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Deepening regional trade links

The ASEAN countries and the whole of East Asia'
are now more integrated with one another than before.
The share of intra-ASEAN merchandise trade to total
international merchandise trade of ASEAN countries rose
from 19.6 percent during 1990-1992 to 27.0 percent during
2006-2008. Similarly, the share of intra-East Asia (i.e.,
ASEAN + 3 or ASEAN plus China, Japan and South Korea)
trade to the total international trade of the region increased
from 30.2 percent during 1990-1992 to 37.9 percent during
2006-2008. The increase in the intra-regional shares is
particularly notable because of the tremendous increase in
the total international trade of the region with the whole
world. Total trade of the ASEAN countries in 2008 was 6.6
times the value in 1990. Similarly, total trade of the ASEAN
+ 3 region in 2008 was 6.5 times higher than the value in
1990°.

A close look at the direction of the total exports
and imports of selected Southeast Asian countries yield
interesting findings and insights. For example, the direction
of merchandise trade for Cambodia changed dramatically
over the course of the 1990s and the 2000s. The ASEAN
+ 3 countries accounted for more than two-thirds of
Cambodia’s total merchandise exports in the early 1990s
but only a little over one-tenth by 2006-2008. In effect,
Cambodia’s export market dramatically shifted from East
Asia to the Rest of the World, mainly the United States and
the European Union. At the same time, Cambodia relied
more on ASEAN + 3 countries for its imports, accounting
for about seven-tenths of its total imports. A major
explanation for this is that Cambodia leveraged its low
labor cost with inputs imported from East Asia to produce
products (e.g., garments) primarily for export to the West.

The same shift in the direction of trade occurred in
Vietnam during the period, with greater focus on the West

—_

In this paper, East Asia refers mainly to the ASEAN + 3 region; i.e.,

ASEAN countries plus China, Japan and South Korea.

2 In this paper, trade , exports and imports refer to merchandise trade
only.

3 Please note that most of the trade and FDI related data used in

the paper were drawn from the ADB Asia Regional Integration

database.

for its exports while deepening its reliance on East Asia
for its imports. An important driver to this is the textile
and garment industries subsector, mainly dependent on
the West as export market. As in Cambodia, Vietnam’s
export success in low skilled labor-intensive manufactures
relied heavily on low labor cost and imported inputs from
East Asia. This is the principle of comparative advantage
at work, facilitated by better market access and improved
transportation and communication links domestically,
regionally and globally.
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Figure 1 Percent Share of ASEAN +3 in Total Export and Import of
ASEAN Countries, by Country

The Philippines exemplifies further the results of trade
liberalization and the dictates of comparative advantage.
Until the early 1990s, the Philippines external trade
was preponderantly with the United States and Europe
together with Japan. However, by 2006-2008, the East
Asia region already accounted for about half of the
country’s exports and imports, with the share of ASEAN
countries more than doubling (to 16.5 percent and 21.7
percent respectively) of total exports and total imports
during the period. Underpinning the sharp redirection of
the Philippine international trade is the major restructuring
of its exports from agricultural products like coconut oil
(exported largely to Western Europe) and low skilled labor
intensive manufactures like garments (exported largely
to the United States) and towards more skilled labor
intensive products like electronics and machinery parts as
part of regional production networks in East Asia. Indeed,
at present in all of East Asia, the Philippines has one of
the highest shares of machinery parts and electronics




exports to total merchandise exports, at the same time
that the country lost comparative advantage in low skilled
labor intensive manufactures to countries like China and
Vietnam.

The other ASEAN countries also deepened their trade
linkages with the East Asia region. At present, Singapore
relies more on the ASEAN and ASEAN + 3 regions for
its exports and on the ASEAN region for its imports as
compared to the early 1990s. A major reason for this is
the deepening of the role of Singapore as a key ASEAN
hub of regional production networks in East Asia that
blossomed during the 1990s and 2000s, especially in
electronic parts and components and electrical goods. Like
the Philippines, Singapore presently exports to and imports
from the ASEAN + 3 region for about one-half of its total
international merchandise trade. Thailand also increased
its import and (especially) export shares for ASEAN
countries and for East Asia. Thailand is also a major player
in the East Asia’s production networks in electronics parts
and components and electrical good and is the hub of the
ASEAN automotive industry production network. Both
Indonesia and Malaysia also deepened further their trade
links with the rest of ASEAN countries and with East Asia
primarily as import sources and less so as export markets.
Both countries are notable commodity exporters, with
the two countries being the world’s top two exporters of
palm oil. Nonetheless, both countries still have the largest
trade shares with the East Asia region among all the major
ASEAN economies.

