached a point, where new decisionsem@ssary, to improve as well
regional as multilateral progress on trade libesion. In Europe, the
institutionalization brought adverse political effe (government failure), in East Asia,

the search for a stronger community just has begun.
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Gerhard Prosi from Christian-Albrechts-UniversitykKael in his paper again
takes up the issue of heterogeneity. While it imestimes described as an obstacle to
integration in the sense of something undesirdtiesi makes the case for competition,
i.e. the case for a world cherishing heterogenditgeed, Prosi maintains, without
heterogeneity, the differences in tastes, prefe@®rand resource endowment, there
would be no economic progress. The European irniegr@rocess has been moved
forward by a competition process resulting fromehegeneity, but also resulting in
heterogeneity. Only an institutional competitiorogess of different solutions rather
than a uniform, top-down process of developmenowadd for an institutional “trial
and error” - process and showed in a spontaneae$s the advantages of specific
institutional regimes. The sclerosis of econom&tems, as is observable in the case of
the European welfare state, can only be solvednbyitutional competition to find
innovative solutions. For Europe, this means tlwahetition rules are necessary, but

no uniformity, with the result of a Europe of difféat speeds.

Jinwoo Choi from Hanyang University in his compamtanalysis of EU and
East Asian integration looks at integration proesss Europe and East Asia through
the light of political theories. The recent movesvards economic and political
cooperation and integration are somewhat of a puaziwell from the point of view of
realism as of functionalism and culturalism. Coneplaito Europe, the preconditions for
integration in East Asia just seem not to be ircplaHowever, a closer view on the
European integration process shows that also imeuthe integration process has
been far from smooth. Important lessons can bendeafrom the way, Europe had to
deal with distributional questions and questiongegitimacy. When East Asian states
are determined to overcome the problem of adveitaliconditions to integrations, as
they seem to do now, Jinwoo Choi writes, then thleguld look at the way, Europe
deals with the problems of distribution of gainsrdégration and problems of eroding

legitimacy.

European integration from the beginning has noty dmten an economic
problem, but also had political relevance, not thast in the field of security
cooperation. This is the topic of the paper of $arfp from Yonsei University. In
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East Asia, numerous bilateral security problemee (territorial conflicts among many
Southeast and Northeast Asian states), the divisidhe Korean peninsula as well as
multilateral problems, especially proliferationWWiMD, exist. To contain or solve these
problems is not only a political imperative, busalimportant for the prospects of
economic integration. Security integration canthesexample of the ASEAN members
show, precede closer political and economic codiperaand, eventually, integration.
This was the experience in Europe, where firsthim YWestern part and then for the
whole of Europe security cooperation led to ecomonmtegration and political

cooperation. For Northeast Asia, security coopenais a new trend, which lacks firm
institutions. The six party talks and the commoterest of states in the region to
contain North Korea’s nuclearization could initiatloser security cooperation in a

regional, multilateral framework.

Jongwon Lee from Suwon University in his paper metuto the economic
perspective of East Asia in comparison with Eurdpetil ratifying an FTA with Chile
in February 2004, Korea had been together with Mbagne of only two countries
among the WTO countries not having any FTA. Alspaiaonly recently began active
regional trade policy. Now, however, trade inteigratis high on the political agenda.
Compared to NAFTA (more than 45 percent) and the(igbre than 60 percent), intra-
regional trade is low as well in ASEAN countriesias\Northeast Asia (China, Japan,
Korea — lower than 25 percent). Since tariffs aghést in China, medium in Korea
and lowest in Japan, gains of free trade will barasetric. This can be compared to
regional and national differences in the Europeamtries joining the integration area.
As in Europe, a form of compensatory regional polior example by a Northeast
Asian development bank, or a “Mini-Marshall plandrin Japan could not only be used
to achieve economic convergence, but also to owsdbe historical legacy of Japan’s

involvement in World War 1.

A second group of papers deals more specificalth wie issues of Southeast
Asian integration and the role of Southeast Asia wmider East Asian community. This
is important, since there is a wide variety as welktountry size (from giant China to

tiny Singapore) and in economic development (wetrels of per capita income varying
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more than 30 times between the highest and lowest)l Jose Tongzon from National
University of Singapore looks at ASEAN plus threghiha, Japan, Korea) versus
ASEAN integration. He argues that both processesat contradicting each other, but
should be viewed as complimentary. Indeed, in subig community as ASEAN plus
three smaller, sub-regional integration projects balp to organize the integration
process of the wider community more smoothly. At #ame time, economically, the
major players of Northeast Asia are indispensablegrowth and development of
Southeast Asia. In this sense, stronger ASEANdresnot an impediment, but helpful
to integration. A stronger ASEAN allows its membsates to view the gains of
integration with the big neighbours more equallytie same time, ASEAN plus three

integration fosters intra-regional trade and inwesit.

Nattapong Thongpakde from the National Institute ©Bfevelopment
Administration in Thailand takes a Thai perspectiva East Asian economic
integration. Comparing the economic structure oftEAsia, as well trade and
investment structures are similar in the regionr Raultinational companies, the
production process is often located in various twes and strongly complementary
between Northeast and Southeast Asia. A wider, AS$EAus three integration area
could avoid the “Spaghetti bowl effect” of an imsparent tariff structure of a network
of bilateral agreements and thereby avoid traderdign to some extent. The strong
dependency on the USA regarding trade and in saustiges the strong political ties
with the USA, a new definition of the role of Chiaad Japan in East Asia, overcoming
long-lasting distrust as well as faster economigetijpment in Southeast Asia are

problems to be overcome in the integration process.

The first proposal for economic integration in elev, East Asian community,
the proposal of an East Asian Economic Caucusinatigd in Malaysia. Mohd Haflah
Piei from the Malaysian Institute of Economic Reskan his paper reconsiders this
proposal, urging for stronger ASEAN ties with Na#st Asia. This would not only
increase the bargaining power of East Asian statethe world economy, but also
signal commitment to economic reform and polioydibility as well as exerting peer
pressure for bolder reform among the countried anoiv less developed. Additionally
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market enlargement promises static and dynamicsgaid the investment environment,
especially for ASEAN , would be dramatically impeak However, adjustment costs
from the loss of tariff revenue and industry restming can occur. Because of the
potential effects of trade diversion in an integnatarea with many exceptions, the East

Asian economic community should preferably inclatlesectors of the economy.

As mentioned before, Southeast Asia is charaeti® heterogeneity in terms
of size, population and economic development. Fones of the smaller and newer
ASEAN member states, integration is a huge chaléngpe mastered. Pham Quoc Tru
from the Central Institute for Economic Managem&hgtnam looks at implication of
the East Asian economic integration process for @L&buntries (Cambodia, Laos,
Myanmar and Vietnam). They are especially intecesie reaping gains from
integration in terms of a more secure investmertrenment through peace, political
and economic stability and the mitigation of bitateconflicts prevailing in CLMV.
However, the fear the possibility of incurring largrade deficits and being finally
politically dominated by the large neighbours inrtleast Asia, including the dismal
perspective of excessive exploitation of naturaoweces in low-regulated CLMV.
Moreover, CLMV have to overcome important interohbéllenges to fully participate
in ASEAN and ASEAN plus three integration, Institutal transformation and
institution building are necessary in the econormyn&ll bureaucracy of the country,
often riddled by the problems of corruption and tade. The state owned sector in
Vietnam and Laos is still plagued by low efficien®ut also the investment in human
capital, by raising the experience and skills ifmte of language, negotiation and

professional management are necessary to enjoypartble position in East Asia.

A third and last group of papers tries to evaluhéeperspectives for East Asian
integration in the future. Jae-seung Lee of thétlte for Foreign Affairs and National
Security in Seoul asks the question, if there ipesspective beyond economic
community. He highlights the politics of economidegration in East Asia. From the
beginning of integration, a political process wasessary to tear down barriers to trade
and investment. Afterwards, Lee reviews variouseetspof the integration process,
namely ASEAN-AFTA versus Northeast Asian econonooperation and the role of
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financial cooperation, which after the Asian crisss become a sort of second leg of
integration. Concrete steps for economic integnatice proposed by the East Asian
Vision Group, of which Jae-seung Lee is a membgowernment-sponsored effort to
define goals and ways of integration in East ASiteps of economic and financial
integration might lead to an East Asian communitigich however, is not uniform, but
characterized by multi-layer integration, includipgojects on the regional and sub-
regional level. Among the problems to overcoméneslack of clear regional leadership,

especially after Japan’s “lost decade” of econamaession.

Young-jong Choi of the Catholic University of Seoskes the East Asian
integration process hampered by two forms of “udeeelopment” of the region: East
Asia is as well “under-identified” as “under-instibnalized”. The regions needs as
well a closer regional identity as closer instiatl ties to achieve the vision of an East
Asian community. The Asian crisis has in this resg®eeen a catalyst, leading to the
search for new forms of integration, like in theldi of financial policy. ASEAN plus
three is now emerging as a new body of economicpatfitical cooperation. However,
strong ties to the USA in some states and unredgiveblems like the Korean division
make bolder integration approaches for now impdéssiBilateral FTAs, as they are
now negotiated among many East Asian states, riigdity facilitate through a form

of “domino effect” region-wide integration like the European Union.

Seokwoo Kim from the University of Seoul looks abgpects and limitations of
ASEAN plus three. The heterogeneity of countries tire region, hegemonic
competition between Japan and China, China’s utatetg as center of the world
order in East Asia inherited from the™@entury, but also economic obstacles like
overlapping industrial structures challenge theegnation process. More important,
there has to be a change of minds, from a “meicgthiperception of trade (with the
ultimate goal of a large trade surplus) to a pefoapof mutual beneficial trading
relations. To overcome problems of policy formuatand coordination on the way to
integration, as Korea experienced in the difficalification process of an FTA with
Chile, special negotiation powers for governmeptgarding the economic integration
process are a possible solution. Also, Seokwoo Kioposes to begin with sectoral
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integration processes in uncontested sectors. ttikeEuropean integration process
began sectorally with the ECSC, so the reasonirggginning of integration in some
sectors would lead to more comprehensive agreenamsfinally in an East Asian

community.

The process of economic and, possibly, politicegnation in East Asia has a
considerable impact on business and the econortheatgion, but also of the region’s
relations to their partners in the outside worle IBavaria in Germany. A prosperous
and stable region able to mitigate political canfli will have enhanced chances to
attract foreign investment as well as be a momadtve trading partner. Economic
competition stimulated across the region will alsenefit — through innovations,
through larger market size and, given successfuh@mic development in the region,
through higher purchasing power — the rest of tbedv In this respect, the discussion
of possible trajectories of integration (Seliger02f) with the help of respective
experience from other world regions, notably theodpean Union with a similar
number of countries and similar experiences, istnmaportant. This book will have

fulfilled its purpose if it can add to this disciss
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2. Keynote Speech - The East Asia Economic Commuyit

Prospects and Implications

Pengiran Mashor Pengiran Ahmad, Deputy Secretary-Geeral,
ASEAN Secretariat, Singapore

To the organizers of this event,
Distinguished guests and participants,

Ladies and gentlemen,

First of all, allow me to thank the organizers kardly inviting me to this event. Indeed,
it gives me great pleasure to address the partitspaf this conference on a very

important topic — the East Asia Economic Community.

The last decade has seen a dramatic rise in th#emof regional trading
arrangements notified to the World Trading Orgatmira(WTO). The new millennium
has also seen a spate of bilateral free trade gena@nts negotiated and concluded
across the globe. From 1948-1994 (46 years) o@4/ RTAs were notified to the
GATT,; but, after the creation of the WTO in 1995pmm were established. In fact, by
May 2003 (after 8 years), over 265 had been ndtiiiethe WTO; and as of July 2003,
only three WTO members —Macau China, Mongolia ahth€se Taipei — were not

party to any regional trade agreement.

Rising regionalism is a global phenomenon becaosmtries — big and small
alike — have used this to respond to global chg#erand developments. They integrate
because they do not want to lose out in the globaipetition for export markets and
foreign direct investments. Also, because of thenamlyics in multilateral trade
negotiations, small nations resort to regionalisnemhance their bargaining leverage

and to gain some degree of international politictiience.
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Economies in East Asia have joined the bandwagorregional trading
arrangements after having experienced a dramaaagehin the region’s economic
landscape over the last few years. What really pteththe economies of East Asia to
seriously consider forging closer economic intagréd There are of course several

reasons but, to my mind, the following would be aghthe most important.

First and perhaps the most compelling of all esfthancial and economic crisis
of 1997 which devastated most East Asian econooaaigsing some of them to fall into
serious recession. The crisis was to be East Agiake up call and it catalyzed efforts
towards greater integration which was essentiahéie the region more resilient and

less vulnerable to similar attacks in the future.

Second, trade liberalization within the ambit loé tWWTO and the APEC were
not making substantial progress and this woulddrmepounded by the rapid expansion
of economic integration in Europe and the Americdse European Community was
expanding and about to welcome Central and Eastdean countries into the fold.
The Free Trade Area of the Americas is also aboubd a reality. East Asian
economies are all highly dependent on exports badénefits brought about by closer
economic integration, i.e. enhanced competitivenggsater bargaining leverage,

among others, offered means to safeguard theimgad access to these markets.

The idea of an East Asia Economic Community west fnooted in the East
Asia Vision Group (EAVG) Report of January 2001ited “Towards an East Asian
Community: Region of Peace, Prosperity and Progrésghis report the “integration
of the East Asian economies ultimately leadingrtdcast Asia Economic Community”
was envisaged and trade, investment and financé lvel the catalysts in the
community-building process. Specifically, the EAWalled for the establishment of
the East Asia Free Trade Area (EAFTA) and the Bag Investment Area (EAIA),

among other new bodies.

Indeed, as acknowledged by the East Asia Studyugzrovhich was
subsequently given the task by the Leaders to sassesEAVG recommendations, the
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creation of the EAFTA, which can take the form ehtompassing bilateral and sub-
regional free trade areas in the region”, will ‘fndboost intra-regional trade and

investments among East Asian countries.”

All countries in East Asia, which for the purpos®sthis address would only
allude to the ASEAN members plus China, Japan andhSKorea, are parties to, or in
the process of negotiating, one or more free teatEngements not only with countries
within the region but outside the region as welp&rts on regional integration observe
that the free trade arrangements in East Asiacemaihg to take the “hub and spoke”
characteristic, for example, ASEAN-China, ASEAN-damnd ASEAN-South Korea,
and Japan-Singapore, Japan-Thailand and Japapg?hds. Whether this would be
detrimental or beneficial to a wider EAFTA would adurse require careful and deeper
analysis. For now, allow me to focus on what aeelikely challenges, prospects and

implications of East Asia’s quest for an econonommunity.

We have just seen that there are strong reasoith wintivate East Asia to
integrate. But how prepared are the East Asian toesf? What could impede such
desire to close ranks and form a community, an Bas& Economic Community?
When confronted with these questions for sceptiesst especially, the answer is
almost automatic — diversity. The countries in Eesia are probably the most diverse
compared to any regional grouping across the glbbeersity occurs in almost every
aspect: historical background, political systengreenic structure, religion, social and
cultural dimensions. Allow me to give a few exangpléi) in terms of economic
structure East Asia groups the highly industrializéapan) with the highly agricultural
(Laos and Cambodia); (ii) in terms of political ustture, East Asia has a mix of
democracies and socialist systems; (iii) and, klggr religion East Asia has a
combination of Muslims, Buddhists, Christians, etc.

The list could go on and on but my next few exaamould be the most telling
of all as these could be an indication of how pregacountries in East Asia are to

move towards an East Asia Economic Community:
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0] Level of national income and economic developmd&ased on World Bank
figures, in 2000 the gross national income perteapi Japan was US$ 27,080;
Singapore, US$ 24,910 and South Korea, US$ 17,86tpared to Viet Nam,
US$ 2000; Laos, US$ 1,540 and Cambodia, US$ 1,440.

(i) Degree of integration into the multilateralating system. Most of the
ASEAN+3 countries are founding members of the WT®o (China and
Cambodia) have recently joined the WTO, while aapttwo (Laos and Viet
Nam) still have to complete their accession pracess

(i)  Degree and experience in economic integratidthile it can be claimed that
ASEAN member countries have vast experience in@oanintegration having
implemented a preferential trading arrangementesit@77 and the free trade

area since 1992, the rest are relatively late-cenmethe RTA game.

Ladies and gentlemen,

As a Southeast Asian coming from Brunei, | canralp lbut underscore the value of
small countries banding together with our biggergihleours. We have seen that,
compared to our neighbours in Northeast Asia,Gle@na, Japan and South Korea, the
economies of ASEAN are relatively small in terms rofrket size and level of
development. On a global scale powerful regionat®lhave emerged in Europe and
are emerging in the Americas but none in Asia. SmweEast Asia has to respond and
to show the world that, even in the face of complegional diversity, there is an
avenue for closer cooperation, coordination anegirtion. In fact the diversity itself
could be capitalized and turned into strengthsrd&lseuld be no better response than to

establish the East Asia Economic Community.

An East Asia Economic Community, stemming out friamking existing free
trade areas in the region, would bring about a ¢oetbmarket of 2 billion people or
almost a third of humanity, with combined GDP of8J&3 trillion or almost 20% of
global GDP in 2002, and a total trade volume of WS trillion or about 17% of
global trade in 2001. Trade flows within East Asiger the years have showed
increasing economic interdependence among theénirtountries. The share of intra-
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regional exports increased from 28.4% in 1998 t&%4in 2001. As the various RTAs
within the region come into fruition these tradewk are likely to increase and become
more important. This augurs well towards the cogatof an East Asia Economic

Community.

East Asia comprises several tiers of membershe, developed (Japan -
Singapore and South Korea), developing (China aB&AN 5) and less-developed
(Cambodia, Laos, Myanmar and Viet Nam). Such digp@n levels of development
need not deter the formatioin of the East Asia Booic Community; rather, this
should be used to the region’s advantage. For spegcialization and the regional
division of labour could be promoted as manufaoyrtompanies take advantage of
the economies of scale in production. Those witheleskilled labour requirements
could relocate from the more developed countrigheédesser developed ones. This in
turn would, among other development lead to thie¥ohg: (i) increase trade flows not
only on finished goods but intermediate inputs eapital goods as well; (ii) encourage

domestic investments; and (iii) advance the gravftbupporting industries.

No doubt, ASEAN integration with the Northeast @sicountries will bring
about great business potentials and significanéfitsrto the peoples of East Asia, not
to mention the sense of belonging to a bigger redicommunity and the increased
political clout and bargaining leverage in the ntafiéral trading arena such integration
could bring. But then, again, the East Asia Ecomo@ommunity is still an ultimate
challenge for how do you integrate thirteen cowstrwith fundamentally different
political systems, ideologies, historical backgrduaconomic structure, and economic

development?

Several studies made on regional integration mavealed that the success of
NAFTA and the EU could be attributed to the membeonomies’ strong drive to
move ahead in integrating their markets. For examiile EU’s original motivation
was never again for there to be war on the Eureopatinent while, for NAFTA, there

was just this keen desire to form a single Northefiman market. The EU and NAFTA

! Brunei, Indonesia, Malaysia, the Philippines andil&imd.
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were also driven by prime movers, i.e. France aedunited States. Historical support,
strong motivation and natural leadership seem tlatlang in East Asia, although it is
a natural integration entity by virtue of the caigg’ geographic proximity.

Ladies and gentlemen,

| do not think East Asia lacks the strong motivatidhere could not be any stronger
motivation than the aspiration for peace, stabidtyd prosperity in the East Asian
region. The seemingly lack of leadership shouldb®t&n obstacle either. Among the
thirteen economies ASEAN'’s integration is the madvtanced and therefore it could
play a pivotal role in building the East Asia Econo Community. The Economic
giants China and Japan will surely have a defiredel But, as in ASEAN, it is likely
that East Asia will not thrive on hierarchies. Ratheach member country will be
treated as a partner and together they would wowkaitds sustainable growth and
development that would guarantee an overall enmient of peace and stability.

The creation of the East Asia Economic Commumigy take years to
materialize. Fusing the various FTAs to form ayrEast Asia Free Trade Area could
be a complex exercise as the sensitivities of eacimtry will have to be taken into
account. Notwithstanding, East Asia should asparea comprehensive and high
quality EAFTA in order to fully benefit from it. ThEAFTA should not only involve
the elimination of tariff and non-tariff barrierQver and above these first negative
economic steps trade facilitation, including thernmanization of standards, the
simplification and harmonization of customs proaedy and the protection of
intellectual property rights are all necessaryaiof an integrated business environment
in the East Asian region. However, the formatiornhef latter would not be complete if
the areas of services, investment, finance, andninement of people, among other

important developments are not adequately addressed

Ladies and gentlemen,
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The path towards the East Asia Economic Commundy be long and bumpy. There
may be stumbling blocks ahead, but the potentimsgare also aplenty to ignore. For
now all that is needed to start this community-iagd process would be a strong
political commitment and a genuine political willfter all, we owe it to our children

and our children’s children to leave them the lggat an East Asian region that is

peaceful, secure, stable, progressive and prosperou

Finally, allow me to conclude by wishing you akaccessful and fruitful conference.

Once again, my sincerest gratitude to all of you.

Thank you.
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Part I: East Asian Integration in the Light of the European
Experience - The Valuable Lessons
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3. Economic Integration in East Asia and Europe — AComparison

Werner Pascha, University Duisburg/ Essen, Duisburg

1. East Asia and Europe — comparing “apples and jpes”?

There are two good reasons to compare East Astht@aropean economic integration,
despite their remarkable differences in startingdttions, historical paths, and present
challenges. The first is that multilateral integratand regional integration in various
world regions are intricately interrelated. To ursiend why East Asia has recently
shown a great deal of interest in introducing fieele areas (FTAS), or even closer
forms of regional integration, it is necessary toderstand recent trends in the
multilateral field, the progress of WTO negotiasoin particular, and in other regions
like the Americas and, indeed, Europe. (From thasspective we should not be too
concerned about which countries to include whenspeak of “Europe” and “East

Asia”. We are interested in rather dense netwofksconomic, business and political

interaction, so “East Asia” encompasses North BadtSoutheast Asia, for instance).

A second point is that East Asia may be able tonlé@m European economic
integration — both in a positive and in a negatease. So either East Asian countries
may find suitable solutions and approaches or thay realise what to avoid. In this
context, it is important not to superficially hypesize that “more” integration is
necessarily “better.” There may actually be too muntegration of a wrong type or a
possible dangerous trajectory implying significapportunity costs. In view of these
problematical aspects of East Asian integrationntpkalready achieved European
integration as its positive model we should theeefiost have a look at the economics

of integration.

2. Some theoretical considerations

It is easy enough to draw a multitude of distinetidoetween integration processes in
East Asia and Europe — or in other world regionsweler, the crucial questions that
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need to be asked are: which differences are meahinghat consequences do they

have, and what does this imply for the future?

Integration can

» either happen spontaneouslynaarket integration

» take the form ofunctional integrationi.e. the tearing down of barriers making
possible further market integration (Sannwald atwhi®r 1961);

» or consist of amnstitutional integrationinvolving the set-up of mechanisms and

organisations to support and take care of diffekerds of integration.

Market integration is the most uncontroversial typedeal with, because the
positive welfare effects are usually quite straigivard. As all parties engage in free
exchange (to the extent they are allowed to), thilydo so as long as they hope to
gain. All actors involved can play out their compet advantages. One issue, though,
is how to measure the degree of market “integrdtidust pointing to an increase in
trade volume may not be very meaningful becauseexipert and import propensities
of trading parties may change as well as theirssa@al because world trade in general
may rise (or fall) due to a shift in transactionstc@r other changes. Frequently,
measuring the size of absolute interaction is miystished from relative and even
double-relative indices of integration, the lattelating actual trade figures to all trends

mentioned above.

Looking at such figures (e.g. Pascha 1995), itnteresting to note that,
compared to Europe, Pacific-Asia’s double-relathagle intensity was very low in the
early post-war years. Pre-war connections had batand the development up to the
1990s can be read as a catching-up process to raaclkeconomic exchange
commensurate with geographic proximity. In thisarely intensifying relations in East
Asia were not miraculous, but just a return to nality (Pascha 1995). Of course, it is
difficult to interpret these developments sepayatiedm functional integration through
multilateral trade rounds (GATT) and unilateraldggpolicy shifts (reorientation from
inward-looking or import-substituting policy regisje
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We therefore turn to functional and institutionateigration now. Both can be

bedevilled by two critical points in particular:

* Is theleveladequate? Do schemes make sense on the levellatieuati action,
bilateralism, pluralism/regionalism, or multilatksan?
* Are the economic benefits of an enhanced integrafiwer-) compensated by

government failure

Functional integration is usually considered lessbfematic for two reasons
pertaining to government failure. First, it doest movolve continuous government
action, which reduces the possibility of repeatesegnment failure through vested
interests, misuse of policy discretion for tempgrgains, etc. Second, it does not
prescribe a certain action, but leaves choicesinvitiertain boundaries; this should
increase the possibility of mutually beneficialerghange. Still, functional integration
has a serious “level” issue, namely the well-kngwoblem of trade creation vs. trade
diversion. Conversely, institutional integrationvatves the strong possibility of
government failure, and one also has to make sufend the adequate level: does
action make sense on a regional level, or wouldgtbbal, multilateral level be more
appropriate? To give answers to such questions w&t onsider why government
action, i.e. supplying a public or collective gotisensible in the first place. There are

four major legitimizing arguments (Vaubel 1986 be former three):

* International/regional economies of scale for padow a (public) good;
* International/regional externalities;
* International/regional cooperation failures;

* Non-economic goals like external security.

While this may sound rather abstract we can ilatstit with respect to trade
liberalization. For two given countries it may offeither of them few advantages,
possibly even disadvantages, to liberalize unidditer while the other country stays
protectionist. If both remain protectionist becaw$ehis “game” structure, they will

both face significant disadvantages and forego napt benefits from liberalization.
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This is a prisoners’ dilemma situation (Krugman @iaktfeld 2003, pp. 235-237) that
can be overcome through cooperation. A binding exgent would be preferable to
keep either party from cheating, i.e. profitingrfrahe other’'s opening while keeping

its own economy somewhat protected through intraresy non-tariff barriers or else.

3. The Historical foundations of economic integrabn in East Asia and Europe

Looking at the history of integration schemes —dmely market integration — in East
Asia and Europe, a striking and well-described edldhce emerges. A core of six
European countries has come together in the seecalEuropean Economic
Community” (EEC) already in the 1950s (Treaty ohfi®01957), later referred to as the
European Community (EC), finally leading to the Btihe 15 as of today, the 25 as of
2004, or the 27, probably including Bulgaria andrRaia, of 2007. It developed from
functional integration, a customs union with somepartant aspects of institutional
integration, as in agriculture, to a deeper andewidtegration scheme. An important
step was the Common Market project of 1992, andbooimg the real economy EU
with a monetary union in the form of the commonrency Euro (not to forget the
somewhat ill-fated earlier European Monetary SystefEMS]). The
“institutionalization of integration” has meanwhileached the level of drafting a
constitution contract that might, if passed, sthgesupremacy of EU over national law.

There were other moves towards regional club ugldattempts in Europe.
Examples are the now defunct Comecon group of @ermind Eastern European
communist countries, the earlier EFTA European Figade Association of
independent, smaller European countries, or theemegent European Economic Area
(EEA) of smaller EFTA countries with the EU. Stilhey all more or less reflected and
reacted to the EEC-EC-EU process and can be treafebsing here (see, for instance,
Pelkmans 1997, chapter 18).

In East Asia by contrast it has taken much longerdévelop noteworthy
beyond-market integration (for a helpful surveyisdues, see Fischer 2003 or, more
encompassing, Kwon 2002). The 1967 ASEAN (Assammatof Southeast Asian
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Nations), later enlarged, tried institutional imatgpn despite some inner conflicts, and
an attempt at functional integration, the AsianeFfigéade Area (AFTA), is still not
fully realized, particularly with respect to the ragainful obligations. Attempts such
as the PBEC (Pacific Basin Economic Council) wether loose, and the 1989 APEC
(Asia-Pacific Economic Cooperation) is inter-regigncovering almost the whole
Pacific Basin including the US. Its liberalizatiattempts under the slogan of “open
regionalism” and “concerted unilateralism” have a@med a partial success at best, its
organizational structure weak, mainly consisting coimmittee work (Pascha and
Goydke 2000). There are few binding agreements; dbeision-making style is

consensual.
Different types of integration (market-based in tEdsia, functional and

institutional in Europe) and dominant decision-nmgkmechanisms have led to other

differences as well, for instance concerning theapmovers of integration (table 3-1).

Table 3-1 East Asian and European integration

East Asia Europe
. ] ] ) Functional and institution
Integration Type Market integration dominant ) )
integration
Rules Flexible, consensus Binding agreements
National politicians,
Moves MNEs
EU bureaucrats
Government role Facilitator Leader
Members DCs, NICs, LDCs, LLDCs DCs as core, NICs and LDé&=ently,

World market, )
Trade . i Intra-regional
intra-trade growing

Investment Production network growing Dense links

Monetary Integration Still weak Tight (Euro)

Why do we find such striking differences? In West&urope the established

countries with a long tradition of inter-state tyeaystems at least going back to the
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Westphalian Peace of 1648 hoped to avoid a reamucerof war and fascism by all
means, leading to a dense treaty network with gtrobligations. The content was
economic, but the spirit political. This aim coutdt be achieved without binding
commitments. In Asia, on the other hand, all caestin the early post-war period
were more tied to the United States than among etir. Deep mutual mistrust let to
rather weak interaction. This is in line with exfions from the realist school of
international relations (Chan 2001): It expects states mistrusting each other will
prefer non-binding agreements, not putting all ‘eggone basket” so to speak. This
also helps to explain the multitude of such wealeriapping cooperation schemes in

East Asia.

Moreover, the heterogeneity of states is more prooed in East Asia than in
Europe. While the 2004 EU enlargement somewhat ggmmmatters, earlier EU
members are closer together in terms of GDP petacégvel than in East Asia, the
latter ranging from rich Japan to LLDCs like Burmad Papua New Guinea. In
addition, at least the leading European countri€ermany, France, Great Britain, and
Italy - are rather similar in economic strengthygmeutralizing each other somewhat.
Again, from the perspective of the realist sch&itgn 2001) one might expect that the
more asymmetric the distribution of assets and pdiast Asia), the less inclined such
countries would be to commit themselves with litdeway to defend their sovereign

rights.

Another, more economic factor is that intra-reglamade in Western Europe
was — and still is — bigger than in East Asia @aBl2). This raised the prospect for
trade creation effects in a regional scheme foropey while East Asia with its high
exposure to the world market naturally expected hmumeore from multilateral

liberalization.
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Table 3-2 Exports of the EU and East Asia to majoeconomic regions

Export shares of East Asia in % 198( 200(
East Asia (Intra-regional) 33.¢ 422
usS 21.1 23.1
EU 13.4 15.2
Rest of the World 32.1 18.¢
Export shares of EU in % 1960 198( 200(¢
EU (Intra-regional) 47.4 61.C 62.1
usS 7.5 54 9.2
Asia 6.5 4.C 7.8
Rest of the World 38.6 29.€ 21.%

Source: Barrell and Choy (2003), p.5, p.12, baseDicection of Trade Statistics, IMF.

In table 3-3 the realist regime of East Asia ist@posed with the “liberalist”
European integration path based on binding comnmmtsieGiven the explanatory
power of the mentioned factors, it seems unnecgdsarefer to an “Asian way” to
explain the different origin and contract styleBEnropean and East Asian integration
schemes. Such references rather resemble aspéstgrdiolic politics” to defend the

fairly weak mechanisms in place to overcome posgibkoners” dilemma situations.
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Table 3-3 Liberal and Realist Positions on Regiondhtegration

Liberalism Realism
Pursue Binding, Seek Flexible,
Long-term Agreemen Shor-term Agreemen

Focus on a Few Homogeneous : :
9 Diversify among Many Heterogeneous Partners

Partner
Foster Cross-Linkages among Issues Avoid Crossdgek among Issues
Maximize Absolute Gain Attend to Relative Gain

Source Chan (2001), p. 15.

Is there something to learn for East Asia, desttite different regimes both
regions have been operating in? If countries tnubnt deeper integration binding
commitments can hardly be avoided. Large groupsafntries will find it very
difficult to make such a choice, though. The Eusspexperience suggests that it is
more promising to start with a small number of does and that an early success story

is needed to motivate reluctant partner to move on.

4. Recent developments in the trade arena

In recent years the stumbling new WTO trade rouad put Asia in an awkward
situation. North East Asia was, peculiar amongdéeeloped world, not endowed with
traditional regional trading schemes such as fiagetareas or customs unions. Another
disturbing factor is the tendency of the Unitedt&ato substitute multilateral trade
liberalization by bilateral agreements. From theitéth States point of view this
practice allows it to avoid the, to some extentyelicome WTO rules and mechanisms
of conflict settlement. Furthermore, it gives thaitdd States a chance to bargain for
additional rights in agreements with the much weagartners of the Southern

Hemisphere.
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In order not to be left out in the cold North EAsia has also started work on
bilateral free trade agreements (for the more epemsing context: Park 2002, Seliger
2002). This process is complicated by at leastethiagctors. First, a detectable
competition between Japan and upcoming China tcsatmiate their spheres of
influence has led to hasty moves, possibly wellobelywhat economic logic would
suggest. Second, the question of how to treat maggiveak sectors that may suffer
from across-the-board free trade has not been dol@onsequently, the FTAs
considered frequently encompass many exceptionsnm#em a dubious instrument
to achieve significant trade creation (while alaattipg their WTO conformity in
guestion). Third, as customs unions seem out o$tgpure for the time being, because
they would involve even more painful decisionsefteade agreements need to involve
complicated rules-of-origin, raising fears of adgpetti bowl” of intransparent, cross-

cutting FTAs that might lead to noticeable effiadghosses.

What does this imply for the old question of whethegional integration is a
stumbling block or a building block for multilaténategration? Recent developments
in East Asia suggest that the faults of the redian@ngements — particularly the lack
of binding rules — may lead to very unwelcome pathse the multilateral process
stumbles. A patchwork of bilateral agreements mag\olving that is at best third best,

but may also lead to troublesome instabilities.

In Europe the situation was rather different, regiantegration always centred
on the EU. Even for countries not wishing to jdme union, for whatever reasons, the
European Economic Area gave an opportunity to seathost benefits of economic
sphere membership. The Common Market Project dit tnon Europe into a
“Fortress,” as many observers had feared. Arguaame interested parties cultivated
that fear as a bargain chip in the GATT Uruguayntband to make the EU a more
sought-after partner in market-based activitiesimuthe early 1990s there was indeed
a noticeable peak of incoming foreign, extra-reglomvestment in many member

countries, including Germany.
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In more recent years the upcoming enlargement tisvéire East has taken up
much of the EU’'s energy. What characterized Germarty its emphasis on
reunification may now, to some extent, happen &©Ek as a whole. With their much
more “Southern-type” comparative advantages, thet Eairopean economies will
become an important “workbench” for the richer pafrtEurope, and trade diversion
may be an issue not to be dealt with lightly. Withis regional consolidation
progressing it is difficult for the EU to keep upet same interest in multilateral

progress, as there would be without the prospddtedcuropean East.

Summing up, Europe is in a more comfortable situthan East Asia, as its
high degree of intraregional trade isolates thefi®loh the rougher world trade climate.
It is understandable that East Asia tries to follBwropean precedence under these
circumstances. However, it should not be carriedyatwo prepare an over-cooked

“spaghetti bowl!” of efficiency-impeding, criss-cgisg regional trade agreements.

5. Deepened economic integration beyond trade

Both regions, in due time, took greater interestissues beyond trade policy, for
instance in terms of lowering the transaction co$tsade (trade facilitation) or making
it easier to undertake FDI (direct investment l#hsation and facilitation). That might
involve not only goods markets but also importattdr markets for labour, capital,
energy and else. The tariff rates are already gsriball due to several successful
multilateral trade rounds. Tariffs are not the mogtortant trade impediment any more.
If further progress in exploiting comparative adwye is to be achieved more daunting
issues affecting national sovereignty have to bkléa. Another reason for this is the
trend of economic globalization with shrinking conmication and transaction costs as
well as the new, complex inter-organizational dties of multinational enterprises.
To make use of these potential gains one would havgo beyond simple trade
liberalization, and a regional level for some issulkd make sense, as geographical

proximity offered some advantages (positive extigias) to utilize the new options.
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Still, Europe and East Asia took rather differemtites. In Europe, the existing
policy-making channels took up deeper integratigivjing more importance to the
central bureaucracy (institutional integration)lyireg on binding agreements among
members, the most important of which was the 198th@on Market Project. One
reason may have been simple path dependence, asgdr@zational devices such as
the European Commission and the Council of Minsstgot more entrenched and
structured the agenda as well as the decision-mgagmecesses. Another factor is
suggested by the neo-functional approach (Haas)18&rdependence among policy
issues leads to an increasing demand for furthsitutional integration, and if such
schemes have gained some reputation for reliakilityll be easier to supply new and
deeper schemes. Moreover, different issues may witee chances to strike bargains.
However, this comes at a cost, because the darfiggvernmental failure also rises.
Politicians and bureaucrats realize ever-deepéittional integration as a means to
raise their power and influence. For instance,omadi politicians may be tempted to
delegate “dirty work” such as agricultural subssdie the European level, while Euro
bureaucrats may be happy to take over additionak W increase their budgets and
career opportunities (Vaubel 1986). Such a pubhoiae-view offers a helpful
explanation of the frustration of many citizenshwihe European bureaucracy, creeping
into every life sphere and spreading a thick blardestiffening regulation over the

continent. “Euro sclerosis” (Herbert Giersch) wasadl-used catchword of the 1980s.

With hindsight, though, one has to admit that thé ias somewhat improved
its image. This holds when looking at recent comtipet supervision, for example.
Moreover, the Commission has been praised by maowpoenists for insisting that
Germany and France should stick to the limit odditional fiscal burden of 3 percent
p.a. under the statutes of the European Stabiliy &rowth Pact. One gets the
impression that the European level has become gortant force to help pushing
reluctant member states towards painful structteBdrm. At the same time, costly,
grossly inefficient policies like the Common Agrittral Policy stay in place. How can
this be explained? Pursuing a “self-interested wysionality” on the European level
comes at a certain cost for policy-makers, as theiency losses become ever more
obvious to the citizens, finally undermining thigchanism. During the 1990s the EU
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was shaken by a number of scandals, most promynéuting the years of the Santer-
led Commission. To repair their shaken image it wasensible approach for the EU
authorities to visibly follow at least some polgithat could muster public approval, at
the same time weakening national governments thab tkeep the regional authorities

at bay.

In East Asia deepened integration was kept withen mhechanisms of a “soft
regionalism” (Robert Scalapino). Due to the eventdavelopment of regional
production networks, the necessity of such integmabecame ever more obvious, so
we need some additional explanation of why a mashasimilar to the neo-functional
approach would not work in Asia to overcome possiirisoners’ dilemma situations.
Employing a realist perspective once again, itndarstandable why countries living in
rather asymmetric power structures would be hesitamgive up sovereign decision-
making power in such sensitive issues. Deeper iateg almost by definition covers
policy fields with significant domestic sensibilitsuch as competition, exploitation of
the sea given certain territorial claims, commutiicastandards, media access through
satellite systems, etc. Moreover, it was alwaysref@athat deepened production
networks, e.g. by Japanese enterprises, would bd tts gain monopoly power in
weaker factor and goods markets, supported by swgarance, ODA or else. It is not
surprising that there has been a vast number gégisoand mechanisms in the area, for
instance under the umbrella of APEC, but therattie leffort to objectively measure

what progress has actually been achieved alreabcfa 2003).

6. Coverage of countries

With respect to the economies covered by regiorrahgements, there are noticeable
differences between Europe and East Asia. Europestitutional integration has
grown in almost concentric circles, with few settsso far. In East Asia, in contrast,
there is a multitude of groupings, their respecbeendaries criss-crossing the region.
The most important arguably are the South-EastrA8I8EAN and the trans-pacific
APEC. Since the 1990s there have been discussibres Racific-Asian grouping
(encompassing both North East and South East Adih)le earlier calls for an East
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Asian Economic Caucus (or even Group; EAEC, EAEGEMalaysia’s Mahathir did
not lead to concrete results, the financial crigfs1997/98 led to new attempts.
ASEAN+3 was the outcome of these discussions.

It is doubtful whether the patchwork of organizasas anywhere close to being
efficient. For instance, the membership of the emibtates in APEC and in the Asian
Development Bank (ADB) is largely based on its riest to make its influence felt in
the region. Is there an economic rationale as weWduld be difficult to argue that an
“optimal club” defined by common Asian interestegds and externalities would have
to encompass the United States. Without the latteémbership, though, the question
of intellectual and strategic leadership would hawebe raised. For international
organizations supplying a public good there is gbvilne issue of members hoping to
take a free rider position. Which member would hiding and capable to take over an
additional burden? So far Japan has not made acyarty convincing job of
supplying such able leadership in organizations thke ADB, even though it wields a
lot of influence (Pascha 2002). Apart, it is an opguestion whether the rivalry
between Japan and China can be a productive fomewhether it will rather be a

destructive force — in such processes.

Yet another issue is whether East Asian organigatisould want to compete
with multilateral or arguably “Western-minded” orgzations. When an AMF was
proposed such considerations gained a lot of prent@. While such competition may
be considered fruitful as a search process fob#st solutions to deliver international
public goods, it may still lead to perverse resuit@an AMF would compete with the
IMF for regional “customers” to accept aid recigi@ountries may choose the help
with the easier conditions attached and not a thke“bitter medicine” with better
long-term prospects. Reference to regional peesspre rings is somewhat hollow in
this context. Such pressure may indeed work if mMaogrs are influenced through
externalities (“regional contagion”) and are thieeply concerned about making their
regional mechanism work. However, there may alsedses of regional collusion in

which neighbouring countries try to hide disturbinfprmation.
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In the European case the process of “concentriwthfomay seem smoother in
retrospect than it indeed was; it actually encorspdssome rather unstable periods.
There was a dominant logic, however, namely thel gbahe advanced member
economies in Western Europe to enlarge their spbemgability, and for the more
peripheral newcomers to gain secure access to msarkand to transfer payments, in
the case of poorer economies. This came at a pacause the stability hindered the
refreshing wind of global challenge to blow thoughny laggard sectors. The ultimate
challenge has been to steer the enlargement préxasslude ten more Central and
Eastern European countries, most of them formallyraunist and more recently so-
called transformation economies. The tendency lier EU to grow seems to have
reached its apex. Possibly, there are already iseic@homies of scale — for two
reasons: First, the necessity to finance structamdl regional assistance seems almost
beyond the means of even the richest Western Edoasies. It is still open to what
extent EU help will be enough to raise Eastern gean income levels fast enough to
avoid a huge outpour of labour to Western Europeeomigration will be fully
liberalized. Second, the decision-making mechanisimthe EU have to be revised
significantly to be workable with twenty-five — ewven more — member countries with

vastly diverging interests and resources.

Whenever the EU circle gets larger new boundarmes sources of potential
instability are touched, anyway. In the EU’s cdmerhajor open issues are Russia and
Turkey. While Russia is so big and so differentt tihastretches the imagination to
consider it ever joining the EU, it will be very portant to find ways not to make it
feel an outsider. As for Turkey, it is a poor aather large neighbour in Southeast of
Europe. In some respect relations with the EU lieady close, for instance in terms of
labour migration, but mainly for political reasotie task of integrating Turkey seems

formidable. It may be just as dangerous to leavidyout of the EU as to let it join.

With respect to the necessity of reforming decisitaking mechanisms, the EU
has taken up the challenge to prepare a conshaltioontract. There is a draft,
prepared by an EU Convention under the chair ofeMalGiscard d Estaing.
Unquestionable the enlargement has made it mofieulifto reform the EU, but the
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enlargement has at the same time proven beyond tmibecessity of reform and may
thus have even hastened the process to delivaafta Gurrently, it is still too early to
tell what its fate may be. While important issuesm to have been agreed upon, such
as a considerable extension of majority voting,eotkey questions are still hotly
debated. This holds for how to define “majorityhdt“double majority recommended
by the convention involves a majority of countriepresenting three-fifth of the total
population), and for the number of commissionetse €onstitution will have to pass
an inter-governmental conference, national parli@sieand even referenda in several

member countries.

At the time of writing, the European Summit of Bsaks of December 2003 has
just taken place. It did not lead to the adoptibthe draft and is generally considered a
painful failure. Some countries (Spain, Poland)pgévoting weights would be lower
under the double majority rule than under the TyredtNice, found it impossible to
agree. Other countries, namely the net contributmrthe EU budget, have reasoned
that the future budgets should be capped at oneeperf GDP. This has been
understood as a more or less open threat dirett®gain, currently the top beneficiary
of EU funds, and at Poland, the largest economyhef new entrants and thus
presumably the largest beneficiary in the futurdiilé/a lot of political manoeuvring is
involved, these developments do show how the emtaegt is linked to the critical

importance of reforming decision-making processes.

There has been a debate on whether there shoulédreclauses when to leave
the EU. Intuitively, one would expect a better pariance of a “club” if there were an
exit clause. However, this raises moral hazardessand can significantly strengthen
the blackmailing power of individual countries (togd discussions of issues such as
voting rights and exit clauses by German instingloeconomists can be found in
Cassel and Welfens (eds.) 2003).

As for another point of recent interest, France @edmany have signalled ever-
closer cooperation, possibly in order to pressuoraller countries not to overplay their
bargaining position. This echoes the tendency thaan enlarged EU becomes
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inflexible smaller clubs within the EU may move abe From an economic point of
view this seems sensible as long as it is notidiscatory to other EU members and as
long as other members are allowed to join if thbgyothe rules of the sub-club. In an
extreme case a move towards various, possibly-crassing sub-clubs may undermine
the stability of the EU. However, it may also degelinto a flexible mechanism

experimenting with innovative organizational schem@fter all, each individual

country can be understood as a sub-club anyway dfiate into existence due to

historical idiosyncrasies).

7. Monetary integration

Another topic that can only be shortly covered hermmonetary integration. Europe is
obviously much further down this road than EastaAdtven in Europe with its
background of real sector integration since theD$98iscussion is still occurring as to
whether it was ripe for a common currency in the E990s — and whether it is still at
the time of writing. In terms of the theoreticaksmfor an “optimum currency area” it
is quite clear that the current EU (with Denmarkl dne UK not participating in the
Euro scheme) is not such an area (Jochimsen 1@8hng up the exchange rate
adjustment mechanism only makes sense as longasdre enough other channels to
react to asymmetric shocks and divergent conditionsarious parts of the union
(labour mobility, possibility of fiscal transferstc.). After several years of experience it
is still doubtful whether the EU has reached sumiddions.

For instance, given sluggish German growth, theiriibrest rate is too high to
make Germany grow stronger. It cannot be lowereaoligh, because there is stronger
growth and inflationary pressure in other, more afgic European economies. Low
German growth has led to significant unemploymenaour is not flexible enough to
clear the labour market through real wage adjustmelabour mobility.

Another well-recognized problem is the Stabilityda@rowth Pact. It is indeed
an important addition to the Maastricht Treaty sulen monetary union because,

without the pact, member countries could avoid strengency of a tight monetary
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policy by ever more pronounced deficit spendingnfria market-based point of view
even without a pact each government should be altedrby the financial markets: If

it engages in too much deficit-spending the interates on its bonds should rise and
debt financing should become ever more costly. Atiog to Maastricht, the European
Central Bank (ECB) is not allowed to bail out aioaal government so this market
mechanism should be able to put strings on natipakiicians. However, one cannot

but observe that the interest rates on the natidelad of the different Euro economies
show only minor differences. It can be inferredt ti@ancial markets do not expect the
EU or the ECB to let a member country of the Ewloesne go bust. Hence, financial
markets actually do not penalize irresponsibleafispending, and some mechanism
like a stability pact is indeed necessary. Recepérence shows, though, that it is very
hard to make powerful member countries like Germangl France comply by the

decided rules of the pact in times of economictiteu(lt should be noted in passing
that, without monetary union, national governmeats indeed forced by financial

markets to consider their steps carefully. Irresgae fiscal spending would soon have
an impact on the interest rate and on the excheatgeforcing the government to stop

such an irresponsible policy.)

Given the enlargement of the EU, more problemsbsaaxpected in the future,
as all new members have a right (and an obligatofjin the Euro scheme once they
meet the agreed conditions. It was hoped that thespre of the common currency
would force member countries to make their (otimaykets more flexible. However,
this has not happened so far, and national govertsntegave found it a convenient
strategy to simply blame others (e.g.: the Europ€antral Bank) for the emerging

imbalances.

In Asia attempts at monetary integration are sigaiftly more limited so far.
The financial crisis of 1997/98 was arguably a sbange for such ideas. The
contingency effects of currency devaluation spradugh the region. While South
Korea’s exchange position was weak in 1996/97, might venture to argue that its

situation was not critical enough to have necelyskd to a full blown crisis — if not
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for the contagion effect from other devaluatiorses (Indonesia, Thailand) in mid and
the autumn of 1997.

Steps towards further integration have been ratlwey — but noticeable — after
the ill-timed proposal to set up an AMF. The Chénagi Agreement to establish an
enlarged swap agreement was a step in the directiturther integration, and so was
the recent move towards a stronger East Asian bwoadket. Stronger currency
cooperation could at some stage take a similarseoas the EMS, namely trying to
stabilize currencies within certain corridors. Giwtbe different trade, capital, asset and
liability structures of East Asian countries, itiiviot be easy to find a suitable position
between the US Dollar, the Japanese Yen, and —ibbposs the Chinese Yuan.
Moreover, it will be an issue whether with highiguid international financial markets,
such a scheme would truly be trustworthy in timésasymmetric shocks in one

member currency.

The idea of a common currency is distant, as tharadteristics of
heterogeneous East Asia are even more removed dooptimal currency area than

the EU. The experience of the EU, then, is not ssad@y only positive.

8. Towards regional peer monitoring mechanisms (RéMs)?

There is another possible interpretation of recghbancial and monetary)
developments in East Asia, though — namely, thaoiits towards the ultimate goal of
a well-developed regional peer monitoring mechan{&aMM). There has recently
been a lot of interest in ReMMs in various worlgions (e.g. Williamson 2003). One
reason is that the possibility of regional contagieems to have increased. A further
reason is that global monitoring seems clumsyamgparent and faces concerns of
legitimacy. Another factor is that of similaritiga regional circumstances giving
regional partners more competence to evaluate beigh than distant peers. However,
there are also problems to take into account.l¥5iiistthere really an additional role for
ReMMs sandwiched between multilateral surveillacel the monitoring by free

markets? Secondly, the possibility of contagionsdoet only offer an incentive for
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mutual monitoring, but also for behavin collusiveby legitimizing each other’'s
policies. Drawing convincing institutional rulesrfseuch ReMMs is thus both critically
important and far from easy.

The European Growth and Stability Pact can be wholed as an early example
of a ReMM. As happened so frequently, the EU isearly mover with respect to
global trends, and other regions have ample retsavatch European developments
carefully. As has been pointed out above, the rgl®gerning the Pact are far from
satisfactory. Firstly, one cannot trust them to kvar times of stress, as has been
recently proven with respect to France’s and Gegsdiscal deficits. They depend on
the states actually enforcing them and the very dacegional interdependence — or
dependence on the major EU powers of Germany aawcEy in this case — lowers the
possibility of doing so. Rules that are more autiicnmaay be well worth considering in
order to improve the Pact. Secondly, rules andyérigooints seem to be arbitrary to
some extent. This holds for the famous “three-p@rcgle” in particular. Such
arbitrariness makes it more difficult to publiclgitimize tough reactions in times of
stress. Thirdly, even the economics of the rulesnrssomewhat dubious. For instance,
an unconditional three-percent-rule, irrespectivéhe situation in a business cycle and
of the shares of cyclical and structural fiscaliclgfis difficult to defend with basic

economic reasoning.

ReMMs in East Asia, based on ASEAN, ASEAN+3 or etge still in a nuclear
stage. It is to be hoped that careful considerasagiven to the question whether rules
which seem workable in fair weather conditions, e#so be expected to function in

times of stress and crisis.

9. Some tentative conclusions

As could hardly be expected otherwise, differenmesveen European and East Asian
economic integration are manifold. It is interegtio note that the divergent starting
conditions and decision-making mechanisms havddeather different “landscapes”

of integration mechanisms. Against the backgroundATO and the Helsinki Process,
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EU integration has brought forward a deep truspatitical stability. Another war
among the former European archrivals, France, aadn@ny, drawing the rest of
Europe yet once again into a nightmare of destocthas become unthinkable. The
EU has also developed considerable economic stabibng its path, offering a high
degree of intra-regional economic activity, at éx@ense of dynamism and possibly an

eventual overreach of its capabilities.

East Asia still has rather liquid mechanisms. In age of progress on a
multilateral level this offered the chance to exiptbe options of cooperation flexibly,
going hand in hand with relying on world marketstiprogress of a new WTO round
still dubious and the United States turning unri@tand bilateral, East Asia reacts with
an increasing intransparency of smaller moves weratlevels. Both regions have in
the past successfully played out the respectivarstdges of their peculiar regional
integration patterns. Both have now reached ananthis road. What might be the
next step overcoming the limits of the earlier ga#imd noting how difficult it has

become to achieve progress on the multilaterakStag
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4. Integration through Competition: The European Experience

Gerhard Prosi, Christian-Albrechts University, Kiel

1. Introduction

After the Second World War, the original motivatipgrpose of European integration
was to make war in Europe again impossible. Econonterdependence and political
mutual dependence are approaches to limit econoamtlicts, to stabilize economic
interaction, and to assure some degree of multnaki security. Considering this
objective, European unification is one of the gmeaitical successes of the last century,

despite some developments which deserve criticaysis’

We can distinguish two basic methods of integrategarding the allocation of
resources: competition and centralized politicahnping or “harmonization” by
government command. With respect to competition, ca@@ distinguish between
competition of firms in markets and competition g@vernments or of policies. For
harmonization we shall distinguish the “harmoniaati by politics” and the

“harmonization of politics.”

2. The Case for Competition

The “European Union’s Single Market” is frequenthynsidered to be one large unified
homogeneous market in which all firms are competarghe purchasing power of all
consumers. However, in reality the “Single Markistjust a political label to indicate a
system of interrelated and interdependent locaioreal, national, and supranational
markets withoutartificial, political barriers to entry and exitNatural barriers —
transport and information costs, cultural differem@nd different consumer preferences
— still exist and cannot be eliminated by politickcree. To abolish or reduce all

market segmentations, therefore, is not a reasenpblicy objective. The Single

! For more detailed analyses see Prosi (1991, 19895 and 1999).
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Market itself is part of another integrated systandifferent markets, which is called
by another political label the “world market.” Tirgernational division of labour, the
global allocation of resources and implicitly glbeaonomic integration are not always
to the benefit of national governments, which tfee occasionally want to stifle

autonomous integration and blame “globalization”dt political shortcomings.

Since the emergence of the Common Market theree Hasen fears of
competition: domestic firms and labour unions dedeahprotection against “unfair”
competition from Ilow-wage countries, protection iaga “social dumping,”
“environmental dumping” etc. This discussion is nospeated with respect to the
addition of the Middle and East European countilé® Germans are terrified because
they believe that they are not competitive anymBrebably they are right and that is
one good reason why they need more competitionwatce them up and get to work

again!

In general, negative integration — the reductibmlbkinds of trade barriers —
opens up new opportunities for all export-orienfieths. Problems may arise for those
import competing firms and for jobs too — which\porisly enjoyed protection against
foreign competition and which are less productiMas, however, implies that they are
protected at the expense of the consumer thus iregltiee welfare for all. To discover
who is competitive the firms really have to compateu will not find out how fast you
can run by arguments and whining in political pueesgroups or being pampered in

protected reservations, but only by running!

To avoid misunderstandings some remarks are regess the concept of
competition: frequently it is maintained that cortifpen leads to zero taxation, zero
regulation and policies and, consequently, to noveghment. Since we need
government (to cope with security problems) it rgugd that we cannot permit
integration by competition down to the zero-levalit need to limit competition by
“political harmonization” — i.e. to pass treatias dvoid rivalries between nations to

attract mobile resources, to restrain locationahetition, tax competition etc.
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The academic argument about competition to a bevel is based on the
theoretical model of perfect competition in which qualitative differences and no
transaction costs are permitted. If we are mordisteawe introduce a variety of
economic and political preferences for firms, fonsumers, for workers, and for other
people with respect to public and private goodsl/itoate, for siesta and fiesta, and for
blue-eyed blondes or dark haired southern beaulibs world permits a highly
differentiated spectrum of political regulationard tax systems — preferred by shifting
majorities in the different countries, and toledatey most of the rest because of the
substantial individual disutility and opportunitpsts of “voting with their feet,” of
moving to another country. Since the preferenceEwfope’s citizens are highly
differentiated, since there do not yet exist andpdfiolly never will exist the
standardizedhomunculi oeconomiccloned according to a harmonized Euro-norm,
substantial differences in the tax systems, thelgupf public goods, and the social
security systems are possible and highly desirdabla. non-homogeneous world there
is room for individuality, differences, and no nefmt uniformity as some “social
engineers” in political bureaucracies often demdbidersity opens up discretionary
spaces to experiment, to innovation and so progrésgrants the freedom to be
different, and it creates opportunities to fit ff@icy mixes to the multitude of political
preferences in pluralistic societies. If we permdtitutional innovations by competing
political agents uniformity, however, is never astad. Differences always exist in a

dynamic, progressing society. They need to bedtddr even encouraged!

