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The isportance of international trade can scarcely
be eraggerated., It s hard to imagine a world in which
nations cannot trade with one another. Mankind could not
have made such progress, had there been no international
trade. In the absence of trade relations, every country
will have to bDe self-sufficient, consuming goods and
services produced dosestically at whatever cost. Simsply put,
the worild woulid have been & wsuch poorer planet, had

countr ies adopted aularkiss as & way of life.

Tradge is indeed & necessity,. Goo Alsighty, Iin His
infinite wisdos, has distributed the woridily rescources
uneven |y acrons the globe, thereby compel ling the
Inhabitants of the planet sarth in different parts of the
world o reach outl o one ancther, Indeed, internstional
trade 1% & superd sanifestation of husan interdependence,

sSysbolising wnity In diversity.

Traditional trade theory tells us that esconosic
welfare will be sasinised when sach country concentrates on
the production of thase goods which can be produced
relatively cheaply At hose, eschanging thea for goods which
Can Be produied relatively cheaply abrosd. Internationsl
division of labour thus foras the basis of trade relations
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To be sure, theories that attespt to jdentify the

y ingredients of comparative cost advantage Aare 8Sany.

wdless to say, Mo single theory can adequately explain

h  a comsples phenosenon . Regardiess, there 1% CcOnsensus
song trade theorists that sose trade is bDetter than no
rade. Free traders have gone further to argue that pbarriers
o trade would only serve to bring sbout a malallocation of
sCarce resources and that trade sust resain free to ensure

efficiency.

Admittedly, the doctrine of free trade seess tOO
idealistic to tate roots in an isperfect world., Even the
countries which hed chaspioned the cause of free trade =~
England in the nineteenth century and the United States of
Aserica In the early and mid twentieth century =° have
strayed oewey fros it. Good econosics and shrewd politics
se ldon sin, More often than not, politics overr ides
scononics, Nonetheless. free trade still resains an ideasl

worth cherishing, @ drean worth chasing.

The DFisary objective of GATY (General Agreesent
on Taritis end Trade) is treer trade, not free Lrade. Put,
tree trade may well be Lhe end result, should GATY or its
succossor WTO (world Trade Orgenisation) succeed in making
trade freer and freer all the Lise, GATY has prosoted freer
trade by serving os frameworh for wsultilateral trede
negotiations. Thus fer, GATT has sounted fairly successfully
eight rounds ot trade negotistions, Lhe Uruguer Round  being

the latest and sast annitiond ot all.
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It is isportent to underline the fact that
sultilateralise constitutes the cornerstone of the GATY
systes, GATT sets and regulates the code of international
trade conduct, adopting & sultilateral approach based on the
golden principle of non-discrimsination. It requires that
trade bDarriers, ! any, are transparent and that trade
concessions and restrictions are applied without

discrimination,

To date, 117 countries hold sesbership iIn GATT,
subscribing to the MN (sost-favoured-nations) principle,
and yet many of thes have  aspparently deserted
sultilaterslines in favour of regionalise, Judging by the
growing nusber of regional groupings all over the world.
Multilateralins and  regionalise are fundasentally
intonsistent, an the latter necessarily entails
discrinination against non-seabers o the esxtent that
sesbership privileges are not extended to others who are

kept out,

The proliferation of regional groupings under the
wery nose of BGATYT, which is  comsasitted to wphole
sultilateralion, I8 not herd 0 elucidete. An  isportant
esplanation is that the BATT systes itaslf has uwnwmittangly
« e doned regional ies, Article X1V ot GATY persits
preferentjal traging arrangesents within regional groupings

In the belief that partial trade liberalisation is bBetter

1han monme and that intra-regional trage concessions will
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bring countries closer to the free trade ideal. Arthur
Dunkel, forser Secretary General of GATT, has gone as far as
Lo assert that regionaliss and sultilateralism are “two

sides of the sase coin.

A more isportant explanation is that econosic
regional iss has spuriously geined such intellectual
respectability through theoreticel literature., The theory
of custoss union unvelled by Jacob Viner an 1950 has  given
rise to the notion that regional trading arrangessnts can
confer net benefits, if the positive “trade creation” effect
outweighs the negative “trade diversion” effect. Trade
creation is positive, because it enables & country to source
& proguct sore chesply froe & partner through trade than to
produce it dosestically. '.rm diversion is negative,
because it asounts to shifting the source of isports froms @
sore efficient third country to & less efficient pariner.
Seen in these Lerss, 4 regional grouping will seke econoaic

sense ! trade creation esceeds trade diversion.

1t was subsequently pointed out in theoretical
discourses by Meade [1953), Gehrels ([193%~7) ond Lipsey
(1996-7] that =& sust also tete the consusption effect inte
MEEOWnt and that Lhis can be DPOSILive where CcOnSuAers
penetit  tram preferential tarift  cuts. Accordingly,
positlive consusplion effect esenating froes regionasl

arrangesents is looked UPpon &% & plus factor,

Mhat 18 sore, there are theoretital postulates
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L"u’-h de-esphasise the negative aspect of trade diversion,
bl A% argued that trade diversion is essentially & short=run
bhoﬁo..ﬂon and that econoeies of scale can ensure lower cost
%' production in partner countries in the long run (Balassa,
1962). In & similar vein, Lipsey [1960] has argued that

trade diversion is not necessarily bad, as long as consuners

learn Lo switch from expensive itess to cheaper oOnes.

