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Asian economic integration:
The state of play

Mari Pangestu and Shiro Armstrong’

Introduction

Economic integration in Asia has progressed over the last 30 years
through the formation of greater trade and investment linkages, which
have been driven by market-led integration, underpinned by international
commitments. A strategy of economic development based on export
orientation and integration into regional and global value chains (GVCs)
has served the countries in the region well. For most of the period
during which the Asian economies experienced rapid growth, they faced
a global economy that was growing and open to trade and was, therefore,
conducive to their growth. East Asia experienced higher economic growth
and growth in trade and investment than did other regions, even when
China’s growth is not taken into account. Poverty rates also declined as
a result of this growth, with more people in Asia moving out of poverty
than anywhere else in the world. Trade has been the engine of growth
for the region, with regional economic integration acting as a key driver.
Expanding global trade outpaced and buoyed global economic growth,
which Asia both benefited from and contributed to—until the global
financial crisis (GFC) in 2007-08.

1 We are grateful to Matthew Jacob and Son Chu for their excellent research assistance. Any and
all errors remaining are our own.
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The slow recovery of the advanced industrial economies of Europe
and the US since the GFC has created a challenging global situation,
characterised by continued slow economic and trade growth. In addition,
anti-globalisation, anti-immigration and strong nationalistic sentiments
are on the rise, as seen in Brexit and the populist, anti-trade and anti-
immigration outcomes of the US elections. Such dissatisfaction has arisen
from the perception that globalisation and trade agreements have led to
the loss of jobs, stagnating incomes and increased inequality.

East Asia’s supply chains and production fragmentation deepened trade
and economic integration in Asia and were an engine of global trade and
economic growth, particularly prior to the GFC (see Constantinescu,
Aaditya & Ruta, 2015). The global slowdown in trade growth has
been attributed, in part, to a slowing in this mode of Asian economic
integration since the GFC, compared with the three decades preceding
it. For instance, after joining the World Trade Organization (WTO)
in 2001, China became the largest goods trader in the world, and the
largest trading partner for almost all countries in Asia and beyond.
However, its trade grew only grew 3 per cent in 2014 and, in 2015, it fell
7.6 per cent.? It appears that China’s rapid growth in goods trade could
not be sustained because it is shifting away from an export-led growth
model to a consumption and services-led model.

A further cause of the slowdown in global trade growth is that, even before
the GFC, there was little progress and, seemingly, little international
leadership and commitment on any major trade agreements. Multilateral
trade negotiations under the WTO have stalled and there has not been
any movement on the Doha Round since 2008, with the exception of
the Trade Facilitation Agreement in 2013. The main game for trade
liberalisation has since shifted to regional and bilateral agreements.
The US-led plurilateral agreement in the Asia—Pacific, the Trans-Pacific
Partnership (TPP), has been on hold since President Donald Trump
withdrew the US from the agreement,® and the US-EU Transatlantic Trade
and Investment Partnership (TTIP) appears to be stalled. However, in
East Asia, a number of regional agreements have progressed and continue

2 Not all countries had reported trade statistics for 2015 at the time of writing and the fall in
Chinese trade may reflect this fact.

3 President Trump withdrew the US from the TPP on 23 January 2017. Since then, the remaining
11 countries have made efforts to continue their processes of ratification and to decide on the next
steps. The remaining members are proceeding with an agreement that freezes some chapters until the
US rejoins the agreement.
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2. ASIAN ECONOMIC INTEGRATION

to be negotiated. Implementation of the Association of Southeast Asian
Nations (ASEAN) Economic Community (AEC) and the five ASEAN+1
free trade agreements (FTAs) with China, Korea, Japan, Australia—New
Zealand and India, are occurring. There is also the ongoing negotiation of
the East Asian Regional Comprehensive Economic Partnership (RCEP)
agreement, which is intended to consolidate the five ASEAN+1 FTAs.
Bilateral agreements have proliferated since the turn of the twenty-first
century and have become the major focus of trade liberalisation and
international commerce.

Asia continues to grow faster than the rest of the world; therefore, it
has a peculiar responsibility to protect the global system. Maintaining
a robust global trading system is important to keep markets open. Much
of South-East and South Asia are yet to enjoy the middle or high incomes
achieved by some of their Asian neighbours. A great deal is at stake for
North-East Asia as well, as the framework of national reforms in East Asia
have been driven by international commitments. Deepening reforms is
a much harder task in the face of a global trading system in retreat. Asia’s
major economies face difficult structural reform programs, including
Japan’s third arrow of Abenomics, China’s supply-side reforms and India’s
‘Make in India’ reforms. Having an external environment that facilitates
these and other reforms in Asia and globally is important.

Given the current challenging global context for trade liberalisation, trade
agreements and external economic expansion that the world faces, the
important question to ask is: how will economic integration in Asia proceed
and what form is it likely to take in the near future? To begin providing
an answer to this question, this chapter examines the characteristics and
current state of play of regional economic integration in Asia.

In the next section, we provide a summary of the trends in economic
integration in the region in the last 30 years. The two following sections
examine explanations for the pattern of regional economic integration
observed in Asia. The first explanation relates to what is often termed
market-driven integration (or the trade—investment nexus), which occurs
without regional trade agreements (RTAs), as border barriers come down
in response to unilateral reforms, and as production networks and GVCs
evolve. The second explanation examines the effect of the RTAs in Asia
on regional economic integration and explores the nature and scope of
intra-regional and extra-regional trade patterns. In the fourth section, we
provide a summary of the state of play regarding the mega-RTAs. In the
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final section, we confront the issue of the day; given the ‘new normal’
context, in which trade (and investment) have stalled as an engine of
growth, what is the future of regional economic integration?

Trends in regional economic integration
in Asia

Economic integration is simply about the liberalisation and facilitation
of the flow of trade in goods, services, investment and movement of
people across borders. Borders involve a discontinuity in relative prices as
a result of trade barriers, regulatory differences, natural and institutional
impediments to trade, and differences in relative endowments.
Therefore, trade within and across borders differ; however, both allow
for further division of labour and specialisation in production. Economic
integration is the process of removing border barriers and behind-the-
border impediments to trade—whether they are regulatory or involve
information asymmetries. This helps to allocate resources to their most
productive uses, given the set of technologies available.

Regional economic integration means the free flow of trade in goods and
services, investment, capital and financial flows, as well as the movement
of people, within a region. The EU is probably close to achieving this state
of integration. In Asia, regional economic integration has mainly focused
on trade in goods and services and, to some extent, investment. Regarding
trade in goods, most intra-ASEAN trade, or trade between ASEAN and
its six FTA partners (China, Korea, Japan, Australia, New Zealand and
India) already involves tariffs that are very close to zero. However, non-
tariff measures (NTMs) and restrictions on services and the movement of
professional people remain. Freedom of movement of people for tourism
purposes already exists for the ASEAN countries, but does not yet exist
between ASEAN countries and the ASEAN+1 partners.

As Figure 2.1 indicates, although the level of intra-regional trade is
highest in Europe, intra-Asian trade is higher than trade within the North
American Free Trade Agreement (NAFTA). Moreover, the growth rate of
intra-Asian trade is much higher than for any other RTA, having grown
from 45 to 55 per cent from 1990 to 2014. Intra-regional trade in North
America through NAFTA peaked in 2002 at 45 per cent, declined to
35 per cent, and has remained flat since then. The highest level of intra-
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2. ASIAN ECONOMIC INTEGRATION

regional trade within Asia is in East Asia (the 10 ASEAN countries plus
South Korea, Japan and China) and also in South-East Asia (i.e. the
ASEAN countries). In addition, there has been a high share of intra-
regional investment in Asia, with the five largest investors being Japan,
China, South Korea, Singapore and Hong Kong.
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Figure 2.1: High growth in intra-regional trade and investment in Asia,
especially East Asia
Source: Asian Development Bank (ADB, 2015).