It is this — in the theoretical sense — very infgearreal world competition on
which the following observations are based. Acaugdio price theory, it contains
monopoly elements, which are “contestable,” andabse of “voice” and “exit,”
potential competition for government monopoliegfigective continuously, not only at
election time. Competitive markets are systemobeesconflicts of economic interests
in a mutually beneficial way. This, of course, doe$ mean that all are satisfied with
the benefits they get or with the distribution @nlefits. As long as goods are scarce,
most people want more and are not satisfied, neh evith “fair” deals. However,
dissatisfaction stimulates the search for better@étives. Scarcity and dissatisfaction

are the parents of innovation in a competitive econ
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Despite all the evidence on the advantages of etitigm, Europeans are still
discussing whether further integration of theirhthygdiverse economies requires rigid
central guidelines by the European Commission fostnof the laws regulating the
economy -ex anteharmonization — or if a competitive process ddltend error should
develop the most appropriate organization for tifferént areas of the community. In
the latter case, the individual countries maintdie freedom to search for the best
solution to their problems. In the caseeafanteharmonization integration is the result
of central planning; in competition it is an operded, spontaneous process in which
future developments can be included without natista@ political bickering. However,
because of permanent innovation a final unificatisnnot possible. To get there,
freedom, the right, to be different must be ab@dhand the basic concepts of

European culture — freedom and tolerance — areayest

The political and special interest demands for lwanization and equality — the
level playing field — as preconditions for integoat demonstrate a basic
misunderstanding of the processes of integrati@hd@mvelopment as can be shown by
a very simple observation: To achieve progress donemic, social and political
evolution, measured by an increase of the avenagidormances above average are
required; evolution implies inequalities, forceduelity results in stagnation. Where

everything is equal, everything is just average!

Development and progress require, first, innovatiore. individuality,
originality, and the ability to bear risk; it reges, secondly, imitation, i.e. incentives to
be as good as the best. While improvements aratexditvoluntarily, a change for the
worse is only accepted by force. Applied to padditimtegration, better policies will be
copied freely; only worse solutions need “harmoti@aby politics” or coercion by
central decrees. In competition it is the voluntanytation of better policies which
result in a spontaneous “harmonizatiohpolicies.” No central political power and

cumbersome compromises and log rolling to harmolyzgolitics are needed.
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But creative destruction, new methods, endangerd ptivileges and
entitlements. This creates opposition, even anityagjainst new approaches to do
things. If competition does not force innovatiornhthe quiet life in protected zones
without change and its frictions and stagnatimay be preferable to evolution.
Competitive systems promote plurality and permitedentiated policy approaches.
Multiple policy choices threaten the status of pwditical establishment and provoke
“unification.” Centralized systems, for example éamcracies designing industrial or
technology policies, try to standardize and harmerthe future according to some
political master plan. But the new and unforesemal@velopment cannot be planned
and standardizedx ante The future can be planned only in so far as ialready
known. Usually the knowledge available in governtmagencies is only yesterday’s
state of the art, but the breakthrough, the reumtun knowledge, does not conform to
the generally accepted state of the art or evenmi@stream thinking of the experts.
Therefore, neither a bureaucracy nor a commissi@naup consensus can decide what
really innovative developments are. They decid@marity lists based on their present
knowledge and promote projects which are evidemhéamajority. In most cases these
are not the most innovative because basic innavatibat require major adjustments
and structural changes are more difficult and pkevmore resistance than marginal
changes of the present standard. The developmemtspeesent situation of the
European welfare states can serve as warning eranf@lg. the “reform politics” of

the health and pension insurance systems in Gejmany

It is to be expected that really creative actigitiare not promoted by
bureaucracies, commissions, and majority decisiOnssiders with fundamentally new
ideas have no opportunities because their ideasoasdered “utopian, unrealistic, and
crazy” and do not deserve any support. But imagme world without those
“daydreaming nuts” of the past whex post became the great inventors and created
new industries, who initiated a major change irciardific discipline, or who changed
the course of a nation’s political direction! Whabuld have become of Germany
without Ludwig Erhard who introduced free markegmiast the will of the allies and

the majority of the political class?
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Governments and political parties are usually noted to be the driving forces of
innovation also because of the political decisiamking processes in representative
democracies by majority rule. Innovators are alwaysiinority. The state may lose
billions in tax money maintaining unproductive jahsold firms and old industries, but
if tax money is lost trying to create new jobs lypgorting the foundation of new firms
with new, still experimental technologies, the poilans responsible will be criticized
as irresponsible speculators with public funds. ©pposition will immediately jump
on this opportunity and use it as an argumentHerrtext election campaign. Members
of the political opposition always know better wihaid to be done — at least post —
and exploit the slightest mistake to discredit theponents. Majority governments,
therefore, prefer politically risk free, sociallga@eptable subsidies of existing jobs in
old industries, conserving non-competitive struesuof the past instead of “prospecting
the future”! Since the jobs of the future have rmey the past is subsidized and

possible future options are neglected.

Innovation, progress, and inequality are insegdarabnly stagnation permits
equality. In addition, inequalities because of raltdifferences or because of long run
historical economic developments cannot be elinsithdty political decision or even by
subsidies. In most cases the citizens involved @oemen want it, because very often
facts politically considered as detrimental arermmted to positive aspects, e.g. a low
level of industrial activity with low environmentdhmages, which may be preferred by

the majority.

The European Union pays dearly for its follies dfatmonization” with its
programs of “social cohesion” and several regicaad structural programs, which
excel mainly through waste and corruption. Lookiag the record of German
unification —political harmonization on the level West Germany — it is a gigantic
project of redistribution, unfortunately withoutdking in the real economy. Imposing
the overregulation of West Germany on the Easteatstof deregulating the West
produced the impression of formal equality and inatfon but stifled the process of
real economic and social integration at very higphemse for all. Politically to raise
competitors’ costs always backfires in the formesker higher unemployment and
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subsidies. One of the consequences of policy nastékthat the very desirable fact of

unification undeservedly gets the blame for allate@ developments.

Private spontaneous integration in open marketsdue and factor movements,
investment and transnational enterprises was vecgessful. The “country of origin
principle” — originally introduced by the Europe&@ourt in theCreme de Cassis
decision — opened national markets to innovationether parts of the community by
tearing down all kinds of artificial barriers. Coetpion does not need a supranational
political bulldozer to produce a “level playingltié with a tremendous redistribution of
chances and wealth, and the restraint of competitbgprotect national special interests.
All this leads to the conclusion: integration issbeerved by the freedom of choice, of
voice and exit, and by decentralization to the tesalpossible decision unit instead of

centralization for a political monopoly.

Europe — and any country that wants to progreseedsia competitive system,
needs to protect economic freedom, and needs rfade aand the free movement of its
people and resources. To protect freedom of cotmpet economic and political, and
this includes the right to secede, to leave themni should be the main objective of a

European Constitution.

3. The case for Supranational Cooperation

To determine the necessary level of centralizatownthe limits of institutional
competition we have to develop criteria to indicatieere supranational cooperation
tends to be harmful and where it helps to avoicediypus conflicts and the waste of
resources. Similar to the economic distinction leetw private and public goods
according to internal and external effects, one idamtify policy areas with mainly
domestic or national effects and areas with strengranational, external effects.
National independence should be maintained forcdiwith mainly national effects
to permit competing political instruments and inatbon. Here competition can help to
discover better solutions while politicak anteharmonization stops progress. Most

fields for which harmonization and standardizame demanded fall into this category.
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Private special interests are placated as thenadtiaterest with the risk that private
conflicts of interest which are best handled in kets escalate to political conflicts
which stifle further integration.

On the other hand, in fields with strong externdfects supranational
cooperation is useful to avoid serious conflicteewlthe external effects are negative,
and to limit free riding and waste of resources mvitbe effects are positive.
Supranational solutions of these transnational ionality traps” or “prisoners’
dilemmas” can be beneficial for all participantxaiples for multinational public
goods are defense and international security,drcliissical sense as well as in the fight
against terrorism. Obviously, with free movementpaople, including all kinds if
criminals, coordinated police forces are needed| @e judicial systems have to

cooperate in enforcing the law.

But there also exist several fields in environmeptdicy where damages are
externalized beyond the national borders. Supramaiirules of liability, which define
territorial integrity and enforce remuneration é@mages would help to limit damages.
The verdict on the European monetary union, theoEus still out. How very
guestionable the results of political harmonizatiam be is presently demonstrated by
France and Germany with regard to the “stabilitd gnowth pact.” But one wonders
what would happen with the public deficits in BeyliParis, and Rome without the
independent European Central Bank and the moraicuaf the “stability pact”?
Probably it would be much worse!

Demanding supranational cooperation, one shoutdferget that systems of
harmonization and of supranational redistributiomolve increasing socialization of
private relations and growing regulation. They teguhe representation of special
private interests by national governments and tingrasnationalization of private
conflicts of interest which should and could bevedl privately in markets. The
affected citizen and companies are usually didgdisvith the political compromises,
for which they do not blame their own lack of perfi@nce but the incompetence of the
political representatives. Just look at the bargginn the World Trade Organization
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and the discontent of all involved! New fields foolitical rent seeking exist, and it
may be much more profitable to invest in politigkineven corruption, than in
innovation and higher productivity. The damages farther development and
integration are obvious. European experiences waghicultural policies, structural

funds, and most of the industrial policy should mnvagainst centralization, especially
since it seems to be impossible to reverse mistakesn after the effects of
government overload become obvious as the causeteifoosclerosis, and politicians
and governments are forced to reduce the burdesebsgulation, reducing tax rates,
and decreasing spending in the social securityesyst There always is public
resistance since somebody profits even from thestwgolitical mistakes, and

effectively fights for the maintenance of the “detinents” in the media. Very strong
popular resistance can be observed presently ifereift European democracies,
making urgent reforms next to impossible. The matbrintegration, therefore, is

competition in markets. However, after competitivéegration is a fact, political

integration must follow by setting and enforcing tlule of law across national borders.

4. Political Competition and the Welfare State

If competition is the European motor for developimamd integration, why is Europe

in such a critical state of affairs with overrediga, high tax burdens, and ruined social
security systems? Why do the majorities of votetsrate these disastrous policies?
One reason is that nearly everyone somehow profite government handouts — the
phenomenon of legitimate corruption. Additionalhgs tax resistance decreased with
increasing nominal income and automatic tax in@sdmecause of progressive income
tax schemes. By the automatic shift to higher teackets, continuous tax increases
were possible without any political discussion ati@n, even in cases when real
income declined because the rate of inflation wighdr than the increase in nominal
income. On top of this, the personal burden andlvement of the individual are

hidden by indirect taxes and contributions. Thd oests of government services are

not transparent.
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In the efforts to gain re-election by catering their special clientele, the
members of parliament do not fulfil their classickity of controlling the executive
branch of government to keep the tax burden asa®wossible. Quite to the contrary,
in the permanent race for re-election the membégadiament promise ever-higher
benefits and new programmes. This reverses thdifumof democratic control: not the
parliament as the representative of the peoplece=ithe spending of the government,
but the finance minister limits the expenditurestlod parliament to keep the budget
deficit on a constitutionally just barely acceptali¢vel. Instead of minimizing the
expenditures and the burden for the taxpayer @ormmon to exploit the uppermost
limits of spending and debt, and to shift theseitincontinuously to higher levels.
These results are not caused by irresponsible bmiraef immoral politicians, but are
the consequences of rational decisions in the fnarie of modern party dominated

democracies.

To keep political competition effective and to quensate for these deficiencies
in the institutional control of government spendiagd taxation by parliament the
citizens need to be able to compare benefits arsls cof government activities.
Therefore, taxes and contributions need to be didedirect taxation distorts the
information on the tax burden, and taxation atdbaerce, the practice of withholding
taxes by the employer, shifts the actual paymerthéu from the citizen. By using
these indirect methods politicians can distribugadiits and election gifts; they can

claim all kinds of merits, hiding the costs in iretit and less noticeable taxes.

Until recently, competition between political pest did not search for new
ideas to limit the budget and the tax burden, bdegenerated to a system to discover
new groups and new areas for new benefits. Byiloiging other people’s money for
“good” purposes, politicians gained “social accap& and “social competence” for
their parties. This is the “Robin-Hood-syndrome” pblitics in representative
democracies, which in severe cases leads to sopaatalysis. By shifting decisions —
and the blame — to the centre, to the bureaucrati@ussels, the voters’ influence
becomes even smaller. More decentralized politeaision-making with more direct
involvement of the voters would promote politicabntpetition and enforce the
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correction of mistakes. With a growing number demlatives the costs of exit are

decreasing and voice, the threat of exit, is méfexctve.

Since the autonomy of decentralized governmentbgbly will not be
introduced or strengthened by already centralizestesis — it results in a loss of
influence and power for the centre and its repriagimes — it is necessary to maintain
decentralized decision-making and the competitidnpolitical concepts on the
European level and to avoid its restraint by paditicartels and “harmonization.” That
at least is the lesson to be learned from the fiesticerrors and failures of bureaucratic
centralism! Free movements of people and resoussestipulated in the European
Treaties make sense only when alternatives, atondtiof different opportunities exist,
and mobile citizens can choose the political setbbpt comes closest to their
preferences concerning structure and level of t@axatgovernment spending, and
public services. Harmonization would eliminate thelifferences and the freedom of
choice.

The integration of Europe is a fundamental pditionovation, and competition
is the most efficient method to discover new knalgle However, elected politicians
and bureaucrats have strong temptations to stogpeiton and to promote political
harmonization. In permanent bargaining sessionsrasulting treaties they can boast
that they effectively represent the “national ies#r’ Mistakes and economic
disadvantages are part of “necessary compromiaes,the complicated supranational
agreements, which in no case may be endangeredtmnal eccentricities, serve as
reasons for inactivity. Even very severe mistakesntcan persist as “European
Unification Policy.” The notorious Common Agricutad Policy (CAP) demonstrates
that harmonization induces disharmony and contisupnational and supranational
political bickering for compromises, which satigipbody. The CAP is a substantial
impediment to integration because it is politicatyeasy to blame those bureaucrats in
Brussels — Europe — for all mistakes, and to ckarhave avoided even worse results.
“Euro-opportunism” can lead to “Euro-sclerosis” whal members regularly demand

more from their partners than they are willing tmiribute.
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Innovation is not only a problem of technology awbnomics. It concerns the
organization of society in general. Should chang@itomoted, only tolerated, or even
retarded? Who gains, who loses income, influentaus power? If opposition to
innovation is strong and regulation and bureauctadrriers are high mobile innovative
resources will move to countries which are opentfier future. The recent history of
microelectronics and biotechnology in Germany camwes as examples for the costs of
avoiding the risks of innovation and having to batp as an imitator. They are also
typical of politicalex postmanagement which, first, does everything to stap*“jbb
killer microchip” and “unnatural genetic enginegrihThen, after succeeding with this
policy and forcing the unwanted activities abroade suddenly observes a deficit of
innovation in these “industries of the future,” lkds incompetent management and
globalization, and spends tax money to repatriagse activities by promising huge
subsidies. Let this and the flops of European itréalspolicy be a warning for the

“wisdom” of governments shaping the future!

Important for the competitive discovery of betpalicies and of political and
economic stability in Europe are general rules ofitigal conduct and of the
consequences of political misbehaviour — the ridl&aw applied to governments, for
example with respect to subsidies, nationalistiotgmtionism, and destabilizing
budgetary policy. The rules have to apply equalllylarge and small member states.
Subsidies, the doping in international competitstiould be prohibited per se, because

it eliminates the incentives to innovate and raiseEluctivity.

Of growing importance will be the right of indiwidl member states not to
participate in political harmonization efforts. Tre¥ger the number of participants in
the Union, the less effective is the unanimity-ruied therefore most important is the
freedom to opt-out of majority decisions. The fdeat the Union would dissolve if not
all members move at the same speed towards ini@giatunfounded. The damages of
premature integration and the loss of confidencth@nEuropean idea could be much
higher than the disadvantages of a slower prodessnwergence. Occasionally it helps
to remember that without a “policy of different spig” in the past (6, 9, 12, 15 member

states) there would not even be a European Econ@Gomemunity. Progress is caused
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by the advance of minorities, subsequent adaptadimh finally imitation. If integration
follows the “convoy-principle.” the slowest and ikeat member determines its speed.
This creates no new incentives to accelerate tmsatmlation of the budget and to
reduce differences in development. The pressuresnppove come from the more
advanced who move ahead without waiting for therapd by the less dynamic

members.

Obviously, there is no need for standardizatibe;ihdividual member states of
the union are no homogeneous entities either. Thei® large differences between
different groups in one member state and many camproperties between groups
beyond national boundaries. What, then, does iategr or political convergence
mean? That all policies are equally unbearablali@rHow absurd the demand of total
convergence by *“political harmonization” could bewm shows the demand to
harmonize the legal systems. For the implicit -l dtypothetical — demand to
harmonize the national constitutions it must beickst if all members should abolish
the monarchy, like Germany and France, or if thegteould introduce the monarchy,
following the United Kingdom, Belgium, the Nethartis, Spain, and the Scandinavian

Countries.

Finally, let me make a confession: | prefer thautiéul diversity of people, of
ideas and policies, which resulted from the ditgref Europe. | prefer competition
and the many chances it offers, not only to shdkée yoke of the monopolistic “tax
and spend welfare state”! | agree with Lewis Murdfavho wrote: “Any philosophy of
history that takes account of natural and humaserdity must recognize . . . that any
mode of organizing human activities, mechanicallynstitutionally, which limits the
possibilities of trial, selection, emergence, amth$cendence, in favour of a closed and
completely unified system, is nothing less thanediort to arrest human cultural
evolution.” (Lewis 1970, p. 159)



73

References

Mumford, Lewis (1970)f'he Myth of the Machine: the Pentagon of Pqovaw York:
Harcourt Brace Jovanovich Inc..

Prosi, Gerhard (1991) “Europaische Integration dur&Vettbewerb? Eine
politisch-6konomische Analyse” in: G. Radnitzky anH. Bouillon (eds.),
Ordnungstheorie und OrdnungspolitiRerlin, Heidelberg, p. 119-135.

Prosi, Gerhard (1994) “Wettbewerb - Das Prinzip ifg#® und das Prinzip
Verantwortung”, in: W. Moschel et al. (eds.), Mavktschaft und Rechtsordnung,
Baden-Baden: Nomos, pp. 127-142.

Prosi, Gerhard (1996) “Zur Zukunft des Steuerstdatéen M. Dierkes - K.
Zimmermann (eds.), Sozialstaat in der Krise, FrartkiViesbaden, pp. 145-167.

Prosi, Gerhard (1999) “Democrazia e concorrenzaectmiti al peso dello stato”, in:
L’insopportabile peso dello stato, Centro Italiddocumentazione Azione Studi presso

“Torino Incontra”, Torino, pp. 41-56.



74

5. The European Union and East Asian Integration Lessons for

Dealing with the Costs of Success

Jinwoo Choi, Hanyang University, Seoul

1. Introduction

Regional trade agreements are in vogue around tived wAccording to an OECD
report published in 2000, 119 regional trade areamgnts are in force as of 1999. Since
the creation of the WTO in 1995, 80 regional tradeeements covering trade in goods
and services have been reported (OECD 2000, pe4R3The impetus for regional
integration around the globe comes in large pamnfiEurope. Europe has been the
forerunner in this movement of regional integratewer since the creation of the ECSC
(European Coal and Steel Community) in 1952 andetstablishment of the EEC
(European Economic Community) in 1957. Followinggh new European enterprises
the first wave of integration ensued in the 1950d 4960s. The Renaissance in
European integration in the 1980s again stimulateéd/o ways countries in other parts
of the globe to reinvigorate their attempts forioegl integration: First, Europe’s
success story shows the possibility that regiontdgration can be a very effective
growth strategy; second, European integration ensdpillover effect into other regions
awakened many formerly unorganized countries torible of becoming victims of
negative externality in the form of “trade diversieffect,” which results from being

alienated from regional trade arrangements.

However, East Asian countries have long remairseekaeptions to these global
trends. The Republic of Korea, Japan, Hong Kongn&hnd Mongolia were listed as
the only countries that are not included in anyfgrential trading relations (OECD
2000 p. 24). To be sure, it would be unfair to sagt suggestions and actions for
regional cooperation had been lacking in East ANevertheless, past initiatives did
not go far enough to bring about any meaningfuinglea in the trading arrangements

among countries in this region.
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Why had there not been fruitful attempts for regiointegration in East Asia
for so long, while other regions such as Europe l[dadh America have accumulated
impressive achievement in building up integratednemies? There exists an array of
diagnoses imbued with pessimism with regard tofaletors for the underdevelopment
of regional integration in East Asia. The identifieauses include: too much hegemonic
power (Crone 1993), instability in the distributiohpower (Grieco 1997) the diversity
of the region (Foot 1995), reluctance to institnéitization (Kahler 1995), unresolved
tension stemming from the historical memory (Fo®93), the mode of transnational
economic activities (Mattli 1999, pp. 174-178),.dtcom these perspectives, it can be
said East Asia is so different from Europe thate¢his not much to learn from its

experience.

And yet, what is happening in East Asia these digfees such pessimistic
portrayals. The mood is changing fast now in EastaALong being lackluster in
envisaging, let alone developing, formal arrangenf@neconomic cooperation among
countries in the region, East Asia now suddenlyeapp to appreciate the virtue of
regional integration and the peril of going alo8e.they gathered in Bangkok in early
October 2003 and discussed the roadmap for stremigilp ties among ASEAN+3
countries especially in the economic area. Andttéed was reinforced at the APEC
summit in Bangkok later in the month. Besides, wr§l of academic research and
government reports authored by scholars and gowarhrofficials in East Asian
countries point to the desirability and necessftpitateral or “mini-lateral” free trade
agreements. Encouraged and urged by those stuatieseports, governments of East
Asian countries are shopping around for their tragieement partners within East Asia
and in other areas. A series of free trade agremmaare either signed, or in the
process of negotiation, or in the stage of feagybiest among South Korea, Japan,
China and the ASEAN. South Korea is finally aboutratify an FTA (Free Trade
Agreement) with Chile, and has agreed with Japah &mgapore respectively to
conduct a research for the desirability and felsibof an FTA. Japan is also in the

process of negotiating a bilateral FTA with Singapand Mexico.
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The reasons for the surge of interests in econamtegration among East Asian
countries are many. Above all, it fits commerciaterests. A free trade area promotes
trade among countries and it accompanies econonevtly. Second, regional
integration in other regions stimulates East Asiauntries. It brings up the notion that
FTA is an effective tool and an inevitable optiar §urviving and prospering in this
competitive world, and that the negative extergadit other regional groupings might
adversely affect their economies (Mattli 1999, ®6)1 Third, as the process of
globalization spreads, opportunities to contaceifpr people and new cultures either
through media or through movement of people drarablyi increase. As a result,
familiarity with foreigners, new modes of thinkingnd new life styles also has been
enhanced, so that historical animosity among n&ghl countries and ethnocentric

sentiment becomes significantly diluted.

Recent efforts to step up economic integrationyewer, does not mean that
East Asia has successfully overcome or bypassdtiealtonstraints and obstacles that
hitherto hindered attempts for economic integratf@uite contrary, although East Asia
may be able to remove a hurdle in the initial staipeill certainly have to face further

difficulties.

In this paper a detailed analysis of the expee®shomic gains of regional
integration and their political and social effedsnot pursued, because such studies
have been exhaustively done by many economistspalhtical scientists elsewhere.
Instead, drawing on Europe’s experience, | willueon possible problems that could
arise as a result of economic integration. Befareihg to Europe’s lessons theoretical
accounts for the hitherto sluggish pace of regioimaégration in East Asia are
presented with critical remarks on them first. Themill proceed to discuss what the
European experience tells us. | will conclude coeisng why Europe’s experience is

valuable for East Asia.
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2. Theories of International Relations and Integraion in East Asia

1. Realism

From the realist point of view conditions for regab integration in East are wanting.
The power-centered view of realist accounts suggadeast five factors that are likely
to bear on the emergence and sustenance of regiondhe relative gains problem,
alliance politics, the magnitude of hegemony, clesnm relative disparity, and the
existence of common external threats. First, itestaare accorded the asymmetric
distribution of gains from cooperative exchange®m@gnstates, states benefiting less
than others will have a lower incentive to joinicewl agreements designed to promote
economic cooperation. Second, states tend to traate freely with partners that are
less threatening to their security, because statesnaturally concerned with the
possibility that gains accrued to adversarial trpaeners could well be used to beef up
their military capabilities. Therefore, regionategration would be easier among allies.
Third, a willing hegemon greatly enhances the iil@d of institutionalized
cooperation among states, according to hegemoalilist theories. But not always,
says Crone. He questions the linear relationshipvd®en hegemonic power and the
institutionalization of international order. Hisoparative study of Europe and Asia
demonstrates that not only too little hegemony,disib too much hegemony works as
an adverse condition for regime formation. Foudhanges in the relative disparity
among states are also important. According to @riélwe level of institutionalization
of international cooperation varies depending an“dmount of change taking place in
the relative capabilities of partners” (Grieco 1997 176). If relative disparity shifts
rapidly the likelihood of institutionalization i®Ww. Where the relative position among
states is stable over time, institutionalizing i®re likely. Fifth, as the European
experience demonstrates, a high level of commoitamjilthreat from outside enhances
the likelihood of emergence of multilateral indtituns. For East Asia all these factors
identified by realism pose grave challenges.

First, in East Asia, suspicion among states giifis high. In East Asia many

countries are still suspicious of Japanese intendéiod Chinese ambition due to the
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historical memory of colonialism and imperial Chidpan and China also consider
each other more as an archrival than as a trustwgartner in the realm of security.
Japan’s failure has been to convince other EastrAsountries that it is a “normal
state” and that it would not repeat its prewar aadtime orientation in which it tried to
impose its idea of the Great East Asian Co-progp&nne on other countries. China’s
growing power in the economic and military area®aloes not relieve the concerns of
other countries. Rather, it causes the anxiety rfeighboring countries about a
hegemonic China. Among neighbors suspicious of eaitter the relative gains
problem is brought into relief. States are moreywair changes in power disparity
among competitors than allies. Therefore, the gométion of power politics in East
Asia is not conducive at all to regional integratio

Second, the politics of hegemonic stability in tEAsia augur ill for regional
integration too. As many observers point out, tbe-noommunist Asia during the Cold
War is characterized by the “hub-and-spokes” hitdtem between the United States
and Asian countries where the asymmetry of powaridution was extreme. While the
lack of hegemonic power is also antithetical toimegformation, the predominance of
the United States power has deterred, rather thaititéted, institutionalization of
interstate relations in East Asia. The extreme hegg of the United States “inhibits
regime formation by shaping the incentives of bstiperordinate and subordinate
actors away from joint solutions.” In East Asiacaese of hegemony, “a fragmented,
bilateral system of relations, rather than mukitat regimes, was formed” (Crone 1993,
p. 504). Moreover, the status of the United Statea lone superpower in the post-Cold
War world, and its even upgraded relative poweitposresulting from a decade-long
robust economic growth during the 1990s that owgabe growth rate of all other
industrial powers, are not expected from this viewpto affect the prospect of regime

formation positively in East Asia.

Third, Grieco hypothesizes that “when the relatdisparities in capabilities
within a region are shifting over time, disadvartgtates will become less attracted

to institutionalization and the latter will becortess likely to occur” (ibid). That is,
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institutionalization is more likely when the digtntion of power is stable than when the

distribution of power is changing. Grieco says:

if less powerful countries in a region have experezl or are experiencing a significant
deterioration in their relative capabilities thelmey might be concerned that the
enhancement of regional economic ties brought albgutnstitutionalization could
accentuate regional imbalances in capabilities duether in favor of the relatively
stronger partners. From the viewpoint of the lessvgrful regional states, closer
institutional ties and the thickening web of ecomomnansactions they facilitate and
foster might thereby yield a more domineering parin the future. Concerned in this
way about trends in relative capabilities and paééibargaining power, the relatively
weaker partners might shy away from institutioragtiian of regional relationships with
stronger partners in the area. From this perspgecthe surge of Chinese power in
recent years, be it economic, military, or botheslcmot bode well for regional
cooperation. Wary of a fundamental change in thegpcconfiguration in East Asia
caused by China’s rise, lesser powers in East Asight well shrink from

institutionalization.

Fourth, no common perception of threat has exigteHast Asia since 1945
(Foot 1995, pp. 229-30). Sharing an external eneowd lead countries to cooperate
with each other because common security concerie tham iron out the differences
more easily in issue areas of less significance.East Asian countries have not had
common external threats as Europe had in the forengears of European integration
during the early Cold War period. It means coustiie East Asia simply do not share
common security interests. As a matter of facty tlaher regard each other as security
threats, as shown in the rivalry between JapanGinda. The lack of common threat
perception among East Asian countries resultserutiderdevelopment of international

institutions in this region.

In short, from the power-centered view of realipmaspects for regional trading
arrangements should remain bleak. Neverthelessneagioned above, the wave of
regionalism finally seems to have reached East.A&alism may be able to provide
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plausible accounts for the long period of undetHuasonalization, but it does not seem

to fit the recent trends in East Asia.

2. Neo-functionalism

Neo-functionalism provides another explanationEoropean success and East Asian
failure in regional integration. Neofunctionalismpoted in the liberalist tradition of
theorizing international relations, starts from tleEognition of the significance of
interdependence, not only between states, butlmseeen areas of human activity.
The main thrust of neo-functionalism is its empbasi the logic of the spillover effect

and the role of transnational actors and supramait@uthority.

First, the spillover effect reflects the expandivgic of integration. This logic is
set in motion as it is recognized that policies enpdrsuant to an initial task and grant
of power can be made real only if the task itselexpanded (Mutimer 1989, p. 79).
The spillover process can be divided into two pat®nomic and political. Economic
spillover relates to the process of further incogtion of various areas of economic
activity that have initially remained outside theteigration framework. Political
spillover relates to the political effect of econonmtegration, leading to incorporation
of politically sensitive issue areas which haverbartouched in the initial integration
project. From the neo-functionalist view politicgpillover is likely to take place as
integration in the economic sphere proceeds becpol#ics and economics are not
separate spheres of social life, but are intimaely inextricably intertwined (Mutimer
pp. 75-56). Therefore, what has started as a soatembdest economic integration
project, once launched could ultimately lead tatjwall integration, the point at which
most functions normally performed by national goweents were transferred to
international authorities (Puchala 1988, p. 204)erEif the integration process has
been launched purely as an economic growth pr@pasted on laissez faire ideology),

the need for political integration will emerge besa of their interdependence.

Second, the integration process promotes, andrisined by, the emergence of

interest groups, notably industrial groups — bussnand labor — which tend to unite
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beyond their former national confines in an eftorimake common policy and obtain
common benefits (Haas 1958, p. xfiifEven interest groups organized within national
boundaries including firms and local governments @@come more responsive to the
effects that Euro-policies have on them and will tw find ways to make the Euro
policy-making process operate in their favor. Thiegration process thus contributes
to the proliferation of transnational actors. et words, integration is accompanied
by the Europeanization of the scope of interestigactivity.

The movement toward further integration also ésta greater role for
supranational authority. The integration processatas, and is facilitated by,
supranational bureaucrats who can, and do, detédgrangineer links among tasks and
sectors in efforts to enhance their own authoritg & push toward the complete
political unification of countries to which theyeacommitted (Puchala 1988, p. 205).
The creation of more powerful EC institutions imntpromotes the sense that national
governments are not the only places to find sahgtito distributional conflicts. The
extended scope of policy competency and the enbaimstitutional power given by
institutional reform packages such as the SEA aedJvaastricht treaty would endow
the EC institutions with the capability to mobilizlesh demands and supports from

transnational actors for enacting further integrast policies.

From this perspective the process of Europeargrat®n is the process in
which spillover pressure is borne out by newly emed supranational actors and
transnational actors awakened to the benefit @fgnation. Important factors for the
progress in integration are, therefore, whetheretlexists functional linkage between
policy areas and whether supranational and tralsr@tactors have enough ability and
incentives to expand the scope of integration méav areas. For these dynamics to
come into force background conditions for initialstitution-building should exist:
“pluralistic social structures, substantial econorand industrial development, and

common ideological patterns among participatingtsin(Rosamond 2000, p. 69).

! This vision of integration, as Streeck and Schenitioint out, in many ways bears “strong resemiglanc
to a model of interest politics that . . . camééoknown . . . as neocorporatism” (Streeck and $itdmm
1991, p. 135).
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Europe seems to have had all these. While it isl harsay that West European
countries were more or less homogenous in theitiggohnd economy, they all shared
the traits of advanced capitalist democracy. THeg &ave religious commonality —

belief in Christianity.

Unlike Europe, East Asia does not enjoy such fartuEast Asian countries
could not be more diverse at the levels of econateielopment, political system, and
religious orientation. Some are rich, and somersthee very poor. Japan is a member
of G-7, while some countries in this region areled with extreme poverty. Politically,
democratic countries such as South Korea, JapahThailand coexist with Socialist
countries like China and Vietnam, and an authoatastate like Myanmar. While
Confucian influence remains strong in some parthefregion, there are others where

Buddhism, Catholicism, or Islamism dominates thigiaus life of their peoples.

In sum, no optimistic prospects for regional ingggm in East Asia can be expected

from the neofunctionalist view.

3. Culturalism

The pessimistic accounts by realism and neofunaliem of East Asia’s prospect for
economic integration resonate in the culturalistspective as well. Institutional
underdevelopment in East Asia is often attributethe cultural traits of the countries
in this region. Contrary to Westerners who are saitend to “define relationships in
legally binding form, thus giving them a fixed aadforceable character,” Asians are
known to prefer “the loosest possible form of relaship in order to secure the
maximum amount of room for maneuver” (SoesastroMumidall 1997). The reluctance
of Asians toward the institutionalization of intgiate relations, it is said, stems from
such cultural backgrounds. In addition, for the gleamf the ASEAN countries, many
of who still have vivid memories of sufferings ingeal upon them by European powers
during the colonial period, institutional formaligmidentified with Western values so
that it could well conjure up emotional resistat@énternational institutionalization in

general. In this regard it may not be an accidéat Thailand, the country never
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subsumed under a colonial power, is most eager auive in accommodating
international organization among Southeast Asiations. Therefore, cultural the
dimension also works against regional integratiokast Asia.

3. What Europe Means for East Asia

The question that arises from the investigatiorfasas, then, what makes East Asia
geared for FTAs? Is the answer that the condittbas have impeded the creation of
preferential trade zone in this region are char®i@g, are there any new developments
that force or entice East Asian countries to putsylgened cooperative framework in
the area of commerce, while the existing conditiams unchanged? And even if
countries in East Asia are more groping for redionggration now than before, are
there not going to be any new obstacles that hitigeproject? What should East Asian
countries be prepared for? It seems that in regptmshese questions the European

experience provides fertile ground for investiggtanroadmap for East Asia.

Needless to say, Europe means several thingsafstr Asia. First of all, Europe
is an entity to deal with, whether as a compebtoas a partner for cooperation. Europe
is a trading partner of East Asian countries asdntportance is growing. It is also a
destination of foreign direct investment and pdifanvestment by East Asians.
Money flows the other way around as well, so Eurigpalso an origin of investment
money that goes to East Asia. In some internationgénizations such as the World
Trade Organization the European Union acts as otig.eAs European integration
deepens, the collective voice of Europeans becdoueler and it has more impact As
such, Europe is both a challenge and an opportuiiibe spread of integration
movements around the world attests to this facteyer more tightly integrated Europe
in the 1980s and 1990s spawned a sense of urgemoyga countries in other
continents that they lagged behind a bigger anohgar Europe. Such fear was a
driving force of integration in other parts of thverld. An integrated Europe can be a
bigger market for East Asia on the one hand, suethanced market power carries a

bigger leverage in international negotiations.
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Secondly, Europe is an example to be imitatedofiboasts politically stable
democracies, a prosperous overall economy, andti@ttarze and stimulating cultural
heritage. Above all, its experiment in regionalegration has been a tremendous
success. It brought about peace and prosperityhenEuropean continent. It also
consolidated democracy in countries where the ipalitsystem was fragile and
capitalism was feeble. As such, Europe provideatmale for East Asia to pursue
regional integration as a way to stabilize the tmal situation and to improve
economic conditions. Further, it could show a sgat roadmap for economic
integration in East Asia. Europe’s goal was ambgidrom the beginning, but its
approach has been quite practical all along, admsfiexibly to changes in the
international environment and the needs of the neeratates and peoples. Steps taken
were modest and gradual most of the time, but thady accumulation of them for
fifty years has vyielded the most extraordinary mmeanon in the history of
international relations: the voluntary and subsédrntansfer of sovereignty by nation-
states to supranational authority.

Thirdly, Europe also shows East Asia what to bewaf. The process of
European integration was far from smooth, as ilaistl in the EPC/EDC fiasco in
1954 and the empty chair crisis in 1965. Europegaegration also stagnated during the
1970s when member states failed tried to forgenanconity-level solution and tried to
cope with the worldwide economic downturn in a freemted way. In the past, the fault
line that caused such troubles was usually drawtwdsn nationalism and
supranationalism. While tension between these tweet still hovers, new challenges
arise from the very success of Europe’s markettes economic integration — those
of distributional problems and democratic defiltiis these aspects that | will consider

below.

As theories of international relations point aujther system-level factors nor
unit-level conditions are favorable to economicegration in East Asia. The non-
existence of security community among countries arstkong United States presence
in the region renders the task of economic integmatvery demanding. The
heterogeneity of the constituent countries in palif economic, and cultural terms will
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make it even more daunting. Compared to Europet Esia definitely has tougher

obstacles to overcome. Difficult as it may be, oegl integration should not be an
impossible enterprise in East Asia. If new circiamses arise and the incentive
structures of East Asian countries change, andsifategy for economic integration is
drawn carefully enough to overcome both, then iratiégn can take-off. However, even
if East Asia passes both system-level and unittieests and succeeds in building a
preferential trading arrangement thanks to circamtsl changes, the European
experience leads us to anticipate that East Adiehawve to encounter more challenges

— again the two problems already mentioned.

1. Distributional Problems

After a long period of “Eurosclerosis” and “Europesism” in much of the 1970s and
the early 1980s, which coincided with the “dark "agé the European Community

(now the European Union), Europe relaunched an teoabieconomic growth project,

culminating in the Single European Act (hereafter 8EA) and the 1992 project, thus
spawning a sense of “Euro-optimism.” It has beepleatically and repeatedly pointed
out that the fully developed internal market of theropean Community would bring

aggregate benefits to the EU as a whole, to a léval is unattainable without

integration — hence so much talk of the “cost af-&mrope” (Cecchini 1988).

Accompanying this elevated hope was the concebwmsitathe distributional
consequences of a fully integrated and barrier-inéernal market in which capital,
services, goods, and people can freely move. Theywtas been voiced that the
implementation of the 1992 project in the newly egmgy “frontier-free Europe”
would produce both winners and losers, at leasthen short run. Faced with the
possibility of uneven distributional consequendd® EU has attempted to develop
various policy measures to cope with the problemo Tof them deserve special
attention: the regional policy for reducing dispias between regions and the social

policy to close the gaps between classes.

2 Indeed, it has been suggested that the Europeanirizs would not sustain their relative statushie
world political economy if combined efforts to reag themselves were absent.
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It has been widely acknowledged that the integnatibthe European Market can lead
to either of the following two directions. On theeohand, the increased mobility of
capital in the internal market of the EC might tesa further concentration of
industrial investment in the already highly indisdized regions. Since these regions
have sophisticated infrastructures and well-traitedxbr forces, and are hence able to
command higher productivity, it is possible thatastment capital is attracted to the
fertile resources for industrial activities thegsgions offer. This is what Streeck calls
“the agglomeration effect (Streeck, 1991). If it occurs then more indusizid
countries will benefit from it while the relativefyoor, less industrialized countries will

suffer. If this happens the already impoverisheglores will get even poorer.

On the other hand, unrestrained capital movemsatraight result in the flight
of capital from the core to the periphery. WhileKimg the developed infrastructure
and skilled labor compared to the core countries,peripheral countries do have their
own competitive edge in luring firms: the lower watevel. Seeking more cost-
efficient methods of business operation investoightrbe tempted to escape from the
high wage regimes of the core and move to the penp This is what can be called
“Delawarization” or the “Sunbelt effect.” If it h@pgns the result will be the growth of
industry in the periphery and its decline in theecdf this happens workers in the core
countries will end up either losing their jobs armng lower wages and working under

worse working conditions.

Regional policy and social policy were the EU’spense to these concerns. To
be sure, what the EU is doing may not be enough.HW budget allocated to close the
gap between rich and poor regions — structural Sunds considered too small to
remedy the existing disparities. The problem ofaegl disparities will further widen
after the EU’s eastward Expansion in 2004, buBbledoes not seem to have sufficient

resource to deal with the problem. As to the E&ffort to protect labor’s interests,

% This is also called ‘backwash effect.” Accordinglieonardi, the backwash effects entails the attrac

of capital, skilled labor, entrepreneurship, tedbgg, etc. towards core areas and discouragemethieof
movement of production factors from the developedeco the less developed periphery. Leonardi
further notes that this notion provides the majbectretical argument that has been used in the
development of regional policy in the EC. See Le&dn&993, pp. 496-497.
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even more criticism could be raised. EU socialdigion has been characterized as “no
more than a statement of principles” (Coombes aadsRp. 217) or even as “non-

binding and heavily diluted declaration of prine@gl (Rhodes 1991, p. 246). As such,
EU social policy has been declared to be “a magieat for European labor and an

obstacle rather than an aid to the developmeriteo§ocial dimension” (Lange 1992, p.

12).

Nevertheless, what is important about the EU fastEAsia on this matter is that
it is taking these distributional problems seriguahd trying to do something about
them. As a matter of fact, regional policy and abpblicy legislation at the EU level is
not an easy task. First, to aid backward regidresBU needs to raise money first, but it
is already spending more than a third of its tbiadiget for structural funds,4 and the
EU budget was constrained by EU law not to exced% of total GNP as of 1999
(Begg and Grimwade 1998, p. 68). With this ceilong the budget in place, the EU
does not have much room for the increase of theuatradlocated to regional policy.
Second, as to social policy, harmonization in #mea is extremely difficult because
each member state has long developed its own seygém that has been tailored to
the changing needs of its people for long time. hhgonal social system has also
developed vested interests, and these vested sStdeofien are keen to preserve the
current system. Any attempt at creating a Europeasl social system, therefore, is an
anathema to these vested interests, and will fageus resistance from the citizens of

the member states.

Given these limits placed on EU-level legislationthe regional and social
policy areas, it would be too much to expect thet&ldevelop an effective mechanism
for dealing with the distributional consequencesnafrket integration. Maybe what the
EU is doing cannot be the solutions to its problefmst at least it succeeds in
addressing the regional and social issues andtimgdhe agenda. By doing so, it
summons support for further integration from thed& unions and regional political

bodies.

* About half of the EU’s total budget goes to CAR(@non Agricultural Policy). The share of the CAP
is declining steadily.
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2. Legitimacy Problems

In the Treaty on European Union the EU member ststipulate that they are attached
to "the principle of liberty, democracy and respket human rights and fundamental
freedoms and of the rule of law." While all memBtates of the EU are undoubtedly
well-developed democratic political system, howetlee EU is being criticized for not

being democratic enough. The debate on the “deriodeficit” illustrates the point.

The outcry is that while a growing number of polangas are falling under the purview
of the EU and an increasing number of decisionsnaade at the supranational level
there is no concomitant development of a democnaigchanism is to ensure an
adequate level of public participation in EU affairThe same goes for the
accountability of decision-makers and the trangpaye®f the decision-making process.
Such problems stem from many sources: qualifiedoritgjvoting in the Council of

Ministers; the direct effects of EU law; and thecreey of the Council and the

Commission meeting (Martin 1993).

The efforts to remedy the problem of the democrdgficit come from two
directions. One is the effort to strengthen the @oand authority of the European
Parliament and the other is the attempt to appdyghnciple of subsidiarity to EU
decision-making. They represent, respectively, augiional and national solutions. It
remains to be seen how effective these measurdas argproving democratic practice
in the EU. The current situation does not seemwalls to have an optimistic
expectation. One of the prominent problems is the turnout in elections for the
European Parliament. The turnout has progressoetyined since the introduction of
popular vote in 1979 as is seen in [Table 5-1]. Tdve turnout in European elections
and the resulting lack of legitimacy of the Eurapdarliament as a representative
body of Europeans indeed bodes ill for democracythem EU and its legitimacy.
However, again, what attracts attention here i¢ tha problem of the democratic
deficit was recognized to be a serious impedimenthe way to further integration and

concrete measures are put in practice to correctithation.
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Table 5-1 Turnout in European Parliament Elections

Year 1979 1984 1989 1994 1999
Turnout

65.9 63.8 62.8 58.3 49.0
(EU average, %)

Sources: Smith 1995, p. 210 for 1979-1994 data;lstednational Herald Tribune for
1999 data

4. Conclusion

What can we learn from the experience of Europesegration? The comparison of
initial conditions for institution-building in Eupe and Asia is more likely to lead us to
a pessimistic and defeatist view with regard toghespect for economic integration in
East Asia, than to drive us to find a useful roagrfa future steps toward regional
integration. The move towards integration is novinig@ momentum anyway. The
driving force may come from sources that are dafierfrom Europe’s case. Indeed,
neofunctionalists admit that “it was also possithlat locally specific conditions (or
‘functional equivalents’ to the background condigoin Western Europe) might be
sufficient for the generation of integrative potehin other regions (Rosamond 2000, p.
70).5 Once an integration process starts up, howéveés possible that the process
resembles European experience more and more, leetagsthe logic of market that
works at the core. That is, once the economiesast Bsia are integrated, the market
force unleashed by integration will propel economiowth in this region on the one
hand, and will possibly worsen inequality problemtbe other. Such market failures
could in turn engender strong anti-integration ise@mt in quarters of the participating

countries that question the legitimacy of the whioleegration project, throwing the

® This is basically to say that there exist regibnaipecific background conditions for economic
integration. If so then neofunctionalism may hawegive up being a general theory of regional
integration, as far as the initial stage of regiantegration is concerned. In this sense neofonétiism
should be regarded not as a theory about how relyiotegration starts, but as the one about how
regional integration proceeds once it gets started.
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enterprise of economic integration into disarrayctsnegative sentiments also can be
mobilized for electoral purposes, further makinghdrd to sustain a cooperative
framework among states. The point here is that i@ishows the significance of being
attentive to the consequences of economic integrati that is to the distributional

problems and resulting erosion of legitimacy.
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6. Security Cooperation: European Experience and # Asian Way

Sangtu Ko, Yonsei University, Seoul

1. Introduction

For the last decade the Korean peninsula has exped nuclear crisis twice. The first
round of the crisis in the early 1990’s was pedbefettled after Pyongyang made a
concession to the United States demand to suspemdi¢clear development program
and concluded the Geneva Agreed Framework wittthieed States. in October 1994.
This headed off possible strikes by the United éstatgainst DPRK nuclear facilities.
At that time Pyongyang was worried that it couldtie next target after the victory of
the United States in the 1991 Gulf War. The secanohd of the nuclear crisis has
recently shown signs of danger. After Pyongyang aNdshington exchanged
belligerent rhetoric, the prospect for a peaceédotution of the crisis is now more
encouraging, though tentatively so. But it is taolyeto expect a peaceful resolution of

the crisis for now.

Against this summary background, it is the mairaidé this paper that a new
security concept should be applied to address tiises avith the aim of dramatically
changing the security environment surrounding Koneaninsula. Seeking for the most
suitable security concept requires discussing therging security cooperation in East
Asia. In this light the purpose of this paper ii@mine the roles of multilateralism in
the process of forging a new security order in tégion. Thus | will explore the
usefulness of security cooperation in the concvéth the case of the North Korea

nuclear issue. This paper is composed of the fatigwections.

The second section discusses different conceptsnoltilateral security
arrangements. The European experiences in secoadyeration help us conceptualize
the emerging security arrangements in East Asia fhird section deals with the
existing security cooperation in the region. ASEANaking the lead in this field. In
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the fourth section | will examine how the secudboperation will be able to contribute

to resolving the North Korea nuclear issue.

2. Contending Security Concepts

Peace is regarded as the maximum condition to eehaational security interests.

Nevertheless, the pursuit of security interestssduoa always lead to peace; rather it
often causes wars among nations. Wars would bretl one actor attempts to pursue
its competing security interests by suppressingdhaf others, the outcomes of which
could be — and are — frequently costly and devagtdbr both the victors and the

defeated.

The Cold War period was dominated by the conceptiat security would
have to be achieved through competition and cotdtmm. Indeed, the United States
envisioned collective security as a new securitycept after the Second World War.
Collective security is a type of multilateral satuicooperation, which implements a
collective military enforcement against memberestdhat break peace. As history tells
us, this global mechanism of collective securityvbeer has never been fully put into
practice. Collective defense has been implememtdta form of the military alliance
instead.

Actually, the UN Charter reflected this situatiamdaallowed regional security
arrangements to be a legal right of defense. DuhiegCold War the security concept
was associated with the balance of power and wasdban military alliance. Many
alliances, both bilateral and multilateral mechargsof collective defense, composed
of the broadly defined regional arrangements in ynagions of the world, which

enhanced the Cold War confrontation between twedatamps.

! Hoshino, Toshiya. 1998. “Multilateralism in Eassian Security Order: Track | and Il Experiences”
Kwang Il Baek (ed)Comprehensive Security and Multilateralism in POstd War East Asia(Seoul:
KAIS), p. 132.
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Alternative security concepts have received atbentafter the end of
confrontation between the two military blocs. Tharigus types of conceptions
regarding security relations, such as securitynmegi or security communities, have
awaked the interest in the academic world afteretiek of the Cold War. For example,
Krasner defined the regime as sets of implicit xylieit principles, norms, rules and
decision-making procedures around which actors’eetgiions converge in a given
area of international relatioisAccording to Jervis security regime is perceived t
better foster peace and stability because indiVidi@es are always motivated to

pursue cooperation viewing the individualistic pirsf peace as too costly.

A security community shares many of the basic apsioms of the security
regime. The concept launched by Karl Deutsch inli®80s has been less frequently
applied during the Cold War. However, experienceedval when it was used to
understand the security integration of the Europkkmon. A pluralistic security
community is defined as a region of states whosgples maintain a dependable
expectation of peaceful evolution. The main differe of a security community from
the security regime lies in whether there exisesdbveloping sense of shared identity
that induces constituent states to foster peacestatdlity. The transition of ESDI
(European Security and Defense ldentity) to ESD&dpean Security and Defense
Policy) in the European Union and the accessionEa$t and Central European
countries to EU suggest that a pluralistic securgypnmunity has been developing in

the region’

While the states in the security regime model geduild legal constructs and
its institutional expression, the states in theusgc community regard identity as a
driving force for strengthening mutual cooperatiofhe concept of a security
community, however, does appear applicable to Hesa because a sense of

2 Krasner, Stephen D. 1983. “Structural Causes aegdine Consequences: Regime as Intervening
Variables,” in Stephen D. Krasner (ethjernational Regimeglthaca MA: Cornell University Press) p.
2.

3 Jervis, Robert. 1982. “Security Regimesiternational Organizationvol. 36, no. 2, p. 360.

* Waever, Ole. 1998. “Insecurity, Security, and As#yg in the West European Non-war Community,”
Emmanuel Adler and Michael Barnett (edSgcurity Communitie€Cambridge: Cambridge University
Press)



95

community is altogether currently lacking. UnlikeirBpe, even during the Cold War
period no region-wide anti-communist security altie could be created in the Asia-
Pacific mainly due to the diverse histories andwsal roots and the peculiar local
patterns of rivalry and enmity in the region. Hrstally there has been military rivalry
between continental China and maritime Japan. dlen@l legacy of South Korea and
China has promoted enmity toward Japan. This is gfathe reason why neighboring
countries express their concern about the margimadire active role Japan could play

in regional contingency.

The concept of a security regime is also not slatad be applied to Northeast
Asia. Only primitive forms of institutional mecham exist in the region mainly as
security consultation and discussion on a possgaeeral security agenda — for
example the ARF (ASEAN Regional Forum) and CSCARuU@il for Security

Cooperation in the Asia-Pacific).

The European experience teaches us that thereasimy levels of security
cooperation, namely cooperative security, secueigyme and security community. The
first and realistic step of security arrangemenNortheast Asia involves cooperative
security. This cooperative approach to security bafp to create an international
regime. Generally, cooperation can be instrumentptomoting international regimes.
The security community as the most developed stadgecurity cooperation will offer
the best opportunity to keep peace among membdpbnsat Europe has been
experiencing a security regime with the CSCE a$ ageh security community with the
E.U. Northeast Asia should begin with its experefrom cooperative security, which

is made up of dialogue and consultation about ggdasues among nations.

3. Emerging Security Cooperation in East Asia

The new approach to security has been emergin@gsn Asia manifest in regionalism

and security cooperation. The regional and cooperaipproach to security gradually

® Kim, Ki-Jung and Yongho Kim. 2002. “Alliance vessGovernance: Theoretical Debates Regarding
Security of Northeast AsiaPacific Focusvol. 17, no. 1, p. 15.
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appears to be taking root, although the existitafdrial security arrangements still play
a vital role in maintaining stability in Northea&sia. This change suggests the shift of
security structure from bilateralism to multilatésen in Northeast Asian security

arrangements.

The security structure in Northeast Asia has aealiyt been characterized by
bilateralism. The United State has been playing@aalihg role based in its bilateral
security alliances with South Korea, Japan and @&aiwespectively. However, the
changed security environment has been demandingjtdateral security arrangement.
The question arises then: why are more governnsfiawing increased interest in the
development of cooperative measures on a regiasas o address challenges to their
security? In reply to this question it needs taabknowledged, firstly, that the concept
of security has broadened since the end of the G#ld There is a growing realization
that if the unconventional threats to national segsuch as transborder air pollution,
international criminal activities and the mass flofwrefugees and the like can not be
addressed, they may easily escalate into militaojemnce. These problems can be
effectively solved through multilateral and coopge&a means. The existing bilateral

relations in the region are not sufficient to sdlve problem$.

Secondly, there is an emerging view that coopezatand multilateral
mechanisms can provide less costly and more fifusthlutions to such conventional
security concerns as territorial and ethnic dispated the regional arms race. A great
number of states in East Asia spend more moneyadlgran defense in the post-Cold
War period than before. The competitive acquisitmharms has bee stimulated
particularly by strategic uncertainty in the regiofo address this problem more

reassurance has to be gained than from the strafedgterrence because multilateral a

® Hong, Kyudok. 1996. “Northeast Asia Security Compien: A False Promise or A Sine Quo Non for a
New Non-Conflictual International Order in the*2Century?” Myong-Moo Hwang and Yong-Sup Han
(ed)Koran Security Policies Toward Peace and Unificati(Seoul: Tajo) p. 35.
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security framework will work as a measure to enleaocgonfidence, alleviate possible

tensions and reduce political uncertainfies.

Lastly, the interest in regional security arrangeteehas been stimulated by
the economic factor. Economic cooperation in Nathé\sia has become the basis for
the countries in the region to promote cooperating better political relationships. In
addition, the end of the Cold War has removedtimaénse ideological barrier that had
given rise to distrust and enmity among statesdiecades. This new situation has

catalyzed an interest in regional security cooj@man Northeast Asi.

Although security cooperation is growing in imparta, it is faced with the
varied attitudes of the major powers in the regi®he United States in principle
maintains a skeptical position. It has placed kit regional cooperation because of its
concern with its shrinking influence in the regidfultilateral cooperation requires the
assumption of equality or non-discrimination. Blé tUnited States recently views a
security dialogue as rather acceptable, because régarded offering an additional
method of engagement. Indeed, the American shifatd a gradual acceptance of
multilateralism proceeded under the condition tte¢ multilateralism would not
replace the existing bilateral security relatiopstwith the allies in the region.
Therefore, the Unites States still remains passowards launching multilateral

arrangements.