Upon close scrutiny, however, it JOes apDear that
the prisa facie cose in favour of regional groupings is auch
weaker than what testhool msodels suggest. Theoreticel
support for regional arrangesents is based on the presise
that the first-best free trade oplion is politically not
fteasible and the second-best thing to do is to liberalise
trade within regional blocs. What has been sadly over looked
i the fact that & country has the option of reducing its
tarifis unilaterally in & non-discrisinatory fashion., As
Cooper and Messell (1965) heve desonstrated, & non=
discrininatory or non-preferential teriff reduction will
enable & countsry Lo enjoy trade cresation without suffering

any Lrade diversion,

This mesns that unilateral terif? reductions will
allow & tariff-cutting country Lo obtain its isports fros
the sost efficient sources thereby Sasinising 1ts  Qains,
whereas preferential tarif! reductions under regional
arrangesents will shift the sources of iLaports to regional
partners., In other words, Il dO8s Pay o reduce oRe &

Larifts sven if the rest of the world will net g0 likewise.
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Lt sust be stressed at this Jjuncture, to avoild any
isosn!.rproto!ton. that this is no arguesent in favour of
otal elimination of all tariffs, The need for selective and

lempoOrary tarif! protection on infant industry grounds is

uly recognised. The argusent here is that when it is tise
or tariff reduction, it sust be isplesented vis-a-vis all

‘oun!rloo in a non-preferential sanner,

Thus, wnilateral trade liberalisation clesrly

epresents & better option than the so-called second-best
Iternative. The issus is not whether the net effect of o
UStORs union arrangesent s positive or negative as  posed
¥y Viner, but how this net gain will cospare with the gain
rom unilatersl tariff cuts. Without & doubt, the static
Ains from the latter are larger, Decause the latter entaills

Iy 'rade creation without an Llote of trade diversion,

Besides, the proposition that trade diversion will
#nvuomr AN the long run, thanks o scale sconomies, is "o
T’" than an interesting theoretical possibility. Production
Tou s wnlisely to fall across the board as low as that of

The sost efficient producer outside the regional blec.

Moreover, Lipsey S argusent that trade diversion

¥ ROt reduce sconomic welfare, i consusers substitute
theaper products for sspensive Dhes, does not  invalidete
IRer & coategorisation of trade diversion as Led. We need
e sase & tlear distinction be t ween inter-country

SUbEL i tut Lo P inter-connodity substitution, Trave

.
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diversion refers to the formser, while Lipsey s point relates
to the latter. What all this asounts to saying is that the
adverse conseguences of trade diversion =say be offset

partially or comspletely by inter-comsodity substitution.

The presusptucus notion that “the higher the
degree of regional integration, the better®™ is wrong.
Integration scheses of custoss union OF SCoNOAIC union
variety are, by design, sore discriminatory than those aimed
at looser forms of regional cooperstion. Closely &nit
Qroupings are, by definition, highly inward-looking and

trage-diverting.

Adeittedly, the preceding analysis ignores the
dynasic effects, about which there I8 N0  Consensus aARong

Lrade theoar ists. While several sCcOoONORietlS including

Bcitovery (198 and Balassa (1962) have stressed the

isportante of positive dynasic effects, several others
including Johnson ([1997) and sindieberger [19%9) have
espressed serious doubts. In any case, it i estresely

difficultl o caplture and predict the dynasic effects through

economic analysis,

While the theoretical support for regional
QT oupings is thus vigorously guestionsble, espiricel
evidence also cests serious doubls. About &0 per cent of the
developing countries belong to regional groupings of sose
sort, ALl sajor groupings (Appendis 1] heve sountes
regional prograss for prosetling intra-regionsl ‘rede. tLose
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L" resorted to preferential tracing arvangesents, as in

t case of Latin Asericen Integration Association (LALIA),
ferential Trading Ares of Castern and South African
Lﬂn (PTA)., and the Association of Southeast Asian Nations
SEAN), while sose others have opted for coeson market
factor

rangesents wilth coason esternal tariffs and freer

jvesents as in the case of West African Economic Community

C). Contral Africen Custoss and Economic union (CACEV),

d Central Aserican Cosson Marset (Cacm) .

The track record of developing country gQroupings
general is not ispressive. Espirical studies have - PO
L trade diversion excesded trade crestion in Latin

ican Free Trade Association (LAETA), with net negative

tatic welfare etfects (Oeorge, ot al., 1977) and that trade
iversion was the sajor source of growth of intra-LAFTA
rade [(Langhasaer and Miesen:, 1990). There has not been
eh trade espansion within Latin Aserican Integration
sociation., despite preferential tariff culs, presusably
Lo overvalued eschange rates [Wogart, 19781 and Margues,
W5). Central Americen Common Market, established in 1940,
ane dormant in the 19708 in the face of =ilitary
anflicts and sdverse ssternal sconoaic conditions. in e
aribbean Community or the CARICON, cosprising 13 states,
intra-regional inporis sccount for & Liny proportion ot the
total [UNCTAD, 1988). In the Africen Qroupings. estra-
regional isporis are Being replaced sore readily by domsestic

produtlion than By intra-regional iaparts, which sugyests
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Jat neither trade creation nor trade diversion is really

