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Abstract

The paper examines the long-run relationship between trade, FDI and GDP growth in
the East Asia region employing panel integration and cointegration techniques for a
dynamic heterogeneous panel of 20 East Asian countries over the period 1980 to 2007.
The paper also explores the long-run impact of FDI and trade among ASEAN, ASEAN
plus 3 and ASEAN plus 6 groupings in the panel framework. The long- and short-run
relationships are examined in a vector-autoregressive error correction model using the
pooled mean group (PMG) estimation of Pesaran et al. (1996). Our findings support the
existence of long-run relationship between trade, FDI and GDP growth for ASEAN and
ASEAN plus 3 groupings. The panel unit roots test indicates that the panel series are
stationary after first differencing. The panel cointegration tests of Pedroni (1999) clearly
indicate the existence of long-run relationship between trade, FDI and GDP for East
Asia, AESAN plus 3 and ASEAN. However, we found little evidence of long-run
relationship for ASEAN plus 6 groupings from the panel cointegration analysis and
PMG estimation. The direction of the causality clearly indicates that FDI is the key

variable driving the trade and regional integration in East Asian region.

1 Introduction

Given the increasing trend of trade and investment around the world, countries have not
only increased their integration regionally but also globally. Moreover, despite having
bilateral and multilateral trade agreements, most of the countries are also linked directly
or indirectly as members of regional trade blocks. Each regional grouping has

different characteristics due to interplay of the forces of regionalism and regionalization.
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Due to these two phenomena, the production networks have more extensive spread in
the East Asian region compared to other regions (Gill et al, 2007). Ando and Kimura
(2003) describe the production networks in East Asia as vertical intra-industry trade
phenomena that involves back and forth links where by several countries participate in
various stages of the production chains compared to horizontal intra-industry trade
pattern in Europe. The European intra industry trade model involves the two directional
flows of finished goods varieties. Besides having similar intra industry trade models in
other regions, each region may present different characteristic due to competing forces
of bilateral and multilateral trade agreements. So in any economic turbulence whether it
is in the form of common shock or idiosyncratic shock, the business cycles of the
countries are exposed to different transmission mechanisms that may originate through
bilateral, regional or multilateral ties.

Economic integration also leads to greater volatility from global shocks. If the
economic turbulence is originating from a country specific or idiosyncratic shock, most
of the research is focused on finding out whether other countries or regions are
decoupled from it. However, if the disturbance is global in nature that is affecting all the
countries at same time, the studies focus on finding out correlations among the
macroeconomic variables on country or regional levels. In all these studies, the focus is
on the outcome, whether a country or regional business cycle has co-movements with
the output of the crisis affected country or region. By not considering the transmission
mechanism, the task of designing the policy for dampening the effect of shock on a
country or region output becomes quite cumbersome.

The impact of trade integration presents two opposing effects on the business
cycle co-movements. Some empirical research findings support positive relationship
between trade integration and business cycle movements (Frankle and Rose, 1998;
Kenen, 2000; Imbs, 2004; Baxter and Kouparitsas, 2005; Sato and Zhang, 2006;
Kumakara, 2006; Arndt, 2006). However, there are other findings that presents an
opposing view that trade integration leads to more specialization based on comparative
advantage in the production of goods and importance of asymmetric or sector specific
shocks increases with economic integration thereby leading to idiosyncratic business
cycles (Krugman 1993).

Similarly, there are other factors such as the financial integration may also lead
to business cycle co-movements through wealth effects if a country’s financial markets
trigger negative wealth effects in other countries (Imbs, 2004 and 2006; Inklaar et al,
2008; Kose et al., 2003). On the contrary, international diversification of portfolios may
allow consumption smoothening due to risk sharing that may not require diversification

in production bases and may lead to greater specialization and less co movements in
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business cycles (Kalemli-Ozcan et al, 2001). In addition, empirical research have also
found evidence in support of inter group convergence within industrial countries and
within emerging countries, while it found no support for worldwide convergence of
business cycles, thereby suggesting decoupling between industrial countries and
emerging countries (Fidrmuc et al, 2008; Kose et al, 2008). Regarding exchange rate
volatility, some empirical evidences have failed to show any systematic link between
short term exchange rate volatility and volume of bilateral and multilateral trade (Leung,
1997). However, some evidence suggests that pattern of trade could be affected by the
exchange rate volatility and that currency invoicing of trade matters. Despite the
availability of currency hedging for managing exchange rate volatility, studies have
found support for common currency standards among close trading partners (McKinnon,
2000; Mundell, 2000). Similarly the fiscal convergence can also lead to business cycles
co-movements (Inklaar et al., 2008; Darvas et al., 2005).

Economic integration could also occur through investment and trade.
Macroeconomic studies which examine the causality between FDI and growth using
aggregate FDI inflows and growth data in a cross country framework, generally, suggest
that FDI inflows positively affect economic growth. Zhang (2001) finds that FDI
strongly Granger-cause GDP growth in a sample of 11 countries. Choe (2003) finds a
bi-directional causality between economic growth and FDI in a sample of 80 countries
over the period 1971-1995. However, their results also show that the causality is rather
more apparent from growth to FDI than from FDI to growth. In a sample of 32 countries
that includes OECD and non-OECD countries and using a single-country time series
regression framework, De Mello (1999) find that the long-term effect of FDI on growth
is heterogeneous across countries. He does not find firm evidence for the positive effect
of FDI on growth in a panel of non-OECD countries. Nair-Reichert and Weinhold
(2001) find that FDI on average has a significant positive impact on growth though the
relationship is highly heterogeneous across countries. There are many studies that
attempt to draw conclusions on FDI-growth causation by controlling for human capital,
openness of the economy and different stages of growth. Blomstrom et al. (1996) find
that FDI inflows are an influence on growth rates for high income developing
economies, but not for lower income ones as it depends more on domestic factors such
as secondary education, changes in labour force participation, and infrastructure.
Balasubramanyam et al. (1996) find that FDI promotes economic growth in a sample of
46 developing economies during the period 1970-1985. Their results further revealed
that FDI inflows are more productive in countries with export promoting trade and
investment strategies than with import-substituting strategies. Basu, Chakraborty and

Reagle (2003) also emphasize trade openness as a crucial determinant for the impact of
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FDI on growth. By revisiting these findings in the context of more recent cross-sectional
data, Greenaway et al. (2007) confirm the robustness of the impact of FDI on economic
growth. The heterogeneity of the results of these macro level studies indicate
different country-specific effects and also points to various specification issues in
models. There are arguments that these studies do not fully control for simultaneity
bias, country-specific effects, and the lagged effects of dependent variables in growth
regressions (Carkovic and Levine 2005). By addressing these issues in data, Carkovic
and Levine (2005) find that the exogenous component of FDI does not exert a robust
and positive influence on economic growth. Hansen and Rand (2006) using mean group
estimator find a strong causation from FDI to GDP, and their results indicate that FDI
appears to be growth enhancing much in the same way as domestic investment.

In this paper, we examine the long-run relationship between trade, FDI and
GDP growth in the East Asia region employing panel integration and cointegration
techniques for a dynamic heterogeneous panel of 20 East Asian countries over the
period 1980 to 2007. Given that the economic growth in the East Asian region is driven
more by the production networks, it is appropriate to examine the impact of FDI on
output growth with a view of regional integration in East Asia. In this respect, the paper
also explores the long-run impact of FDI and trade among ASEAN, ASEAN plus 3 and
ASEAN plus 6 groupings in the panel framework. The long- and short-run relationships
are examined in a vector-autoregressive error correction model using the pooled mean
group estimation of Pesaran et al. (1996).

The short-and long-term effects of FDI and exports on the region growth have
been considered in a Panel VAR framework to account for country-specific and reverse
causality issues. We considered the major regional grouping such as East Asia, ASEAN,
ASEAN plus 3, and ASEAN plus 6. We used Pooled Mean Group estimator (PMG) that
was proposed by Pesaran et al. (1996) to establish the long-run equilibrium in our model.
The advantage of PMG is that it is very flexible to allow for the short-run responses to
be different but the long-run coefficients are restricted to be equal across the
cross-sections. This allows us to test for the long-run relationship among our key trade
regions or groupings. Our empirical results indicate the existence of long-run
relationship from FDI and trade with GDP growth for East Asia and key groupings of
ASEAN plus 3 and ASEAN. However, we do not find any long-run impact of FDI and
trade on GDP growth for ASEAN plus 6 groupings.

The plan of paper is as follows: Section 2 highlights the key trends of the FDI,
export and GDP in East Asia. Section 3 discusses the Pooled Mean Group estimation

methodology adopted in the study. Section 4 presents the results of the panel unit root,
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cointegration tests and Pooled Mean Group estimator. We provide the conclusion in

section 5.

2 Key Trends of FDI, Export and GDP in East Asia

Although the Asian crisis had a dampening effect on output growth in East, there is
strong recovery in the region in the post-crisis period (see Table 1). The direct impact
of the Asian crisis that swept across the region was the drastic fall in output growth in
most of the Asian countries. Except for China, Taiwan and Vietnam, all the other
Asian economies being studied in this paper experienced negative growth rates in 1998.
Thereafter, the countries affected by the crisis were also hit by several other external
shocks — such as the September 11 attacks, the slowdown in the US and global
economies, and SARS — which resulted in more volatile output growth in the post-crisis

period.

Table 1: Real GDP Growth Rate for Selected Asian Economies from 1995 — 2007

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

China 10.9 10.0 93 7.8 7.6 8.4 8.3 9.1 10.0 10.1 104 11.1 119
Hong Kong 2.3 4.2 5.1 -6.0 2.6 8.0 0.5 1.8 3.0 8.5 7.1 7.0 6.4
Indonesia 8.2 7.8 4.7 -13.1 0.8 4.9 3.8 43 4.8 5.0 5.7 55 6.3
Korea 9.2 7.0 4.7 -6.9 95 8.5 3.8 7.0 3.1 4.7 4.2 5.1 5.0
Malaysia 9.8 10.0 7.3 -74 6.1 8.9 0.5 54 5.8 6.8 5.0 59 6.3
Philippines 4.7 59 52 -06 34 4.4 1.8 4.4 4.9 6.4 5.0 54 7.2
Singapore 8.2 7.8 8.3 -14 72 10.1  -24 42 3.5 9.0 7.3 8.2 7.7
Taiwan 6.5 6.3 6.6 4.5 5.7 5.8 22 46 3.5 6.2 4.2 4.9 5.7
Thailand 9.2 59 -14  -105 44 4.8 2.2 53 7.1 6.3 4.5 5.1 4.8
Vietnam 9.5 9.3 8.2 5.8 4.8 6.8 6.9 7.1 7.3 7.8 8.4 8.2 8.5

Source: Asian Development Bank
But despite the economic volatility, there appears to be a strong recovery in the
post-crisis period converging to pre-crisis levels.” The average growth rate of the
crisis-affected South-East Asian countries of Indonesia, Malaysia, Singapore, the
Philippines and Thailand was around 5% in the post-crisis period of 1999-2007, as
compared to 6.8% over the period 1995-1997. Two crisis-affected economies,
Thailand and Hong Kong, actually grew at a higher average annual rate of 5.0% each in

the post-crisis period, compared to 4.6% and 3.8% respectively in the pre-crisis period.

% Even though the Asian crisis struck in the later part of 1997, the impact of the crisis on real GDP,
FDI and exports was only felt in 1998 for most of the crisis-affected countries. Hence, for the
purpose of this paper, the pre-crisis period includes the year 1997, while the post-crisis period starts
from 1999.
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The GDP growth experienced by Asian economies in the post-crisis period was
supported by strong export growth. From Table 2, it is clear that the Asian crisis and
subsequent external shocks had negatively affected export growth in the region.
However, export growth rates have since recovered and appear to be returning to
pre-crisis levels. The importance of exports for the economic growth of South-East
Asian countries is also reflected by their high export to GDP ratios. In the post-crisis
period, most of the South-East Asian countries have seen a rise in their export to GDP
ratios. For instance, the export to GDP ratios for Malaysia and Singapore rose from
94% and 187% respectively in 1995 to 110% and 230% respectively in 2007, thereby
reflecting their increasing reliance on exports. Export growth is also emerging as an
important source of output growth for Indonesia, the Philippines and Thailand, which
saw their export to GDP ratios rise from 26%, 36% and 42% respectively in 1995 to
29%, 43% and 73% respectively in 2007. Just as in South-East Asia, export growth too

is becoming an important component of growth in the East Asian economies. China’s

export to GDP ratio doubled from 20% in 1995 to 41% in 2007.
Table 2: Export Growth for Selected Asian Economies

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

China 23.0 1.5 21.0 05 6.1 27.8 6.8 224 346 354 284 272 257
Hong Kong 149 4.0 4.2 -74 0.1 16.6 -58 54 1.7 159 114 94 9.2
Indonesia 13.4 9.7 73 -86 -04 277 93 1.5 9.4 1.5 229 175 133
Korea 303 3.7 5.0 -2.8 8.6 199 -12.7 8.0 193 31.0 12.0 144 141
Malaysia 20.2 6.5 12.1 297 122 16.1 -104 6.9 1.3 21.0 109 103 27
Philippines 294 17.7 228 169 188 8.7 -15.6 9.5 2.9 9.5 4.0 149 64
Singapore 13.7 52 53 -1.0 57 224 -83 2.7 12.1 205 140 128 44
Taiwan 20.1 7.7 9.6 8.0 6.0 18.6 -10.0 9.8 108 179 45 142 11.1
Thailand 236 04 279 244 -14 252 40 1.4 137 165 146 114 064
Vietnam 344 332 266 19 233 255 38 11.2 206 314 225 227 219

Source: Asian Development Bank

The pre-Asian crisis era was characterized by increasing net FDI inflows into

the East and South-East Asian regions (Thangavelu et al., 2009).

This can clearly be

seen from changes in the region’s share of total World FDI inflows after the crisis (see

Figure 1). As before, Figure 1 shows that the Asian crisis in 1997 had no immediate

impact on the share of FDI inflows into Asia.

Its impact only became obvious in 1998

when a sharp decline in the shares of FDI inflows into East and South-East Asia was
observed. Since 1998, South-East Asia’s share of total World FDI inflows has
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continued to languish at relatively low levels; East Asia’s share appears to have picked
up after the crisis before tapering off in more recent years. Over the period 1999-2007,
South-East Asia’s share of total World FDI inflows averaged 3.3%, a level that was only
slightly higher than Africa’s share of 2.4% for the same period, and a far cry from the
7.7% it enjoyed during 1992-1997. Although most other regions also saw their
post-crisis shares of total World FDI inflows decline, the fall in South-East Asia’s share
was one of the most drastic.

Table 3 provides the average shares of total World FDI inflows for selected
South-East and East Asian economies during the pre- and post-crisis periods. Among
the South-East Asian countries, Singapore’s post-crisis average share of total World FDI
inflows was the highest at 1.7% in the post-crisis period, although this was still below
its pre-crisis average of 2.6%. The post-crisis shares of the other South-East Asian
countries too remained below their respective pre-crisis levels. Malaysia, the
Philippines and Indonesia, in particular, experienced a large decline in their respective
shares in the post-crisis period.

As for the situation in East Asia, Hong Kong, South Korea and Taiwan have
become less important than China in attracting FDI inflows from the early 1990s
onwards. Following the Asian crisis in 1997, net FDI inflows into East Asia were
mainly driven by inflows into China, and to a much lesser extent, Hong Kong and South
Korea. China’s status as a magnet for FDI since the mid-1990s is underscored by the
fact that between 1994 and 2004, net FDI inflows into China nearly doubled from
USS$33 billion to US$56 billion. With the opening up of China’s economy, MNCs
have found China to be an attractive investment destination, given its promisingly large
market and pool of cheap labor. It is thus not surprising that out of the 10 Asian
economies studied, China received the largest share of FDI inflows at 10.5% of total
World FDI inflows before the crisis (see Table 4). This share fell to 6.2% after the
crisis. A decline in share was also observed in Taiwan, while South Korea and Hong

Kong saw an increase in their respective shares.
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Figure 1: FDI Inflows to World Total
FDI Inflows (%), 1970-2007
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Average FDI to World FDI Inflows (%)
1992-1997 1999-2007

Europe 38.06% 48.75%
Africa 2.09% 2.40%
Latin America 9.73% 7.17%
East Asia 13.94% 10.33.%
South Asia 0.77% 1.06%
South-East Asia 7.71% 3.34%
North America 21.29% 19.68%
Others 6.41% 7.28%
Source: UNCTAD

Table 3: Average FDI Inflows to Total World FDI Inflows (%) for East Asia, 1992-2007

1992-1997 1999-2007
China 10.52 6.22
Hong Kong 2.56 3.14
Indonesia 1.12 0.11
Korea 0.39 0.65
Malaysia 2.05 0.40
Philippines 0.45 0.14
Singapore 2.58 1.68
Taiwan 0.48 0.32
Thailand 0.77 0.63
Vietnam 0.50 0.20

Source: UNCTAD
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2.1 FDI and Exports on Output Growth in East Asia

According to Gill et al. (2007), the production networks have more extensively spread
in the East Asian region as compared to other regions. The spread is due regionalism
and regionalization. Factors such as low trade barriers, efficient duty drawback regime
for exports, encouragement of export oriented FDI, good logistics and labour wage
differentials in the country can be the result of regionalism. In contrast, close proximity
to production networks, scale economies and other agglomeration economies that affect
the cost structure of intermediate inputs is mainly due to regionalization. Due to these
processes at work, the economies have become closely integrated and one country
income growth generates demands for parts and components in other countries in the
supply chain. Ando and Kimura (2003) describe the production networks in East Asia as
vertical intra-industry trade phenomena that involve back-and-forth links whereby
several countries participate in various stages of single production chains compared to
horizontal intra industry trade pattern in Europe. The European intra-industry trade
model involves the two directional flows of finished goods varieties. Kimura et al.
(2007) further describes the vertical intra- industry trade in East Asia that unit prices of
exports and imports differ widely where as Krugman (1980) and Helpman and Krugman
(1985) well established model of intra- industry trade is based on horizontal product
differentiation and fits the mechanics of intra- industry trade among developed countries
such as the core EU countries.

The key trends of FDI, export and GDP growth for East Asia® are given below
in Figures 2 and 3. The relationship between FDI inflows and GDP growth for the East
Asian countries is given in Figure 2. It is clear from Figure that there is a marginal
positive trend (the sloped of the trend line is given as 0.14) between GDP growth and
FDI inflows (in logs) in the East Asian region. However, we do not see similar positive
trend between export and GDP growth in Figure 2. In fact, we do observe a marginal
negative relationship between export and GDP for the East Asian countries. The
marginal effects of FDI and export on the GDP growth in East Asian region might be
due to the heterogeneity of economic development and hence the different growth
directions of the countries in the region. This indicates that the heterogeneity in the
region have to be accounted for to have a better understanding of the economic

integration in the East Asian region.

3 East Asia includes China, Korea, Cambodia, Hong Kong, Indonesia, Japan, Malaysia, Laos,
Myanmar, Philippines, Singapore, Thailand, and Vietnam.
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Figure 2: GDP Growth and FDI
Inflows in East Asia (excluding
Taiwan) from 1980-2007
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Source: UNCTAD and World Development Indicators (WDI). The fit of the trend line is
given in the Figure.

Figure 3: GDP Growth and
Export in East Asia (excluding
Taiwan) from 1980-2007
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Source: UNCTAD and World Development Indicators (WDI). The fit of the trend line is
given in the Figure.

The key trends for ASEAN (Cambodia, Indonesia, Loas, Malaysia, Myanmar,
Philippines, Singapore, Thailand, and Vietnam) plus 6 countries (Australia, China,
Korea, Japan, India and New Zealand) are given in Figures 4 and 5. Although we
observe a positive relationship betweem FDI inflows and GDP growth, the impact is

less significant as compared to the overall East Asian region. This might be due to the
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inclusion of countries that have less FDI reliance such as Australia, New Zealand and
India, which might reduce the overall impact of FDI on output growth in the region. The
impact of export on GDP growth is again not very significant for the ASEAN plus 6
groupings and this might be due to greater heterogeneity in economic development and
less reliance of export for output growth for certain countries in the grouping.

Figure 4: GDP Growth and FDI
Inflows in ASEAN plus 6 from
1980-2007
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Source: UNCTAD and World Development Indicators (WDI). The fit of the trend line is
given in the Figure.

Figure 5: GDP Growth and
Export in ASEAN plus 6 from
1980-2007
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Source: UNCTAD and World Development Indicators (WDI). The fit of the trend line is
given in the Figure.
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The impact of FDI and export on GDP growth for ASEAN plus 3 countries
(China, Korea and Japan) are given in Figures 6 and 7. It is very clear from Figure 6 that
FDI inflows have greater impact in this grouping as compared to the previous ones. In
particular, there is significantly greater positive impact of FDI inflows on GDP growth
in ASEAN plus 3 groupings. This might suggests greater production network and trade
linkages among these countries as compared to ASEAN plus 6 grouping. As with the
previous groupings, we also observe a marginally negative impact of export on GDP
growth, however this seems to be of less significance as compared to East Asia and
ASEAN plus 6 countries.