In this chapter, we mainly focus on regional economic integration in the
context of trade and investment. Other chapters in this volume examine
financial integration issues. For the last three decades, there have been
various catalysts and modes for the reduction of barriers to trade and
investment in Asia that have led to greater intra- and extra-regional
trade and investment. We examine the two main drivers of regional
economic integration in East Asia. First, we consider the regional trade
and investment integration that occurred without any RTAs—including
through unilateral liberalisation, reforms and the evolution of production
networks and GVCs. Second, we review and evaluate the effects of the
regional integration agreements that are in place.
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Market-driven integration: Reforms and
production networks

In Asia, the largest episode of opening up to trade and investment
occurred unilaterally from the 1980s through to the 2000s. The story is
a familiar one in East Asia. In the 1980s and 1990s, there was a growing
consensus among policymakers involved in integrating Asia that trade and
openness were the key drivers of development. Consequently, the removal
of border barriers and deeper integration were achieved without formal
or binding external agreements. This process is often termed market-
driven integration, as it did not involve RTAs. Competitive unilateral
liberalisation in the 1980s and 1990s was followed by reforms and further
liberalisation, influenced by economic crises, regional institutions such as
the Asia—Pacific Economic Cooperation forum (APEC) and ASEAN, and
global commitments through the General Agreement on Tariffs and Trade

(GATT) and WTO processes.
South Korea had already industrialised by the mid-1980s, having followed

its successful ‘Korea Inc.” export orientation and chaebol-led* economic
development model. Outward Japanese investments had departed in waves
to North-East and then South-East Asia. The trade and investment nexus
led to intra-regional trade in parts and components, mainly in electronics
and automotive sectors. North-East Asian companies began to move
offshore to South-East Asia in search of lower labour and land costs. This
pattern of development—in which the more advanced Asian countries,
starting with Japan, moved production to lower cost locations—is often
referred to as development in response to ‘push factors’ or ‘flying geese’
development. Japans outward investment started in the 1970s when
Japanese labour became more expensive; it accelerated in the mid-1980s,
following the Plaza Accord, when the yen rapidly appreciated. South Korea
and Taiwan were next to follow this export-led development pattern.
Japanese production was initially relocated to South-East Asia following
the Plaza Accord. Non-Asian companies also established production in
Asia as part of this trend. In the mid-1990s, the rise of China attracted
significant investment; it became the hub of the production network after
its accession to the WTO in 2001.

4 Chaebol are large industrial conglomerates in South Korea that are run and controlled by an
owner or family.
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2. ASIAN ECONOMIC INTEGRATION

In addition to these push factors, a pull factor—that is, the process of
liberalisation and the reforms undertaken in South-East Asia—contributed
to development from the mid-1980s. The impetus for liberalisation and
reform in the 1980s varied between countries. In the case of Indonesia,
the decline of oil prices in the mid-1980s led to a period of devaluation,
bold reforms and deregulation to diversify exports away from oil. The
changes involved customs reforms, reductions in tariffs, establishment of
bonded zones and free trade zones, and duty drawback schemes, to allow
exporters to access internationally priced inputs. To attract investment
and foster increased trade, all Asian countries undertook deregulation
and reforms based on the competitive liberalisation model. The Asian
countries grew on the basis of trade, investment and a conducive global
economy. Indonesia, in particular, succeeded in diversifying its exports
away from oil and gas to labour and resource-intensive exports in line
with its comparative advantage. As a result, the share of oil and gas exports
declined from 80 per cent in 1983 to 40 per cent in 1989-90. The main
non-oil and gas exports were in manufacturing, such as textiles, garments,
footwear and electronics.

As Indonesia grew more confident in its export-oriented strategy, support
grew for the proposed ASEAN Free Trade Area (AFTA), which envisaged
the reduction of intra-ASEAN tariffs to zero in 15 years. AFTA was
agreed to in 1991 and implemented on 1 January 1992. In line with the
program to reduce tariffs under their AFTA commitments, many ASEAN
countries aligned their most-favoured nation (MFN) tariff rates at the
same time. For instance, Indonesia announced major trade reforms in
1993 to rationalise its tariffs.

In the 1990s, the impetus for reforms and trade liberalisation came from
APEC and the establishment of the WTO in 1995. In the early years of
APEC, countries typically pushed for concerted unilateral liberalisation
when it was their turn to host APEC meetings. When Indonesia hosted
APEC in 1994, and launched the APEC Bogor Goals of free trade and
investment, it also announced a major deregulation of foreign investment.
Other APEC host economies followed suit, including the Philippines in
1995 and China in 2001.

The creation of the WTO in 1995 led to a program of tariff reduction in
accordance with the commitments made by member countries, as well
as the elimination of local content regulations under the Agreement on
Trade-Related Investment Measures and discipline in the use of export
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subsidies. The WTO led to number of national regulations and laws being
passed on customs and intellectual property under the Agreement on
Trade-Related Aspects of Intellectual Property Rights, and trade remedies.
A number of the East Asian countries that were not initially part of the
GATT—including China, Vietnam and Cambodia—went through
a process of comprehensive trade and tariff reform as a result of their

accession to the WTO.

China’s unilateral liberalisation on the path to accession to the GATT/
WTO is a clear example of this comprehensive opening up process. Figure
2.2 shows that China’s average tariff rate fell from 55 per cent in 1982
to around 15 per cent in 2001. China announced a major liberalisation
package at the 1995 APEC summit in Osaka. Its 15-year march to WTO
accession involved major unilateral reforms and a substantial opening up
of its economy.
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Figure 2.2: China’s total trade-to-GDP ratio and average tariff rate,
1982-2011

Sources: UN Comtrade (comtrade.un.org/); World Development Indicators (data.worldbank.
org/data-catalog/world-development-indicators); Ministry of Commerce, People’s Republic
of China (english.mofcom.gov.cn/article/statistic/).

The APEC Bogor Goals, which aimed for free, open trade and investment
for developed economies by 2015 and for developing economies by 2020,
provided a framework for countries to undertake unilateral liberalisation
in concert, thus making it easier to sell domestically and compounding
the benefits of openness.
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In addition to the Bogor Goals, APEC members initiated the Information
Technology Agreement (ITA) in 1997, which limited rtariffs on
information communications technologies—then a burgeoning, but yet
to be established, industry—Dbefore they became a major factor in trade and
before protectionist interests could be marshalled. Alongside reductions
in transportation costs arising from technological advancements, the ITA
provided a significant boost to trade in information and communication
technology and the proliferation of Asian supply chains.

The Asian financial crisis of 1997-98 led to three Asian countries’ requiring
International Monetary Fund (IMF) rescue packages, with accompanying
measures of liberalisation and reforms. This provided the impetus for these
countries, and others competing with them, to undertake serious reforms
on trade, investment and other institutional and governance issues.

By the early 2000s, tariff rates for manufacturing in East Asia were low
and production networks in manufacturing had proliferated. However,
tariffs and other barriers to services and agricultural trade, which are more
politically sensitive, largely remained in place. Reform of services and
investment barriers, which reach deeper behind the border, is complex.

Production networks and the evolution of GVCs explain a large part of the
growth in intra—East Asia trade during the 1990s to mid-2000s. As noted
above, the earlier development phase, during the 1980s to mid-1990s,
was characterised by the more traditional production network model,
involving the flying geese development pattern, under which investments
were relocated from North-East to South-East Asia as costs increased.
The regional production centre developed to export to third markets,
notably the markets of the advanced countries. However, in the 1990s,
the rise of China and technological changes were accompanied by greater
fragmentation of production; intra-regional trade became dominated by
intermediate goods and components with China as the hub.