Japan has a positive attitude towards security @@ijon. It views multilateral
security forums as opportunities for getting mocgvaly involved in regional security
matters. Japan has been seeking to be a “normal’ sthich exerts a political or

security role in the international arena commertsuath its economic clout. There is

" Lee, Seo-Hang. 1997 “Multilateral Security RegimeNortheast Asia: Policies and Attitudes of Four
Regional Powers” Yong-Soon Yim et al (e8gcurity Environment in the 2XCentury and Korea’s
Strategic Options(Seoul: RIIA), p. 159.

8 |bid, p 163.
° Hong, Kyudokp. cit, p. 49.
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no doubt that Japan will not take risks associatéd security initiatives that might

weaken the military ties with the United Stat@s.

China has an ambivalent position towards multiidiem. It initially refused to
participate in regional multilateral security forgjmassuming that a bilateral basis is
more advantageous for China in negotiating withlEnaeighboring countries. With
the emergence of the ARF and the growing importasfceultilateral forums China
has been confronted with an international enviramnikat it can no longer ignore.
Indeed, China places limits to regional cooperaswengements, which deal with

domestic issues such as Taiwan and Tibet.

Russia has a welcoming position on multilateralifies because these provide
opportunities to engage in Northeast Asian secustyes. For its part, Moscow has
already signaled its desire to become more dirdotlplved in multilateral security
dialogue in East Asia since the Gorbachev era. gdrécipation in the forging of a
regional order has been the long-term goal of Rns$bdreign policy in East Asia.
Russia has always suggested international forunmonflicts occurred. Despite its
active interests, Russia possesses little leveraga North Korea and remains
distrusted by Japan due to territorial disputes.

From the beginning of the 1990’s the skepticismaxvmultilateralism has
receded and efforts have been made to establisiityecooperation in East Asia. The
Council of Security Cooperation in the Asia Pac{ftSCAP), known as a Track Il or
unofficial channel was launched in 1992. The macug of CSCAP activity is policy-
oriented studies on specific regional politicalts@y problems. It was followed by the
ASEAN Regional Forum (ARF). The other notable atitrzes include the issue-specific
forums aimed to curtail the North Korea’s suspectadlear programs, the Four Party
Talks, the Six Party Talks and the KEDO.

1% noguchi, Takashi. 2000. “Possibilities and LimifsRegional Cooperation in Northeast Asia: Segurit
and Economic Areas.” Tai-joon Kwon and Dong-SungnKied) World Order and Peace in the New
Millenium, (Seoul: UNESCO), p. 297.

M Lee, Seo-Hang, p. 173.



99

Southeast Asian countries, despite their differeren@d even conflicts over
many issues including territorial ones, have lotegied the ASEAN to success. At the
outset the ASEAN claimed not to deal with secussues. After the end of Cold War
the ASEAN started to consider political and seguissues. As a result the ARF and
the CSCAP have emerged as the key forums for dielagn security issues at the
Track | and Il respectivel{?

These security arrangements, however, are not tbpep ones that will
guarantee peace and stability in Northeast Asiaa,abecause such multilateral
arrangements are tailor-made to the larger AsidfiPacegion. The security
environment of Northeast Asia seems much more catgi For example, no
multilateral arrangement can endure without theresg support of the United States
and China. And no security cooperation can be drdewithout the participation of

North Korea'®

4. Security Cooperation and the North Korea Nucleatssue

The foreign policy team of the Bush administratisrlivided into hawkish and dovish
groups regarding the strategy to solve the NortreKmuclear issue. The regionalists
seek to tailor strategies that pay due regard tpomal characteristics and the
sensitivities of allies and friends. They preferltiateral and diplomatic approach. But
the globalists try to defend the non-proliferatregime of weapons of mass destruction
at any cost. This dualism of the United Statescgadiowards North Korea has caused

concern and some confusion among its afffes.

It is evident that there is consensus on dismantle nuclear program as the
main goal. How to achieve this goal, however, haalgzed a continuing policy debate

within the Bush administration. A similar patterh such a competition appears

12 paik, Jin-Hyun. 1998. “Security Multilateralism ine Asia-Pacific: Merits and Limitations” Kwang |I
Baek (ed)Comprehensive Security and Multilateralism in PGstd War East Asia(Seoul: KAIS), p.
306.

13 patterson, Dennis. 1998. “Security in Post-Cold r Wéprtheast Asia” Kwang Il Baek (ed)
Comprehensive Security and Multilateralism in PGstd War East Asia(Seoul: KAIS), p. 11.

14 Quinones, Kenneth. 2003. “Dualism in the Bush Ausiiation’s North Korea Policy,’Asian
Perspectivevoal. 27, no. 1, 203.
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transposed onto the international level betweerUthiged States and South Korea. The
South Korean Government has been unhappy with tisé Bdministration, because the
hawkish approach of Washington towards North Kdras slowed the pace of Korean
reconciliation significantly and an eventual mititastrike would provoke North Korea

to launch a devastating counterstrike.

The strategy of the United States seems to be.des composed of three
steps. The first step is to put diplomatic pressameNorth Korea. To this purpose the
Bush administration launched its initiative to lgriBeijing and Moscow together to
solve the problem. This preference was reflecteditsn earlier efforts to rally
multilateral support at the TICOG, KEDO and IAEAhd& recent Six Party Talks can
be evaluated as the result of the successful @tideeunch a multilateral mechanism to
resolve the nuclear problem. The United States &mackle the nuclear problem by
offering a security guarantee to North Korea. listhnitiative is successfully
implemented North Korea could be brought to the418greed Framework aimed at

resolving Washington’s nuclear concerns.

The second step of the United States strategy éha&e off the North Korean
Regime. This step seems to be motivated by ansmses that the Kim Jongil regime
will not survive for a long time. The United StatEsecasts that the North Korean
regime would collapse, whether North Korea coutttispile significant nuclear arsenal
or not. The focus of United States policy, therefas shifting to both slowing the
DPRK’s nuclear acquisition and blocking the inflofvhard currency into North Korea
from missile sales and drug smuggling. Tokyo sugp@&ush’s policy of economic

sanction against North Korea and prohibits Northidén vessels from coming to Japan.

The military option as the last step remains opeo the future. It depends
partly on whether President Bush can afford to maéace in Irag and come up as
winner at his reelection this year. Anyway, the tddiStates is trying to improve its
military options toward North Korea in the long rby repositioning its armed force. If
the first and second steps will not work well thditary attack would be the final

option to solve the nuclear problem.
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In this context the impetus to Northeast Asian sgcaooperation could come
from the North Korea issue that has had a tremendopact on the security thinking
in Northeast Asid® There emerges a consensus on the need to creete multilateral
forum among nations interested in the nuclear isbué it will be not sufficient to
launch cooperative security measures like the @ntyPTalks. Even if the latter were
successful a multilateral arrangement like secuatyme will be needed to resolve the
issue completely. One of the security regimes tiaait be recommended to solve the

North Korea nuclear problem is establishing a msi-ise regime in Northeast Asia.

In 1978 the United States and the Soviet Unionadlyepromised not to use
nuclear weapons in any conflict. In 1964 and in8.@hina also pledged not to use
nuclear weapons first. In 1993 China even calladafo international convention on
unconditional no-first-use of nuclear weapdhBut such position of the major powers
has dramatically changed. The Putin administraponthe first use option of nuclear
weapons into the new military doctrine of 2000.2002 President Bush announced a
new doctrine of preventive war and named North Kamee of the United State nuclear
targets. This trend shows that the Korean penirfsasabecome vulnerable to threats of
nuclear capable neighbours.

To justify the NPT treaty and to persuade Northd€oto give up its nuclear
program all nuclear capable nations surrounding Kwrean Peninsula should
guarantee safety from nuclear attack to small anddie powers in the region,

including North Korea itself.

15 Yamamoto, Yoshinobu. 1998. “Japanese Relations Kitrea in Multilateral Perspective” Chae-Han
Kim (ed) Domestic Politics, Trade Negotiation and Regionakgration: the US, Japan and Korea
(Seoul: Sowha), p. 179.

% Kim, Woosang. 1996. “Multilateral Efforts for Kaae Unification: South Korea’s Perspective”
Byong-Moo Hwang and Young-Kwan Yoon (elfliddle Powers in the Age of GlobalizatiofSeoul:
Orom), p. 434.
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4. Conclusion

During the Cold War era security interests in tegion of East Asia were pursued by
competition and deterrence, not by cooperation. ddeer, the competitive security
structure was constructed on the basis of bila@ii@nces. East Asia has been rather
unfavorable to the notion and practice of multiaism. No region-wide security
mechanism was forged until the ARF and CSCAP wstabéished in the early 1990’s.
The emergence of security cooperation has beeretaddoy a number of barriers; by
rivalry and enmity; by divergent historic and cu#flroots in the region; and by

ambivalent and skeptical attitudes of major povietse region.

Multilateral security cooperation has increasingdgeived greater attention as
a supplement to the existing bilateralism. Militakliances will remain as they do
today. However, new practices of security can fakther root in a multilateral fashion.
The North Korean nuclear issue provides an oppiytdar such forums as security
dialogues through which the transparency of thethiNdforean nuclear weapons

program will increase.

The CSCE successfully contributed to settling #ees security issues in
Europe in the 1980’s because it provided a forundfalogue. Due to the lack of such
a security forum in Northeast Asia, states in tregion should always reach an
agreement on membership, format, and procedureegbtration first, whenever a

security problem occurs. The North Korean nucleablem meets the case.

East Asia today witnesses the two types of secarigngements. The first one
is the set of bilateral military alliances, thecstled “hub and spokes” mechanism. This
type was riginally established in the Cold War &raontain the Soviet expansion. The
second type is the security forum of ARF and CSCARis new approach of
cooperative security is gaining more importancee finclear problem on the Korean
peninsula strengthens this trend further. The SikyPTalks are the example of new

multilateral security cooperation. Moreover, a sagguegime will be necessary and
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possible in the process of dismantling the Northrd&o nuclear program in the long

run.
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7. The Possibility of and Prospects for a China-Jaan-South Korea
FTA: The Lessons from European Integration

Jongwon Lee, Suwon University, Suwon

1. Introduction

Unlike other regions of the world, Northeast As@ountries have, until recently, not
devoted much energy to the establishment of regimading blocs. Today, however,
this is changing and a new emphasis on Free Tragkoolations (FTAs) among
Northeast Asian nations has emerged. This new farugegional FTAs can be
attributed to the following factors: the Asian fn@al crisis, long-term economic
recession in Japan and China’s accession to thddWoade Organization (WTO).
Amongst North East Asian countries Japan was tisé tio conclude a FTA with the
signing of the Japan-Singapore Free Trade Agreenmedpril of 2002. Further, a
China-ASEAN FTA has also been agreed to in priciith negotiations still on
going toward the goal of implementation by 2010jlevisouth Korea signed an FTA
with Chile which has not yet taken effect. In O@pbl2003 in Bali, Indonesia, South
Korea and Japan agreed to start negotiations t@xhedformation of a FTA from next

year.

Apart from these bilateral relations the three ¢oas of Northeast Asia (China,
Japan and South Korea) are actively strengthemiggmal economic cooperation, and
discussing the possibility of FTA. But the posisonf the three countries are quite
different; particularly between the two biggest wwies of East Asia which have
competing interests in East Asia, a situation thakes economic integration and FTA
difficult in the short term. Given the worldwideetrd toward globalization and
economic integration, East Asian economic integraieems inevitable in the future. It
should also be noted that this competition betw€bma and Japan does create a
unique opportunity for South Korea to act as aaegi mediator.

With a view toward fostering a deeper understandihthe dynamics behind

the relationship that exists between Northeast'sdeagest countries, | will begin the
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following analysis with a review of economic intagjon trends in Northeast Asia,
followed by an analysis of trade and investmenth@ region. This paper will then
consider the possible effects of China-Japan-SKotikea (CJK) FTA and compare the
positions of the three countries: suggesting ptessitture scenarios. Finally an attempt
will be made to take some possible lessons from dkperiences of European

integration.

2. The Recent Trend of FTA in Northeast Asia

The Asian financial crisis prompted serious distrss regarding regional trade in
Northeast Asia. Prior to the onset of the crisisl897, ASEAN (the Association of
Southeast Asian Nations) was the only economicatBgrated body in East Asia. East
and Northeast Asian countries tended to pursue etrédgsrough multi-lateral
organizations like GATT/WTO. According to the WT@owever, almost all member
countries of the WTO are affiliated with one or maegional trading blocs with the
exception of Northeast Asian countrfes.

Japan was the first in Northeast Asia to break thésd by signing the
Economic Agreement for a New Age Partnership wittgSpore in November 2001.
At present, Japan is actively pursuing FTAs withxMe, South Korea, Canada,
Australia and New Zealand. South Korean negotiab@ee had serious discussions
with Chile and Japan in the hopes of inking agreemeAs well, Korea is also
considering New Zealand, Mexico and Thailand asir&utFTA partners. At the
ASEAN+3 summit held in November 2001 Korea initthtialogue on the creation of
an East Asian economic community or EAFTA (EastaABiee Trade Area). It was
also during the ASEAN+3 Summit that China and ASEAMounced that they had
decided to create a FTA within ten years.

Many researchers and academics have proposed dheofda regional FTA
between China, Japan and Korea that had origisalifaced during discussions on a

Korea-Japan FTA. More recently, several Chinesen@tists have proposed a

L WTO, Focus NewsletteDecember 2000, p. 14.
2 Excluded agricultural sector.
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trilateral FTA. Admittedly, these proposals ardl gtilite new even in academic circles;
however, it is noteworthy that Chinese scholarsppsed the idea, a position that
seemed unlikely until very recentlyPerhaps the most significant development with
regard to economic cooperation has come from theeles of these three countries. It
was at the ASEAN+3 Summit Meeting in Manila in Nouger 1999 that the leaders of
China, Japan and Korea had their first historic tinge At the Singapore meeting in
November 2000 they agreed to make the three-waynsuan annual event. At these
Summit Meetings the leaders of the three counaiggeed upon some proposals that

could help lay the foundations for future trilatezaoperation.

First, based on an agreement reached at the Maaitanit Meeting, in which
China, Japan and Korea committed to conductingt jogsearch on economic
cooperation, the Development Research Center (OdiRChina, the National Institute
for Research Advancement (NIRA) of Japan, and tbhee& Institute for International
Economic Policy (KIEP) embarked upon a joint reskgproject in November 2000.
Their joint report and policy recommendations ortré8gthening Trade Relations
between China, Japan and Korea” were presentdx taespective leaders prior to their
Brunei Summit Meeting held on 5 November 2001.%& Brunei Summit Meeting the
three leaders agreed to hold regular meetingsef dtonomics, finance and foreign
ministers. These ministerial meetings now servevesues where major trilateral
economic cooperation issues are discussed — disngsthat will be the precursor to

formal economic integration in Northeast ASia,

These new movements toward economic integratiorNamtheast Asia can be
explained by several factors. First, Northeast Asaam be regarded as a “natural
economic territory”. Professor Scalapino defineds term as a multilateral sub-
regional entity which takes advantage of naturanemic links. This was originally

used to describe the economic characteristics @fTilimen River area where North

% Professors Hai Wen and Zhang Xi proposed a trdatéTA and Professor Hu Angang proposed an
FTA between China, Hong Kong, Japan and Korea.

* Changjae Lee, “Long-Term Visions and Policy Direas for Regional Economic Cooperation in
Northeast Asia”, prepared for presentation at thén& Japan and Korea Joint Project Symposium on
Institutionalization of Northeast Asian Economicdperation, held in Seoul on 20 December 2001, pp
178-180.
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Korea, China and the Russian Far East meet. Bsitctincept can be extended to the
entire Northeast Asian regioh.Second, through the Asia financial crisis, these
countries realized the need for close cooperatioedonomic and financial affairs.
Third, China’s accession to the WTO in 2001 hasessitated numerous policy
changes including significant reductions in Chintsffs, the removal of non-tariff
barriers that currently impede neighboring coustrgkports to China, the opening up
of its service sector and the further protectionnwéllectual property rights. China’s
globalization and reform policies stimulate economiegration in these areas. Fourth,
Japan’s economic recession and its positive effiogard regional integration as a
countermeasure to domestic decline has also stietllaconomic cooperation in

Northeast Asia.

3. Analysis of Trade and Investment: China, Japantad South Korea (CJK)
1. CJK in the World

In general, the larger the scale of economic i@tiégn the more probability it has to
include the lowest cost firms. In addition, theeefs of economic integration will
widen due to the international divisions of labardathe effective allocation of
resources. In this context, if we compare the siz€hina-Japan-Korea with the EU
and NAFTA, though their aggregate population isnagh as double that of the EU and
NAFTA combined, their total GDP is much less thaattof the EU and NAFTA
separately(see table IlI-1). In the case of Chin@BP if we calculate it at the
purchasing power parity exchange rate it will bé 8mes bigger than at the official
exchange rate. Considering the economic dynamicShifa, the GDP of CJK will

reach almost the same level as other regional b¥dbsn 10-20 years.

® Choongyoung Ahn, “Newly Emerging Economic OrderNortheast Asia and a Vision for Korea’s
Business Hub”, prepared for l0nternational Conference of Korea Economic Assimig 12-13
August 2002, Seoul, p .2.
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Population GDP Area
(Million) (Billion USD) (1,000km)
EU 375 7,897 3,132
NAFTA 402.6 11,151 20,289
CJK 1,441 5,201 9,802
-China 1,267 1,029 9,326
-Japan 127 3,798 377
-Korea a7 374 99

Source: IMF, International Financial Statistics, 200

The export volumes of China, Japan and Korea areeasing. In Korea's case its

export weight in the world was only 1.9% in 1990t ki has steadily increased to 2.4%
in 1995 and 2.7% in 2000. China demonstrated cudstg export growth over the

same period. Its proportion was only 1.8% of warigborts in 1990 but that more than
doubled to 3.9% in 2000. The total exports of Cdi€upied around 12.1% in 1990 but
it has increased to 14.2%. Likewise, the weighingforts amongst the three countries

is now at 11.5% due to the steady increase of itsmdrChina and KoredConsidering

the weight and increasing trend of trade volume, gbssibility of the integration of

CJK is highly expected. All three countries enjoyrade surplus owing their strong

international competitiveness.

®In contrast, the weight of Japan in export anddrhfhas decreased from 1990 to 2000 in a small

proportion.
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Table 7-2 Volume and Weight of Trade of CJK in théWorld (2000)

(Unit: Billion Dollars US, %)

Export Import
Volume Weight Volume Weight

1990 | 1995 | 2000 | 1990 | 1995 | 2000 | 1990 | 1995 | 2000 | 1990 | 1995 | 2000
China | 62.1| 148.4 249.3| 1.8 2.9 3.9 53.4| 129.1206.1| 15 25 3.2
Japan | 287.§ 443.1| 479.3| 8.4 8.5 7.6 | 2354 335.9| 379.5| 6.7 6.5 5.8
Korea | 65.0 | 125.1| 172.3| 1.9 24 2.7 69.8| 135.1160.5( 2.0 2.6 2.5
Sub totg 414.7 | 717.0| 900.9| 12.1 13.8 14.2] 358.6 600.1| 746.1| 10.2 11.6 11.5

I

World | 3,438.| 5,190. 6,332.| 100.0| 100.0 | 100.0| 3,532.| 5,189.| 6,512.| 100.0 | 100.0| 100.0

6 2 8 2 8 8

2. Intra-Regional Trade

Source: Same as the above Table 7-1.

China and Korea doubled their import/export voluiesveen each other from 1995 to

2000, with China’s trade deficit with Korea growingapan’s trade with China

increased by about 50% over the same period, pankatrade deficit with China

deteriorated at the same time. When we look aiténbl trade balances Korea suffers a

trade deficit with Japan, while Japan suffers aldraeficit with China and China

suffers a trade deficit with Koréa.

" The statistical discrepancy between Korea andnlapaolerable but the cases of China-Japan and
China-Korea are much greater than normal statlstid@ance. This phenomenon mainly arises from the
‘intermediary trade’ through Hong Kong.
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Table 7-3 Intra-Regional Trade between CJK

(Unit: Million Dollars US)

China Japan Korea

Export | Import | Balance| Export | Import | Balance| Export | Import | Balance
_ 1995 - - 28,466| 29,007| -541 6,688 | 10,288| -3,600
china 2000 - - 41,654| 41,152 502 11,293| 23,207 | -11,914
1995 | 21,934 | 35,922| -13,938 - - 31,292| 17,330| 13962
Japan 2000 | 30,356 | 55,156 -24,800 - - 30,703| 20,454| 10,249

1995| 9,192 | 7,395 | 1,797 | 17,088 32,597| -15,509 - -

Korea 2000 | 18,455| 12,799| 5,656 | 20,466/ 31,828 | -11,362 - -

Source: Same as Table 7-1.

However, the share of intra-regional trade betw&dK remains small compared
to other regional economic entities. In 1999 the Bttupied over 60% of world trade
and is an exception, the intra-regional share oR@EDUSUR was 20.0%, while the
shares of ASEAN, ASEAN+3 and NAFTA were 21.6%, 38b,7and 46.5%,
respectively (see Figure 7-1).
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I Share of Intra-Regional Trade(%) —&— Simple Intra-Regional Trade concentration Ratio

Figure 7-1 Comparison of Intra-Regional Trade

Sources: Changjae Lee, “East Asian Economic IntegraA Northeast Asian
Perspective”, Prepared for presentation at the RIBfernational Symposium on
Asian Economic Integratioat the United Nations University in Tokyo, on 22-1
April 2002, p. 11.

Of course, the bigger the economic grouping, thlghdr the share of intra-
regional trade. To obtain a better measure of rediooncentration we need to adjust
intra-regional trade share by the region’s shareaid trade to obtain a simple intra-
regional concentration ratio. For China, Japan #&mwdea the movement of the
concentration ratio does not differ significanthprh that of the intra-regional share
over the last ten yeafAs shown in Figure Ill-1 in 1999, however, the pleintra-
regional concentration rate of the three couniiles) was lower than those of NAFTA
(2.2), ASEAN+3 (2.0), ASEAN (3.6) and MERCOSUR @¥.Over 20% of Korea’s
and China’s exports go to the neighboring two coest Korea and China import
around 30% of their total imports from these samighbors in 1995 and 2000. In the
case of Japan the trade volume of total exportigapadrt are much smaller than that of

the other two countries.

8 Changjae Lee, “East Asian Economic IntegrationNdrtheast Asian Perspective”, prepared for
presentation at the RIETI International SymposiumAsian Economic Integratioat the United
Nations University in Tokyo, on 22-23 April, 2002,12.
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(unit: Million $ US, %)

China Japan Korea
1995 2000 1995 2000 1995 2000
Total Export(A) 148,797 249,297 443,116 479,249 | 125,058 | 172,268
Export to the rest 2
_ 35,154 52,947 53,226 61,059 26,280 38,921
countries(B)
B/A 23.6 21.2 12.0 12.7 21.0 22.6
Total Import(C) 129,113 206,132 335,882379,511 | 135,119 | 160,481
Import from the rest 2
_ 39,295 64,359 53,252 75,610 39,992 44,6]
countries(D)
D/IC 30.4 31.2 15.9 19.9 29.6 27.8

Source: same as Table 7-1.

According to Table IlI-5 Korea’s first rank expgpartner is the US which receives
17.2% of Koreas total exports, Japan is second With% and China ranks third with
9.5%. 24.4% of China’s exports go to the Japar8%Qo the US, and 4.0% to Korea.
30.5% of Japan’s exports go to the US market, 6i@%aiwan, 5.6% to Korea and
5.5% to China. In the case of China and Korea ¢lggonal export volume outweighs
that to the US, but in the case of Japan intrasrejiexports amount to only one third
of that which goes to the US; the dependence o&nlaptrade to neighboring two
countries is relatively low. It exports around 1@¥its export to China and Korea,
while it imports almost 20% of its total import®ifn China and Korea.

Korea imports 21.9% of its total imports from th&,l20.2% from Japan, and
7.4% from China. For Korea the importance of imgional imports outweighs the US.
China mainly imports from Japan (20.4%), the US1%), Taiwan (11.9%) and Korea
(10.4%). However, just like the case of exportspadés imports from its two

neighboring countries are less than that of the ld®onclusion, in the case of Korea
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and China intra-regional trade is bigger than tlate with the US, but in the case of

Japan the US is their most important trade partner.

Table 7-5 Trade between CJK and USA (1999)

(unit :%)
Weight of Trade Export Import
With Japan 24.4 20.4
, With Korea 4.0 10.4
China
Japan+Korea 28.4 30.8
With USA 20.8 12.1
With China 55 13.9
With Korea 5.6 5.2
Japan
Chinat+Korea 111 19.1
With USA 30.5 23.9
With China 9.5 7.4
With Japan 11.0 20.2
Korea
China+Japan 20.5 27.6
With USA 17.2 21.9

Source: Korea International Trade Associatidajn Trade Indicators2001

3. Intra-Regional Investment

Considered together China, Japan and Korea’s stiamgestment in the world is much
lower than that of trad®.As well, the level of trilateral investment amontjese three
countries is also lower than that of trade. Chmahe main recipient of investment,
with Japan being the main investor. Korea is botécgient of Japanese investment as
well as an investor in China. Korea and Japan’'sstment into China increased
rapidly to the mid-1990s (Japan peaked in 1995 kKwma peaked in 1996) and then

° All three countries greatly depend on the US miarkapan exports 30% of its total exports to the US
while China and Korea export around 20%. All thceentries’ trade balances with the US are surpluses
19 As of 2000 Japan’s share of outward investmerthénworld was 2.9% and inward investment was
0.6%, Korea was 0.35 and 0.8% and China was 0.2)/8 &%6.
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began to slowdown. After the Asian financial cribigth countries’ investment into

China dropped dramatically. For example, Japarrsctiinvestment into China as a
share of Japan’s overall FDI dropped dramaticathynf $4.47 billion in 1995 (8.8% of

total FDI) to $995 million in 2000 (2.0% of totaDF.

Table 7-6 Direct Investment Flows from Korea and Jpan to China

Korean Investment in China Japanese InvestmenhinaC
Amount Share of Korea's Amount Share of Japan's
(US$ mil.) FDI(%) (US$ mil.) FDI(%)
1993 264 20.9 1,691 4.7
1994 632 27.5 2,565 6.3
1995 824 26.8 4,473 8.8
1996 836 19.7 2,510 5.2
1997 633 19.6 1,987 3.7
1998 631 16.2 1,065 2.6
1999 308 12.1 751 11
2000 307 8.3 995 2.0

Sources: The Export-Import Bank of Kordaend of Outward FDI of Korea & Japan
External Trade OrganizatigdETROWhite paper, 2001.

Korea’s direct investment into Japan and Japansctiinvestment into Korea
represented only 1.7% of their total FDI in 200@at&ral investment between the two

countries lags far behind their bilateral trade.
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Table 7-7 Direct Investment Flows between Korea andapan

Korean Investment in Japan Japanese InvestmerdrigeK
Amount Share of Korea's Amount Share of Japan's
(US$ mil.) FDI(%) (US$ mil.) FDI(%)
1993 6.0 0.5 245 0.7
1994 58.0 25 400 1.0
1995 105.1 34 445 0.9
1996 80.6 1.9 416 0.9
1997 63.7 2.0 442 0.8
1998 22.7 0.6 303 0.7
1999 48.3 1.9 980 1.5
2000 60.7 1.7 814 1.7

Sources: same as the above Table 7-6.

Correspondingly, in 2000, the share of Korean aaphdese investment of China’s
total inward FDI was 3.7% and 8.2%, respectivelgr Korea, in 2000, the share of

Japanese investment as a percentage of total irkzrdmounted to 15.6%.

4. Forecasting: Empirical Projections of a CJK FTA and the Positions of the
Three Countries

1. Empirical Results of CJK FTA

As is shown in Table 7-8 there are great differenioethe average tariff rates among
China (16.8%), Korea (7.9%) and Japan (3.6%). Bvkan looked at by sector, the
differences are much greater than the averagd.t&of example, in transportation

equipment, Japan and Korea apply very low tarifesabut China still maintains a

1 Changjae Lee, “East Asian integration: A Northe&sian Perspective”, prepared for presentation at
the RIETI International Symposium dksian Economic Integratioat the United Nations University in
Tokyo, on 22-23 April 2002, p. 12.
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44.3% of tariff rate. Therefore, when CJK FTA ismfed, the effects of integration will

vary according to pre-existing tariff inconsistesgi

Table 7-8 Comparison of Tariff Rate in CIK(%)

China Japan Korea

Average Tariff 16.8 3.6 7.9
Textile Products 23.8 6.4 8.4
Chemical Products 13.8 5.9 7.6
Iron & Steel Products 8.4 2.5 3.9
Nonferrous metals 23.1 2.1 6.0
Metal products 15.1 2.2 8.0
General Machinery 13.8 0.4 7.5
Electric Machinery 25.5 0.0 7.8
Transportation Equipment 44.3 0.0 3.6
Precision Machinery 14.7 0.0 7.6

Sources: KIETA Study on Free Trade Agreement and InvestmaeeAgnt as a new
External Economic Policy Instrumer2001.

Table 7-9 shows the expected increases in intriama exports under the
assumption that Korea, China and Japan eliminaté tmrriers. As for the trade
creation effect Korea, Japan and China are expdctedcrease their intra-regional
trade by USD 22.7 Billion, USD 60.6 Billion, and DS24.0 Billion respectively,
amounting to a USD 107 Billion total trade creatieffect. Japan, with its strong
international competitiveness in the manufactursegtor, would enjoy the highest

trade creation effect, which means it will obtalve tgreatest gains under a trilateral

FTA.
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Table 7-9 Impact of Removal of Tariffs in the Nortreast Asian Region on Intra
regional Exports

(Unit : Million Dollars US)

Origin/Destination Korea Japan China Total
Korea - 332.00 22,385.67 22,717.67
Japan 8,506.73 - 52,122.21 60,628.94
China 4,664.93 19,310.44 - 23,975.37

Total Intra-regional trade increase 107,321.98

Sources: Inkyo Cheongconomic Integration in Northeast Asia: Searchioga
Feasible ApproachKIEP Working Paper 99, 25 December 1999, p. 20.

The expected increase in exports by region is, areK's case, USD 332
million, and USD 22.4 billion exports to Japan &@luina respectively. In China’s case
its exports to Korea would increase by USD 4.7dlland its exports to Japan would
increase by USD 19.3 billion. With the highest tradteation effect predicted Japan is
expected to increase its exports to Korea and GwndSD 8.5 billion and USD 52.1

billion respectively.
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Table 7-10 Impact of Removal of Tariffs on Trade B&ances in Northeast Asia

(unit : Million Dollars US)

Expected

variation of Trade
Korea Japan China Intra- balance in

regional 1997

trade balance

Korea -8,173.73 17,620.74 9,546.01 -9,680
Japan 8,174.73 32,811.71 40,986.47 -6,999
China -17,720.74 -32,811.77 -50,532.51 16,679

Sources: Inkyo Cheongame as the above Table IYR221.

Table 7-10 presents the variations in the tradarza of the three countries when
tariffs are eliminated. While the formation of ading bloc can be expected to improve
the intra-regional trade balances of Korea and nlafiee trade balance of China is
likely to worsen by the exact amount that Korea dadan’s trade balance improves.
Korea’s trade balance with Japan will deterioratdd$D 8.2 billion, while that with
China will improve by USD 17.7 billion. Japan withprove its trade balance with
Korea and China by USD 8.2 billion and USD 32.8idml respectively. This, in fact,
means that China will experience a deteriorationtootrade deficit in the amount of
USD 50.5 billion.

If we relate the results shown in Table 7-10 torélevant trade balances for a
recent year trilateral FTA can be expected to chahg pattern of the intra-regional
trade balances. In Korea's case its trade defiditch amounted to USD 9.7 billion in
1997, would be reversed to a surplus. Also, théepat of trade balance of China and
Japan would reverse. Japan would experience a stagéus of USD 41 billion, which
would be a reversal of its 1997 position; in 199i&corded a trade deficit of USD 7.0
billion. In comparison, in 1997, China sufferedrade deficit of USD 3.5 billion with
Korea but enjoyed a trade surplus of USD 20 bilvath Japan, which resulted in a
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USD 16 billion trade surplus. In the simulation Gdiwould experience a USD 50.5
billion in trade deficit from the surplu$.

As shown in Table 7-11 according to the KIEP (Korbwestitute for
International Economic Policy) free trade amongr@ahiJapan and Korea, will cause a
reduction of agricultural, mining and metal prodotin Korea, but the production of
textiles and transportation equipment, both of whiave a comparative advantage
against China, will increase. In Japan the produatif textiles will increase 8.02% but
there will be minor changes in the rest Japan’sisiiies. Most industries in China,
except agriculture and services, will decreasetidedarly, a reduction of 62.32% in
transportation equipment sector can be expected. afalysis offered by the KISDI
(Korea Information Society Development Institute)quite different from that of the
KIEP except for agriculture. In the agriculture aedtile industries China is expected
to increase its production. In most industries dapdl increase its production, while

Korea will decrease production in five industriesl @ain in four industries.

2|nkyo Cheong, Economic Integration in NortheastaAsSearching for a Feasible Approach, KIEP
Working Paper 99, 25 1999. 12, pp. 20-21.
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(unit: %)
Korea Japan China
KIEP KISDI KIEP KISDI KIEP KISDI
Agricultural
-0.37 -0.62 -0.73 -0.21 0.58 0.57
products
Mining
_ -0.58 -0.19 -0.8 0.11 -0.58 0.71
Industries
Food&Beverage
_ -2.46 1.83 0.45 0.16 -0.45 0.41
Industries
Textile Products| 21.91 1.84 8.02 0.09 -3.82 5.29
Chemical
2.55 -0.21 0.31 0.03 -1.61 0.52
Products
Metal Products -0.77 -0.30 0.15 0.06 -1.33 -0.18
Transportation
, 19.9 0.13 -0.73 0.06 -62.32 -1.34
Equipment
Machinery
_ -8.17 -0.28 0.57 0.06 -2.35 -0.16
Equipment
Service 0.08 0.01 -0.02 0.00 0.38 0.02

Source: KIET, op. cit, 2001, p. 149.

As shown below Table 7-12, when we consider trnitdterade liberalization in

both the agriculture and manufacturing sectors &sreeal GDP will increase 2.8%,
Japan 0.07% and China 1.1%. Among the rest of trdvthe US and the EU will be
influenced little, but production amongst ASEAN otrnies will decrease 0.61%. In the

case of model 2 (model 1 + service) the magnitddeenincrease is slightly more.

With CJK free trade the overall welfare of Koredlwicrease the most. The

impact of a CIJK FTA on the welfare of the rest leé tworld will be minor with the

exception of ASEAN. When we add the service settteranalysis does not change

much.
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Table 7-12 Macroeconomic Effect of CIJK FTA

(unit : %)
Model 1 Model 2
(Agriculture+Manufacturing) (Agriculture+Manufacturing+Service)
GDP
Korea 2.80 2.99
Japan 0.07 0.11
China 1.10 1.27
USA -0.15 -0.15
EU -0.13 -0.14
ASEAN -0.61 -0.64
Welfare
Korea 2.82 3.11
Japan 0.30 0.35
China 1.05 1.24
USA -0.17 -0.18
EU -0.14 -0.15
ASEAN -0.76 -0.80

Source: Soonchan Park & Myungho Park, “Welfare &fté Korea - China - Japan
Trade Liberalization through the CGE Modelternational Regional Economy
Volume 6 no.1, April 30, 2002, p. 49.

5. Positions of the Three Countries

1. China

After declaring economic reform and openness in91%hina introduced the market
economy system and finally participated in the WIRQ001. Around that same time
China also announced it intention to form a ChirB=AN FTA within ten years.

China’s accession to the WTO opens a new chapteooperation between China,

Japan and Korea. The industries of Japan and Keiteacomparative or competitive
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advantage can grow at a faster pace than everodileit expanding trade frontiers in
China, as will China’s industries with comparative competitive advantage.
Geographic linkages together with more open bortergoods, services and capital
flows will facilitate economic restructuring in the three countries. Therefore, if we
take advantage of this historic opportunity, thgeleof cooperation among three

countries will reach a new higfi.

China is positive toward trilateral economic co@ien; its fundamental
principle of cooperation is a win-win-win strateggsed on mutual interesfsChina
has taken the position that East Asia FTA is db&ran the long run; however, as it
may not be possible to implement in the short progressive dialogue is ideal for the
time being. To do this, Cao suggests the formatioGhina-ASEAN FTA and Korea-
Japan FTA in the medium term and the integratiothe$e two FTAs at the next stage.
The best way toward integration is the merger ob tATAs, but if the merger is
difficult to realize Korea and Japan can join thkif@-ASEAN FTA separatel}’
Through this system ASEAN can absorb Korea andnJafiar China, taking a leading
position in East Asian integration.

From a long-term perspective there are necessitidmeeds of CJK FTA, but
they are next to impossible to realize under threecti circumstances. Furthermore, it is
difficult to proceed with regional negotiations ftre time being: the fundamental
obstacle being Japan. In the course of NortheagtnAstegration, where the US is
excluded, but China is inside, Japan cannot ignmeerica’s views. Under the
situation where the ‘Flying Geese Development Moléel by Japan is no longer valid,
Japan would still like to control ‘the developmeitChina’ and maintain economic
leadership in this region. Furthermore, Japan iscemed about opening up its

sensitive sectors like agricultural products. Thesanother reason why China is

13 Chen Dong and others, “China, Japan and Koreandtniz Restructuring and Cooperation in the
context of Globalization”, prepared for presentatiat the China, Japan and Korea Joint Project
Symposium oninstitutionalization of Northeast Asian Economic operation, held in Seoul on 20
December 2001, p .13.

14 Chen Dong and others, ibid, p. 29.

15 Cao, Shi Gong, “The Rapid Development of FreedrAdea in East Asia and the Countermeasure of
China”, prepared for 2002 International Forum North East Asia Trade Policy Cooperation &
Overseas ConferencBhanzing China, 5-8 July 2002, p. 52.



126

focusing more energy on implementing a China-ASERRA.*° However, even with
these obstacles, close economic integration amakgi€inevitable as they represent
most of Northeast AsiH.Indeed, without CIK FTA there will not be a Freade Area

in Northeast Asia and East Asia.

According to Cad® there are several Chinese problems that mustdmvesl
regarding CJK FTA. First, China should demonstréte resolve toward trade
liberalization in Northeast Asia as well as ChinB2AN FTA. Any Northeast Asian
FTA will co-exist and compliment China-ASEAN FTA.h&refore, while China is
focusing on China-ASEAN FTA, it should not loosglgiof CIK FTA. Second, China
should be optimistic and support Korea-Japan FTvenBhough Japan and Korea are
forming an FTA to countermeasure the developmerCluha, China regards Korea-
Japan FTA as a step toward closer economic coageriat Northeast Asia. One thing
clear is that China will not join the K-J FTA aghard participant. Third, China should
study the Japan-Korea FTA and pursue it in the ésmork of Northeast Asia FTA.
Beginning with CJK FTA would have many obstaclé¢ss better, therefore, to take the
easy option. That is, first construct K-J FTA aatet K-C FTA and finally K-C-J FTA
thus integrating the two blocs over the long riamwauld be better to initiate K-C FTA
in 2005, for example in the atmosphere CJK FTA.

2. Japan

After WWII, under the GATT system, Japan emergedvadd’s largest trade surplus
country on the back of its rapid growth in the extpgector. In the 1970s and 1980s
Japan experienced trade conflict with the US anc@@an countries in major export
commodities (textiles, TVs, automobiles and sendcmtors). Japan, realizing the
limits of their bargaining power, tried to block ethdiffusion of protectionism,

maintaining the liberal flow of goods through mialteral agencies like GATT. Japan,

perhaps the largest beneficiary of multilateralismas negative toward regional trade

18 |bid, p. 54.
7 CJK three countries occupy over 90% of East ASMPG
18 Cao, op cit., pp. 55-57.
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arrangements. Instead of regionalism Japan pursustilateral negotiations instead.
One of the most important factors shaping Japamtgiives toward multilateralism
came from the U%° Until the mid 1990s the basis of Japanese exteroahomic
policy was multilateralism, but this principle clygd in the late 1990s. From 1998
Japan adopted regional trade arrangements anerbilaigreements as a part of its
external economic policy. Among these movementsehieew of Japan-Korea FTA on
October 1998 was the start.

The White Paper on International Trade of MfTdf 1999 suggested four possible

approaches to Northeast Asia FTA:

i) Japan-Korea FTA: There is little economic bené&dr Japan but Korea will gain
quite a lot.

i) Japan-Korea-China FTA: China will not join beisa its GDP could contract.

iii) Japan-Korea-Taiwan FTA: China will oppose.

iv) Japan-Korea-China-Taiwan FTA: All participantgll gain from FTA but not
realistic due to political conflict between Chinadaraiwan.

Before the above White Paper the idea of an AMFg#AdMonetary Fund) was
proposed by Japan at the ASEM Finance Ministerstiig in Bangkok in September
1997. Japan expressed its willingness to contributge than half of the fund
amounting to USD 100 billion. Hong Kong, Taiwan &itigapore have showed their
intent to participate in the AMF. Korea and modtestEast Asian countries agreed
with the idea. Even China, which was against tleaidt first, has changed its attitude.
Nonetheless, the AMF has still not made any taegiptogress, due to strong
opposition by the United Staté&s.

19 Okuda Satoru, “A Study on Japan-Korea FTA: The rgeaand Background of Recent Japanese
External Trade Policy’, prepared for 2002 Interoasil Forum onNorth East Asia Trade Policy
Cooperation & Overseas Conferenge€d Nanzing China, July 2002, .

pp. 6-7.

% Mohamad Mahathir, the Prime Minister of Malaysiapposed East Asia Economic Group (EAEG).
but the proposal has not been pursued, largelyusecthe United States strongly objected and the
proposed countries, Japan and Korea in particware reluctant in the face of the objection of the
United States.

2L Ministry of International Trade and Industrieslapan, White Paper on International Trade, 1999.

% peter J. Lloyd/Hyun-Hoon Lee, “Subregionalism iasEAsia and its Relationship with APEGhe
Journal of Korean Economy/ol. 2, No. 2, Fall 2001, p. 215.
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As mentioned above, Japan altered its externatypa@nd assumed a more
multi-layered approach utilizing multilateralismdaregional trade arrangements at the
same time. The background to this change involveel ¢complexity and non-
effectiveness of multilateral negotiations, thefudifon of regionalism as an alternative
of multilateralism and increased losses which aggrauct of being an outsider to
regional trade arrangements. Further, long-ternrm@eac recession can be considered

a major factor as the relative importance of exposes during a recession.

The following are policy implications for Japanoposed by Ushijima
Shunichiro®® First, the challenge of worldwide regionalism hesm it has become a
major world trend for economic integration. Mostdusstrialized and developing
countries in the world have committed themselvesotoe regional trade agreement. At
present more than one-third of world trade takeselunder such agreements, but so
far there is not a trade bloc amongst Northeasarsbuntries. Second, strong ties in
trade among China, Japan and Korea: The degread# ties, measured by the trade
intensity index among China, Japan, and Korea bas Btrong. These existing strong
ties may reflect the geographical proximity of theee countries. For the past ten years,
however, complementarity has diminished in thedradchong the three countries. In
fact, the structures of Sino-Japanese trade anmuSinean trade have demonstrated a
tendency towards convergence. As a result, inglagtry trade has become more
prevalent. The amount of trade need not declingnascrease in intra-industry trade
may compensate the decrease in trade based onemosnghrity. Third, simulation
results on an FTA in Asia: The simulation using Applied General Equilibrium
Model suggests that the benefits in terms of GDiPemonomic welfare become larger
in the case where all three countries form an FAf\ppposed to the case where only
two countries form it, as is shown in Table 7-13. iAdicated by the great rise in the
intensity indexes in the simulation, the three-¢oRrTA case will intensify trade ties

the most.

2 Ushijima Shunichiro, “Toward Trade and Investmeitteralization among China, Japan and Korea-
China’'s WTO Accession and Regional Integration iortNeast Asia-, prepared for presentation at the
China, Japan and Korea Joint Project Symposiumrastitutionalization of Northeast Asian Economic

Cooperation held in Seoul on December 20, 2001, pp. 53-134.
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Table 7-13 Changes in Real GDP and Economic Welfarr Each Country in
Three-Country FTA

(GDP in percentage and Economic Benefit in Milliami®ollars)

Three-Country Japan-China Japan-Korea Korea-China
FTA FTA FTA FTA
Real | Economic| Real | Economic| Real | Economic| Real | Economic
GDP | Welfare | GDP | Welfare | GDP | Welfare | GDP | Welfare
Japan 0.2] 12265.1 0.2| 10289.8 0.0 2184.7 0.0 119.9
China 1.3 8191.2 1.1 7335.3 0.0 -358.0 0.2 917.0
Korea 3.2 12664.5] -0.2 -1189.6 1.1 3682.8 24| 10687.8

Note: This simulation is effectuated using GTAP ®Base version 5.0%

Sources: Ushijima Shunichiro, “Toward Trade andcebtment Liberalization among

China, Japan and Korea- China’s WTO Accession agidRal Integration in

Northeast Asia, prepared for presentation at thea&ldapan and Korea Joint Project

Symposium on Institutionalization of Northeast AsEconomic Cooperation, held in
Seoul on 20 December 2001, p. 119.

The benefits, however, will involve adjustment sodtie to the dislocation of

employment required for optimizing the allocatiohlimited economic resources. A

so-called “industrial hollowing-out” or de-indusdlization inside Japan will occur. The

economies need to expedite economic reforms tobrelg up new industries to absorb

such a dislocated labor force. A simulation is aladertaken concerning a hypothetical

FTA composed of the three countries plus ASEAN. baeefits are, as expected, the

largest. All three countries, as well as ASEAN,|wgin large increases in GDP and

economic welfare. While such an arrangement isideitthe short-run scope, the

benefits should be emphasized.

Fourth, Japan-Korea FTA and the necessity for &urstudy: Between Japan

and Korea the governments have discussed the pigban FTA. If an agreement
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is made in the future the economic integrationhaf two countries will change trade
and investment structures throughout Asia. The ksitimn result in this case shows a
smaller macroeconomic benefit than the three-cgtiTiA case. But, it may be noted
that, as the industrial structures of Japan anck&are similar, there might be a better
chance to lead to a horizontal division of labagedther with firm-level integration.
Several existing studies have suggested that thet significant feature of a Japan-
Korea FTA would be measures to promote the integradf firms, rather than the
reduction of tariff rates. This type of integratiornight involve lesser degrees of painful
adjustment processes. Thus, a Japan-Korea FTA rb@lebnsidered as the first step

toward a larger FTA.

3. South Korea

Unlike East Asia where the institutionalization r&fgional economic cooperation is
under way with the ASEAN+3 framework, Northeast &Ashas yet to start
institutionalizing regional economic cooperatioraviever, given the difficulties facing
some of the ASEAN countries and a limited numbeNoftheast Asian countries, a
Northeast Asia FTA between China, Japan and Koveddde realized before an East
Asia FTA. China-Japan-Korea FTA is crucially im@ort for the formal regional
economic integration of both Northeast Asia andt Basta. Due to disparate levels of
economic development, diverse political systems ancesolved historical issues,

however, the formation of a C-J-K FTA in the na#tufe is still unlikely.

Therefore, first, the three countries may startldiog an institutional
framework to accelerate ongoing economic cooperatio Northeast Asia by
establishing a regional economic cooperation bddy, example, the Council for
Northeast Asian Economic Cooperation (CNAEC). A tNeast Asia FTA can be
reached through one or two bilateral FTAs alondhaitrilateral economic cooperation
body. In this regard, a Korea-Japan FTA will be flmst candidate. As mentioned
earlier, albeit in the absence of official negatias, discussions are under way at

various levels. Given the importance of Japan ande& in terms of economic size,
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when an FTA between them is realized it may craatenvironment leading directly to

the formation of a Northeast Asia FTA.

It is possible that a Korea-Japan FTA may delayfoh@ation of a C-J-K FTA
by isolating China. This eventuality could be prmeel if Korea forms an FTA with
China. Since one of the most serious obstaclehéaofdrmation of an FTA is the
disparity in the levels of economic developmen€hana-Korea FTA would be easier
to realize than a China-Japan FTA. In fact, while idea of a C-J-K FTA is relatively
well received in Korea many Japanese seem to besatiukewarm toward the idea as
they regard it as unrealistic, at least in thegeeable futuré? Youngmin Kwon points
out three possible problems of a CIK F&irst, the benefits of economic integration
should be distributed impartially. If one or twourdries are not to be substantial
beneficiaries then Northeast Asian cooperation weihfront more difficult obstacles
than before. In this case, people and industriesuch countries are not going to

support economic integration.

Second, the elimination of tariff and non-tariffrbars of CJK will increase the
volume of trade for the three countries due totthde diversion effect, but in the end
the net effect of trade creation will be positifée elimination of tariff and non-tariff
barriers, however, does not result in balancedomnés. Korea'’s deficit with Japan will
worsen while the surplus against China will improVeerefore, before the launch of a
formal FTA the coordination of the structure of ustries and trade will be necessary.
For example, the reduction and the shift of comrfamility, strategic alliance, direct

investment and technical transfer are importantHisr coordination.

Third, it is more desirable to pursue Korea-Chin&orea-China-Japan FTA
at the same time as pursuing Korea-Japan FTA, iasaml allow Korea to play an

interlinking role in the Northeast Asia. YongdadrBémphasizes the agreed division of

4 Changjae Lee, “Long-term Visions and Policy Direas for Regional Economic Cooperation in
Northeast Asia”, prepared for presentation at@hména, Japan and Korea Joint Project Symposium on
Institutionalization of Northeast Asian Economicdperation held in Seoul on 20 December 2001, pp.
183-184.

% Youngmin Kwon,Northeast Asian Economic Integration and Businessp@ration,Korea Economic
Research Institute, 2002, pp. 528-532.
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labor among Korea, China and Japaihe agreed division of labor consists of
cooperation concerning structural adjustments hadcaitlvancement and enlargement of
horizontal divisions of labor. First, there is aveo facility problem in electronic and
petrochemical industries due to over investmenKbyea and Japan. With the CJK
FTA, the problem will spread to other sectors lilsteel, shipbuilding and
semiconductors. Second, the structure of the divisif labor can deteriorate under the
FTA system. Therefore, before the creation of Fih®, advancement of horizontal and

strategic alliances will be effective instrumeras $ucces$’

According to KITA (the Korea International Trade s&giation), three
countries have two common items among ten majooxgmmodities in 2001 but
there were none in 1996. Korea and Japan havectiwemon items and Korea and
China have four common iteri$The report of KITA backs up the above mentioned

industrial coordination of three countries.

6. The Prospects for a CJK FTA: Some Lessons fromutopean Integration

Though all three countries do not oppose the ide@JX FTA, this program is not
being pursued as actively as it could be, and umigkely to succeed in the short run.
Cao, a Chinese scholar, accuses Japan of haviegadive attitude, while China has
never expressed its official position regarding GJKA at the governmental level.
There have been many discussions in Northeast #ssidhat one begins to feel
‘Seminar Fatigue’ but there has still been no dafiagreement. An important reason
for this comes from people’s regional animositieisiag from unresolved historical
issues. There are also other intra-regional probldike the difference between
developmental stages and income, China’s adheter@eeommunist political regime,

as well as hegemonic conflicts between China apdnlalhere are also extra-regional

% Yongdae ShinTowards the Development of Economic Cooperationngnitorea, China and Japan,
Korea Institute for Industrial Economics and Tra2igQ0. pp. 224-226

27 Kwon (2002) also argues that three countries shaobperate in regional industrial restructuring
among themselves by analyzing HS 6 digits of OE@listics. According to him, the Export Similarity
Index (ESI) not only between Korea and China bsi dletween China and Japan has increased.

% KoreaTrade Daily 12 September 2002.



133

problems to be considered such as opposition bythied States. The United States,
which is the largest export market for Korea andada and the second largest for
China, is opposed to any discussions concernimggiation in Northeast Asia and East
Asia, perhaps for fear of losing its dominance e tregion. However, natural
integration of the three countries, which have gaplical proximity and cultural

similarity, has progressed. In particular, econommnoperation between many civil

sectors has been remarkable.

In sum, Japan has a rather pro-US attitude andhdiakaken a leadership role
in Northeast Asia. China appreciates the pan-Chowmomic circle and is showing a
reserved attitude toward CJK FTA, while Korea hakeh only a limited role.
Considering the above positions of the three caestrthere is little possibility of
success for the time being. In contrast with thertsterm pessimistic prospects, all
three countries believe that CJK FTA is essentiaflgded in the long-term. The results,
based on an empirical analysis, strongly suppastitalief. Therefore, while China and
ASEAN will be negotiating toward an FTA, substasetimegotiations between Korea-

Japan toward their own FTA are recommendable.

In this case, Japan has the only one problem: grie” while Korea will
have to tackle increased trade deficits with Jaammany sectors® Okuda also
indicates Japanese non-conciliatory attitudes omsitee items (agriculture and
forestry) and Korea rigid labor customs to induaaenFDI from Japan. In addition, he
argues the elimination of exchange rate risk asessfep toward monetary integration
for the stable economic relations between two amest Trade and monetary
cooperation between two countries except China dvpubbably face less resistance
from the US™

2 The Japan Timesf 9 July 9 2002 reported that Farm Minister Takahggested that Japan should not
exclude the farm and fisheries sector when it riatgst free-trade agreements.

% Younghan Kim argues for the introduction of comgmion system as a side-payment, for example
higher technology transfer form Japan to Korearfkation of FTA and Optimal Negotiation Strategies
in North East Asia”, prepared for 2002 Internatiof@rum on North East Asia Trade Policy
Cooperation & Overseas Conferentdgnzing China, 5-8 July 2002, pp. 276-277.

3 Wansoon Kim, who studied at Harvard University,ntiened several times on the attitude of the
United States in his recent paper. “Issues andpeots of Regional Economic Cooperation in Northeast
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Recently, the Korea International Trade Associat(&iTA) announced a
survey report of 188 Korea firms that are operatingapar?

i) When asked, “Which country should Korea pursueT@& with?” 38.8% were in
favor of Japan, USA (26.3%), ASEAN (21.7%) and BU5b%0).

i) With which country is a FTA most possible? 4%.%f the firms indicated Japan,
ASEAN (21.5%), USA (16.5%) and EU (5.1%).

Both Korea and Japan recognize that K-J FTA is allyttbeneficial and the
effects of integration are bigger than any oth&ateral FTA. Therefore, K-J FTA is the
only possible alternative in Northeast Asia. If 88J FTA will be a springboard for
CJK FTA or East Asia FTA in the long run. Even tgbumany Korean researchers
suggested the accession of China to K-J FTA, itoisrealistic because China is too
proud to be a third participant. Therefore, | ththk integration of K-J FTA and K-C
FTA (if it is possibly formed) is more realisticti@@rwise, the integration of K-J FTA
and China-ASEAN FTA is a second best solution.

In conclusion, | would like to suggest several t¢ess learned from the
experience of European integration, which mightapplicable to Northeast Asian

integration.

First, like the EU that started its economic in&gm from coal and steel,
Northeast Asia can start toward substantial ecooootoperation in some key

industrial sectord®

Asia: A Political Economy Approach”, prepared fbet2002 International Forum dwiorth East Asia
Trade Policy Cooperation & Overseas Confereridanzing, China, 5-8 July 2002, pp. 15-27.

32 sangkil Park, “The impact of Korea-Japan FTA orréém Industries”, Prepares f6tobalization and
Regionalization2002 National Conference of International Tradbdars, 21-23 August 2002, pp. 361-
381.

3 Youngmin Kwon (2002) and Yongdae Shin (2000) ersj#teathe importance of industrial cooperation
in depth.
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Second, to solve the problem of the unbalancedildision of gains from
integration, the ‘compensation scheme’ should b®duced. According to Article 2 of
the EC Treaty that stipulates “the harmonious aaldriced development of economic
activity” and “economic and social cohesion andstiethe EU established many
structural funds and the EIB. The EU also establisthe EBRD to grant financial
assistance to the Eastern European countries #vat dpplied for EU membership. In
this context, many authors have proposed the aaigin of the Northeast Asia

Development Bank

Third, European integration has been developed rutige multilateral body
like the OEEC (later the OECD), the CSCE (later @5CGhe Council of Europe and
the various institutions of the EU. In addition, Nlortheast Asia there needs to be an

institutional approach for substantial cooperationa ‘talk shop®°

Fourth, the Japanese role is very crucial in N@sheAsian regional
cooperation as Germany did in Europe. After WWIrh@Gany reconciled with its past,
but the same has not happened in Northeast AganJsever officially apologized for
its invasion during the imperial period. Japan riicially contributed little to regional
development. In 1992 Choongyoung Ahn, a Koreanlachand Nishikawa, a Japanese
scholar, suggested a mini-Marshall Plan for thestroition of an infrastructure in

Northeast Asia but it never came about.