790' tant,

Ihe African continent houses the largest nusber of

effective, aborted or dorsant regional Qroupings. East
rican Commsunity (EAC) was dissolved in 1977, West African
onomic Cossunity is barely alive, Economic Cossunity of
st African States (ECOMAS) is weas, Central Africen
stomss and Economic Union resains sedated, and the
eferential Trading #Area of Esstern and South Africen
tates is cramling., Nevertheless, the spirit of regionaliss
s strong in Africa, as reflected in the Lagos Flen of

tion launched by the Orgenisstion of African Unity which

visages & sassive Free Trade Ares,. enveloping #ll Africen

ountries by the year 2000,

The stlory is not very different in olther Thire

1d groupings. In South Aserice, the Andean PFact was

hened by the withdrasal of Chile in 19761 LAFTA  has
olded upb and was replaced by LAIA in 1980, In Central
rica, military conflicts and civil wars have brought its

omnon marketl schese to & grinding "elt. The Caribbean

aribbean sanufactures. Tegional groupings in the Middle-
Casl &are in & pathetic shape, 1o say the least. Aabitious
plans like the proposed Arab Comson Marsel and the Mayhweb

Custons Union have renained no sore Lhen wild dreass. Closer




hose in Asia, ABEAN and SAARC (South Asian Association

[ Regional Cooperation) have sade their presence fTelt

ough such rhetorics and little substance.

Where developed countries are involved, regionsl

PANGsS sees Lo have fared such better. The European
i€ Community, established in 1997 with six sesbers
Qrown bigger and stronger, NoOw representing a gQrouping
12 mesbers and constituting & Single Eurocpean Market
ce 1992, North Aserican Free Trade Ares (NGFTA),
Prising the United States, Canade and Merxico, has come
o esistence, after the agressent was signed in 1992 ano
tified in 1993, To complete this broad-brush surver,
ference sust also be sade o the sosewhat loosely
ructured Europeen Free Trade Ares (EFTA) which has serged
th the IC to fors European Economic Area (EEA) with effect
on L Jenuary 1994, Central Curcpesn Free Trade Ares
FIA) established by four Central Europesn countries in
< with 2 tisstable running up to the yeer 2001, end
oser Economic Relations (CER) Agressent bDetween Australias
d New lealang, anwn the last-aentioned has partaten of
character ©f a bilateral ralther than regional
rangesent, it s linked with the South Pacific islends
the South Pacific Regional Trade and Bconosic
ation Agreesent (BPARTECA).

fs allvoed to sarlier, all regional groupings are
SEFisInatory 1o the sstent thatl sesbhers enjoy preferential

SAlREnt, Bven 1 A0 few BArriers are erecied against the
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rest of the world. There is little doubt that such
preferences will divert trade fros third countries, although
the degres of trade diversion Say vary asong gQroupings
depending on the situsations before and after Qroup

forsations, Thus, for exsasple, nearly three-fourths of the

trade betlween the US and Canade was duty~free prior to free
trade agreesent, Even before NWTA, one-half! of the Mexican
€ poOrts o the United States wes already duty-free, while o
substantial proportion of the other half was ssuggled
i.throuqh the porous US-Mexico border. All these =sean that

tragde diversion under NAFTA will not De as serious as it

would have been otherwise.

All this, however, doss nOt sean that trade
diversion i & non-issue. Far from it Geographical
prosisity, reduced transaction costs, | Ower tariftfts,
restrictive rules of origin, and tough regional content
regquiresents all tend to favour trade with regional partners
al  ihe srpense of third countries. To this we sust add, ot
Ieast in passing, Investsent diversion which regionel
Qroupings give rise to. For, direct foreign investasent tends
to flow into regional Blocs in order 1o secure & foothold in

the protectied regional sarsetl, again ot the sspense of thire

countries,

Thus, auite peradasically, the so-callied Free
frade Arcas have ROLHhInG 10 90 wilh the free trade Ldeal.,

Trhe advocates af Free Trade Areas are ctertainly no  free

M NS O R R G o e A S A . R e e e . T -




raders. None of the regional groupings is truly GATT-
onsistent., Surprisingly, GATT is yet to scrutinise the
onformity of any of these groupings to Article XXIV, A
egional grouping cen legitisately be described as GATT-
onsistent, only 47 it has & progras to bring down the
rriers  against non-sesbers as well, which in reality is
t the case. Johnson [1967) was right when he equated
onoe}c regionalise with  “internationalisation of
protection”, Article xxIV of GATT is tantamsount to
legitinmising group protectioniss or adeitting protectionist

forces into the GATT order thwough the bachkdoor.