5  'The three countries were Thailand, Indonesia and South Korea.
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Different catalysts and modes of achieving
deeper integration

There has been a proliferation of bilateral and regional FTAs in the Asian
region in the last three decades. This section examines empirical analyses
of these agreements in Asia, with a focus on whether they have led to
trade creation or diversion, their utilisation and to what degree they have
influenced intra- and extra-regional trade. Although ecommerce, trade
in services and other cross-border flows are important, the focus here is
on trade in goods because goods trade is the easiest to measure; it can
assist in gaining an understanding of the nature of Asian economic
integration more broadly, and how it might differ from patterns in the
rest of the world.

Trade creation and trade diversion

Bilateral preferential trade agreements, otherwise known as free trade
agreements or regional trade agreements, remove tariffs and other trade
barriers between members to the agreement, but keep the trade and
economic exchange barriers in place for non-members. If preferential
tariff rates are utilised, they can create trade among members and divert
trade away from non-members, which means that some of the trade
expansion that occurs can be at the expense of non-members. For partner
countries, preferential tariff rates may make the products of less efficient,
member country producers cheaper compared with those of more efficient
producers that are outside the arrangement and not granted preferred
tariff treatment. If utilisation of preferential tariffs is low in a trade
agreement—and trade occurs under the MEN rate available to all trading
partners—then the trade agreement has little effect on the merchandise
trade between partner countries. However, if the utilisation rate of the
FTA preferences is high, there is scope for trade to be created among the
members, as well as for trade to be diverted away from non-members.

Today, with trade liberalisation through the WTO stalled, and the global
trading system seriously weakened and under threat by the policies of
the US and Europe, bilateral agreements constitute much of the policy
action in trade liberalisation. Such agreements bear the responsibility
for securing current levels of openness. The net effects of FTAs on trade,
investment and economic integration are not obvious. Continuing to
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2. ASIAN ECONOMIC INTEGRATION

negotiate and sign FTAs without a broader strategy that is consistent with
the international trading system will complicate trade and may introduce
new distortions and trade diversion.

On balance, whether an FTA is trade creating or trade diverting is an
empirical question. It is often said that agreements that are net trade
creating are stepping stones to broader multilateral trade liberalisation, as
they contribute more trade to the global system than they divert. FTAs
that divert trade are welfare reducing and represent stumbling blocks
towards multilateral trade liberalisation.

The empirical literature on the effects of RTAs has rapidly expanded as
trade agreements have proliferated since the 2000s. Given the preferential
and reciprocal treatment for members underlying the formation of the
FTAs, a common expectation is that there will be trade creation within the
trading blocs for member economies and the potential for trade diversion
between FTA members and non-members. Most ex-post empirical
studies are based on the gravity model—the workhorse of bilateral trade
flow analysis. Empirical findings on the effects of FTAs on trade have
been diverse, with the magnitude depending on a range of factors such
as the types of FTAs, what countries are under study, the time periods,
estimation methods and model specifications.

Although there are many bilateral FTAs, the most widely assessed
FTAs are regional agreements involving more than two trade partners,
including the AFTA in Asia; NAFTA in North America; the European
Economic Area and the EU in Europe; and, in Latin America, the Latin
American Integration Association, Mercosur and the Andean Community
(see Cipollina & Salvatici, 2010).

Large and significant trade creation effects from FTAs have been found
by a majority of empirical studies. By contrast, trade-diversion effects,
which are not always estimated in such models, have been found to be
small in magnitude and, in some cases, insignificant. This tendency was
identified by Freund and Ornelas (2010) and validated by Cipollina and
Salvatici (2010) in their large data analysis of empirical works on the
effects of FTAs on trade flows. Cipollina and Salvatici (2010) estimated
a robust and positive effect of FTAs that is associated with increasing
trade by around 40 per cent. The dominance of trade creation effects
can be observed from reviewing selected studies, as shown in Table A2.1
(see Appendix A). These studies show that most intra-bloc trade effects
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of FTAs and RTAs are significant and large in magnitude, whereas extra-
bloc trade effects are small or insignificant, despite some evidence of trade
diversion.

Studies have found that ASEAN has extra-bloc creation effects, as
indicated by the estimates shown in Table A2.1 (see Appendix A). Urata
and Okabe (2007) concluded that the EU, NAFTA and Mercosur have
created trade-diversion effects at product levels, but that ASEAN, which
appears to be a more open FTA, has not.

There are two factors that could explain the substantial and significant trade
creation effects of FTAs. The first is the natural trading partner hypothesis,
as elaborated by Freund and Ornelas (2010), that suggests positive welfare
effects result from FTAs due to highly complementary trade structures.
Baier and Bergstrand’s (2004) findings on the likelihood of an RTA being
formed lend support to this view, with proximity and relative remoteness
of the trading country pair being important determinants. The second
factor is the endogeneity of FTAs. Baier and Bergstrand (2007) suggested
that the positive effect of RTAs could be quintupled after controlling for
the endogeneity of RTAs, which are caused by country-pair and country-
specific effects that can be time varying or time invariant. Controlling for
all of these effects may result in statistically insignificant effects of RTAs or
a reduction in the magnitude of the estimates of trade creation effects, as
shown in Magee (2008). Magee (2008) also demonstrated the importance
of devising an appropriate dynamic specification for FTA dummies.

There are two different views on the small and insignificant results found
for the trade-diversion effects of FTAs. One explanation, suggested by
Freund and Ornelas (2010), is that strategic cost—benefit calculations by
governments signing FTAs lead to lower external tariffs for extra-bloc
trading partners. That explanation does not appear to fit in the case of
the Australia—US FTA (AUSFTA), for which Armstrong (2015) found
large trade-diversion effects and a lack of trade creation. This suggests
that poorly designed and implemented FTAs, completed under time
pressure and primarily for political reasons, do not further broader trade
liberalisation. Another explanation is methodological in nature. Cheong,
Kwak and Tang (2015) suggested that the small trade-diversion effects
estimated by many empirical studies could result from a failure to utilise

the appropriate model specification or variables to capture the effects
of FTAs.
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2. ASIAN ECONOMIC INTEGRATION

Urata and Okabe (2007) and Okabe (2015) did not find significant trade
creation effects for the ASEAN+1 FTAs (ASEAN plus China, Japan or
Korea), perhaps because the FTAs had not been in force for long enough
to have generated sufficient relevant data, given that the results of gravity
model studies usually estimate the cumulative effects of FTAs.

Utilisation rates of FTAs

Previous research based on survey data has found low utilisation rates,
below 30 per cent, for FTAs in Asia (see Table 2.1). By way of comparison,
90 per cent of preference-eligible imports into Canada, the EU and the
US take advantage of these preferences (Keck & Lendle, 2012). This
suggests that the ‘noodle bowl” of Asian FTAs has not been effective in
driving trade growth.