Fifth, stable and better monetary coordination eeded, similar to the EMS
(later the EMU). The AMF plan in 1997 was not reatl with the opposition of the
United States and the IMF. The Miyazawa Initiatjgelapanese liquidity support plan)

3 caewon Kim, “Vision and Problems of Northeast AsiEconomic Integration: Lessons from
European Experience”, prepared fof"llternational Conference of Korea Economic Assiimia 12-
13 August 2002, Seoul, pp. 16-17.

Jongwon Lee, “EU and Northeast Asia: Economic Iragn and Economic CooperatioBuropean
EconomyVol. 2 No. 1, Fall, 1995, p. 89.

Hiroshi Kakagu, “The Possible Organizational Stowet and Funding Sources of Northeast Asian
Development Bank (NEADB) irRegional Economic Cooperation in Northeast Asidlawaii Asia-
Pacific Institute, 26-28 September 1993, p. 54.

% For this Caewon Kim (2002) suggests a Northeas Asonomic Cooperation Council (NAECC),
Changjae Lee (2001) suggests a Council for NorthAag&n Economic Cooperation (CNAEC) and
Heeyeon Song (2002) suggests a Northeast Asia Bdor@ommunity (NAEC).
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was not successful due to problems with yen intemnalization, but monetary
cooperation under the name of the “Chiang Mai atike” (currency swap cooperation)
in 2000 has enjoyed some success.

Sixth, European countries began to cooperate wittr@enmental issues from
the early 1970s. Considering that Chinese yellomdsand sulfurous acid gas, among
other pollutants, are seriously polluting the eorment in this region, these three
countries should establish a super-national enmiental institution as soon as possible.
Otherwise, the environmental cooperation in thgiae will be very difficult because
of defensive attitudes of China and the negativsitipm of Japan toward financial

support.

Finally, even though three countries accept theonamce of economic
cooperation, mutual distrust is the most cruciatdaimpeding the political decision
making3® Therefore, as the European Countries did, the H¢ast Asian Countries
should make efforts to build trust among themsebhgeshe first and most urgent thing

to do3’
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8. ASEAN + 3 and ASEAN Economic Integration

Jose L. Tongzon, National University of Singapore

Abstract

The decision to establish an ASEAN Free Trade AAdalr'A) in 1992 and the recent
attempts by the ASEAN countries to forge an effecttast Asian wide grouping for
economic cooperation and eventual integration withe framework of ASEAN+3 can
be seen as two approaches adopted by the ASEANrmsuto deepen their level of
economic integration as well as to expand theirnentc size and influence by
involving the three Northeast Asian neighbours heirt quest for greater economic

cooperation in the region.

These two approaches can be seen as complemeathey than competitive
from the ASEAN perspective if one understands #rateconomic integration within
ASEAN is not a sufficient condition for achieving @aconomic and political security
within the region without the cooperation and inwshent of the other major East
Asian neighbours. However, it must also be arghatithe realization of an East Asian
economic cooperation and eventual integration islikely to be realized without a

strongly unified and economically integrated ASEAN.

Keywords: AFTA, ASEAN integration, ASEAN+3
JEL: F15, F10

1. Introduction

The decision to establish an ASEAN Free Trade AfdalrA) in 1992 and the recent
attempts by the ASEAN countries to forge an effecttast Asian-wide grouping for
economic cooperation and eventual integration withe framework of ASEAN+3 can
be seen as two approaches adopted by the ASEANr@msuto deepen their level of
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economic integration as well as expand their econsime and influence by involving
the three Northeast Asian neighbours in their gqfersgreater economic cooperation in
the region. These two approaches can be seen aglernantary rather than
competitive from the ASEAN perspective if one ursi@nds that an economic
integration within ASEAN is not a sufficient conidin for achieving an economic and
political security within the region without the ameration and involvement of the
other major East Asian neighbours. However, it nalsb be argued that the realization
of an East Asian economic cooperation and eventiagration is not likely to be

realized without a strongly unified and economigaitegrated ASEAN.

In view of the importance and complementary roleshese two approaches,
this paper aims to present the benefits and fagtorking in favour of an East Asian
economic cooperation and integration and assessintpertance of an ASEAN
economic integration to the success of an EastnAs@onomic integration. Before
assessing the benefits and factors of ASEAN+3 aB&AN economic integration,

firstly the history and rationale of these two pwlinitiatives will be briefly compared.

2. History and Rationale of ASEAN+3 and ASEAN Intgration

The ASEAN Free Trade Area (AFTA) was formed in 19@th the primary objective

of establishing a regional market free of tarifisdanon-tariff barriers for all the

commodities traded between member countries. It imapart a reaction to the
perceived growth in protectionism in ASEAN coursgfienajor trading partners in the
form of emerging regional arrangements and the gr@wompetitive pressures from
the emerging markets. It was primarily a regionabperation in the area of trade in
goods although the agreement later covers tradeivices and lays down rules for

other areas of economic cooperation.

ASEAN+3, on the other hand, was formed sometiner lm the aftermath of
the 1997/1998 Asian crisis with the primary objeetof forging financial cooperation.
The idea of ASEAN+3 was itself not new. It wastfiofficially proposed by the former

head of an important Asian state, ex-Prime MinisteMalaysia Mahathir, during a
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dinner with the former Chinese Premier Li Peng delbow ASEAN leaders in
December 1990 as the formation of an East Asiann&oic Grouping (EAEG)
between the ten countries of ASEAN and the thretheast Asian countries of China,
Japan, and South KoréaVhile it was not taken lightly, it was not howewgreeted
with overwhelming enthusiasm. In October 1991, hyams an attempt to mitigate
United States objections, ASEAN ministers chandmedrntame from EAEG to the East
Asian Economic Caucus (EAEC), a term suggestedhéyridonesian political scientist
Hadi Soesastro (1993). The term suggested thatetvegrouping would only function

as a discussion forum.

Perhaps it can be said that the importance andamte of the EAEC was
sidelined by the creation of AFTA in 1992 and APE®r at the ASEAN Summit in
1993 it was decided that EAEC would be placed underumbrella of APEC with
support of the three Northeast Asian countries iificina, 1998). However, the
onslaught of the 1997/98 Asian crisis, the slowgpees of the WTO and APEC, the
positive inspiration provided by the European inéign, and the broad dissatisfaction
with the behaviour of the United States and theeSpecially during the 1997/98 Asian
crisis have resurrected the relevance of the EAEC.

The 1997/98 crisis has provided an impetus for firk ASEAN+3
dialogue among leaders. Plans for the economicgraten of ASEAN+3 have
developed rapidly since the summit of leaders imildain 1999. An East Asia Vision
Group was set up to work out what the vision of ¢gneup should be. By 2000 the
group had proposed an East Asia wide free tradengement or closer economic
partnership to include liberalization of trade il goods, services, investments,
technology, and mutual recognition arrangementspafd¢ée agreements and
cooperation on anti-dumping, competition policyvastment principles, dispute
settlement, and capacity building were also propo3ée Vision Group submitted in
mid-2001 a draft vision of an East Asian commumitth a common regional currency
and free trade and investment among its membeigsibes would generally be made

through consensus among the members. In additienyvision also provided for a

! Consulate General of Malayskast Asia Economic Group (EAE@)991).
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“2+2” mechanism whereby a developmental projecppsed by at least two ASEAN
countries would proceed if at least two of the ¢hn@rtheast Asian members agree to
fund it. The progress made since Manila have ginemy hope that an economic

integration of ASEAN+3 would become a reality i thear future.

More progress has been achieved in the areaaridial cooperation than in the
area of trade. This is because of the preoccupamoong the East Asian countries to
avoid another financial crisis and because monetagngements can proceed without
discriminating against outsiders and without disedturting the highly sensitive
agricultural sector. Some of the achievements enfitiancial cooperation area include
the establishment of a region-wide system of cuyeswaps to help them deal with
future Asian crises, the proposal to establish ara® Monetary Fund (AMF)and a

common currency system.

Factors In Favour of ASEAN+3 Economic Integration

A number of benefits and factors are working inolavof economic integration in East

Asia. The following are the major factors that néete highlighted.

On "Natural” Integration: The Increase in Intra-Reg ional Trade

History has shown that economic integration alwaggins with trade, then increases
with foreign direct investments (FDI) or cooperatimn production inputs, and finally

through the coordinated harmonization of economadicgs to attain economic

integration (Liao, 1993). That is, economic integnma is the natural eventuality for a
region that trades and invests within itself intealy relative to other countries outside
of the region.

Since the 1980s trade among the East Asian ecosommés increased
significantly. Intra-regional exports rose from &I28 billion in 1986 to US$630
billion in 1995, representing an increase from 3860 48.10% of total exports to the

world. Intra-regional imports, as a share of tetalld imports, increased from 40.56%
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to 50.01% in the same period. Thus overall intgieneal trade in East Asia has
increased from 34.99% to 49.02% (Lau, 1997/98).

The increase was largely due to the increasingettmdween ASEAN and the
three Northeast Asian economies rather than withBEAN itself. Indeed, intra-
regional trade within AFTA itself has remained atlyoaround 20% since 1985.
Correspondingly, the relative importance of tradéhwhe rest of the world, from the
perspective of East Asia, has declined. In 1986Uhieed States, Japan, and the then
European Community (EC) absorbed 60.5% of the ¢gpgmm East Asian developing
countries while other Asian developing countriesaabed only 29.4%; by 1992,
however, the shares had changed to 46.3% and 40&fectively. Their share of
exports from the developed countries has also ase@ from 7.6% to 10.4% and in the
same year, the East Asian developing countriesrbbdabout half of China’s exports,
more than 20% of the total exports of ASEAN-4, 2dd1% of Japan’s exports. Indeed,
the increasing interdependence within East Asid,tae corresponding decline in the
dependence on the United States and the EU, ha<lhedLo to comment that
“Today . . . East Asian growth no longer needs épethd on exports to developed

countries as much as it did in the past.”

On "Natural” Integration: The Increase in Intra-Reg ional Investments

With regards to investments, Hong Kong, Japan, Baidvan are currently the top
investors in China; Singapore, Taiwan and SoutheKoare among the top five
investors in Indonesia, Malaysia, the Philippinesd Thailand. The opening up of
China and the Indo-China economies have furthereased the scope for FDI from
Japan and the Asian NIEs. Indeed, Taiwan, and Borgawere already the largest
foreign investors in Vietnam by the mid-1990s (Li4893; Chi, 1995).

2 A study by an NUS group demonstrated that, evei ifustoms duties were eliminated, intra-regional
trade would increase by only 3.1%.

% Drawn from Chi Schive (1995Yaiwan’s Role in East Asi€CSIS, Washington D.C.), pp. 7 and from
International Monetary Fundirection of Trade Statistics Yearbook 19981F, Washington D.C.,
1994).
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According to Langhammer (2000), the Asian financiadis of 1997 has
increased the urgency in the region to hasten whiatown as deep integration in the
financial markets as compared to only shallow irdgggn in the goods markets. The
focus is increasingly moving towards liberalizatioh the capital account over and
above the liberalization of the current account iedadoption of a common currency
system. Langhammer however noted that the Asianh&hge Rate Mechanism
(AERM) that was suggested has three potential probl The first is that the large
disparity in income levels, industrial developmeand rates of growth means that
asymmetric shocks are likely to be large. SecoraitlyAERM reduces the availability
of a buffer to asymmetric shocks, that is, nomathange rates. In the absence of a
flexible and integrated labour market within thews there would be differences in
unemployment rates among the member countrieshésevould lead to calls for inter-
country transfers in order to prevent the AERM froallapsing. Thirdly, there are no

good choices among the currencies in ASEAN+3 t@adhe region’s anchor currency.

The proliferation of sub-regional growth centres Bast Asia based on
economic complementarities, economies of scaleadyztion, geographical proximity,
and available facilitating infrastructure has bé&eth a result and a cause of increased
trade and investments (Chia, 1995). Some exampkesha Yellow Sea Economic
Zone, the Taiwan-Fujian Economic Zone, the Hong d<&henzhen-Guangzhou
Economic Zone, the Northeast Thai Zone (with Yunaad Northeast Myanmar), the
South Vietnam Economic Zone, the South Thai-PenZoge, the Johor Bahru-
Singapore-Batam Growth Triangle, the Jakarta-Sy@ldegalopolis, the Menado-

Mindanao Zone, and the joint development of the &arBasin.

On the Economic Benefits of Integration: The “Flying Geese” Theory

As early as the 1930s Dr Akamatsu (1962) had proged a “catching-up product
cycle” theory, predating Professor Vernon’s “prodagcle” thesis. It was originally
called “the wild geese-flying pattern” (Ganto Kéjtaf industrial development, and it
has since become widely used to explain the dyraofitrade and investments in East
Asia.
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According to the *“flying geese” theory, economibanges in the more
developed countries are repeated in the less des@lones, with time lags. In
particular, the Asian NIEs of Hong Kong, Singapdseuth Korea, and Taiwan were
deemed as the first wave after Japan; the orighBEAN member countries of
Indonesia, Malaysia, the Philippines and Thailaretemthe second wave; and China
and the Indo-China states have formed the last wlHws is in accordance with each

country’s changing factor endowments and compagatvantage.

An important inference that might be drawn fronsttheory is that FDI from
the more advanced countries can help trigger ingom@nts in the factor endowments
of the less developed ones, accelerating structtirahges in the latter's economic
structure. Economic integration would also certalelad to an increase in the amount
of intra-regional FDI. Further, an ASEAN+3 groupinguld enjoy other benefits like
an increase in the efficiency of the labour markéere would be more migration from
the countries with excess labour, such as Chinananst of ASEAN, to those with
labour shortages such as Japan and increasingl\Its. Less developed members of
the grouping would also benefit from the influx skilled labour which brings with it
technical or managerial expertise (Mosk, 2000).atidition, economic integration
would facilitate information sharing and reduceea@sh and transactions costs. Close
cooperation would also build ties and lead to muwenogeneous preferences, which
might have positive externalities. An example woblel the growth in the region’s
support for GATT and the WTO (Harris, 1993). Instltiase, an ASEAN+3 grouping

could be seen as an intermediate step towardsualdrde trade.

Finally, we can refer to a study comparing the gam the various ASEAN
countries of an extension of AFTA. Using a modifi€bmputational General
Equilibrium (CGE) model Tan Kong Yam (2000) showvikdt the real GDP gains for
ASEAN from an ASEAN+3 grouping would be 4.3 timesgder than the real GDP
gains from the present AFTA. The increase would metevenly spread of course;
Indonesia, the Philippines, and Thailand could Xgeeted to enjoy a greater increase
while Singapore would have the smallest increasASEAN. But the point remains
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that enlarging AFTA to include the three northeasian countries would bring about
an increase in the standard of living for ASEANaasghole.

On the Ineffectiveness of APEC

Based on the study by Tan Kong Yam (2000) the @&aP gains for ASEAN from

extending AFTA to ASEAN+3 would be 4.3 times thatle gains from AFTA alone.

However, the real GDP gains from an extension t&@Rvould be 5.4 times that from
the present AFTA.

The problem with APEC is mainly that of a geneesdtkl of commitment and
urgency. Throughout the history of APEC commitmemtstrade and investment
liberalization have been voluntary and non-bindifigese commitments partly explain
the loss of much momentum in APEC since the hightpan Seattle and Bogor. Its
weakness was most recently seen in its ineffectisgnindeed irrelevance, during the

Asian financial crisis (Tan Kong Yam, 2000).

On the Challenges Posed by the EU and NAFTA

With the end of the Cold War, Bergsten (1990) pel the emergence of a tripolar
world consisting of the United States, the EU, dapan. “The Big Three of economics
would displace the Big Two of nuclear power,” heote: Similarly, Lester (1991)
predicted the decline of the economic hegemonyefUnites States, as she is unable
to serve as an engine of economic growth in tinfesarldwide recession due to her
persistent trade and budget deficits. In additibe, Unites States would be unable to
function as the primary world market for the woéxiports since the country has only
about 20% of the world GNP, and it cannot purchiage-thirds of the combined
exports from the developing countries.

To a certain extent they were right about the declin United States
preponderance and the corresponding rise of daripamrld. NAFTA and the EU were
formed in 1989 and 1993, respectively. Japan, wha$ largely been committed to
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multilateral trade liberalization since the endV@fVII, began an unprecedented shift
towards bilateral negotiations in 1998. The formatof the other two blocs, and the
lethargy of the United States economy has promagean to seek its own partners and
FTAs, “both as a contingency plan and as stratpgassure on the U.S. Congress
“(Dobson, 2002).

Similarly, in the rest of East Asia, the formatioh NAFTA and the EU has
brought about intensified competition for expontsl @ fall in the market shares notably
in the United States. For example, Asia’s markereln Unites States apparel imports
fell from 68% in 1990 to 40% in 1996, while thatMéxico, Canada and the Caribbean
increased from 16% to 37% (Tan Kong Yam, 2000).sTthere was an imperative for
East Asia to move economic cooperation and integrdad centre stage to provide for
alternative export markets and to provide a safehdor continued development (Chia,
1995; Young, 1993).

If nothing else, the fear of an inward-looking AS¥+3 trade bloc would serve
to “maintain discipline in NAFTA” (Young, 1993). Base of interest would be Japan’s
MITI Minister Hashimoto warning to the United Stataat Japan would have to turn to
EAEC if NAFTA remained a closed bloc (Korhonen, 829

On United States’ Criticisms and EU Indifference

It has been noted that American criticisms of Eeséan countries have increased since
the end of the Cold War. In particular, the westéiberal concepts of liberty,
individualism, and the free market appear to bemgeuent with the so-called Asian
values of social responsibility, communalism, alnel heed for a strong and competent
government. Indeed, the interventionist and/or @utifrian governments in East Asia
have often been openly criticised by United Stafediticians and economists alike
(Friedman et al., 1991; Krugman, 2003).
As for the EU, the problem is not one of criticidsat one of indifference.

Geographically distant and socio-economically dédfe, the EU generally does not see
any important role for itself in the developmentEdst Asia. This is reflected in the
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pyramid of recipients of EU public funds and ofdeapreferences, which are biased
against Asia. In contrast, preferential treatmanadcorded to states with a strategic
leverage such as the Balkans, and to nearby cearftom which negative externalities
might arise — in the form of illegal migrants, ongged crime, and unsafe nuclear plants,
all of which are the results of poverty. This iscolurse in addition to the overriding EU
priority of helping their Eastern neighbors intdgranto the existing system first
(Langhammer, 2000).

On Improving Relations and Opening to Trade

On the other hand, the demise of Cold War geopslithas also allowed for
improvements in international relations in EastaA€)f particular significance was the
simultaneous normalization of diplomatic ties bedwehe United States, Russia, and
China. The improved ties among all three actorstiier first time since the end of
WWII enabled the emergence of a new Asia-Pacifigrenment devoid of superpower
confrontation (Ni Shi-Xiong, 1993. Other developrigemclude the rapprochement of

China and South Korea.

In contrast to the increasing antagonism of thetddhBtates, China’s relations
with ASEAN have improved dramatically since theidatwas formed in 1967. Then
China had condemned it as “an anti-communism &éaof anti-China, anti-revolution,
and anti-people” countries. However, in 1979 thte lpatriarch Deng Xiao Ping
announced a fundamental policy shift for China torkwtowards a socialist market
economy. With the new focus on trade and econoreforms, diplomatic and
economic relations were established with most efABEAN states by the mid-1980s;
soon after, in 1986, China entered the Pacific Bouo Cooperation Conference. It
was also then that China began viewing the memdentoes of ASEAN as potential
partners for economic cooperation, and less adiqaliand ideological enemies

(Kazuko, 1988). Similar shifts in policy were seerVietnam, albeit with a slight lag.

On the Economic Ascendancy of East Asia: The Region General
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The Economist (1993) declared that, based on RRiPes, China has overtaken Japan
to be the second largest economy in the world; 8imagapore and Hong Kong have
already attained the standard of living of Japaudt that Malaysia’s standard of living

was approaching South Korea’s.

Later studies also pointed out that the East As@mtries, inclusive of Japan,
were of roughly equal economic size as the EU oFINA. United States trade with
East Asia has already exceeded its trade with Euphe 1970s, and European trade
with East Asia has exceeded that with the UnitedeStsince 1994. In addition, Japan’s
trade with the region has also exceeded that \weghUnited States since the 1980s. In
short, the “Pacific Asia has become the world’sneenic centre by the early 1990s
(Soesastro, 1991; Korhonen, 1998; Mahathir anchéshi 1994). With an economy
that is comparable in size to the EU and NAFTAs iarguable that East Asia should

have a formal institution of similar status.

On the Economic Ascendancy of East Asia: China indticular

According to World Bank estimates, per capita ineam China in 1995 was $650 in
nominal terms and $2920 in terms of purchasing pqvegity (PPP). This, coupled
with the sheer size of the Chinese market and than@ance of natural resources,
makes China extremely attractive to investors fridapan and increasingly the NIEs
(Ichimura, 1998; Wei Yan-Sheng, 1993). For exampgiegr since Taiwan relaxed
controls in 1985 and 1988 trade with and investsi@mtmainland China has soared.
Taiwan, even after the Asian financial crisis, Basenormous trade surplus and foreign
reserves, but the economy has limited outlets d&pital. This, coupled with increasing
labour costs and environmental standards, has gealmpany Taiwanese firms to re-
locate to China.

But, more than just a manufacturing and processergre, China is emerging
as a key end-user market for Asia and the key fahteing Asia’s exports. For
example, in 2002, China accounted for 14% of Astatal exports; in comparison,
Japan’s share was only 11%. The point is that tbkadjrise in demand for Chinese
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and Asian goods will trigger a chain reaction iniads intra-regional trade since,
increasingly, Asia exports to China for manufactgrand processing before exporting
to the final destination (Chi Lo, 2003). The higlofile China-ASEAN Free Trade
Area (CSFTA), endorsed by both sides in Novemb@i12& set to take shape within a
decade. This should give ASEAN exports a boosttimoChinese market and allay any

fears of her economic ascent (Chi Lo, 2003).

On Security Issues

It is said that ASEAN was established as a singlss&l by member governments
having different dreams for it, and that it was wootated to pursue formally stated
objectives. Rather, the formation of ASEAN was &ygto affirm a common

understanding that the member countries would gitem resolve disputes through
dialogue rather than through armed conflict. It \@asymbol for seeking regional peace
and the security of the member countries (Susu®88)L Similarly, by extrapolation,

it could be argued that an ASEAN+3 grouping wowdd/e as an important symbol of a

general desire for peace in East Asia.

In addition, the increase in intra-regional tradel anvestments that would
follow economic integration represents an incraaseach member’s stake in the well
being of his fellow members. This would be a vexglrdeterrent against aggression for
both member states as well as other countries deutsf the grouping. Indeed, the
security-enhancing consequences of trans-natiomabuption is said to be a
functionalist approach to peace and security (Aaha2002).

3. ASEAN Integration: A Catalyst for East Asian Ecanomic Integration

Although there are indeed several benefits andtipesiactors working in favour of

East Asian integration, there are also disadvastagel negative factors working
against it. Some of these negative factors, howemer likely to dissipate with the
eventual realization of ASEAN economic integratitinis argued that the progress in

ASEAN economic integration will have a positive iagb on the prospect for East
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Asian integration by acting as a catalyst for ecoiwaintegration in the region. Let us

not some of the arguments about this.

First, Weatherbee (1989) has argued that, whigethare diverse opinions
within ASEAN, the general consensus is that the bemnstates would be opposed to
any regional community that would undermine thegnity and cohesion of ASEAN
itself as a formal grouping and dilute its bargagnipower, perpetuate ASEAN
dependence, weakens existing patterns of intramedi bilateral or multilateral
arrangements, or compromise political non-alignméius, a strong and cohesive

ASEAN can facilitate the formation of a larger Asi@conomic grouping.

Second, one major stumbling block in any econommiegration is the
perception that there would be an inequitable iBistion of gains and costs in the
process of economic integration. This occurs whmmtries are of dissimilar levels of
economic development. A successful ASEAN integratlny improving the economic
development levels of the member countries andeolyaing the development gaps
within the grouping, should contribution to thelreation of an East Asian economic

integration.

Third, another obstacle to ASEAN+3 economic integrawould be the large
disparities in the trade structures of the varioogntries. With the exception of Hong
Kong and Singapore, most of the East Asian ecormmmatinue to maintain highly
protectionist measures in various sectors. For l@ndapan and South Korea protect
their agriculture to the extent that the priceiokérn the former is some four times its
international price; Malaysia continues to guasladtitomobile industry fiercely; and
Indonesia protects her domestic producers fromrgelaumber of industries. The
structural changes required would not be accepttbleountries that have hitherto
maintained high tariff walls. The realization oEtIASEAN economic integration will

act as a building block towards the formation oEast Asian economic community.

Fourth, a fully integrated ASEAN will make it eafey China, Japan, and South
Korea to forge a free trade area with the ASEANntoes. Without a fully integrated
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ASEAN it would take time to realize a regional egomc integration as the ASEAN
countries would have to negotiate individually wiglach of their Northeast Asian
neighbours. Although the framework agreement fa&r @hina-ASEAN Free Trade
Area has been agreed, the specific terms and comsliare still be decided. Further,
China is still viewed by some quarters as a stramgpetitor for ASEAN countries in

third country markets and for foreign investments.

Although significant progress has been made in sevirtariff reduction, there
has been little progress made in eliminating omiwenizing the non-tariff barriers
(NTBs) that have been prevalent in their trademeg. Some countries have not yet
completed their identification of NTBs which arepposed to be submitted to the
ASEAN Secretariat. To expedite this process the A$ESecretariat has recently
issued a list of NTBs to the ASEAN member countifies verification. Licensing
procedures are still unclear and not transparer@ustoms procedures remain
uncoordinated and unharmonized. The use of a conAS#AN tariff nomenclature,
which has been long agreed, has not yet been ingplid by all countries. Mutual
recognition agreement for technical standards le& Isigned, but the harmonization
of technical standards for twenty priority groupsor(sisting of electronics and
electrical appliances, rubber products, and mach)nie still to be completed and the
conformance with the internationally acceptablendsads has yet to be met by all
ASEAN countries. Liberalization in the servicestseevhich are complementary to the
liberalization of trade in goods has been quitevg[éhe Straits Times, 11 July 2003, p.
20).

The slow progress in economic integration is aladlyp due to the lack of a
supranational institution with powers to enforce tbrinciples and decisions made in
relation to regional economic integration. Althougle commitments made by individual
countries with regards to AFTA are legally bindirtbere is no mechanism within
ASEAN whereby sanctions and punishments can bednoetiefor members which fail to
comply with their AFTA obligations. However, creatiof a supranational institution with
enforcement powers may run counter to the age-pittiple of non-interference and

consensus which still has some appeal and suppantgome member countries. One of
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the challenges, therefore, for ASEAN is to set ome kind of supranational institution
that may not have exactly the same structure agtlize EU, but with strong support and

endorsement from the member countries.

The cautious approach (i.e. by deferring the plgasirof important products until
the deadline, which is also called “bunching offftarates”) adopted by the CLMV
countries in implementing their AFTA commitmentsnstivated by the growing concern
that, as their economies are fully liberalized aca@dance with the AFTA guidelines,
their respective industries will not be sufficignpirepared to face the forces of regional
competition and unable to take advantage of tlim@uic opportunities provided by
AFTA. Much of this concern is related to their infandustries including agricultural
products and other processed foods, which theykthii face greater competition
from their ASEAN neighbours particularly from Thaild and Vietham. There is also a
lack of confidence in their growing garments sectanich will face greater foreign
competition upon the abolition of the Multi-fibregfeement in 2005. Another source
of concern for the CLMV countries in the process tafiff liberalization is the
anticipated reduction in their tariff revenues tlasy are particularly highly dependent

on international trade as their source of goverrimarenue.

This concern has so far resulted in some degreentiivalence in their policy
initiatives or slower implementation of their AFT@@mmitments. Tongzon (1999) has
discussed this ambivalence in great detail witlpeesto Vietnam, the first CLMV to
join ASEAN. Consequently, this strategy has resuitea delayed implementation of
AFTA commitments, which could lead to the “bunchioftariff rates” — the AFTA
Council has required all members to avoid in thecess of tariff reduction. Given that
the other CLMV countries have almost the same $wéleconomic development and
have similar economic backgrounds, it is undersiblathat the most recent members
— Cambodia, Laos and Myanmar — could face simiféicdlties in implementing their

AFTA commitments.
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4. Conclusion

The two approaches adopted by the ASEAN countrietheir pursuit for economic

regionalism can be complementary rather than catiyeet There are a number of
benefits and factors working in favour of East Asseconomic integration. There are
also, however, negative factors working against Bagan economic integration. The
realization of ASEAN integration will act as a dgst for this Asia-wide integration by

addressing some of these negative factors.

Regional economic integration under AFTA can prevah important building
block for the establishment of an East Asian irdegt market by allowing the free
flow of goods and services among member countrl@stwAFTA is aimed to achieve.
Apart from providing opportunities for greater regal trade and investments and other
economic spill-over effects of trade liberalizatiom successful AFTA is vital for
maintaining regional peace and security, which dseatial for long-term economic

progress in the Asian region.

Recent empirical evidence suggests that, dedpateuticipated short-run costs
of trade liberalization, the ASEAN countries haeenained determined to realize their
vision to establish a regional free trade area @352 Already significant progress has
been made in the implementation of their tariffugtbn commitments under AFTA,
despite the growing economic and political difficed faced by some member countries
engendered by the recent economic crisis and atherent structural and institutional
weaknesses. However, the second phase of econategration, which entails the
removal or harmonization of NTBs, poses a morelehging and difficult task due
mainly to the significant differences that existtviieen these countries in terms of

economic development, national priorities and leweglefficiency.
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9. East Asian Economic Integration - A Perspectivfom Thailand

Nattapong Thongpakde, National Institute of Develoment

Administration, Bangkok

The proliferation of economic cooperation and Ffeade Areas (FTAS) is notable.
The mega block of Free Trade Area of the Ameri€d83AQ) is being formed and EU

has been strengthened. While North America, EU EBast Asia (EA) are the world

three economic pillars; the development of EA eawigointegration has been very
slow. However the aggressive move toward EA econamegration has been shown
after the eruption of the Asian financial crisisvéh the development in EA region,
this paper aims to examine rationales and chalkef@eEA integration and to discuss

strategic issues from ASEAN perspective with speei@rence to Thailand.

1. Exploring Potential of East Asian Integration
1.1. Economic Structure of East Asia

This section observes the economic structure of Bamn countries. Comparisons
with other major economic groupings are made ferds@ike of examining EA’s position
in the world economyWith regard to size of GDP and population, ASEANgiite
small compared to other economic groups. Howetersize of the economy increases
significantly if ASEAN integrates with Northeast iAs (NEA). EA establishes
remarkable economic power. With the combined pdmraof 2 billion persons and
gross domestic product of US$ 6,427 billion. Chimahe most populated while the
Japanese economy is the largest in output. Inghee syear, the population of EU was
378 million persons and that of NAFTA and FTAA w&k6 and 825 million persons,

respectively (Table 9-1). Whereas EA is notablesize compared to those of other

! In this paper, the East Asian economy consisBonftheast Asian, i.e. ASEAN 10 and Northeast Asian
(NEA) economy including Japan, China, Hong Kong Kodea.
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groupings, leaving out China the size of populatiwould reduce to 703 million
persons and the economy would be US$ 4,725 billitve. shares of export and import
in the world reduced to 21.3 percent and to 20r¢qud, respectively. This suggests a

prominent position of China in the region.

Compared to EU and NAFTA, EA is more diverse. dajgaan industrial and
fully developed country. Korea, Hong Kong and Spw& are NIEs. ASEAN 6 and
China are developing countries and Cambodia-Laoasvhar-Vietham (CLMV) are
less developed countries. In 2001, the income pgita of Japan was US$ 32.6
thousand, 117 times that of Cambodia (US$ 277)reShaf manufacturing sector
ranged from 7 percent for Myanmar to 35 percent Gtina. For higher income
countries, service sector is a dominant sectoresepted in share of GDP. ASEAN is
even more diverse than NEA. The structures of prtoln in ASEAN are mixed; some
countries are still dominated by the agriculturatter. Income is highly varied among
members as can be seen in coefficient of variafd@DP per capita. The coefficient of
variation of GDP per capita of ASEAN was 1.94 irD2Gand that of EA was 1.51 in
2001, compared to 0.34 of EU and 0.68 of NAFTA (€&b2).

ASEAN is opened to the international market. AM&®EAN members, only
the ratio of trade in GDP of Indonesia and Laosewess than one. NEA is less opened
with the exception of Hong Kong. This ratio of EA @ group was 0.5 less than that of
EU but higher than NAFTA’s. ASEAN, though, is nbetbig player in the world; its
share of world export was 7.3 percent and impod @& percent. But EA is; export of
EA totaled US$ 1,588 billion in 2001. Its exportash in the world was 26.3 percent
while the share of import was 25.4 percent. Thigureé was still lower than other
groups; NAFTA share of export and import were 2&0t 33.3 % respectively. The
highest is EU.

1.2 Trade and Investment Structure

As trade and investment are fundamentals to ecandntegration, this section

explores trade structure of East Asian econommndsa-land inter- regional trade will be
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measured. Trade indices will be calculated for dhalysis of trade competition and
complemetarity among countries in the region. Dut&DI in the region will also be

presented.

Intra-Regional Trade

Intra-regional trade within economic groups seeg@mard trend (Table 9-3). Recently,
NAFTA trades with its own group amounted to 54.8cpat in 2001, a big increase
from 33.6 percent in 1980. In the same year, tgadiithin upcoming FTAA was also
at 60.1 percent, an increase from 43.4 percen®80.1EU trades with its groups was
about 60 to 65 percent. Trade within ASEAN ros€2a! in 2001 from 17.4 in 1990, a
small increase compared to trade within EU, NAFTA &TAA. Since the economic
crisis erupted in 1997, Intra-ASEAN exports got Bemafrom 24.2 percent in 1997 to
21.6 percent in 1999, and rose again in 2001 t6 gercent. ASEAN depends on each
other to the lesser extent with regard to impaitsge its intra regional share of import
was only 21.1 in the year 2001. (Tables 9-4 angl 9-5

Intra-regional trade of EA has been growing buwg timportance of external
trade remains especially in the case of ASEAN. tHaurinvestigation of direction of
exports indicates that ASEAN destination is stithportant for ASEAN exports;
however, its exports to NEA is higher and its sharancreasing; while that to EU is
declining and to US is high and stable. Intra-raglotrade in NEA is essential
especially in the case of China which exports nyaimlHong Kong and Japan. ASEAN
is less influential as export destination for NE#wrgared to the US and EU. Korea and
Japan export shares to ASEAN are higher than tmaChnd to Hong Kong, which

could be explained by the link between trade amdstment.

With regard to import structure, ASEAN depends enon outsiders for imports
than for exports. NEA, especially Japan, is theomapurce of imports for ASEAN.
China and Hong Kong import more from NEA than fré8§ EAN. Hong Kong’s,
Japan’s, and Korea’s shares of imports from ASEANM &U are not that much

different while their shares of imports from the WShigher. This may illustrate trade
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and investment linkage between ASEAN and NEA thdisgliary companies import
parts and machinery from parent companies. Furtbernwith different level of
development from ASEAN and China, Japan and Koesdrto import capital- and

technology-intensive goods from the US.

Kobsak Putrakul and others (2003) conducted aisabfsthe contribution of
export growth within EA (excluding Japan that wasluded in G-3). The results
indicated that during 1990-2002 the major sourcgreéter intra-regional trade was the
increase in the exports across North East Asia tdesnremarkably among China,
Hong Kong, Taiwan, and Korea contributing 50 petadnntra-regional export growth.
Trade among South East Asia countries amounted tpe2cent. The rest was trade
between NEA and SEA. However, the highest growtd veas between ASEAN and
NEA.

Export and Import Products of East Asia

Tables 6-10 present data on export and import ptsdaf ASEAN and NEA countries,
based on two-digit HS classification. The similaof their major products can be seen.
With respect to export, from 1997-2001, electrimadl electronic equipment (HS 85)
and machinery (HS 84) were major export productsASEAN, Korea and Japan.
These two products were also major imports fottakke countries. Another principal
export of ASEAN was mineral fuels, oils distillatiproducts (HS 27). HS 87 (vehicles
apart from railway or tramway) was the third highegport product for Korea and
Japan, while the main import products for both ¢oes was HS 27 (mineral fuels, oils
distillation products). Major export products of iGd in 2001 were HS 85 (electrical
and electronic equipment) followed by HS 84 (maehy) and HS 62 (article of
apparel, accessories, not knit or crochet). Topehmport products of China in the
same year were HS 85 (electrical and electronigpegent), HS 84 (machinery), and
HS 27 (mineral fuels, oils distillation productg)aunting for 47 percent of total China
import value (Table 9). Hong Kong's chief merchaadexports were quite different
for others in the region. The top three export patsl between 1997-2001 composed of

HS 62 (article of apparel, accessories, not knitrochet) followed by HS 61 (articles
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of apparel, accessories, knit or crochet) and H&REtrical and electronic equipment).
The main import products were HS 85(electrical aledtronic equipment) followed by

HS 84 (nuclear reactors, boilers and machinery)l HiS 39 (plastics and articles
thereof). (Table 9-10)

Machinery and electronics are dominant exportipcts in the region. Garment
is major product for some countries. Some studmesvsthat EA trade has the product
cycle pattern. Export production has been shiffmogn high-income countries such as
Japan to NIEs and later to South East Asian casmtCountries in the region have
been up the product ladder, from labor—intensivedgosuch as garment to more
technology- skill-intensive goods like electrongesl machinery.

Export Similarity

The trade pattern reflects competition and complearg between countries. To
further investigate trade competition, export simfly index has been calculafed
based on 6-digit HS. The index indicates the smiylaof the export commodity
structures of selected two countries. Two couritr@gort structures are the same
when ESI takes the value of 100. The oppositeuis when ESI is 0. The calculation
results are shown in Table 11. Comparing the exptticture of individual NEA
countries and NEA as a group shows that JapanaGimnd Korea export structure were
closer the NEA group much more than the case ofgH6mng whose index was only
26 in 2001. However, the index of Japan declinethfi74.5 in 1996 to 69.3 in 2001.
Within NEA region, Japan’s index exhibited a closerto Korea more than to China
and Hong Kong. The Japan-Korea'’s index ranged #@m6 for from 1996 t02001. In
2001, the index was only 18 and 36 for Korea-Hongn¢l and Korea-China

respectively. In the same year, export similanitgex of Japan-China was 29 and that

2 Trade Similarity Index isS(ab, ¢) = (Z MinimurT{Xi (ac), X, (bc)]j [1L00where S(ab, C) is

Trade Similarity Index between country A and cour in market C,X,- (aC)is weight of commodity
iin A's trade to C, andX/; (bc) is weight of commodity i in B’s trade to C.
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of Japan Hong Kong was 19. China had export patieser to Korea than to Japan. It
is apparent that, overtime, the export patternnafividual NEA countries became

closer to others in NEA with an exception of Hongnig.

Comparing ASEAN and NEA, export similarity index ASEAN and NEA
increased from 43.6 to 47.9 from 1996 to 2001,stHating a much closer export
structure. All indexes for each NEA country compiate ASEAN went up with the
exception of Hong Kong'’s. In 2001, the index of AAEChina was 42 and ASEAN-
Korea was 40, while that of Japan-ASEAN was 36.s€healues were less than that of
individual NEA country compared to NEA as a gro®eviewing individual ASEAN
members and each NEA country, it can be seen hleaintdex increased for each case
with the exception of Hong Kong. Hong Kong’s indéeclined compared with every
ASEAN country but Indonesia. Another exception le tdeclining index between
Singapore and Japan. However, among ASEAN memBéngapore and Japan, as
well as Singapore and Korea, showed the closesirespnilarity. The highest index
was Thailand compared with NEA group and with Chikar the Philippines and

Indonesia, the similarity of export structure WNEA was small.

Within ASEAN, all index values increase when conmm@individual members
to ASEAN export structure. Malaysia’s index was ttighest, while that of Indonesia
was the lowest. Comparing across ASEAN member,&poige and Malaysia illustrated
the strongest ties. Indonesia structure was lessasito others although the index was
increasing. The Philippines index, relative to otitmembers but Singapore, marginally
declined. Thailand index indicated the strongeroegimilarity with Malaysia than
other ASEAN members. It can be concluded that NBAntries had a closer export
structure than ASEAN members and vice versa. Catigein own groups seems to
be more evident than between groups. Japan andakaee more rivalry in term of
export structure than with China. Compared witheothASEAN members, Singapore’s

export structure is closer to Japan and Korea Wihikgland is closer to China.
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Intra-Industry Trade

The above analysis illustrates the competitioncstime between ASEAN and NEA. It
also indicates that the export pattern of Thailsnclose to ASEAN more than to NEA.
However, the networking of MNCs reveals the streetaf complementarity in trade
across countries. One major phenomenon explainirigrnational trade is intra-
industry trade. This comes about by the traderaflar products with similar countries
(especially border trade) or by a division of labarthe latter case product parts have
been produced in many locations out of the locatidwantage; the parts will, then, be
traded for final production. To investigate thistis, intra-industry trade ind&{IT) is
calculated to capture the complementary structhig, is, capturing the trading of two
countries within same product group. High IIT showgh trade proportion in that
particular product group. For countries with a |tWw index, trading is less in that
product group and a possibility to compete in thidt country. The products are

classified by ISIC as shown in Box 1.

® |ITT=whereis the value of country i's export obduct j to the market under investigation, anj is
the import value of in country of product j fronetinarket under focus.
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Box 1: International Standard Industrial Classification (ISIC)

ISIC Rev.2

1 - Agriculture, Hunting, Forestry and Fishing

2 - Mining and Quarrying

3 - Manufacturing

31 - Manufacture of Food, Beverages and Tobacco

32 - Textile, Wearing Apparel and Leather Industrie

33 - Manufacture of Wood and Wood Products, Inclgdturniture

34 - Manufacture of Paper and Paper Products, Rngitand Publishing
35 - Manufacture of Chemicals and Chemical, Petroie Coal, Rubber and Plastjc
Products
36 - Manufacture of Non-Metallic Mineral Producéexcept Products of Petroleum and
Coal

37 - Basic Metal Industries

38 - Manufacture of Fabricated Metal Products, Mgty and Equipment

39 - Other Manufacturing Industries

Table 9-12 shows that the sector that Thailandlugain intra-industry trade, in 2001,
was ISIC 38; Manufacture of Fabricated Metal PresiuMachinery and Equipment.
Countries that show high IIT against Thailand WeEA, Malaysia and the Philippines.
Table 13 shows that IIT for ASEAN and selected ¢nas. Sector that experience high
[IT was ISIC 38; Manufacture of Fabricated Metabducts, Machinery and Equipment.
ASEAN had high IIT with every NEA countries andalsith the US and EU.

The data presented above indicate that Thailatktstructure and comparative
advantage are similar to ASEAN, China and KoreaEAN and NEA are more similar
its own group than with different region. This dianity shows that they can be
competitors. However, intra-industry trade also réases. This shows the
complementarity structure with the rising netwotkiaf production and trade in the
region especially in the case of computers and mach Evidence from Khobsak

Putrakul and others (2003) also shows that, inntegears, division of labor and
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product internationalization has been a key featfré&rade structure in EA. During
1991 and 1998, countries in EA, with the exceptanChina and Hong Kong,
experienced higher level of intra-industry tradepezsally for Thailand and the
Philippines.

The important of intra-industry trade can be enspted by the quote from the
2002 OECD Economic outlook, as cited in Kobsak &tk and others (2003) that,
“The growing internationalization of production &%, which increasingly involve
vertical trading chains spanning a number of coestreach specializing in a particular
stage of production, is an important feature behind changing nature and the
increasing scale of world trade. The extent ofithiea-industry trade is typically much
higher across categories of manufactured goods thds across trade in non-
manufactured goods and highest for the more saphiistl manufactured products such
as chemical, machinery, transport equipment, etattequipment, and electronics.
This is because sophisticated manufacturing predait more likely to benefit from
economies of scale in production and are easidifferentiate to the final consumers,
and so facilitate trade in similar products. Mommplex manufactured products that
rely on many components and/or processes many lmsefit more readily from
splitting up production across countries. ... Fumihere of particular interest when
considering intra-industry trade and the interralzation of production are those
countries where exports and imports account foery wigh proportion of GDP ...
although there is far from a perfect correspondetieese countries all tend to have a
relatively high intra-industry trade.”

Foreign Direct Investment

With internationalization of production, direct estment from abroad is a crucial
mechanism pushing for economic growth. The leadingstors are US, EU and Japan.
Table 9-14 shows the distribution of net foreigrredi investment. FDI still

concentrated in industrial countries, like the U8 &U. However, China shares of FDI
rose significantly in 1995 to 11.03 percent althoitgdeclined to 5.92 percent in 2001.
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ASEAN share of FDI declined sharply since 1995 fré:® percent to 1.76 percent in
2001.

1.3. Asian Trade and Financial Agreements

While ASEAN trade and investment integration hasrbenplementing for some time,
financial cooperation in the region has been wéalkation of EA integration, on the
other hand, was originally from the financial co@imn EA cooperation began with
Finance and monetary policy unlike ASEAN and otsewnomic blocks. The financial
cooperation may result from the realization thatE&Pand ASEAN were not in a
position that would cope and manage crisis well tiedresentment of IMF practices
and conditionality was getting stranger. The EAafinial cooperation schemes include
ASEAN swap arrangement, surveillance and early imgrrmechanism, regional
financing facility under the Chiang Mai Initiativas well as Asian bonds. Furthermore,
proposals and ideas have been raised in variousn®to deepen financial integration
for EA such as macroeconomic policy coordinatiorch@ange rate coordination,
formation of Asian Monetary Fund, development ofigderm capital market, and

monetary union in the long-term along the lineshaf European model.

Another development is rampant trade negotiatibleser before that bilateral
FTAs and regional economic cooperation in Asianntoes have been more flourished.
The basic form is free trade Area; however, margy @oser Economic Cooperation
Agreements that are comprehensive and involve ri@e the tariff reduction. Many
agreements are underway the completion in a fewsysaxpected (Box 2). This trend
indicates that countries in the region focuses> po#g-led growth and is uncertain on
the completion of WTO agreements. These countresfiaid of being left out of the
group and are outsiders. The case of Japan is d goample, as she changes the
position in integration with ASEAN when China lalnes the ASEAN-China FTA.
The joint Declaration of the Leader of ASEAN andhaa on the Comprehensive
Economic partnership was announced one day aftesitining of the China-ASEAN

economic integration.
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Singapore is the most active player in the regidapan and Singapore
concluded the Japan-Singapore Economic Partnefgirgpement in January 2002 and
came into effect in November 2002. It covers taciits and a broad agreement on
movement of people, investment rules and techeimaperation between two countries.
However, the scope is still partial and too limitedbe employed as a framework for
ASEAN trade negotiation.

Thailand direction in regional agreement is qeieent under the leadership of
the current government. Bilateral trade is pushkdad regardless of the size and
location of trading partners. At the same time ARSi&d RTA with ASEAN and others
are also pursued. The main objective of Thai gowent is to open up market for
exports. It is arguable whether bilateral tradeat@e equal trade negotiating power
between small and big countries. The negotiatiavagé avoids sensitive issues and
focus on issues on big country’s interest. Westauantries focus more on trade in
services, investment and IPP and ignore agricuisgees. However, bilateral is good
for the NTB discussion and technical assistancehvis not the focus and not easy to

implement on the multilateral level.
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Partners Type of Arrangements Status Year
ASEAN Free Trade Area Implemented 1993
ASEAN-China Comprehensive Economic Partnership Signed 2003
AFTA-Australia/New Zealand | Closer Economic Partnership Official discussion/study 1999
ASEAN-Japan Closer Economic Partnership Official discussions 2002
ASEAN-South Korea Free Trade Area Official discussions 2001
ASEAN-India Comprehensive Economic Cooperation | Official discussions 2003
ASEAN-USA Trade and Investment Framework Proposal 2002
Singapore-New Zealand Comprehensive Economic Partnership Implemented 2001
Singapore-Japan New Age Economic Partnership Signed 2002
Singapore-EFTA Free Trade Area Signed 2002
Singapore-Mexico Free Trade Area Under negotiation 1999
Singapore-Australia Free Trade Area Under negotiation 2000
Singapore-Canada Free Trade Area Under negotiation 2001
Singapore-US Free Trade Area Under negotiation 2000
Singapore-Chile Free Trade Area Under negotiation 2000
Singapore-Taiwan Free Trade Area Proposal/Study 2002
Singapore-South Korea Free Trade Area Proposal

Thailand-China Free Trade Area Signed 2002
Thailand-Bahrain Comprehensive Economic Partnership Signed 2002
Thailand-USA Trade and Investment Framework Signed 2002
Thailand-Australia Closer Economic Relations Free Trade | Under negotiation 2003
Thailand-Sri Lanka Free Trade Area Under negotiation 2003
Thailand-India Free Trade Area Under negotiation 2003
Thailand-Croatia Free Trade Area Proposal 2001
Thailand-Czech Republic Free Trade Area Proposal 2001
Thailand-South Korea Free Trade Area Proposal/study 2001
Thailand-Japan Closer Economic Partnership Proposal/study 2002
South Korea-Chile Free Trade Area Under negotiation 1998
South Korea-US Free Trade Area Under negotiation 2001
South Korea-Mexico Free Trade Area Official discussions/study | 2000
South Korea-New Zealand Free Trade Area Official discussions/study | 2000
South Korea-Australia Free Trade Area Official discussions 2000
South Korea-China Free Trade Area Proposal/study

Japan-Chile Free Trade Area Official discussions/study | 2001
Japan-Mexico Free Trade Area Official discussions/study | 1998
Japan-South Korea Free Trade Area Official discussions/study | 1998
Japan-South Korea-China Free Trade Area Official discussions/study
Japan-Canada Free Trade Area Proposal/study 2000
Japan-Philippines Closer Economic Partnership Proposal 2002
Hong Kong —New Zealand Closer Economic Partnership Official discussions 2001
P-5 Free Trade Area Proposal 1998
US-Philippines Free Trade Area Proposal 2002

Pacific-5-Singapore, Australia, New Zedladnited States and Chile

Note: EFTA-Switzerland, Iceland, Liechtenstein rNay.

Source: Manzano and Avila (2002).
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2. Rationales for East Asian Economic Integration

The above discussion illustrates regional econatniccture and economic cooperation
environment. This part of the paper assesses thantabes of East Asia economic

integration, from ASEAN perspective with specidkerence to Thailand.

Enhancing size and location advantage

The above information on economic and trade strackeiads to the suggestion that
ASEAN is too small to engage only in it own groupinCrisis also showed that
integration in ASEAN is not enough to prevent thgexsity. Thailand, a small country,
and ASEAN, a small economic group, cannot waittfa conclusion of multilateral
agreements for freer trade. Under the situation tire will be large trade blocks,
Thailand and ASEAN are too small to stand alonausTldeeper integration with NEA
is logical; some even say it is necessary. Theyaislalso shows that Thailand
economic structure is similar to ASEAN membersirade expansion with NEA will
complement Thailand economic structure. A gravitpdel employed in Kobsak
Putrakul and others (2003) confirms that there pogentials for bilateral trade
expansion between Thailand and Japan, China, Taavah India. Therefore, EA

integration is good for Thailand trade.

The paper also concludes that “....With the riseEaft Asia in the world
economy, intra-regional trade will play an incregty more important role for each
country within the region. For the case of Thaillanot only we are likely to gain in
the short-run driven by export growth to countrglsas China, but in the medium and
longer term, as long as the regional keeps expgnfiister than the G3 countries,
prosperity within the region will help propel montem for the intra-regional exports
which will be instrumental in providing additionahgine of growth to the Thailand for

the medium-term.”

Larger group offers more benefit to countries imed. The simulation by

Scollay R. and J. Gilbert (2001) indicated thate®8! + 3 will increase welfare more
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than ASEAN +1 and for only NEA FTA. Including aguiture in FTA is also important
since it will greatly increase welfare (Table 9-16hina has been emerging as a major
market for ASEAN and EA as well. While it is trukat since 1998 China became
major exporter of EA (next to Japan) and other toesi export growth were either
declining or slowing down. Still, the much incseain China exports occurs along
with the noticeable increase of EA export to Chihdncreased from $2.6 billion in
1998 to $50.5 billion in 2002. Thailand’s expontsGhina in the first five months of
2003 increased by 6.8 percent. Thus, there is givab advantage for the region when
China comes out as a new market for ASEAN and NE# warge number of
population that income is increasing. High growdlterof FDI to China also induced
intra-regional trade form production chain in tlegion. China also provides location

advantage based on her lower cost and abundantrcesdor production.

EA integration can improve region competitiveneBdernationalization of
production brings about FDI as MNCs searching foe most efficient location
producing parts or components. The EA integratimm make the region into a strategic
production network, especially as China becometbleisThe free flow of trade and
investment in the region, thus, strengthens regicm@apetitiveness as well as country's

competitiveness.

Avoiding spaghetti-bowl tariff structure

To prevent the confusing overlapped trade agreesnddf integration can avoid
spaghetti-bowl tariff system. With many trade agmneats, many tariff rates can be
imposed on one product depend on the origin of msp&ven imports from the same
origin, tariff rate on specific product can be difnt due to different local contents. If
each ASEAN member forms FTA with NEA separatelgréhwill be 40 agreements
instead of one agreement when EA FTA is createdisTif the trend of bilateral

continues, the region will face with tremendous anmaf free trade agreements
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Favorable existing foundation

With respect to existing institution, EA integratidoes not start from zero. Framework
on ASEAN+3 is built and can be expanded into tleenwork for EA integration or
EA FTA. Measures recommended in the Final RepotthefEast Asia Study Group can
be scrutinized and carried out measures that mrelytiand appropriate. Furthermore,
though there are some trade agreements acrossi@atstifar and wide, it is easier to
integration with countries in close proximity. FTAsdways start with neighboring
countries. EA has closer historical and cultueddtions with each other than with the
west. It should be easier to buildup based on iegigamiliar institutions and market

environment.
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Box 3. 26 Measures Recommended by the East Asia &uGroup

*  Short-term measures

* Form an East Asia Business Council

» establish GSP status and preferential treatmernhéoleast developed countries
» foster an attractive investment environment,

» establish an East Asia Investment Information Netwo

» develop resources and infrastructure jointly,

e provide assistance and cooperation in infrastrecinformation,

e cooperate through technology transfer and joirttrietogy development

» develop information technology jointly

*  build a network of East Asian think-tanks

» establish an East Asia Forum

» implement a comprehensive human resource develdgmegram

» establish poverty alleviation program

» take concerted steps to provide access to pringaighttare for the people
» strengthen mechanism for cooperation on non-teawitisecurity issues

» work together with cultural and educational inditios to promote a strong
» promote networking and exchange of experts in tmservation of arts

» promote East Asian Studies in the region

e Medium-term and long-term measures

» form an EAFTA

e promote investment by SMEs

» establish an East Asia Investment Area

» establish a regional financing facility, and cooation.

* Pursue a more closely coordinated regional excheatgamechanism

» Pursue the evolution of the ASEAN+3 Summit intoEast Asia Summit

» Promote closer regional marine environmental ccatjmr

» Build a framework for energy policies and stratsgie

*  Work closely with NGO in policy consultation

Source: Hiratsuka D. (2003)
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Greater resources for development

When an economic group includes lower income ecoesndevelopment assistance is
imperative. CLMV are ASEAN members with much lowsrome than other members
in the group. However, ASEAN has limited resourcespecially after the crisis, to
carry out this duty effectively. EA, which includedustrial high-income countries, can
introduce adjustment fund to facilitate trade ldderation. Furthermore, CLMV can get
support in the form of Special and Differential amment (S&DT), technical assistance
for capacity building, infrastructure developmermnfi EA cooperation. This will make

the adjustment to FTA easier and more acceptable.

Improving trade negotiation position

Lastly, advantage of EA grouping is to strengthesifion on multilateral negotiation.
EA grouping can also enhance trade negotiationtipasibetter than bilateral or
individual country in multilateral negotiation. I&ze will be compatible to EU and
NAFTA. However, the influence on multilateral neigtion will also depend on the

consensus building in the group.