Strictly spesking, no region can be optisally
defined as & self-contained sconomic entity., The worid is
too saall to be fragesented into w‘tonu blocs. It indeed,
1% AN the interest of husenity that the world resain intact
4% & single trading Dloc == which 18 what the GATT systes is

all atout,

ALl regional groupings are thus clsarly sub-
optismal by definition,. In other words, ironical as It say
sound, there is hardly anything “sconosic”™ about regionsl
SLonomic groupings. Economic groupings ere foraed priserily
for geopolitical and securily ressons, with esconosic
COOPEration funclioning as & ssans rather than an end. For
open scononies especially, eSconomic regionalise entalls
losses, These losses say Be Cconsidered & DFrice worth  paying
for security and stability, But that is & politicsl, not an

Scananic, decision,

2
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it 1% a4 well-known fact that the European

Mity (EC) == now called the Furopean Unjon (EFU) 1s

iven by political considerations., The Eurcopean Free Trade
®a or EFTA nas come about as & defensive cooperation asong
five north European non-sesbers of EC. It is an open
cret that NAFTA was forsed as & countervailing force
ainst the EC. The story is pretty such the sase for Third
rld groupings, especially ASEAN. The prisary purpose of
AN is political., ASEAN is & historical accident, a

Sature hatehed In the heat of the Cold Wer,

Once regional groupings are already In place,
e i alwars & tendency for thes to widen and deepen,
f« the bigger the grouping th.o better in terss of
tLreased geopolitical clout and visibility, while & nsore
osely At grouping tends to develop stronger suscles and
10y Qreater bargaining power than & loosely structured
tonal entity. ALl this say sate such political sense, but
SConoaie terss closely integrated large groupings tend to

Stort trade sore then loosely snit ssall ones.

Viewed from this angle, deve loped country
GUPINgs seen far sore dengerous than developing country
terpartis. The latter, wlite the forser, consist of
tries whieh play only & siner rale in the Internationsl
Afe  arena, and thelr ability o distort world trade s
fordingly  Limited, The Third world groupings are less
faful  alse because they @0 ot wors a8 well a8 their
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here extra-regional trade plays an isportant role, tend to
ractise open regionalisa, This concept of “open
egional tea” is misleading, because “openness” is
nconsistent with special privileges accorded to sesabers of
he club which 1s not open to all. The ters “open
egional ise” would sake sconomic sense only §if it isplies
hat concessions given to sesbers will be subseguently
stended to others a% well or that sesbership is open to
Il. Seen in this light, open regionalise is really anti-
egionalise’ Thus, the argusent about the cospatibility of

pen regionalise and globalise is almost teutologicel.

The thesis presented here is that regional trading
rrangesents are inherently infecior to the wsultilsterasl
trading systes, and that unilateral trade liberalisation is
* beneficial then preferential trade concessions. This
CONLAINS & strong sessage for ABEAN which has recently

launched AFTA gr the ALEAWN Free Trade Ares [(Appendix 2).

To cynics, ABEAN s an ascronys for “Ad hoc
Strategic Entity of Asbiguous Neture”. But, asbiguity hes
been & source of strength, not weasiness, for ABEAN. This hes
seant that ASEAN could blend easily with the changing
environesent  without losing its  ddentity, practising
flesibiliny and prageatise par escellence, The  ABEAN
CLOMUMIES are Oulmard- Dot ing and trade-dependent, and their
sanvufactured essports are driven largely by foreign direct

ifnvestisenis, ASEAN has wisely avoided regionel Integration

s
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Schemes that would have rendered it inward-looking. Critics
have often lasented that the ASEAN cooperation schemes have
Not worked. Thank Goodness that some of these schemes could
Not  r.ie-off. Had they materialised, the ASEAN countries

would nave paid dearly for their regionalism,

It is not difficult to explain why regional trade
Cooperation has failed in ASEAN. A simplistic argument would
be that there is too little cosplesentarity in the
Production structure within the region to permit much intra-
regional trade. A plausible technical explanation would be
that the produtt COVErage was too narrow Or the tariff cuts
were too shallow or desand was too price-inelastic. A more
Palpable reason is that the progras has been implesented in
& half-hearted fashion, Judqmq' by the nuserous complaints
Of the ASEAN businesssen about cumbersose custoss procedures
ang other forsalities they have to go through. Bluntly put,

the schese has not worked bDecause it was NOt meant to work

in the first place’

At the Bali Susait in 1976, ASEAN opted for
Pretferential Trading Arrangesent. In the first round,
tariffs were reduced by 10-30 per cent on just 71 products.
The nusber of jtess had increased to some 15,000, with
tarif?t concessions of 20 to 30 per cent by 1991 without
Buch impact on intra-ABEAN trade. Most of the itess included

in the list were sither unisportant or irrelevant,

In recent years, however, Intra-ABEAN trade has

is
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increased, thanks not to trede cooperation but to unilateral
trade liberalisation by the ASEAN countries [Arstf, 1991).
Credit for the expansion of intra=industry trade within
ASEAMN, in particuler, shoula go mainly o the sultinational
corporations which are auietly integrating the region
through their investsent networss, Thus, anOnysous sarket
forces are contributing such sore to ASEAN integration than

formal regional cooperation scheses.