Table 2.1: Summary of previous survey results on FTA utilisation

rates in Asia
Paper Utilisation rate Main reason for underutilisation
Baldwin (2008) Percentage of intra-ASEAN e | ow MFN tariffs (less than

trade that benefited from
AFTA—3%

2%) on high-volume goods,
including computers and
electrical goods

Kawai & Wignaraja
(2010)

Asian Development Bank survey
of 841 firms in 6 East Asian
economies—28%

e | ack of information (35%)

e | ow margins of preference
(17%)

e (Costs associated with rules
of origin laws (15%)

Takahashi & Urata
(2010)

Based on a survey of 1,688
Japanese firms by the Research
Institute of Economy, Trade and
Industry —22.9%

* Limited trade volumes with
FTA partners
e Small margins of preference

Ing, Urata &
Fukunaga (2016)

Based on a survey of 630
manufacturing firms across 9
ASEAN economies for utilisation
of AFTA by the Economic
Research Institute for ASEAN
and East Asia (ERIA)—15%

e | ow margins of preference
e Limited information

Hayakawa,
Hiratsuka, Shiino &
Sukegawa (2009)

Based on the 22nd survey by
the Japan External Trade and
Research Organization of 1,852
Japanese affiliates operating in
13 Asian countries—20%

* Incentive schemes have
already eliminated tariffs
(48.9%)

e |mporters are exempted
from tariffs (37.6%)

e No FTAs with main export
destinations (22.9%)
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Paper Utilisation rate Main reason for underutilisation
Wignaraja, Olfindo, | Survey of 221 Thai exporters * Rules of origin laws add to
Pupphavesa, in textiles, electronics and business costs (26%)
Panpiemras & automotive sectors—24.9%
Ongkittikul (2010)
Chirathivat (2007) | Thailand Department of e Complex rules of origin laws
International Trade, Ministry of
Commerce certificates of origin
data—26.7%

Source: Author's work.

In the surveys reviewed in Table 2.1, the main reason cited for the poor
uptake of FTAs was low or no significant margins of preference. This
can arise when the MFN tariff rate is zero, or not much higher than the
FTA rate. In 2013, the average intra-ASEAN tariff rate was slightly above
1 per cent (ASEAN, 2014). To demonstrate this effect, Jongwanich and
Kohpaiboon (2008) examined the utilisation of AFTA using Thai export
data in 2005. They found that, for the 10 commodity lines (identified
by two-digit Harmonized Commodity Description and Coding Systems,
or HS) with margins of preference greater than 10 per cent, the average
utilisation rate was 52.4 per cent. Other survey results have found higher
rates of utilisation in the machinery and automotive industries than in
electronics and textiles. This accords with the lower margins of preference

in the latter sectors (ASEAN, 2015).

Surveys have also been used to identify the main costs and benefits of
FTAs for businesses. Based on the Asian Development Bank (ADB)
survey of 841 East Asian firms (Kawai & Wignaraja, 2010), the most
cited benefits to firms were wider export markets and preferential tariffs,
which encouraged imports of intermediate goods. The most frequently
cited costs were increased competition from imported products and the
documentation required to take advantage of existing FTAs.

Intra- and extra-regional trade patterns:
Open regionalism

The EU has had intra-regional trade at 60 per cent and more, accounting
for up to two thirds of total trade within the region since the 2000s
(see Figure 2.3). In comparison, the intra-regional trade share of ASEAN
has been at around 25 per cent over the previous decade, slowly rising
since the 1990s. Intra-regional trade for North America and the RCEP
grouping is roughly the same, both at 40 per cent. This indicates that
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Europe’s extra-regional trade share is 40 per cent and that three quarters of
ASEAN’s trade is with the rest of the world. South Asia is one of the least
integrated regions globally, with 5 per cent intra-regional trade.
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Figure 2.3: Intra-regional merchandise trade shares for regional
groupings, 1980-2015
Source: UN Comtrade (comtrade.un.org/) and authors’ calculations.

Is Europe’s high intra-regional trade occurring at the expense of trade
with the rest of the world? In other words, is Europe inward looking?
Are European countries trading more with each other than we would
expect, given the determinants of their trade, or the proximity and size
of European economies? How much do we expect Asian economies to
be trading among Asian partners and the rest of the world, given their
location, proximity and scale?

A gravity model can estimate the amount of trade expected between any
two countries given the key underlying determinants of trade, which are
scale and distance. Comparisons of actual and predicted trade, provided
in Tables 2.2 and 2.3, indicate whether trade flows more easily than
‘average’, controlling for the determinants. The model specification and
results are explained in detail in Appendix C.

As Tables 2.2 and 2.3 indicate, intra-regional trade outperformed extra-
regional trade for all country groups. ASEAN appears to have had the
highest level of intra-regional trade relative to the level predicted by the
model (Table 2.2), whereas NAFTA and the RCEP grouping achieved
slightly more than ASEAN in potential trade (Table 2.3). Intra-EU trade
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(whether calculated with 15 or 28 members) did not perform as well as
North America or East Asia, once trade determinants were controlled for.
This result contrasts with the pattern observed when using the simple
measure of intra-regional trade shares, for which Europe had the highest
level. Interestingly, ASEAN and RCEP achieved better extra-regional
trade performance, which is in line with their high achievement in intra-
regional trade performance. This trend is consistent with the ratio of actual
to predicted trade for ASEAN. The ratio for ASEAN’s intra-regional trade
declined significantly between 2005 and 2015, whereas its extra-regional
trade shrank much more slowly.

Table 2.2: The extent of regional trade integration: Ratios of actual trade/
predicted trade values

Country group | Trade direction 1980s 1990s 2000s 2010s
ASEAN Intra-regional 154.5 184.3 189.2 125.7
Extra-regional 19.7 21.0 21.5 18.0
RCEP Intra-regional 26.6 25.4 31.5 29.3
Extra-regional 11.3 10.0 11.6 11.9
NAFTA Intra-regional 52.2 68.1 58.3 55.3
Extra-regional 7.1 6.3 4.8 5.1
EU28 Intra-regional 36.6 32.1 33.2 36.3
Extra-regional 9.2 7.3 7.3 8.1
World All 0 0 0 0

Note: This measure of trade integration is based on the conventional estimation approach
using the fixed-effects (FE) estimator. The FE estimator controls for fixed effects that are
specific to trading pairs, which include natural determinants such as the distance between
the countries, whether they speak a common language, have a shared border or are land
locked. Predicted trade values are derived using y = xb. With this formula, fixed effects
are included in the residuals, so it is likely that trade gaps (the residuals between actual
and predicted trade) are large. We use this measure of the trade gap to make the results
more easily comparable with measures of the trade gap based on the stochastic frontier
approach (SFA).

Source: Authors’ estimation.

Table 2.3: The extent of trade integration: Achievement of actual trade
compared with trade potential (simple average performance level)

Country group | Trade direction 1980s 1990s 2000s 2010s
ASEAN Intra-regional 0.434 0.499 0.517 0.495
Extra-regional 0.389 0.426 0.436 0.431
RCEP Intra-regional 0.431 0.476 0.504 0.505
Extra-regional 0.366 0.389 0.414 0.417
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Country group | Trade direction 1980s 1990s 2000s 2010s
NAFTA Intra-regional 0.455 0.496 0.516 0.533
Extra-regional 0.303 0.301 0.293 0.313
EU Intra-regional 0.340 0.346 0.376 0.400
Extra-regional 0.343 0.331 0.327 0.342
World Al 0.347 0.343 0.336 0.332

Note: This measure of trade integration is based on the SFA, following Battese and Coelli
(1995). The SFA is applied to the gravity model to identify the maximum trade volume
(potential trade) of trading pairs and derive a measure of trade performance in terms of a
ratio between actual and potential trade values.

Source: Author’s estimation.