3. Challenges of EA Integration

Importance of inter-regional trade

While expanding ASEAN seems reasonable, EA integrdtas marked shortcomings.
One shortcoming is that intra-regional trade in i&Amaller compared to other large
groupings like EU and NAFTA. Thus, final demandgd and USA remain significant
for exports. Inter-regional trade is also impemtspecially with respect to imports.
The significance of the US and EU demand is mongaggnt if the linkage of the
industry is considered. Some export products witbdnis not for the final demand in
the region but for processing to reexport to thednd EU. Thus, the growth rates of
these two regions are still notable for intra-regiotrade growth. Monetary Authority
of Singapore published a study in 2003, as citadabsak Pultrakul and others (2003),
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that about 36 percent of total export in the regidapan excluded) is intra-regional
exports. Of which 22 percent were demand in thdore@s final products and
intermediate products for regional demand. The neimg 14 percent were reprocessed
and sent to the US, EU, Japan and the rest of tnkelwrhis notes the significance of
G-3 economic growth to the region.The implicatienthat EA must not form close
regionalism.  Multilateral trade agreements are eflogless important for trade
expansion. Furthermore, it is inevitable that skbown in the US and EU economies

will affect EA exports.

Political issues

While ASEAN has notably experience in cooperatiad alose relationship among its
members, which has come into existence for some, tpulitical situation in NEA is
not as tranquil as ASEAN due to historical backgichu As mentioned in Cheong
Inkyo (2003), “Historically, China has been knovenavoid formal economic/political
cooperation initiatives that can influence its intd policy decisions. Also there still
remains antagonism and competition among East As@amtries stemming from
Japan’s past imperialism. Japan’s refusal to makeféicial apology impedes East
Asia’s regional integration.” Mutual distrust angpthe Northeast Asian countries is
the greatest impediment to the political decisi@maerning economic integration.
However, Cheong Inkyo (2003) also points out tHa¢ tpolitically antagonistic
relationships in the Northeast Asia is, to someem@ixthas been alleviated. Also, the
integration needs strong leaderships especiallyn froajor economic countries like
China, Japan, and Korea.

Furthermore, forming FTA requires public suppoHowever, China is
emerging as a major competitor with some countriese analysis of export structure
indicates that Thailand and China are competing miany sectors. Apichat
Pongsirirushakun et. al. (2002) investigated expg@roducts in major markets. The
finding is that there were many products which Thlaare of export experienced a

decline where Chinese shares of export were risiings makes it harder to ask for
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public support for EA Free trade Area. It also @dgethe necessary of adjustment in

each country to order to be competitive.

Complex trade agreements

As mentioned above that there are many bilaterah Kfplementing and under
negotiation in the region. The bilateral agreementgs/ be in conflict with regional
integration. It will dilute EA integration. One margue that bilateral FTAs can be
building blocks for regional FTAs since integratiaoross a member of countries may
create difficulties than negotiation in a small @po like between two countries or
ASEAN. Bigger groups have different interests, mdreerse economic structures,
much different political systems and culture, widange of issues to be settled.
However, the complicated tariff structure and reses devoted to bilateral FTA
negotiation can easily outweight the benefits, fy,aand undermining regional
integration. It will be more difficult to standazeé many bilateral FTA agreements into

a regional agreement.

Regionalism can also weaken multilateral tradeotiatjons. Bilateral and
regional integration require resources and timadoomplish. When these resources
are committed, less resources and concentratidnb@idevoted to multilateral trade
negotiation. There are not enough qualified manpawealeveloping countries to go
places for meetings nor resources to do researchime for consensus buildings.
Consequently, multilateral negotiation will get lewpriority when bilateral and
regionalism is the focal strategy. Policymakerd gkl contented as if they perform
enough freer trade when they sign some bilateralsF@and do not feel the need to

pursue multilateral negotiations.

4. Strategy for EA Integration Integration

The previous section points out the shortcoming&Afintegration, nevertheless the

advantages are quite substantial. Thus, we shaulaware of the limitations and get
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the best results out of the integration.With th@amance of production networking to
enhance export, EA integration must be designeshtance the competition position
of the region comparing to others regions in thelavdt is important that the regional
integration formed to attract FDI and to link withoduction and trade networks under
the trend of global production. Regionalism mudtintend to protect producers. With
closer economic integration in East Asia each agumt the region will need to
develop its own niches based on its realistic coatpee advantage.

To attract FDI and improve competitiveness, ASEANO needs more
integration. As stated in Chalongphob Sussangkz003a) “ASEAN needs to become
much more serious in fully implementing AFTA to neathe region more attractive as
an investment destination. This also requires trenbnization of the rules, procedures
and regulation that will lower the cost of produgitransporting and generally doing
business in ASEAN.” Every country in the regionlsieeds to streamline trade and
industrial policy. Although Thailand’'s AFTA tariffates are low. Her MFN’s tariff
rates remains high even for agricultural produ@sce trade with non-ASEAN is
crucial for Thailand, MFN. Tariff rates should no¢ a.drastic departure from AFTA
rates. Maintaining those very high rates inducesldrdiversion and inefficiency.
Furthermore, domestic producers that use importats grom outside ASEAN will
face the difficulty in competing with AFTA productgnder the globalization pressure,
the industry upgrade by raising technological cdpghs vital. It will significantly
enhance competitiveness. Thailand needs to resteuber economy more than other
ASEAN members, since the earlier analysis revédss €hina’s export competition is
more pronounced to Thailand than to other ASEANhtaes.

The Role of China and Japan will be crucial fag sluccess of economic group.
Countries in the region cannot deny that Chinagaime extent, is a competitor but she
also generates opportunities to enhance respectwmtry’s competitiveness and
market access. China will be important in marketrese and low cost production, as
seen above. Roles of Japan will be noteworthy ssistéing industrial upgrading.

Japanese firms can create production networkirtherregion and transfer technology
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via subcontracting and training. This will increaseintry’s competitiveness as well as

company'’s efficiency.

To avoid waste of resources integration shoulduié on existing institutions.
East Asia Free Trade Area (EAFTA) should be fornasda medium term target.
Framework on ASEAN+3 should be created and expandet the framework for
EAFTA. It is possible that ASEAN can introduce separate arrangements with China,
Japan, South Korea and the Closer Economic Pahnipe(€EP) with Australia and
New Zealand under an overall CEP framework. Thils gveatly reduce the problem
and complication for ASEAN to manage its futureeertll economic relations and
integration in East Asia. To get benefit from irmegn EA should be comprehensive
and broad. It is important to include sensitivetsecin the liberalization process in a
timely manner . Elek (2003) stated that it is hrdieal with sensitive sectors in small
groups. Sensitive issues can be dealt in biggemgtecause of the possibility of cross
sector negotiation. Thus, bilateral is not workimgthis issue and it is possible to
achieve it in the RTA or multilaterals. Issues ogridulture and service sectors cannot
be avoided. The agreement should at least setirttedrame for including sensitive

sectors in the FTA.

Nipon Poupongsakorn (2003) emphasized the impoetah the agriculture in
the ASEAN Japan Closer Economic Partnership. “. cesiagriculture is still the most
important sector in many ASEAN economies especi&@lyMV. It is not only
providing bread and butter and safety net for tlagonty of their population, but it is
also the sector that they have comparative advantdagade in agriculture will,
therefore, significantly contribute to their ecoriongrowth and improve the living
standards of millions of ASEAN farmers.” In otheonds, opening up the agricultural
market may yield greater benefits than financialstance to developing countries.

He also suggests the adjustment measures reqoiredISEAN and Japan to
cope with the agricultural issue. For ASEAN, it slib set up programs enabling
farmers to shift away from inefficient non-compegt agricultural production, set up
social protection program to protect vulnerablemfars and build up capacity of
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farmers and food processors in meeting SPS stamolaexports. For Japan, she needs
to find a more innovative means of food securitigjoli are less market distorted and to
bring down price support. To cope with multi-furectality of agriculture issue, she
should provide direct and cost effective mechanismnsupport agriculture production

as a public good. This will lower social cost arduce international trade barriers.

Regional financial cooperation should be developedine with trade and
investment integration. Chalongphob Sussangka®3&) concludes that there are
four rationales for EA’s financial cooperation; pwevent financial crisis, to better
manage a crisis, to influence the financial envimnent affecting the region, and to
support the economic integration in the region.chiecludes that the region can greatly
gain from greater financial operation since it pagential to make the region resilient
from the volatilities and risk from internationabnket. The cooperation will strengthen

the region position to influence the global fina@ystem.

Chalongphob Sussangkarn (2003b) also recommerfdiedmake progress on
financial cooperation, a specific focal point fechnical work to support the ASEAN
Plus Three process may need to be developed. Thikive in the form of a financial
and monetary organization for East Asia that wdadcdcomplementary to the IMF. The
main function of the agency would not be on crieenagement, but rather on work to
support policy coordination dialogues for crisisey@ntion and the promotion of
regional financial and capital me\markets. Thepesyof cooperative and development
issues will also support the goal of a much deépancial and economic integration in

East Asia in the longer term.”

While ASEAN+3 and EA financial cooperation are nmy ahead, each
member also actively negotiates and concludesebdbFTAs. These can complicate
the EA integration since the bilateral agreemeny rha in conflict with regional
arrangements such as exclusion of sensitive sedibese is tendency to employ one
bilateral agreement as a modality for other bikt@egotiations such as the case that
Japan that uses Singapore’s agreement to negofitatd hailand. It is not possible to
deter bilateral FTAs under the atmosphere todaywedvyer, there should be an
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organization to explore the possible regional dotsl Bilateral agreement negotiations
should be aware of the regional vision. This tratsb emphasizes the need to speed
up ASEAN plus Three process.

EA integration is sensible to Thailand and ASEANshould be formed with
the clear vision of what we want to achieve, anddoomplish by the most efficient
way to reach its fullest potentials. Utilizing etkig institutions and infrastructure is
better than to create new ones. East Asian cosntnigst adjust their economies and
institutions to cope with the dynamism of globatiaa for which EA integration will

be an essential mechanism.
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Table 9-1: Economic Indicators for selected East Asn Countries 2001

Population GDP GDP pe % of GDP Exports of goods and services  Imporigonids and services Degree 0
(Million) ~ (current  capita Agricultur ManufacturingService BilLUS$ %  of % of worldBiLUS$ %  of % of worldopenness
BilLUS$)  (current ¢ and others GDP  export GDP  import
US$)
Brunei 0.3 . . o o o . . . . .
Cambodia 12.3 3.4 277.5 36.9 . 1.8 532 0.0 2.1 61.3 0.0 11
Indonesia 209.0 145.3 695.3 16.4 26.1 57.5 59.7 41.1 1.0 473 326 0.8 0.7
Lao PDR 5.4 1.8 325.9 50.9 17.7 314 0.5 36.3 0.0 6 0 47.6 0.0 0.6
Malaysia 23.8 88.0 3,698.8 8.5 30.6 60.9 102.4 3161.7 86.2 98.0 1.5 2.1
Myanmar 48.3 . . 57.2 7.2 35.6 . 0.5 . . 1.1 . .
Philippines 78.3 71.4 912.2 15.2 22.4 62.3 35.2 49.3 0.6 339 744 06 1.0
Singapore 4.1 85.6 20,733.0 0.1 23.4 76.4 148.6 173.6 25 .0130 151.8 2.3 3.3
Thailand 61.2 114.7 1,874.4 10.3 32.0 57.7 76.0 366.1.3 69.0 60.2 1.2 1.3
Vietnam  79.5 32.7 4115 23.6 19.6 56.8 17.9 54.7 3 0. 18.6 56.8 0.3 11
ASEAN- 522.3 543.0 1,146.5 11.8 26.6 61.6 442.1 814 7.3 87.83 71.4 6.7 15
10
China 1,271.9 1,159.0 911.3 15.2 354 49.4 2994 .8255.0 271.3 234 4.7 0.5
Hong 6.7 161.9 24,073.7 0.1 5.9 94.0 233.0 1439 3.9 424 138.6 3.9 2.8
Kong
Japan 127.0 4,141.4 32,600.7 14 21.6 77.1 4325 4 107.2 406.4 9.8 7.1 0.2
Korea, 47.3 422.2 8,917.2 4.4 30.0 65.6 181.1 42.9 3.0 2171 40.6 3.0 0.8
Rep.
NEA 1,453.0 5,884.5 4,050.0 4.3 24.5 71.2 1,146.19.51 19.0 1,073.3 18.2 18.6 0.4
EA 1,975.2 6,427.5 3,336.3 4.9 24.7 70.4 1,588.2 .7 24 26.3 1,461.2 22.7 25.4 0.5
EU-15 378.2 7,889.9 20,862.6 2.2 19.9 77.9 2,82935.9 46.8 2,735.3 34.7 47.5 0.7
NAFTA  415.8 11,377.6 27,361.8 1.8 17.4 80.7 1,578.03.9 26.1 1,9204 16.9 33.3 0.3

Source : World Development Indicators, World Ba2®03.



Table 9-2: Coe-efficient of Variation of GDP per caita, 1980-2001

1980 1990 1995 2000 2001

EU-15 0.37 0.34 0.37 0.35 0.34
NAFTA 0.58 0.70 0.74 0.68 0.68
NEA 0.98 0.96 0.94 0.89 0.86
EA 1.52 1.33 1.33 1.54 151
ASEAN-9* 1.73 1.54 1.52 1.98 1.94
ASEAN-6 1.73 1.17 1.15 1.56 1.53
* exclude Myanmar
Source : Calculated from World Development Indicsit@003.
Table 9-3 Percent of Intra-regional trade

1980 1985 1990 1995 1999 2000 2001
NAFTA 33.6 43.9 41.4 46.2 54.6 55.7 54.8
FTAA 43.4 49.7 46.6 52.5 60 60.8 60.1
EU 60.8 59.2 65.9 62.4 63.3 62.1 61.2
ASEAN 17.4 18.6 19 24.6 21.7 23 22.4
APEC 57.9 67.7 68.3 71.8 71.8 73.1 72.5

Source : UNCTAD Handbook of Statistics On line, wwmctad.org/
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Table 9-4 Share of exports by selected countries997-2001 (Percent)

Destinations

Exporters YEA ASEAN- China Hong KongJapan Korea NEA EU USA The rest of th
R 10 world
ASEAN-5 1997 24.2 3.0 6.7 12.9 3.3 25.9 15.0 19.1 15.8
1998 21.5 3.2 5.9 11.3 25 22.9 16.8 21.3 17.6
1999 21.6 3.1 5.5 12.2 3.3 24.2 15.9 20.7 17.5
2000 23.2 3.6 5.5 13.2 3.7 26.0 14.3 19.4 17.0
2001 22.6 4.1 5.8 13.5 3.8 27.2 14.5 18.3 17.4
China 1997 6.6 0.0 24.0 17.4 5.0 46.4 13.1 17.9 16.1
1998 5.7 0.0 21.1 16.1 3.4 40.6 15.3 20.7 17.7
1999 6.0 0.0 18.9 16.6 4.0 39.5 15.5 21.5 17.4
2000 6.7 0.0 17.9 16.7 45 39.1 15.3 20.9 17.9
2001 6.6 0.0 17.5 169 4.7 39.1 15.4 20.4 18.5
Hong 1997 8.5 30.2 0.0 5.0 11 36.4 17.4 26.1 11.7
Kong
1998 6.3 29.4 0.0 3.4 0.8 33.7 18.8 28.8 12.4
1999 6.0 29.1 0.0 3.2 0.9 33.2 19.3 29.6 11.9
2000 6.9 29.6 0.0 2.8 1.0 334 18.0 29.7 12.1
2001 5.6 32.2 0.0 2.6 1.2 36.0 16.4 30.1 11.8
Japan 199716.5 5.2 6.5 0.0 6.2 17.8 15.6 28.1 21.9
1998 12.0 5.2 5.8 0.0 4.0 15.0 18.5 30.9 23.7
1999 12.9 5.6 5.3 0.0 5.5 16.3 17.9 311 21.8
2000 14.2 6.3 5.7 0.0 6.4 18.4 16.4 30.0 20.9
2001 13.4 7.7 5.8 0.0 6.3 19.7 16.0 30.4 20.5
Korea 199714.8 10.0 8.6 10.8 0.0 29.4 12.4 16.0 27.3
1998 11.4 9.0 7.0 9.2 0.0 25.3 13.8 17.4 32.2
1999 12.1 9.5 6.3 11.0 0.0 26.9 14.1 20.6 26.3
2000 11.5 10.7 6.2 11.9 0.0 28.8 13.6 21.9 24.2
2001 10.7 12.1 6.3 11.0 0.0 29.3 13.1 20.8 26.0
EU 1997 2.7 1.0 1.2 2.1 0.8 5.1 67.0 8.3 17.0
1998 1.7 1.0 1.0 1.8 0.5 4.2 67.8 9.0 17.3
1999 1.6 1.0 0.8 1.9 0.6 4.3 694 9.7 14.9
2000 1.8 11 0.9 2.0 0.7 4.8 67.8 10.4 15.2
2001 1.8 1.3 0.9 1.9 0.7 4.8 66.6 10.0 16.7
USA 1997 7.0 1.9 2.1 9.7 3.8 17.5 20.6 0.0 54.9
1998 5.8 2.2 1.8 8.6 25 15.2 22.1 0.0 56.9
1999 5.8 2.0 1.7 8.5 3.4 15.6 22.2 0.0 56.5
2000 6.2 2.2 1.7 8.5 3.7 16.1 21.5 0.0 56.3
2001 6.1 2.7 1.8 8.0 3.1 15.6 22.2 0.0 56.1

Source: Calculated form PC-TAS, UN.



Table 9-5 Share of imports by selected countries927-2001 (percent)
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Sources of Import

Importers YEA ASEAN- China Hong KongJapan Korea  NEA EU USA The Rest of Th
R 10 World
ASEAN-5 1997 18.5 3.6 2.4 20.5 4.2 30.7 14.5 16.1 20.2
1998 20.5 4.1 2.6 18.8 4.5 30.0 135 17.8 18.2
1999 20.9 4.5 25 19.0 4.8 30.8 12.2 16.4 19.7
2000 21.8 4.8 2.4 19.6 4.4 31.2 10.9 14.6 21.4
2001 21.1 5.6 2.3 17.6 4.2 29.7 12.0 14.9 22.2
China 1997 8.7 0.0 4.9 20.4 10.5 35.8 135 115 30.6
1998 8.9 0.0 4.7 20.2 10.7 35.6 14.8 12.0 28.6
1999 8.9 0.0 4.2 20.4 10.4 34.9 154 11.8 29.0
2000 9.8 0.0 4.2 18.4 10.3 32.9 13.7 9.9 33.6
2001 9.5 0.0 3.9 17.6 9.6 31.0 14.7 10.8 34.1
Hong 1997 10.3 36.8 0.0 135 51 55.4 11.2 7.7 15.4
Kong
1998 10.0 40.1 0.0 12.5 5.1 57.7 10.7 7.4 14.1
1999 9.9 43.3 0.0 11.6 4.9 59.8 9.3 7.0 13.9
2000 10.4 42.9 0.0 12.0 5.0 59.8 8.8 6.8 14.2
2001 10.8 43.3 0.0 11.2 4.6 59.1 9.7 6.7 13.7
Japan 199714.8 124 0.7 0.0 4.3 17.3 13.3 22.4 32.2
1998 14.1 13.2 0.6 0.0 4.3 18.1 13.9 24.0 29.8
1999 14.9 13.8 0.6 0.0 5.2 19.6 13.8 21.8 30.0
2000 15.6 145 0.4 0.0 54 20.3 12.3 191 32.6
2001 155 16.6 0.4 0.0 4.9 21.9 12.8 18.3 31.6
Korea 1997 8.7 7.0 0.6 19.3 0.0 26.9 131 20.8 30.5
1998 9.7 6.8 0.5 17.8 0.0 25.1 11.6 21.7 31.8
1999 10.2 7.4 0.7 20.2 0.0 28.3 10.5 20.8 30.1
2000 11.3 8.0 0.8 19.8 0.0 28.6 9.8 18.2 32.0
2001 11.2 9.4 0.9 18.9 0.0 29.2 10.6 15.9 33.1
EU 1997 3.0 2.2 0.8 4.1 0.9 8.1 62.9 9.2 16.8
1998 2.9 2.4 0.9 4.3 1.0 8.5 63.2 9.3 16.1
1999 2.9 2.6 0.9 4.4 1.1 9.0 62.8 9.3 16.1
2000 3.0 3.1 0.9 4.3 1.2 9.4 59.5 9.3 18.8
2001 2.8 3.2 0.8 3.7 1.0 8.7 58.9 9.1 20.5
USA 1997 8.1 7.3 1.2 13.8 2.6 25.0 18.1 0.0 48.8
1998 8.0 8.0 1.2 13.2 2.6 25.0 19.3 0.0 47.8
1999 7.5 8.3 1.0 12.7 3.1 25.1 19.0 0.0 48.3
2000 7.2 8.6 1.0 12.0 3.3 24.8 18.0 0.0 50.0
2001 6.6 9.3 0.9 11.0 3.1 24.2 19.2 0.0 50.0

Source : Calculated from PC-TAS, UN.
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Table 9-6 Share of ASEAN -5’s Top 10 Products, 199001

Export

Rank Code Product 1997 1998 1999 2000 2001

1 85 Electrical, electronic equipment 27.81 29.26 1.438 33.31 31.19

2 84 Nuclear reactors, boilers, machinery, etc 20.3 21.01 21.61 20.82 20.27

3 27 Mineral fuels, oils, distillation productscet  8.83 7.35 8.02 10.19 9.40

4 39 Plastics and articles thereof 1.75 1.87 199 272 2.35

5 99 Commodities not elsewhere specified 2.98 3.34 1.39 0.86 2.14

6 90 Optical, photo, technical, medical, etc apperd .57 1.61 1.56 1.64 2.00

7 44 Wood and articles of wood, wood charcoal 298 211 2.37 2.04 1.95

8 29 Organic chemicals 1.31 1.33 1.77 1.59 1.91

9 62 Articles of apparel, accessarienot knit 0 1.74 1.79 1.84 1.81 1.85
crochet

10 15 Animal,vegetable fats and oils, cleavi2.53 2.74 2.33 1.63 1.66
products, etc

Total share of top 10 export 71.82 72.41 74.32 6.1 74.70

Total export 100 100 100 100 100

unit : Million US$ 340,475 315,087 341,319 405,024 363,338

Import

Rank Code Product 1997 1998 1999 2000 2001

1 85 Electrical, electronic equipment 27.72 32.01 2.53 33.46 30.47

2 84 Nuclear reactors, boilers, machinery, etc 0.0 18.92 16.86 17.13 17.66

3 27 Mineral fuels, oils, distillation productscet  7.91 7.02 8.20 10.99 11.18

4 87 Vehicles other than railway, tramway 3.48 1.73 2.15 2.75 2.85

5 39 Plastics and articles thereof 2.61 2.67 282 .882 2.74

6 29 Organic chemicals 2.24 2.31 2.36 2.42 2.47

7 20 Optical, photo, technical, medical, etc apper®.42 2.45 2.52 2.64 2.42

8 72 Iron and steel 3.32 2.35 2.56 2.40 2.25

9 88 Aircraft, spacecraft, and parts thereof 221 112 1.88 0.65 1.90

10 73 Articles of iron or steel 1.81 2.15 1.87 138 161

Total share of top 10 import 73.73 73.72 73.76 ¥6.7 75.56

Total import 100 100 100 100 100

unit : Million US$ 353,598 260,728 282,881 344,608 313,459

Source: PC - TAS, UN.
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Table 9-7 Share of Korea’s Top 10 Products, 1997-Q0

Export

Rank Code  Products 1997 1998 1999 2000 2001
1 85 Electrical, electronic equipment 25.01 24.05 6.72 26.91 25.14

2 84 Nuclear reactors, boilers, machinery, etc 90.6 9.74 12.93 17.26 15.66
3 87 Vehicles other than railway, tramway 9.05 8.64 9.15 8.86 10.24

4 89 Ships, boats and other floating structures 94.7 6.06 5.21 4.78 6.45

5 27 Mineral fuels, oils, distillation productscet  3.93 3.47 4.04 5.44 5.32

6 39 Plastics and articles thereof 4.23 4.26 416 .234 4.41

7 72 Iron and steel 3.65 4.85 3.66 3.46 3.39
8 29 Organic chemicals 2.62 2.51 2.45 2.88 2.77
9 54 Manmade filaments 4.61 3.80 3.21 2.79 2.55
10 60 Knitted or crocheted fabric 1.47 1.45 151  461. 1.65
Total share of top 10 export 70.05 68.84 73.03 g8.0 77.58
Total export 100 100 100 100 100
Unit : Million US$ 136,151 132,302 143,685 172,267 150,435
Import

Rank Code  Products 1997 1998 1999 2000 2001
1 27 Mineral fuels, oils, distillation productscet  18.93 19.51 19.10 23.73 24.15
2 85 Electrical, electronic equipment 16.82 20.82 2.82 22.13 20.48

3 84 Nuclear reactors, boilers, machinery, etc 34.0 10.52 11.69 13.01 11.59
4 90 Optical, photo, technical, medical, etc appesral.07 3.70 3.95 4.21 3.95

5 72 Iron and steel 4.31 3.52 3.72 3.73 3.50
6 29 Organic chemicals 3.48 3.64 3.32 3.09 3.17
7 39 Plastics and articles thereof 1.70 1.78 187 691 1.80

8 71 Pearls, precious stones, metals, coins, etc 86 4. 5.05 3.11 1.82 1.65

9 26 Ores, slag and ash 1.21 1.83 1.57 1.31 1.56
10 76 Aluminium and articles thereof 1.44 1.50 153 1.33 1.42
Total share of top 10 import 70.85 71.86 72.68 6.0 73.24
Total import 100 100 100 100 100
Unit : Million US$ 144,614 93,281 119,751 160,479 141,097

Source: PC - TAS, UN.
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Table 9-8 Share of Japan’s Top 10 Products, 1997-2D

Export

Rank Code Products 1997 1998 1999 2000 2001

1 85 Electrical, electronic equipment 22.47 22.18 3.28 25.09 22.41

2 84 Nuclear reactors, boilers, machinery, etc  ®3.6 22.33 21.16 21.30 20.69

3 87 Vehicles other than railway, tramway 19.01 320. 20.02 18.64 20.29

4 90 Optical, photo, technical, medical, 6.18 5.95 6.45 7.02 6.87
apparatus

5 99 Commodities not elsewhere specified 2.65 3.02 3.17 3.51 3.99

6 72 Iron and steel 3.05 3.07 2.72 2.70 2.77

7 29 Organic chemicals 2.61 2.66 2.59 2.48 2.68

8 39 Plastics and articles thereof 2.24 2.17 232 342 2.32

9 89 Ships, boats and other floating structures 42.3 2.61 2.38 2.14 2.10

10 73 Articles of iron or steel 1.56 1.58 1.29 1.13 1.42

Total share of top 10 export 85.77 85.90 85.37 ®6.3 85.52

Total export 100 100 100 100 100

unit Million 421,053 388,136 417,610 479,248 403,364

US$

Import

Rank Code Products 1997 1998 1999 2000 2001

1 27 Mineral fuels, oils, distillation productscel8.56 15.43 16.10 20.40 20.16

2 85 Electrical, electronic equipment 10.51 11.22 1.9% 13.23 12.77

3 84 Nuclear reactors, boilers, machinery, etc 9.79 10.57 10.69 11.09 10.98

4 90 Optical, photo, technical, medical, 3.31 3.73 3.76 3.63 3.92
apparatus

5 03 Fish, crustaceans, molluscs, aqu3.78 3.80 3.99 3.37 3.19
invertebrates nes

6 62 Articles of apparel, accessories, not kni2.69 2.72 2.82 2.74 2.94
crochet

7 44 Wood and articles of wood, wood charccal6 3.27 3.49 2.97 2.82

8 87 Vehicles other than railway, tramway 3.20 291 291 2.73 2.81

9 29 Organic chemicals 2.20 2.26 2.36 2.13 2.31

10 61 Articles of apparel, accessories, knit 2.03 2.30 2.22 2.16 2.22
crochet

Total share of top 10 import 60.51 58.22 60.29 54.4 64.12

Total import 100 100 100 100 100

unit Million 338,842 280,634 309,994 379,663 349,300

USs$

Source: PC - TAS, UN.
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Table 9-9 Share of China’s Top 10 Products, 1997:20

Export

Rank Code Products 1997 1998 1999 2000 2001

1 85 Electrical, electronic equipment 13.43 14.66 6.90 18.49 19.28

2 84 Nuclear reactors, boilers, machinery, etc 7.50 9.07 9.82 10.76 12.62

3 62 Articles of apparel, accessories, not kni9.26 8.47 7.99 7.57 7.12
crochet

4 61 Articles of apparel, accessories, knit 6.41 6.28 6.03 5.39 5.06
crochet

5 64 Footwear, gaiters and the like, parts therédf7 4.56 4.45 3.95 3.79

6 95 Toys, games, sports requisites 411 4.22 3.95 3.69 3.41

7 27 Mineral fuels, oils, distillation productsceB.82 2.82 2.39 3.15 3.16

8 94 Furniture, lighting, signs, prefabricai2.08 2.35 2.77 2.82 2.84
buildings

9 42 Articles of leather, animal gut, harne3.05 2.86 2.69 2.64 2.63
travel goods

10 39 Plastics and articles thereof 2.65 2.81 2.63 2.56 2.52

Total share of top 10 export 57.00 58.10 59.62 51.0 62.43

Total export 100 100 100 100 100

unit : Million US$ 182,792 183,809 194,931 249,203 266,098

Import

Rank Code Products 1997 1998 1999 2000 2001

1 85 Electrical, electronic equipment 15.45 18.80 1.22 22.54 22.94

2 84 Nuclear reactors, boilers, machinery, etc  07.4 17.56 16.80 15.30 16.64

3 27 Mineral fuels, oils, distillation productsce?.27 4.84 5.39 9.19 7.19

4 39 Plastics and articles thereof 7.16 7.46 701 426 6.26

5 72 Iron and steel 4.26 4.17 4.32 4.25 4.50

6 90 Optical, photo, technical, medical, 2.56 2.84 3.03 3.23 4.01
apparatus

7 29 Organic chemicals 2.14 2.48 3.32 3.69 3.67

74 Copper and articles thereof 1.52 1.59 1.86 720 201
88 Aircraft, spacecraft, and parts thereof 227 262 1.92 0.96 1.87

10 87 Vehicles other than railway, tramway 1.33 314 143 1.60 1.86

Total share of top 10 import 61.35 63.42 66.33 69.2 70.96

Total import 100 100 100 100 100

unit : Million US$ 142,37C 140,237 165,69¢ 225,094 243,55:

Source: PC - TAS, UN.
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Table 9-10 Share of Hong Kong’s Top 10 Products, 99-2001

Export

Rank Code Products 1997 1998 1999 2000 2001

1 61 Articles of apgrel, accessories, knit 15.95 18.93 20.79 20.58 22.89
crochet

2 62 Articles of apparel, accessories, not kni17.87 20.15 21.69 21.28 22.36
crochet

3 85 Electrical, electronic equipment 21.06 18.43 7.3% 20.17 17.34

4 71 Pearls, precious stones, metals, coins, etc74 2. 3.84 5.51 5.38 6.46

5 90 Optical, photo, technical, medical, 5.41 6.42 6.63 7.07 5.93
apparatus

6 84 Nuclear reactors, boilers, machinery, etc 5.66 4.99 4.86 4.14 3.57

7 52 Cotton 3.08 3.14 3.42 3.12 3.31

8 39 Plastics and articles thereof 3.17 291 254 612 2.44

9 49 Printed books, newspapers, pictures etc 183 691 1.75 1.79 1.83

10 48 Paper & paperboard, articles of pulp, p:1.78 1.74 1.41 1.63 1.71
and board

Total share of top 10 export 78.54 82.25 86.01 B7.7 87.85

Total export 100 100 100 100 100

unit; Million 27,307 24,587 22,381 23,537 20,273

UsSs$

Import

Rank Code Products 1997 1998 1999 2000 2001

1 85 Electrical, electronic equipment 23.65 23.66 4.92 28.36 28.00

2 84 Nuclear reactors, boilers, machinery, etc ~ @0.7 11.55 11.82 12.45 13.23

3 39 Plastics and articles thereof 4.36 4.45 464 714 4.23

4 90 Optical, photo, technical, medical, 2.81 3.03 3.30 3.44 4.09
apparatus

5 61 Articles of apparel, accessories, knit 3.08 3.58 3.99 3.68 4.08
crochet

6 71 Pearls, precious stones, metals, coins, etc37 4. 3.27 3.51 3.62 3.67

7 62 Articles of apparel, accessories, not kni 3.48 3.60 3.69 3.31 3.40
crochet

8 95 Toys, games, sports requisites 3.09 3.36 3.62 3.54 3.27

9 64 Footwear, gaiters and the like, parts therdef7 3.11 2.95 2.65 2.55

10 27 Mineral fuels, oils, distillation products¢el.93 1.71 2.04 2.12 2.00

Total share of top 10 import 61.00 61.33 64.46 87.8 68.52

Total import 100 100 100 100 100

Unit; Million 213,300 186,759 180,711 214,042 202,008

UsSs$

Source: PC - TAS, UN.
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Table 9-11 Export Similarity Index

NEA China Hong Kong Japan Korea ASEAN-6  IndonesiaMalaysia Philippines  Singapore  Thailand

1996 2001 1996 2001 1996 2001 1996 2001 1996 2001 1996 2001 1996 2001 1996 2001 1996 2001 1996 2001 1996 2001

NEA 100.0 100.0 449 57.2 316 259 745 693 544 580 436 47912292 314 370 26.2 277 422 400 36.6 426
China 449 57.2 100.a00.032.0 26.3 250 294 28.0 358 374 419 282 33352318 237 252 280 318 354 396
Hong Kong 316 259 320 263 10010.024.0 192 19.6 181 29.7 249 145 162 247 2038342189 284 230 286 231
Japan 745 693 250 294 240 19.2 1000D.041.7 464 349 357 112 172 270 305 199 20853354 272 30.1
Korea 544 580 28.0 358 19.6 181 41.7 464 10m0.032.7 403 169 225 246 363 244 266 335 41682354
ASEAN-6 43.6 479 374 419 29.7 249 349 357 73240.3 100.0100.037.6 415 62.0 68.0 36.1 453 64.0 61.2 54.7 545
Indonesia 211 29.2 282 335 145 16.2 112 17891225 37.6 415 100.000.0276 316 171 19.1 170 189 245 29.1
Malaysia 314 370 275 318 247 205 270 30.5.6246.3 62.0 68.0 27.6 31.6 1001®0.031.0 39.3 453 488 375 411
Philippines 26.2 277 237 252 234 189 199 20284 266 36.1 453 171 191 31.0 39.3 1000D.0 30.0 37.7 295 31.0
Singapore 422 40.0 28.0 31.8 284 23.0 395 35353415 640 612 17.0 189 453 488 30.0 37.70.00@00.0 38.7 36.0
Thailand 366 426 354 396 286 231 272 30.1.82@54 547 545 245 29.1 375 411 295 31.07386.0 100.0100.0

Source : Calculated from PC-TAS, UN.
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Table 9-12 Intra Industrstry Trade Index of Thailand, average 1997-2001

China  Hong Kong Japan Korea Indonesia Malay§ihilippines Singapore
ISIC1 0.08 0.00 0.03 0.02 0.19 0.03 0.02 0.02
ISIC 2 0.62 0.00 0.00 0.00 3.72 0.04 0.00 0.01
ISIC 0.27 0.02 0.15 0.09 0.18 0.32 0.26 0.21
31
ISIC 1.15 0.65 0.30 0.60 0.40 0.25 0.13 0.41
32
ISIC 0.11 0.01 0.09 0.01 0.01 0.15 0.01 0.03
33
ISIC 0.10 0.13 0.08 0.09 0.49 0.15 0.04 0.13
34
ISIC  1.38 0.56 1.73 1.56 2.25 2.06 1.20 4.26
35
ISIC 0.12 0.01 0.37 0.06 0.10 0.28 0.04 0.06
36
ISIC 0.39 0.20 0.52 0.07 0.20 0.60 0.02 0.34
37
ISIC  16.06 3.02 15.78 16.92 2.38 29.09 31.04 29.70
38
ISIC  0.09 0.53 0.58 0.15 0.00 0.12 0.01 0.01
39

Source : Calculated from PC-TAS, UN.
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Table 9-13 Intra Industry Trade Index of ASEAN-6, average 1997-2001

China Hong Kong  Japan Korea
ISIC 1 0.11 0.00 0.03 0.01
ISIC 2 1.57 - 0.01 0.02
ISIC 31 0.90 0.66 0.17 0.08
ISIC 32 1.19 0.68 0.25 0.77
ISIC 33 0.27 0.02 0.11 0.05
ISIC 34 0.31 0.19 0.26 0.13
ISIC 35 2.48 0.74 1.66 4.81
ISIC 36 0.27 0.01 0.25 0.19
ISIC 37 0.80 0.15 0.48 1.01
ISIC 38 20.66 7.02 20.42 22.87
ISIC 39 0.21 0.54 0.53 0.14

Source : Calculated from PC-TAS, UN.

Table 9-14 Foreign Direct Investment, net inflows%)

1975 1980 1985 1990 1995 1998 1999 2000 2001

USA 10.98 2954 36.10 24.15 17.78 26.13 26.70 21.007.50
NAFTA 28.10 43.33 4213 29.20 2358 31.19 30.11 46. 24.49
EU-15 4225 3710 2857 4839 3591 3790 46.19 4%4. 47.61
ASEAN-10 5.58 4.25 4.01 6.05 7.30 2.91 1.99 0.75 761.
China . .. 2.99 1.74 11.03  6.39 3.58 2.62 5.92
Hong Kong " " . " " 2.16 2.27 4.23 3.06
India 0.36 0.14 0.19 0.12 0.66 0.38 0.20 0.16 0.46
Japan . 0.49 1.15 0.89 0.01 0.48 1.14 0.56 0.83
Korea . 0.01 0.42 0.39 0.55 0.79 0.86 0.63 0.43
World 100 100 100 100 100 100 100 100 100

Source : World Development Indicators, World Ba2®03.
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Table 9-15 Effect on economic Welfare of various ggonal trade agreements

% of annualGDP (% of GDP excluding agricultural liberalization)

Agreement ASEAN China Korea Japan USA
China+Korea+Japan -0.26 (-0.16) +0.1 (-0.2) +1 MGy +0.1 (+0.2) +0.0 (+0.0)
ASEAN-China +0.9 (+0.5) +0.0 (+0.1) -0.1 (-0.1) 8@+0.0) +0.0 (+0.0)
ASEAN-Japan +1.1 (+0.2) -0.1 (-0.1) -0.2 (-0.1) 0-0+0.1) +0.0 (0.0)
ASEAN+3 +1.5 (+0.6) +0.1 (-0.2) +1.1 (+0.8) +0.D(2) -0.1 (+0.0)
ASEAN+3+CER +1.3 (+0.6) +0.0 (-0.1) +1.1 (+0.9) 20+0.2) -0.1 (+0.0)

Source : R. Scollay and J. Gilbert (2001)
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10. The East Asian Free Trade Agreement — An ASEAN
Persepctivé

Mohd Haflah Piei, Malaysian Institute of Economic Research,

Kuala Lumpur

1. Introduction

It has been slightly more than a decade since tmzeapt of the East Asia
Economic Group (EAEG) was first mooted by MalaysiBrime Minister. It was
originally conceived of as an informal regional amgsation to serve as a loose
consultative forum where East Asian economies dorsich other on issues of
common concern as and when the need arises. lalsasmeant to serve as a
defensive strategy to counter the creation of alsirEurope and the North
America Free Trade Area (NAFTA), as well as to lplior ASEAN interests in
the then ongoing Uruguay Round of the GATT negimtnatAt the time, the East
Asian economies were growing at a very rapid r&t@.b per cent per annum on
the average (between 1987-91), such that the reggoheventually assumed a
new role as the regional grouping consisting of esoofi the most dynamic
economies in the world. This growth performancenesarpassed those of the
developed economies and other parts of the devejoporld. The NIEs of the
East Asian economies had achieved an average agrmath of 8.3 per cent,
roughly three times the growth rate of the worldremmy at 2.9 per cent while

ASEAN'’s growth rate, excluding the Philippines, wa® per cent, more than

! An earlier version of this paper was presentethatinternational Conference on the Prospects
for an East Asia Free Trade Agreement, organisedthey Korea Institute for International
Economic Policy, September 27, 2002. the Fifth GWWSEAN Research Institutes Round Table,
organised by Centre of Asian Studies, UniversitiHohg Kong, October 2002 and International
Conference on East Asian Cooperation: Searchingrolntegrated Approach organised by the
Institute of Asia-Pacific Studies (EAPS), CASS &ehtre for APEC and East Asia Cooperation,
Beijing, September 2003.

In this paper, East Asia includes China, JapanttSiéarea, Taiwan, Province of China (POC) and
the ten ASEAN member countries.
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twice the growth of the world economy. This phenoaiegrowth performance

continued until the Asian economic crisis struok tagion in mid-1997.

Rapid growth in the region’s economies had beettimeal and reinforced
by their strong trade performance which was chares&d by its increasing
contribution to world trade, as well as intra-regibtrade. Intra-East Asian trade,
for example, had grown rapidly from US$196.4 billim 1987 (a year after the
1985-86 recession) to US$405.4 billion in 1991 sthegistering a growth of 106
per cent. Meanwhile, exports from the NIEs as alejhgrew 73 per cent, while
their exports to the ASEAN countries grew by 125 gent. Total trade between
ASEAN and NIEs increased by 156 per cent, whileadapade with ASEAN
increased by 85 per cent. Intra-ASEAN trade, endbsence of AFTA which was
launched later in 1993, expanded by 114 per cest tve same years. This
phenomenal growth, much higher than the world ayeeraf 46.9 per cent was
testimony to the increasing economic linkages bebhitbe East Asian economies.
The degree of East Asian economic interdependeasefuvther enhanced by the
increasing flow of foreign direct investment (FDigchnology and labour into,
and among, countries in the region. All these @sses evolved without being
based on any co-operation framework of any kindioreal or bilateral, and was
completely market driven.

These developments have led to the rapid emergerdceegional
production networks. The enhanced trade integratitat had already been
achieved by the region’s economies created fumphessures for regional policy
co-ordination, especially in those areas that wdalllitate even further trade
integration in the region. These policies that lda@nable the regional process to
develop further, extend well beyond trade liberdla. In short, regionalisation
in East Asia had created the need for a regionbtyp&ramework that would

maintain the momentum of regionalisation, and hévialysia’s EAEG proposal.
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However, the proposal was met with intense objactind criticism, and was a
source of extreme controversy. Critics of theiative” argued that the EAEG
proposal threatened to “divide the Pacific regiorhalf,” and that politically and
economically, it was not feasible. Supporters led proposal which included
former Japanese foreign minister, on the other hangued that EAEG would
“counter balance emerging organisations in Europd Aorth America and
improve the bargaining positions of Asian countriedlany Japanese business
leaders also criticised the sharp repudiation ef BFAEG idea, especially by the
US, by pointing out that “the United States wadaat drawing a line down the
Pacific by signing the NAFTA”. It was only afterleangthy debate and intense
exchanges between the opposing sides that the sabpas later accepted, albeit
after being substantially reshaped, diluted andamesd as the East Asian
Economic Caucus (EAEC). The EAEC, later accepted eaucus within APEC,

had in effect been kept in the doldrums since thethe latter.

The re-emergence of the idea of creating some ffrnegional economic
co-operation among East Asian economies arguabiyecabout in the aftermath
of the Asian crisis. It was only after this thaetEAEC idea began to be taken
more seriously. First, there was the Chiang-Mitidtive of ASEAN+3 which
mainly involved regional financial co-operation Wween and among members of
ASEAN, China, Japan and Korea. As a result, t@,dat least twelve bilateral
swap arrangements (BSAs) between China, Japan anebkand severalof the
ASEAN members has been concluded and signed wittorabined size of
US$31.5 billion. Four more BSAs are being negetiat Following this, there
was an offer from China’s Primier Zu Rongji of e&ErTrade Agreement between
China and ASEAN (ASEAN-China FTA) to be effective 10 years time. This

offer is of great historical significance and imgoce, as well as an

2 See Harry Harding, "International Order and orgatibn in the Asia-Pacific Region," Robert
S.Ross (ed.) East Asia in Transition: Towards a IRegional Order, Institute of South East Asian
Studies (ISEAS), Singapore, 1995

% This initiative was the result of a meeting betavélee ASEAN Finance Minister and Finance
Ministers of China, Japan and Republic of Southdéan Chiang Mai, Thailand on 6 May 2000.
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unprecedented political move by China to signal desire for a long term

friendship and economic co-operation with ASEAN

China’s offer has sparked a round of similar affey other major East
Asian economies. For example, the ASEAN-China Hias sparked intense
discussion in Japan on ways to strengthen its awks with ASEAN, and not to
be left behind, it proposed an initiative for a A@¥EJapan Comprehensive
Economic Partnership (Japan-ASEAN CEP$outh Korea has also signalled an
interest in establishing closer links with ASEANAt the ASEAN Summit in
Brunei, President Kim Dae-Jung agreed to set upudysgroup to review a
possible ASEAN-ROK FTA. The Report of the EastaksiVision Group, an
initiative launched by President Kim recommendedessd “key proposals and
concrete measures to broaden East Asia co-operalfibese include the proposal
for the establishment of the East Asia Free TradeaAand the liberalisation of
trade well ahead of the APEC godls'In order to promote this initiative further, a
proposal was made at thd" ASEAN+3 Summit to establish an ASEAN+3
secretariat. To signal its support, there was fi@r dy Malaysia to host the
secretariat in Kuala Lumpur, and to meet its expserisr the first three years of its

operation.

* The agreement to form ASEAN-China FTA was signgdABEAN member countries and China
at the ASEAN Summit at Phnom Penh, Cambodia, 200he Agreement shall commence in
early 2003 and be concluded by 30 June 2004 inramestablish the ASEAN-China FTA
covering trade in goods by 2010 for Brunei, Chitagonesia, Malaysia, the Philippines,
Singapore and Thailand, and by 2015 for the new®EAN Member States". Sdgamework
Agreement on Comprehensive Economic Cooperationeleet the Association of South East Asian
Nations and the People's Republic of China.

® The objective is "... that the implementation of sw@s for the realisation of the partnership,
including elements of a possible free trade arfeauilsl be completed as soon as possible within 10
years..." Seeloint Declaration of the Leaders of ASEAN and Japanthe Comprehensive
Economic PartnershipASEAN-Japan Summit, 5 November 2002.

® Subsequently, the East Asian Study Group (EASG) vestablished to assess the
recommendation of the EAVG. In its final repothetEASG strongly supported the EAVG
proposal "to form an EAFTA well-ahead of the Bog&wal of trade liberalisation set by APEC".
See FinaReport of the East Asian Study Gro@4$EAN Secretariat Jakarta, 2002.

A more recent initiative is the creation of tBast Asia Community of Cooperative Peace and
Prosperity proposed by Malaysia's Prime Minister, Mahathir Moled at the First East Asian
Congress in Kuala Lumpur on August 2003.
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At the same time, a number of individual ASEAN mamies are pursuing
bilateral trade agreements with the north-east rAs@untries, Japan, China and
Korea, Singapore, for example, had signed a Cldsswnomic Partnership
Agreement with Japan in January 2002. Thailand dweslucted a joint Study
with South Korea looking into the feasibility ofrfoing an FTA between the two
economies and it has also agreed to set-up a fjashkt force to study how to
promote closer economic cooperation with Japan.enEMalaysia, which was
strongly critical of the trend towards bilateral &Tis now in negotiations with

Japan to form an Economic Partnership Agreerhent.

Against this background, some questions immediateimes to mind.
First, what exactly triggered off this new inter@stthe East Asia economic co-
operation, something that was deemed not feasibl&9P0, but that suddenly
became a matter of significant concern to couniniethe region? Second, what
are the new circumstances and challenges that @dbseturn-around in policy
stance and direction? Third, what would be the tnappropriate architecture,
principles and modalities of the proposed EAFTARede are some of the crucial
guestions that this paper attempts to address ynfiorh the perspectives of the

ASEAN member countries.

This paper is organised as follow. The next sacwill highlight some of
the major features of the ASEAN economies with Edeemphasis on its
economic relationship with the East Asian countri€kina, Japan and Korea.
Given the current and potential challenges andugistances facing the ASEAN
member countries, it is argued that it will make@g@conomic sense for ASEAN
countries to establish a framework agreement tengthen its economic co-
operation with the three East Asian economies. i section will discuss the
possible architecture of the proposed regional eewn co-operation framework

which focus, among others, on the modalities, fpies and scope of the

" See Christopher Findley, Mohd Haflah Piei and MRaingestuTrading with Favourites: Risks,
Motives and Implications of FTAs in the Asia PaciRaper prepared for the Workshop on Trade
Policy Issues in East Asia, Australia National Umgity, Canberra March 2003 and at the Centre
for Strategic and International Studies, Jakartardid 2003.
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proposed initiative. This is to be followed by salission on the merits and
demerits of the proposed initiatives. The lastisacwill summarise some of the

major policy implications of this paper.

2. The ASEAN Economy

The ASEAN region has a population of about 0.5idmll a total area of 4.5
million square kilometres, a combined gross nafigmaduct of about US$570
billion and a total trade of about US$780 billianthe year 2000. In terms of its
total GDP, it is about 11.9 per cent and 52.5 pert of those of Japan and China
respectively, and about 25 per cent higher thare&erGDP in year 2000. As for
its growth rate, the region has definitely done pamatively well, if not better,
than those registered by the three East Asian esi@so The average annual
growth rate for all the ASEAN member countries, hwthe exception of the
Philippines, had been well above 5 per cent dutivg period just before the
ASEAN crisis struck the region. Growth was badfieeted by the crisis with
most countries in the region, particularly in Indsia, Thailand and Malaysia, and
to a lesser extent Philippines and Singapore whiehe registering negative or
very low growth during the two years following tleesis, i.e. 1998 and 1999.
Since then, most economies have shown sustainabte/ery although they are
still well below their pre-crisis levels.

With regards to its GNP per capita, it is quiteredse and may be
categorised into three groups of economies withg&ore and Brunei in the
highest per capita income group. The four new menotb ASEAN (Cambodia,
Lao PDR, Myanmar and Vietnam) are in the lowesbine group with per capita
income of less than US$300, while the remainingntees (Malaysia, Thailand,
Philippines and Indonesia) constitute the middleome group with per capita
income ranging from US$680 in the case of Indong&siabout US$3,600 in the
case of Malaysia (Table 10-1).



Table 10-1 Basic Economic Indicators of East Asia@ountries

Country Population GDP annual |GNP/kapita GDP Inflation Current account Unemployment
(million) growth rate  [(US$1998) (US$ billion) (2000, %) (% of GDP, 2001) |(%)
1998 1990-2000 (2002)
Japan 126.3 1.3 32380.0 4746.0 -0.7 2.2 5.0
Korea 46.4 5.7 7970.0 457.0 3.4 1.0 3.7
China 1238.6 10.3 750.0 1080.0 15 2.6 n.a
ASEAN
Brunei 0.3 n.a 21962.0 n.a 2.1 71.2 4.3
Indonesia 203.7 5.8 680.0 153.0 10.8 3.2 6.1
Malaysia 22.2 7.7 3600.0 90.0 1.3 7.3 3.9
Philippines 75.1 3.3 1050.0 75.0 6.5 6.4 11.2
Singapore 3.2 8.0 30060.0 92.0 15 21.0 3.2
Thailand 61.1 7.4 2200.0 122.0 25 4.4 3.6
Cambodia 10.7 55 280.0 3.1 n.a n.a 7.4
Lao PDR 5.0 6.7 180.0 1.7 27.1 n.a 7.3
Myanmar 44.4 6.3 n.a n.a 10.3 n.a 7.1
Vietnam 77.6 8.6 180.0 31.0 4.3 1.3 7.4
ASEAN +3 1914.6 - - 6868.1

Source: ASEAN Secretariat

203
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Most of the ASEAN economics, particularly with aed to the original six
member countries of ASEAN, (ASEAN 6) are generalpen economies which
are outward-oriented and trade dependent. Tlakas/n by the high total trade to
GDP ratios (Table 10-2).

Table 10-2 Trade Dependencies Ratio, 1996-1999

Country 1996 1997 1998 1999

Brunei 1.328 0.985 0.770 0.909
Indonesia 0.442 0.460 0.798 0.514
Malaysia 1.485 1.540 1.903 1.872
Philippines 0.583 0.743 0.903 0.858
Singapore 2.648 2.797 2.572 2.691
Thailand 0.703 0.800 0.788 0.855

ASEAN's trade registered modest increment overli®@5-2000 period growing
at the rate of 4.0 per cent per annum, compardd & per cent and 15.5 per cent
over the 1980-90 and 1990-95 periods. The shatetalf ASEAN trade in world
trade had increased to about 6 per cent durind99&-1999 period from a level
about 3.5 per cent during the 1980-90 period (Tabi8). ASEAN as a region is
more of an exporter to the world rather than anartgy, inasmuch as its trade
balance with the world has mostly been positivehisTirend has been more
distinctive in the years after the crisis due tgam suppression and/or export

enhancing policies that the crisis-affected ecomsnmplemented.

Together with the three East Asian countries Jajgarea and China, the
East Asian regional shares of world total trade inackased rapidly from 12.8 per
cent in 1980 to 17.8 per cent in 1999. This regidrade share is slightly higher
than those of the US, but is only half of EEC sharg7.9 per cent in 1999 (Table
10-3). Another interesting trend has been thatrdgon is fast becoming an
important source of world export where the regiomgbort share had increased
from 13.0 to 20.0 per cent of world exports (Table4) and its trade balance had

been showing an increasing surplus during the sameeperiod.



Table 10-3 Total Trade of East Asian Economics, thgS and EEC

(US$ billion, %)

205

1980 1985 1990 1995 1999

(US billion) (%) (US billion) (%) (US billion) (%) (US billion)  [(%) (US billion) (%)
World 3751232 100.0 3850429 100.0 6898949 100.0 08024 100.0 11473636 100.0
United State | 477740 12.7 574767 14.9 910126 13.2 54423 13.3 1739124 15.2
EEC 1595103 425 1432805 37.2 3027329 43.9 3932463 |38.5 4352347 37.9
Japan 271719 7.2 307705 8.0 522985 7.6 779074 7.6 | 29940 6.4
Korea 39502 1.1 61347 1.6 142217 2.1 260940 2.6 3263 2.3
China 37644 1.0 69809 1.8 116569 1.7 281118 2.8 6850 3.1
Singapore | 39390 1.1 50806 1.3 120266 1.7 215462 2.1 [232101 2.0
ASEAN9  |92686 2.5 89691 2.3 193902 2.8 440163 43 | 52682 3.9
ASEAN +3 | 480941 12.8 579358 15.0 1095939 15.9 19867 |19.4 2038849 17.8

Note: Figures in percentage represents total shaverld trade
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Table 10-4 Export of the World, East Asia, the USred EEC

(US$ billion, %)

1980 1985 1990 1995 1999

(USbillion) (%) (US billion) _ [(%) (US billion) _[(%) (US billion)  [(%) (US billion)  [(%)
World 1832508 100.0 1874505 130.8 3381690 111.7 0807 128.9 5663310 130.1
United State | 220781 13.8 213146 14.9 393106 13.0 3458 14.8 690680 15.9
EEC 751159 471 708197 49.4 1488305 49.2 2018290 | .3 51  |2208491 50.7
Japan 130435 8.2 177189 12.4 287678 9.5 443047 11.3 [419207 9.6
Singapore 19377 1.2 22812 1.6 52753 1.7 118187 3.0 |114730 2.6
Korea 17439 1.1 30289 2.1 67812 2.2 125588 3.2 4236 3.3
ASEAN 9 52169 3.3 49692 35 91612 3.0 204417 5.2 5026 5.9
China 18139 1.1 27329 1.9 62760 2.1 148955 3.8 ap49 |45
ASEAN +3 237559 14.9 307311 21.4 562615 18.6 104019 |26.5 1127561 25.9

Note: Figures in percentage represents total shaverld export




Table 10-5 Import of the World, East Asia, the US ad EEC

(US$ billion, %)
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1980 1985 1990 1995 1999

(USbillion) (%) (US billion) _ [(%) (US billion) _[(%) (US billion)  [(%) (US billion)  [(%)
World 1918724 100.0 1975924 100.0 3517259 100.0 7823 100.0 5810326 100.0
United State | 256959 13.4 361620 18.3 517020 14.7 0972 15.0 1048435 18.0
EEC 843944 44.0 724609 36.7 1518964 43.2 1914173 | .3 37  |2143856 36.9
Japan 141284 7.4 130516 6.6 235307 6.7 336027 6.5 | 10733 5.3
Korea 22063 1.1 31058 1.6 74405 2.1 135352 2.6 4097 |21
China 19505 1.0 42480 2.1 53809 15 132163 2.6 1857 |29
Singapore 24013 1.3 26237 1.3 60954 1.7 124394 24 |111071 1.9
ASEAN 9 40525 2.1 39999 2.0 53809 15 235746 46 7630 3.4
ASEAN +3 247390 12.9 270290 13.7 478284 13.6 963682 |18.8 904898 15.6

Note: Figures in percentage represents total shaverld import
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East Asia, United States (US) and European Un@mamed the major
trading partners of ASEAN in 2000. They accourftedalmost 60 per cent of the
total global trade of ASEAN with East Asia being tlargest trading partners of
ASEAN contributing about 30.5 per cent well abdve US and EU shares of 16.6
and 12.3 per cent respectively. Table 6 indictttesrelative position of ASEAN
with respect to other selected regional arrangesnent

Table 10-6 Global Trade of ASEAN Countries in 2000

(US$ billion)

East USA EU Taiwan Hong R.OW Total

Asia Kong Global
Singapore 55.8 44.0 335 14.2 14.4 110.7 272.6
Malaysia 79.1 33.8 22.3 8.4 6.7 30.2 180.5
Thailand 354 22.2 17.3 54 4.3 47.5 132.1
Indonesia 29.7 11.8 8.5 3.6 1.8 40.2 95.9
Philippines | 28.0 16.6 9.8 4.8 3.1 7.2 69.5
Vietnam 9.9 11 4.1 2.7 0.9 10.3 29.0
Cambodia | 0.4 0.5 0.3 0.3 - 15 3.0
Lao PDR 0.1 Neg. 0.1 Neg Neg. 0.3 04
Total 2384 130.0 95.9 394 31.2 247.9 782.7
Percentage| 30.5 16.6 12.3 5.0 4.0 31.7 100.0
of Global
Trade

3. ASEAN-East Asian Trade Relations

In 2000 ASEAN-East Asian total trade amounted t@uabUS$200 billion
(approximately 30.5 per cent of ASEAN global tradgiowing by about 30 per
cent since 1993 when the amount of ASEAN-East Asiate was about US$150
billion. Roughly 56.5 per cent of ASEAN total tedvith the East Asian
economies were contributed by Japan, another 30cger by China, and the
remaining 20 per cent by Korea. (Table 7)

On the export side, ASEAN exports to the three Eesian economies had
expanded by more than two-fold from about US$41ll®b in 1993 to US$99.9
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billion in 2000. China has been the fastest grgwemport market for ASEAN
followed by Korea and Japan. In 1993, ASEAN exgparonly US$4.5 billion to
China (or equivalent to 1.8 per cent of ASEAN globgport), but by year 2000,
ASEAN exports to China had increased by about iffes to about US$33.8
billion. Similarly, ASEAN’s proportion of China’sotal imports too has been
showing rapid increase from 6 per cent in 1991.8op@r cent in 2000 (Table 7).