AFTA represents the latest and most amsbitious
regional economic scheas ever sounted by AGEAN. Under AFTA,
all tariffs are to bDe slashed down to 0=% per cent within 13
yoars and all non-tariff bBarriers are L0 be dissantied asong
the ABEAN countries within 8§ vears beginning from 1 January

1L A

Trade lLiberalisation wilhin AFETA is planned Lo
procesd along two Lines. Under the “Norsal Trach™, tarifis
of over 20 per cent will be reduced to 0-5 per cent in 13
yoars, while teriffs of 20 per cont or less will be cut down
W O-9 per cent in 10 years. Tariffs above 20 per cent are
to be scaled down in two stages: to 20 per cent within 5 to
8 years in stage one, and to 0-% per cont in the next 7
yoars in stage teo. Under the “Fast Tragh”, tarifis of over
30 per ctent will be reduced o 0«5 per cent within 10 years,
while tariffs @f 20 por cont or less will be reduced to 0-9
per cont within 7 yeers. Thus, in effect, there are four
trachs (Chart 1), Accelerates Larift? reduction will teke

place wn Fast Track { for tariffs ot 30 por cent  or less

A
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and on Fast Track 11 for tariffs of over 20 per cent, Al
other itess will be placed on Morsal Track | for tariffs of
20 per cent and below and on Norsal Track 11 for taritis

esceeding 20 per cent.

These tariff reductions w=ill be pased on the CEPY
(Common Effective Freferential Teritt) forsula., The CEPY
schene differs from the previous ites-by=-ites approach, as
its design is basically sectoral, hence msore cosprehensive
in terss of product coverage. It is also noteworthy thet

CEPY will equalise the tarif! rates of the ASEAN countries.

Fifteen products of considerable cossercial
inportance have been identified for accelerated tarif?
reduction under the CEPT scheee ‘(Wh 3). These products
sccount for roughly USe 9.3 billion or 37 per cent of total

intra-A%EAMN Lraae [Kusar, 1992).

The AFTA proposal Is not impractical, snd in fact
one say espect it te take off sscothly, now that tariffs in
the ABEAN countries have been talling in recent years in the
weke ©f liberal policy reforas. Averege nosinal taritfs of
Brunei and Bingapore have always been negligible, while the
average nominal tariffs af the other four ABEAN countries
(ASEAN-4) ronge from 16 per cent in Maleaysia to 44 per cent
in Theilend (Chart 2). The corresponding taritt rates for
CEPT  products average L6 per cont, well below the 0 per
tont  Uhweshoald level, although this average conceals

tans iderable AR e e commed | by variations (Tanile 1),

e
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It is pertinent Lo note that the “real” taraft
rates may well be considerably lower than the “official”
Rariff rates, due to extensive circumvention of trade
barriers, a8 shown in the “underpricing” of isported QooOds
in the msarket place which do not fully reflect officiasl

tustoss duties, especially in Thatland.

Taritfs, however, do not tell the whole story.
Non-tarif! seasures Such as quotas, custons procedures,
import licensing, and health and safety standards, also
tonstitute parriers to intra-regional trade flows.
fccordingly, AFTA calls for an inaediate resoval of all
Quantitative restrictions, and desmands that all other fores

of ron-tarit! berriers be phased out in B years.

A1l this looks deceptively neat on paper. Be thet
A% it may, we sust not underestisate the difficultion of
tperationalising the AETA schese, One of these relates to
the ouestion of “rules of origin® for detersining the
Sligibitity of progucts tor preferential treatment, It is
Aot sasy 1o ascertain the origin of & product nNowadars,
Qiven the ever inEreasing internationalisation of production
Brocesses. There are cost implications, oo, since e tensive
Socunentation invelved in enforcing the regional content
Pules will raise transaction costs, Besides, & strict
W tor renent af Rinisus regional content say Rave a danpen ing
Sftect o» intra-rogional trade Tiows, Mowever, it 15

Reerteoning 1o nate in this contest that AFTA has adopted &
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40 per cent minisus cusulative ASEAN content, which is less
restrictlive than the 350 per cent or higher regional content

sdopted by the EC or NAFTA,

fegardiess, the rules of origin cannot preclude
indirect trade deflection, L.e,., the possibility of a seaber
COuntry esporting Ats Oown products to & partner country,
Capitalising on preferential sarket access, ana replacing
thes &t hose with cheaper imports from third countries. In
this case, Lhe esporting country would gain at the esspense

Bt Lte WTA pariner.

Ine diversity of the Ltariff structure asong the
ABEAM countries w=ill give rise to egquity probless. Low-
Lariff countries are clearly at an adventage over the high-
torift? ones in that the forser have nothing such to offer by
ey of tariff reduction, but stand to gain substantislly

from the tarift cuts offered by the latter,

META gains, 1Y any, are litely to be distributed
Wnevenly among the ABEAN countries. It would aeppear that
Singapore, being the sost developed seaber which also
Stcounts for the Bult of Intra-ABEAN trade (Chert 3], woule
Pein sost. This say well be an overstaleaent. For AL is
Wilisely that & ssall city=state vconomy with & high Odegree
8¢ specialisation will be sble to sste dents on meny fronts.
Melarsia & share of intra-AGEAN trace is roughly one-guerter
Which pales I8 conparison with Singepore & one-halft, bt

Whis trade is sore isporiant 0 Relavsis than e Bingepore

0
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Swing. The private sector, the role of which is crucial for
the success of AFTA, will not participate actively uniess &
Gispute settiesent aschaniss is in place. A forsal dispute
Settlement sachinery for ASEAN is alsost unthinkable, as it
Is sccustoned to an inforsal, casual approach that is hardly
Sagnavie to any legalistic framewors ., The present
arrangesent reguires all trade gisputes to be referred to
the AFTA Council which is sade up of the econosic ministers

Of ssaber cOouniries.