The European, North American and East Asian RTAs have promoted
trade and economic integration within their respective regions. Figure 2.3
shows that European intra-regional trade shares are higher than those of
Asia or North America, but Europe does not perform as well when distance,
scale and other determinants are taken into account (see Tables 2.2 and
2.3). Relative to Europe and the rest of the world, and given geography
and other characteristics, Asia and North America trade more within
their regions. Importantly, Asia trades more with the rest of the world—
that is, extra-regionally—given its characteristics, than Europe or North
America. This is the case both in terms of what is expected (Table 2.2)
and achievement of potential (Table 2.3). To date, Asian FTAs and
arrangements regarding trade liberalisation among members have been
more open to trading partners outside Asia. This is to be expected, given
the open regionalism mode of integration in Asia and the inability of
regional countries to conclude binding formal arrangements that favour
regional partners. Asia’s reform and opening up was largely undertaken in
a global context and underpinned by the global trading system.

The regional architecture of mega-RTAs

There are a number of mega-regional agreements in the Asian region: the
AEC, RCEP and the TPD, as well as the planned Free Trade Area of the
Asia—Pacific (FTAAP). RCEP and the TPP are comparable in terms of
their member countries’ share of world gross domestic product (GDP)
at 30 per cent and 37 per cent, respectively. They are also comparable in
terms of shares of world trade at 29 per cent and 24 per cent, respectively.
However, the RCEP exceeds the TPP in terms of purchasing power
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(see Figure 2.4) and it comprises 48 per cent of the world’s population,
compared with 11 per cent for the TPP. Further, the nature of these trade
agreements are very different in terms of comprehensiveness and the
approach taken in negotiations.

Table 2.4: Key economic trends of regional agreements and cooperation
in the Asia—Pacific

GDP current | Population | Export | Exportof | Trade

price (millions) | of goods | services value
(US$bn) (US$bn) | (US$bn) | (USS$bn)
2015 (%) 2015 (%) | 2015 (%) | 2015 (%) | 2015 (%)
1 Malaysia 269.3 31.2 199.9 34.8 234.7
2 | Singapore 292.7 5.5 350.5 139.6 490.1
3 | Brunei Darussalam 12.9 0.4 6.4 0.6 6.9
4 | Vietnam 191.5 91.7 162.1 11.2 173.3
5 | Philippines 292.5 102.2 58.6 28.2 86.8
6 | Thailand 395.3 68.8 214.4 60.6 275.0
7 | Indonesia 859.0 255.5 150.3 21.9 172.2
8 | Cambodia 17.8 15.5 12.3 3.9 16.3
9 |Lao PDR 12.6 7.0 2.8 0.8 3.6
10 | Myanmar 62.9 51.8 111 - 111
ASEAN (rows 1-10) 2433.3 629.7 | 1,168.3 301.7| 1,470.0
(3.3 (8.6) (7.1) 6.3) 6.9
11 | China 11,181.6 1,373.5| 2,274.9 286.5| 2,561.5
12 | South Korea 1,377.9 50.6 526.8 97.9 624.6
13 | Japan 4,124.2 127.0 624.9 162.2 7871
14 | Australia 1,225.3 23.9 188.4 49.1 237.6
15 | New Zealand 172.3 4.6 34.4 14.3 48.7
16 | India 2,073.0 1,292.7 267.1 155.8 423.0
RCEP (ASEAN+ 22,587.5 3,602.1| 5,0849| 1,067.5| 6,152.5
rows 11-16) (30.2) 47.7) (30.7) (22.1) (28.8)
17 | US 18,036.7 321.6| 1,504.9 7102 | 2,215.1
18 | Canada 1,550.5 35.8 408.5 77.5 486.0
19 | Mexico 1,143.8 121.0 380.8 22.6 403.4
20 | Chile 240.2 18.0 63.4 9.7 73.1
21 | Peru 192.1 31.1 34.2 6.2 40.4
TPP (rows 1-4, 27,478.5 812.0| 3,958.3| 1,238.1| 5,196.4
13-15 and 17-21) (36.8) (11.0) (23.9) (25.7) (24.3)
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GDP current | Population | Export | Export of | Trade
price (millions) | of goods | services value
(US$bn) (US$bn) | (US$bn) | (US$bN)
2015 (%) 2015 (%) | 2015 (%) | 2015 (%) | 2015 (%)
22 | Hong Kong SAR 309.2 7.3 510.6 104.2 614.8
23 | Taiwan Province of 523.0 23.5 285.4 56.8 342.2
China
24 | Russia 1,326.0 143.5 340.3 51.8 392.1
25 | Papua New Guinea 21.2 7.7 8.7 0.1 8.8
FTAAP (rows 1-7, 43,764.1 2844.5| 8,328.3| 1,946.1| 10,274.4
11-15,17-21 and (58.5) (38.7) (50.3) (40.3) (48.1)
21-25)
WORLD 74,753.1 7,349.5 | 16,551.6| 4,826.0 | 21,377.6

Source: Author’s calculations, using data from IMF’s International Financial Statistics and
UNCTAD (unctadstat.unctad.org/EN/).

It is notable that the FTAAP grouping, which comprises the 21 APEC
economies, includes close to 60 per cent of world GDP, 48 per cent of
world trade and 39 per cent of the world population. The FTAAP has not
been concluded, but remains in the study stage.

With global trade liberalisation stalled and unable to tackle behind-the-
border barriers until the WTO is reformed—and with bilateral agreements
proliferating, often with large sectoral exceptions and a lack of cohesion—
regional agreements such as the AEC, RCEP and the TPP are potentially
the most effective way forward in deepening integration. At a time when
global trade growth is slowing and advanced economies seem to be more
inward looking, it is important for regional agreements to be catalysts for
broader reform and liberalisation, and—as has been the case with ASEAN
(see Tables 2.2 and 2.3)—to support trade beyond the regional grouping
over time.

The mega-regional agreements in Asia, the TPP and RCEP, and also the
TTIP agreement between the US and Europe, present new opportunities
to make progress with larger groups of countries. They have the potential
to increase, and change the patterns of, trade and investment. They also
raise the issue of how they might best relate to the global trading system.

The aim of the TPP was to be a high-quality, twenty—first century economic
agreement that defined new rules for commerce relevant to modern
business. The TPP negotiations concluded in 2015; its 12 members are
Australia, Brunei, Canada, Chile, Japan, Malaysia, Mexico, New Zealand,
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Peru, Singapore, the US and Vietnam. All TPP members are APEC
members, including all of the North and Latin American members of
APEC. Indonesia, China, South Korea and some other ASEAN states are
not members of the TPP.

However, it unlikely that the US-led TPP will be implemented any time
soon, either with its current membership or in its current form. Without
the US ratifying the TPD, it cannot come into force. A version of the TPP
without the US is unlikely to eventuate, given the centrality of the US to
the cost—benefit calculations and commitments of many of the members.
A US withdrawal from the TPP has major adverse consequences beyond
US economic engagement in Asia, as it signals a retreat from US leadership
in global trade. Even worse, were the Trump administration to impose
massive tariffs on China and Mexico, and across the board tariffs on the
rest of the world, the world would face a potential trade war.

RCEP comprises the 10 ASEAN member states plus Australia, China,
India, Japan, South Korea and New Zealand. It was initiated by Indonesia
in 2011, based on the five existing ASEAN+1 FTAs, and inspired by
the formation of the TPP with ASEAN at its core. At best, RCEP will
expand and reinforce the AEC. It aims to bring binding targets to Asian
economic cooperation, but will also build an ongoing cooperation and
reform agenda. The scope of RCEP includes trade in goods, services,
investment, ecommerce and other issues, including environmental,
labour and competition policies. As RCEP is a consolidation of the five
existing ASEAN+1 FTAs, these are the sectors that were in the different
FTAs. The main problem with current RCEP negotiations is that there
are no FTAs between the major ‘+6’ non-ASEAN countries; in particular,
there are no FTAs between China and India or between Japan and China.