Figure 6: GDP Growth and FDI
Inflows in ASEAN plus
Countries from 1980-2007
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Source: UNCTAD and World Development Indicators (WDI). The fit of the trend line is
given in the Figure.
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Figure 7: GDP Growth and
Export in ASEAN plus 3
Countries from 1980-2007
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Source: UNCTAD and World Development Indicators (WDI). The fit of the trend line is
given in the Figure.

It is not surprising to see the positive impact of FDI inflows on GDP growth in
the East Asian region and in particular among the ASEAN plus 3 countries, which is
increasingly becoming an important production network in the global economy.
However, the negative impact of export on GDP growth raises several questions on the
“export-led” paradigm in the East Asia region and if trade is the key driver for economic
integration in the region. It is important to highlight that the impact of export might not
have a direct impact on output growth as there might be other positive externalities in
terms of productivity improvements from global competition and also greater
technology transfer export driven firms that might have more indirect impact on output
growth (Greenaway et al., 2007). It is also very likely that there might be greater direct
and indirect interaction between FDI and export that might be the key factor for output
growth in the region, which might be driven by production networks and global
value-chain. Thus it is of interest and of great importance to understand the long-run
relationship of FDI and export in a more extensive and rigorous framework. The paper
adopts a panel VAR framework as suggested by Pesaran et al. (1996) using the Pooled
Mean Group estimation (PMG) to understand the long-run relationship between FDI,
export and GDP growth.

3 Empirical study on the Long-Run Relationship of FDI, Export and GDP

3.1 Data and Methodology
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The data for the study is collected from UNSTAT and UNCTAD Handbook 2008. All
the variables are defined in real values (US$) by deflating to 1990 prices using the GDP
deflators of the respective countries in the sample. We used annual data that covers a
period of 1980 to 2007. All variables are expressed in logs. We believe that the 27
observations are sufficient time series for this study to detect both the short- and
long-run relationships of the FDI, exports and GDP growth.

The panel of countries in our study are grouped into four key groupings: East
Asia (13 countries), ASEAN plus 6 (15 countries), ASEAN plus 3 (12 countries) and
ASEAN (9 countries). Given that the time series, 7, in our sample is greater than the
cross-section dimension, N, it is likely that pooled dynamic heterogeneous models
generate estimates that are inconsistent even in large samples (Pesaran and Smith, 1995).
However, Pesaran et al. (1996) propose estimation by pooling the long-run parameters,
if the data allows, and estimating the model as a system, which they defined as Pooled
Mean Group estimator (PMG). PMG estimation combines the efficiency of pooled
estimation, while avoiding the inconsistency of the heterogeneity in the dynamic
relationships. The advantage of PMG estimator is that the long-run coefficients are
constrained to be the same across the cross-sections, while the short-run responses are
allowed to be different across the panel.
The unrestricted specification for the system of ARDL equations fort=1, 2, ...., Tand i
=1,2,..,Nis given as
Vie = 25-;1 AijYie—j + Z?ﬂ OuXxie—j+ i +&:

(1)
where x;; is the (k X 1) vector of explanatory variables for group i and u; are the fixed

effects. The above could be reparameterised as a VECM system.
/ -1 -1_
Ayir = 0;(¥ie-1 — Bixie-1) + Z?:l YijAyie—j + Z?ﬂ YijAxie—j +u + & (2)
where f3; are the long-run parameters and 6; are the equilibrium (or error) correction
parameters. The pooled mean group restriction is that the elements of f are common

across the cross-section, thereby given as follows:
! -1 -1 !
Ayir = 0;(Vig—r — B'Xio1) + Z,ll YijAyie—j + Z?ﬂ YijAxic—j +ui + & (3)

where y;; and y;; are the short-run dynamic coefficients. We could test for the
existence of long-run relationship by testing the null hypothesis of 8’ = 0 against the
alternative that ' # 0. The long-run equilibrium is also substantiated by the negative
sign of 6;, the error correction terms, which indicates the dynamic adjustment of the
variables towards the long equilibrium. The joint statistical significance of B’ # 0 and

0; < 0 will establish the existence of long-run equilibrium. Pesaran et al. (1996)
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propose a maximum likelihood estimator for the above. Pesaran et al. (1996) also
suggest a Hausman test or “poolability test” based on the group parameter restrictions.
This is based on the result of the long-run parameters derived from the mean group of
the individual N regressions. The test is based on a Chi-square distribution. However,
Pesaran et al. (1996) highlight that PMG estimator is consistent even under

heterogeneity but it is more efficient if the parameters are homogeneous.
4 Results of Pooled Mean Group Estimation
4.1 Panel Unit Root Tests

As we embark on the estimation of the long-run equilibrium using the PMG estimation,
we must first try to establish the stationarity of our data series. We adopt the panel unit
roots approach of Im, Pesaran and Shin (2003) and Levin, Lin and Chu (2002) to
establish the stationarity of the variables. The test proposed by Levin, Lin and Chu
(2002) (LLC) allow for individual specific intercepts, time trends along with error
variance and permitting patterns of higher order serial correlations to vary among
individuals. The null hypothesis in this test considers each individual time series having
a unit root against the alternative that each time series is stationary. In contrast, Im,
Pesaran and Shin (2003) (IPS) propose an alternate testing procedure that is based on
averaging of individual (augmented) Dickey-Fuller (Dickey and Fuller, 1979) statistics
computed for each group in the panel that has standard normal distribution so long as
T>5. They also suggest more general test statistics where errors may be serially
correlated with different serial correlation patterns across groups, panel with 7 and N
dimensions sufficiently large and to unbalanced panels and dynamic panels with
intercepts and trends.

The results of the panel unit-root tests for the key regional groupings are given
in Table A1 in the Appendix. The unit-root tests are conducted for FDI, GDP and export
at both the levels and first-difference. The results indicate that all the variables are

non-stationary at the levels but they are stationary after differencing.
4.2 Cointegration Tests

Once the stationarity of the variables are established, we apply the panel cointegration
techniques developed by Pedroni (1994, 1999) that test spurious regressions in
heterogeneous panels. The Pedroni (1999) framework allows one to test for the presence

of long-run equilibrium in a heterogeneous panel. Pedroni (1999) derives the asymptotic
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distributions and explores the small sample performances of seven different statistics®
for testing the null-hypothesis of no cointegration. Panel Y -Statistic, Panel # -Statistic,
Panel ¢-Statistic (non-parametric) and Panel -Statistic (parametric) are commonly
referred to as within-dimension or panel cointegration test. The remaining three test
statistics - Group ¥ -Statistic, Group #-Statistic (non-parametric) and Group z-Statistic
(parametric), are based on pooling along the between-dimension or group mean panel
statistics.” (see Pedroni (1999) for the detail derivation of the various tests).

The results of panel cointegration test by regional groupings are given in Table 2A in the
Appendix. Due to brevity, we only report the Panel V-Statistic, Panel # -Statistic,
Panel -Statistic (parametric), Group # -Statistic, and Group ¢-Statistic (parametric).
For each of the four test statistics, the test statistics diverges to a negative infinity under
the alternative hypothesis, and consequently the left tail of normal distribution is used to
reject the null hypothesis. In this case, for any of these six test statistics, a large negative
value implies that a null of no cointegration is rejected. The test statistics for Panel
-Statistic, Panel z-Statistic (parametric), Group # -Statistic, and Group t-Statistic
(parametric) rejects the null hypothesis of cointegration at 5 percent level of statistical
for East Asia, ASEAN plus 3 and ASEAN region. This provides strong support for the
proposition that there is a strong correlation between FDI, export and output growth in
these regions in the long-run. However, the results for ASEAN plus 6 groupings indicate
that all of the above test statistics could not reject the null hypothesis of no cointegration
in the panel, except for Group #-Statistic (parametric) at 10 percent level of statistical
significance. This indicates that there is little or no long-run relationship among the

ASEAN plus 6 groupings in our sample.

4.3 Pooled Mean Group Estimation

The results for PMG estimation is given in Table 3A in the Appendix. The results
clearly support the impact of FDI and export on GDP growth in East Asia, ASEAN plus
3 and ASEAN, as the long-run coefficients and the error-correction term are statistically
significant. In fact, the long-run coefficients for both FDI and GDP are positive and the
error-correction terms are negative for East Asia, ASEAN plus 3 and ASEAN regions.
The joint statistically significance of long-run coefficients and error-correction term

strongly rejects the non-causality hypothesis in these groupings. We also observe the

* See Pedroni (1999), pp 659-662 for the testing procedure and the complete formulation of test
statistics.

> The within dimension statistic are constructed by summing numerator and denominator terms over
the N dimension in the test statistic separately, whereas the between-dimension statistics are
constructed by dividing the numerator by denominator prior to summing over N dimension.
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long-run impact of FDI in ASEAN and ASEAN plus 3 countries are much stronger than
in the East Asia region. This clearly indicates greater economic integration in these
regions due to the stronger impact of the production network and value-chain in
ASEAN plus 3 and ASEAN region.

We also observe positive long impact of export on the GDP growth of East Asia,
ASEAN plus 3 and ASEAN regions. In fact, there is a stronger impact of export on
GDP growth in the ASEAN plus 3 countries, thereby supporting the “export-led”
growth paradigm in the region. The positive long-run impact of export on output growth
supports the conjecture that there trade is an important component in driving economic
integration in these regions.

The PMG results also indicate FDI and the error-correction terms for ASEAN
plus 6 groupings are not statistically significant, thereby rejecting the existence of
long-run equilibrium in this region. Based on the PMG estimation, we could not reject
the null hypothesis of no long-run causality in ASEAN plus 6 groupings.

6 Conclusion

The paper investigates the causal linkages between FDI, export and GDP growth in the
East Asian region. The results support a positive and statistically significant equilibrium
relation between FDI and export on GDP growth. In fact, we found greater positive
impact of FDI and export on output growth in ASEAN plus 3 grouping and ASEAN
countries. This clearly indicates greater investment and trade integration in these regions.
The investment and trade integration in these regions might be due to the presence of
intra-industry trade, thereby supporting the production network and value-chain
production structure. In fact, the East Asia East Asia region is now trading more
intraregional than interregional.

However, we do not find any long-run relationship between FDI and export on
GDP growth in the ASEAN plus 6 grouping in both the panel cointegration tests and
also in the PMG estimation. This might be due to greater disparity in national income
and heterogeneity in the economic development of the ASEAN plus 6 countries. Given
that ASEAN plus 6 region will provide a large market for trade and investment, there is
potential to create production and trading linkages in the region. Thus it is important the
region focuses on increasing investment and trade integration by reducing barriers in
trade and foreign investment, thereby allowing greater flow of international activities
across the region.

The results of the paper clearly support the “export-led” growth in the East
Asian region. The importance and sustainability of “export-led” growth in the region is

becoming an important topic of discussion given the current global crisis. Given the
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large and dynamic nature of domestic market in the East Asian region, the export
growth in the region is sustainable. With growing consumerism and income in the
region, the intra-regional trade in the region is expected to grow. The development of
international brands in the region will be crucial to maintain the export competitiveness
in the region. In particular, the ASEAN countries have to develop key international
brands and locally linked multinational companies that drive greater trade and
investment in the region.

The importance of FDI for the long-term growth of the East Asian region is
clearly indicated in the study. Given that most of the R&D activities and new
technologies are concentrated in the developed countries, FDI forms an important
conduit for transfer of technologies to the region. However, it could be argued that given
the proprietary nature of FDI activities, there is less incentive for multinationals to
transfer key technologies to the domestic economy. It becomes more imperative that the
region develops key technologies to complement the FDI activities in the region. As the
development in the region reaches a sustainable level, the region has to develop strong
indigenous technologies to complement the flow of foreign technology into the
domestic economy through FDI activities.

The paper provides strong evidence that FDI and trade are important drivers of
economic integration in the region. Given there is strong evidence for long-term growth
in the regional through FDI and trade, it is important to reduce the barriers for greater
flow of trade and FDI in the region. In particular, there should strong emphasis to
reduce not only trade barriers but also to address the behind the border issues such as
technical barriers to trade and institutional barriers. This will enhance greater regional

integration through FDI and trade.

References

Ando, Mitsuyo. & Kimura, F. 2003, * The Formation of International Production and
Distribution Networks in East Asia’, Mimeo, Keio University, Tokyo, Japan.

Arndt, S.W. 2006, * Regional currency arrangements in North America, Working Paper’,
Oesterreichische Nationalbank, May.

Balasubramanyam, V. N., M. Salisu and D. Sapsford (1996). “Foreign Direct
Investment and Growth in EP and IS Countries”, Economic Journal 106(434):
92-105.

67



Basu, P., C. Chakraborty and D. Reagle (2003). “Liberalization, FDI, and Growth in
Developing Countries: A Panel Cointegration Approach”, Economic Inquiry 41(3):
510-516.

Blomstrém, M., R.E. Lipsey and M. Zejan (1996). “Is the Fixed Investment Key to
Economic Growth?”, Quarterly Journal of Economics 111: 269-276.

Branstetter, L. (2006). “Is Foreign Direct Investment A Channel of Knowledge
Spillovers?Evidence from Japan’s FDI in the United States”, Journal of
International Economics 68: 325-344.

Carkovic, M. and R. Levine (2005). “Does Foreign Direct Investment Accelerate
Economic Growth”, in Theodore H. Moran, Edward M Graham and Magnus
Blomstorm (eds.) Does Foreign Direct Investment Promote Development.
Washington DC: Institute for International Economics: 195-220.

Chang, P.L. 2005. “Trade, Foreign Direct Investment and Regional Competition: The
Case of Singapore”, in The Economic Prospects of Singapore, edited by W.T.H. Koh
and R.S. Mariano. Boston: Addison Wesley.

Choe, J. 1. (2003). “Do Foreign Direct Investment and Gross Domestic Investment
Promote Economic Growth?”, Review of Development Economics 7(1): 44-57.

De Mello, L.R. (1997). “Foreign Direct Investment in Developing Countries and
Growth: A Selective Survey”, Journal of Development Studies 34(1):1-34.

De Mello, L.R. (1999). “Foreign Direct Investment-led Growth: Evidence from Time
Series and Panel Data”, Oxford Economic Papers 51(1): 133-151.

Baxter, M. & Kouparitsas, M.A. 2005, ‘Determinants of Business Cycle Comovement:
A Robust Analysis’, Journal of Monetary Economics, vol.52, no. January, pp.
113-57

Baldwin, R. 2006, ‘The euro's trade effects’, ECB Working Paper, no. 594.

Carkovic, M. & Levine, R. 2003, ‘Does Foreign Direct Investment Accelerate
Economic Growth?” Working Paper, University of Minnesota.

Darvas, Z., Rose, A. & Szapary, G. 2005, ‘Fiscal divergence and business cycle
synchronization: irresponsibility is idiosyncratic’, Working Paper, no. 11580,
National Bureau of Economic Research, Cambridge, MA.

Engle, R. F. & Granger, C. W. J. 1987, ‘Co-integration and error correction:
Representation, estimation and testing’, Econometrica, vol.55, no.2, pp. 251-276.
Fidrmuc, J. 2004, ‘The endogeneity of the optimum currency area criteria, intra-industry
trade, and EMU enlargement’, Contemporary Economic Policy, vol. 22, pp. 1-12.
Fidrmuc, J. & Korhonen, I. 2009, ‘The Impact of the Global Financial Crisis on

Business Cycles in Asian Emerging Economies’, The Journal of Asian Economics,

August 7.

68



Fidrmuc, J., Korhonen, [.& Batorova, 1. 2008, ‘Dynamic Correlation Analysis of
Business Cycles of Selected Emerging Countries’, Department of Economic,
University of Munich.

Frankel, J. A. & Rose, A. K. 1998, ‘The Endogeneity of the Optimum Currency Area
Criteria’, Economic Journal, vol. 108 (July), pp. 1009-25.

Gill, Indermit & Homi Kharas. 2007, ‘An East Asian Renaissance: ldeas for Economic
Growth’, World Bank, Washington, DC.

Gorg, H. and D. Greenaway (2004). “Much Ado about Nothing: Do Domestic Firms
Really Benefit from Foreign Direct Investment?”, World Bank Research Observer
19(2): 171-197.

Greenaway, D., D. Sapsford and S. Pfaftenzeller (2007). “Foreign Direct Investment,
Economic Performance and Trade Liberalization”, World Economy 30(2): 197-210.

Hsiao, F.S.T. & Hsiao, M. C.W. 2006, ‘FDI, exports, and GDP in east and southeast
Asia-Panel data versus time series causality analyses’, Journal of Asian Economics,
vol. 17(2006), pp. 1082-1106.

Imbs, J. 2004, ‘Trade, Finance, Specialization, and Synchronization’, Review of
Economics and Statistics, vol. 86 (August), pp. 723-34.

Imbs, J. 2006, ‘The Real Effects of Financial Integration’, Journal of International
Economics, vol. 68 (March), pp. 296-324.

Im, K.S., Paseran, M.H., & Shin, Y. 2003, ¢ Testing for Unit Roots in Heterogeneous
Panels’, Journal of Econometrics , vol. 115, no.1, pp. 53-74.

Inklaar, R., Jong-A-Pin, R. & de Haan, J. 2008, ° Trade and business cycle
synchronization in OECD countries, a re-examination’, European Economic Review ,
vol. 52, pp.646-666.

Johansen, S. 1988, ‘Statistical Analysis of Cointegration Vectors’, Journal of Economic
Dynamics and Control, vol. 12, no. 2-3, pp. 231-254.

Johansen, S. 1991, ‘Estimation and hypothesis testing of cointegration vectors in
Gaussian vector autoregressive models’, Econometrica, vol. 59, pp. 1551-1580.
Krugman, P. R. 1980, ‘Scale economies, product differentiation, and the pattern of

trade’, American Economic Review, vol.70, no.5, pp. 950-959.

Kalemli-Ozcan, S., Sorensen, B. & Yosha, O. 2001, ‘Economic integration, industrial
specialization, and the asymmetry of macroeconomic fluctuations’, Journal of
International Economics, vol. 55, pp.107-137.

Kenen, Peter. 2000, ‘Currency Areas, Policy Domains, and the Institutionalization of

Fixed Exchange Rates’, Princeton University, April.

69



Kose, M. A, Otrok, C.& Whiteman,C. H. 2003, ‘International Business Cycles: World,
Region, and Country-Specific Factors’, American Economic Review, vol. 93
(September), pp. 1216-39.

Kose, M. A., Otrok, C., Prasad, E. 2008, ‘Global Business Cycles: Convergence or
Decoupling?’, Working Papers No. 14292, National Bureau of Economic Research,
Cambridge.

Krugman, P. R. 1993, ¢ Lessons of Massachusetts for EMU’, in F.Torres & F.Giavazzi
(eds.) Adjustment and Growth in the European Monetary Union, Cambridge:
Universi-ty Press and CEPR, Cambridge, pp. 241-261.

Kumakura, M. 2006, ¢ Trade and business cycle co-movements in Asia-Pacific’, Journal
of Asian Economics, vol. 17, pp. 622-645.

Levin, A., Lin, C. F. & CHU, J. 2002, ‘Unit Root Tests in Panel Data: Asymptotic and
Finite Sample Properties’, Journal of Econometrics, vol.98, pp. 1-24.

Leung, S. 1997, ‘Financial deregulation and trade expansion’, in East Asia Trade after
the Uruguay Round, Cambridge, pp.78-97.

Pedroni, P. 2004, ¢ Panel cointegration. Asymptotic and finite sample properties of
pooled time series tests with an application to the PPP hypothesis’, Econometric
Theory , vol. 20, pp. 597-625.

Pedroni, P. 1999, ‘Critical values for cointegration tests in heterogeneous panels with
multiple regresions’, Oxford Bulletin of Economics and Statistics, 61, 653-678.
Pesaran, M.H. and Smith, R. 1995, ‘Estimating long-run relationships from dynamic

heterogeneous panels’, Journal of Econometrics, vol. 68, pp. 79-113.

Pesaran, M H, Y. Shin and R. Smith 1999, ‘Pooled mean group estimation of dynamic
heterogeneous panels’, Journal of the American Statistical Association, 94 (446),
621-634.

Thangavelu, S.M., Yong Yik Wei, and Aekapol Chongvilaivan 2009, ‘FDI, Growth, and
Asian Financial Crisis: The Experience of Selected Asian Countries’, forthcoming in
The World Economy.

UNCTAD 2001, World Investment Report 2001, United Nations, New York and
Geneva.

World Bank 2005, Global development finance. Mobilizing finance and managing
vulnerability. Part I. World Bank, Washington, DC.

Zhang, K. H. (2001). “Does Foreign Direct Investment Promote Economic Growth?
Evidence from East Asia and Latin America”. Contemporary Economic Policy
19(2): 175-185.