A major drawback of AFTA is that not all sesbers
will be moving in tandea. There has been such horse Ltraging
with respect ‘o content, timing end pace of taraftt
reductions. Malaysia end Singapore have begun to isplesent
Both the fest-track and norsal-track progress in 1993, with
Brunei coming aboard in 1994, Indonesias is scheduled to joun
Lthe Fast Track in 1999 ond the Norsal Trach in 1990, while
Theiland will do litewise in 1993 and 1999, respectively.
The Prilippines will NIt the trail in 1996 on both Lthe fast

g norsal trachs,

A saving grace, however, is that all of the AREMN
tountries are coemitied o the progras of reducing all
tarités 18 O-5 per cent by the veer 2008, In other words,
B11 of thes will resch the Tinishing 1ine st sbout the sase
Line, sven though they have decided te Join the tracks at

Hittarent tines and 10 sove ol gifferent speesds.
the spenner A The worts Seess 1o be the escliusion




list. This list consists of itess which are considered too
"sensitive” to be exposed to regional cospetition. The irony
Bf it all iw that many of the iteas in the exclusion list
Carry low tariffs of less than 20 per cent, The nusber of
itens under “tesporary esclusion” ranges from zero in the
tase of Singapore to 1,654 in the cese of Indonesis (Table
2]. Temporary esclusion seans that these products will be

Sither placed in the Norsal Track after the sighth year or

Put in the Fast Track at & later date.

In addition to the tesporary esclusion list, there
are itess which are to be “persenentiy® excluded. These
tompr ise not only of such iteas of security isportence as
Quns and assunitions under General Exception, but also of

Fam agricultural products.

in logic, “asciusion” sesans that sverything else
I8 included. But, this is not the case with AFTA, Strange &
It sar sound, WFTA is sgueeted not only By the exclusion
list but also by an “inclusion List®. The nuaber of itess in
e inclusion list renges from 4,431 put wp by the
Bhilipnines 1o 7,395 offered by Malaysia (Table 2). Without
Srteption. Lthe nusber of Lteas in the Norsal Track esceeds
that in the Fast Trach for all countries. Overall, only 37

Ber cont af the itess in the inclusion list belong ta the

.u‘ tracs,

It is of interest to note thet about 72 per cent

B yhe itens for acceierated Liberalisation are in Fast
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Track 1, with tarif? rates of 20 per cent or less. Likewise,
low-tarif! jtems dosinate the norsal track, with Normal

Track | accounting for 78 per cent,

Even If we assume that AFTA can come to fruition
on | January 2000 as planned, intre-ASEAN trade is unlikely
to tase on & significantly higher profile then it presently
does. It better not. The ASEAN countries have always been
open economies with strong estra-regional linkages. They
have benefited greatly froe the open suitilateral trading
Srstes the ough their global trade and investsent
connections. It is not in the interest of the ASEAN
tountries to deviate from this path, If the past experience
is anything to 9o by, preferentiasl teriff reductions say not
lead to any significent changes in the profile of intre~
AGEAN trade flows. As & satter of fact, the share of iIntra-
MW trade declined from 18,6 to 17.4 per cent during the
period 19951990, in spite of trade cooperstion, although it
grew in asbsolule terss at the rote of 14,7 per cent per

annun [Argte, 1993,

In any case, the share of intra-regional trade is
het & guod sessure 0f the Success of regional econosic
tonperation. For It does not necessarily seen that the
Righer the ratio the betlter. To be sure, the intr a-ABEAN
Arade share tan Be raised substantially through deep
fraterential tarif! cuts and profibitively high esternal

lariftfe, Butl at very Righ costs to the seaber couniries,

b
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This, however, will sake no economic sense. It would be
petter for the ASEAN countries to liberalise trade as such
as possible, even on & preferential basis, but allowing
sarket forces to deteraine the level of intre-ASEAN trade.
The ASEAN countries will have to pay & very heavy price, it
they were Lo set high intra-regional trade targets and work

on it religiously through policy interventions.

In discussing Intra-ASEAN trade, we need to
esercise sose caution, The role of Singepore as an entrepot
tends 1o distort the picture sosewhat. A large proportion of
Singepore s esports to the AGEAN neighbours are really re-
esports ©f products from outside the region. By the sase
toten, & significent share of Singapore s isports from its
ABLAN partners are re-esported to third countriss. It is in
this sense that trade statistics sees to overstate the
inpor tance of Iintra-AGEAN trade, sspecially since Singapore
sccounts for the lLion s share of intra-regional trede. 1If
Singapore is escluded, intra-ABEAN exports would only

represent such less then one-tenth of total ASEMN esports

(8.4 per cent in 19911,

Seen from another angle, howsver, it dous  appear
that intra-ABEAN trade say well be substantially larger than
what trade statistics would suggest. This is so Dbeceuse
trade statistics 0 not capture the theiving “allegal” trade
flows asnang the ASEAN countries. Illegel trade links are
particularily stirong petusen Mindanan and Babah, between

Cotn and Singapore, Belueen Peninsuler Malaysia and Soulhern

»
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Thailand, and Detween Singapore and Java. Given the secrel

nature of the entire operation, it Ae estremely difficult to

gquantify Ats estent ., Monetheless, it does seena that It 4%

eabarrassingly large. It s %O eabarrassingly large that

Singapaore J08s not publish statistics relating to its Lrade

with Indonesia. It 48 quite obvious that Singapore s figures

will not tally with that of Indonesia, with a huge margin of

discrepancy.