RCEP does not include any TPP or APEC members from the other side
of the Pacific. The TPP also has membership gaps in Asia (see Figure 2.4).
Open accession to both mega-regional FTAs, and the fate of the TP, will
be important for the expansion of membership but also for increasing
the benefits of both agreements. The proposed FTAAP could encompass
the best features of RCEP and the TPP and assist in keeping markets in
Asia open to each other and the rest of the world.
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Figure 2.4: ASEAN, RCEP, TPP and possible FTAAP membership

Source: East Asian Bureau of Economic Research and China Center for International
Economic Exchange (2016).

‘The RCEP countries already constitute a larger part of the global economy
than do the TPP countries. In addition, RCEP includes some of the
fastest growing countries, led by India and China, but also some of
the least-developed countries in the region, including Cambodia, Laos
and Myanmar, which are not members of APEC or the TPP. The GDP of
the RCEP group—based on conservative projections—could be close to
double that of the TPP in 15 years (Figure 2.5).

Many RCEP members are in the midst of economic transitions that will
be made easier by a more open and dynamic external environment. The
presence of large neighbours that are committed to serious reforms and
to opening up their economies will not only benefit these individual
countries but also make it easier for others in the region to implement
domestic reforms. Many RCEP members, including India, are coming
from behind on economic and trade reform and have economies that
are relatively more protected from international competition. As a result,
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the gains from opening up will be large. Given RCEP’s openness to less-
developed countries, and the special, differential treatment afforded to
them, there are significant potential gains from assisting those countries to
make and, over time, achieve ambitious commitments on trade openness
and growth.
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Figure 2.5: GDP projections of RCEP and TPP groups, 1980-2030
at purchasing power parity

Note: Based on IMF projections to 2020; subsequent projections based on an estimate of
potential labour productivity for countries currently in transition, given institutional quality, as
measured by the World Economic Forum'’s Global Competitiveness Index.

Source: Hubbard and Sharma (2016).

The future of Asian regional economic
integration in the ‘new normal’

Although it recovered from the sharp decline in trade during the GFC,
growth in world trade has been slower than in the pre-crisis period. World
trade grew by less than 3 per cent in both 2012 and 2013, compared with
the pre-crisis average of 7.1 per cent for 1987-2007. In 2014 and 2015,
it grew at less than 3 per cent and growth for 2016 was only 2.3 per cent.

Most Asian and Asia—Pacific countries experienced contractions in trade
from 2015, and some experienced them earlier; contractions began in
2012 for Japan and Indonesia. Chinese merchandise trade growth has
slowed dramatically. During the 1990s and 2000s, it grew, on average,
13.7 per cent per year and 20.8 per cent per year, respectively, even
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accounting for the 13.9 per cent contraction during the GFC. In the
decade after accession to the WTO, Chinese merchandise trade grew
even faster, at 22.6 per cent per year. However, average trade growth has
since slowed to 5.7 per cent up to the end of 2014 and it experienced
a contraction in 2015. With the exceptions of Cambodia, Laos, Myanmar
and Vietnam, all Asian countries experienced a contraction in trade in

2015 (see Appendix B, Table B2.1).

Figure 2.6 shows the decline in Asian trade growth. As trade growth is
linked to GDP growth, it has more than halved since the GFC. In the
heydays of the 1990s, with bold reforms providing a boost to trade and
investment, the prominence of export-oriented development strategies,
production networks and a world economy generally conducive to
growth, growth in trade was three times the growth in GDP (or the
income elasticity of trade was around three). In the late 1990s and into
the 2000s, prior to the crisis, the relationship was closer to 2 to 1. Post-
GFC, it is now roughly 1 to 1, though it has been estimated to be less
than 1 (0.9) in 2016 (WTO, 2016).
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Figure 2.6: Asian trade trends
Source: ADB (2015).

The fall in trade growth is even sharper in Asia because of the China factor.
The interdependence between China and Asian regional trade means
that China’s sharp growth slowdown—growth fell from 9-10 per cent
a year prior to the crisis and, in the stimulus years after the crisis, to
6.5—7 per cent a year—has had a large effect on the other Asian trading
partners (see Figure 2.7). The Asian neighbours are part of the GVC that
has China at its centre; they provide the essential inputs to China’s growth,
including natural resources (oil, coal and rubber products) and food
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(palm oil). The rebalancing of China away from exports and investment
towards services and domestic consumption has influenced its trading
partners. The income—trade elasticity before and after the GFC fell from
2.69 o 1.31 (ADB, 2015).
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Figure 2.7: China’s slowdown: Contribution of China versus other export
markets to total 2014 export growth
Source: UN Comtrade (comtrade.un.org) and authors’ calculations.

Of course, this places the basic premise of Asian growth during the last
three decades (prior to the GFC)—that trade and investment serve as
an engine of growth and development, which leads to a reduction in
poverty—under question. Therefore, we ask: what are the causes for this
structural slowdown?

The recent levelling off in global trade growth may be a particular trend
that is reaching its limits (Krugman, 2014). Trade dependence, or trade as
a share of GDP and its contribution to growth, may have reached its limits
in some countries. After all, some advanced countries have had relatively
steady trade-to-GDDP ratios for long periods, indicating that a steady state
may exist (see Figure 2.8). Perhaps the contribution of merchandise trade
to growth has reached a limit in China and the drivers are now services
and consumption. It is notable that the global trade in services has not
slowed as much as the trade in merchandise.
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Figure 2.8: Merchandise trade as a percentage of GDP for economic
groupings, 1980-2014

Source: UN Comtrade (comtrade.un.org/) and authors’ calculations.

According to the most recent analysis by the IMF (2016, p. 65), about
three quarters of the structural slowdown in trade is the result of slower
growth, especially slower investment. The stagnation of global economic
growth and low investment levels have caused a decline in the import of
capital and intermediate goods; low growth also means low consumption
needs. As already mentioned, the rebalancing of China away from exports
and investment towards consumption and services has also had an effect
on the Asian region, given China’s size and role as the centre of GVCs.
Prior to the GFC, growth in trade was twice the growth in GDP; after the
crisis, the link between GDP growth and trade growth is closer to one.

The other factors explaining the structural slowdown in trade are shown
in Figure 2.9. The first reason is the maturation of the GVC and increased
import substitution in China. China is sourcing more goods domestically
than before, as more and more intermediate goods and components are
being produced within the country.
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Figure 2.9: China’s move to innovation and services

Source: Compiled from data from China Statistical Yearbook and China Customs
Information Center.

The second reason for the structural slowdown in trade is the increased
protectionism experienced by Asian exporters (see Figure 2.10). Even
though there has not been an increase in tariffs, there has been an escalation
of trade ‘remedy actions’ imposed on Asian exports, mainly those from
China, and an increase in the use of NTMs. In regard to trade remedy
actions, these are being imposed by non-Asian and Asian countries, against
each other. The main categories of products affected are basic chemicals
and metals, and fabricated metal products, which reflects excess capacity
and the falling prices of metal. The main exporting countries that have
faced these trade remedy actions are China, South Korea and Taiwan,
with actions taken by non-Asian countries including the EU, Brazil,
South Africa and Turkey. Intra-regional actions have been taken by India,
Thailand, Indonesia and Australia against these exporters, especially for
basic metals and fabricated metal products. Affected countries’ exports of
those products have fallen as a result.
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Figure 2.10: Increased protection: Number of trade remedy actions
affecting Asia (by type)

Source: ADB calculations using data from the Global Trade Alert (www.globaltradealert.org/).
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Figure 2.11: Trends in the number of NTMs versus tariffs
Note: SPS = sanity and phytosanity; TBT = technical barriers to trade.