70



Appendix
TablelA: Results of Panel Unit Root Tests for East Asian Countries

Levels Difference

LLC IPS LLC IPS
East Asia (13 countries)
GDP -1.014 5.304 -7.495% -8.159*
FDI -1.381 -0.584 -15.520* -16.533*
Export 0.894 5.986 -13.349%* -13.061*
ASEAN plus 6 (15 countries)
GDP 1.893 2.188 -6.417* -8.770%*
FDI -1.493 -0.809 -17.325% -18.587*
Export 1.815 6.890 -13.887* -13.847*
ASEAN plus 3 (12 countries)
GDP 1.226 5.502 -6.844* -7.581*
FDI -1.235 -0.610 -15.545% -16.626*
Export 1.123 6.042 -12.923* -12.698*
ASEAN (9 countries)
GDP 2.572 6.305 -6.505%* -6.570%*
FDI -0.474 -0.313 -15.915%* -15.031*
Export 1.210 5.081 -10.487* -10.695%*

*- 1 percent level of statistical significance

Table 2A: Results of Panel Cointegration for East Asian Countries

East Asia ASEAN plus 6 ASEAN plus 3 ASEAN
Panel v-statistic -0.656 -1.399 0.007 -0.647
Panel p-statistic -3.454% -0.573 -3.360* -3.277%*
Panel #-statistic -5.823* -1.412 -2.027* -2.560*
Group p-statistic | -3.718* -0.560 -3.713* -3.714*
Group #-statistic -2.773%* -1.986%** -2.728%* -4.119*%

*- 1 percent level of statistical significance, **- 5 percent level of statistical significance, ***- 10
percent level of statistical significance

Table 3A: Pooled Mean Group Estimation for East Asia

East Asia ASEAN plus 6 ASEAN plus 3 ASEAN
FDI 0.810% 1.030 2.110% 2.540*
Export 3.780* 2.770% 5.680* 5.310*
Error Correction Tg -0.0002** -0.0001 -0.0006** -0.0008*

*- 1 percent level of statistical significance; **- 5 percent level of statistical significance.
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Trade, FDI, Regional Integrationin
East Asia

Shandre M. Thangavelu
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Introduction

* Increase in economic integration

ASEAN, ASEAN plus 3, ASEAN plus 6, EU, NAFTA,
MERCOSUR, SAARC, P-4 (APEC), P-8(APEC)

* Economic integration is a medium to long-run
phenomenon

* It can occur through trade (factor mobility) and
investment (FDI)
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Economic Integration

Production network and Global value-chain
production (Gill, 2007; Ando and Kimura, 2003)

Dueto regionalization and regionalism

Regionalization: close proximity to production
networks, scale economies and other
agglomeration economies thataffect the cost
structure of intermediate inputs
Regionalism:lowtrade barriers, efficient duty
drawback regime for exports, encouragement of
export oriented FDI, good logistics and labour
wage differentials

Economic Integration: ASIA

Vertical production network (Ando and Kimura,
2003)

Production linkages and spillovers from FDI
activities

Intra-industry trade

Greater FDI activities

Greater Export activities

Objective of the study

Examine the long-run relationship between
trade, FDI and GDP growth in the East Asia
region employing the dynamic panel
technigues of 16 East Asian countries over the
period 1980 to 2007

Regional integration by examining key regional
groupings: East Asia, ASEAN, ASEAN plus 6,
ASEAN plus 3
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Figure 1: FOI Inflows to Waorld Total FDI

Inflows (%4), 1970-2007

wi

Aversgs FDI ts Ward O infisws (%]

T piim
Toeoe TR TATER
afric zoes z.80%
Latin Amaric TEN AT
Sac: Azl 1E54% FESTRH
Sous Axis aTTH 1.38%
South-Eart Axla TN S
Horen Amarics L3E% 1E.88%
‘Stnan BN T2E%

TOREEE

Tabile 3: Average FDI Infowsto Total W orkd FDU infiows £ forEast Azia,

19522007
1323-1227 13232007
China 10352 B
Hang Kang .35 212
ndanesia 11z on
¥aras L) 0ss
WaEaE .08 040
Philippines 043 014
Singapore .38 152
Takaan o4z o=z
Thatlznd T o=
Wistnam 0.0 oz

FDI, Exports and GDP Growth

Figure 2: GDP Growth and FDI Inflows
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Figure 3: GDP Growth and Export in
East Asia (excluding Taiwan) from

1980-2007
o
E 20 O’
‘i 10 * * »
g 0 s o& -~
8 00 3 a 3 s 10 4% 14 16
+ b
-20
Log Export y= -0.0624x+ 6.403

R*=0.0015

GEPGmwth{%!

Figure 4: GDP Growth and FDI Inflows
in ASEAN plus 6 from 1980-2007
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Figure 6: GDP Growth and FDI Inflows
in ASEAN plus Countries from 1980-
2007
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Figure 7: GDP Growth and Export in
ASEAN plus 3 Countries from
1980-2007
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Dynamic Panel Methodology

Explores the long-run impact of FDI and trade
among ASEAN, ASEAN plus 3 and ASEAN plus
6 groupings in the panel VAR framework

Panel Unit Roots Test: Im, Pesaran and Shin
(2003) and Levin, Lin and Chu (2002)

Panel Cointegration Test of Pedroni (1999)

Pooled Mean Group Estimator of Pesaran et al.
(1996)

77




Pooled Mean Group Estimator (PMG)

Vector Autoregressive Error Correction
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Key Results: Panel Unit Root Tests

Tableld: Results of Panel Unit Root Tests for East Asian Countries

| Levels | Di fference
LLC | 1PS | LLC [ IPS.
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Export 1.133 £.042 -12.823° -12. 658"
ASEAN [8 countries)
GDF 1.572 £.305 -6.505% -6.570"
FDI 0.474 0313 -15.515" -15.031"
Export 1.210 5,081 -10.487° -10.655%

T2 prment ime of alatatoal sgadeane

1. Results: Stationarity after differencing

Results: Panel Cointegration Test

Table 24: Results of Panel Cointegration for East Aslan Countries

East Asia ASEAN plus & ASEAN plus 3 ASEAN
Panel wstatistic | -0.656 -13% 0007 0647
Panel p-statistic |-3.454* .58 -3360* -3277
Panel tstatistic | -5.823% -L412 -2027* -1.560°
Group pstatistic |-3.718* 0.560 713 -1714%
Group tstatistic |-2.773%¢ -Loggtes -1728% -4.119¢

*- 1 parcent level of satistical significance, *=- 3 percent evel ofsmtatical signfoance, * **- 10 percant lave
of staetel sgnifiance

1. Long-runequilibrium for East Asia, ASEAN plus 3
and ASEAN

2.  Noor weak existence of long-run equilibrium for
ASEAN plus 6
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Result: Pooled Mean Group Estimator

Table 3A: Pooled Mean Group Estimation for East Asia

East Asia ASEANplus & ASEAN plus 3 ASEAN
FDI 0.810* 1.030 210t 2.540*
Export 3780 1770 5.680* 5.310*
Emror Comection -00002H -0.0001 -0.0006** -0.0008*
Term
*-1percentlevel of stztistcel sgnifcance: *"- 5 percent Ieel of stz ica sgntience.

Reject the null of no long-run relationship from FDI,
Export to GDP for East Asia, ASEAN plus 3 and ASEAN

. Stronger impact from FDI and Export to GDP for ASEAN
and ASEAN plus 3: stronger production network

Conclusion

Results support a positive and statistically
significant equilibrium relation between FDI
and export on GDP growth for East Asia,
ASEAN plus 3 and ASEAN

Due to the presence of intra-industry trade,
thereby supporting the production network
and value-chain production structure

No long-run relationship in the ASEAN plus 6

for both the panel cointegration tests and also
inthe PMG estimation.

Conclusion
ASEAN plus 6:

— Need to reduce trade and institutional barriers

— Potential for greater regional trade

ASEAN plus 3: Need to reduce behind border
issues and greater institutional integration

Importance of “Export-Led” growth and FDI for
growth in the region

Importance ofindigenous technology for growth
Complementary effects between FDI and Export
ASEAN needs more local MNCs and global Brands
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Trade, FDI and Regional Integration in East Asia

E13%3& :Kazuhiko Yokota
(Associate Professor at School of Commerce, Waseda University)

Thank you, Mr. Chairman. And thank you, Professor Thangavelu, for a very interesting
presentation. Let me start by summarizing your paper.

His paper was on a study of evolution of trade, FDI, and GDP growth in the
ASEAN region over the past 27 years. Then it also studies a causal relationship between
international trade and GDP growth, using a time-series technique, actually panel and
time-series technique.

Then the paper shows that exports, FDI, and GDP growth in all groups are
integrated of order 1, I(1), and also are cointegrated with one another. That means that
these three variables have a long-term relationship.

However, the most interesting point in his paper is that the long-term
relationship is identified only for ASEAN and ASEAN Plus Three but not for the
ASEAN Plus Six countries.

Hence, the paper concludes that there are large impacts of exports and FDI on
GDP growth for ASEAN and ASEAN Plus Three. The paper suggests the importance of
a production network, as well as supply-chain networks, in this area.However, in the
case of ASEAN Plus Six, the study finds no evidence of any long-term relationships
among international trade, FDI, and GDP growth.

So the author suggests that it might be due to a large difference in national
income and the difference in development stages in these areas.

The paper also suggests that exports and FDI are important factors in driving
economic growth and East Asian integration.

So now I would point out some missing issues in this paper. The first thing is
that I would like to see detailed data and a description, which is particularly important
when doing a time-series analysis. Second is information. I would also like to see an
explanation about processes by empirical studies, such as information or lag length
when he uses unit-root tests and causality tests. But these two are relatively minor
points among my comments.

The third one, which is a very important point, is that the economic story that is
underpinning the empirical study is not perfectly clear to me. So the story to explain the
causal relationship among international trade, FDI, and economic growth is important to

clarify the characteristics of ASEAN regional integration.
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Next, I would show several important points whenever we consider the East
Asian region and integration. The first graph shows the trends of FDI stock. It shows
world trends and East Asian trade of FDI stock. You can clearly see that it shows that
the FDI stock in East Asia has become 34 times larger in 2007 than in 1980, while it has
become 20 times larger worldwide over the same period.

Next is the trade data. What do the trade data tell us? This one shows world
trade, and this one is East Asian trade. You can see from these figures on East Asian
trade that we have a unique characteristic, which is a large amount of trade of
intermediate goods.

These facts suggest that a large number of MNEs in East Asia have created
vertical production networks, as Dr. Thangavelu suggested, mainly between home and
host countries.

Finally, I would like to show an important point when we consider the East
Asian region, that is the leading sector in trade of intermediate goods is the electrical
machinery sector. Actually, the trade volume in intermediate goods in the machinery
sector became more than 100 times from 1980 to 2007. .

So if we consider this unique characteristic of East Asia, we have a hypothesis
that FDI induces trade in intermediate goods in East Asia, because of the vertical
production networks or supply-chain networks, as Dr. Thangavelu suggested. And the
activities of MNEs expand production and the trade in intermediate goods in East Asia,
especially in ASEAN countries and China.

But at the same time, we have to address two important issues about East Asia.
The first is that the key industry is electrical machinery, and the second is that China
and Japan play major roles in this area, especially in trade in intermediate goods.

Taking these points into consideration, I would like to give a brief conclusion.
This paper tackles a very interesting topic. However, to reinforce the conclusion of the
paper, you may have an attractive hypothesis that can explain the relationships among
international (especially intermediate) trade, FDI, and economic growth.

And in that case, the hypothesis should contain the differences in type of
international trade, such as intermediate goods, primary goods, and consumption
goods (final goods), as well as industry characteristics, since we have seen that the
leading sector in this area is the electrical machinery sector.

The last one is country-specific factors, especially with regard to China and
Japan. China and Japan are major players in the East Asian region and have a large
amount of trade in intermediate goods.

So, these are the comments I should raise today. I guess time is up now, and |

should stop here.Thank you.
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[Power Point]
Trade, FDI and Regional Integration in East Asia

### :Kazuhiko Yokota
(Associate Professor at School of Commerce, Waseda University)

Discussion of
“Trade, FDI, Regional Integration in East Asia”
by

Shandre Mugan Thangavelu

Discussant: KazuhikoYokota
Waseda University

GIAR! Confarance
Waseds December 4 2009

This Paper

* Documents in great detail the evolution of trade, FDI,
and GDP growth in Asian region over the last 27 years

* Investigates causal relationship between export, FDI and
GDP growth in Asian region using panel time series
technique.

+ Showsthatexport, FDI, and GDP growth in all groups
are I(1), and that these three time series variables are
cointegrated one anotherin all groups except for
ASEAN+G.
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The Paper concludes

+ There are large Impacts of export and FDlon GDP
growth in ASEAN and ASEAN+3, due to intra-industry
trade, production network, and value-chain network.

* Thereis no evidence of any long-run relationship
between export or FDIand GDP growth in ASEAN+G_ It
might be dueto large difference in national income and
development stage among countries.

+ Exportand FDI are important factors in East Asian
region.

What are missing

+ Detfailed data description which is particularly important
intime series analysis

+ Explanations about actual processes of empirical studies,
such as lag-length of unit root test.

+ Explanation —an economic story — underpinning the
validity of empirical study. A story that explains the
causal relationship among export, FDI, and economic
growth.

FDI Data tell us

Trend of FDI Stock (1980=1)

— Weorld

—East Asia
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Trade Data tell us
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A Possible Story is

« FDlinduces intermediate goods trade in East Asia because of
vertical production network or fragmentation

= MNE's activities expand production as well as intermediate goods
export in East Asian region, especially in ASEAN and China

But we have to consider:

= Keyindustry is electric machinery
* China — production or export base, and large market

Bottom line

* This paper tackles an interesting topic

+ Butit needs an attractive hypothesis —story- that
explains relationship between export, FDI and economic
growth.

* Hypothesis needs to contain the difference in the type of
trade, difference in the industry, and difference in country,
especially China.
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5@@??0%@iﬁﬁ%%ﬁﬁ@L\%m#ﬁﬁﬁﬁ%%kgbfwé®ﬂ
E9 &S Z &% Shandre S ANTRGFELZ LT, ASEAN+3 & ASEAN Tid¥%
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Thank you, Mr. Chairman. I have a question on Figures 2, 5, and 7 of the
presenter’s draft. These figures show that there is almost no statistical
relationship between GDP growth and exports.

But I think that it’s a little bit strange. Economic theory and our
experience show that export is one of the most important driving forces of
growth. So what is the problem with this chart?

I think the horizontal line should be replaced with the growth rate
of exports, not the total value of exports. I recommend that growth rate of
exports year by year is more appropriate because we know that the growth
rate of GDP mostly depends on the growth rate of exports each year, for

almost all countries. Thank you very much.

EYLHONREITZINET, ENTIEL YD LERILIZWERN S-S L b
N LEEATNE S, FFEOBEEZRRH D EFTDOT, v FT7SADITD
MHEZLNDHDIZONTEZLTLTEIN, R, Bl T — ¥ DHEIC
EINI A M=V =RNHEDMN, EINHI T FIVERHDLDON, EHNH &
MEETWNDLONEND ZEEFRFFHEND XVIEXT 4 A7 VT T 4 71T,
FELTHDHZD eV BnET,
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Shandre :

Thank you for the comments.

Yes, with regard to the data on inter-industry and intermediate
goods trade, it important to think about the impact of intermediate goods
trade on integration. However, it is difficult to obtain consistent trade data
over a very long period of time. It is also difficult to obtain disaggregated
export and FDI data by industry and countries.

But the story in terms of how integration is occurring and how
integration is occurring in medium- to long-term is a very important issue.
The focus of the paper is to study the medium and long-term economic
integration. The paper collects time-series data and study the impact of
different country groupings on economic integration in panel data
framework.

With respect to the data and the exports, the graphs simply show
the level effects on growth. The growth effects are just as important as the
level effects.

The dynamics of exports is based on the conglomerate effects of
trade and how each country is trying to increase the level of exports and
drive growth. The level effects are as important as the growth effects.
These are shown in the graphs.

In fact, it is important to highlight that the level effects are long
term effects on output growth and this clearly shown in my econometric
model. The results show that there is a long-term relationship that comes
from FDI and export growth. So the study quite nicely separates all the
growth and the level effects.

So let me conclude with one last comment, which is that the
region itself is very much driven by FDI. And although FDI in machinery
and electrical goods are equally important, there are only one or two
countries such as Japan and Korea that are actually driving the
technological development. China is just emerging and starting to develop
its own technology. But China is going to take a very long time to develop
its technology.

The countries that are really driving technology in the region are
Japan, Korea, and Taiwan. And again, the technology they are driving is
very much applied, end-of-the-cycle kind of technology, whereas most of
the important technology is still technology from the developed countries.

So if you really to discuss about economic integration, the region

itself has to develop very strong technology. I still think that the key
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countries that are going to drive the integration in the region in terms of

inter-industrial trade and in terms of keeping export momentum going are
Japan, Korea, and Taiwan. Thank you.

T E2bHVNEL I TINE L, BEDI AL N TH D, BATHIZ2 1 TORHZE
&M HIRA TIT > T BENRH D & | £ 9 TRITIITARE A 22 UG & 1
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The New Wave of Regional Integration and East Asia
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Fukunari Kimura
(Professor, Faculty of Economics, Keio University
Chief Economist, Economic Research Institute for ASEAN and East Asia (ERIA)

Very preliminary draft

Abstract

This paper provides an overview on the recent development of FTA networking in
extended East Asia and assesses the quality of FTAs with novel information on the
utilization of FTAs, rules of origin, WTO plus elements, and others. It finds that East
Asian FTA networking has been an effective driving force of promoting freer trade and
investment, particularly through further activating international production networks.
The paper also provides an overview of recent explosive increases in intra-regional and
inter-regional exports by East Asia, which suggests the possibility of evaluation of FTA
networking in a wider scope. The paper concludes that East Asia and Asia-Pacific may

become a focal point of multilateralizing regionalism.

Key words: regionalism, free trade agreements, rules of origin, the World Trade

Organization, political economy of trade policies

JEL classification: F13, F15
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1. Introduction

The year 2009 became an epoch-making year. In February, the agreement
establishing ASEAN-Australia-New Zealand Free Trade Area was signed. In August
2009, ASEAN-India Trade in Goods Agreement was also signed. These set the
completion of ASEAN+1 FTA networking in extended East Asia that includes
ASEANIO + 6. The next step of East Asian economic integration must surely be
accompanied with FTAs among Japan, Korea, and China, which is likely to take time
for a while. It is thus a good timing to evaluate what has been accomplished.

Economists’ views on overlapping bilateral FTAs have recently changed
drastically. In the past, the complication due to overlapping bilateral FTAs was
emphasized as a major shortfall of regionalism, and the necessity of FTA consolidation
was strongly claimed. However, a number of recent empirical evidences suggest that
the complexity of trade regime may not necessarily deter international trade, and the
effect of promoting trade liberalization by the sequence of FTA negotiations starts being
rather appreciated. FTA networking in an open setting may now link to a new wave of
regionalism, and “multilateralizing regionalism” (Baldwin (2006)) is not regarded as
impossible dream anymore.

FTAs in East Asia are more practical and pragmatic than those in other parts of
the world. There exists a strong background in de facto economic integration, namely
the unprecedented development of international production networks. The FTA
networking in East Asia could be a predecessor of the new wave of regionalism with
new development strategies.

This paper tries to assess the accomplishment of FTA networking along the line
of possible multilateralizing regionalism in the future. It first provides an overview on
the current status of FTA networking in East Asia and Asia-Pacific. Then it reviews
the existing evaluation of FTA networking from a practical viewpoint. After than, a
sketchy observation on recent international trade data is presented in order to set up a
possible new approach of evaluating FTA networking with a wider scope. Concluding

remarks follow.