1t may well be argued that there 1% nothing wrong

with all thas. In @CONORILS, legality s & non-issue. What

is il1legel today can be rendered legal tosorrow or the other

around by an act of parlissent., 11legal activities =&y

-
e viewed % sarbet responses to unrealistic rules oand
regulations. 111egal trade has & useful role to play, & it

can help allocate rosources optisally by circumventing

polity barriers which detfy sconoaic Jogic. This is why

ecoromiats prefer Lo brand 1L as “inforssl Lrade” or s

~ g rons - bor der transactions” rather than as “illegal trade”,

TE LELE _AJ palatabie.

it s perhaps NO evaggeration ‘o state thaet

“intorsal” trade Bay have tontributled sore significantly to

regional conesion within ASEAN  than forsal cooperation.

intaraal trade Seens o be integrating the ABEAN reglon In &

porder less  Tashien, while the forsally orchestirated rade

cooperation schees seens 10 have paia just  Lip service,

judging by the Taet that only 2.6 per cent of Lhe itess  an




the preferential trade list or 19.0 per cent in value termss
was actually utilised in the forsal iIntra-ASEAN Lrade as of
1967 (Pangestu, et. al., 1991 ). This line of ressoning would
lead us to Lhe inescapable conclusion that it will pay thwe
AGEAN countries to sisply legalise this cross-border trade.
Viewed in these teras, AFTA is clearly & sove in the direct

gdirection,

Under GFTA, we can expect intra-ASEAN trede to
rise sharply in absclute terss, sisply Decause what was left
outl Uy trade statistics previousiy will be recorded in the
tutlure, once such trade flows are legalised. But, this will
anount Lo & one-shot incresse only. In agdition, AFTA can
have & stisulating effect on intra-ASEAN trade, A7 At

resulits in lower Drices end higher INnCOAeSsS.

All this notwithetanding, the percentage share of
intra-ABEAN trade in totel ASEAN trade s unlikely to
increase sardediy., given the high degres of econoMic
ppenness of Lts sesbers and Lhe lack of complesentarity of
Lhe ABEAN sconomies -= which is not & Bad thing. A allivded
Lo sarlier, SCONORLE OPENNESS E+PONEs dosestic industries to

esternal competition so thet they have no cholce bBut to

remain efficient ond cospetlitive. Complesenterilty is not
necessarily 4 guod thing. OFf course, it would be politicelly
sasier ftor conplesentary esconoaies o couperate with one
anoiher . becaves regional ieports will not tiweaten dosestic
indusirios, But il will net sske Such SCONOALE SeNee.

Farfoct conpleneniarily wiuid sean Pure trade Giversion with
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¥__=-7.“_,=___,_———--r E—




virtually no trade creation.

The =ain reason why regional cooperation in  sany
groupings, including ASCAN, has not been very successful is
that preferential market access is Qiven sostly to those
products which do not cospete with dosestic products. The
search for cosplesentarity has led to the esclusion of too

sany isportant iLtess froe trade cooperation,

ASEAN s advised in no uncertain terss not to aims
at & high intra-regional trade ratio, guite unlike the EC
where it sccounts for a hefty 38 per cent of total EC trade.
Such & high ratio of intra-regional trade will have serious

cost implications for the open economies of ASEMN,

AFTA i very un-ASEAN in & variety of ways. AFTA
. bvumomtm.n!ho'mwmmuumm
consivered and rejected by the architects of ABEAN sose 29
yoars 890, albeit for the wrong reasons. WFTA cannat Jive
well with the inforsal and casval spproach that ASEAN  hes
Aurtured and perpetusted over the yoars, Besides, % is
well Snown, the ABEAN countries conpete with one another in

the world marbel, and It IS wnatural for cospetitors to

tonperate asong Lhesselives.

Be oll that as it may, AFTA is not & Big deal,
jwdging by he product coverage of the inclusion list, the
site of the esciusion list, the sechaniss of Lr ade

liseralisation o the 1 anng - @7 awn tisstable, Ad, It Pales
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in comparison with NAFTA which is a4 cosprehensive pachkage
with liberalisation stretching beyond serchandise trade to
services Lrade and investsent regulations, and regional
protection estending beyond trade to environsent and
intel lectual property rights, with all technical details

worked out well Iin agdvance.