Source: Compiled from data from the New Database of ASEAN Non-Tariff Measures
(asean.i-tip.org) and UNCTAD Stat (unctadstat.unctad.org).
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Table 2.5: NTMs by type

Code | NTMs by type Number of %
NTMs
A Sanitary and phytosanitary (SPS) measures 125 19.7
B Technical barriers to trade (TBT) 321 50.6
C Pre-shipment inspection and other formalities 53 8.4
D Contingent trade protective measures 44 6.9
E Non-automatic licensing, quotas, prohibitions 8 1.3
and quantity control measures, other than
SPS or TBT
F Price control measures, including additional 5 0.8
taxes and charges
P Export-related measures 74 1.7
G-O | Other measures 4 0.6
Total coded NTMs 634 100

Note: The NTM classification is based on that used by UNCTAD.
Source: UNCTAD-ERIA (2015).

Although the average applied tariff rates of the ASEAN countries declined
from 8.92 per cent in 2000 to 4.52 per cent in 2015, the number of
NTMs increased from 1,634 to 5,975 measures over the same period
(Ing, Urata & Fukunaga, 2016).

The third reason explaining the structural slowdown in trade is the lack
of any bold trade reforms, such as have occurred in the past. Changes in
transportation, logistics and telecommunication technology, which have
substantially boosted trade growth in the past, have had more limited
effects on trade in recent years.

Despite the need for structural reforms to boost trade, investment
and growth, in the absence of fiscal stimulus and given the limits of
monetary policy, very few countries—not just Asia but also the advanced
countries—have been able to enact bold structural reform programs.
China’s implementation of its structural reform program has been slow,
especially with regard to the state-owned sector. The situation is worsened
by the strong, worldwide anti-globalisation sentiment that has led to
the election of politicians running anti-globalisation, inward-looking
platforms. The Brexit vote and result of the US election are evidence
of this trend.
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In the North Atlantic advanced countries, the source of dissatisfaction
(and politics of anger and fear) lies in the stagnating incomes of the
lower middle class, the loss of jobs in the rust belt, where some industries
have been declining, as well as in the older, more rural and less educated
segments of the population (Autor, Dorn & Hanson, 2015). In the Asian
context, there is dissatisfaction regarding the distribution of the benefits
of globalisation and the rising inequality between and within countries.
This issue has not affected Asia uniformly as some parts of Asia lack
geographical connectivity, with areas that are not connected to the main
centres of economic activity missing out on the benefits of the economic
boom. Other issues are the lack of participation by micro-, small- and
medium-sized enterprises in the modern economy, the lack of capacity
and skills in human resources and the lack of quality soft infrastructure
such as institutions and other domestic settings. These issues will need to
be addressed to progress the national reform agenda and push for RTAs.

Other than the slowdown in world trade, the ‘new normal’ includes
the advent of the ‘fourth industrial revolution’, which has disrupted
conventional trade and investment business models, and will continue
to do so. One dimension of this revolution is the digital technology
and ecommerce platforms that bypass normal trade channels and are
growing in importance and reach. Access to the internet allows for further
outsourcing of many services without labour movement, as has already
occurred with call centres, software development and back-office support
in India, the Philippines and China. This trend is now increasingly moving
into the area of higher value-added services including animation, research
and design, and development. The growth in, and declining costs of,
automation, robotics, artificial intelligence, and digital and 3D printing
embedded in machinery used to produce and process have meant an
increase in reshoring. The replacement of unskilled labour with machines
and more skilled labour is part of this trend, which presents challenges in
terms of retraining and skill development.

What next for regional economic integration
in Asia?

Regional economic integration in Asia in the last three decades, up to
the GFC, flourished under a conducive global economy, leadership from
developed countries on the openness agenda and progress being made on
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various international commitments. This provided a conducive climate
for Asian countries to pursue unilateral reform agendas as well as regional
agreements.

The new normal is quite different now. There is structural slowdown in
world trade, an absence of leadership from the US or Europe in the push
for openness and international commitments are stalling. Further, the
reforms that need to be undertaken now are the more difficult ‘second
generation’ and behind-the-border reforms, as well as institutional
reforms.

The difficulty of undertaking further bold unilateral reforms in developed
and developing countries is clear. This is true for Asia, which faces several
difficulties and challenges. The reforms that need to be implemented
are more difficult than the first generation of reforms, which were
largely related to tariffs and border issues. Now, the barriers that must
be addressed are NTMs, services and investment dispute settlement,
behind-the-border measures, such as domestic regulation and intellectual
property rights, and ensuring a level playing field vis-a-vis government,
through procurement and state-owned enterprises.

There are large, poor and young populations in Asia, concentrated in
India and Indonesia, but also elsewhere in South-East and South Asia,
which means the growth potential will be high for decades to come.
In addition, China faces the challenge of becoming a high-income
country. Much is at stake; whether or not Asia is ready, it can no longer
rely on developed countries to show leadership in furthering international
trade, investment and commerce. Integrating South and South-East
Asia into GVCs would provide a large stimulus to regional and global
trade. Infrastructure investment, trade and investment liberalisation, and
economic cooperation are all important.

Despite the slowdown in the world economy, Asia is still growing at a higher
rate than any other region. There is an opportunity and responsibility
for Asia to take the leadership role in continuing necessary reforms and
progressing RTAs that contribute to, and strengthen, the global economic
system.

Asia needs to rise to the current challenges by championing unilateral
reforms and supporting processes in the multilateral arena, such as through
the WTO and the implementation of the Trade Facilitation Agreement.
If the era of major, single-undertaking, multilateral rounds is past, then
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plurilaterals and other initiatives that promote international commerce
and the global system must be promoted from the bottom up. Asia needs
to be a proactive and positive force in that arena. Most importantly, Asia
can conclude ambitious regional agreements within Asia.® For RCED, the
issue is leadership and whether there can be breakthroughs with bilateral
issues between the ‘+6’ partners. Getting bogged down in bilateral
differences risks missing the larger opportunities and failing to recognise
what is at stake.

There is the risk of RCEP appearing to be too China-led. The experience in
East Asia has been one of shared leadership, ASEAN centrality and benign
leadership by major powers. China and Japan can play an important
role in capacity building, whether in physical or soft infrastructure, to
ensure connectivity, education and skills development, or to ensure that
the inclusive agenda is addressed—for example, by empowering small
and medium-sized enterprises. China’s Belt and Road Initiative (BRI),
the Asian Infrastructure Investment Bank (AIIB), the Japanese Official
Development Assistance (ODA) program and other such programs
and initiatives can be positive forces in this process. Particular attention
must be paid to equitable growth, so that concerns with the benefits of
globalisation do not derail the process of integration in Asia. The design
of the AEC, as well as of RCED, provides potential for this balance to be
achieved in the way that the agreement is conceptualised, but there needs

to be a serious effort to realise it because there is still a lack of thought and
political leadership in ASEAN.

The analysis in this chapter has shown that Asia’s integration has been
qualitatively different from that in North America or Europe. Agreements
and arrangements in Asia need to continue to be open to those outside the
region. If Asia, the largest and most dynamic part of the global economy,
becomes inward looking at this point in time when the US and Europe
are retreating from leadership in keeping the global system open, it could
be more damaging to both Asian and broader global interests than at any
time in recent history. Asia needs to practise open regionalism in RCEP
and other initiatives to buttress the global economic system.