2. Current status of FTA networking in extended East Asia and Asia-Pacific

FTA networking in extended East Asia, i.e., ASEAN+6, is a relatively recent
phenomenon. Table 1 presents the evolution of FTA networking in this region,
showing the years of FTA conclusion as well as those when the FTAs became effective.
Although the contents of these FTAs widely vary, the hub-and-spoke system of FTAs
centered by ASEAN is now completed; six countries, i.e., Japan, Korea, China, India,
Australia, and New Zealand, are connected with ASEAN by FTAs.
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Table 1 FTA networking in extended East Asia

(As of November 2009)

Japan Korea China ASEAN India Australia Z::;; a
Brunei Indonesia | Malaysia  Philippines | Singapore | Thailand Vietnam CLM
Japan A ©:2008- | ©:2008 | ©:2008 | @:2006 | ©:2008 | @:2002 | ©:2007 © (e) (®)
(suspended)
Korea A ©: 2007 - ©:2006 © o o
(suspended)
China A A ©:2005 - ©: 2009 A ©) ©: 2008
ASEAN ©:2008 - | ©:2007 - | ©:2005 - © ©:2010- | ©:2010-
Brunei ©: 2008 ©: 2006
Indonesia | @©: 2008 A
Malaysia || @: 2006 (0] (0] ©
Philippines | @©: 2008
Singapore || @:2002 | @:2006 | ©:2009 ©:2005 | ©:2003 | ©:2001
Thailand || @: 2007 A ©:2005 | ©: 2005
Vietnam ©
CLM
[ndia (o] © A (©] (o] ©: 2005 A A A
Australia o (e} (e} ©:2010- A (o] ©:2003 | ©:2005 A
[New
Zcaland (o] ©:2008 | ©:2010- | ©:2006 © ©:2001 | ©:2005 A
Notes: ©: signed or being effective, O: under negotiation or agreed to negotiate, A: feasibility study or preparatory talks. The year indicates when the concerned FTA was in force. "-" after the year means that

some ASEAN countries are under the corresponding FTAs in force and other countries follow later. Dark blue indicates FTAs signed before or in the 1990s, blue indicates FTAs signed in the first half of the 2000s,
and light blue indicates FTAs signed in the second half of the 2000s. For some FTAs, their status in this table is based on the agreement of trade in goods; negotiations may be still ongoing over other areas such as

investment and services even if the agreements are identified as those signed or being effective here. The year in parenthesis shows the year for the corresponding ASEAN country to be the member of

ASEAN/AFTA.
Sources: Websites of trade ministries in each country and others including JETRO website (http://www jetro.go.jp/world/).

ASEAN has taken a lead in the process by trying to stay in the driver’s sear of East
Asian economic integration. ASEAN concluded ASEAN Free Trade Area (AFTA) in
1992 and accelerated trade liberalization after the Asian currency crisis in the latter half
of the 1990s. Tariff removals among six original members will be completed in
January 2010 with very few exceptions. ASEAN now seeks deeper economic
integration under the initiative of ASEAN Economic Community (AEC).

A big gap is the lack of FTAs among Japan, Korea, and China though we do not see any
sign for immediately initiating FTA negotiations. Both EAFTA (“East Asian Free
Trade Area” consisting of ASEAN+3) and CEPEA (“Comprehensive Economic
Partnership in East Asia” including ASEAN+6) study groups submitted their final
reports to their Economic Ministers Meetings in August 2009, which decided to upgrade
these initiatives to track 1 (G-to-G level). However, the timing of initiating formal
negotiations was not specified. The enthusiasm of consolidating overlapping FTAs is
now obviously weakened at least temporarily, and the current hub-and-spoke system is
likely to be preserved at least in the coming few years.

Asia-Pacific, partially overlapped with extended East Asia, is also an active region of
FTA networking. Figure 1 shows a current status of FTA networking among nine
APEC (Asia-Pacific Economic Cooperation) countries; they include seven OECD

(Organisation for Economic Co-operation and Development) countries, Singapore, and
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Chile. Out of 36 bilateral combinations, 20 pairs are connected by FTAs, and 9 pairs
are negotiating over FTAs. In the recent APEC meetings, US-proposed FTAAP
(APEC-wide FTA) has been on agenda. In addition, the Trans-Pacific Partnership
(TPP) initiative was started by P4 countries (Brunei, Chile, New Zealand, and
Singapore; an FTA among them was being effective in 2006), and the Obama
Administration in the US announced (confirmed) to participate in the negotiation in
November 2009. The TPP negotiations, involving Australia, Brunei, Chile, New
Zealand, Peru, Singapore, the US, and Vietnam, are now supposed to have the first
meeting in Australia in early 2010. Furthermore, the Prime Minister of Australia,
Kevin Rudd proposed a new model for expanded regional cooperation called Asia
Pacific Community in November 2009.
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Fugure 1
FTA networking among Asia—Pacific developed countries
(As of November 2009)

Japan

Singapore Us

Australia

NZ Chile

: Being signed and/or being in force
: Under negotiation or being agreed to be negotiated

Sources: Web papges of trade ministries in each country and others.

Table 2 presents the progress of Japanese negotiations over FTAs. As of
November 2009, eleven FTAs have been concluded and entered into force, which cover
seven individual ASEAN countries, ASEAN as a whole, two Latin American countries,
and Switzerland. Negotiations are going on with GCC, India, Australia, and Peru.
Negotiation with Korea has been suspended since November 2004. The completion of
FTA networking with ASEAN countries in a short period was a notable accomplishment.
However, further extended FTA strategies in Asia-Pacific are in serious difficulty
because of agricultural protection; with keeping the current level of protection, there is
no hope of concluding FTAs with major countries such as Australia, the US, and

Canada.
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Table 2
Japan's FTA negotiations
(As of November 2009)

Counterpart Negotiation started Agreement signed Entry into force
Singapore 01/2001 01/2002 11/2002
Mexico 11/2002 09/2004 04/2005
Malaysia 01/2004 12/2005 07/2006
Chile 02/2006 03/2007 09/2007
Thailand 02/2004 04,2007 11/2007
Indonesia 07/2005 08/2007 07/2008
Brunei 06/2006 06/2007 07/2008
ASEAN 04/2005 04/2008 12/2008- *
Philippines 02/2004 09/2006 12/2008
Switzerland 05/2007 02/2009 09/2009
Vietnam 01/2007 12/2008 10/2009
GCC 09/2006
India 01/2007
Australia 04/2007
Peru 05/2009
(Korea) 12/2003 (11/2004: negotiation suspended.)

*: Being effective with Singapore/Laos/Vietnam/Myanmar in December 2008,
Brunei in January 2009, Malaysia in February 2009, and Thailand in June 2009.
Source: MOFA, GOJ (http://www.mofa.go.jp).

3. 3. The evaluation of FTA networking in extended East Asia

Let us now examine and evaluate the contents of FTAs in extended East Asia.
First, we will review the background of FTA networking in the region, particularly from
the historical viewpoint of the interaction between de facto and de jure economic
integration. We will then assess various aspects of the liberalization of trade in goods
and other policy modes. At the end, the interpretation in the context of political

economy will be presented.
(1) De facto and de jure economic integration in East Asia

In East Asia, de facto economic integration head-started before de jure

economic integration. The most significant event on the side of de facto economic
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integration was the formation of international production networks from the beginning
of the 1990s. Although cross-border production sharing and off-shoring/outsourcing
to less developed countries (LDCs) are observed in the US-Mexico nexus, the
Western-Eastern Europe, and other regions, international production networks in East
Asia are distinctive in (i) their significance for each economy in the region, (ii) their
extensiveness in covering many countries and regions at the same time, and (iii) their
sophistication in combining various types of intra-firm and arm’s length (i.e., inter-firm)
transactions.’

The formation of international production networks was backed up by rich
series of piecemeal policy reform. In the mid-1980s, Thailand and Malaysia during a
recession made a significant step of policy changes for inward foreign direct investment
(FDI). Other ASEAN countries followed them with time lags of several years. In
order to attract FDI, these countries openly listened to various requests raised by
multinationals for trouble-shooting and accumulated piecemeal investment
liberalization and facilitation. In addition, the initiative of information technology
agreements (ITA) supported by APEC and WTO realized free trade in
semiconductor-related electronic parts and components in the latter half of the 1990s.
Note that these policy reforms were not based on regionalism but primarily on unilateral
liberalization. AFTA was concluded in 1992 but provided a mere advertisement effect
in attracting FDI in order to compete with China emerging as a strong FDI attractor.
The actual trade liberalization based on AFTA was minimal until the end of the 1990s.

Regionalism in East Asia went up to a center stage after the Asian currency
crisis.  ASEAN started to make a collective effort to keep incoming FDI by
accelerating its integration process and to incorporate latecomers in ASEAN. East
Asia as a whole acted together to establish an anti-crisis vehicle in international
financial cooperation and ended up with the establishment of the Chiang Mai Initiative.
The effort of forming FTAs was launched by the Japan-Korea talk in 1998, followed by
the formation of Northeast Asia and ASEAN FTAs. The last three countries in
extended East Asia, namely Australia, New Zealand, and India, also recently deepened
their relationship with ASEAN.
FTA negotiations were largely motivated by the existing de facto economic integration
in the region. In the negotiation process of these FTAs, major agenda became (i) the
restructuring of import-substituting industries such as automobiles, domestic electric
appliances, iron & steel, and petrochemicals by removing remaining trade barriers and

(1) the further activation of intra-regional production networks by conducting trade/FDI

6 As for the characteristics of East Asian production networks and the background policy
environment, see Ando and Kimura (2005) and Kimura (2006).
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liberalization and facilitation. These will reflect the contents as well as the usage of

FTAs in the region.

(2) Liberalization of trade in goods

Liberalization coverage

One of the obvious criteria for evaluating the quality of FTAs is the degree of
the cleanness of liberalization for trade in goods. Reflecting the hub-and-spoke system
of FTAs centered by ASEAN, the liberalization coverage of FTAs varies with AFTA the
highest.

AFTA was concluded as a FTA under the enabling clause of the WTO and did
not follow all the disciplines that the WTO imposed. A major deficiency is the length
of interim agreement. The WTO asks countries to complete substantially all the trade
liberalization within ten years.” In the case of AFTA, since the initiation of tariff
reduction in the early 1990s, already more than 15 years have passed. However, the
liberalization coverage of the Common Effective Preferential Tariff (CEPT) scheme of
AFTA that specifies gradual tariff reduction schedule is pretty high. Under the CEPT
scheme, each member country classified traded commodities into the inclusion list (IL),
the temporary exclusion list (TEL), the general exception list (GEL), and the
sensitive/highly sensitive list (SL/HSL) and gradually moved items from TEL, GEL, or
SL/HSL to IL. By now, the original member countries, i.e., Brunei, Indonesia,
Malaysia, the Philippines, Singapore, and Thailand, have eliminated TEL and have
retained GEL and SL/HSL only for very limited commodities (less than 1%).
Commodities in IL are now with 0-5% tariffs, which are also supposed to be zero by
2010.>  Although AFTA has been criticized as a lenient FTA for long, it turns out to be
a clean FTA in terms of the liberalization coverage.” In addition, ASEAN recently
harmonized traded commaodity classification up to the most detailed level.

ASEAN-China FTA (ACFTA) and ASEAN-Korea FTA (AKFTA) apply similar
tariff reduction scheme to CEPT though they are less clean than AFTA in the

liberalization coverage. ACFTA started lowering tariffs under the interim agreement

71947 GATT XXIV5(c) stated “reasonable length of time,” which is further specified as “10 years”
by the Understanding on the Interpretation of Article XXIV of the General Agreement on Tariffs and
Trade 1994.

8 Latecomers of ASEAN, i.e., Vietnam, Laos, Myanmar, and Cambodia, are supposed to eliminate
tariffs for almost all commodities by 2015 or 2018.

? As of August 2008, the percentage of tariff lines with zero tariffs is 85.4% in Brunei, 80.0% in
Indonesia, 82.6% in Malaysia, 82.9% in the Philippines, 100% in Singapore, and 80.0% in Thailand,
which clear the interim target of 80%. The average tariff rates are 1.95% for ASEAN10 and 0.97%
for ASEANG in 2008. See JETRO (2009, p. 24).
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in July 2005 while the so-called Early Harvest Program for agricultural and fishery
products (HSO01-08) was implemented from January 2004. The interim agreement
classified commodities other than those under the Early Harvest Program into (i) normal
track 1, (i1) normal track 2 (within 150 items), (iii) sensitive track (less than 400 items
and less than 10% of trade values), and (iv) highly sensitive track (less than 100 items
and less than 40% of items in the sensitive track). The due dates for tariff elimination
are 2010 and 2012 for (i) and (ii), respectively. For (iii), the existing tariffs can be
retained until the end of 2011, will be reduced to less than 20% by 2012 and 0-5% by
2018. As for (iv), tariffs should be reduced to less than 50% by the beginning of 2015.
Items classified in sensitive and highly sensitive lists differ across countries though
some important electric machinery and transport equipment are included. AKFTA has
a resembled scheme and the similar level of liberalization coverage.

Japanese bilateral FTAs with ASEAN countries set up a higher standard for
ASEAN countries than ACFTA or AKFTA. For Japanese bilateral FTAs with Brunei,
Indonesia, Malaysia, the Philippines, Singapore, Thailand, and Vietnam, the zero-tariff
coverage after ten years in terms of trade values on the ASEAN side is 99.94%, 90%
(96% including iron and steel for specific use), 99%, 97%, 100%, 97%, and 88%,
respectively. The zero-tariff coverage after ten years on the Japanese side is often
lower though: 99.99%, 93%, 94%, 92%, 95% (97% after the five-year review), 92%,
and 95%, respectively.'” The lower liberalization coverage on the Japanese side is due

to heavy protection on agriculture-related commodities. '

The asymmetric
liberalization commitments are the reflection of Japan’s negotiating power in Southeast
Asia as well as the existence of side payments in the form of investment promotion and
economic/technical cooperation from the Japanese side.

The recently concluded ASEAN-Japan FTA (AJCEP) applies the CEPT-style
tariff reduction scheme. On the Japan side, 90% of commodities (in terms of trade
values) will have immediate tariff removals, additional 3% will have within-ten-year
gradual tariff removals, and the rest will be excluded from liberalization or have certain

reduction of tariffs. As for ASEANG6, 90% (in terms of both trade values and the

' These figures are obtained from the homepage of the Ministry of Foreign Affairs, Government of
Japan (http://www.mofa.go.jp/). Note that the measurement of liberalization coverage in terms of
trade values is sensitive to the trade pattern in the base year, which may not properly reflect high
spikes of protection. Kuno and Kimura (2008) show that the liberalization coverage of some
bilateral FTAs concluded by Japan in terms of the number of tariff lines is substantially lower than
the announced figures based on trade values.

" As for the agricultural protection in FTA negotiations by Japan, see Ando and Kimura (2008) and
Mulgan (2008a, 2008b). Kuno and Kimura (2008) analyze the nature of heavily protected
agricultural products focusing on their geographical concentration of production in Japan. Low
coverage of liberalization for agricultural products becomes an obvious obstacle to Japan’s further
extending FTA strategies.
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number of tariff lines) will have immediate tariff removals or within-ten-year gradual
tariff removals, and the rest will be excluded from liberalization or have certain
reduction of tariffs. ASEAN latecomers will have a looser schedule of tariff removals
or reduction.

In summary, AFTA is now completing a clean FTA in terms of the liberalization
coverage for trade in goods, but other FTAs in East Asia still include dirty aspects.
Although manufactured goods are widely covered in liberalization schemes, some
specific items, particularly agriculture-related commodities in Japan, retain substantial
protection. The recent entry of Australia and New Zealand in the game of FTA
networking in the region has provided a certain pressure on protectionism though

completely clean trade liberalization in East Asia as a whole is yet to come.

FTA utilization

Tariff reduction or removal does not automatically mean freer trade. Only

after utilizing preferential tariffs, trade liberalization effects are realized. FTAs in East
Asia, particularly AFTA, have for long been criticized for their low levels of utilization.
The situation, however, has drastically changed these days.

Thailand and Malaysia disclose the data of FTA utilization on the official
customs data basis. Table 3 presents two countries’ exports with utilizing the CEPT
scheme of AFTA. As of 1998, CEPT was barely utilized, which confirms the old
criticism. However, the utilization ratios have substantially increased since then. In
2007, 31% of Thailand’s intra-ASEAN exports and 19% of Malaysia’s intra-ASEAN
exports utilize CEPT where exports to Singapore are excluded because MFN-applied
import tariffs in Singapore are zero for almost all products. These ratios are not small
because the denominator, total intra-ASEAN exports, includes exports of commodities
for which MFN import tariffs are already zero or very low particularly under ITA and
for which duty-drawback system is applied as investment incentive.
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Table 3
Exports utilizing AFTA (CEPT) and their shares in total exports in Thailand and Malaysia
(Millions of dollars, %)

Export destination Exports utilizing CEPT Share in total exports
country/region 1998 2003 2005 2006 2007 1998 2003 2005 2006 2007
Total for Vietnam 7 632 1,343 1,763 2,772 0.8 30.3 383 36.3 432
Thailand and | Philippines 179 748 1,333 1,529 1,928 9.3 249 33.2 320 341
Malaysia Indonesia 99 913 2,468 2,231 3,530 5.0 20.6 339 30.1 343
Malaysia 212 801 1,270 1,363 1,850 11.9 20.7 224 20.5 221
Thailand 91 594 1,227 1,270 1,206 3.9 13.0 16.2 149 13.8
Brunei 0 2 5 14 15 0.1 0.7 1.3 33 3.0
Singapore 17 247 393 382 445 0.1 1.1 1.3 1.2 1.2
Laos 0 4 22 23 30 0.0 0.9 28 23 2.1
Myanmar 0 2 6 4 13 0.0 0.4 0.6 0.4 1.0
Cambodia 0 0 1 1 1 0.0 0.0 0.1 0.1 0.1
Total 606 3,942 8,066 8,580 11,789 2.2 9.3 13.3 12.4 14.7
Total (excl. Singapore) 589 3,696 7,673 8,198 11345 56 18.4 24.6 22.8 25.7
Thailand Total 391 2,561 5,146 5,509 7,865 40 15.5 215 20.2 225
Total (excl. Singapore) 383 2,454 4,942 5,299 7,609 74 23.0 30.0 28.2 309
Malaysia Total 214 1,382 2,921 3,071 3,924 1.2 5.3 79 7.3 8.7
Total (excl. Singapore) 206 1,242 2,731 2,898 3,736 38 13.2 185 16.9 19.1

Original sources; Malaysia Ministry of International Trade and Industry, Thailand Ministry of Commerce, trade statistics of Thailand and Malaysia.
Source: JETRO (2008, Table 1I-12).

Table 4 tabulates exports utilizing various FTAs by Thailand and Malaysia.
ACFTA and AKFTA do not seem to be well utilized so far, perhaps due to the slow
liberalization process or the low public awareness. On the other hand, the
Thailand-Australia FTA and the Early Harvest Scheme items in the Thailand-India FTA
present very high utilization ratios, 66% and 98% respectively in 2007.

Table 4
Exports utilizing FTAs and their shares in total exports in Thailand and Malaysia
(Millions of dollars, %)

Export destination Exports utilizing FTAs Share in total exports
country/region 2005 2006 2007 2005 2006 2007
Thailand ASEAN (excl. Singapore) 4,942 5,299 7,609 30.0 28.2 30.9
China 614 1,450 1,769 6.7 123 111
India 267 328 399 17.6 18.1 14.0
(82 items in the Early Harvest Scheme) 267 328 399 79.0 89.1 98.1
Australia 2,122 2,746 4,067 67.3 62.6 66.2
Malaysia ASEAN (excl. Singapore) 2,731 2,898 3,736 185 184 19.1
China 274 1,043 1,629 29 8.9 10.0
South Korea 403 111
Total ASEAN (excl. Singapore) 7,673 8,197 11,345 246 22.8 25.7
China 888 2,493 3,398 48 10.6 10.8
China—ASEAN (excluding Singapore) 8,561 10,690 14,743 17.2 18.0 19.5

Note: Malaysia’s trade with South Korea is for June-December 2007.
Original sources; Malaysia Ministry of International Trade and Industry, Thailand Ministry of Commerce, trade statistics of Thailand and Malaysia.
Source: JETRO (2008, Table 1I-13).

Japan External Trade Organization (JETRO) annually conducts an extensive

questionnaire survey on foreign affiliates of Japanese firms, which recently starts
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including questions related to FTA utilization. The new results (JETRO (2009, p.
22-30)) show that among manufacturing affiliates of Japanese firms in ASEAN
conducting exporting activities, 23.0% use FTAs, and 23.3% consider using FTAs.
Among those with importing activities, 19.7% use FTAs, and 24.4% consider using
FTAs. The questionnaire further asks affiliates not even considering using FTAs for
reasons why. Among exporting affiliates without any intention of utilizing FTAs,
37.6% of them say “duty-drawback system on the import side exists,” 22.9% claim
“there does not exist a FTA with trading partners,” and 19.9% state “MFN tariffs at
destination are low so that FTAs are not advantageous.” Very small proportion of
exporting affiliates raises troublesome administrative procedures or their ignorance of
FTAs as reasons for not utilizing FTAs. Similarly, among importing affiliates without
any intention of utilizing FTAs, 48.9% of them say “duty-drawback system for imports
are applied,” 13.4% claim “domestic sales on which tariffs are imposed is small,”
13.1% state “there does not exist a FTA with trading partners,” and 12.8% advocate
“MFN tariffs are already low.”

The questionnaire also asks some additional questions. One is the minimal
preferential margin with which exporting affiliates stop using MFN tariffs and start
utilizing FTAs. The average margin across exporting affiliates located in ASEAN is
5.2%. Another is the preferential tariff rate equivalent to the administrative cost of
obtaining duty-drawback system. The average across importing affiliates located in
ASEAN is 1.9%.

Hayakawa, Hiratsuka, Shiino, and Sukegawa (2009) employ the micro data of
JETRO survey and regress the utilization of FTAs on individual affiliates’
characteristics. They find that the utilization of FTAs or the intention to utilize FTAs
is positively associated with the size of affiliates and negatively associated with the
number of commodity items with zero tariffs. The relationship with the proportion of
local procurement presents an inverted-U pattern.