On the import side, ASEAN imports from the Eastiaiscountries had
remained at around US$100 billion per year betwk293-2000 except for 1998
and 1999 when it contracted significantly to abbi@$67.1 billion and US$75
billion, respectively, during the crisis years. Thaance of trade between ASEAN
and the three East Asian countries a group hasyallvaen negative, increasing
rapidly in 1997 from -US$28 billion in 1993 to agbeof -US$37.8 billion in 1997,
before it dropped sharply to -US$15.4 billion, -U3% billion and -US$0.9
billion during the three years after the crisisickrthe region (Table 7). This has
been mainly due to export expansion, as well asormpuppression policies

implemented by the crisis-hit countries in ASEAN.

The biggest trade deficit registered by ASEAN bagn its trade with
those of Japan, and to a lesser extent, KoreadeTwalance with China however
has been registering positive amounts in the lastet year since the crisis.
However, with rapid recovery taking place in ASEANS to be expected that the
trade balance with the East Asian economies wouwlds@n, particularly trade
balance with Japan. This may have some criticaribgs on the effort to
establish a free trade area in the region in tmses¢hat the initiative must not

worsen ASEAN trade balance vis-a-vis the East As@onomies.

4. The Structure of ASEAN-East Asian Trade

In the early 1990s, the top five ASEAN export tosEdsian countries were
electrical equipment, oil and fuel, computer, maehy, wood, and fish products.
Together they form 75.7 per cent, 72.2 per cent @nd per cent of ASEAN
exports to China, Korea and Japan. By 2000, theestf the top five products in
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the export of ASEAN had slightly changed where ¢hérad been a slight
reduction in the share to about 70 per cent incdme of China and increase to
about 77.9 per cent and 71.34 in the case of Kanelalapan respectively. These
indicate that ASEAN export had become more divgraihereas the export to

Korea and Japan had become more specialised andracated.

Another feature observed in the ASEAN export patef the three East
Asian economies was that the order of importandesaxport items had changed
quite distinctively, away from commodities and mdmvards manufactured
products. For instance, in the case of ASEAN etgptwr China, ‘lubricant and
fuel’, ‘wood’, as well as ‘fats and oils’ were thep three export of ASEAN.
Together they contributed 63.3 per cent towards AS$E exports to China. By
2000, their export shares had sharply contractednty 17.7 per cent. Their
positions were taken over by computers/machinery alectrical equipment,
which collectively amounted to 48.4 of all ASEANpaxts to China. (Table 8a)
A similar shift in the pattern of ASEAN exports dapan and Korea can also be
observed, with the exception of ‘lubricants, fuateaoil’ which still remains the
top ASEAN export to Korea, and ASEAN'’s second mogiortant export item to
Japan. This situation will remain for a longer @iroonsidering that Japan and

Korea are lacking in these natural resources.

With the exception of Japan, ASEAN imports fronsEAsia can be said
to be more diversified than its exports, basedhenshare of the top 10 or top 5 of
ASEAN'’s import items from the three economies. 1893, ASEAN’s top 5
import items, together, contributed about 36 pert @nd 55.6 per cent toward
ASEAN total imports from China and Korea, respeality compared to 74.3 per
cent in the case of Japan. By 2000, ASEAN impfiadm these countries have
become less diversified with the share of the tep import items increasing to
56.8 per cent, 70.2 per cent and 75.54 per ce®SHAN imports from China,

Korea and Japan, respectively.



Table 10-7 ASEAN Trade with Japan, China and Korea

211

(US$ million)

1993 1994 1995 1996

Expt Imp B of Tr Expt Imp B of Tr Expt Imp B of Tr Expt Imp B of Tr
China 4529 4326 193 5304 5759 -455 6201 7130 -922 4747 9218 -1744
Japan 30952 55703 -27751 34300 67302 -33002 42681 85357 -35864 43150 73310 -30160
Korea 6126 7148 -1022 7005 9036 -2031 8574 11346| 7722 9446 13294 -3848
Total 41607 108794 -28580 46609 82097 -35488 57456| 97011 -39548 60070 95822 -35752

1997 1998 1999 2000

Expt Imp B of Tr Expt Imp B of Tr Expt Imp B of Tr Expt Imp B of Tr
China 9168 13482 -4314 9204 11212 -2008 26407 19184 7223 33783 24985 8798
Japan 42009 71264 -29263 34717 46693 -1197¢6 37629 12445 -13615 51982 61404 -9422
Korea 10668 14857 -4189 7813 9267 -1454 10878 1211Q -1232 14145 14471 -356
Total 61845 99603 -37766 51734 67172 -15438 74914| 5338 -7624 99910 100860 -950

Source: Asean Secretariat, Jakarta.
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The above shifting pattern in ASEAN trade relasiomith the three East
Asian economies implies the increasing extent ¢faimdustry trade with the
region and the emergence of a regional productegwark. This phenomenon is
more distinctive in the case of ASEAN’s trade wilapan where electrical
equipment, computer and machinery together cortgtbmore than 70 per cent of
ASEAN exports to, and imports from, Japan. In tasecof ASEAN-China and
ASEAN-Korea, trade in these products are also himgh,they do not reflect a
strong regional production network emerging amor8EAN, China and Korea.
Most of the machinery and electrical appliancesoetgnl by China to ASEAN are
those for general or special uses. On the othed,ha substantial part of the
machinery and electrical appliances that China mspdrom ASEAN are
electronic components and devices. For exampléheot)S$2.88 billion worth of
machinery and electrical appliances that China msploom Malaysia, more than
half of them were kinescope, transistors and iatiegk circuits, and more than 40

per cent were machinery and electrical appliances.

However, recent trend suggests the possibility @t@ina is emerging as
major trade and production hub for the East Asggian, drawing in imports on
the basis of China's own domestic demand as wetipags for the production of
its exports to the US and other developed mdrket.

! For a more elaborate discussion on this see ek, Looking Beyond Short-terms shocks,
East Asia and Pacific Region, April 2003



Table 10-8 ASEAN Export and Import with China

a. Major ASEAN Export to China

(%)
HS chapter |Sector 1993 2000
85 Electrical equipt. | 6.01 31.77
84 Computer/machings.39 16.63
y
27 Lubricants/fuel/oil |32.30 13.17
38 Misc. chemicg0.61 5.68
products
44 Wood 22.64 2.75
29 Organic chemical | 1.52 2.10
48 Paper and pap|0.47 1.86
board
15 Fats and oils 8.38 1.78
37 Photographic googi3.01 1.34
Total 78.33 77.08
b. Major ASEAN Import from China
(%)
HS chapter |Sector 1993 2000
85 Electrical equipt. 11.08 35.96
84 Computer/machinery| 9.70 15.69
27 Lubricants/fuel/oil 8.98 4.75
52 Cotton 5.59 2.56
20 Optical/medical 1.03 2.24
instruments
88 Iron and steel 2.09 2.13
10 Cereal 3.74 2.08
39 Plastics 0.84 1.84
71 Jewelry 0.12 1.39
28 Inorganic chemicals | 2.98 1.39
Total 46.15 70.03
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Table 10-9 ASEAN Export and Import with Japan

a. Major ASEAN Export to Japan

(%)
HS chapter 1993 2000
85 Electrical equipt. 13.06 26.02
27 Lubricants/fuel/oil 28.15 23.08
84 Computer/machinery 7.49 18.8
44 Wood 11.72 3.44
3 Fish 7.29 2.86
89 Ships,boats 0.01 2.08
94 Furniture 2.03 1.68
39 Plastics 0.75 1.86
26 Ores 2.18 1.61
87 Cars, trucks and autos 0.29 1.35

Total 72.97 82.78

b. Major ASEAN Import from Japan

(%)
HS chapter 1993 2000
85 Electrical equipt. 30.00 34.57
84 Computer/machinery 23.88 23.39
87 Cars, trucks and autos 11.65 8.61
88 Iron and steel 5.45 5.1
39 Plastics 3.29 3.87
90 Optical/medical instrument 3.68 3.67
73 Articles of iron or steel 3.42 2.12
29 Organic chemical 1.95 1.88
91 Jewelry 0.36 1.45
40 Rubber 0.97 1.03

Total 84.65 85.69




Table 10-10: ASEAN Export-Import with Korea

a. Major ASEAN Export to Korea

(%)
HS chapter |Sector 1993 2000
27 Lubricants/fuel/oil | 36.44 30.86
85 Electrical equipt. 9.99 26.15
84 Computer/machineny.79 17.16
44 Wood 17.17 2.04
26 Ores 0.89 1.70
29 Organic chemical 1.48 1.54
38 Misc. chemicg1.70 1.34
products
39 Plastics 0.53 1.04
40 Rubber 261 1.14
74 Copper 1.27 1.23
Total 79.87 84.20
b. Major ASEAN Import from Korea
(%)
HS chapter |Sector 1993 2000
85 Electrical equipt. 30.39 43.55
84 Computer/machinemni 1.96 11.25
27 Lubricants/fuel/oil | 4.74 6.20
29 Organic chemical 2.43 4.73
39 Plastics 6.04 4.47
88 Iron and steel 8.70 4.33
87 Cars, trucks an0.98 2.60
autos
89 Ships,boats 0.87 1.91
73 Articles of iron 013.37 1.76
steel
55 Manmade stapl|5.05 1.32
filament
Total 74.53 82.12
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There are several reasons for the rapid growhSEAN-East Asia trade
during the 1990s, some of which have been discusséiier. One important
factor was the dynamism of the economies in théregs reflected in the rapid
growth rate of the real GDP in most regional ecolesmAnother factor was the
falling MFN tariff rates in most economies in thegion, particularly in ASEAN
and China. At the beginning of 1993, China reduitedariff on 3,371 import
items and abolished import controls on more thah @mmodities. At the 1995
APEC Summit, China’s President Jiang Zemin furtihhede a commitment to cut
average tariffs to 15 per cent by 2000. This nieralisation effort includes
substantial tariff cuts on 4,998 tariff lines. @&ihas also eliminated quotas,
licensing and import controls on 176 tariff linew, more than 30 per cent of
commodities subject to these restrictions. As pa€hina’s commitment for its
accession to the WTO, it has agreed to make furthé&s in tariffs and NTBs.
Table 11 provides data on the weighted averag# taties for 2001, and the
agreed Chinese bound tariff rates reported in twoPol of Accession to be
implemented starting from the date of accessiohe decline in China’s average
tariff rate between the time of its accession dral final year is expected to be

from 13.7 per cent to 5.7 per cent.



Table 10-11 Post-Accession Reduction in Weighted fiii Rates for China’s

Main Imports @

Tariff rate
Product group 2001 final®

(MEN) (bound)
Cereal grains 91.1 3.0
Oil seeds 96.9 3.9
Beverages and tobacco products 57.8 10.4
Electronic equipment 10.6 2.3
Vegetable oils and fats 39.3 10.2
Wood products 10.0 3.4
Paper products, publishing 9.3 3.3
Crops 21.7 8.4
Textiles 20.5 8.7
Plant-based fibres 84.3 37.7
Motor vehicles and parts 31.6 14.1
Dairy products 19.0 8.9
Vegetables, fruit, nuts 25.9 12.6
Machinery and equipment 13.4 6.6
Meat products 18.6 9.9
Sugar 77.9 43.8
Processed rice 114.0 65.0
Paddy rice 114.0 65.0
Wheat 114.0 65.0
Ferrous metals 9.1 5.2
Chemical, rubber, plastic products 14.1 8.1
Forestry 2.3 1.3
Food products 16.8 9.8
Fishing 14.2 8.5
Metals 7.0 4.2
Wearing apparel 23.8 14.9
Leather products 11.6 8.0
Meat 14.1 9.9
Transport equipment 5.0 3.6
Metal products 9.7 7.4
Mineral products 14.4 11.4
Petroleum, coal products 8.4 6.7
Manufactures 195 15.8
Animal products 9.4 8.0
Average of above 14.6 6.1
All goods 13.7 5.7

Source: UNCTAD, Trade Analysis and Information t8ys (TRAINS) database,

based on WTO figures.

a. Weighted by China’s imports of relevant item2000.
b. Atthe end of the transition period.
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Similar trade liberalising processes have beemgaglace in ASEAN in

the context of the Uruguay Round commitments, dbagein the AFTA process.

Table 12 shows ASEAN post UR-MFN tariff rates.rdhges from as low as 3.12

per cent in the case of Brunei to 43.18 per centTfwmiland. Tariff rates for

Malaysia, Indonesia and Philippines were less fttaper cent, while Singapore is

a tariff free city-state.

Table 10-12 Average MFN Tariffs

Sector Brunei Indonesia | Malaysia Myanmar | Philippines | Thailand
Darussalam
Live Animals 0.00 4.74 3.96 8.12 20.00 49.28
Fruits and Vegetable 0.00 4.63 2.45 7.50 11.19 48.27
Product
Fats and Oils 0.00 4.86 2.11 2.05 8.45 31.35
Prepared Foodstuffs 0.05 17.57 10.85 13.43 18.76 .9149
Mineral Products 0.00 4.05 2.04 1.42 3.54 18.05
Chemicals 0.64 5.76 1.86 2.34 4.06 32.23
Plastics 2.14 11.14 15.05 2.65 8.43 46.13
Hides and Leather 1.36 6.25 6.91 7.28 8.42 46.67
Wood and Wood Articles 10.44 3.42 1.42 11.21 11.73 36.59
Pulp and Paper 0.00 6.94 9.51 2.78 8.61 32.34
Textiles and Apparel 0.44 13.90 16.70 10.54 18.24 2.07
Footwear 5.33 16.54 19.25 7.41 15.47 79.64
Stone/Cement/Ceramics 0.65 7.26 16.91 3.68 11.01 .3847
Gems 241 10.76 2.87 13.65 7.07 33.4
Base Metal and Metdl0.12 9.70 9.36 3.18 8.14 25.37
Articles
Machinery and Electrical 9.22 4.86 8.12 2.77 5.68 36.25
Appliances
Vehicles 21.24 39.28 52.55 4.68 11.48 47.57
Optical, precision & musical 7.79 7.38 1.82 5.84 4.60 36.75
instruments
Arms 0.00 9.29 15.00 9.47 19.00 37.65
Miscellaneous 2.26 14.70 14.64 7.15 11.23 53.28
Manufactured articles
Antiques and works of art 0.00 12.86 1.96 4.25 5.0 31.67
AVERAGE 3.12 9.34 9.42 5.55 10.08 43.18

A number of the ASEAN countries have also embarkaedderegulation and

liberalisation measures over the 1990s.

» Brunei's applied tariff rates are low, averaging per cent in 2000, zero

for agriculture, and 3.6 per cent for non agricutyproducts.

* Indonesia has undertaken a significant reductiorapglied tariff rates,

with the lowering of rates going well beyond its @WTcommitments.
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Applied MFN tariffs have been reduced from an urghieed average of
about 20 per cent in 1994, to 9.5 per cent in 199&ther unilateral tariff
cuts are scheduled up to 2003 in accordance wittlearly defined
program of tariff reduction. By 2003, the maximwapplied tariff for
nearly all products will not exceed 10 per centready in 1998, tariffs on
goods items, have been reduced to a maximum of &goe.

Malaysia has cut its import tariff by almost onédflsénce 1993, reducing
protection for most agricultural and manufacturexbds. The average
applied tariff rate has declined from 15.2 per dant993, to 8.1 per cent
in 1997. Furthermore, whereas only 13 per centaoff lines were
exempt from import duty in 1995, over half of allds now bear duty-free
applied rates.

In the Philippines, tariffication and reduction tariff over the past six
years have significantly opened the economy. Aggptariffs were more
than halved between 1992 and 1999 from 26 per toejust over 10 per
cent. The Philippines is in the midst of a taréfionalisation program that
will in effect create a uniform tariff structurerfmanufactured products of
no higher than 5 per cent.

For Thailand, applied MFN tariff rates averagedp®&8 cent in September
1999, compared with 23 per cent in 1995. Taritikzewere reduced to 60
per cent down from 100 per cent in 1995.
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5. The ASEAN Free Trade Area (AFTA)

Arguably, the decision taken during the Fourth ASEASummit in 1992 to

establish the ASEAN Free Trade Area (AFTA) by theary2008 is the most
significant and ambitious step taken by ASEAN so ifa terms of regional

economic integration. The treaty establishing ARTAs signed in Singapore by
the five original founding members, Indonesia, Mala, Philippines, Singapore,
Thailand, and Brunei. In mid-1995, Vietham gairsgtimission as the seventh
member of ASEAN. Laos and Myanmar followed suit tyears later in 1997

with Cambodia joining to bandwagon in 1999. The mealculus behind the
creation of AFTA was the laying of a framework docum for ASEAN member-

states to cooperate with each other whilst moviogatds deeper economic
integration not only among themselves but also Withworld. AFTA’s creation

will also help member-economies to lock-on and rngentrade reforms more
effectively to meet the WTO initiatives collectiyelThe ASEAN economies that
are primarily export-oriented already figure as tieatral entity in regional trade
platforms involving Asia-Pacific economies. Neweiless, the purpose of AFTA
is not simply to promote an increase in intra-regiotrade. By increasing and
facilitating the free flow of goods within the ASEAregion, the AFTA is also

expected to promote a greater degree of markegratien.

The critical tools used to promote trade and Absation within the region
is through the elimination of intra-regional tasifand the limitation of non-tariff
barriers (NTBs). ASEAN'’s approach to liberalisatisrone of “open regionalism”.
This may be characterised as the promotion of regitrade expansion through
facilitation and the reduction in the official bians to regional trade through
multilateral reductions in protection. Simply putjs regionalism with a global
orientation (Piei & Abubakar 1998). Apart from protimg and enhancing trade,
the AFTA framework also endeavours to promote @reantra-ASEAN
investment and foreign direct investment in theiaeg Simultaneously, AFTA
has, since 1995, gone beyond being a traditionafeRmtial Trading
Arrangement and expanded and deepened into otlpertamt aspects such as the
development and integration in “non-border” aredsco-operation. This is
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expected to further strengthen the links among ASE#tional markets (Chee
1997). Ultimately, it is also hoped that the redgoattractiveness for trade and
foreign investment will increase, and thus augmfeEAN’s competitive edge as
a production base geared for the world market.

The main mechanism for the implementation of AFiBAthe Common
Effective Preferential Tariff (CEPT). The CEPT isa&greed effective tariff which
is preferential to ASEAN member-states, and isaapplied to goods that have
been identified for inclusion under the CEPT schamginating from member-

states.

To be eligible, several criteria need to be fldil namely, that

* the product must already have been included iritiedusion List’ of the
CEPT scheme of both the exporting and the impowtimgntries. All other
categories of products which include those in themporary Exclusion
List” will not be eligible.

» the tariff rate in the exporting country for tharsaproduct must be at or
less than 20 per cent. However, if the tariff i #axporting country is
above 20 per cent, concessions can only be givanwie CEPT of the
importing country is also above 20 per cent.

» the product in question must be of ASEAN origin @#nthust have at least
40 per cent domestic ASEAN content. This refera teingle country or

cumulative ASEAN content.

The original schedule required the CEPT tariffdéoreduced to between
0-5 per cent within 15 years, i.e. by 2008, whitn+tariff barriers were to be
eliminated beginning 1 January 1993. In Septeni®94, ASEAN agreed to
accelerate the establishment of AFTA by reducirgittitial time frame from 15
to 10 years. Under the 1994 amended timetablefutheealisation of AFTA with
tariffs falling between zero and 5 per cent waseexgd by the year 2003 for the

original ASEAN five: Indonesia, Malaysia, Thailan&gingapore and the
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Philippines as well as Brunei. The deadline for tvan was 2006 and for

Myanmar and Laos, 2008.

To help ameliorate the effects of the regionasisreand to speed up the
recovery efforts, ASEAN members announced a furdiceeleration of the AFTA
schedule during the 6th ASEAN Summit in Hanoi incBmber 1998. The six
original signatories have agreed to advance théeimgntation by one year from
2003 to 2002. The six also agreed to achieve anmim of 90 per cent of their
total tariff lines with tariffs between 0-5 per ¢doy the year 2000. In theory, this
would account for 90 per cent of total intra-ASEAdde (ASEAN Secretariat
1999). At the same time, each member-state wondividually commit to
achieve a minimum of 85 per cent of the Inclusiast with tariffs of 0-5 per cent
by the year 2000. Following this, there is to beirecrease to a minimum of 90
per cent of the Inclusion List in the 0-5 per ctmiff range by 2001. By the year
2002, 100 per cent of the items in the Inclusiost kould have tariffs of between
zero and 5 per cent (with some flexibility). It svaot until the Singapore meeting
in late 1999 that the target of zero tariffs as titemate target of AFTA was
explicitly endorsed. At this meeting, the Ministeagreed “to eliminate import
duties on all products and to target to achieve dijective by 2015 for the six
original members and by year 2018 for the new membE ASEAN”.?
Furthermore, as a first step towards this ambitigoal, they agreed that the six
original members would eliminate tariffs on 60 gent of their products by the
year 2003.

What has been the progress in this direction s As of 11 April 2002,
the CEPT Scheme had covered 98.09 per cent ddréfllines for the ASEAN-6.
Average tariff rates on these products have fate®.89 per cent which is well in
advance of the agreement that 85 per cent of ttladion List will have tariff of
0-5 per cent. (Table 13 and 14). For the four neambers of ASEAN, about half
of their total tariff lines (49.94 per cent) aretive Inclusion List, 46.88 per cent of

2 These target dates were further accelerated t® 26rlthe ASEAN 6 and 2015 for the new
members of ASEAN.
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total tariff lines are in the TEL, 2.18 per centtloé total tariff lines an in the GEL,

and 1.02 per cent of the total tariff lines ar¢hie Sensitive List.

Progress in the level of deepening notwithstandiagff reductions under
the CEPT scheme alone may not be sufficient to meehantra-ASEAN trade if
other non-tariff barriers (NTBs) remain in placénig is because the existence of
NTBs may limit or perhaps negate the trade libsiadj effect of the CEPT
mechanism. To address this issue, the CEPT agrderak on member countries
to eliminate quantitative restrictions with respéctproducts under the CEPT
scheme in addition to other non-tariff barrierssogradual basis within a period of

five years, respectively.
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Table 10-13 CEPT Product List for the Year 2002

Country Inclusion List | Temporary General Sensitive List | Total

(IL) Exception Exception (SL)

List (TEL) List (TEL)

Brunei 6276 0 202 14 6492
Darussalam
Indonesia 7176 21 68 4 7269
Malaysia 8867 233 63 73 9236
Philippines 5606 35 16 62 5719
Singapore 5821 0 38 0 5859
Thailand 9104 0 0 7 9111
Total 42850 289 387 160 43686
ASEAN-6
Percentage 98.09 0.66 0.89 0.37 100.00

New Members

of ASEAN:

Cambodia 3115 3523 134 50 6822
Laos 1247 2142 74 88 3551
Myanmar 2387 3017 47 21 5472
Vietnam 3573 1007 196 48 4824
Total 10322 9689 451 207 20669
Percentage 49.94 46.88 2.18 1.00 100.00
Total 53172 9978 838 367 64355
Asean-10

Percentage 82.62 15.50 1.30 0.57 100.00

Source: ASEAN Secretariat

* Covers group of automotive products whose isidn being deffered to 2005.



Table 10-14 ASEAN: Average CEPT, 1999-2003

225

Year 1999 Year 2000 Year 2001 Year 2002

Country Tariff Lines | Average | Tariff Lines | Average Tariff Lines | Average | Tariff Lines | Ave
Brunei Darussalam| 6264 1.55 6264 1.26 6264 1.17 6264 0.9
Indonesia 6931 5.36 7176 4.76 7176 4.36 7176 3.7
Malaysia 8374 3.22 8417 2.79 8417 2.6 8417 2.4
Philippines 5431 7.36 5431 5.88 5431 5.24 5431 4.9
Singapore 5739 0 5772 0 5772 0 5772

Thailand 9062 9.58 9067 7.29 9067 7.26 9067 5.9
ASEAN-6 41801 4.8 42127 3.89 42127 3.67 42127 3.1
Cambodia - - 3115 10.39 3115 10.39 3115 8.8
Laos 1247 7.54 1247 7.07 1247 6.58 1247 6.1
Myanmar 2356 4.45 2356 4.38 2356 3.32 2356 3.3
Vietnam 3570 7.09 - - - - - -
ASEAN-4 7173 6.3 6718 7.67 6718 7.2 6718 6.4
Total ASEAN-10 48974 5.02 48845 441 48845 4.16 478 3.6

6. ASEAN-East Asia Investment Relations

ASEAN had been the top 10 regional FDI destinationghe 1990s, albeit up to the point

when the crisis hit the region.

The original 5 nb@mcountries i.e. Indonesia, Malaysia,

Thailand, Singapore, and to a lesser extent théppimes, had been in the top ten FDI
receiving countries during the 1990’s. Table 18vehithe net FDI inflow into ASEAN (on a
balance of payment basis) between 1995-1999. olvserved that the extra-ASEAN FDI had
been more significant than intra-ASEAN investmdaoivk. It can be observed that inflow of
total, intra- and extra-ASEAN investment had coctigd sharply in 1998 and 1999 (the years
immediately after the crisis hit the region). Tiha-ASEAN investment share of ASEAN’s

total investment had contracted from as much ag pér cent to 7.2 per cent.

In 2000,

though the regional economies have shown some eegoand while global FDI flows
increased to US$1,270 billion compared with US$&,0lion in 1999, investment inflows
into ASEAN remained on a declining trend at 5.8 gamt to US$13.8 billion compared with
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US$14.7 billion in 1999. In contrast, China andwiam recorded an increase in inflows of
FDI to US$40.7 billion and US$4.9 billion respeetliy. FDI into Korea recorded a marginal
decline to US$10.2 billion.

Table 10-15 ASEAN Net FDI on a Balance of Paymentiis (US million)

Intra ASEAN Total Extra | Total Share of Intra-
ASEAN FDI ASEAN FDI ASEAN FDI in
Total FDI
1995 4,653.0 16,668.0 21,321.0 21.8
1996 2,777.7 23,2384 26,016.0 10.7
1997 5,537.5 22,597.5 28,135.0 19.7
1998 2,019.8 17,575.2 19,595.0 10.3
1999 1,217.5 15,693.5 16,911.0 7.2

Source: ASEAN Secretariat: ASEAN FDI Database

Table 16 shows the stock of FDI in the period 12809. It is observed that the stock of FDI
in the region had grown ten-fold from US$24 billion 1980 to US$249.8 billion in 1999.
The bulk of the inflows were absorbed by Singapdnelonesia, Malaysia and Thailand.
Together they accounted for 88 per cent of ASEAN.FBy the end of 1999, ASEAN share
of Asian DFI has been showing a sharp decline dimeerisis struck to about 29/5 per cent in
1999.



Table 10-16 Inward Foreign Direct Investment Stockn ASEAN

(USS$ billion)

1980 1990 1998 1999
ASEAN 24.0 89.9 232.6 249.8
Brunei 0 0 1.0 1.0
Cambodia - 0.2 0.7 0.6
Indonesia 10.3 68.8 68.2 65.2
Laos PDR 0 0.14 0.472 0.551
Malaysia 5.2 10.3 45.2 48.77
Myanmar 0 0.1 21 2.4
Philippines 1.3 3.3 9.3 11.2
Singapore 6.2 28.6 82.4 79.4
Thailand 1.0 8.2 20.5 26.5
Vietnam 0 294 134 15.1
South, East and South East Asia 58.8 181.4 673.9 9.576
Asia 56.7 211.6 741.3 846.7
Developing Countries 131.2 377.4 1,241.0 1,438.5
ASEAN’s share of South, East and.7 9.6 345 325
South East Asia FDI Stock (%)
ASEAN's share of Asia FDI Stock (%) 42.3 425 31.4 29.5
ASEAN’s share of Developing 19.7 23.8 18.7 17.4

Countries FDI Stock (%)

Source: ASEAN FDI Database
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Table 17 shows the inflow of DFI into ASEAN by cdrynof origin in the period 1985-1999.
The US, Europe and Japan remained the major safirE®| for ASEAN. Together, they

contributed more than 60 per cent of the total EDASEAN. However, since the crisis,

inflows of FDI from Japan had declined sharply framimuch as 21.0 per cent in 1997 to 5.4

per cent in 1999. The share of the three EastnAast@nomies in total ASEAN FDI inflows

reduced accordingly to just 9 per cent in 1999mfras much as 24.1 per cent in 1997.
However, on a cumulative basis, the share of theetkast Asian economies in ASEAN FDI
stock between 1995 — the first half of 2002 remainisstantial at 19.2 per cent, higher than

the US at 12.9 per cent.
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Table 10-17 Net FDI Inflow to ASEAN by country of aigin (%)

1995 1996 1997 1998 1999 1995 — T

(%) half of 200C
USA 14.4 15.0 9.3 12.2 15.4 12.9
Europe 23.5 30.0 22.4 23.5 33.2 26.2
Japan 19.5 19.6 21.0 13.2 5.4 15.7
Korea 2.3 2.1 2.9 4.6 2.8 2.8
China 0.6 0.4 0.2 15 0.8 0.7
Total 21.3 26.0 28.1 19.6 16.9 1126
(billion US$)

7. The Potential Effects of the EAFTA

Based on our discussion in the previous sectiortheneconomic features of the ASEAN
countries and its linkages with the three East W&gaonomics, it can be concluded that the
proposed EAFTA will make both good political anadeomic sense. The reasons for this are

as follows:

Increased bargaining power

The proposed FTA will strengthen the bargainingtpms of the region, particularly ASEAN,
as ASEAN countries would be able to negotiate asokbective, both regionally and
multilaterally in areas of common interest to theindeed, the use of regional integration to
strengthen the bargaining power of members agaipstrceived stronger negotiating partner
is based on the belief that there is strength imbers. A prime example is the EEC, whose
formation is believed to have been partly motivabgdthe desire to increase the member
countries’ bargaining power against the US. Neslte say, one of the prime objectives of
the formation of ASEAN, and AFTA, is to enable ttensolidation of its regional bargaining
position in its dealings with stronger economied eggional grouping. As a group, ASEAN
has managed to negotiate better deals from itstia¢igg counterparts, something which

could not have been achieved if individual memimemdries negotiated individually.
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Signaling the region’s policy credibility and commiment to reform

The proposed EAFTA will also serve as a signaliagick as to the region’s policy credibility
and commitments to reform. It would send a stnowegsage to other regions, and sub-regions,
of each of the EAFTA member country’s strong commeint to policy reform including trade
liberalisation, and thus enhance its position asedible trade partner. Such a commitment
also signals to current and prospective investingsf the advantages of locating their long-
term investments in an area committed to open nwd@d stable macroeconomics.From the
perspective of ASEAN, there is an urgent need ¢@ire and to enhance foreign investor’s
confidence in the stability and credibility of pés of member countries in the region. The
need is even stronger now than ever before, edlyesiace the advent of the ASEAN
economic crisis which had badly damaged the regienbnomic standings.

Preparation for bolder reforms and future challenges

Membership in the proposed EAFTA would prepare pecive member countries in the
region to undertake even bolder policy reforms, emfront the challenges of other countries
and regional groupings in the future. Country egees have shown that the first steps
toward undertaking policy reforms are often the rraifficult, as they are uusally strongly
resisted by those with vested interests. The that policy reform in the EFTA is
circumscribed within a limited number of member4stries would help to overcome the
initial difficulties of undertaking the reform. Rbhermore, an FTA with China would enable
ASEAN member countries to reap an “early harve$tCbina’s post-accession commitment
to liberalise its economy, and this would place ABEmember countries in a better stead
compared to the rest of the world in their econoraiationship with China. The fact that the
proposed EAFTA would also include two members ef @ECD countries, Japan and Korea,
will give ASEAN member countries an invaluable esxgece in their future dealings with the
rest of the OECD members. In short, all these pndpare and enhance member countries
confidence to embark on bolder policy reforms igpanse to the onslaught of globalisation

and liberalisation process of the world economies.
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Market enlargement

The proposed EAFTA would lead to an expansion oEAR’s market size as producers
could pool together the markets of the other tHe@st Asia economies. The combined
EAFTA market would be about US$6868.1 billion, tiatbout 12 times the current market
of ASEAN which stands at about US$570 billion. Ateemeasure of the market potential of
the EAFTA is the size of the “effective demand’tthauld be created. This can be gleaned
from the per capita income levels of the memberntoes as shown in Table 1. It is
estimated that China would be the country that @qubvide most of the additional markets
for ASEAN, considering that its population is simné of Indonesia with per capita income
which is 10 per cent of Indonesia. Effectivelystmeans having seven Indonesia’s instead of
just one in ASEAN/AFTA.

Trade creation and trade diversion

These are the traditional static effects of a negiiceconomic integration. Trade creation
refers to the shift in expenditure or imports ofm@mber country from more expensive
domestic sources to a cheaper source within themred he creation of more trade also refers
to the addition and increased variety of export®tteer member countries. These exports
may be new and non-existent before the integradiom to high and restrictive tariffs in the
importing member countries. Trade diversion, mdaleyrefers to the shift in imports from
a cheaper source outside the region to a more sik@esource within the region. Trade
creation is welfare enhancing, while trade diversiauses a deterioration in the welfare of
the importing member countries. Intuitively, theation of an EAFTA would be dominantly
trade creating as far as ASEAN is concerned. Thpesfor trade creation is larger than in the
case of ASEAN/AFTA, because EAFTA would include &weost producing countries in a
wide range of products, particularly Japan, andatdesser extent, Korea and China.
Conversely, the scope for trade diversion resulfiiogy EAFTA is smaller than in the case of
AFTA since the latter would include larger and mdeeeloped member countries.

Efficiency and enhanced competitiveness

With the formation of the EAFTA, and with the tratbarriers among member countries

eliminated, competition among enterprises in membeuntries would increase, thus
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promoting specialisation, efficiency, productivind economic welfare. Not only would
competition be intensive between and among ensaprof member countries, but strategic
alliances between them would also be created inynsaators. The surviving enterprises

might become globally competitive too.

Effects on the volume and pattern of Investment

With the removal of barriers to trade, and evemyyalf barriers to capital flows within the
region, this would result in a more conducive inment climate within the region. There
will be more certainty and uniformity in investmeatlicies within the region, besides having
an enlarged regional market. All these would bpartant factors in attracting investors to
the region and having them invest. A more effitipattern of production would emerge,
drawn along the lines of comparative and competitivantages. As the EAFTA would
comprise of member countries lying across a specwobifactor endowments and economic
development levels, production rationalisation wiothlus take place in consideration of such
differences in factor endowment as well as in effecdemand across member countries.
This could effectively spur growth in agricultureanufacturing and services. As a result, the

proposed EAFTA could have profound implicationsmrestment activity in the region.
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8. The Economic Cost

While the effects of the EAFTA are generally beaiefi it is nevertheless expected to bring
with it attendant costs. In particular, the prefdgral reduction of trade barriers among
members of the FTA can bring with it some diversibitirade as explained earlier. From the
perspective of ASEAN, the choice is between tragerdion resulting from AFTA only, and

trade diversion resulting from ASEAN’s integratiaith Japan, Korea and China in EAFTA.
Theoretically, trade diversion resulting from EAFBAould be smaller than those resulting

from AFTA. Indeed, the scope for trade diversiosmaller,

the bigger is the regional integrated economies

» the higher the intra-regional trade is vis-a-visaktra regional trade

» the more developed are the new members of thenmalggzonomic integration

* the lower the cost of production in member cousteempared with those in non-

member countries.

Based on our earlier discussion, EAFTA fulfils thé above criteria. Hence, trade diversion

would be small and could be kept minimal by taksogne pre-emptive measures.

Decline in tariff revenues

The reduction of tariff barriers against member nitaas following the formation of the
EAFTA may lead to some loss in government revenusome member countries. This will
occur as tariff revenues previously collected fronport (from non-members) declines as
imports are diverted to member receiving prefeegnteatment at low or zero tariffs. Within
the ASEAN countries, the most affected countriesilde the new members, Cambodia,
Laos, Myanmar and Vietnam. This is mainly duertlmgh differential between MFA and
CEPT tariff levels. However, this does not comséitreal economic losses because it simply
amounts to redistribution of welfare to consumefwow may be able to enjoy a lower
price for imported goods. Moreover, ASEAN’s expeaie in implementing AFTA has
shown that these countries have managed to mitijagdee problems by looking for
alternative source of revenue elsewhere in the aaogn For example, Cambodia used to

receive 56 per cent of its total tax revenue framtaems duties prior to joining AFTA, two
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thirds of which were levies on imports from the ethASEAN countries. However,
membership in ASEAN/AFTA gave the Cambodian govesnithe impetus to introduce a
value-added tax in 1999. This has likewise beerettperience of other ASEAN countries in
the wake of the AFTA implementation. Likewise, tkame experience will take place

resulting from the formation of EAFTA.

Adjustment costs due to EAFTA

Adjustment costs “encompass a wide variety of paly disadvantageous short term
outcomes that might result from trade liberalisatiwhich may include a reduction in
employment and output, the loss in industry-speaind firm-specific human capital, and
macroeconomic instability resulting from balance pafyment difficulties or reduction in
government revenue.” It must be acknowledgedtti@formation of EAFTA would result in

a dislocation in member economies as proven ircéise of AFTA. But these effects would
occur as a result of any other policy changes uaklen by an economy such as trade
liberalisation, and its long-term effect is showm lie relatively small. More advanced
member countries may even provide technical asgistand aid to help the affected countries
in their effort to readjust to new economic andi¢raegimes, as was the practise by the more
advanced ASEAN countries when implementing the AFddgramme. Moreover, the
adjustments undertaken by the less-developed mecdostries would be done more easily
and quickly by being members of the EAFTA, compaedhem undertaking the reforms

individually.
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9. The Architecture of the East Asia Free Trade Agea

In the event that ASEAN and the three East Asianergves, China, Korea and Japan agree to
establish a free trade area, there are severallitiesliéo choose from.
These include:
» aregion-wide FTA involving all the thirteen coues concerned
* an EAFTA comprising a network of FTAs: ASEAN-ChiR&A, ASEAN-Japan FTA,
ASEAN-Korea FTA, Japan-China FTA, Japan-Korea Pd®d China-Korea FTA
 an EAFTA involving ASEAN and North East Asia FTAnslar to the proposed
ASEAN/AFTA-CER FTA.

Needless to say, the first modality is the firsstbeption as it would involve region-wide
economic integration of thirteen separate entités a single and unified market. The gains
from such a comprehensive liberalisation, to thgiae as well as to individual member
countries, are expected to be large, while the stgjent process easier, and less costly.
Though this choice of regional integration is thesindifficult to achieve at the moment, it
must be adopted to be the ultimate modality tavstfor in the long run. The second modality
is to “weave a web of free trade agreements arasdmgether across the thirteen economies
to finally form a huge East Asia Free Trade Are&ltogether, it would involve six FTAs.
To start with, there is already a strong commitnmtentreate an ASEAN-China FTA in 10
years time, and there is good prospects for an ASKArea FTA to follow soon. The
signing of a bilateral free trade agreement (BFbA)ween Japan and Singapore may act as
catalyst for the other ASEAN countries to negotatETA with Japan either individually or
as a region as explained earlier. By doing sonay neutralise whatever advantages and
preferences Singapore may be enjoying in Japanikafaand hence eliminate the bias
against them. This phase of the EAFTA evolutioprisgressing well with ASEAN appears
to act as the "hub" in its relation with the indival Northeast Asian countries China, Japan,

South Korea.

A more difficult phase is to carve-out three méfBAs among the three East Asian

economies. The first one is a Japan-Korea ¥TAhis initiative which has already been

! Japan prefers an early start of its FTA negotiatiith Korea. However it may not be easy eitherkorea to
entertain Japan's request, unless Korea is assutehefit from the FTA with Japan. Furthermoreré@is not
in a hurry to conclude an FTA now whereas Japdmadly in need of an FTA with Korea to escape frow t
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announced is potentially the most influential omehe three possible bilateral FTAs among
the East Asian economies. The timing is most dpper given the current improvement in
the bilateral relationship between the two econsmig&here have been suggestions that the
Japan-Korea FTA “should logically be extended wude China as well because it otherwise
would create serious political tensions” or thealeorea FTA to design with China in mind
as a potential member. The inclusion of China waffectively rule-out the need to create
bilateral FTAs (the China-Japan FTA and China-Kdf@d). Indeed, this would transform
the exercise in the direction of a bigger undergkithat is, the formation of a North East
Asian sub-regional arrangement that would eventub®# linked to the one already in
existence, the ASEAN/AFTA. This represents therdthioute that may be pursued.
Irrespective of the modality to be preferred mdgalseveral parameters governing the
proposed framework of co-operation need to be lglepelt-out and adopted. These include,
among others, the time frame of implementationdigng principles, scope and coverage,

special and differential provisions.

Time frame

The time frame for implementation will need to cdes existing benchmarks. On the one
hand, there is the APEC vision to create free tradbe area by 2010 for developed countries
and 2020 for developing countries. The propose&#EXneeds to achieve liberalisation of
goods earlier than that which has been agreed upder APEC, or else this initiative will be
made redundant by the latter. This means thadéweloped countries of EAFTA, Japan,
Korea and possibly Singapore, should proceed aisterf pace than APEC i.e. earlier than
2010, while the remaining countries should proceedlater than 2020. For the ASEAN-6,
this should not be much a problem because unde®AR&y are targeting CEPT zero tariff
by 2010. Subject to any new arrangements pergitirAFTA? the pace of liberalisation of
EAFTA should not normally go beyond the pace oéldisation to which ASEAN members
haver already agreed under AFTA i.e. eliminatiortawiff by 2010 for ASEAN-6 and 2015

for the new members. Consideration is to be gteetme CLMV countries which need more

difficulties from its economic recession and indiadtadjustment; and to cope with China's aggressivA
policy. See Inky Cheong "An East Asian FTA: Resubgress and Policy Implication.

“ Presently, there is intense discussion on thiiivie to form the ASEAN Economic community by ye&4r20
proposed by Singapore Prime Minister, Goh Chok Torithis will involve natural extension of the AFTA
process.
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time to adjust to the required market-opening pedic Hence, they should be accorded some

amount of flexibility and differential deadlinestineir liberalisation commitments.

Scope

The EAFTA should be as comprehensive as possibover trade in all goods, services,
investments, tariff liberalisation, non-tariff bemms, technical barriers to trade, mutual
recognition arrangements (MRAs). Other areas cpokkibly be included as and when the
need arises. This is to ensure that the FTA idet@eating, and hence would lead to
efficiency gains for the region as a whole, andrttember countries individually. In the case
of trade in goods, agriculture will be one sectmattcould pose some problehusie to its
sensitivities in almost all economies, except forgdpore. The ASEAN/AFTA approach in
phasing in the agricultural products into its CES¥heme may be used as a model for the
three East Asian countries to adopt. Under the AFagricultural raw materials and
unprocessed agriculture produce are categorisexd tmb: sensitive and highly sensitive
unprocessed agricultural products (UAPs). All geres UAPs (altogether 181 tariff lines)
would have to be included by 2005, and their taafés to be reduced to 0-5 per cent by 2010.
Meanwhile, the highly sensitive UAPs, which aratekly few in number, need to be phased
in by 2005 and their terminal tariff are allowedi® greater than 5 per cent by 2010. As for
rice, which is considered as highly sensitive istSEAN countries, the indicated terminal

tariff would be less than 20 per cent.

Tariff

Subject to the time frame discussed earlier, therallvobjective is to achieve free trade in
goods by 2010 for the ASEAN 6 and China, Japankaréa and 2015 for the new members
of ASEAN. As a guide, ASEAN could consider extergdthe AFTA tariff rates to the three
East Asian (China, Japan and Korea) countries laatatter would progressively reduce tariff
for ASEAN from the conclusion of negotiation, reaxhfree trade by 2005. For Japan, and
to a lesser extent Korea, the fact that they axveldped economies makes them in a better

position to achieve free trade vis-a-vis ASEAN atearlier date. For the new members of

% The issue on agriculture will be most criticalthe case of ASEAN-Japan FTA but less so in the odise
ASEAN-China FTA since most of the "down paymentfeoéd by China involved agricultural products.
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ASEAN, the rest of the EAFTA would consider to oftaem a special preference similar to
the ASEAN Generalised Scheme of Preference for theduct to enter the rest of the
EAFTA.

Rules of Origin

To avoid the possibility of trade deflection, FTAgrmally adopt rules of origin (ROQO) which
specify the degree of value added the goods musbéynbefore they can be considered as a
regional product which entitled them preferentiaatment when traded within three FTA. In
the case of AFTA, the ROO is 40 per cent domestifa regional cumulative content for all
goods and for all member countries. It is too distic and favours the more developed
member countries. In the case of the EAFTA, RO@®Mper cent is too low as input from
Japan, China and Korea will be considered as lmcedgional input. A higher percentage of
regional content is preferred, and it should beedaby the type of goods traded, and by the
country that produced the goods. Sensitive prajuehere there is greater possibility of
trade deflection to occur, are assigned a higherep¢age of local/regional content. Similarly,
more developed countries like Japan, Korea andapuorg may also be assigned a higher

percentage of regional content.

Non-tariff barriers

Under the AFTA process, member countries are ofblige eliminate all NTBs, upon
enjoyment of the CEPT treatment. Similar rulingsed to be instituted in FTAs with the
three East Asian countries.

Technical Assistance

The EAFTA would need provisions on technical assis¢ particularly from the more
developed members.
Such technical assistance should cover the follg\aieas

» technical assistance in the development, strengtbeand diversification of the

production and export bases of the new member &A®Ein particular
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» assisting of the ASEAN new members in their capdmitlding

» facilitating the transfer of know-how to the ASEAbuntries

It is to be acknowledged that the more developedhbess of the EAFTA have been the
major providers of technical assistance to the Bsseloped member of ASEAN either
bilaterally, or through collaboration with ASEAN dwother multilateral agencies, particularly
in the Greater Mekong Development Projects. Wil éstablishment of the EAFTA, this

initiative would be enhanced further in a sustai@abanner.

Trade Facilitation

The EFTA should include trade facilitation actiggi to enhance the effect of the trade
liberalisation process. Trade facilitation actestare already underway in AFTA, as well as
in the APEC. What is needed is to ensure thaketlaesivities are strengthened so as to bear
some tangible benefit in the short term. Theseriies include harmonisation of customs

nomenclature and procedures, harmonisation of atdesdMRAs, and SPS Conference etc.

Investment

The EAFTA should contain a framework of investmentciples and rules which would
increase and secure capital flows to and withinrélggon. This aspect has already been taken
care of in the case of ASEAN under its Frameworke&gent of the ASEAN Investment
Areas (AlA, 1988) whereby all barriers to investmenASEAN are to be removed by 2010.
Non-ASEAN investors would enjoy the same privilegey 2020. The ultimate aim is to
promote the ASEAN region as a single internatiodaktination for investment. To
accommodate the non-ASEAN members of EAFTA, thelementation could be accelerated.
and in return the latter could consider recipr@ahngement for the ASEAN investors. There
are other aspects that need to be covered by tpged EAFTA, but they are beyond the
scope of this paper. These include among othe&ts matters concerning the inclusion of the

services sectors, intellectual property rightspeymerce, etc.
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10. Conclusion

This paper has highlighted salient features ofett@omic relationship between ASEAN and
the three East Asian economies, China, Korea apdnJfor the last decade or so. It has
showcased the growing strength of economic intexdéencies within, and among, members
of the regional economies concerned, and the fudhepe for greater regional economic
integration that exists. Il the member economiegehaenefited from this development, and
more gains are expected if regional economic coatjom strategies are to be pursued via the
EAFTA proposal. This paper has also outline thesjids modalities of the proposed EAFTA
as well as it objectives, principles and coveragg several special provisions that need to be

instituted for the efficient implementation of theposed EFTA.
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11. East Asian Economic Integration and Implicatioas for the Newer
ASEAN Member Countries

Pham Quoc Tru, Central Institute for Economic Management, Hanoi

The idea of an East Asian Free Trade Area is noew one and can be traced back to
Mahathir's proposal for an East Asian Economic cguin the 1980s. Yet, if in the 1980s,
such an idea was mainly justified on grounds of mmm Asian values, calls for closer

cooperation through an EAFTA have, in recent yeheg] more to do with the reality of

increased interaction in trade, capital and humaws among countries in the region. In
particular, following the 1997 Asian financial ¢gs East Asian countries have been
increasingly aware of the need to construct thein anechanisms of regional self-help to
cope with the negative impacts of unprecedenteeldenf such regional interactions. To show
the feasibility of an EAFTA this paper will demorat the increasing economic

interdependence among regional countries and tisteexe of a wide array of regional

institutions favorable to its functioning and thubkighlights the bright prospect of an EAFTA

in the future. The paper will also shed light boththe negative and positive implications of
the EAFTA for CLMV countries.

1. Increasing economic interdependence among ecaonies in the region:
1.1 Intra-regional trade

Increasing intra-regional trade has served asamgtfoundation for the establishment of an
EAFTA. Trade is one of the main features of ecormoomoperation between countries in East
Asia. Intra-regional trade has become more and rmoportant for most countries in the
region. Trade data supports this observation. éncise of ASEAN'’s trade with China, Japan
and South Korea, for example, we can see in Tddlek and 11-2 how important ASEAN’s

trade with key partners in the region has become.
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Table 11-1 ASEAN 8 Exports to North East Asia
(Value in million US $)

Coulyear | 1993 1995 1997 1999 2000 2001

China’ 4,528.7 6,200.9 9,167.8 26,472.9 35,0347 31,552.1

Japan 30,952.2 42,680.7 42,008.6 37,687.1 54,743\9 48311

Korea 6,125.9 8,574.4 10,667.8 10,890.8 14,5286 14,734.5
Source: ASEAN Secretariat

Table 11-2 ASEAN 8 Imports from North East Asia

(Value in million US $)

Coulyear | 1993 1995 1997 1999 2000 2001

China 4,528.7 7,129.7 13,482.9 19,407.9 26,481)0 23,883.1

Japan 55,702.9 78,535.2 71,264.2 51,466.0 65,627(2 53%326

Korea 7,148.1 11,3455 14,857.4 12,277.9 15,4582 13457.

Source: ASEAN Secretariat

The intra-regional trade dependence index in Eash Mcreased from 22.35 % in 1985 to
45.37 % in 1999though trade flows in Table 3 were not only withiie East Asian region.
However, the economies in the Table are major Asiading economies. Hence, most of
intra-Asian trade is among these economies. Loo&tirthe data presented in the table we can
see most of East Asian major trading economies Mlieaed more and more with their
partners in the region. In particular, China’s asten to the WTO has created greater market
access and opportunities for ASEAN in China ande wersa — directly through trade
liberalization measures, and indirectly through tise in trade flows as a result of higher
income gains on both sides. Moreover, China’s trpdeetration remains comparatively
limited. Its trade to GDP ratio was still compavaty low at 44 per cent during 2000; the
corresponding ratio being over 136 per cent for ANELO and 87 per cent in the case of

Asean-4. Thus there is a lot of room for expandd&FEAN and China’s trade relations. This

* Including Brunei, Cambodia, Indonesia, Malaysigakmar, Philippines, Singapore, Thailand.

® Including Hong Kong for the period 1999-2001.

® Xu Minggi, “East Asian Economic Integration: Chim&erspective and policy,” paper presented at)diret
ANU/Fiscal policy Institute Conference held in Bang on 31 October-1 November 2003.
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has added further impetus to the establishment bé tprospective EAFTA.

Table 11-3 Intra-Asia Trade (percent of total trace volume %)

Economies\ Direction Exports to Asia Imports from Asia

1990 2000 1999 2000
China P.R. 68.8 46.0 50.9 60.7
Hong Kong, China 44.1 53.5 73.2 78.3
Indonesia 66.6 58.0 46.3 65.8
Korea, Republic of 37.3 43.0 38.9 46.0
Malaysia 59.0 53.8 53.6 64.9
Philippines 35.9 42.1 42.6 53.8
Singapore 48.4 57.2 50.1 57.0
Taipei, China 41.4 56.4 49.0 65.1
Thailand 38.6 48.9 56.6 60.8

Sources: ADB, Key Indicators 2001.

1.2 Intra-regional capital flow

For many years FDI flows have been increasing withe region. Numerous data testify to
this tendency. In 1990 China attracted 54% of bl t+DI from Japan, Hong Kong, Taiwan
and Singapore; the ratio rose to 58% and 61% i6 H9@l in 1999 respectively. Japan’s FDI
outflow into East Asian Economies increased fron2 Billion Yen in 1990 (27.8% of her
total FDI outflow into the world) to 1305 billionef (equivalent to a rise of 52.7% in term of
ratio). During 1990s South Korean FDI outflow inid#ncreased to reach more than 43% of
her total FDI outflow into the worfd In ASEAN most of the FDI flow received by its
members was from East Asian economies. In the chS8etnam around 70% of the total

FDI inflow into the country was from East Asian aomies.

On the one hand, increasing intra-regional cafibals have reflected and facilitated
increasing trade flows among countries in the neg®n the other hand, this has made this

region vulnerable to capital volatility, especiaitythe absence of a region-wide supervisory

" Ibid.
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and management mechanism. It is for this reasdrthibal 997 Asian financial crisis served as
a wake-up call for Asian countries to take mordosesty the need to institutionalize their
cooperation so as to cope with the inevitable Vdlatind vulnerabilities of their increasing

trade and capital interaction.

1.3 Intra-regional flow of people

In recent years the movement of persons (tounstskers, investors and business people)
between the East Asian economies has strongly aeete Most workers and students in
Japan and the East Asian NIES are now from cownimi¢ghe region. Many ASEAN member
countries receive today more Asian tourists thasehfrom other parts of the world. More
than 80% of foreign arrivals in Vietnam in 2002 e/éom Asian countries, especially China,
Japan, South Korea, Taiwan, Hong Kong, and Singap®his tendency has become obvious
due to several reasons. One is that higher traden@ome growth in East Asia has delivered
a positive impact on trade in services, ASEAN-NoEhst Asia tourism especially. In
particular, as China has liberalized many of itst@s and sub-sectors in line with its WTO
commitments and ASEAN is in the process of speedipgts liberalization process, the
potential is great for a substantial increase in-tvay tourist flows between ASEAN and
China as well as the rest of East Asia. Secondigt Bsian countries could also benefit from
the growing markets for eco-tourism, thematic temmi adventure tourism, and multiple-

destination tourism.