6 The smaller Pacific Alliance in Latin America is another option to promote international
commerce.
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The combination of stagnating investments in advanced economies and
development needs in Asia means that there is an urgency in mobilising
infrastructure investment. The AIIB, China’s BRI and Japan’s ODA should
be welcomed, and they should also be extended. Countries looking to
boost investment in infrastructure need to undertake investment reform
and work towards a more conducive investment environment. There is
a major role for policy cooperation between countries and regionally,
as well as for capacity building to improve policies, better coordinate
cross-border investments and enhance regional connectivity.

In addition to facilitating regional investment, regional economic
cooperation—whether capacity building or experience sharing—will be
central to meeting the major challenges brought about by technological
disruption, dealing with distributional issues, the movement of people
and tackling new cross-border issues, such as energy transformation and
climate change. The disruptions or shocks from these and other sources,
including policies, will have both negative and positive effects across
borders. Regional solutions will assist in managing cross-border or regional
challenges, and economic cooperation will assist countries at different
levels of development to better manage these challenges domestically.

With the main game of economic integration now in services and
investment behind the border, consistent standards between countries,
regulatory reform and regulatory coherence matter much more than in
the past. These issues need to be dealt with collectively, not negotiated
bilaterally.

The lessons of the advanced economies need to be learned and economic
integration in Asia needs to proceed in combination with measures to
address inequities and the sense of imbalance. National policies need
to be complemented with development policies that are separate from
trade and investment policies, and targeted at those who will not benefit
or lose from the reforms. In the RTAs, it will be important to integrate
capacity building, participation of small- and medium-sized enterprises
and development programs that include the building of infrastructure.
These issues must be seen as prerequisites to proceed with the regional
trade agreement agenda. This is not an easy task, given constraints on
government budgets and the difficulty of devising well-targeted and
effective programs. However, it is the number one issue that needs to be
considered and addressed for further progress on reforms at the national
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or regional levels, which will ensure continued and sustained opening
up for intra-regional trade and investment and enable deeper forms of
integration to take place.

For sustainable economic integration, the lessons of success and failure
globally need to belearned. International agreements that affect sovereignty
cannot be imposed from the outside; the domestic reform battle has to be
won. Coalitions for reform have to be built and the argument articulated
and communicated to the public.

In the absence of leadership on global trade from the US and EU, must
leadership be sought somewhere else—in Asia, perhaps? All the Asian
economies have to undertake further structural reforms to address issues
of productivity and innovation and to grow. Without the previous
anchor in the global trading system and economy, can the impetus and
leadership come from Asia? The logical platforms right now are the AEC
and RCED, particularly given that the TPP has stalled. RCEP is already
relatively comprehensive, excluding the difficult behind-the-border issues
that the TPP aimed to address. However, as indicated by the recent
experiences in the US and Europe with externally imposed, behind-the-
border reforms, or attempts at reform without the necessary domestic
constituencies being established, it would have been difficult for many
countries to comply because these reforms strike at sovereignty issues.
Asia’s regional cooperation, which is less intrusive and based instead on
building consensus, appears to have avoided the difficulties of Europe
since the GFC. Nevertheless, the lessons from the US and Europe should
not be ignored by the rest of the world.

The stakes are too high for a lack of support for continued openness.
A reversal towards protectionism or looking inward in Asia is
unthinkable—it would lead to continued stagnation of the global
economy and economic hardship, and the issues of balanced growth and
inclusiveness would remain unaddressed.

Entering this period of uncertainty in the global economy, the region
needs to consider carefully how to develop champions and leadership in
Asia. Asia cannot just rely on China—Ileadership is too heavy a burden
for a developing country to carry alone. Instead, Asia should embrace
a shared leadership, with ASEAN prepared to push ahead on unilateral
reforms, as well as on the RTAs that are already under negotiation. This
is the challenge for the next phase of economic integration in East Asia.
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Appendix C: Regression results

Fixed effects and stochastic frontier gravity models (see Appendix D,
Table D2.1) are estimated to calculate the predicted and potential trade
values, respectively, discussed in the chapter. The gravity model that is
applied to a panel data structure is specified as follows:

_ o K
lnXl,j[ =B, +B, InY +B ln)?Z +0, lnDzstij Year + y, + Ut €,

in which Xl_]_t is the volume of exports between country 7 (reporter) and
its trading partner (country /), ¥, and Y, are, respectively, the current
GDPs of countries 7 and j, as proxies of economic mass. Dist _represents
geographical distance between two trading partners as the main variable
of trade costs identified in the gravity model literature. The fixed-effects
estimator means that other variables commonly used to explain trade
between two countries, such as a common language, shared border and
distance (without interacting with year) are controlled for, but cannot
estimate coefficients. In this conventional gravity model, year fixed effects
that are common to all trading country pairs are taken into account
with 7. Unobservable country-pair fixed effects are accounted for by «,.
In addition, an interaction variable between lnDzst and Year is 1ncluded
to account for changes in the effect of geographlcal distance over time.
£, is the random error term.

With the same set of explanatory variables, a stochastic frontier gravity
model is constructed, based on Battese and Coelli’s (1995) model, with
two identifying equations. The trade frontier equation is defined by the
key determinants of the gravity model, including GDP, GDP and Dist,,
and year effects are included to account for changes over time in the trade
potential of a trading country pair, as follows:

lnXl_]_[ =B, +p, InY +p, lnY;,[ +f, lnDz'stl_j +7, *Year + v U,

In this specification, v, is the random error term and is the one-sided
non-negative random variable. By construction, the term #_ is defined
iyt

as trade inefliciency effects, which cause actual bilateral trade between
two trading partners to deviate from the potential trade level. In the
setting of an augmented gravity model, trade inefliciency is assumed to
be a function of natural and socio-economic factors and policy variables,
which are presented by a trade inefficiency model as follows:

Hhy, = 0, + 0, Landlocked, + 52Land[oc/e€d] + 53Langlj +0 4Bom’erij ro,
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Landlocked, and Landlocked, are two dummy variables accounting for
a fixed country characteristic indicating whether country 7 and country j
are landlocked. The other two dummy variables, Lang and Border,, take
a value of one if a trading pair shares a common ofhicial language and
common border.

A big panel dataset that includes information on the model variables for
about 205 countries in the period 1980-2014 is constructed for empirical
estimation of these two models, using different data sources. Exports data
are taken from the United Nations Comtrade database, using the World
Bank’s World Integrated Trade Solution platform. Data on the GDP of
trading pairs are obtained from the World Bank’s World Development
Indicators Database. Data on distance and other country or country-pair
characteristics, such as being landlocked, possessing a common language
and a common border, are obtained from the Centre d’Etudes Prospectives
et d’Informations Internationales (CEPII) database.

Appendix D
Table D2.1: Fixed effects and stochastic frontier gravity models
Dependent variable Fixed effects Stochastic frontier
In(exports) gravity model gravity model
InGDP, 0.82* 1.089***
(-0.009) (0.0017)
InGDP, 0.72" 0.822***
(-0.007) (0.00133)
InDist, —1.274**
(0.00374)
Year dummies Yes Yes
Year'InDist; Yes
Constant —7.91"* 1.631
(-0.1) (-0.04)
Non-negative residual estimation
Landlocked, 2.782"
(-0.11)
Landlocked, 4,711
(-0.16)
Common language —5.734***
(-0.22)
Shared border —18.944**
(-0.91)

This content downloaded from 152.118.24.10 on Mon, 01 Apr 2019 22:04:25 UTC
All use subject to https://about.jstor.org/terms



2. ASIAN ECONOMIC INTEGRATION

Dependent variable

Fixed effects

Stochastic frontier

In(exports) gravity model gravity model
Constant —10.082***
(-0.51)
Observations 486,955 486,955
Country pairs 27,876 27,876

*** denotes significance at the 1 per cent level.
Source: Authors’ estimation.
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