Overall, considering other policy arrangements to avoid being taxed such as
zero MFN tariffs, duty-drawback system, and others, the utilization of FTAs seems to be
fairly high in ASEAN. However, further facilitation ion utilizing FTAs may be

required, particularly for small and medium enterprises.

Rules of origin (RoO)

Possible negative consequences of RoO are one of the major concerns in

regionalism. So-called spaghetti bowl or noodle bowl phenomenon refers to trade
deterrent effects that are generated by the complication of trade regime, particularly

regarding RoO, due to the unorganized proliferation of bilateral/plurilateral FTAs.
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However, the logic of trade deterrence due to additional FTA is not very clear. Adding
another FTA on the top of existing FTAs would certainly enhance the complication of
trade regime. However, if private people think a new preferential tariff system too
complicated, they will simply continue to use MFN tariff system or other FTAs. It is
very unlikely that additional FTA reduces trade; instead, the issue we concerned should
be whether additional FTA promotes trade or not. In that sense, RoO may indeed work
as a counteracting force against trade liberalization by FTAs. Strict and unfriendly
RoO may act for protectionism by nullifying the usage of preferential arrangements.

Estevadeordal, Harris, and Suominen (2007) provide an extensive survey on
RoO in FTAs in the world. They conclude that RoO in intra-Asian FTAs tend to be
less restrictive and complex than their counterparts in Europe and the Americas.
Sample firm surveys in East Asian countries conducted by Kawai and Wignaraja (2009)
suggest unexpectedly little Spaghetti/noodle bowl phenomena though further facilitation
seems to be needed. We are accumulating evidences that RoO in FTAs in East Asia
does not work as a major obstacle to promoting freer trade.

Medalla and Balboa (2009) carefully examine RoO in FTAs in East Asia,
review best practices in applying RoO, and propose a direction for improvement. First,
they claim that alternative or co-equal system of RoO is less restrictive than other
arrangements and is thus to be promoted. RoO is classified by the testing
methodology in identifying the origin of goods. Frequently used tests are the
value-added measure test, the tariff heading criterion test, the specified processes test,
and the combination of these, “both” or “either.” The value-added measure test looks
simple in text but is not user-friendly for some products such as machineries consisting
of numerous parts and components. A practical way of avoiding unnecessary user cost
as well as saving the cost of negotiation is an alternative or co-equal system in which
meeting one of the designated tests, for example, either the value-added measure test or
the tariff heading criterion test, may suffice.

Table 5 tabulates the number of tariff lines applying various types of RoO in
AFTA, ACFTA, AKFTA, and AJCEP. ACFTA reflects an old style of RoO that applies
the value-added measure test or regional value content (RVC) test for large number of
tariff lines. AFTA used to have a similar pattern but recently switched to a co-equal
system applying either RVC test or tariff heading criterion test (CC, CTH, or CTSH in
the table) for a large number of tariff lines. AKFTA and AJCEP also apply co-equal

system extensively.
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Table 5

RoO in AFTA, ACFTA, AKFTA, and AJCEP

RoO type AFTA ACFTA AKFTA AJCEP
WO 169 8 465 3
CC 61 1,344
CTH 2 434
CTSH 8
RVC(>40) 36
RVC(40) 146 4,659 22 219
RVC(<40) 2
CC + RVC(40) 2 1
CTH + RVC
CC or RVC(40) 564 7 487 126
CTH or RVC(>40) 4
CTH or RVC(40) 2,583 122 4,078 3,056
CTSH or RVC(40) 689 61 33
RVC(40) or Textile Rule 427
CC or RVC(40) or Textile Rule 300
CTH or RVC(40) or Textile Rule 327
Total with alternate rules 4,463 556 4,630 3,215
NA 446
Total 5,224 5,224 5,224 5,224

WO: wholly obtained

CC: change in commodity classificaiton

CTH: change in tariff heading
CTSH: change in tariff subheading

RVC: regional value content
Source: Medalla and Balboa (2009).

Second, Medalla and Balboa recommend wider application of de minimis
principle. This principle specifies a maximum percentage of non-originating material
to be used without affecting origin, which can substantially reduce the cost of proving
Third, although RoO in East

Asia seem to be relatively simple and liberal, they recommend further facilitation in the

the origin of products in the value-added measure test.

procedure to obtain the certificate of origin.

In summary, RoO is certainly important in order to capture the benefit of
liberalization effort in FTAs, and there still exists room for further facilitation.

However, negative consequences of the complication of RoO seem to be limited in East
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Asia.

Regionalism promoting multilateral liberalization

There has been a long-lasting debate on whether trade liberalization in
regionalism is a building block or a stumbling block for worldwide trade liberalization.
Various political economy models can justify both stories, and the issue is thus
empirical. In this context, the paper by Estevadeordal, Freund, and Ornelas (2008a,
2008b) is a path-breaking work. It employs extensive time-series data set of tariff
levels in selected Latin American countries, both on the FTA basis and the MFN basis,
and rigorously proves that tariff reduction in FTAs tends to be followed by tariff
reduction at the MFN level. Calvo-Pardo, Freund, and Ornelas (2009) replicate the
exercise for ASEAN and find the same pattern. Trade liberalization in FTAs seems to
promote multilateral trade liberalization.

As pointed out by Ando (2007), we observe in East Asia and other parts of the
world that MFN-based liberalization often surpasses gradual liberalization in FTAs so
that the utilization of FTAs loses its sense at least temporarily. Trade liberalization on
the FTA basis seems to be an effective trigger for trade liberalization at the MFN level,

particularly in East Asia.

(2) Liberalization in other policy modes

Taking advantage of their flexibility, FTAs in the world have increasingly
included various policy modes other than policies on trade in goods. Trade in services
is a natural extension on which GATS Article V imposes certain discipline. The actual
liberalization of trade in services in intra-East-Asian FTAs, however, is relatively
modest because countries in the region do not have strong international competitiveness
in most of the services sectors.

ASEAN has ambitiously set the target of ASEAN Economic Community
(AEC) in 2015, and the liberalization of trade in services is one of the major efforts.
ASEAN Framework Agreement on Services (AFAS) was signed in December 1995, and
with seven sequential rounds of negotiations between 1996 and 2009 under the purview
of ASEAN Economic Ministers (AEM), the path of liberalization toward “substantially
eliminating restrictions to trade in services among ASEAN countries” has gradually
been specified. Air travel, healthcare, e-ASEAN (telecommunications and IT services),
and tourism as well as logistics are set as priority sectors to realize liberalization earlier,
and all the other sectors will follow by 2015 with services negotiations in every two
years. As aresult, ASEAN is supposed to achieve a free flow of services by 2015 with

flexibility. In addition, seven mutual recognition agreements (MRAs) have been
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concluded for professional services. The effort of ASEAN is certainly ambitious
though how far the actual liberalization is realized is still to be tested.

ACFTA and AKFTA include agreements on trade in services, both of which
were signed in 2007. However, the structure of the articles closely resembles to GATS,
and the contents do not extensively explore GATS plus. Bilateral FTAs between Japan
and ASEAN member countries include a number of GATS plus due to sector-by-sector
negotiations. However, agreements are not entirely comprehensive, which reflects
relatively weak services sectors in Japan.

As for investment, ASEAN concluded the ASEAN Comprehensive Investment
Agreement (ACIA) in February 2009, which is an upgraded version of ASEAN
Investment Area (AIA) in 1998, as a part of the comprehensive efforts toward AEC.
ACIA includes liberalization, promotion, facilitation, and protection with applying a
negative list approach for reservations. How far the reservations will be eliminated is
not sure at this moment though.

ACFTA and AKFTA are supposed to include investment after additional
negotiations though the contents have not been disclosed yet. As for Japan, although
AJCEP does not include a meaningful article on investment, bilateral FTAs between
Japan and ASEAN countries as well as bilateral investment treaties with Cambodia
(signed in June 2007) and Laos (signed in January 2008) deal with investment. They
intend to explore investment liberalization including pre-entry and post-entry national
treatment, ban on some performance requirements, and investment facilitation in
addition to investment protection. These obviously reflect interests of Japanese firms
extending business all over East Asia.

Other elements in intra-East-Asian FTAs reflect development stages and
private sector’s interests of each country in the region. ASEAN has pursued AEC
under the scheme of AEC Blueprint (ASEAN (2008)) in which various policy areas and
topics other than policies on goods, services, and investment are listed (Table 6). We
observe that the contents that seem to be workable are highly practical and relevant to

political and economic conditions of ASEAN.
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Table 6

Characteristics and elements of AEC

Highilighted topics

A. Single market and production base

Elemination of tariffs, elimination of non—tariff
barriers, rules of origin (ROQ), trade facilitation,
customs integration, ASEAN Single Window,
standards and technical barriers to trade

Al. Free flow of goods

Services liberalization under AFAS, mutual
A2. Free flow of services recognition arrangements (MRAs), financial services
sector

Investment protection, facilitation and cooperation,

A3. Free flow of investment ) . .
promotion and awareness, liberalisation

Strengthening ASEAN capital market development
and integration, allowing greater capital mobility,
A4. Freer flow of capital foreign direct investment, portfolio investment,
other types of flows, capital account transactions,
facilitation

A5. Free flow of skilled labour

AB. Priority integration sectors Twelve sectors

Enhancing competitiveness, cooperation,

A7. Food, agriculture and forestry agricultural cooperatives

B. Competitive economic region

B1. Competition policy

B2. Consumer protection

B3. Intellectual property rights (IPR)

Transport cooperation, land transport, maritime and
air transport, information infrastructure, energy
cooperation, mining cooperation, financing of
infrastructure projects

B4. Infrastructure development

B5. Taxation

B6. E-commerce

C. Equitable economic development
C1. SME development
C2. Initiative for ASEAN Integration (IAI)

D. Integration into the global economy

D1. Coherent approach toward external economic relation

D2. Enhanced participation in global supply networks
Source: ASEAN (2008).

FTAs concluded by Japan in the region are also highly pragmatic. For
example, the Japan-Indonesia EPA concluded in August 2007 as well as related
documents include practical items, in addition to trade in goods, services, and
investment, such as energy and mining resources, movement of natural persons and
related cooperation, customs procedure, government procurement, competition, and
intellectual property rights, and cooperation. ACFTA and AKFTA also reflect the
status of international relations as well as industrial connections; economic cooperation
is always an important sub-element in FTAs.

In East Asia, WTO+ works strongly. However, the context is not for pursuing
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the legal comprehensiveness of economic integration. Rather, the motivation of
introducing WTO+ is pragmatic for serving diplomatic purposes or responding to
requests of private sector extending international production networks. In the end,

facilitation and cooperation are often emphasized more than liberalization.

4. Further evaluation in a wider scope: preliminary thought with trade data

The former section summarized the standard set of post evaluation of FTA
networking. Such a framework is not, however, entirely satisfactory because
economic effects, either static or dynamic, either direct or indirect, are not fully
measured yet. In the period of FTA networking, particularly after the year 2001, the
international trade pattern in East Asia was changed truly drastically. To judge how far
the change is accrued from FTA networking requires a careful study, which the paper
does not cover. We, however, would like to provide an overview on drastic changes in
international trade pattern and infer possible contributions of FTA networking.

Figure 2 presents changes in by-destination shares of exports by East Asian
countries.'””> In 2001-2007, explosive increases in exports, both intra-East Asia exports
and exports to the rest of the world, are observed. Particularly, intra-East Asia exports
grew at the pace of 18.5% per annum and 15.0% per annum in 2001-2005 and
2005-2007, which is by far faster than GDP growth rates. It means that the trade
openness index defined as (exports+imports)/GDP increased. Figure 3 shows that
exports of both machinery parts and components and machinery finished products grew

at the same pace. Table 7 provides more detailed changes in exporting pattern.

12" East Asian countries here include J apan, Korea, China, Hong Kong, Indonesia, Malaysia, the
Philippines, Singapore, and Thailand.

106



Figure 2
Export structure of East Asian countries: by—destination shares
(1) The value of exports (US$ billoin)
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Data source: UN Comtrade,
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Figure 3
Export structure of East Asian countries: by—commodity shares
(1) The value of exports (US$ billoin)
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Data source: UN Comtrade,
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Table 7

By—destination shares of machinery p&c and finished products exports by East Asian countries

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Machinery Intra—East Asia  40.9% 43.5% 45.3% 47.8% 48.6% 44.4% 46.3% 48.9% 51.8% 55.6% 58.6% 59.0% 59.7% 59.1% 59.1%
p&c us. 27.9% 27.5% 25.6% 24.5% 23.3% 24.5% 23.6% 22.3% 20.3% 18.1% 15.6% 14.9% 14.2% 14.0% 12.8%
EU. 14.0% 13.8% 14.4% 13.5% 13.6% 15.8% 15.0% 14.3% 13.4% 12.1% 11.8% 11.7% 11.2% 11.1% 11.3%
Others 17.1% 15.3% 14.7% 14.2% 14.5% 15.4% 15.1% 14.6% 14.4% 14.3% 13.9% 14.4% 14.8% 15.8% 16.8%
Machinery Intra—East Asia  26.2% 28.6% 30.4% 31.9% 28.7% 21.9% 22.5% 25.5% 26.8% 27.9% 30.0% 29.3% 29.2% 28.9% 28.8%
finished us. 30.1% 30.3% 28.2% 27.3% 28.8% 31.2% 33.1% 32.4% 31.9% 32.0% 28.5% 27.0% 26.4% 25.9% 23.2%
EU. 19.4% 17.8% 18.6% 18.4% 19.4% 21.7% 21.8% 20.2% 20.1% 18.9% 20.0% 20.7% 20.4% 19.4% 19.3%
Others 24.3% 23.3% 22.8% 22.4% 23.1% 25.1% 22.6% 21.9% 21.2% 21.2% 21.6% 23.0% 24.0% 25.8% 28.8%

East Asia”: Japan, Korea, China, Hong Kong, Indonesia, Malaysia, the Philippines,
Singapore, Thailand

Data source: UN Comtrade,

Possible reasons for such a drastic increase in exports by East Asian countries
are listed for future detailed research as follows: first, there exist direct effects of the
removal of trade barriers on intra-East Asia trade, which may particularly be important
for among ASEAN countries under the AFTA scheme. Second, intra-regional trade
may increase if the reshuffling of production sites proceeds for constructing more
efficient production/distribution networks. Table 8 provides an interesting observation
where the number of production sites of Japanese electric companies in ASEAN is

decreased as economic integration proceeds.

Table 8

The number of production sites of Japanese electric companies in ASEAN

Refrigerator Electric washer Ventilator Microwave
2000 2009 Change 2000 2009 Change 2000 2009 Change 2000 2009 Change
ASEAN 17 14 -3 14 10 -4 8 7 -1 4 2 -2
Thailand 7 6 -1 5 4 -1 4 3 -1 2 2 0
Malaysia 2 0 -2 2 0 -2 1 1 0 1 0 -1
Philippines 2 1 -1 3 2 -1 1 1 0 0 0
Indonesia 5 4 -1 3 2 -1 2 2 0 0 0
Singapore 0 0 0 0 0 0 0 0 0 1 0 -1
Vietnam 1 3 2 1 2 1 0 0 0 0 0 0
Electric cooker Electric fan Air conditioner Cum. # of production sites
2000 2009 Change 2000 2009 Change 2000 2009 Change 2000 2009 Change
ASEAN 9 7 -2 10 6 -4 17 12 -5 79 58 -21
Thailand 5 6 1 5 3 -2 7 6 -1 35 30 -5
Malaysia 1 1 0 1 1 0 3 3 0 11 6 -5
Philippines 1 0 -1 2 1 -1 3 2 -1 12 7 -5
Indonesia 1 0 -1 2 1 -1 3 1 -2 16 10 -6
Singapore 0 0 0 0 0 0 1 0 -1 2 0 -2
Vietnam 1 0 -1 0 0 0 0 0 0 3 5 2

Source: Sukegawa (2009).

109



Third, more than proportional growth of demand for traded goods may enhance
trade. Particularly in the case of consumer goods, the preference is not “identical and
homothetic” as the standard Heckscher-Ohlin model would set up. In East Asia, we
observe a rapid growth of “middle class” (see Figures 4-6'°). The disproportional
growth of middle class may not be surprising if we consider rapid economic growth.
One important implication is a shift in demand structure. The demand for traded
goods such as domestic electric appliances may be expanded more than proportionally
as income goes up.

Figure 4 Population by income groups: China
(US dollars; 2005 PPP adjusted; annual total income of a family with four members)

>512,000 Total population: 1,204,850,000 Total population: 1,304,500,000
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poverty line | BPIPASRATIIENREIZAN < $1 800

1995 2005

" Figures 4-6 are constructed by using the World Bank’s PovcalNet where estimates of
income-level-wise population after the adjustment of prices is conducted by income class
(http://web.worldbank.org/WBSITE/EXTERNAL/EXTDEC/EXTRESEARCH/EXTPROGRAMS/E
XTPOVRES/EXTPOVCALNETY).
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Figure 5 Population by income groups: ASEAN (excl. Singapore, Brunei, and Myanmar)
(US dollars; 2005 PPP adjusted; annual total income of a family with four members)

Total pupulation: 429,140,000 Total population: 501,110,000
>$12,000 22.24 million (5% 35.15 million (7%) > $12,000
$6,000 - 43.25 million (10%)
12,000 56,000 -
7 million (1
— 12,000
53,000 -
6.000 96.80 million (23%) Middle cla ﬂ
’ —
) $3,000 -
1 3 million (34%] 6.000
Sl 113 32 million (26%)
3,000
124.47 million (25%) Si’ggg'
< 51,800 153.53 million (36%)

Below
Poverty line | [REENG Rl N b ANy < 51,800

1994-1996 2004-2006

Figure 6 Population by income groups: India

(US dollars; 2005 PPP adjusted; annual total income of a family with four members)

>$12,000 Total population: 888,320,000 Total population: 1,079,700,000 $12,000

$6,000 - ™
12.000 21.93 nillion [£%) I=. 41.10 million l4r.| ,I' 56’000_

$3,000 143.94 million (16 12,000

6,000 220.30 million (20%) $3,000 —

. _ 6,000
$1,800 - —

3,000 284.82 million (32%)
51,800 -

358.68 million (33%)
3,000

< $1,800

444.28 million (49%) Below
Poverty line 449.63 million (42%) < 51,800

1993 2004
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Of course, these are not due to FTA networking. However, it is true that FTA

networking and intra-East Asia export growth go forward hand in hand.

5. Where to go from now on

Unlike the European integration, economic integration in East Asia has not
been driven by a unified political will of governments in the region. Unlike economic
integration in North America, there does not exist a single dominant hegemon or leader
in East Asia, either. Decentralized forces of political economy have pushed forward
FTA networking in East Asia, and an open-end FTA system has been formulated.
Functional deepening of economic integration is likely to continue in order to further
activate international production networks. The mechanics of international production
networks would work for narrowing development gaps across countries and regions in
East Asia, which would present a successful case of inclusive or pro-poor growth. If
we calmly review the accomplishment of economic integration so far, East Asian-wide
consolidation of FTAs does not seem to be impossible, at least for trade in goods and
some elements of functional WTO+. For the coming ministerial meetings in August
2009, study groups of EAFTA (ASEAN+3) and CEPEA (ASEAN+6) are preparing to
propose possible paths of FTA consolidation in East Asia.

However, due to the lack of FTAs among Japan, Korea, and China, an East
Asian-wide consolidated FTA does not seem to be realized in the coming few years.
Rather, the move of Asia-Pacific FTA networking is likely to proceed earlier. FTAs in
Asia-Pacific, possibly led by TPP initiative, would have characteristics different from
East Asian FTAs; they tend to have higher coverage of trade liberalization and more
rule-oriented. Singapore, Australia, New Zealand, and possibly Korea seem to be
ready to be on board. If such an initiative goes forward, how will Japan, China, and
ASEAN respond? New forces of political economy will certainly emerge in such a
case.

All in all, FTA networking has developed in an open setting in East Asia and
Asia-Pacific. The development has been backed up by the logic of political economy.
With economic dynamism, East Asia and Asia-Pacific are likely to become a focal point

of multilateralizing regionalism.

112



References

Ando, Mitsuyo. (2007) “Impacts of Japanese FTAs/EPAs: Post Evaluation from the
Initial Data.” RIETI Discussion Paper Series 07-E-041.
http://www.rieti.go.jp/jp/publications/act dp.html.

Ando, Mitsuyo and Kimura, Fukunari. (2005) “The Formation of International
Production and Distribution Networks in East Asia.” In Takatoshi Ito and Andrew K.
Rose, eds., International Trade in East Asia, Chicago: The University of Chicago Press:
177-213.

Ando, Mitsuyo and Kimura, Fukunari. (2008) “Japanese FTA/EPA Strategies and
Agricultural Protection.” Keio Business Review, Vol. 44, No. 1: 1-25. The former
version is in http://www.coe-econbus/keio.ac.jp/data/DP2006-024.pdf.