1.4 Cooperation in other areas

Over the past decades, especially since the etiteafold War, multi-faceted cooperation in

the areas of politics, security, economics, cultaral social affairs among countries in East
Asia has been strengthened creating a solid foiord&dr the closer ties among countries in
the region. ASEAN has now become the center oforedieconomic and cooperation and
others areas of cooperation in East Asia. In parc¢ financial cooperation has been well
advanced, reflecting a high level of economic iratign with the agreement to set up a
bilateral swap arrangement between ASEAN and Japhima, and South Korea in addition

to the regional ASEAN swap arrangement. Many egfbeve been made to move forward the

establishment of the Asian Monetary Fund.
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2. Regional Economic Cooperation Institutional Arangements in East Asia

While there is a lot of debate as to the desirgténd feasibility of an EAFTA, the process of
institutional building in East Asia has actuallarseéd. Over the past few years a variety of
regional economic arrangements and linkages have d¢oto being. In this process ASEAN

has been playing a vital role.

* AFTA and other ASEAN Economic integration institutions (AIA, AFAS, AICO,
E-ASEAN Agreement Framework). Currently, ASEANsthe process of developing
the ASEAN Economic Community (which represents ghér level of economic
integration than AFTA and other on-going economiechmnisms toward a common
market).

« ASEAN + 1 arrangements including economic linkage between ASEAN and each
East Asian country, in particular:

 ASEAN - China: In November 2002 the two sides signed the Framlewgreement
on Comprehensive Economic Cooperation under whigh dstablishment of the
ACFTA was proposed by 2012/2015.

* ASEAN - Japan The ASEAN-Japan Comprehensive Economic Partr@rshi
Framework (AJCEP) was signed in October 2003, whitvisages the establishment
of the AJFTA by 2010/2015.

» ASEAN - South Korea The two sides have begun to make efforts to dgvéhe
current economic consultation mechanism into thebdishment of the ASEAN-South
Korea Free Trade Area (AKFTA).

« ASEAN + 3 Economic cooperation within this framework ha&sib established for
many years with increasingly significant projec®onsultations which have taken
place at three levels (senior officials, Ministarsd high-ranking leaders) have been
institutionalized on a regular basis.

» APEC: The Asia-Pacific Economic Cooperation was created1988. It is a
comprehensive economic linkage mechanism, encommgaite whole Asia Pacific in
which most of East Asian economies have particghate

« ASEM: is an inter-continental Asia-Europe economic forin which East Asia

participates almost as a group.
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» EAEG/EAEC, EAVG/EASG and EAFTA: At the initiative of Former Malaysian
PM Mahathir to create the East Asia Economic Grioughe 1990s, namely theast
Asia Economic Caucus(EAEG/EAEC), in 1998, ASEAN and the + 3 countries
(China, Japan, South Korea) set up Hast Asia Vision Group (EAVG), consisting
of eminent intellectuals from those countries, #meh theEast Asian Study Group
(EASG) consisting of government officials in 2001 withetraim to study the
feasibility and measures to implement the Eastsiaion of cooperation, including
the establishment d&ast Asia Free Trade Area (EAFTA) In 2002 the ASEAN + 3
Phnom Penh Summit adopted the Report made by tHeGE#hich recommended
seventeen short-term measures and nine medium/teng measures for the
enhancement of East Asian cooperation towards aRTEBA Two very important
recommendations to note in this report are first ¢stablishment of an EAFTA and
second the holding of East Asian Summit.

» Bilateral Free Trade Agreements between East Asiaeconomies Recently, two
BFTA were signed between Japan and Singapore, Hong and China; some other
BFTAs are under negotiation (Thailand-Malaysia, iEma-China, Thailand-
Singapore, Thailand-Japan, Thailand-South KoredjpPimes-Japan, South Korea-
China, South Korea-Japan, Singapore-Taiwan, Sirgapouth Korea).

East Asian economies are linked closely not onlyterms of levels of integration and
institutional arrangements but also through wh&hswn as sub-regional and/or transnational
economic integration. This kind of integration Hzeen widely developed in the region for
more than one decade in the formgobwth triangle/ growth areaSIJORF, GMS’, BIMP-
EAGAY, IMT-GT!!, WEC™ are good examples of this cooperation. The procdss
institutional building has reflected three thinggstst, it reflects the desire of participating
countries to cooperate to benefit from each otheraket, to increase productivity via
economy of scale, to reduce transaction costs gfirdwarmonization of technical standards
and regulations, as well as to cope with commomlpros. Second, it also reflects the fact

that regional countries are under peer pressuj@ridhese arrangements otherwise they may

8 Growth Triangle comprising Singapore, Johor Stételalaysia and Riau region of Indonesia

° Great Mekong Subregion Cooperation including LAdganmar, Cambodia, Thailand, Vietnam, China.

19 East ASEAN Growth Area consisting of regions frBmunei, Indonesia, Malaysia and Philippines.

1 Growth Triangle consisting of regions from Indaaeslalaysia and Thailand.

12 \West East Corridor consisting of regions along West East Transportation Corridor linking Thailand
Myanmar, Laos, Cambodia and Vietnam.
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face discrimination if they fail to. Lastly, thiginforces the belief that no single above-

mentioned arrangement but an EAFTA could fully nteetneeds of East Asian countries.

With the rise of Japan, China, South Korea and A§&C East Asia has in fact
overcome the initial economic challenge. Its task s increasingly becoming institutional,
especially in face of EU and NAFTA. Two recent depeents have led to the urgency of
forming an East Asian institutional identity. Fiystthe 1997 financial crisis has exposed East
Asian’s weakness in coping with the consequenceblefinancial crisis. A chief lesson of
this crisis was that this region — accounting fbowt one third of the world economy and
more than half the world’'s monetary reserves — wasessively dependent on the
international financial institutions based in Wamgjton, the authorities of the United States,
and the private (predominantly Anglo-Saxon) markést took their cues from both. In
contrast, the EU handled its own crisis successfuith minimum economic costs without
resorting to an outsider like the IMF. Secondly tjlobal trading system, whose openness
and dynamism were critical to the emergence andhter@ance of the “Asian miracle,” has
been slowing down since the conclusion of the UaygRound in 1994. Both the United
States and the EU have become increasingly ungidimd/or unable to maintain the needed
momentum of liberalization. Moreover, both the @sitStates and the EU are very eager to
expand their own FTAs. This has given rise to Eesi’'s determination to force its own

institution as a liberalization alternative.

The picture of East Asian cooperation we have sd®mve shows a very promising
future for pan-East Asian economic integration. fikesthe difficulties and challenges faced
by the economies in the region in realizing thémser cooperation towards the establishment
of an EAFTA, it is a reasonable projection to dagt tEast Asian economies need and can go
together in forming an EAFTA by the early next dézaThe political will of the leaders in
East Asia, the economic and institutional foundaiestablished, and the considerable gains
for almost all countries in this region are impatteeasons that reinforce the conviction of the
bright prospect of an EAFTA.

3. CLMV with East Asian Economic Integration and ts implications

As newer members of ASEAN, CLMV has participatedha regional economic integration

process for a shorter period of time. Vietham hadig@pated in AFTA and other economic
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cooperation mechanisms of ASEAN (including econooaoperation between ASEAN and

external partners) since 1996. Laos and Myanmae litpne so since 1997 and Cambodia
since 1999. In addition, CLMV have and will contnto participate in some other regional
economic linkages such as APEC, ASEM which Easa fsspart of.

Any prospective EAFTA will bring both gains andsges for CLMV. In terms of
major gains CLMV will gain important benefits inrtes of trade, development assistance and
greater bargaining power as well as political aedusity benefits. Regarding trade, CLMV
will have the opportunity to tap into the NortheAsian markets (especially those of Japan
and South Korea which are less competitive than ¥).8b as to increase exports in areas
that CLMV has the strong competitive edge (inclgdiabor- and raw material-intensive
products such as agriculture, forest and fishepdpets, textile, footwear, and handicrafts
etc). Concerning investment, CLMV will be able tibract more investment inflows (FDI,
ODA and short-term capital) from regional countriespecially from Northeast Asian
countries so as to take advantage of their strengtid thus produce exports to Northeast
Asian markets. Regarding services, CLMV will haverenchance to harness the low-end

services markets in Northeast Asia which CLMV cowsthave certain advantages in.

On the matter of development assistance CLMV maNe the chance to receive more
support and assistance in various forms from Nadh@sia in order to strengthen their own
capacity. Regarding greater bargaining power forM@|. a more united and vigorous
economic group in East Asia will add more strerigthind create more favourable conditions
for CLMV in international negotiations and theitatonships with other partners. Concering
politics and security matters, deepening economi@agie in East Asia will contribute to the
safeguarding of peace, stability and mitigatingflicts/confrontation in the region. Yet, on
the other side of the same equation, CLMV may suffam potential losses resulting from
the prospective EAFTA. Firstly, loss of significafiudgetary revenues due to tariff
liberalization vis-a-vis Northeast Asian goods imevitable. Secondly, as the competitiveness
of CLMV’s goods and services remains low, thesentoes may experience the risk of
increased trade deficits from Northeast Asia duda¢oremoval of tariff and non-tariff barriers
(in the trade relationship between CLMV and Nor#teasian countries, almost all CLMV
have suffered from trade deficits). Thirdly, CLMVas lose ground in important markets
(like capital market, the high-tech market and Hig\el services market) to Northeast Asian

companies. Fourthly, there is a real risk of gettan unfavourable hitch in the regional
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division of labor. CLMV may continue to develop migilow-value added products. There is
also an additional risk of the excessive explatatof natural resource and thus increased
environmental degradation in CLMV if the CLMV gowenents fail to adopt adequate
measures and policies to deal with this situationally, in terms of politics, the sovereignty
and role of CLMV may be reduced considerably witamEast Asian group in which great
powers play a leadership role. Moreover, that CLM¥Yy fall into the trap of a power game
by strong member countries should not be ruled out.

Yet, on balance, the benefits of an EAFTA outwatghrisks for CLMV countries for
three reasons. First, we need to look at the bsn&fr CLMV countries from a dynamic
perspective in terms of greater market accessghigtoduction and management efficiency,
and stable political relationship. Second, the dnistof European integration shows that
smaller member countries have tended to benefiifgigntly from such a grouping despite
potential losses and risks. What is more imporanelated to the supply-side capacity of the
CLMV countries. That is even when potential oppoities do exist from the EAFTA, do
CLMV countries possess sufficient capabilities @rnts of management techniques and
physical infrastructure to take advantage of thewhta cope with the negative side of greater

exposure to outside competition?

Despite all this, there is no denial that theeeraal hurdles to CLMV in the process of
East Asian integration. One, these countries rempaar with low levels of development (per
capital income in CLMV is over 300 USD a year). CNs basically agriculture-based with
low levels of industrial development, low competiness of the economy, weak scientific
and technological base and poor infrastructure. ,Tiwderms of institutional development,
almost all CLMV countries have not completed theansition from the planning subsidized
economy to the market economy with full integratioto the regional and world economy.
On the other hand, CLMV also have diverse socia palitical systems which are very
different from those of other countries in the oegiln particular, legal enforcement in these
countries remains weak. Thus, their socio-econamstitutions leave much to be desired
(they are either insufficient, inadequate with wésgal enforcement and not suitable with the
reality and relevant international standards). Teguires CLMV to double their efforts in
law making and refinement, simplification of adnsinative procedures as well as
enhancement of law enforcement. Three, state affi@and business persons still have low

levels of foreign language expertise and generawkedge, especially professional and
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management skills. Red tape, administrative obstmism, and corruption remain rampant

in these countries. In addition, the labor forc€IldMV still has certain disadvantages such as
low education levels and lack of skill and foreiimguage. Finally, local enterprises are
mostly small- and medium-sized with little capitlmy technology and competitiveness; the
state-owned enterprise sector in some countriestif&im and Laos) have played a key role in
the economy but with low efficiency. This is onetlbé main obstacles facing these countries

in international economic integration.

In conclusion, it can be confidently surmised thlagspite numerous difficulties, the
prospect of East Asian economic integration in fiven of an EAFTA is bright given the
political will of is leaders, the already estabésheconomic and institutional foundations, and
the inevitable gains from the prospective EAFTA.NGL countries can not afford to isolate
themselves from this trend of economic integratioficast Asia. CLMV will have much to
gain from EAFTA. Yet, how much CLMV will gain or $& from this initiative depends on
their supply-side capacity, their efforts to desilgair appropriate liberalization roadmap, and

the preferential treatment and support from otloentries.
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12. East Asian Economic Community and the Scope &fast Asian
Cooperation

Jae-Seung Lee, Institute of Foreign Affairs and Nabnal Security, Seoul

l. Introduction
Regional Cooperation in East Asia

Regional cooperation in East Asia has become ottleeomost frequently discussed issues in
recent years. A number of bilateral and multildt€r@e Trade Area (FTA) agreements have
been established or are being negotiated. The ASEA#¢ Trade Area (AFTA) already
constituted a subregional trade linkup, and an ASE2\ (i.e. Japan, China and South Korea)
FTA was also proposed to build an East Asian Freeld Area (EAFTA). China and Japan
are actively pursuing FTA negotiations with ASEAbuatries. On the financial side progress
has been made after the Asian financial crisi9@71 A number of bilateral swap agreements
have already been signed and many more are beggfiated. Many East Asian countries

have established a surveillance mechanism to nrahiér economic performance.

The post-Cold War world has increased the impodast economic poweris-a-vis
ideological, political and security issukSince the 1990s ASEAN has increasingly been
looked upon as a vehicle for deepening regionaheeuc cooperation. Northeast Asian
countries did not want to be left out of worldwidckgionalization and actively joined in the
regional cooperation process. East Asian economtiegiation is expected to accelerate
economic development by increasing the flow of @dpand technology while expanding
production and export capacity. It would also brangonvergence of business cultures and the
common “rule of the gamée'Political cooperation is a more challenging ta¥ke most
visible progress is the ASEAN Regional Forum (ARFWwhich South Korea, Japan, China,
and European representatives participate with ASEodNNtries. It endeavors to increase
influence on the stabilization of regional securi®y the private level (track 1l) the Council
for Security Cooperation in Asia-Pacific (CSCAPrampanies the ARF framework.

! Chang Li Lin, Ramkishen S Rajan, “Regional Respsri® the Southeast Asian Financial Crisis: A Gafse
Self-Help or No Help?,Australian Journal of International Affair&/ol. 53, No.3 (November 1999).

2 Dajin Peng, “The Changing Nature of East Asia asE@onomic Region, Pacific Affairs Vol.73, No.2
(Summer 2000).
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There are currently multiple institutions and fmsito deal with regional cooperation
in East Asia. A number of cooperative bodies — ASEASEAN+3, APEC, ASEM, and
ARF — are overlapped in East Asia. Most East Asianntries belong to different regional
groups and organizations, and they are party tersévegional trade arrangemeh&SEAN
worked toward the broad goals of regional coopenakaid out by the “Vision 2020,” which
is a roadmap for ASEAN in the 21st centi&%PEC was moving towards implementing the
programs aimed at achieving the 2010/2020 targetgde trade and investment in the Asia-
Pacific region. More recently, the East Asia Visi@roup (EAVG) has provided a roadmap
for an “East Asia community,” and subsequently Bast Asia Study Group (EASG) has
worked to implement the suggestions from the EAV&p &’

Evolution of ASEAN+3 Cooperative Framework

ASEAN+3 has become the most active regional ingtituin recent years. While ASEAN
consists of 10 Southeast Asian countries, ASEAN¥@udes three major countries from
Northeast Asia — China, Japan, and South Koreal-thars represents the entire “East ASia.”
ASEAN+3 summit provides an opportunity for a seiédilateral and multilateral summits
between the heads of state. ASEAN+3 has a furtihvairdage, at this stage, of not including
Hong Kong and Taiwan, which would complicate tigdhvChina in other groups such as the
APEC.” The first ASEAN + 3 summit meeting was held in Kuaumpur on December 16,
1997, and the leaders discussed ways to cope wwahdial problems. At the second summit
meeting in Hanoi on December 16, 1998 the creatiba regional financial mechanism,
including the Miyazawa Plan, a Japanese proposaiei@ie an Asian monetary mechanism to
prevent future crises, was discussed. The estaidish of the East Asian Vision Group
(EAVG) was decided in this summit. At the third saih meeting held in Manila on
November 28, 1999 a Joint Statement on East Asianpé€ration was adopted, and the

% Bowles labels this phenomenon a “multiple regitsml” Paul Bowles, “ASEAN, AFTA and the ‘New
Regionalism™Pacific Affairs Vol.70, No.2 (Summer 1997).

*“The People’s ASEAN,” Report of the ASEAN Emindtersons Group (EPG) on Vision 2020; Lin and Rajan,
ibid.

® Both EAVG and EASG were proposed by the South Korresident Kim Dae-Jung. EASG is a government-
level organization to discuss further regional caragion while EAVG is composed of non-governmentglerts.

® The geographical boundary of East Asia is quiteatible. In this paper East Asia means Northeaist dysd
Southeast Asia.

" F. Pierre Goad, “Asian Monetary fund reborfdr Eastern Economic RevigiMay 18, 2000).
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leaders agreed to hold ASEAN+3 ministerial meetfifhe Manila meeting has particular
significance in that the leaders from three Norsihéesian countries began to hold a tripartite
summit? At the fourth summit meeting in Singapore on Nobem24, 2000 the leaders
discussed the ways to advance East Asian cooperatithe region, including ways to turn
the ASEAN+3 meeting into an East Asian sumthiEAVG Report was reviewed by the
national leaders during the summit in 2001. Thet Basa Study Group was then established
to examine the feasibility of EAVG recommendatiosmsd to adopt the implementation

measures.

Two processes were added to ASEAN+3 mechanismcent years: Network of East
Asian Think-tanks (NEAT) and East Asia Forum (EAH)e NEAT was created as track Il of
East Asia cooperation with tasks to provide intgllal support to and policy
recommendations on important issues and the directf the East Asia cooperation, and to
do research on the issues raised during the ASEABi#BmMIt and from the EASG. The first
annual conference of the Network of East Asian Kitamks (NEAT) was held in Beijing,
China from 29 to 30 September, 2003 in which 10®kgs from ASEAN, China, Japan and
the ROK (10+3) attended the conference. During A®EAN+3 Summit in Brunei
Darussalam in 2001, the EAVG’s recommendation ef ¢istablishment of an East Asian
Forum (EAF) received support from the leaders ef ASEAN countries, China, Japan, and
South Korea. In addition, the EASG recommendecettablishment of the EAF as one of the
twenty-six concrete measures in its Final Repolictv was approved by the leaders of the
ASEAN+3 Summit in Cambodia in November 2002. TheSEAsuggests that details of the
establishment of the EAF be discussed in the ASEANtocess. In the EAVG Report,
submitted to the ASEAN+3 Summit in 2001, an EasaA®rum (EAF) was recommended to
“serve as an institutional mechanism for broad-Basecial exchanges and, ultimately,
regional cooperation.” The EAF is expected to pilevia vehicle for discussions and
recommendations among representatives of govermamdntsiness and academic circles in
ASEAN, China, Japan and Korea with a view to deeypethe understanding of mutually

beneficial issues for the sake of peace, prospantlyprogress across East Asia. The EAF was

® The Joint Statement covers major areas of EasinAsboperation: economic cooperation, monetary and
financial cooperation, social and human resoure&ldpment, scientific and technical developmenttuce

and information, development cooperation, politeaturity and transnational issues.

° At the Singapore meeting in November 2000 theyagito make this three-way Summit Meeting an annual
event.

19| ee, Chang-Jae, “China, Japan and Korea Facin@lialenge of Worldwide Regionalism.” Paper presént

at the International Symposium on Strengtheningd@r&elations between China, Japan and South Korea:
Assessment and Prospects, held in Seoul, on Septétdp2001, p.25.
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included as one of the seventeen short-term recowatiens in the EASG Final Report,
which was submitted to the ASEAN+3 Summit in Camhbapth 2002. The Republic of Korea,
at that juncture, proposed that the inaugural mgetif the EAF be held in South Korea.
Accordingly, the EAF 2003 is scheduled to be hal&&oul, South Korea on December 14-16,
2003 under the theme &%eace, Prosperity and Progress in East Asia: Cimgless and New
Visions Officials of vice-ministerial level, business tgas, and distinguished scholars from
ASEAN plus three countries will honor the EAF witteir presence

Plan of Study

This paper examines the efforts to build an Easieconomic community and its prospects.
However, East Asian economic cooperation cannogXained solely by economic logic.
The dynamics of regional economic cooperation a@stail political elements from the
beginning. While this paper examines the recenteldgwments of regional economic
cooperation in East Asia, the scope of this papéirexpand to the political arena, and in
doing so | will emphasize the significance of alifpcally sustainable” regional economic
community. The paper also focuses on the evolubbrASEAN+3 framework and the
EAVG/EASG Report to explain the developments of ABE3 cooperation. Part 1l and Il
examine the progress of East Asian economic cotipera trade and finance. Part IV and V
surveys the vision and economic agenda in the ERé@ort and EASG Report that proposed
an “East Asian community.” Part VI evaluates ongolfast Asian economic cooperation and
discusses major obstacles and problems during agemrral cooperation process. Part VIi
provides the prospect of East Asian economic ca@djoer in terms of new geopolitics in the

region.

[I. Toward a Common Market in East Asia

Regionalization of trade has become a worldwidenpheenon in recent decades. Recent
regionalization of global trade originated parttprh the disappointment from the existing
multilateral agreements such as WTO and partly ftbenUnited States’ conversion from a
devoted multilateralist to an ardent regionalistsping NAFTA and FTAA There has been

a series of debates on whether regional trade ee@rbeneficial to free trade. For advocates

M Richard Baldwin, “The Causes of Regionalisifitie World Economy Vol. 20, No, 7 (1997).
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of regionalism removal of trade barriers, no maltew it happens, is good for free trade.
They think that regionalism has a largely benigfeafon the multilateral system. Trade
liberalization through regional trade agreementspaditically easier than multilateral or

unilateral liberalizatiort? Those who are against regionalism argue that #mlmer countries

of trade blocs will be less interested in multitatdiberalization talks and that this will pose a
serious threat to the world trading system. Redipaiion may even provoke an inter-bloc
trade war. They also point out that small coustrd! be in a disadvantageous position when

they negotiate with a large country.

Despite these debates most countries began td thiat joining regional trade
agreements would be beneficial at least to theras&hEast Asia was not an exception in
this trend. Richard Baldwin explains this proliféesa and expansion of regionalism with the
domino theory. If the bloc enlarges, the cost ® tlon-members increases, since they now
face a cost disadvantage in an even greater nuaflmearkets. This second-round effect will
bring the more pro-regional political activity temmembers and thus may lead to further
enlargement of the blo& Economically, a regional FTA can bring a larger rkeg
competitive environment, and more economic efficie=TA can be a political instrument to
help lock in domestic reform policy. As shown iretBuropean experience after the Second
World War, economic cooperation can also be useslsigtegic means to prevent a regional

conflict.

12 Jeffrey A. Frankel, edThe Regionalization of The World Econof@hicago: The University of Chicago
Press, 1998); World Trade Organizati®egionalism and the World Trading Systéri95); "Regionalism and
the World Trading Systems" in Larry Summers &ulicy Implications of Trade and Currency Zor{€gderal
Reserve Bank of Kansas City, 1991).

3 The Bhagwati school emphasizes this discriminatifrgralization. Jagdish Bhagwati, Pravin Krishnada
Arvind Panagariya, ed3rading Blocs: Alternative Approaches to Analyzirgferential Trade Arrangements.
(Cambridge: The MIT Press. 1999); Arvind PanagariyBhe Regionalism Debate: An Overviewlhe World
Economy Vol.22, No.4, (1999); Jagdish Bhagwati and A. &gar,The Dangerous Drift to Preferential Trade
AgreementgWashington: American Enterprise , 1995).

14 Although Bhagwati thinks that the revival of regadism is unfortunate, given its political appeatiats likely
spread, he believes that it is important to contaid shape it in the ways so that it becomes maliraaeful
and minimally damaging, and consonant with the cbjes of arriving at multilateral free trade fdt. dagdish
Bhagwati,. “Regionalism and Mautilateralism: An @uiew.” In Jagdish Bhagwati, Pravin Krishna and i/
Panagariya, eds. 1999%rading Blocs: Alternative Approaches to Analyzipgeferential Trade Arrangements
(Cambridge: The MIT Press, 1999), pp. 26-27.

5 Richard Baldwin, “A Domino Theory of Regionalismifi Jagdish Bhagwati, Pravin Krishna and Arvind
Panagariya, eds. 199%rading Blocs: Alternative Approaches to Analyzipgeferential Trade Arrangements
(Cambridge: The MIT Press, 1999), p. 500; Richaald®in, “A Domino Theory of Regionalism,” in R.
Baldwin, P. Haaparanta, and J. Kiander eH#spanding Membership of the European Uni@ambridge:
Cambridge University Press, 1995).
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Development of ASEAN Free Trade Area (AFTA)

The Association of Southeast Asian Nations Fredetiarea (AFTA) has been by far the most
advanced effort to create a common market in Eas. AFTA was launched in 1992 at the
Fourth ASEAN Summit in Singapore to eliminate faffarriers among Southeast Asian
countries. Over the course of the next few years ghogram of tariff reductions was
broadened and accelerated. From 1993 to 1997, nine-ASEAN trade volume almost
doubled, from less than US$44 billion to more tha®$85 billion, or from less than 21
percent to almost 25 percent of total trad€hese figures dropped (to US$71 billion and 22
percent in 1998) due to the financial crisis in 19fut rose again in 1999 and stayed well
above the pre-AFTA levels. The financial crisis basught more difficulties to some specific
industries in individual ASEAN countries but thenfls for the relief of such industries were

strictly limited as to scope, timeframe and othamditions.

The AFTA initiative received a further boost aetASEAN summit in Bangkok,
December 1995 when the ASEAN countries signed fraorle agreements for the intra-
regional liberalization of trade in services. Th&EBAN leaders also decided to advance
AFTA’s completion date to the beginning of 2003bSequent to the December summit an
industrial complementation scheme designed to eageuintra-regional investment was
approved, and discussions were held on creatin§Tah within the region. ASEAN also
adopted the ASEAN Industrial Co-operation schemdCQ), through which products of
companions operating in two or more countries woefgoy the full AFTA treatment
immediately. “AFTA Plus” activities were initiatednd they included the efforts to eliminate
non-tariff barriers and quantitative restrictionsdaharmonize customs nomenclature,
valuation, and procedures. At their summit in Delbem1997, the leaders of the ASEAN
countries issued “the ASEAN Vision 2020” statemehhey committed themselves “to
moving towards closer cohesion and economic integra and resolved to “advance
economic integration and co-operation” by fully iempenting the AFTA. At their summit
in Hanoi in 1998 the ASEAN leaders again advan¢eddompletion date of AFTA to the
beginning of 2002 for the six original signatoriesthe AFTA agreement, with the later

signatories given a few more years to adjust toreg free trade.

'8 |ntra-regional export rose from 30.9% in 1986 54 in 1994 while the export dependency of Eash As
the US fell from 34% to 22.8% in the same periddmbports are also included intra-regional tradécast Asia
already exceeded 50% in 1995. Pdhl.

"“The People’s ASEAN,” Report of the ASEAN Emindtersons Group (EPG) on Vision 2020.
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The Common Effective Preference Tariff (CEPT) veamed at reducing tariffs on
manufactured items between the ranges of 0 to&epeby the year 2009 .1t was also aimed
at reducing tariffs to a minimum of 90 percent loé¢ tariff lines by the end of 2001 for the
original six members. Raw agricultural goods werdé phased in by a target date of 2010.
Members submit tariff lines to be included or exidd from the CEPT scheme, with an
increase of 90 percent of intra-regional trade cedeby the CEPT By 2010 all tariffs
among the original six are to be abolished. By 26ttier four newcomers are expected to do
the same. The Hanoi Plan of Action was adopteti@Sixth ASEAN Summit® The Hanoi
Plan is the first in a series of plans of actioadiag to the actualization of ASEAN Vision
2020, adopted in the Second ASEAN Informal Sumreltthn December 1997. The Hanoi
Plan has a six-year time-frame stretching from 1892004. However, no such follow-up
actually seems to have taken place as yet andisiseptregarding the usefulness of the Hanoi
Plan abounds$:

Following a 10-year tariff reduction schedule AFWas finally put on effect on
January 1, 2002. At present only 1,683 items (3.8&b)of 44,060 in the CEPT-included list
of the original six are not in compliance with tkasget. Vietham is expected to reach its tariff

8 The CEPT is the mechanism by which tariffs on gowdded within the ASEAN region, which meet a 40%

ASEAN content requirement, will be reduced to 0-b%the year 2003 (2006 for Vietnam, and 2008 fond.a

and Myanmar). The tariff reductions are moving ahea both the "fast" and "normal” tracks. Tariffs goods

in the fast track will be reduced to 0-5% by thary2000. Tariffs on goods in the normal track w# reduced

to this level by 2003. Currently, about 81% of AS¥E# tariff lines are covered by either the fashormal track.
ASEAN members have the option of excluding produotsn the CEPT in three cases: 1) Temporary

exclusions; 2) Sensitive agricultural products;G3neral exceptions. The CEPT scheme will coverin&s

percent of all tariff lines in ASEAN by the year @) by then, the only products not included in €EPT

Scheme will be those in the General Exceptionsgeayeand sensitive agricultural products. http:/immws-

asean.org/afta.htm.

19 Jeffery Heinrich and Denise Eby Konan, “ProspéatsFDI in AFTA,” ASEAN Economic Bulleti(August

2001).

2 “Hanoi Plan of Action” ASEAN Economic Bulletinvol.16, No.1 (April 1999). The Hanoi Plan of Awti

includes the following objectives:

Strengthen macroeconomic and financial cooperation

Enhance economic integration through measures asiettceleration of the implementation of AFTA

and implementation of the Framework Agreement efABEAN Investment Area

Promote science and technology development andajemg information technology infrastructure

Protect the environment and promoting sustainaéleldpment

Strengthen regional peace and security

Enhance ASEAN's role as an effective force for geduestice, and moderation in the Asia-Pacific and

the world.

Promote ASEAN awareness and its standing in thkeenational community

Improve ASEAN's structures and mechanisms.

2L Lin and Rajanibid.
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elimination target in 2006, Laos and Myanmar in 2@@d Cambodia in 20¥8.The attempt

to establish AFTA stemmed from the changes in titermational economic environment
during the 1980s. In most of the 1960s and 197@sfolr largest ASEAN nations (i.e.
Indonesia, Malaysia, the Philippines and Thailamal pursued import substitution policies.
The world economic slowdown in the early and mi®Qd$ the reduction of capital transfers,
the rise of protectionist sentiment in the US pokewlamental challenges for the ASEAN
countries. All of the ASEAN-4 needed to find waysloost exports and maintain foreign

exchange earninds.

In 1986 the Philippines formally proposed to expantra-ASEAN trade through
further cooperation measures, including a phasddct®n in intra-ASEAN tariffs and an
external common tariff (i.e. a customs union). Haere this proposal did not invite favorable
reaction from other ASEAN member countries. Ind@mesjected the proposal on the ground
that no deadlines should be involved and Singapdected to a customs union on the
ground that it did not want to raise its exterraaifts. Economic cooperation schemes and the
Preferential Trading Agreement were attractive 8EAN countries because they offered the
possibility of a larger market to support domestatustries, but they were also problematic in
that each nation wished to guard its internal mafke its own firms, and cooperation
schemes were often bogged down at the implementatage* Market-sharing compromise
was hard to achieve. It was Thailand’s proposalaforASEAN Free Trade Area which was
unanimously adopted five years later. Changes eniriternational political economy in the

latter half of the 1980s helped ASEAN countriesagyagin trade liberalizatiof?.

While AFTA initially targeted tariff reduction anttade liberalization, a concurrent
goal was to attract inflows of foreign direct intragnt (FDI) to ASEAN by enhancing market

access and creating a more attractive market emvieat®® Individual countries adopted

22 “Markets move toward zero rates” International &lérTribune, 2002.1.31.

% paul Bowles, “ASEAN, AFTA and the ‘New Regionaliérim Pacific Affairs Vol.70, No.2 (Summer 1997),
p.221-222.

*bid.

% |bid.

% Tariff reductions are not enough to provide sigfit rationale for deeper economic integrationfaet, the

welfare enhancing benefits of trade creation aréttté relevance in Southeast Asia. Intra-ASEANde is a

relatively minor proportion of total ASEAN trade.dccounts for less than 20 percent of total ASEreNe and

considerably less if Singapore’s trade is omittEdr details of intra-ASEAN trade, see P. Bowles &hd
MacLean, “Understanding Trade Bloc Formation: Thas€ of the ASEAN Free Trade AredReview of

International Political EconomyVol.3, No.2 (Summer, 1996); A. Panagariya, “Eé&sia and the New
Regionalism in World Trade;The World Economyol.17, No.6 (1994).
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policies more favorable to FDI in an effort to attr the foreign capital needed to spur

continued industrialization.

Since the mid-1980s the primary economic objeaivASEAN trade cooperation was
no longer trade creation but the avoidance of itmest diversion to other parts of the world
economy. ASEAN faced increased competition for manel more scarce global capital.
Bigger economies in Asia — China, Japan, and SKotlkea —were all opening up to foreign
investment, providing stiff competition. Southea8kia needed to invest more in
infrastructure, technology and human capital resesir The need for a regional trading
arrangement became more compelling in that the A$EAuntries as a group could offer
investors more advantages that no member indiviglpaissessed. An awareness that FDI
contributes to industrial performance, growth, cefitiveness, and human capital
development began to prevail. In 1987 ASEAN coestradopted the Agreement for the
Promotion and Protection on Investments and gueeantASEAN-based firms fair and
equitable treatment. The agreement also proteatgtnmal firms from expropriation and

guaranteed the unhindered repatriation of capitdlearnings®

The ASEAN region attracted about one-third of FIDWs to developing countries in
1991 and has remained an important destinationari®90s. ASEAN’s share of total inflows
to developing countries, however, has consistefailgn during the 1990s, to become less
than 8 percent in 1999. This is, in part, due ®ricent emergence of China as an important
FDI host. The financial crisis in East Asia revelalbe problems of capacity constraints,
rising costs of labor, infrastructure shortfalladgpolitical transparency. The financial crisis
involved a sharp decrease in private external abflibws, most especially in Indonesia,
Malaysia, Philippines, and Thailand.
In December 1995 the ASEAN summit endorsed the eqanaf an ASEAN Investment Area
(AlA) in which barriers to intra-regional investntemvould be lowered and removed,
regulations would be liberalized, streamlined, andde more transparent, and incentives

would be offered to boost regional investment. Tasic concept was to substantially

2" Bowles explains the necessity of building preféierade arrangement in terms of inducing moregtment.
“T[he] increase in capital flows since the mid-198tas led to the situation where capital imporserd capital
exporters are in need of institutional mechanisorfatilitate the continued flow of capital acroksit borders...
Regional trading arrangements between capital-éxgorand capital-importing countries are one way of
bringing developing countries into this processictarrangements are an institutional mechanismeftucing
the risks of investment by providing multi-countmedibility to regulations concerning trade anditdglows.”
Bowles,ibid., p.229.

8 Heinrich and Konan, ibid.



261

increase the flow of investment into ASEAN from lhé@tSEAN and non-ASEAN sources by
enhancing the region's competitiveness. The AIA ldr@ncompass three broad principles,
namely, cooperation, facilitation, and liberalipati ASEAN officials have indicated that the
AlA may be modeled along the CEPT lines, whereiifetknt sectors would be opened to
investment and national treatment on different tfraenes, depending on each country's

particular situatiorf?

The stated objective of the AIA is to attract geeaFDI into the region from both
ASEAN and non-ASEAN sources with the goal of a fdddeand transparent investment
environment for ASEAN investors by 2010 and allastors by 2020. Under the ASEAN
Investment Area agreement, each ASEAN country opisedf to investments from other
ASEAN countries and extends national treatmenthtse investments. An enlarged market
would attract investments much more effectivelynttthe much smaller national domestic
markets. It would thus be a further stimulus foowgth. It would also raise, for ASEAN
members, the stakes in one another’s purchasingmpamd economic progre¥sBy forming
AFTA, the ASEAN countries were not only able toesfimultinational corporations a larger
regional market for production and consumption &iso increased the credibility of their
commitment to trade openness by providing a joirtrgntee of thid' ASEAN countries also
attempted to strengthen the industrial infrastmectun AFTA. These measures included a
more efficient customs system, transportation, ggeupply. Attention has also been directed
to enhancing the investment climate, such as gawes the rule of law, the judicial system,

and transparency.

Beyond AFTA

While intra-ASEAN trade volume is not high compared ASEAN’s total global trade
volume as stated above, the trade volume betwedpANScountries and China, Japan and
South Korea grew by 27.5 percent between 1999 a00,2r from $158.2 billion to $201.7

billion. ** AFTA can be a more effective regional trading agement when linked to

29 http:/www.us-asean.org/afta.htm.

% Rodolfo C. Severino, “Regional economic integmatidhe challenges ahead®SEAN Economic Bulletin
(August 2001); Rodolfo C Severino, “The ASEAN freade area: Moving ahead on regional integration,”
ASEAN Economic BulletifAugust 2001).

*I Bowles, ibid.

32«Beyond AFTA: Where does Northeast Asia fit in?tdrview with Han Sung Joo, International Herald
Tribune, 2002.1.31.
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Northeast Asia through bilateral arrangements A®EAN-China, ASEAN-Japan, ASEAN-
South Korea) or within the framework of ASEAN+£3.At a bilateral summit held in
November 2001 on the sidelines of the ASEAN+3 sum®SEAN and China agreed to
create a Free Trade Area within 10 years. ASEAME&Irade totaled $39.5 billion in 2000.
ASEAN'’s share in China’s foreign merchandise trédes been continuously on the rise,
increasing from 5.8 percent in 1991 to 8.3 peroe®000. Meanwhile, the share of China in
ASEAN's trade has grown from 2.1% in 1994 to 3.992D00. China — including Hong
Kong — is now ASEAN's fourth biggest trading parmrié The establishment of a FTA
between ASEAN and China will create an economigoregvith 1.7 billion consumers, a
regional GDP of about $2 trillion and a total traddume estimated at $1.23 trillion. It will
also tie Southeast Asia even more closely to China.

Japan is stepping up FTA negotiations with ASEAKe Japanese Prime Minister
Koizumi wants to keep pace with China in forgingAsTin East Asia. Japan and the ASEAN
agreed to establish an expert group to examine wEmepsive economic cooperation,
including FTA. As a first step toward a closer J&pe5EAN relationship, Japan signed an
FTA with Singapore in January 2002. This FTA agreemis rather symbolic because
Singapore has no agricultural exports and doesthreaten Japan’s powerful agricultural
lobby. However, Japan hopes that this agreementfadilitate the signing of FTAs with
other ASEAN, countries including agricultural exfgws such as Thailantl. The South
Korean President Kim Dae-Jung proposed an EasinAsiee Trade Area (EAFTA), which
was suggested in the EAVG Report, as a medium- lang-term objective of trade
facilitation in East Asia. South Korea is activedgeking FTA partners among ASEAN

countries and is examining the feasibility of anE®®-South Korea FTA.

Northeast Asian Cooperation

Economic cooperation in Northeast Asia — China,adapnd Korea — is another key for

foreseeing the future of East Asian cooperationteirms of economic volume the three

* |bid.

% The biggest trading partner of ASEAN is the Unigidtes. Japan and the EU are the next. Chinarisntly a
distant fourth. South Korea is also an importantadimg parther next to China.
http://mww.aseansec.org/menu.asp?action=4&contént=1

% Robyn Lim, “Japan re-engages Southeast Asi&anEastern Economic Revigidanuary 24, 2002)
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countries represented 19.8% of the world’s totalPRGb 2000. With regard to trade volume
their share of the world’s total trade amountedl108% in 1999. Under the framework of
ASEAN+3 the three countries’ shares in terms of Gidle trade volume were 91.2% and
67.9%, respectively, in 2008.Since the ASEAN+3 summit meeting in Manila in Noker

1999 the leaders of China, Japan, and South Karea held the three-way summit meeting.
These summit meetings will be reinforced by ecomoministers’ meeting and business
forums as agreed in the recent ASEAN+3 summit ianBr.China, Japan, and South Korea
began to show interest in forming an FTA in recegsdrs. In particular, South Korea and
Japan started negotiations to create an FTA betweriwo countries. Apart from these
official negotiations there are many proposed FiA®lving Japan, South Korea, and China

at different stages of development.

During the past ten years trade among the thraatdes has steadily increased. The
share of intra-regional trade between China, Japaah,South Korea grew substantially from
14.1% in 1992 to 20.2% in 1996. It fell abruptly 16.9% in 1998 after the Asian financial
crisis, and then made a remarkable rebound to 2ihQP899 before falling slightly to 19.8%
in 2000%” However, formal economic integration in NortheAsta seems hard to achieve in
the near future despite the burgeoning interesegmonal cooperation. The particularities of
Northeast Asia such as diverse political and ecoa®ystems, lingering thorny political
issues, historical remnants and disparate levelcohomic development are restricting and
setting conditions to the nature of Northeast Aseonomic cooperation. Given these
considerations, not many serious attempts have Ipegte to consider Northeast Asian

economic cooperation as a case of formal econamtégiiation:°

lll. Financial Cooperation in East Asia

The Asian financial crisis in 1997 revealed the asatty of closer financial cooperation

among East Asian countries. East Asian economipa@don is actually proceeding more

% |ee, “China, Japan and Korea Facing the Challefg®orldwide Regionalism,” p.27.

37 bid., p.28. However, the intra-regional share betwenenthree countries remains small compared to other
regional economic entities. In 1999, the intra-oegil share of MERCOSUR was also 20.0%, while tlaeeshof
ASEAN and NAFTA were 21.6% and 46.5%, respectivalyl999, the simple intra-regional concentratiater

of China, Japan and Korea (1.69) is lower thandhok NAFTA (2.15), ASEAN (3.64) and MERCOSUR
(14.61)lbid., p. 30.

* bid.
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rapidly on financial issues than on trade, unltke European Union and other big precursors.
Monetary agreements can proceed without discrinunatgainst outsiders while trade
arrangements are politically difficult and slow doganize. Besides, financial problems are
more vividly remembered by many of East Asian pedplFinance ministers in the region
have regular meetings at APEC, ASEM, ASEAN+3 megstiand central bank governors
already have held meetings since the early 1990s.

Events in other parts of the world provided an etug for East Asian countries,
especially Japan, to enhance regional financiapemtion?’ The successful launch of the
euro pushed the Japanese currency down to a dibieshtafter the dollar and the euro. To
give itself a bigger voice in the new internatiofinkncial architecture Japan has to raise the
status of the yen in the East Asian region. Thecessful introduction of the Euro after
decades-long monetary cooperation provided a roléeifor regional monetary and financial
cooperation. There have been some substantivenagiatiatives proposed in response to
the crisis in East Asia, preventive as well as ttwean nature. Financial cooperation in East
Asia includes measures to prevent future criseprbparing sufficient liquidity as well as to
strengthen macroeconomic fundamentals at the rabievel. Financial cooperation has been
discussed in various mechanisms, including the ASEASEAN+3, APEC, ASEM, and
other ad hoc bilateral frameworks. The Asian Monefaund (AMF) and the Miyazawa Plan
represented the Japanese initiative to recoveertbis-hit Asian economies. The Chiang Mai
Initiative, which is associated with bilateral swagreements, is by far the most visible
achievement in the establishment of a regionalnftireg arrangement. Discussions on
regional surveillance system and exchange ratedomaiiron constitute additional pillars of
financial cooperation. The ASEAN Action Plan on ab&afety Nets and the APEC (Manila)
Framework for Enhanced Asian Regional CooperatioARrbomote Financial Stability are also

being discussed in the context of regional findr@y@peration.

Chiang Mai Initiative

The creation of a regional liquidity fund has beba first step for the enhancement of the

region’s ability to weather financial crises. ltsalaims to provide a functional basis for

39C. Fred Bergsten, “Towards a Tripartite WorlE¢onomistVol.356, No.8179, 2000, p.23.

0 Kwan Chi Hung, “The Possibility of Forming a YetoB Revisited’ASEAN Economic Bulletitvol.17, No.2
(August 2000); “The Theory of Optimum Currency Aseand the Possibility of Forming a Yen Bloc in Asia
Journal of Asian Economigc¥ol. 9, No. 4 (Winter 1998).
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further cooperation. In fact, East Asia has thearitial means to implement a regional
liquidity fund. In March 2000 the central bankstike ASEAN countries, together with China,
Japan and South Korea, collectively had foreigemess of well over $800 billion. Including
Taiwan, this figure tops $900 billidH.By introducing the ability to mobilize liquiditynithe
region East Asia could significantly improve thgiomal capacity to deal with financial crises.
The region has been on a rapid learning curve sineefinancial crisi$’ The ASEAN+3
finance ministers launched the Chiang Mai Initiatiand financial self-help and support
mechanisms at the regional level at their meetegld m Chiang Mai, Thailand, in May 2000.
The Chiang Mai Initiative expanded the existing ABEswap arrangement to include all
ASEAN member® and augmented the ASEAN swap arrangement by aonletwf bilateral
swap arrangements and repurchase agreement &scidithong ASEAN countries, China,
Japan and South KoréaThese mechanisms aim to provide liquidity supponnembers in
the event of temporary balance of payment diffieslt Bilateral swap arrangements (BSA)
would be complementary and supplementary to IMHifi@s. The terms and modalities of
the BSA would take into account the different ecoimfundamentals, specific circumstances
and financing needs of individual countries.

The progress of the Chiang Mai Initiative was régaito the heads of state at the ASEAN+3
Summit in November 2000. The Fifth ASEAN FinancenMiers’ Meeting held in Kuala
Lumpur in April 2001 and the ASEAN+3 Finance Mieist’ Meeting in Honolulu in May
2001 reconfirmed the progress of the Initiative.

Japan has taken the lead in this initiafiv€hina itself has no urgent need for additional
liquidity from the region but participated in thissmework. Together with Hong Kong'’s
monetary authority, its central bank has resenfe$260 billion, more than enough for an

economy that enjoys the additional safety net ofim@hensive capital control$The Chiang

;‘; Heribert Dieter, “Asia’s monetary regionalism,”ar Eastern Economic Review (July 6, 2000).

Ibid.
“0Only 5 ASEAN countries (i.e. Indonesia, Malaysihilippines, Singapore and Thailand) have been the
signatories of the existing ASEAN Swap Arrangemeddnder the Chiang Mai Initiative, Brunei Darussalbhas
agreed to join the ASEAN Swap Arrangement. For Gadidy Lao PDR, Myanmar and Vietnam, some
flexibility were given for their gradual accessimoo the ASEAN Swap Arrangement. Details on thiaghg-in
mechanism shall be worked out later.

4 Under the existing currency swap agreement ambadive original members, each country contrib§ié8
million for a total of $200 million. In times of eengency, countries can withdraw up to twice thaput in
foreign currency funds. The total swap amount wassiased to $1 billion under the Chiang Mai Initiet

“5 Bilateral Swap Agreements were made between thargoovided by Japan and local currencies ofpiecit
countries. It shows that Japan is in the positibdiomor country.

“® Heribert Dieter, “Asia’s monetary regionalism,”far Eastern Economic Review (July 6, 2000).
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Mai Initiative removed two important roadblocks ¢tmser economic cooperation in Asia.

Now China is on board and a credible frameworktiture discussions is in pladé.

Japanese Proposals

Since the breakout of the Asian financial crisipalahas taken a pro-active approach in
responding to the crisis. About one-third of baa&ns to Southeast Asia, on average, have
been made by Japanese banks, and Japan has besrmgkhdéargest country contributor to the
IMF-orchestrated financial assistance packages$eoctisis-hit Southeast Asian economies.
The AMF proposal in August 1997 suggested creaipgol of available funds to be quickly
disbursed to alleviate acute selling pressure fileerregional currencies, as well as to provide
emergency balance of payment support to the dnisisconomies. The AMF proposal was

never realized due to a strong objection from thédd States and IMF.

In the following year the Japanese Finance Minigtigchi Miyazawa announced a
$30 billion package of measures to aid the crigissbutheast Asian economies. The (New)
Miyazawa Plan was expanded to include Vietnam amssiply other transition economies in
Southeast Asia. Compared to the earlier AMF propibsa primarily funded by Japan on a
bilateral basis. The United States, other G-7 amestand international economic agencies
have all supported the measures this time. At theoH Summit in December 1998 Prime
Minister Keizo Obuchi announced, the establishnodra special facility amounting to $5.15
billion over three years with preferential intere@ates. Japan also announced that it will
contribute some $4.2 million to a UN human secutityd to help the region overcome the
social aftermath of the economic crisis.

In total, Japan has pledged about $44 billion afoimg aid since 1997, and it has been very
generous on paper. However, the effectivenessoskthids is doubtful since there have often

been an extremely long time lag in implementaffon.

*" Goad,ibid.
“8 Lin and Rajanibid.
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Financial Surveillance Process

Financial surveillance process became an effectigehanism for monitoring the economic
and financial developments in the region. The ASE&\Iveillance process has been active
while discussions on regional surveillance mechmasisvere ongoing in APEC, ASEM, and
ASEAN+3 meetings. Since 1999 the ASEAN finance sigrs have exchanged views on the
recent economic developments and discussed kegypeBues to prevent the recurrence of a
crisis. The ASEAN finance ministers have set upraellance mechanism through which the
ASEAN governments would monitor macroeconomic depelents in the region and
encourage one another, through a process of pesweto strengthen their economic
fundamentals and to push for necessary economicmsfsuch as consolidating the fiscal
budget and restructuring private corporate debt.

The surveillance process was envisaged also tamieea the regulatory and
supervisory functions in the financial sector, @rgie governance issues and various
measures of external indebtedne$s.Technical capacity, human resource training,
transparency, and the timeliness of economic da&te \&lso important issues of discussion.
The finance ministers also reached an agreemenititte an early warning system (EWi8)
the region, as proposed by South Korea in Noverh®88. To support surveillance activities
capacity-building measures were also strengtheneith whe establishment of local
surveillance units in some ASEAN countries in aiddito the continued strengthening of the
ASEAN Surveillance Coordinating Unit at the ASEANc®etariat. ASEAN’S commitment to
further strengthen macroeconomic and financialityain the region is well reflected in the
various activities under the ASEAN Finance Work dfam. Since the program was
implemented in 1999 considerable progress has leade in the areas of insurance,
liberalization of financial services, corporate govance, and capital market development.
Negotiations on financial sector liberalization endhe ASEAN Framework Agreement on
Services (AFAS) have progressed. Efforts to devéthapinfrastructure, institutions, and the
instruments that will deepen capital markets in ASEhave also been intensified. However,
the ASEAN Secretariat’s inability to manage andesuisze the mechanism, and the reluctance
by some member countries to reveal too much infdtonaand data, have been the primary

reasons for the slow progreSs.

9 |pid.
%0 | pid.
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APEC Measures for Financial Cooperation

APEC has focused on trade and investment libetaizabusiness facilitation and economic-
technical cooperation. At the Fifth APEC SummidMancouver in November 1997 the APEC
leaders endorsed and called for quick implementatd the “Manila Framework for
Enhanced Asia Regional Cooperation to Promote FEiaanStability.” The Manila
Framework includes 1) a cooperative financing ageanment that would supplement IMF
resources; 2) enhanced economic and technical catapg particularly in strengthening
domestic financial systems and regulatory capagitand 3) a mechanism for regional
surveillance to complement the IMF’s global suragite. However, no substantive steps
seem to have been taken since to follow up onrtteimentation of any of these initiatives.
Apart from vague statements about the need to gitien the international financial
architecture little else has been achieved thalirisctly related to the regional financial

cooperatiorr’

Ad Hoc Unilateral and Bilateral Measures

The lack of formalized institutional structures ted East Asia, especially Southeast Asia, to
depend heavily on ad hoc unilateral and bilatezkdtions to solve problems. For instance,
Singapore has provided financial and in-kind hunzai@n aid to Indonesia during and after
the financial crisis. The Malaysian and Philippicentral banks signed a bilateral trade
payment arrangement. Malaysia has attempted td reiatlar bilateral payment agreement
schemes with Indonesia and Thailand. While thesasores are well-intended, they are really
more symbolic than substantive.

Toward Deeper Financial Cooperation

Most financial cooperation measures in East Asielzeen focused on the recovery from the
financial crisis and the prevention of its recuo@nThe Chiang Mai Initiative has most

notably increased this capacity by providing a oegl liquidity fund. However, these

5 bid.
%2 | bid.
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measures are far from sufficient to enhance theativievel of financial capacity within the
region. The Chiang Mai Initiative is a rather lolyseonnected swap agreement and the
amount of the fund is far short of what is neededi¢al with financial crises. Efforts to
strengthen financial fundamentals through a redicaveillance system and capacity-

building measures did not bring an intended outcaitbker.

Successful financial cooperation, beyond the lesMekrisis management, requires
substantial macroeconomic coordination and a symihation of business cycle. Several
proposals of monetary integration were made aneri@ssof research is being conducted to
examine whether East Asian financial cooperatiom w@ve to exchange rate coordination
and ultimately to an economic and monetary uniochsas the EMU. Although ongoing
research shows diverse results, the overall degiresconomic heterogeneity in East Asia
seems much higher than that of the EMU. Macroecoo@oordination among East Asian
countries is still at an inchoate stage. Althougharicial cooperation in East Asia is
proceeding quite successfully, financial integnatwill take much more time and might not
even be possible. Forming a monetary union likeEMiJ seems unrealistic at the current

stage.

IV. The EAVG Report: Roadmap for East Asian Communty
Activities of the East Asia Vision Group

The East Asia Vision Group was established to bblpt the future of East Asian cooperation.
First proposed by President Kim Dae-Jung of Soutiiel at the ASEAN+3 Meeting in
Manila in 1998, the first EAVG meeting was convenadthe following year in Seoul,
Korea.>®* Composed of prominent scholars, former high-legevernment officials and
entrepreneurs, the EAVG has sought for the suggestvhich would provide a roadmap for
East Asian cooperation. The EAVG meetings were figkl times, twice of which were in
Seoul, and one each in Shanghai, Tokyo, and Bdle final EAVG Report was adopted after

%3 The EAVG proposal reflected the South Korean asipin to increase her diplomatic role in East Adizalso
reflected President Kim’s interests in regional ma@tion. South Korea and other East Asian coumninid
participated in a number of similar vision groupidties — APEC, ASEM — and the EAVG could be aatilely
easy and practical step to enhance the discusei@ast Asian cooperation.
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the fifth meeting in Seoul in May 2001 and was siitad to ASEAN+3 summit held in
Brunei, November 4-6, 200t.

The Vision of East Asian cooperation

The EAVG aims at building aRast Asian communify The EAVG Report stipulates three
main objectives of an East Asian community—regigredce, common prosperity and human
progress. The Vision Group envisions East Asia mgp¥rom a region of nations tolmona
fide regional community with shared challenges, commaspirations, and a parallel destiny.
The economic field, including trade, investmentd dmance, is expected to serve as the

catalyst in the comprehensive community-buildinggesss.

Guiding principles

* Inclusiveness

* International Norms

* Regional Thinking

» Progressive Institutionalization

* Harmony with the Global System

Background of East Asian cooperation

East Asia is quickly becoming a distinctive andcgal region of the world. In the new
millennium, irrevocable trends such as globalizatibve information revolution, and growing
interdependence among nations will present East with new challenges and opportunities
for regional collaboration. Globalization of the neb economy, together with the trend

towards regional trading blocs, brings new chaleEEnguch as the need to define global

> «Toward an East Asian Community” East Asia Visi@roup Report, 2001.

5 Be careful in using small “c” for “community.” Afrst “East Asian Community” was used which was eor
similar to “European Community.” However, the tehas been changed after the Fourth Meeting in Bali.
reflects the nature of regional cooperation in Easia. Is it heading toward an economic and palitic
integration or simply a closer economic cooper&i@mall “c” means more like “cooperation” even thbuit
will evolve into integration in the future. Basibglthe time horizon of EAVG Report is around 20@0even
more. It provides long-term cooperative projectt thast Asian countries will pursue in various stag
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standards, harmonize regulations, and engage itilaterdal trade negotiations. These issues
call for more deliberate regional cooperation andrdination as well as a united voice to
advance the region’s common interests. In the peditical rivalries, historical animosities,
cultural differences and ideological confrontatjposed barriers to cooperation among East
Asian nations. Disparities in stages of developmérsgde and economic policies, and
financial and legal frameworks have also impededer economic cooperation. In the social
and cultural realms, significant poverty and iligey still plague the lives of millions in the

region.