Maving said this, we sust hasten to atd that it is
not in the interest of the ASEAN countries to esulate NAFTA
or any other grouping for that satter. The NOFTA  Agressent
erconds 2000 pages, comspared with the AFTA Agreesent ! just
12 peges. Detailed rules and guidelines Lthesseives can
becone forsidable Darriers to intra-regional trade flows. It
is sosetises virtuous to be anbiguous, a3 Il persitls

flexibility., And, ASEAN snows it only too well.

in all fairness, AFTA should be juaged not by the
input  bBut by Lts output, Nithout & doubt, AFTA represents
the most isportent trade initiative that ABEAN has ever
teben since its establisheent in 1947, AFTA can trigeer
dramatic chenges in the structure of production and trede in
the ABEAN countries. AFTA can serve 8% & “training Qround”
for the AGEM businessasn who will learn to compete in the
regional wertetl before they could compete in the worle
sarsetl, Once AREAN Decoses commercially borderless under
oY, s mew DPattern af production with esach rerLe s
discovering 1S Bwn Riches 4% litely ' esserge, rendering
ASEA:  prodvcis conpelitive pnternationalliy., T4 will  then

Benetit Aol only L1 SONRers Bt alse I1ls Asighbours,







Custons revenue based on such low tarift! rates may not even

seet the cost of tariftf collection and adainistration,

The 15-year AFTA tisetable is too long. The
chances are that AFTA will be overtaken by wor ld events by
the rear 2008, Tarif?f! cuts under the GATT systesa say reduce
the ASEAN preferential sargins so that AFTA may bDecose
redundant or irrelevant before it reaches the deadline.
Duite oo'odoncanv: AFTA s success will lie in saking
itself redundant or irrelevant sooner. AFTA will then have
sorved & useful purpose Ly paving the way for o total
integration of ASEAN with the global sconomy. This =sesns
that tariff concessions within AFTA need to be extended to
non-seabers later on, In other words, AFTA should be seen as
o wrercise in “minilateralisa’, L.e., & step towards full-

fledged sultilateralins.

Two other possibilities, though resote, cennot be
entirely ruled out. Bhoule AFTA falter and fall short of our
greasl especlations, ABEAN will lose its credibility and join
the ranks of nussrous ineffective regional groupings. Shoule
_u evolve into & trade bloc, it will strap itself 10 & low-
level eguilitrive, In either case, ABEAN will have lost
gulden oopor tunily 10 stale grester Neights, wilh MTA being

epitlonised a8 an atronys tor “Gnother Fulile Trade Area’,

All said and done, In the final analysis, b s
ABEM, not AFTA, Lhat s really isportant, The end of the

Cald war and the retrest ot comeuniee have Aot  sede AREAN
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redundant or irrelevant., Peace in Southeast Asia cannot be
taken for granted., ASEAN is needed NOw Sore then ever to
avoig arms race, defuse tensions and avert silitary
conflicts in the region. ASEAN cen contribute significantly
to geopolitical stability and security so that its sesbers
could concentrate On Ltheir SCONOMIC PuUrsuits, The ASEAN
esconomies do not need AFTA, as thery can perfors pretty well
on their oOwn, Put, the strength of ASEAN now hinges
eritically on AFTA, For AFTA can serve &% & glue that woulie
not let ABEAN fall apart, AREAN 3 isage will be severely
tarnished, should AFTA fail. AFTA sust succesd fur the seke

of ASEMN,
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Table |
Average Unweighted Tarifl by Product (percentage)

Indonesia Malaysia Philippines Thailand  Average
Pulp 9 3 7 S 6
Textles 19 6 26 30 20
Vegetable ols 13 ! 21 10 1
Chemicals 4 0 7 10 b
Pharmaceuticals S 0 9 8 S
Fertilizers 0 0 3 0 !
Plastics 1S 13 17 25 18
Leather 3 9 19 24 14
Rubber 9 L) 23 y ¥, 15
Cement 15 55 30 S 26
Glass & Ceramics 20 15 20 I8 18
Gema " ) pl) 0 10
Electroncs 24 15 18 28 21
Furnsture S0 24 1) 80 4
LT:&I 4 i 9 9 16

Sowrce Komas (1992) l
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Chart 1
CEPT SCHEDULE OF TARIFF REDUCTION
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Chart 2

OVERALL AVERAGE TARIFFS IN ASEAN
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Chart 4
RATIO OF ASEAN TRADE TO TOTAL TRADE:1990
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Chart &

Sources of CEPT Imports
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Chart 6

Country Share of CEPT Imports

Source: Based on Kumar (1992)




Appendix |

[MAJORlihEG-l(')NK!,LGR()_UPINGS

- Association of Southeast Asian Nations
~  Central African Customs and
Economic Union
—~  Central American Common Market
—~  Caribbean Community
—~  Common Elective Preferential Tariffs
~  Closer Economic Relations
- East African Community
- European Community
- Economic Community of
West African States
- European Economic Area
- European Free Trade Area
- Latin American Free Trade Area
- Latin American Integration Association
- North American Free Trade Area

- Preferential Trading Area of
Fastern and South African States

- South Asian Association for
Regional Cooperation

- South Pacific Regional Trade and
Fconomic Cooperation Agreement

-~ West African Economic Community
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Appendix 3

CEPT PRODUCTS FOR |
ACCELERATED TARIFF REDUCTION
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1.  Vegetable Oils
2. Cement
3.  Chemicals
4. Pharmaceuticals
5.  Fertiliser
6. Plastics
7. Rubber Products
8. Leather Products
9. Pulp

10.  Textiles

11.  Ceramic & Glass Products
12.  Gems & Jewelry

13.  Copper Cathodes

14.  Electronics

15.  Wooden & Rattan Furnitures