The Association of Southeast Asian Nations (ASEAN). (2008) ASEAN Economic
Community Blueprint. Jakarta: ASEAN Secretariat. In http://www.aseansec.org/.
Baldwin, Richard E. (2006) “Multilateralising Regionalism: Spaghetti Bowls as
Building Blocs on the Path to Global Free Trade.” The World Economy, 29, No. 11
(November): 1451-1518.

Calvo-Pardo, Hector; Freund, Caroline; and Ornelas, Emanuel. (2009) “The ASEAN
Free Trade Agreement: Impact on Trade Flows and External Trade Barriers.”
Estevadeordal, Antoni; Freund, Caroline; and Ornelas, Emmanuel. (2008a)
“Regionalism Worries?” July 25. http://www.voxeu.org/index.php?q=node/1460.
Estevadeordal, Antoni; Freund, Caroline; and Ornelas, Emmanuel. (2008b) “Does
Regionalism Affect Trade Liberalization toward Nonmembers?”  Quarterly Journal of
Economics, 123(4) (November): 1531-1575.

Estevadeordal, Antoni; Harris, Jeremy; and Suominen, Kati. (2007) “Multilateralizing
Preferential Rules of Origin around the World.” Presented at WTO/HEI/NCCR
Trade/CEPR Conference “Multilateralizing Regionalism” on 10-12 September 2007,
Geneva, Switzerland. Available at
http://www.wto.org/english/tratop e/region_e/conference sept07 e.htm.

Japan External Trade Organization (JETRO). (2008) 2008 White Paper on International
Trade and Foreign Direct Investment. Tokyo: JETRO (in Japanese). Also see
http://www.jetro.go.jp/en/news/releases/20080807699-news.

Japan External Trade Organization (JETRO). (2009) Zai Azia Oseania Nikkei Kigyo
Katsudo Jittai Chosa 2008 Nendo Chosa (2008FY Survey on Foreign Affiliates of
Japanese Firms in Asia and Oceania). 08-ORF 70F-213FB 11. Tokyo: JETRO (in
Japanese; The English version is in process).

Kawai, Masahiro and Wignaraja, Ganeshan. (2009) “The Asian “Noodle Bowl”: Is It
Serious for Business?” ADBI Working Paper Series No. 136 (April).

113



Kimura, Fukunari. (2006) “International Production and Distribution Networks in East
Asia: Eighteen Facts, Mechanics, and Policy Implication.” Asian Economic Policy
Review, 1, Issue 2 (December): 326-344.

Kuno, Arata and Kimura, Fukunari. (2008) “Northeast Asia and FTAs: Issues and
Perspectives.” ERINA Report, Vol. 82, July, 2008: 3-14.

Medalla, Erlinda M. and Balboa, Jenny. (2009) “ASEAN Roles of Origin: Lessons and
Recommendations for Best Practice.” ERIA Discussion Paper ERIA-DP-2009-17.
In http://www.eria.org.

Mulgan, Aurelia George. (2008a) “Japan’s FTA Politics and the Problem of Agricultural
Trade Liberalization.” Australian Journal of International Affairs, 62, No. 2 (June):
164-178.

Mulgan, Aurelia George. (2008b) “Where Japan’s Foreign Policy Meets Auricultural
Trade Policy: the Australia-Japan Free Trade Agreement.” Japanese Studies, 28, Issue
1: 31-44.

Sukegawa, Seiya. (2009) “Hajimarouto shiteiru higashiajia sangyou saihen no dai 2
maku (The second act of East Asian industrial restructuring is about to start).”

Forthcoming in Jiji- Tsushin-sha Ajia Tenbou. In Japanese.

114



[Power Point]
The New Wave of Regional Integration and East Asia
Fukunari Kimura

(Professor at Faculty of Economics, Keio University
Chief Economist at Economic Research Institute for ASEAN and East Asia (ERIA))

The New Wave of Regional
Integration and East Asia

1. Introduction

* The completion of (ASEAN+1)x6 hub-and-
spoke FTA networking in extended East Asia

* Overlapping bilateral FTAs: pros and cons,

possible connection with “multilateralizing
regionalism”

* FTAs in East Asia: practical and pragmatic

* This paper tries to assess the accomplishment
of FTA networking
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2. Current Status of FTA networking

+ Extended East Asia: The completion of (ASEAN+1)x6
(Table 1).

— Given a delay in FTA connection among Japan, Korea, and
China, ASEAN becomes a virtual “hub” of FTA networking
in East Asia.

+ Asia-Pacific: from networking to consolidation (Figure

— 9 advanced APEC countries have 20 FTAs signed/being
effective, 9 FTAs under negotiations.

— FTAAP (APEC-wide FTA), Trans-Pacific Partnership (TPP)
initiative (P4, US, Australia, Peru, Vietnam...)

+ Japan: 11 FTAs concluded (Table 2)
— Agricultural protection reduces the degree of freedom.
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Tatde ¥
dapan's FTA ragotiations
A of Bavernier J008)

Counterpan Hegotiation stared Agraement signed Erry into force
Frgapare 012001 o100 1172002
Manica /2002 09,/ 2004 04/2005
Maiaysa 002004 1272005 0772006
Chile 022004 Q30T 0072007
Thailand 022004 04/ 3007 112007
Indonesa 072005 08/ 200T 0772008
Brunsi 06,2006 062007 07/2008
AZEAN 04,2005 042008 12/ 2008~
Philippires 02 300 LB ] 12/2008
Switzerland 05,2007 022000 09,2009
Wietram 0n/2007 1272008 102009
L= 002004
Indis 0172007
Ausiraiis 04,2007
Poru 05,2008
(Koroa) 1272003 11/ 2004: negotiation suspended )

= Beng sfective with Sngapers/Lacs/ Vietnam Mysrmar in Dacembar 2008,
Brunai in Jarusry 2005, Malaysia in February 2005, and Thaiand in June 2008 -
Source: MOFA, G0 (hitp! /'wwm maofa g o)

3. The evaluation of FTA networking

= Interactions between de factoand de jure economic integration
— The formation of international production networks
— The mizsion of FTAs after the Asian currency crisis
* Restructuring impart-substituting industrizs
* [Further activating production netwarks
= Liberalization of trade in goods
— Liberalization coverage

= AFTAis now completing a clzan FTA in terms of the liberalization cowverage for tradeiin goods, bt
Sther FlAs in East Asia still inchude dirtysspects.

—  FTa utilization (Tables 3, 4)

= Considering other policy arrangements to awoid bemfetmedm:h aszeroMFPN tarifk, duty-drawback
system, and athars, the utilizstion of FTAs szams to be firly highin ASEAN. Hawever furthar
facilitatian ion wtilizing FTAs may be required. particutarly for smill and miedium 2 menprises.

—  Rules of origin [Roo) [Table 5}

» Ral is certainby important in order t cpturs the benefit of fibarsfization effort in Flks, and thare stil
exists room for further facilitation. Howswer, nq;atmmnanenc!softhempﬁ:ztm of oD seem
to ke limited in East Asia.

»  Comequal systam works well
— Regionalizm promoting multilateral liberalization?
= Liberalization inother policy modes
— AEM [Table &), ASEAN-Japan FTAs [cf ACFTA, AKFTA)
= WTD+ wearks stronghy.
* However the cntext is not for pursuing the legal cmprehe nsivene 53 of econamic imte gration.

Rather, the motivation ofintrodudng ts pragmatic for sening diplomatic punposes or
respanding i reguests of privete sector extending intz rmational producton netwsrks.

Table 3

Experts utiking AFTA (CEPT) and their shares in tetal exports in Thaland aed Malsyiia

[Miillicns of dellars, %)
[Expart destination Exports utlizing CEPT Share in total exports
country/region 19 3003 2005 BO00F 2007|1898 2003 3005 2008 2007

Ternl for Vigtram 1 62 134 M wm 08 03 B W w2

Traland and  Philppnes 17 M8 1333 5B 15 93 M9 32 oa0 Mo

Malaysa Indonesia L] 813 2468 23N 1530 50 05 Ip Hi
Malaysia 21z il 1270 1383 1850 | 18 W07 x4 N3
Thadand 9 41237 110 1206 Lt T - T L ]
Brune Q 2 L L] 15 (] or 13 3 30
Singapore L i 383 382 450 A 13 12 12
Laas Q i Fr3 2] 30 oo 0e 28 23 2l
Wyarmar 0 ? 6 4 13 o 04 08 04 10
[ Camboda 0 [ 1 1 1 mw  w W o ol
Tutal 605 3542  EDBE 880 11789 i1 83 133 124 T
Total [excl Singagare] SR8 2696 TET3  B188 11045 56 184 M6 228 AT

Thailand (Total am 2561 SleE 558 1865 4 15F M5 W02 A5
Tatal lexcl Singagers) B3 2454 A8& 529 T T4 70 W0 282 W4

Malaysa Total N4 1 en 30m a5 12 53 74 3 8
Total lexcl Sirgagare] W6 1M T IEW AT a8 1aE 185 168 1)

Original sources: Malaysia Ministry of Intemational Trade and Industry, Thaland Ministry of Commerce, trade statistics of Thailand and Malaysia.
Sewrce: JETRO (2008, Tabde [1-12]
2 .
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Table 4

Esports utlizing FTAs and their shares in total esports in Thatland and Malsysia

(Millicns of dellars, %)
Export destination Exports utilizing FTAs Share in total exports
country,/regian 2005 W08 mor WG W0E 00
Thaland  ASEAN (excl Singagore) A2 5299 7809 00 w2 W
Crina B4 1450 .78 [} 123 i
Irdia 267 8 ] 176 181 140
(B2 tems in the Early Harvest Schemel 267 18 9 FET T
Australa FAks] L4 4087 A3 A28 L
Maliysa ASEAN (gael Singagore) EXx1] FL] ANE 185 164 {1
Ching ks 1043 1528 il &8 0a
South Kerea 404 111
Total ASEAN (excd Singagore] 16T BIgT  ELME HE ns HBl
Crina B 2433 2398 42 W08 102
Crina-ASEAN (mcluding Sngapere] B561 1060 1403 i1 180 195

Hete: Malaysia's trade with South Korea is for June-Dacembar 2007
Onignal sources; Malaysia Ministry of It emagionall Trade and Industry, Thailand Miristry of Commerce, trade statistics of Thailand and Malaysia.
Source: JETRO {2008, Table B-12).

Tabia §
RoD in AFTA. ACFTA. AKFTA and AJCER

Fed tyss AFTA  ACFTA  AKFTA  AJCEP
WO 188 B 485 3
oo 1 61 1344
CTH 2 434
CTSH &
RyC 0] a6
RCaa) 148 4,650 22 219
RWC<40) 2
CC = RVC{40) 2 1
CTH + RVE a
CC or AYCIA0) 564 7 487 126
CTH or RVC(40) “
CTH or RVCA0) 2583 122 4078 3,008
CTSH or RVEC(40) 6an 61 a3
R0} or Textite Rule az7
CC or AVCI40) or Textile Rule aoo
CTH or RVCI40) or Textis Ruls 327
Tatal with alternate rues EETH 556 4,530 2215
HA 445
Tatal 5234 5234 5324 5.224

WO whally obtainsd

CC: shange in commadity classificaiten
OTH: change n tariff haading

GTSH: ahange in tanff subhasding
RVC: regianal valus content

Saurce: Madalla and Balbaa {32009),

Tabls 8

Charsntesistios sl shmests of MG

Haghiightod Lo s

A Bangle markat and production base

Al

Fros Now of goods

Elissvanation of Larilhs, ahinaitas o b taeilt
[Barrars, rutes of orign (RO treds feciation,
[customrs intepration ASEAN Segle Wedow.
standards and ischnical baries to ireds

Froe Now of services

Sarveias s ol palepe wrlber AFAS, fndisal
recOgnion sTmngements (MIGAL), financisl merveces
sactor

Fron Mow of wreastmant

e
[promotion snd amsrenass. s sSsation

Froes fiow of capital

Strengthenng ASLAN capral market dewslopmant
. slloveing

atrar types of fows. capital account tramartons
Tacination

Froo Now of skilad labour

A5
An

A

PriGity Sla@rstien st

Tiwalve Baston.

Food, mgriculturs and fonestry

sariciliural cooperataes

B Comeetiteve sommmmrio rapen

Bomeetitan palicy

Cansamar protsatisn

a1

Irrellesual groparty rights PR

infrantructure development

Transport Cooperation, lnd transport, mardtme and

=)

SME Savalspmant

(=3

Instiative for ASEAN bingration (LAL

. Inbewration ko the global sconomy

Coharern appoessh trmard st eral eooneren relatmn

o2

Erhanced partiipstion in gobal supply nelworks

Bourca: ASEAN (2008
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3. Further evaluation in a wider scope

Toward assessing economic effects of FTA networking
— Static and dynamic, direct and indirect

Explosive increases in exports by East Asian countries
in 2001-2007
— Both intra-East Asia exports and exports to ROW
— “Trade openness” enhanced in East Asia (Figures 2, 3,
Table 7)
* Directeffects of the removal of trade barriers (esp. AFTA)

* The reshuffling of production sites responding to trade
liberalization (Table 8)

* Maorethan proportional growth of demand for traded goods
— Mon-homaothetic tastes, growth of middle class [Figures 4-5)
Assessment of FTA networking in a wider scope is
required.

Figura 2
Export struature of East Asien countrias by —destination sharas
1) Ths valie of ssports (LSS billaws)

AFEE DN PO 1EGG TNT PR 1F0 JOD 2001 JOH2 D000 2004 2000 2006 2007

= pire-Bast Asia S LS = DAL = Omens

{2 Anewsnl avarage growth rates (nominall
1903 19874 1R7-FOOISE 2001 — 2006 SE 20052007 9

Intra-Cast Asia 137% 1.2% [TETY 15.0%
s T aas 10.6% LR
Ew nan 2% 15.0% 16.1%
Othars ¥ 2% (TFY 25.0%
‘Warld Lotal 10.0% 21% 10.6% 16.4%

Eant Anin® Jdapan, Korens, Ghine, Hong Kong, indonania, Maiaysis, the Phiippinas,

Bingapors. Thailand

_Data source: UM Gomtrade.

Figura 3
Emport struatune of East Asinn gouniries: byv-oommodity shares
{13 Tha weiue of exports (LiS# biiiain}

anoa

IHGE 198 1995 1906 1997 108 1990 2000 2001 2002 2008 2004 2005 2006 3007

= hAaChinG ry DL = bk g i e
L e

{3 Arvusal avarage growth rates (noeminei
IHHS-1GHTIE  1907-2001 8 3001-20050F 20052007 IF

Machinary pfo 14.0% a4.5% 17.4% 140%
Machinary finished LY L (ERLY V%
Duhae e s Lurad 0.5% 0.5 150% 18.2%
Maon-manufastured (X0 0. 1B ELTLY
Tastal 10.0% % L 140.4%

East Asia’ Japan. Kores. Chine, Hone Hone. Indonssis, Malaysie, the Pidlippines,
Bingapors, Thalland

Data sources: UN Gomtrads.
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Tae 7
By-deatination tharei of racheny ple iad Frsabusd prosducts isports by Bt Asn coutrid

Ol 165 1% 18 B B N X0 X3 MG EW ES 2 an
Michesy  brrfathes WA UR R OA BA WA ER &R MR BB HA O BA ER BAn &0
e [FH N DR NA MR DA N DR IR O NR O UR MR WA MR HR I2R
[41] Wh A WA DR R SR R WS 8 NR WA IR A nn na
[ NN BN MR MA MR SR 15N WA WA WX A MA MR 5B 18R
Mchoy ocbathss HN BB NA IR OER NN RR O BER BB OUR NN MR MDA BN BER
fnshed L Hh NN HA DR OBER DA DN 3N N RE HA DR ONA B 5D
£l WA WA BA A8 NR 2B AR AN BA AR AR N8 B8 19
(eters HROHR O BR A& BN BN B& MR hR NA BR AR MR AR B8
East A" Jagan, Korea, (g, Hong Karg, Fdoresa Malaysa, the Pdgpmes,
Sngapere. Tradand
Dt sowrce: UM Comirade,
Tatle &
The rumbar of production sites of Japarase slectric companies in ASEAN
Rafrigamater Elsctr wisher Varilater Mezrewins
000 09 Changs 2000 2009 Chege 2000 008 Change W0 2000 Change
ASEAN 17 i -1 0 [ -+ ] 1 -1 i Fl -
Tradand T ] =1 § 4 -1 4 E] =1 H 2 ]
Malpysia 2 ] -2 2 -] =2 1 | 1] I ] -1
Prilippines H 1 -1 3 H -1 1 1 0 ] ] ]
Insanesu 5 ] -1 3 H -1 F H ] ] ] []
Sngagsee ] ] o 0 ] ] L} ] 1] 1 L] -
Vostram 1 3 2 1 H 1 2 0 [ ] ] 0
Electric cooker Electric fan Hir conditionar Cum_ # of production sites
000 0 Change 2000 2009 Chaege 2000 2009 Change MO0 2000 Change
ASEAN § 7 b 0 ] -4 17 ] -3 " L] =
Traland 5 ] 1 5 3 2 T ] - 35 0 -4
Malsysia 1 1 ] 1 1 0 ] 3 0 1 § -
Pilipgines 1 ] =1 2 i =i 3 2 -1 2 T -4
Indanesia 1 ] -1 H 1 -1 ] 1 -£ 16 " .
Singag=sre 0 0 ] [ [ ] 1 0 -1 H ] -
isteum 1 ] -1 0 [ ] ] 0 0 ] 5 H
Source: Sukagawa (2009)
Figure 4 Population by income groups: China
{US dollars; 2005 PPP adjusted; annual total income of a family with four members)
»$12,000  Total population: 1.204,850,000 Tatal papulstian: 1304 500,000
56,000 -
12,000 »512,000
53,
5000 56,000
iddle class .
12,000
51,B00-
3,000 ; on (20%
—_— —
53,000
&,000
< 51,800
: 4 on (54% g . 51,800-
3,000
Below
poverty ling 0768 o 4 <51,800
1565 2005 17
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Figure 5 Population by income groups: ASEAN {excl. Singapore, Brunei, and Myanmar)
(US dollars; 2005 PPP adjusted; annual total income of a family with four members)

1554-1956
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e

Total population: 501,110,000

35.15million |

Middle clag

124.47 million ( 25%)

93.68 million {19%)

2004-2006

»512,000

56,000
12,000

53,000
£,000

51,800
3,000

< 51,800

Figure & Population by income groups: India
{US dollars; 2005 PPP adjusted; annual total income of a familywith four members)

512,000

©51,800 444 28 milllion (49%)

1953
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5. Where to go from now on

* The current system of overlapping FTAs seems
to gain a certain level of appreciation.

* However, it does not mean that consolidated
plurilateral framework with more solid
institution would be useless.

* Can AEC be a core of institution in East Asia?

* Asia-Pacific is likely to lead further
development of FTA networking/consolidation
in the coming years.
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FTA Policy and Institutional Development of Korea
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Dukgeun Ahn*
(Associate Professor at Graduate School of International Studies, Seoul National
University)

1. Overview of Korea’ s FTA Negotiation

Korea has been very active in promoting free trade agreement (FTA)
negotiations since the early 2000s. As indicated in Table 1, after the Korea’ s FTAs
involving relatively small trading partners such as Chile, Singapore and EFTA entered
into force, the Korean government has concluded in FTA negotiations with major

trading partners including, the United States, European Union, ASEAN and so on.

<Table 1. Summary of Korea’ s FTA Negotiation>

FTA Partner Progress
Chile Entry into force on April 1, 2004
Singapore Entry into force on March 2, 2006.
Japan Formal negotiation began December 22, 2003. Negotiation

suspended since the 6" meeting on November 1, 2004.

EFTA (Switzerland, Norway,
Liechtenstein, Iceland)

Entry into force on September 1, 2006

ASEAN
(Thailand joined in Feb. 2009)

Signed “Framework Agreement” on August 24, 2006
Agreement for Goods entered into force on June 1, 2007.

Services May 1, 2009
Investment Sep. 1, 2009
India (Comprehensive Economic | To be entered into force on Jan. 1, 2010
Partnership Agreement)
US Concluded the negotiation in June 2007
EU Initialed on October 15, 2009

Canada, Mexico, Peru, New
Zealand, Australia, GCC

In negotiation

MERCOSUR, China, Turkey,
Russia, Columbia, Isracl, SACU

In preparation

These FTAs involving major economies are expected to have much more significant
economic impacts than the most of the previous FTAs. As shown in Figure 1, the FTAs
have been proliferating especially after the establishment of the WTO. But, Figure 2

demonstrates that the exponential increase of FTAs has not contributed much to

* Professor of International Trade Law and Policy; Director of Center for International Commerce
and Finance, Graduate School of International Studies, Seoul National University. dahn@snu.ac.kr.
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improve the world trade, indicating
<Figure 1. Trend of RTA>
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Update” , 21 (WTO Discussion Paper No. 12)>.