However, East Asian nations share geographicalipity, many common historical
experiences, and similar cultural norms and vallreparticular, the Asian financial crisis of
the recent past has provided a strong impetusrémgthen regional cooperation. This has
given rise to the recognition that East Asia needmstitutionalize its cooperation to solve
similar problems and prevent new ones. But Easa Astks an institutional framework for
region-wide dialogue and cooperation. There is @avgrg awareness among East Asian
countries of the need for a framework at the regjidevel to manage the dynamic changes

ahead.

Agenda for Economic Cooperation

Objective

The progressive integration of the East Asian eoonaultimately leading to an East Asian

economic community.

Trade

* The formation of an East Asia Free Trade Area (EAFand liberalization of trade
well ahead of the Bogor Goal set by APEC.

 The establishment of a ministerial committee torsse the development of an
EAFTA.

* The establishment of GSP status and preferengakrrent for the least developed

countries in the region.
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Investment

* The establishment of an East Asian Investment inébion Network (EAIIN) to
stimulate intra-regional investment and to imprdkie transparency of investment-
related regulations.

» The establishment of an East Asia Investment Ai€AlA) by expanding the
Framework Agreement on ASEAN Investment Area (At8)cover East Asia as a

whole.

Developmental and Technological cooperation

* The joint development of resources and infrastmectar growth areas in the region
and the expansion of financial resources for dgarakmt.

» Greater cooperation and assistance be extendeduntries at lower levels of
development in three priority areas: infrastructumérmation technology and human
resources development.

» Technology transfers and joint technology developme

New Economy

 The creation of a large pool of well-educated, #&alslp and innovative human
resources in the New Economy.

» East Asian Internet Project

* Trans-East Asian Information Superhighway

* Regional Software Technology Development and Mudtilm Content Centers

» East Asian Venture Capital Network

 Harmonization of Internet and e-commerce issues
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Agenda for Financial Cooperation
Objective

A staged, two-track approach towards greater fimhmategration: one track for establishing
a self-help financing arrangement and the othercfmrdinating a suitable exchange rate
mechanism among countries in the region. In thg lam, the Vision Group envisages the
possibility of East Asia evolving into a common reurcy area, if and when economic,
political, social and other linkages develop to @np where tighter forms of monetary

integration become feasible and desirable.

Regional Financing Arrangements

* The adoption of necessary steps toward the edtaidist of a full-fledged regional
financing facility such as the East Asian Arrangam® Borrow or an East Asian
Monetary Fund.

* The reinforcement of the regional monitoring andvsillance process within East
Asia, which would supplement the IMF's global sulleece and Article IV

consultation.

Regional Exchange Rate Coordination

* A more closely coordinated regional exchange ragehanism

» East Asian countries should work out in stages @prapriate exchange rate regime
consistent with not only financial stability busaleconomic development.

* Flexible but stable exchange rates are more cobipatvith long-term steady

economic development than a pure float.

* Much closer macroeconomic policy coordination o rtionetary and fiscal policy.

V. The EASG Report: Toward Concrete Measures

The EASG has succeeded the EAVG since 2001 andigabrits report in 2003. The EASG

tried to clarify the measures to implement the mae®ndations from the EAVG Report.
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Unlike the EAVG, the EASG consisted of governmefficials and discussion was made at

Track | (intergovernmental) level. The EASG progbsdlowing 26 concrete measures:

Short-term Measures

» Form an East Asia Business Council,

» Establish GSP status and preferential treatmerihéleast developed countries;

* Foster an attractive investment environment fordased foreign direct investment;

» Establish an East Asian Investment Information Nekiv

* Develop resources and infrastructure jointly foowth areas and expand financial
resources for development with the active partiogpeof the private sector;

* Provide assistance and cooperation in four pricaiyas: infrastructure, information
technology, human resources development, and ASE®gional economic
integration;

» Cooperate through technology transfers and josfirtelogy development;

* Develop information technology jointly to build églommunications infrastructure
and to provide greater access to the Internet;

* Build a network of East Asian think-tanks;

» Establish an East Asia Forum;

* Implement a comprehensive human resources devetdpragram for East Asia;

» Establish poverty alleviation programs;

» Take concerted steps to provide access to prinealghcare for the people;

» Strengthen mechanisms for cooperation on non-toadit security issues;

» Work together with cultural and educational ingtdos to promote a strong sense of
identity and an East Asian consciousness;

* Promote networking and exchanges of experts icdnservation of the arts, artifacts,
and cultural heritage of East Asian countries;

* Promote East Asian studies in the region.

Medium and Long-term Measures

 Form an East Asian Free Trade Area;

* Promote investment by small and medium enterprises;
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» Establish an East Asia Investment Area by expantiacASEAN Investment Area;

» Establish a regional financing facility;

* Pursue a more closely coordinated regional excheatganechanism;

» Pursue the evolution of the ASEAN+3 Summit intoEast Asia Summit;

» Promote closer regional marine environmental caatper for the entire region;

» Build a framework for energy policies and strategend action plans;

*  Work closely with NGOs in policy consultation andocdination to encourage civic

participation and state-civil society partnershipgackling social problems.

VI. Discussion

Obstacles in East Asian Cooperation

It will undoubtedly take time for East Asia to camv its desires and proposals into
meaningful institutional arrangements. Common miagked currency unions require both
extensive technical cooperation and sustainediqalitietermination. However, the actual
regional integration in East Asia does not seerfollow the track of an exclusive regional
bloc, eitherde jureor de factg but to move toward an open economic region. Cast Bsian
countries overcome the enormous obstacles duremgdbperation process? The obstacles in

East Asian cooperation can be categorized intetstral and institutional problems.

Structural problems include political and econom¥ealry, dependence on the United
States, differences in political and economic syistecultural and social differences, etc. First,
China and Japan are competing with each othee#atdrship in East Asia. South Korea and
Taiwan, Hong Kong and Singapore, are economicgiv&@8ountries view one another largely
as economic competitors rather than potential bohlators. Second, the United States
influence has critical importance in East Asia. nyi&ast Asian countries have looked to the
United States for markets, investment and proteat@her than banding together to provide
these by themselves. Heavy reliance on the UnitattSin political and economic affairs has
made the United States intervene directly or imdiyein East Asian cooperation. The
negative United States’ response obstructed MatetBAEG proposal a decade ago and the
AMF proposal more recently. The United States woudslist excessive “Asianization” to
secure her national interests in this region. Tdifferences in political system, which varies

from democracy to authoritarianism and socialisitso ahampers efficient East Asian
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cooperation. Differences in economic system arenofelated with North-South problem
within East Asia. Fourth, cultural and social difnces among countries slow down the
regional cooperation. Cultural heterogeneity algtereds to much broader categories like
consumption behavior, business practices, managemethods, and so ofi.Moreover,
security tension still remains in many parts oft2asia, and historical antipathy among the
participating countries still linger. Together, sleeheterogeneities in the region result in trade
resistance. Furthermore, the informal nature adidrlarriers in the region renders formal
institutions rather weak in dealing with these &dshrriers’ All these structural problems

become obstacles that East Asian cooperation sloveittome.

The high level of heterogeneity increased tramsaatosts of building formal regional
institutions for economic integration. Politicavdrsity stems from the differences in political
systems>® Economically, the level of development varies agdast Asian countries.
Institutional problems involve the effectivenessl dagalization of regional institutions in
East Asia. It was not the lack of institution ifdalit the lack of clear goals and visions as well
as proper functioning of these institutions thatdered further regional cooperation in East
Asia. Institution building accompanies a redefwnitiof the traditional concept of state in a
new regional context’ Interaction within these institutions creates pd#fpendence and
vested interest in these settings and arrangemdrgse priority is attached to process and
social learning through iteratidfiIn this sense, institutions are important to Asias a kind

of socio-political cement that mitigates self-isrand opportunism.

The biggest problem of East Asian economic codjmeravould be the lack of a
strong and centralized institution which has a prapandate and legal capacity. Among the
multiple regional cooperative bodies, none has ghaiapacity or mandate to play a central
role like the European Commission. The idea of tgirg the ASEAN+3 summit into East
Asian summit and establish a permanent secretfarsdill under discussion. AFTA has been

criticized for its inefficient decision-making sgst. The veto power of an individual country

% pengjbid.

>’ |bid.

8 S0 far, all free trade agreements have been rdasheng countries of similar political systems.

%9 |nstitutions are, according to the widely accepdefinition, “organized rules, codes of conduct atgictures
that make gains from co-operation possible ovee thy solving collective actions problems.” AxelrBd and
Keohane, R.O., “Achieving Cooperation under AnarcByrategies and Institutions,” in Kenneth Oye ed.,
Cooperation Under AnarchfPrinceton: Princeton University Press, 1986)

¢ Richard Higgot, “The International Political Ecang of Regionalism: The Asia-Pacific and Europe
Compared,” in William D. Coleman and Geoffrey R.Dnderhill eds.,Regionalism and Global Economic
Integration: Europe, Asia and the Ameriga®ndon & New York: Routledge, 1998).



277

often delayed and blocked the discussion of semsisues and limited the agenda for
discussion. Due to the lack of proper institutiostlictures, no clear guidelines or binding
legal framework has been provided to the membentcias.

APEC, one of the region’s focal institutions, lhasealed a need for a much clearer
definition and demarcation of its roles. The ovgpiag of membership and lack of clear
demarcation of responsibilities has resulted in s@onfusion. APEC is still a rather loose,
young and geographically elusive organization. mbe-binding nature of APEC limited the
institutional development of the regime. Due to therease of member states decision-
making became more difficult. Open regionalism, ahhis what APEC stands for, precluded
any discriminatory function toward outside courgrand dissipated the regional fihiAs a
result of these institutional weaknesses the rkedaéiffectiveness of the global institutions

often obviated these regional institutions.

Regional institutions in East Asia have so farvamdow legalization and even an
aversion to legalization. The density of institacspanning the region remains far lower than
that in Europe or the Americas. The regional instihs constructed with significant East
Asian participation remained highly informal andKad a legal framework in their design.
Formal rules and obligations were limited in numbsydes of conduct or principles were
favored over precisely defined agreements; andutkspwere settled without delegation to
third-party adjudicatiorf?Without regional institutions with supranationaltizarity East
Asian economic cooperation has been led by intengouental negotiations rather than by
the leadership of centralized regional authofitRegional economic integration has often
been achieved by informal means such as regioralugtion networks, ethnic business

networks and subregional economic zones.

National choices for or against legalization vacgording to the context of bargaining.
Only ASEAN has embraced increased legalizationeOthstitutions such as APEC, ARF,

®1 It has been said that open regionalism was intedy the US to prevent the Japan-dominating Esisin
economy.

%2 Miles Kahler, “Legalization as Strategy: The ASlacific Case’International Organizationvol. 54, No. 3
(Summer 2000), p. 549.

% For a discussion on intergovernmentalism, see éwmdwvloravscik, “Negotiating the Single European Act:
national Interests and Conventional StatecrafhenEuropean Communitylhternational OrganizationVol.45
(1991); “Preferences and Power in the European Qamityn A Liberal Intergovernmental Approachldurnal

of Common Market Studiegol.31, No.4 (1993); “Liberal Intergovernmentafisand Integration: A Rejoinder,”
Journal of Common Market Studjagol. 33, No. 4 (1995).
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and ASEM all lack the elements of legalization. Regl cooperation in East Asia has
represented the development of similar discurdirsegies by different groups of actors with
multi-level regional agend&8 East Asian governments need to make clear thdiingness

to employ legalized global institutions to resolveth economic and political disput®s.
Institutionalization of East Asian cooperation skicaiso be accompanied by the development
of policy communities encompassing key elite acfoosn the corporate, government, and

research communities.

Implications from European Integration®®

Proposing regional integration is much easier thienmplementation. It took almost four
decades for the Europeans to launch a common mariekthalf a century to introduce a
common currency. Considering that European coumnbée shared more economic, political,
and even religious similarities, East Asian intéigrawill be much harder to achieve. More
differences than similarities could be found betw#ee experiences of European integration

and East Asian cooperation.

The East Asian case is quite different from theolRean case in targeting trade
liberalization and its implementation. While Eurdpes pursued synchronized regional trade
liberalization, East Asian trade liberalizatiorbesed on concerted unilateral trade facilitation.
While Europe has pursued “across the board” lilmatbn, East Asian trade liberalization
will likely be a sectorally differentiated one. Iemoving tariff and non-tariff barriers,
European trade liberalization was far more compisive. While European trade
liberalization has been achieved under a legal évaonk, the East Asian case is still based on
peer pressure. Finally, while the European commarket was based on free movements of

persons, labor migration is still limited in Eastia®’

As for financial cooperation, the European expergecan hardly be transferable in

East Asia, either. First, heterogeneity in EasbAsconomies is much larger than that in the

% Higgot, ibid., p. 58.

8 Kahler,ibid., p.550.

% Jae-Seung Lee, “In Search of East Asian Monetargp€ration: Implications from the European Monetary
Integration (in Korean),IFANS Policy ResearciNo. 6 (January 2002).

" Rolf J. Langhammer, “Regional Integration APEC I&tlessons from Regional Integration EU Style,”
ASEAN Economic Bulletii\pril 1999.
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EU. The emergence of asymmetric sh8ksll directly test the credibility of exchange eat
binding in East Asia. Second, no Asian currencprepared to take the anchor currency role
so that any monetary arrangement in East Asia agaild enough credibility from the market.
Third, the East Asian labor market is not flexibtebuffer asymmetric shocks. In fact, East
Asian economies do not seem to sufficiently satigfg major elements of an optimal
currency area — homogeneity, flexibility, mobilignd fiscal transfers.

Two important implications can be drawn from th@exence of European integration. First,
fast regional economic integration would be extrigniard to achieve in East Asia and it is
strongly recommendable to adopt less ambitiougesfies in which feasibility might be the
key to enhancing regional cooperation — a “comnyinitith small “c.” Future East Asian
cooperation may look more like NAFTA or Mercosuthexr than EU. Second, East Asian
cooperation would be advanced largely by politiagionale rather than economic interésts.
That is, an East Asian community should be a “malily sustainable” economic community.
Economic rationale is not sufficient to replicatergpean economic integration in East Asia.
Regional cooperation is impossible without propelitigal will even with proper economic
reasons. Therefore, a series of political dialogue (ASEAN+BPEC, ASEM, etc.) is

important to build an East Asian economic commuffity

Who will take the lead in East Asian Cooperation?

Japan used to be regarded as the leader of Eamt Asmmunity. Japan is still a dominant
player in East Asia. Japan alone accounts for #@epé of East Asia’s aggregate gross
domestic product! Japan’s $4.7 trillion economy is eight times largean all ASEAN
economies combined and it is almost five timesdatgan the Chinese economy. Japan is the
top aid donor to ASEAN members — Malaysia, Indome$hailand, Burma, Cambodia, the
Philippines, Vietham, and Laos — and to China. Eaier a decade of slow growth, Japanese
firms invested more than $2 billion in the ASEANbaomies in 2006% Japan also proposed
the AMF and other regional financial institutions.

% The stronger likelihood of asymmetric shocks résglfrom the current account and the capital anteu
“Dutch disease” problems.
%9 Bergsten points out that the new Asian challendkebe political, especially institutional. C. Fre®ergsten,
‘;g'he New Asian Challenge,” Working paper 00-4, itugé for International Economics (2000).

Ibid.
" David Druger and Murray Hiebert, “Battered butl sih top” in Far Eastern Economic Revie{@anuary 24,
2002).
2 bid.
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However, the slump in the Japanese economy, edlydtie huge volume of bad loans,
is posing a threat to its regional leadership. dapa investments in ASEAN have gone down
in value, and their share in total foreign diresteéstment flows into ASEAN has diminished.
This downturn has had an impact on trade betwedaA\Sand Japan. Its share of ASEAN'’s
trade has diminished since the early 1990s. By 128%an had slipped to the third place
among all of ASEAN'’s trading partners, behind theiteld States and the European Union.
Even in financial cooperation, Japanese leaderdbgs not always bring positive resonance.
Instead, the weight has moved to China quite rgpidlirecent years. China occupies the
central geographical position in East Asia and essss the size as well as demographic
weight. With its steady growth, massive market,aghiabor and recent entry into the World
Trade Organization, China certainly poses a chgd#leto the Japanese dominance in the
region. The recent figures released by the Uniteatidds Conference on Trade and
Development show that foreign investment in Chiaa bontinued to grow strongly since its
accession to the World Trade Organizafidit.is important to note that ASEAN declared its
first FTA with China at the last ASEAN+3 meeting Brunei. Chinese membership in the
WTO will also increase her influence in the SouttteAsian region while Japan is still

suffering from a decade-long economic recession.

Japan’s endeavor to tighten the ties with South&siain countries attests the growing
strategic tension between Japan and China. Feflmngrosion of Japan’s influence, Koizumi
sought to remind the region that China is not Basa’s only great powet* Japan may have
to enlist the U.S. on its side. It is becoming cldgeat Japan would be able to exert influence
in East Asia through its alliance with the Unitetat8s. An offshore Japan may not be able to

balance Chinese power on its own.

ASEAN is an important actor comprising ten Sousheéssian countries. However,
ASEAN has been far inferior economically comparedhte three Northeast Asian countries.
The ASEAN countries have enthusiastically sought ifvestment, but since ASEAN+3
cannot last forever simply as a “financial lendes” ASEAN countries, ASEAN countries
need to make an effort to restructure their ownkeigrto attract more private investors from
other East Asia countries. To meet the economidlesiges of China’s attractiveness to

2 «“Markets move toward zero ratestiternational Herald Tribung2002.1.31.
" Lim, ibid.
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foreign investment the ASEAN countries had to cambiheir markets in an ASEAN Free
Trade Area. It will be tough to compete againstoanbgenous China that is likely to grow

rapidly in the foreseeable future.

Domestic instability among the ASEAN member comstis a big problem that must
be solved. Indonesia, ASEAN’s de facto leader, besn so plagued by internal political
problems that it is unable and seemingly unwilliagbe in a position to lead Southeast Asian
integration. Singapore may not be able to be maseréive due to its size and various
geographical considerations. Singapore had playedaaive role in launching ASEM.
However, Singapore has to go through internal disicun and approval of ASEAN countries
to make a proposal at the ASEAN+3 level, which dowdfrain Singapore from making an
aggressive proposal. Malaysia’s troubled natiorzal industry and the presence of Islamic
fundamentalism may hamper its active participaiiomccelerating economic integration in

Southeast Asia.

South Korea has made a number of initiatives anstill very active in enhancing
regional cooperation. South Korea expects sevandkkof benefits from regional integration
— bigger market, trade facilitation, financial stafation, etc. South Korea also wants to
increase her diplomatic capacity in East Asia. Etl@ugh the economic size and political
influence of South Korea may not be equal to Jagah China, the role of South Korea is
important in that both China and Japan are notposation to assume overt leadership. They
fear each other and other East Asia countries davaat to see a regional superpower. Co-
leadership of China and Japan might be necessaheifuture (like France and Germany),
but it is still premature to imprint a picture diese co-leaders. There still remain tensions and
conflicts between the two countries and the difieeein economic and political systems
between the two countries further complicate thebl@ms. Under these circumstances South
Korea may be in a better position to make propasadsfacilitate future regional cooperation.
Another advantage for South Korea is her geopalities with the United States. The United
States does not want to see any significant pregmsard united East Asia where the United
States is excluded as an outsider. The United Stdigection to the Malaysian proposal of
regional cooperation (EAEC) a decade ago is a goample of this policy line. Prime
Minister Mahatir's reaction to East Asian financiisis further complicated this matter.

Since South Korea has maintained a firm alliancth whe United States during past few
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decades its proposal of regional cooperation maydaover-sensitive reactions from the US

vis-a-visthe proposal from Malaysia.

VII. Conclusion: new geopolitics in East Asia

East Asian cooperation will be accelerated in et fiew years with dynamic negotiations on
trade liberalization and financial cooperation. Fiidgotiations will follow as the most visible
progress in the future. Financial cooperation alsserves a closer observation. Once again,
the role of China and Japan, and which of the tauntries ASEAN prefers, will be the keys
to driving East Asian regional cooperation. As A$Erevealed its preference for China at
the last ASEAN+3 summit, Japan is vigilantly segkia new alliance to vie with the
ASEAN+China bloc. South Korea, Singapore, Hong Kohgiwan — the four East Asian
NIEs — would be indispensable partners for Japagariwhile, these four NIEs will also seek
an enhanced relationship with China and the ASEANINntries. East Asian economic

cooperation will bring a new geopolitical structimehe region.

The ambitions of Asia’s two largest economies wiguievent either one from taking
the lead in regional economic cooperation. China le&ag been suspected of wanting to
increase its political hegemony in the region amaot willing to cede regional economic
leadership to Japan. South Korea, too, is unwiltmglay second fiddle to either Japan or
China’® For Southeast Asian countries, which have beeiowsly colonized, invaded, or
pushed around by China or Japan in the past, tbspect of either country expanding

influence in the region is a highly sensitive is§ue

East Asian cooperation will be activated at thb-mgional level as well’ In sub-
regional cooperation the cost of negotiations isnimal and participants can reach a
consensus more easily. Considering the limited ti&iimn capacities of East Asian countries
sub-regional cooperation will be a very feasibleratn. Favorable public opinion for regional
cooperation will be an important precondition and eonstitute a background for sustainable

development of the East Asian community. Howeueis crucial to achieve at least certain

" Goad,ibid.

S paul Markilie, “Survey: South East Asia: Livinggether"The EconomistFebruary 12, 2000).

" Sub-regional level, here, means a specific aregllenthan entire East Asia but possibly largenthasingle
country. It may indicate a more functional econongigion. The Mekong River Project might be an eplenof
sub-regional cooperation.
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“tangible” and “substantial” progress in regionaloperation at the beginning. Without this

East Asian cooperation will just be a feast of ohiet
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13. Regional Integration in East Asia

Young Jong Choi, Catholic University of Seoul, Sed

[. Introduction

Regionalism is a global phenomenon. Almost everynber of the World Trade Organization
(WTO) joins at least one regional trading arrangetméven East Asia, which existed outside
this global trend for a long time, is actively siegkregionalism of its own, particularly after
the financial crisis in 1997. East Asia is now mualentified as a region, whose membership
includes ten ASEAN members plus three Northeasarisountries, China, Japan, and South
Korea. This “ASEAN plus Three” (APT) process, whislas dormant after its birth in 1990
by Malaysian Prime Minister Mahathir, finally carteelife in 1997. East Asian regionalism
made a big stride particularly in the monetarydiglith a web of bilateral currency swap
arrangements in place. Besides, East Asia is vdingsan outpouring of proposals for

preferential trading arrangements at regional,reginal, and bilateral levels.

The prospect for an East Asian community or Easaé\Free Trade Area (EAFTA),
the professed goals of the ATP process, is howaeeso promising since so many actors are
involved. Moreover, there is a huge gap in East/Asithe level of economic and political
development, as well as in national preferencesatdwegional integration. For similar
reasons, sub-regional groupings, especially the anslving the major economic
powerhouses in Northeast Asia such as China, JapahSouth Korea (i.e., Northeast Asian
Free Trade Area or NEAFTA) have difficulties in nrak headway. On the contrary, bilateral
FTAs hold great promise since they involve only thike-minded actors. It is also possible
for the participants to design FTA agreements atingrto their economic and political needs.
Therefore most of the East Asian countries arevelgtiseeking FTAs with their trading

partners.

This paper aims to examine the current state st Baian regionalism, particularly
the rise of regionalism in East Asia after the egoit crisis of 1997-8, and evaluate its future
prospect. The focus is on exploring the implicatioh the growing interests in bilateral FTAs

for the development of East Asian regionalism.
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Il. The Recent Take-off of East Asian Regionalism

East Asia has been “under-identified” and “undestitationalized” as a region in spite of a
high level of economic interactions. The financiaisis of 1997 was a watershed in the
history of East Asian regionalism. The long-dormBAEC proposal had finally come back
to life in the aftermath of the financial crisishd first annual APT heads of state summit was
held in Manila in November 1999. At present, nunisrmonetary cooperation initiatives are
on the table in East Asia. Moreover, the enthusiésnfree trade agreements is sweeping

through the East Asian region.

Since that crisis there have been heated deblates the limitations of an East Asian
development model based on individual states’ aapac exploit the open international
trading system outside through domestic mobilizats national resources. Regionalism or
regional free trade has been seriously discusseah adternative in East Asia, not only to
prevent the recurrence of financial crises but atsgegain the momentum for economic
development. The economic crisis also created atifumal demand to manage monetary
matters jointly. Consequently, regional cooperatias most notable in the financial sector.
The crisis drove East Asian countries to pool thmotitical power against international
financial institutions like the IMF and the Unit&tates. The IMF and the United States
dictated much of the East Asian response to tisscrand the “Washington consensus” was
imposed upon the crisis-stricken countries as aition for help. The widespread view that
the IMF programs deteriorated the situation made Hast Asians even more resentful,

thereby driving them further in the direction ofji@alism.

In addition, the crisis fostered a sense of comidentity, particularly “the image of a
region in adversity besieged by outsiders ‘gangiqg in their attempts to exploit the
difficulties that East Asian governments faced” (&ahill 2002: 175). This sense of common
destiny must have pushed them to act together eedllitdted the process of
institutionalization in East Asia. For the firstni in history Japan and China worked together
to come up with a financial arrangement to prevkatrecurrence of financial crisis, and both

of them became active participants in the talksuitd regional institutions.
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lll. Whither East Asian Community?

Currently, the APT process is at the center of Basin regionalism. As a direct descendant
of Mahathirs EAEG/EAEC proposal it is the mosteate form of regional integration
initiative in terms of regional boundary, identitgnd institutions. Informal APT summit
meetings began in 1997 in the aftermath of the Bagtn economic crisis, and they became
an official gathering in 1999. At the first annu®PT summit held in Manila in November
1999 the participating leaders agreed to strengtbeperation with a view to advancing East
Asian cooperation in priority areas of shared ieséand concern even as they look to future
challenges. Its ultimate goal was to form an EastA Free Trade Area by 2020. The level of
institutionalization is low in the APT process whits without an independent secretariat. It
remains basically a consultative forum of thirtee@amber governments, and bureaucrats have
frequent meetings at various levels to discussouarissues of concern. Its future blueprint is
well elaborated in the works of the two commissobrggoups, i.e., the East Asian Vision
Group (EAVG) and, its successor, the East Asiand\s@roup (EASG).

In its annual summit meeting in November 2001ARE member countries agreed to
launch an East Asian Summit (EAS) in the foresee&lture, as well as to scrutinize a plan
for East Asian Free Trade Area on the basis oER¥G report. An East Asian community,
though poorly defined, appeared in sight considgtine great enthusiasm and strong rhetoric
exuded by participating leaders. When the EAVG lednid its final report to the 2002 APT
summit most of the key proposals contained in tA¥ & report were either watered down or
relegated to long-term goals. The EASG final repiadtnot receive much media attention due
to the high publicity of the China-ASEAN framewodgreement on bilateral FTA. Major
actors of the APT, particularly Japan, were motergsted in assessing the repercussions of

the possible China-ASEAN economic alliance andrfiggiout countermeasures against it.

These two reports are very optimistic about thesspmlity of an East Asian
community. East Asian cooperation, according to EASG report, is “both inevitable and
desirable, and that such integration in East Adlaevolve over time” (p. 5). The reality,
however, does not justify this optimism. There isesious leadership problem in East Asia.
Right now, neither China nor Japan is willing tayk leadership role. A kind of dual power
structure emerged in East Asia. More specificaBcondary powers like ASEAN and South

Korea are leading the APT process; major powees@ikina and Japan are in the backseat.



287

The United States is not an enthusiastic suppafteeast Asian regionalism. The
United States government is casting a watchfulayéhe APT process, and it is certain that
the United States will act resolutely to abort dfgst Asian initiative that may seriously
undermine its strategic and economic interestardapd South Korea, two major allies of the
United States in East Asia, cannot be overly eristis about the emergence of a strong East
Asian identity or an East Asian community. Moregube United States still accounts for the
lion’s share of trade flows, investment flows, &lenic bank transfers, telephone calls and

travel of nearly all East Asian countries.

Transnational societies and transnational ingbitist the prime movers of regional
integration according to neofunctionalism, ard stiderdeveloped in East Asia. A neoliberal
consensus, which has propelled regional integraiomther regions, is weak. Domestic
political conditions are not favorable to the commity+building in East Asia either.
Democratization, liberalization, and power shifirfr protectionist to pro-liberalization forces
are still weak. Although East Asia has a stronganmon identity now than a decade ago,
guestion still remains regarding the extent of ryefarged collective identity as well as the
magnitude of its impact on regional integration.eTdivergence of historical experiences,
cultural and linguistic diversity, and differing Igal ideologies still pose formidable
barriers to regional cooperation. All these factordicate that an East Asian economic

community is still way ahead.

IV. Monetary Cooperation in East Asia

While East Asian community initiatives are stagngfi regional monetary cooperation is
proceeding rapidly. Since financial problems layhat heart of the economic crisis of 1997 it
is not surprising that regional cooperation hascgeded more rapidly on monetary issues
than on trade. Moreover, monetary cooperation kantost of trade deals, does not create
powerful domestic losers. This is why Japan, a megec defector from regional cooperation,

has played a leadership role in monetary cooperatio

In the aftermath of the regional financial crisigpan proposed an Asian Monetary
Fund in September 1997. Although the proposal vegected immediately by the United
States on the ground that it might undermine thg,IMwas just the beginning. The Japanese

government not only provided liquidity to the csidiit economies through the Mayazawa
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Plan but also proposed the “Chiang Mai Initiative”May 2000, which was basically an
effort to set up a region-wide currency swap areamgnt to prevent currency crises and the
escalation of such crises in the case of recurrenttes future.

The current talks of regional currency swap areamgnts have so far created a series
of bilateral swap arrangements between East Astamtdes. East Asia has yet to see a
genuine regional institution on monetary issuesth®&sEuropean experience shows, monetary
integration poses more threats to national sovetgignd is therefore more difficult to be
carried out than market integration. Monetary inatign, however, has much less spillover
effects on societal integration than market integna Consequently, monetary and financial
cooperation so far made in East Asia, notwithstagdis symbolic value, will have limited

impact on the actual progress of regional integrati

V. Bilateral FTAs and East Asian Regionalism

East Asian regionalism had long been representdabtiy trans-Pacific cooperation and sub-
regional cooperation in Southeast Asia. The forrttex, Asia-Pacific cooperation endeavors
that can be traced back to the pre-World War petad been unproductive until 1989 when
APEC, the first-ever intergovernmental institutionthe Asia-Pacific region, was formed. It
has yet to make a quantum leap to accomplish @egsed goal of regional free trade. The
latter, represented by ASEAN, could exert onlyraited impact on growth of East Asian
regionalism partly due to the lack of its interoahesion and partly to due its puny economic
strength. The common problem to them was that t@emymand too different actors are
involved to make any significant progress towarteégnation.

The region had not known bilateral FTA until rettfgnwhich is basically a deal
between the two like-minded countries. BilateralASTare not just more feasible than any
other forms of regional integration, they may alsgger a “domino effect” of regionalism
throughout East Asia. The evolution of the EU frarfive-member grouping into a soon-to-
be twenty five-member entity and the developmeniNofth American integration from a
bilateral FTA between the United States and Casaggaort this reasoning. In this sense, the
rise of interests in bilateral FTAs in East Asiaynfacilitate the emergence of an East Asian

community if major regional economies join the tten
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14. The theoretical foundations of ASEAN + 3: Prgzects and

Limitations

Seokwoo Kim, University of Seoul, Seoul

1. Introduction: From Multilateralism to Regionalism in the International Political

Economy

“Regionalism rules? Since the beginning of the 1990s, we have noticechew global wave
or regional integration. Countries competitively to formulate diverse types of regional
institutions to enhance economic gains and to @uail against regional movements in other
parts of the world. We expect this trend will cont in the future. The dominating norm in
international trade relationships had been mudtikism since 1945 up to the 1980s. There
was a common belief among major trading countried tultilateral trade liberalization
would bring economic gains, improve social welfarel promote international peace. And
lessons from bad experiences of competitive prioieisin in the 1920s and 1930s
contributed much to this belief. Based upon thidiehe major trading countries were
successful in making several multilateral tradeer#dhzation agreements within the
framework of GATT. However, a relatively new treadcurred in some regions of the world
during the 1980s. As the European countries speedédtieir economic integration process,

other countries tried to follow stft.

Three things strongly contributed to the rise itdtbralism or regionalism in the 1990s.
One was the end of the cold war. In the post cad-era, states regarded economic
competition as a major war, and some of them bdgamake an economic alliance to
promote national interests. Competitive formatidrbivateral and regional trading blocs is
regarded as an “economic security dilemma”, whewantries are forced to join as many as
regional trading blocs as possible to prepareterworst case of being left out of exclusive
trading blocs of other countries. The second fastas the change in the US trade policy from
multilateralism to a so-called ‘multi-track’-policyVith this policy, the U.S. applied all the

strategies of multilateralism, regionalism and at@talism in a way to maximize its gains. As

! Ethier, Wilfred (1998) “Regionalism in a Multilatd World”, in: Journal of Political Economyol. 106, pp.
1214-1245, here p. 1214.

2 Mansfield, Edward D. - Helen V. Miner (1999), “@hNew Wave of Regionalism”, intnternational
Organization Vol. 53, no. 3, pp. 589-627.
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American hegemonic power waned, the United Statet some of its control over
management of the international trade system aisdstimulated regionalism in the world
economy’ One of the results of this U.S. policy change s NAFTA. After that, the
number of regional trading blocs has increased eapiially. The third factor is related to
governance within the WTO. As the number of keyeta in trade negotiations grows fast, it
became harder to achieve any important agreemetitgwhe WTO. For example, many
different groups of countries argue for differemigaotiation agendas in the process of DDA
(Doha Development Agenda) negotiations. Many ceesisuspect that no meaningful results
will be achieved from the DDA negotiations. Insteaduntries shifted toward regional

cooperation, which can be achieved relatively nea®ly than multilateral cooperation.

The number of regional trade agreements notifieithé WTO since 1995 is more than
one hundred. And the total number of regional trgdblocs is more than two hundred.
Almost all of the major countries hurried up to redkTAs (Free Trade Agreements) with
other countries. Formulating FTAs with foreign ctiiegs has become one of the top foreign
policy priorities of many countries. Despite thisngral trend, there are some exceptions.
Northeast Asia still remains the only region in therld without any strong regional
integration forces and institutions. For examplerdé is one of the few countries in the world
which did not make any single FTA with foreign caigs? It is interesting to see only a few
FTAs among East Asian countries despite the fait ititra-regional trade flows have been
rapidly increasing in East Asia during the pastyd@rs> For the past 40 years, East Asian
countries preferred the multilateral framework tegional agreements, because it was
considered to be the best way to achieve tradealization at the global level, and because
East Asian countries used to be among the largeséfiziaries of the multilateral open
trading systeni.However, as other states were in a rush for FTEest Asian countries’

strategies had to be changed, too.

3 Ibid., p. 608.

* There are only two WTO member countries which dohave any FTAs, Korea and Mongolia.

® For example, intra-regional trade flows in EastaAgrew from 19,9% in 1965 to 29,3 % in 1990; see
Mansfield and Milner (1999), op. cit., p. 599.

® Sohn, Chan-Hyun - Jinna Yoon (200Kprea’s FTA Policy: Current Status and Future Presfs KIEP
Discussion Paper 01-01, Seoul: KIEP, here: p. 9.
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2. Limitations to Regionalism in East Asia

In discussing the prospects and limitations ofarglism in East Asia, we need to focus on
positive explanations rather than normative statemd hat is, we have to “explain” what can

or cannot be done in East Asia, rather than juay™svhat has to be done and what is
desirable. It has been pointed out that there @mesobstacles for a regional trading bloc in
Northeast Asia. First, we can point out differentesmany aspects among East Asian
countries. For example, ASEAN + 3 includes verymoauntries of the world such as Laos
and Cambodia, and very rich countries such as J&®&BAN + 3 countries have maintained
different political and economic system. Some oénth are democracies, and others
authoritarian regimes. The Chinese population is more than 1.2 billiwhijle the population

of Singapore is less than 5 million. East Asianrtoas have different religious traditions.
They include Catholicism, Protestantism, Confugani Buddhism and Islam. The list of
differences among East Asian countries is muchdorigan this. Differences in political,

economic and cultural traditions will hinder thetadgdishment of common principles and

norms in the process of negotiations for regiotat

Second, East Asian countries inherited a unige®fical tradition. One outstanding
historical tradition in East Asia was an authonttinternational order. Until the end of the
19" century, the authoritative order was organizedChyna and in the early Z0century,
many Asian countries became Japanese colonies.uBecaf this tradition, East Asian
countries lack experiences in multilateral cooperatamong themselves. This will be an

obstacle for East Asian regionalism in the futlire.

Third, there is a hegemonic competition betwegradaand China. Japan has long
been predominant in East Asia, at least econoryifatithe past 30 years. It has provided a
great amount of Official Development Assistance K)o the region and has also made
significant amounts of Foreign Direct Investmerfé®l). Japan’s predominance, however,
started to diminish because of the sluggish econginge the early 1990s. Meanwhile, China,

on the strength of the rapid economic growth, igragsively making inroads into East Asian

" Mansfield and Milner pointed out that ,In Asiahtecarcity of regional trade arrangements is paitiybutable
to the wide variation in the constituent stateditjpal regimes...”; see Mansfield and Milner (1998).cit., p.
607.

8 Kim, Seokwoo - Shin Wookhi (1996), ,Possibilitiesd Limitations of Multilateral Cooperation in Edssia®,

in: Institute of International Studies (edThe Vision of the World Order in the 2Century Seoul National
University: Institute of International Studies, #7-69.
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countries. Hegemonic competition between JapanGinida is in a stark contrast with the
experience of the European Community, where FramceGermany collaborated to counter
against the U.S. influence.

Table 14-1 shows the trend of some ASEAN counteggorts to Japan and China.

Table 14-1South East Asian countries to Japan andhiiha (Unit %)

Singapore| Malaysia| Thailand | Indonesia PhilippinesVietnam

1990 8.7 15.3 17.2 42.5 19.8 13.4

1995 7.8 12.5 16.6 27.0 15.8 26.8

Export to Japan 1997 7.0 12.7 15.2 23.3 16.6 18.2
2000 7.5 13.0 15.7 23.2 14.6 18.4

2001 8.0 14.0 16.2 225 16.5 17.5

1990 15 21 1.2 3.2 0.8 0.3

1995 2.3 2.6 2.9 3.8 1.2 6.6

Export to China 1997 3.2 2.3 3.0 4.1 1.0 5.2
2000 3.9 3.1 4.3 4.5 25 4.8

2001 4.3 3.8 4.4 4.7 1.9 6.8

The table shows that while exports from ASEAN coestto Japan slightly decreased,
exports to China steadily increased. China hasrbeca more important partner for all the
ASEAN countries than before. Even more, it is expécthat the trend continues in the future.
Recently, both Japan and China declared that theyldvachieve an FTA with ASEAN
countries in the near future. Unless bilateral agrents on principles and norms of a regional
trade bloc between Japan and China are achievesl,hiaird to realize the formation of a

regional trading bloc in East Asia.

Fourth, as one of the obstacles for regionalisfaast Asia, we can point out a unique
internal consensus structure in many Asian cowtMost of the ASEAN + 3 countries have
maintained a so-called “statist” capitalism, whtre state plays a dominant role in economic
operation. Formulation of an effective regionaldirg bloc needs inclusive internal
consensus structure between states and interagpggrost of the ASEAN + 3 countries
lack this.



293

Fifth, U.S. influence in the region is an obstdcleregionalism in East Asia. Many of
the ASEAN + 3 countries are very highly dependamtthe United States, economically,
politically and militarily. Because of this, it Wwilbe very difficult for the ASEAN + 3
countries to formulate a regional trade bloc amtmgmselves and excluding the United
States. Though it is a somewhat different issuenfeoregional trade bloc, the failure of an

Asian Monetary Fund (AMF) proved American dominancteconomic affairs of East Asia.

Regardless of these limitations, there have besny strong arguments for FTA
formation in East Asia, especially among businesspfe, academic people and government
officials. They argue that it is time to join thesd of FTAs, because ASEAN + 3 countries
need to secure export markets and to accelerateigesing of the economy by way of
liberalization. Also, it is argued that ASEAN + 8umntries need to join the race for FTA
formation to countervail current regional blocsoiher parts of the world. The time is ripe for
East Asian countries to join the world of FTAs. Bgtiestions remain. With which country do
these countries have to formulate FTAs to maxingzenomic and political gains? What
kinds of selection criteria have to be applied? &hhhas to be an ordering principle,
multilateralism or “mini-lateralism™? If we confineur analysis only to the ASEAN region,
the intra-trade shart of ASEAN has steadily incegladuring the 1990s, as the following table
14-2 shows.

Table 14-2 Intra-Trade Share of ASEAN, 1990-01

Destination )
. Year ASEAN(10) | All Other Regions  World
Origin
1990 20.1% 79.9% 100.0%
ASEAN(10)
2001 23.5% 76.5% 100.0%

This means that there is a high possibility for A8Eto become a “natural” regional
trading bloc. However, ASEAN countries and Koresgpah and China all want to expand the
scope of regionalism to the whole East Asia. ASE&dMntries want to go eastward to join
with Korea, Japan and China. And Korea, Japan dndaGvant to go westward to join with
ASEAN. Will the efforts be successful? Is it deble or feasible? We will deal with these

guestions in the next section.
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3. Prospects of Regionalism in East Asia: Theoried FTA

There are at least four theories on the selectiteri@a for FTAs. Two of these are economic
theories and two others are political theories. fils¢ economic theory is originally proposed
by Jacob Viner and later developed by J.E. Meadé, Ripsey and H.G. Johnson among
others® According to the theory, FTAs or RTAs will havethdrade creation effects and
trade diversion effects. And the size of trade ttmeaand diversion will be decided by the
structure of comparative advantage among FTA merstées. That is, if industrial structures
of FTA member countries are complementary to edlerpparticipating countries can expect
economic gains from trade creation effects. Mealeyhif many of their industries are
competing with each other, trade creation effectdl we small. The degree of
complementarity or competition depends largelyamidr endowments.

The second economic theory is called the “gravigdel”° The model proposes that
economic size, distance, population size and GDP cppita affect the possibility and
desirability of FTA formation. According to the meld large, developed and adjacent
countries are fascinating FTA partners, because sFiPAthis case will expand business
opportunities in larger markets, and because ficarsutilize economies of scale. In addition
to these, common language and cultural similariesregarded as important factors which
facilitate “natural trading blocs”.

Among the political theories, one focuses on ddimemlitics. The theory argues that
preferences, interests and demands of some orghinisgest groups decide the direction and
contents of public policy, including FTA policy. 6wibutions and votes can be exchanged
for certain policies. According to this theory, avgrnment’s political stance will reflect the
relative political power of organized special igiis and also the extent of the governments’
concern for the plight of the average workeéRobert Putham would rather regard this
situation as involving two distinct stages of st interaction. One is international

negotiation between states over possibility andterds of an FTA. The other is domestic

® Viner, Jacob (1950)[he Customs Union Issudew York: Carnegie Endowment for Internationah&e

2 50hn, Chan-Hyun - Jinna Yoon (200Dpes the Gravity Model Fit Korea’s Trade Pattern&PEP Working
Paper 01-01, Seoul: KIEP; Gilbert, John et al. ¥0Bssessing Regional Trading Arrangements in the-Asia
Pacificc, UNCTAD Policy Issues in International Trade andn@nodities, Study Series no. 15, Geneva:
UNCTAD.

" Krueger, Anne (1974), ,Political Economy of theriRSeeking Society*, inAmerican Economic Reviewol.

64, no. 3, pp. 291-303; Magee, Stephen P. - WilllnBrock - Leslie Young (1989Black Hole Tariffs and
Endogenous Policy Theory: Political Economy in GahE&quilibrium, New York: Cambridge University Press.
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negotiation between the government and interestpgr@ver ratificatior? In this situation,
the autonomy of the government, election proceduttes level of democracy and other
political institutions will be major variables ihé decision to join an FTA and the viability of
an FTA.

The second political theory is about internatigoalitics. According to the theory, in
selecting FTA partners, states have to considerepahstribution between states, the level of
economic interdependence, externalities of tradesecurity, trade implications on other
issues such as human rights and democracy, andagjeligomatic relationd® For example,
the theory argues for formation of FTAs within afices and with democratic partners to
minimize external diseconomies of security and ®uce risks accompanied with
international businesses. Overall, all these ecanamd political theories on FTAs are about
desirability and viability (or feasibility) of FTAormation. For example, to secure economic
gains, states need to search for FTA partners warehdifferently endowed, and nearly
located to big and rich states. But to secure dampslitical support and to maintain social
stability, states need to seek FTA partners whrehsamilarly endowed and small states. On
the other hand, to promote international politigalrposes, states have to search for
democratic alliance countries as FTA partners. pioblem is that economic purposes and
political purposes compete in many cases. Alsoptimer cases, domestic political and
international political purposes are in confliab. $hort, economic desirability and political
feasibility are often in conflict in the FTA negatiion processes. If this is the case, what is the
optimal combination of these two values and whicbntries are the best FTA partners? And
what to these theories on selection criteria teu the feasibility and desirability of FTA

formation among ASEAN + 3 countries?

12 pytnam, Robert (1988), ,Diplomacy and DomesticitRst The Logic of Two Level Games*, in:
International Organization)ol 43, no. 3, pp. 427-460; Grossman, Gene M.hakhn Helpman (1995), “The
Politics of Free-Trade Agreements”, lamerican Economic Reviewol. 85, pp. 667-690.

13 Gowa, Joanne (1994), Allies, Adversaries, andriagonal Trade, Princeton: Princeton Universitedr
Mansfield, Edward D. (1997), “Alliances, PreferahtiTrading Arrangements, and International Trache, i
American Political Science RevieWol. 91, no. 1, pp. 94-107; Remmer, Karen L. @99Does Democracy
Promote Interstate Cooperation? Lessons from thedder Region”, ininternational Studies Quarterly/ol.
42, pp. 25-52.
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In this section, we will empirically investigateafgbility and desirability of FTA formation

among ASEAN + 3 countries. Based upon the the@i®ye mentioned, we try to extract as

many variables as possible to assess feasibildlydasirability of FTA among ASEAN + 3

countries. The industrialization index will showvhondustrial structures of ASEAN + 3

countries differ from each other. In addition tasthkariable, we will show the specialization

index of ASEAN + 3 countries in major economic segtto assess whether their industries

are complementary or overlapping. These variablds also show potential domestic

opposition to FTAs in ASEAN + 3 countries. To diss the gravity model, the population

size, the GDP size, and the GDP per capital of ASEA3 countries are investigated. To see

aspects of international politics, we will investig military alliance patterns and the

democracy level of ASEAN + 3 countries. In additimnthese variables, we included two

other variables: average tariff rates and existit@teral FTAs of ASEAN + 3 countries. The

existing average tariff rates will show how mucle@amic gains can be expected from FTASs.

That is, if existing tariff rates are high, ASEAN 3+countries can expect more economic

benefits from FTAs. The variable is indirectly teld to the feasibility of FTA formation in

ASEAN + 3 countries. The countries who had an erpee in FTA formation are more

likely to repeat it. It also implies that there wae fierce domestic opposition to FTA

formation in the past. Data for these variablessamvn in the next two tables.

Table 14-3Specialization Index of ASEAN+3

Value=Rank (Revealed Comparative Advantage)

Country  [Minerals [Fresh Foocpmcessee/vood ProductsClothing [Textiles [Leather Producté3 asic . cons.  |[Electronic Components
Food Manufacturing [Electronics
Malaysia [82(0.84) [148(0.39) |85(1.22) [48(1.38) 78(0.71) [76(0.50} 90(0.40) 1(3.14) [7(2.36)
Indonesia50(2.46) [106(1.53) [89(1.15) |18(3.36) 45(2.37) [19(2.18)28(2.62) 80(0.60) 20(0.97) | 52(0.39)
Philippine.28(0.18)137(0.61) [107(0.68)96(0.38) 49(2.05) 96(0.30J65(0.79) 107(0.24) [9(2.03) [3(4.83)
Singapore81(0.86) [156(0.25) 117(0.41)112(0.16) 94(0.41)99(0.25) 102(0.30)  4(2.61) [5(3.00)
Thailand [102(0.42J100(1.85) 39(2.52) |74(0.76) 59(1.72) [38(1.12)34(2.11) 76(0.67) 11(1.74) [10(1.53)
Brunei  [15(7.27) | 43(2.68) |-
Cambodia- 126(0.87) |- 53(1.18) 2(25.20) - 10(6.40)
Laos 140(0.09102(1.68) |- 9(5.18) 19(8.67) 148(0.91)75(0.56) 23(0.67) | 64(0.22)
Myanmar [86(0.73) [56(5.31) [124(0.31)7(5.82) 13(12.58} 51(1.12) 97(0.33) 65(0.05) | 90(0.06)
Vietnam [51(2.40) [70(4.00) [74(1.41) [79(0.62) 32(3.83) [53(0.81)3(15.95) 101(0.31) 57(0.08) | 53(0.39)
China  |112(0.33123(0.93) [106(0.68)81(0.54) 29(4.49) [14(2.50)14(4.92) 51(1.09) 16(1.40) [24(0.93)
Japan 111(0.17) 72(0.58) 61(0.88) 18(1.29) 9(1.73)
Korea  |99(0.48)[159(0.24) [137(0.19)103(0.34) 70(0.90)10(2.85}47(1.22) 56(0.98) 10(1.81) B8(1.78)

Source: International Trade Center UNCTAD/WTO
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This index measures each country’s revealed caatiparadvantage in exports. The
index compares the share of a given sector in maltiexports with the share of this sector in
world exports. Values above 1 indicate that thentguis specialized in the sector under
reviews. Rank 1 indicates that the country hashipkest specialization index in the world for
the sector und review. Shaded sectors clearly fateaoverlapping, not complementary,
specialization of industries among ASEAN + 3 coiastr Especially, many of the ASEAN +
3 countries possess export competitiveness in sgonomic sectors as clothing, textiles,
consumer electronics and electronic componentss feans that there may not be much
expected economic gain from an FTA among ASEAN + This assessment is partially
supported by the industrialization index in the tn&ble. The industrial structure of Korea,
Japan, Thailand, Malaysia and Singapore is simN&anwhile, the industrial structure of
poor countries like Vietnam, Laos, Myanmar and Cadw are also similar to each other.
Similar industrial structures mean that there cansbvere domestic opposition to FTA in
many countries because lots of industries may tmeébto exit from the market after FTA.

Table 14-4 Some Economic and Political Data for ASEN+3

®
@ @ ©) @ 5 Industraliza®
Population GDP GDP/PC o ) tion Index |Average Tariff Rate
(Millions, 2000)Millions of dollars, 200Q)dollars Democracy LevelDfficial alllarK:e(%)(ZOOO) (%)(2000)
1 2 |3 Bilateral FTA
Korea, Rep. 47 457219 9728 4F(Free) u.s 54451 8.6('99) -
China 1261 1079954 856 13NF(Not Free) N. Korea | 1649|34 16.3 -
Japan 127 4677099 36827 3F u.S. 2|36|62 4.5 Singapore
Thailand 61 121927 1998 5F - 101 40|49 16.6 -
Malaysia 23 89321 3883L0PF(Partly Freg) 1240| 48 9.3('97) -
Indonesia 210 153255 729 10PF - 1747|36 8.4 -
Vietnam 79 31344 396 14NF - 2534140 15.2('99) -
Singapore 4 92252 23063 10PF - 0| 34|66 0.0('95) New Zealand Japa
Philippines 76 75186 989 5F u.s. 1730|53 7.6 -
Brunei 328 - - 12NF - 4. - i -
Lao PDR 5 1709 341 13NF - 53 22|25 9.6 -
Myanmar 46 - - 14NF - 60 9 |31 5 -
Cambodia 12 3207 267 12NF - 51 15|35 n -

Source: World Development Report, Freedom HouselR&
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According to the table, it is not very clear whathASEAN + 3 is a desirable
Lhatural® trading bloc based upon the gravity mod€here is a huge variation in the
population size, the GDP size, and the level ofnenuc development across countries.
Because ASEAN + 3 is confined to 13 countries, gaglgical vicinity is guaranteed. As for
domestic politics, one of the big obstacles to FiiAome countries, especially in Korea and
Japan, has been opposition from the agricultu@bseThe fact that some of the ASEAN + 3
countries are still predominantly agricultural ahdt they possess competitiveness in food
production and exports, will hinder the proces&©A formation in the region. And as above
mentioned, industrial compatibility among severamiper countries may be an obstacle to

regionalism in East Asia.

As table 4 shows, most of the ASEAN + 3 countaes still partly-free or not-free
countries. This means that there can be more @skempanied with foreign economic
relations. Because differences in political reginmegly different decision making procedures
and norms, it will be harder for ASEAN + 3 coundri® agree upon principles, norms, rules
and decision making procedures of future regionstitutions. As for the number of existing
bilateral FTAs, no country has an experience omidating FTAs with foreign countries,
except Japan and Singapore. As mentioned abovexperience implies domestic opposition
and low reliability.

5. Conclusion

The data shows that an FTA among ASEAN + 3 counigenot very desirable nor feasible.
There is no clear economic and political rationale ASEAN + 3 countries to achieve an
FTA. Industrial structures are overlapping. We eapect strong opposition to FTA from
both industries and agriculture in some countriany countries are politically unstable.
Most of the countries are highly dependent on timtdd States. And there is hegemonic
competition between Japan and China. Despite tFads, there is a growing consensus
among ASEAN + 3 countries that Asia needs its oggianal trading bloc to counter against
regionalism in other areas. Therefore, it will Is®ful to consider how we can overcome the

obstacle.

We can come up with several things. First, insotwal change may be needed in a

way to give more autonomy and power to the govemnaeministration, for example the



299

main trade negotiation authority. By this, sevemeehucratic policy problems can be lessened
and also the government can be freer from pregporgs. The government has to play a role
of a so-called “rational dictator”, pursuing natnnterests rather than sectoral or parochial
interests:* Second, there must be a change in culture in ASE/A\countries. Culture refers
to a set of beliefs, attitudes, ideologies and roima society. Most of the ASEAN + 3
countries and their people have adopted a kindetantilistic culture in their international
trade relationships for a very long tiffeMlany people in the region always think that the
ultimate goal of any trade policy is to secure adér surplus by all means. This is not a
rational policy and this kind of mercantilistic pryf and thinking cannot be accepted by
trading partners. All of the related sectors, idahg business, government, and mass media
need to change their way of thinking on trade wag to adopt a more liberal orientation. The
role of mass media is especially important in etlngapeople. Third, regional and bilateral
trade agreements typically exclude a few politicaknsitive sectors and specify prolonged
phase-in periods for some othé?PAASEAN + 3 countries need to utilize this option an
process of FTA negotiations. By this, these coastdan secure economic interests related to

the FTA without hurting domestic political interest

In lieu of conclusion, the future of ASEAN + 3 regalism is not so bright. There are
SO0 many obstacles to overcome. The negotiationegsowill last a long time, maybe more
than 10 years. Its success cannot be guaranteedn®te realistic alternative is to negotiate

bilateral FTAs among some ASEAN + 3 countries.

1 Kim, Seokwoo (1998), The Political Economy of mmational Trade, Seoul: Hanul.

> Deyo, Frederic C. (ed.) (1987), The Political Emmy of the New Asian Industrialism, Ithaca: Cornell
University Press.

16 Grossman, Gene M. - Elhanan Helpman (1995), “Thkti€s of Free-Trade Agreements”, idmerican
Economic Reviewol. 85, pp. 667-690.
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ASEAN plus three (China, Japan, Korea) — towards areconomic union in East
Asia?

Economic integration has come to the forefront adr@mic policy making in East Asia,
finally. After lagging behind in forming a compretsitve regional integration area for various
historical, political, cultural and economic reaspmoday the discussion ranges from the
introduction of bilateral Free Trade Agreementsotigh currency and financial market
cooperation to a full fledged economic communitgtétogeneity of East Asian states and
divergences in economic size and economic developrage not longer seen purely as
obstacles to integration, but also as potentialgdementarities. In this book, which collects
the contributions of two international conferentedd in Seoul in December 2003, authors
from the region as well as from Germany exploreftliare of economic integration in East
Asia in a comparative regional perspective.
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