<Figure 2. Trend of World Trade>
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that potential trade creation by FTAs has not been substantial due to trade diversion.
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Whether the recent FTAs by Korea involving, inter alia, the United States and
the European Union can make significant economic impacts to the world trade may be
an interesting indication to the question of whether FTAs can be a stumbling block or a
building block. In particular, strategic reaction incurred by trade diversion problem of
these FTAs may also induce facilitation of significant FTAs by Japan and China.

2. Special Features of Korea’ s FTA Policy14
2.1. Simultaneous multiple FTA negotiation strategy

The Korean government publicly announced the “simultaneous multiple FTA
negotiation strategy” . In other words, the Korean government has sought as many FTA
negotiations as possible at the same time. This strategy is supposed to make up
relatively late participation into a FTA race. Also, it is to enhance bargaining leverage of
the Korean government by having various alternatives for FTA negotiation. This FTA
strategy, however, required substantial expansion of FTA related government capacity.
On December 10, 2004, the Ministry of Foreign Affairs and Trade established new
bureau, “FTA Bureau” , led by a Director-General level official with four departments
where more than 30 officials were recruited. One of the problems of the “simultaneous
multiple FTA negotiation strategy’ is caused by sequential, not simultaneous,
conclusion of FTA negotiations. Sequential conclusion and thereby sequential
application of FTAs may entail vastly different economic consequences depending on
the order of FTAs, at least unless they are concluded within a relatively short span of

time.
2.2. Comprehensive “WTO plus” approach

Next, the Korean government generally adopts comprehensive “WTO plus”
approach for market liberalization undertaken by FTA negotiations. Since trade barriers
at borders of major trading partners are typically very low or scarce, Korea endeavors to
work on non-tariff issues such as trade remedy system, investment, trade in services,
intellectual property protection, cooperation in science and technology. In this regard, it
is noted that the Korean government has adopted sui generis FTA trade remedy systems.

For example, the Korea-Chile FTA included special safeguard mechanism for

' This part is mostly drawn from Ahn, Dukgeun. “Korea’s FTA Policy” in The New International
Architecture in Trade and Investment: Current Status and Implications, APEC, March 2007.
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agricultural products.”> The Korea-Chile FTA generally resorts to the WTO Agreements
for its safeguard mechanism. Chapter 6 stipulates that both parties maintain WTO rights
and obligations concerning safeguard matters. Safeguard actions would be dealt with
exclusively by the WTO dispute settlement system. Notwithstanding Chapter 6, Article
3.12 sets forth a special safeguard system for agricultural goods in case an import
increase causes or threatens to cause serious injury or “market disturbance” .'® This
special agricultural safeguard provision substantially differs from the special safeguard
mechanism under the WTO Agriculture Agreement that employs an automatic
triggering system. Moreover, although ‘material injury’ and ‘threat of material
injury’ are defined in line with the WTO Safeguard Agreement, the concept of

‘market disturbance’ is not specifically stipulated and completely unprecedented.
The lack of clear definition on the latter element for safeguard actions in the Korean
statutory system may lead to serious controversy in actual application of the provisions
in a near future, unless it is elaborated with more specific guidelines or criteria.'’

The exclusion of FTA parties from the WTO safeguard action, first adopted in
the NAFTA, has also been discussed and will soon appear in the formal text of the FTA
involving Korea. The FTA negotiation with India at the conclusion stage will include
the first case of NAFTA style safeguard exception clauses. Such clause is very likely to
be adopted in the KORUS FTA

The Korea-Singapore FTA adopted additional commitments for the
anti-dumping mechanism: prohibition of zeroing and the “lesser duty” rule. Article
6.2 of the Korea-Singapore FTA stipulates that:

3. Notwithstanding paragraph 1, the Parties shall observe the
following practices in anti-dumping cases between them in order to enhance
transparency in the implementation of the WTO Anti-dumping Agreement:

(a) when anti-dumping margins are established on the weighted
average basis, all individual margins, whether positive or negative, should
be counted toward the average; and

(b) if a decision is taken to impose an anti-dumping duty pursuant
to Article 9.1 of the WTO Agreement on Anti-dumping, the Party taking
such a decision, should apply the ‘lesser duty’ rule, by imposing a duty

> For more general discussion on FTA trade remedy systems, see Dukgeun Ahn, “Trade Remedy
Systems for East Asian FTAs” in The WTO in the Twenty-First Century: Dispute Settlement,
Negotiations and Regionalism in Asia (Yasuhei Taniguchi, Alan Yanovich and Jan Bohanes eds.,
Cambridge University Press, 2006).

16 Laws on Investigation of Unfair Trade and Safeguard, Article 22.3 (Public Law 7093,

romulgated on Jan. 20, 2004).

7 Article 22.3 of the Law on Investigation of Unfair Trade and Safeguard was elaborated by Article
22.3 of the Implementing Regulation (Presidential Order 18565, promulgated and entered into force
on Oct. 21, 2004). But, the Implementing Regulation did not clarify the concept of “market
disturbance” either.
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which is less than the dumping margin where such lesser duty would be
adequate to remove the injury to the domestic industry.

The above provisions are noteworthy in that they are the first kind of a modified FTA
trade remedy system adopted in the East Asia.
While the Korea-EFTA FTA retains basically all the rights and obligations
under the WTO Anti-dumping Agreement, it also adopted the above mentioned a
“lesser duty” rule. In addition, the Korea -EFTA FTA stipulates that parties “shall
endeavor to refrain from initiating anti-dumping procedures against each other” and
consult “with the other with a view to finding mutually acceptable solution” ,
although it does not mandate any specific additional legal requirements. Interestingly,
the parties under the Korea-EFTA FTA shall review whether there is need to maintain
anti-dumping measures after five years of application. On the other hand, the
Korea-EFTA FTA requires at least a 30 day period for mutual consultation before parties

initiate countervailing investigations.
2.3. Special treatment for “internal trade” between South and North Koreas

Currently, South Korea is treating products from North Korea basically as
domestic products and does not impose any tarift or other trade measures applicable to
importation. In fact, South Korea enacted a special implementation law for WTO
Agreements in 1995 and declared that it would treat North Korean products as domestic
goods. Article 5 of the “Special Law on Implementation of World Trade Organization
Agreement” | subtitled “Intra-Nation Transaction” , provides that “the trade
between South and North Koreas constitutes an internal trading within an economy and
as such shall not be regarded as that between countries” ."® Notwithstanding this
domestic regulation, the exemption of tariffs and other trade measures may invoke
most-favored nation (MFN) treatment problems under the WTO system since North
Korea appears to satisfy all the legal requirements to be treated as “independent
customs territory” ."

As transaction between South and North Koreas grows especially using
Gaesung Industrial Complex, special North Korean district where South Korean

companies manufacture products for consumption or further processing in South Korea,

'8 Public Law No. 4858. See also Moon-soo Chung, “Implementation of the Results of the Uruguay
Round Agreements: Korea” in Implementing the Uruguay Round (eds. by John Jackson & Alan
Sykes) 375 (1997).

' Dukgeun Ahn, “Legal Issues for Korea’s ‘Internal Trade’ in the WTO System”, in Multilateral and

Regional Frameworks for Globalization: WTO and Free Trade Agreements (eds. by Lim and Torrens,
2005).
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a counterpart for Korea’ s FTA negotiation has raised a issue whether those products
should be benefited under the FTA arrangement. The Korea-Singapore FTA first made a
formal recognition of “internal” trade between South and North Koreas. But,
transaction between South and North Koreas was not categorically recognized as

“internal” trade. Instead, the following “outward processing” provision articulates
the specific conditions carefully designed to embrace products from Gaesung Industrial

Complex to render preferential treatment:

ARTICLE 4.4 : OUTWARD PROCESSING

1. Notwithstanding the relevant provisions of Article 4.2 and the
product-specific requirements set out in Annex 4A, a good listed in Annex 4C
shall be considered as originating even if it has undergone processes of
production or operation outside the territory of a Party on a material exported
from the Party and subsequently re-imported to the Party, provided that:

(a) the total value of non-originating inputs as set out in paragraph 2 does not
exceed forty (40) per cent of the customs value of the final good for which
originating status is claimed,

(b) the value of originating materials is not less than forty-five (45) per cent of
the customs value of the final good for which originating status is claimed,

(c) the materials exported from a Party shall have been wholly obtained or
produced in the Party or have undergone there processes of production or
operation going beyond the non-qualifying operations in Article 4.16, prior to
being exported outside the territory of the Party;

(d) the producer of the exported material and the producer of the final good for
which originating status is claimed are the same;

(e) the re-imported good has been obtained through the processes of
production or operation of the exported material; and

(f) the last process of production or operation® takes place in the territory of
the Party.

2. For the purposes of paragraph 1(a), the total value of non-originating
inputs shall be the value of any non-originating materials added in a Party as
well as the value of any materials added and all other costs accumulated
outside the territory of the Party, including transportation cost.

"' The last process of production or operation does not exclude the
non-qualifying operations stipulated in Article 4.16.

Goods listed in Annex 4C include plastics and articles thereof (HS Code Chapter 39),
nuclear reactors, boilers, machinery and mechanical appliances; parts thereof (Chapter
84), electrical machinery and equipment and parts thereof, sound recorders and
reproducers, television image and sound recorders and reproducers, and parts and
accessories of such articles (Chapter 85), ships, boats and floating structures (Chapter
89), optical, photographic, cinematographic, measuring, checking, precision, medical or

surgical instruments and apparatus; parts and accessories thereof (Chapter 90).
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This provision was similarly adopted in the Korea-EFTA FTA. Annex I of the
Korea-EFTA FTA has the provision regarding the exemption for territoriality principle

as follows:

APPENDIX 4 TO ANNEX I
EXEMPTIONS FROM THE PRINCIPLE OF TERRITORIALITY

1. In accordance with Article 13 of Annex I, the acquisition of originating status
shall not be affected by working or processing carried out outside the territory of
a Party on materials exported from the Party concerned and subsequently
re-imported to that Party, provided that:

(a) the total added value as set out in paragraph 5(a) does not exceed 10 percent
of the ex-works price of the final product for which originating status is claimed;
and

(b) the materials exported from the Party concerned shall be wholly obtained in
that Party or having undergone working or processing going beyond the
insufficient operations listed in Article 6 prior to being exported outside the
territory of that Party.

2. Notwithstanding paragraph 1, for products listed in the Table set out at the end
of this Appendix, the acqulsltlon of originating status shall not be affected by
working or processing carried out in an area, for instance an industrial zone,
outside the territory of a Party, on materials exported from the Party concerned
and subsequently re-imported to that Party, provided that:

(a) the total value of non-originating input as set out in paragraph 5(b) does not
exceed 40 per cent of the ex-works price of the final product for which
originating status is claimed; and

(b) the value of originating materials exported from the Party concerned is not
less than 60 per cent of the total value of materials used in manufacturing the
re-imported material or product.

The product coverage under the above provision was expanded from that of the
Korea-Singapore FTA by including, inter alia, rubber products, articles of leather;
apparel and clothing accessories, footwear, glass and glassware, precious metals,
articles of iron or steel, vehicles other than railway or tramway rolling-stock,
miscellaneous manufactured articles.

Although the above approach to treat products from North Korean territories
was accepted by Singapore and EFTA, other FTA negotiation partners such as Japan
and the United States have vehemently opposed to the adoption of similar provisions.
The Korea-US FTA finally employed a different approach to this issue. It establishes

“Committee on Outward Processing Zones on the Korean Peninsula”.?® The
Committee is supposed to establish criteria to determine goods from any outward

processing zone as originating goods. These criteria include “progress toward the

20 Annex 22-B, Korea-US FTA.
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denuclearization of the Korean Peninsula; the impact of the outward processing zones
on intra-Korean relations; and the environmental standards, labor standards and
practices, wage practices and business and management practices prevailing in the
outward processing zone”, with due reference to the situation prevailing elsewhere in
the local economy and the relevant international norms. The Committee decision
reached by unified consent pursuant to the above criteria will be recommended to the
Parties, which are “responsible for seeking legislative approval for any amendments to
the Agreement with respect to outward processing zones”. This “Committee on
Outward Processing Zones on the Korean Peninsula” has been adopted similarly in
Annex IV of the Korea-EU FTA. It remains to be seen whether transaction between
South and North Koreas can be recognized, directly or indirectly, as “internal trade”
by other WTO Members in the future.

3. Institutional Development of Korea for FTA

3.1. Reform of Government Organization

The Ministry of Foreign Affairs and Trade (MOFAT), the main government
ministry in charge of trade negotiation, basically consists of offices of foreign affairs
and offices of trade. In February 1998, the former Ministry of Foreign Affairs was
augmented to expand trade negotiation functions that were handled often by the
Ministry of Commerce, Industry and Energy (now Ministry of Knowledge Economy,

‘MKE’ ).

On the other hand, Chapter 2 of the Foreign Trade Act explicitly provides that
the promotion of trade is within the jurisdiction of the MKE. Thus, under the current
trading system in Korea, trade negotiation function is rendered to the MOFAT whereas
trade promotion function is still maintained by the MKE. The distinction of these two
jurisdictions is often obscure and confusing even for officials at the ministries.

In fact, the confusion on the jurisdiction of relevant government ministries
becomes more acute when one considers the fact that the Ministry of Strategy and
Finance (MOSF) has the authority for general conciliation of foreign economic policies
including trade policies. On September 12, 2001, the Korean government promulgated
the regulation on “Ministerial Meeting on International Economy” for which the
Minister of Strategy and Finance Strategy and Finance becomes the chairman.?!

The Korean government used to be one of the most ardent supporters of the

multilateral trading system. The trade negotiation related division was structured to

2! president Order No. 17354.
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focus on the WTO matters. But, the MOFAT reforms the governmental organization in
order to deal with increasing FTA negotiations. As of November 2009, the ministry of
trade in the MOFAT has five Divisions, among which two divisions were newly added
to specialize in FTA negotiations.

Also, as indicated in Figure 3, the Ministry of Trade has now two “Deputy
Minister” - one for trade in general and the other specifically for FTA. Seven divisions
in total were established under two FTA related bureaus, specializing in specific issues
such as sectoral negotiations for FTAs as well as FTA policy coordination and

implementation.

<Figure 3. Organizational Structure of Ministry of Foreign Affairs and Trade (MOFAT)>

Minister of Foreign Affairs

and Trade
Minister of Trade
Vice Minister of Foreign Affairs L | - Deputy Minister for Trade
and Trade - Deputy Minister for FTA
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T
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Whereas the external negotiation function was substantially improved by

beefing up the Ministry of Trade, the internal policy coordination and implementation
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issues were assigned to the FTA Promotion & Policy Adjustment Authority (FTA PPAA)
established under the MOSF. The FTA PPAA consists of six divisions - Policy Division,
Education & Promotion Division, Analysis Division, Assistance Policy Division,
Industry Assistance Division, and External Cooperation Division. The FTA PPAA is
advised by the FTA Promotion & Policy Adjustment Council, which is composed of 13
private members representing industry, media, civil society and academics as well as 13
government officials who are mostly ministers or minister-level officers from
government departments or agencies related to FTA works. The FTA PPAA’ s main
role is, however, to promote FTAs rather than to coordinate policy conflicts among
different ministries. As a result, the role of the FTA PPAA in relation to policy

coordination needs to be improved.
3.2. Trade Adjustment Assistance Program

The Korean government introduced the Trade Adjustment Assistance (TAA)
program in 2007 to provide assistance to the parties adversely affected by trade
liberalization. The “Act on Trade Adjustment Assistance for Manufacturing and Other
Industries (TAA Act)” that provides legal frameworks for TAA programs entered into
force on April 29, 2007.>* Specifically, loans, investments, and job placement support
for labor can be requested by manufacturers when sales or production fall by over 25%
due to import competition. In 2008, 32 billion won was budgeted for TAA compensation
although most of the budget was not actually spent due to the lack of applications.*

Whereas the Korean TAA benchmarked the US TAA system, it differs
considerably from the US system. First of all, the Korean TAA is primarily focused on
supporting small and medium size firms facing structural adjustment. Less emphasis is
placed on providing social protection and assuaging workers within the liberalized
trading order. This dissimilarity in objectives is manifest in the distribution of TAA
funds, as about 90% of $1 billion annual allotment under the US TAA program is
received by displaced employees. Only 9% is allocated to farmers and 1% is extended
to firms. Meanwhile, according to a 10-year government plan issued in 2007 by the
Korean government, 92% of 2,845 billion won budget under the Korean TAA program
will go to firms while employees will be given less than 8%. This disproportionate
spreading of funds is troubling since firm-oriented support systems may be more
vulnerable under the WTO Agreement on Subsidy and Countervailing Measures (SCM

Agreement).

2 Public Law No. 8852.
23 WTO, Trade Policy Review: Republic of Korea 2008.
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Secondly, the Korean TAA system requires the determination of the Korea
Trade Commission (KTC) on the injury caused by pertinent FTAs to become eligible for
the TAA support programs. Article 6.2 of TAA Act stipulates that the KTC should make
a positive determination on (i) “serious injury” that is defined to mean 25% or more
reduction in total sales or production®® and (ii) causation requirement - imports of same
kinds or directly competitive goods or services to be a primary cause of serious injury.

As of November 2009, three TAA measures were implemented based on

positive determination by the KTC. The brief summary information is given in Table 2.

<Table 2. Summary Information of TAA Implementation as of November 2009>

Product Faucet Wine Pork Watch Pork Mackerel
Reason for Sales Sales Productio Sales Sales Sales/Prof
Application | Reduction | Reduction n Reduction | Reduction it

(Loss of (Loss of | Reduction | (Loss of (Loss of | Reduction
27%) 45%) (Loss of 49.5%) 31.6%) (Loss of
28%) 19.5%/51
Y0)
Importing | Switzerland Chile Chile Switzerland Chile Norway
Country (EFTA) (EFTA) (EFTA)
KTC Negative Positive Positive Positive Positive Positive
Determinatio
n
Loan KRW200 | KRW100 KRW100
million million million
(08.12.1) | (09.2.3) (09.7.14)
Consulting KRW16 KRW16
Support million million
( 09.1.2 | ( ‘09.3.2
2~4.30) ~12.12)
For B2B
marketing | business
strategy strategy
developm | developm
ent ent

<Source: Trade Adjustment Assistance Center, 2009>

It is noted that the very first application under the TAA system was actually
declined by the KTC on the basis of negative determination on injury. The KTC
determined that the main cause of alleged injury was not the import increase from the
FTA partner country but the substantial reduction of exportation by the applicant. The

first actual TAA measure was rendered to a local alcoholic beverage producer that

** The TAA Act also permits kind of “threat” of serious injury to be a basis for injury requirement.
But, it provides that serious injury is certainly to occur, if not already occurred. The difference in
terms of legal criteria to distinguish these elements for injury determination is not clearly elaborated
in the Act.
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produced products allegedly competitive to wine imported from Chile. Pursuant to the
positive determination of the KTC, the loan of the total 200 million won was granted to
this company. In addition, 16 million won was offered to assist consulting arrangement
for marketing strategy development. Since then, two additional TAA measures were
implemented to assist pork producing companies that claimed serious injury due to the
FTA with Chile. There are two more cases in which the KTC concluded positively on
serious injury in relation to the FTA with EFTA. But, concrete TAA measures were not
yet finalized and implemented.

Although the KTC, the main trade remedy agency in Korea, is involved in
injury determination, the procedure and standards used for TAA system are not rigorous
as much as those for normal trade remedy procedures. In fact, all decisions for TAA
related injury were made through documentary review instead of having actual
deliberation meeting for trade commissioners. So far, the TAA implementation in Korea
is still at an inchoate stage. It will take much more real cases to articulate criteria for

injury determination and TAA measure development.
3.3. Regulatory Frameworks for Trade Negotiation and Legislation Procedure
1) General Procedure under the FTA Directive

The very first FTA negotiation for the Korean government with Chile raised
numerous issues regarding the authority for negotiation and policy coordination,
procedural legitimacy, and legislative process subsequent to the conclusion of FTA
negotiation. Based on the experience of the Korea-Chile FTA he Korean government
tried to make up some institutional and regulatory framework for FTA negotiation
procedure.

The Korean government must follow the procedures and requirements
stipulated in the “Presidential Directive on Procedures for the Conclusion of Free Trade
Agreements (FTA Directive)” when it handles FTA negotiations.”> The FTA Directive
governs the entire process of negotiations, including the pre- and post-negotiation stages,
of an FTA the Korean Government undertakes.

Pursuant to the FTA Directive, the Ministers’ Meeting for External Economic
Affairs (MMEEA) has the authority to make decisions on major policy issues
concerning FTA negotiations such as the selection of FTA partners, the timing and the

method of such negotiations, and other relevant mandates for the negotiations. The FTA

> Presidential Directive, No. 224 (Aug. 28, 2008).
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Directive has required to establish three committees: the FTA Committee, the
working-level subcommittee, and the FTA Advisory Committee. These three
committees are expected to undertake the key decision making for FTA negotiations
and implementation.

The FTA Committee, which is chaired by the Minister for Trade and consists of
Deputy Ministers of relevant ministries, is primarily responsible for making Korea’s
FTA policy, overseeing FTA negotiations, and undertaking any follow-up measures.
The FTA Committee is to be supported by the working-level subcommittee which
consists of Director-General level government officials from relevant ministries.

The FTA Advisory Committee, which is chaired by the Minister for Trade, and
consists of experts from academia and businesses, supports the Government in relation
to various issues covering basic strategy, position decision for individual negotiation
agenda, and other matters of FTA negotiations.

The Korean government often carries out a joint study with a candidate FTA
partner to examine the feasibility of an FTA before it starts negotiations.”* However, a
joint study is not mandatory under the FTA Directive. For example, the Korean
government launched negotiations with Chile merely after two preliminary
consultations. Also, the Korea-US FTA and the Korea-EU FTA were initiated without a
formal procedure to adopt the joint study report. When the joint study report is prepared
with potential partners, such issues as the economic effect of the FTA, the scope and
coverage of the FTA, and negotiating modalities are normally discussed. When a joint
study or any other form of preliminary consultation ends with the conclusion that the
proposed FTA is expected to bring sufficient benefits to Korea compensating potential
injury to certain economic sectors, the FTA Committee recommends to the MMEEA the
launching of FTA negotiations.

Sometimes, seemingly mere procedural steps can provoke quite controversial
disputes. For example, Article 12 of the FTA Directive requires that a public hearing
must be held prior to the MMEEA’ s decision and the result of the public hearing
should be presented to the MMEEA at its deliberation. Considering the result from the
public hearing along with many other data and information, the MMEEA decides
whether or not to launch the negotiations. As in many other administrative processes,
public hearing steps ensure that various interested parties and relevant sectors have a
chance to be heard by the Government before the Government makes any formal
decision on the launching of negotiations.

However, what should be done or achieved with public hearing procedures are

* Cheong, I and J. Cho, “The Impact of Free Trade Agreements on Business in the Republic of
Korea”, ADBI Working Paper Series, No.156 (Oct. 2009).
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not articulated. For example, the public hearing meeting on February 2, 2006 for the
Korea-US FTA required under the FTA Directive could not be properly processed due to
the physical interference of the session by angry farmers and opponent groups. But
several hours later, the Minister of Trade announced that pursuant to the FTA Directive,
the FTA negotiation with the United States would formally begin. The opponent group
claimed that the failure to conduct the public hearing session as planned constituted the
violation of Article 12 of the FTA Directive, while the Korean government explained
that the opening of the public hearing session technically complied with the requirement
under the FTA Directive.

2) Law on FTA Negotiation Procedure

As demonstrated in Appendix, the legislative procedure in the National
Assembly after the conclusion of the Korea-Chile FTA raised huge concern for
legislative hurdle for trade negotiation. After the voting by the National Assembly
turned down the Korea-Chile FTA three consecutive times, the Korean government
needed to come up with the massive “Comprehensive Assistance Plan for Agricultural
and Rural Sector” that amounted to 119 trillion won basically to address the concern of
congressmen from rural sectors. This experience led the Korean government to consider
the formalized procedure under which the legislative authority of the National Assembly
vulnerable to unlimited political abuse may be constrained in a similar manner to the
trade promotion authority (TPA) procedure of the US Congress.”’

On the other hand, the opposing party also raised the need to establish the
institutionalized procedure for initiating and concluding a trade agreement, including
FTA, which inevitably causes huge economic harms to a specific sector and too often is
rubberstamped by the National Assembly allegedly for the sake of national interest. This
request was particularly strong after the Korea-US FTA was initiated despite the lack of
social consensus and procedural drawbacks. When the Korean government decided to
cut the existing screen quota down to the half - from 146 to 73 days and resume the
importation of the US beef before the formal FTA negotiation with the United States
began, the demand from the National Assembly to limit overly ambitious trade
negotiation undertaken by the administrative body increased.

So, multiple proposals were prepared to establish a formal procedure by which
the FTA negotiations could be guided. As of November 2009, the National Assembly
did not push forward any particular proposal, although they still agreed on the need to

% There is a fundamental discrepancy between Korean and US constitutional system that leads to.
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have a more formalized process.

The proposals in this regard share some of the key concerns highlighted from
the recent experience of the FTA negotiations. Firstly, there are issues on what should be
satisfied to initiate the FTA negotiation. How to ensure that a trade negotiation is
supported by certain level of social consensus remains a difficult question. Although the
National Assembly does not seem to have a constitutional authority to interfere with the
decision to initiate a FTA negotiation by the administrative body, many politicians
support the idea that there must be something more than a mere record of public hearing
and so-called economic analysis reports issued by government funded institutes. In
other words, legal requirements for due process especially at the stage of initiating a
FTA negotiation are raised as one of the core issues.

Secondly, it becomes very controversial how to meet transparency requirement
in the course of a negotiation. Transparency often contradicts with confidentiality that is
also very important element of trade negotiation. In January 2007 at which the
Korea-US FTA negotiation was still at a critical phase, the confidential document
briefing the Korean government’ s negotiation strategy prepared only for confidential
discussion between the Special FTA Committee of the National Assembly and the
administrative body was leaked to the press and published in a newspaper. The next day,
the chief negotiator of the US delegation, Ms. Curtler made comments on the Korean
government’ s negotiation strategy when she faced the Korean chief negotiator, Mr.
Jonghoon Kim. This incident highlights the importance of maintaining the right balance
between transparency and confidentiality. In fact, a significant portion of the criticism
towards the government regarding the Korea-US FTA negotiation was about
non-transparency. In response, the Korean government tried to improve communication
with relevant parties from a wide variety of sectors, particularly opposing sectors.
Inevitably, the contents of such communication were leaked to the public forum, not
rarely but actually quite routinely. This problem becomes particularly acute because the
politically opposing party often tries to and is able to abuse transparency requirement.
Although transparency is a critical element of any democratic legislative process, it
takes very rigorous scrutiny to decide what to share with whom, when and how often.

Thirdly, there is a controversy as to how the economic analysis report should be
prepared. Normally, a government funded research institute issues a report assessing the
economic impact of an FTA, typically relying on a computational general equilibrium
(CGE) model. In Korea, this report is generally prepared by the Korea Institute for
International Economic Policy (KIEP). However, a CGE result is very contingent on the
assumptions the model imposes and thereby can vary a lot depending on what kinds of

economic assumptions are taken. This nature of econometric analysis routinely adopted
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for FTA negotiations can provoke huge controversy when an FTA at issue is politically
sensitive. Because the result of economic analysis can vary considerably depending on
the assumptions for a model, who is doing how can be not just an economic issue but
also a political problem.

As indicated in Appendix 2, the US Congress also demands the economic
analysis report for any proposed FTA in the course of negotiation and ratification
procedures. This is done by the US International Trade Commission (ITC). Unlike other
trade remedy related agencies, the USITC has its own research capacity with significant
numbers of economists. A relatively strong credibility of the USITC report has been
supported by long experience of trade remedy works which have been protected from
direct political influence. In Korea, however, a report by the KIEP often becomes a
target of criticism on the basis of neutrality, objectivity, and econometric sufficiency.
After the conclusion of the Korea-US FTA negotiation, the economic assessment report
was prepared collectively embracing all government funded research institutes. This
report, however, did not assuage the concern of opposing groups when they found that
none of “their” economists were not included in the analysis works. So, a seemingly
neutral economic issue of how to analyze impact of an FTA still remains to be a very
political problem that relates to a fundamental issue whether or how much an FTA at
issue is beneficial to a country.

Fourthly, what should be a precondition for ratification is also a difficult issue
the National Assembly has struggled. It is already a widely accepted notion in the
National Assembly that some kind of government measures to address marginalized or
injured sectors must be prepared before the ratification. But, how much or what kind of
assistance or compensation measures should be prepared is now the core issue of a
legislative process in Korea. In this regard, the Korean government prefers the approach
taken in the TPA. What to be done for injured sectors by trade negotiations is addressed
during the negotiation through the consultation with the US Congress. After the
negotiation is concluded, how much a particular sector should be compensated is not a
major issue. Instead, they focus more on how the negotiation result should be arranged
to accommodate the difficult situations of sensitive industries. Close consultation
requirement under the TPA procedure contributes to reduce the burden for the USTR or
the President to come up with compensation programs to address injured sectors after
the conclusion of an FTA.

Unlike the US Congress that follows the TPA procedure, the Korean National
Assembly has to bargain with the administrative body in relation to an FTA ratification.
Having seen the controversy of the National Assembly related to the Korea-Chile FTA,

the Korean government now faces considerably bigger problems to deal with massive
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market liberalization under the Korea-US FTA and the Korea-EU FTA.

Lastly, what should be the time schedule for ratification procedure has become
very important especially due to the Korea-US FTA. In principle, the US Congress must
make a decision whether to ratify an FTA or not within 90 days from the date it is
formally submitted to the US congressional ratification procedure if the FTA was
concluded pursuant to the TPA process. However, they do not have any limit about
when the FTA should be submitted to the congressional ratification procedure. In the
case of the Korea-US FTA, it was signed on June 30, 2007 but not yet submitted to the
US Congress. The prolonged delay in the US congressional ratification procedure led
the National Assembly to stop ratification process for more than two years. This made
another bad example for the politicians in Korea, implying that political reasons can be
the basis to sacrifice “national economic interest” almost unlimitedly. The National
Assembly begins to discuss what should be the procedure for concluded FTAs to
facilitate timely ratification and prevent political maneuvering. The actual possibility for
the National Assembly to agree on the established time schedule for ratification process

is still very slim.

4. Conclusion

Korea has transformed from one of the most ardent opponents for FTAs into
the most aggressive FTA using country. Korea now becomes one of the very few
countries that establish FTAs with both the United States and the European Union.*®
Moreover, it is seriously considering FTAs with Japan and even China. In the meantime,
other countries such as India, Canada, Mexico, and Australia will be embraced under the
FTA coverage in the near future. Such an unprecedented level and scope of market
liberalization in Korea has inevitably induced various institutional reforms in respect of
legislative frameworks as well as trade policy implementation. Considering the current
stage of development, it is clearly premature to draw any conclusion. But, the Korea’ s
experience may shed some light on how important role the institutional development of
legislative as well as administrative bodies plays to accommodate market liberalization
expedited by FTA negotiations.

% The only other countries to have FTAs with the US and the EU simultaneously are Mexico,
Jordan and Chile.
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Appendix 1. Procedural History of Korea-Chile FTA Negotiation
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Round 6: 122004

Conclusion (Geneya)

| | Ll

2000 2001

5.11. 1998

Committee of International Economic Policy
Coordination decided to pursue FTA and chose
Chile as the first partner.

11. 1998
The summit meeting decided to pursue FTA.

2002
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Appendix 2. US Trade Promotion Authority (TPA) Procedure

Timing

Action

Prior to Notification

Consult Trade Committees, Congressional Oversight Group (COG) and other
Committees as deemed appropriate.

At least 90 days before
initiating negotiations

Transmit written notification of negotiations to Congress, including specific
negotiating objectives.

Before initiating
negotiations on
agriculture, fish and
shellfish and textiles

Complete general agriculture tariff assessment & consult with Trade and
Agriculture committees.

Sensitive agriculture products: Identify products & consult Congressional
committees; request ITC report; after receipt of ITC report notify Committees
of products for which USTR will seek tariff cuts and reasons.

Consult Trade, House Resources, & Senate Commerce Committees on fish &
shellfish.

Complete assessment on textile tariffs & consult Trade Committees.

Before making a tariff offer

Request and receive ITC probable economic effects report.

Before making a formal
offer on tariffs, non-tariff
barriers, service etc.

Hold TPSC hearing and receive summary of views.
Take into account advice from ITC, private sector advisory committees, and
TPSC.

During negotiation

Transmit meaningful labor rights report on negotiating partners to Congress.
Conduct environmental impact review and employment impact review.

Report to Trade Committees on environmental impact review and employment
impact review.

180 days prior to entering
into agreement

Report to Trade Committees on trade remedies proposals that could require
amendments to U.S. laws and how these proposals relate to TPA objectives.

90 days prior to entering
into agreement

Notify Congress of intent to enter agreement; publish notice in Federal Register.
Provide ITC details & request report on agreement’ s likely impact on U.S.
economy & specific industry sectors.

Before entering into
agreement

Consult with Trade & other Committees with jurisdiction, COG on (1) nature of
agreement, and (2) how and to what extent the agreement will achieve the
applicable purposes, policies, priorities and objectives.

30 days after notification
of intent to enter
agreement

Private sector advisory committees provide reports to Administration and
Congress on the agreement.

Just before initialing

Consult Trade & Agriculture Committees & Congressional Oversight Group.

Transmit copy of agreement to each House of Congress with statement of

After entry into reasons for entering into agreement.
agreement(signature) Provide each Member of Congress with a summary of information submitted to
each House.
60 days after signing Submit to Congress a list of changes to existing laws necessary to comply with

the agreement.

At time to be determined
in consultation with

Submit to Congress: (1) copy of final legal text of agreement; (2) draft
implementing bill; (3) statement of any administrative action; (4) explanation of
how bill & administrative action affect existing law; and (5) statement asserting

Congress that agreement makes progress in achieving applicable TPA objectives. Submit
implementation plan.
House Ways and Means
Con}llmittee 45 days
House Floor 15 days
Finance Committee 15 days
Senate Floor 15 days

Note: TPA also imposes continuing requirements to consult with and inform Congress, including
the Congressional Oversight Group, as well as the private sector advisory committees.
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1. Overview of Korea's FTA Negotiatio

«Table 1. Summary of Korea's FTA Negotistions

FTAPartner Brograss
¢ inta faxe an April 1, 2004

T e an z
nnegan Dezambar 2, 2003 Mag:
5" mesBngan November 1, 200
¢ Inta f0ma on Saptamser 1, 2005

(Fwnzariand, NoraEy.
Liechiz nstain, bz End)

MEned IR &WArE AErasmant” an ALGUST 24, 2005
i

TREMENE 17 Sa0 8 entRnad Inta fares an Juns 1. 2007,
Saraces May 1, 2009
reastmant Sop. 1 I008
ndiz [Cam oranan she T b entared inta fare: an k. 1, 2000

Ezanamic Parmarshin
aam &nt)

Conciuded $he negotiaton in lun 2007
nbiaked an October 15 2009

ada, Maxic, Perd, New | In nagotizsan

Zaaland, fus C

N O repRraian
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3. Institutional Development of Korea for FTA
3.1. Reform of Government Organization
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3. Institutional Development of Korea for FTA
3.2. Trade Adjustment Assistance Program

O *“Acton Trade Adjustment Assistance for Manufacturing and Other Industries {TAA Act]” entared
inta force an April 29, 2007

4 Loans, investments, and job placement suppart for labor can be requested by manufacturers
when sales ar praductian fall by over 25% due t impart competition.

O The Karean TAA is primarity facused an supporting small and medium size firms facing structural
adjustment

4 92%of 2,845 billion won budget under the Korzan TAA program will go to firms while

=mployees will b given lass than 8%
4 Firmroriented support systems may be more vulnerable under the WTD Agreement on
Subsidy and Countervailing Measures.

O The Korean TAA system requires the determination of the Korea Trade Commission {KTC] on the
injury caused by pertinent FTAs to become 2ligible for the TAA support programs.
4 The KTC should make @ pasitive detzrmination on {i| “serisus injury” that is defined to mean
25% or mare reduction in total sales or production and (ii] causation requirement — imports of
same kinds ar directly competitive goods or services to be 3 primary cause of serious injury.
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3. Institutional Development of Korea for FTA
3.3. Regulatory Frameworks for Trade Negotiation and Legislation Procedure
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1) General Procedure under the FTA Directive
4 “"Presidential Directive on Procedures for the Conclusion of Free Trade Agresments {FTA Directive]”
¥ Ministers” Meeting for External Economic Affairs
= FTA Committze, warking-level subcommittes, FTA Advisory Committez
® Publdic hearing pracedure and Korez-US FTA

2] Law on FTA Negotiation Procedure
4 MNeed for 2 Korean version of Tradz Promotion Autharity
* “Comprehensive Assistance Plan for Agricubtural and Rural Sector” amounted to 119 trillion won

4 Major sues
what should be satisfied to initiate the FTA negotiation
how to meet transparency requirement in the course of 2 negotiation

how the =conamic analysis repart should be prepared

what shauld be a precandition for ratification
what should be the time schedule for ratification procedure

>
GEIS
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FTA Policy and Institutional Development of Korea
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[ Powepoint]

Japan’s EPA Policy

FAR—ER
(FEENM KPP XFRERASBZARER - #iR)

Japan’s EPA Policy

ARAKI Ichiro
Yokohama National University

Policy Goals identified by MET]

@ Prosperitywi@

@ Aiming to take in the growth and
dynamism of Asiaetc.

@ Development of production network of
Asian companies

@ Quality, as well as s, is
im'tp-y&rtantforE s

Stable Supply
of Natural Resources
& Energy

ew Phase of EPA,
ith large markets

= New type of FTAs, FTAs with large

@ Strengthen inﬂlrela‘tion ship with market, are developing in the world

countries rich In natural rescurces

&energy = |I} ordgtrrlto avoid gltedis?l(jvannh €y
PP strengthening relationship wi rger
@ ;‘E:,““‘gf_,“r'ggje‘:{’i'g;g o g markets, including the U. 5. and EU, is
interests on investment necessaty for fapan
. = Forming the model framework, in
@ Respecting the long term contracts, . . J
in times of policy change &%‘g&oﬂﬁ&ﬁéﬂ&g lobal
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Cabinet Decision of June 27, 2008

Goal:

— 12 or more EPAs by early 2009

— The ratio oftrade with EPA countries: 25% or more by
2010

— Aftainment of the-Rgadmag, toward 2010

— Mexico 1.0%, Chile 0.7%, ASEAN 13.0%, Switzerland
0.6% (Subtotal: 15.3%)

— South Korea 6.1%, GCC 9.0%, India 0.8%, Ausfralia
34%

— United States 16.1%, EU 12.8%

— EAFTA 36 9%, CEPEA415%, FTAAP 697%

Comparison with Korea

* Institutional Development
— Ministry of Foreign Affairs (MOFA), Ministry of
Economy, Trade and Industry (METI), Ministry
of Agriculture, Forestry and Fisheries (MAFF)

— Leading Role of the Cabinet
» Lack of Trade Adjustment Assistance
* Policies under the New Administration
— FTA with the United States
- EPA/WTO Headquarters (MOFA)
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WTO 7 #— 7 AREDUTH T, FILFEEKRT: WTO 5t v % — D% B
TELIHFNQTEY £7, ZAEACHBICBEZTRIETWEEETZWoTT
S, EEIT A AR L O FTA 28Tl EPA &0 ) Z L ICOW TR ICR a2 F
STV L D ICEEOBRE D B> TWD O TT M, EED FTA B IL5E
BIZTNT Ly Y RFTA ZiBRTHEWVWINGERATLE O D ok ®
DDFEZ TV e BnETd,

TIEHRAS AN TERM, A b, Z0nbsS7a 7 s OERICBEE
WELL £,

First, regarding the question from the floor, yes, as I mentioned, the
Korean government has now finished actively, even with the U.S. and the
EU, addressing all those issues, including protection of intellectual
property and many other issues, like investment.

So the Korean government has become much more aggressive
than when they first engaged in negotiations with Japan. So clearly, the
Korean government has tried to have full FTA. But in that aspect,
probably later, we will resume active negotiations with Japan, and they
will raise more controversial problems.

On the other hand, the better aspect is that we are more
experienced. Also, our industrial sector is much better prepared to
accommodate the requests from other countries, maybe including Japan
later.

So in that sense, the situation appears to be more favorable.

On the point raised by Professor Aki, I completely agree. The
TAA was very effective in addressing industry injury. But policy-wise
already TAA appeared to be a quite interesting basis or excuse for the
Korean government to push more aggressive ideas, because now we have

institutionalized the process under which the injured sectors may raise
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complaints.

So it may not be a very efficient way to address those injury
problems caused by import competition. But at least it can work very
nicely, as in the U.S. case. There is a good basis for the policymakers to

raise a kind of last resort when we push these trade negotiations in Korea.

HONEHITEVWET, TR YT a rTIET VT MR ERE DO EREICS
W D & IR RN D DiFam A ITWE LTz, 222N bo Lo 3K
. S EIEZ O Vo B TOE - AELLLTHY £, £OBNTTIH
WIS iEm T 72 E RIS TR Y £, BN LA— =1 C
LEWVWELEN, ZLZ2LHBESTZON 100 HEWVENSTZOT, ¥4IV
THINZIEDG X 9 Ende ) LoIcBnWET, BRE, SaEICEN0a T
EREDLIIEIN, Eobbne s TInE L,
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