The deepening intra-regional trade links is not only
made manifest among ASEAN countries. Even Japan
and South Korea increased their reliance on East Asia for
their international trade. The share of East Asia in South
Korea’s international trade rose from about 32 percent
during 1990-1992 to about 42 percent during 2006-2008.
Similarly, the share of East Asia in Japan’s total trade
increased from 22.4 percent during 1990-1992 to 36.7
percent during 2006-2008. The significant increase in
the share of intra-regional trade for both Japan and South
Korea is virtually due to their sharp increase in trade
with China. South Korea’s trade with China exploded
from 2.2 percent of South Korea’s total trade during
1990-1992 to 20.2 percent during 2006-2008. Similarly,
China’s share in Japan’s total merchandise trade rose
from 4.2 percent during 1990-1992 to 17.5 percent
during 2006-2008.

The economic rise of China also shaped the direction of
intra-ASEAN + 3 trade of many of the ASEAN countries
during the past two decades. In virtually all the ASEAN
countries with the notable exception of Myanmar and
to a far less extent, Brunei Darussalam, there has been a
sharp rise in the trade shares with China and a significant
reduction in the trade shares with Japan during the 1990s

and 2000s. Two significant reasons for this are the rise
of China as a consumer of ASEAN exports (many being
resource-based like vegetable oil, energy and mineral
products) as well as a key regional hub of regional
production networks in East Asia wherein high technology
inputs from Japan and South Korea, among other sources,
are assembled, tested or used for high technology
intermediate products in Southeast Asian countries most
of which are then exported to China as inputs for final
products. The final products are sold domestically in
China and regionally in East Asia but a great percentage
is exported outside of East Asia, mainly the United States
and Europe. It is for this reason that China’s trade flows is
heavily tilted towards the West for its exports and to East
Asia for its imports.

Intensifying and widening regional commodity
trade

The intensification of regional trade links in East
Asia is embodied in the deepening and widening of
commodity trade in the region. East Asia’s exemplar of
regional production network is the electrical and electronic
machinery, parts and components commodity group, which
accounted for about a fifth of the total intra-ASEAN + 3
commodity trade in 2008 as against around 11 percent in
1996. The level of intra-ASEAN + 3 trade in 2008 was 6.3
times higher than in 1996. More East Asian countries are
now part of the regional production networks in electrical
and electronic machinery, parts and components sector, the
newest significant players being Indonesia and Vietnam.

Compared with other regions in the world, the regional
production networks in East Asia are arguably the most
complex and articulated (see Ando, 2009), in part due
to (a) the dominance of machinery that typically require
many parts and components, (b) the significant differences
in levels of development and factor prices among the

55.7

43.1

1999-2000
2006-2007
1999-2000
2006-2007

Electrical, | Vehicles, | Soaps, | Essential
I ic | other [Lubri oils, irits, . etc. [Chemical |of leather,
equipment | than Perfumes, | Vinegar, travel
railways & (Cosmetics) goods
tramways etc

Figure 2 Percent Share of ASEAN +3 to Total Trade of ASEAN +3
Countries, by Commodity




economies in the region that encourage the profitable
fragmentation of production, and (c) the reduction in
trade barriers and transport and trade facilitation costs that
allows for the formation of varying layers of networks
across production areas. The varying layers of networks
stretch from industrial agglomeration clusters within a short
distance (for products requiring frequent delivery for just
in time operations) to farther but networked production
areas with relatively more modular inter-firm interface.
(See Kimura, 2009.) Much of intra-East Asia trade is in
parts and components which, as Obashi (2009a and 2009b)
has shown, tend to be more longer-lived, resilient, and less
sensitive to trading costs and exchange rate fluctuations
than finished goods, thereby allowing for stronger trade
relationships, greater learning by doing and technology
transfer, and more robust industrial development.

Intra-regional trade in East Asia goes beyond regional
production networks, however. In the ASEAN region
for example, intra-ASEAN trade shares to total trade (by
commodity) increased in a wide range of commodities such
as “soaps, lubricants, etc.,” “cereal, flour, etc. preparations
and products”, “paper and paperboard, etc.”, “rubber
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and articles thereof”, “organic chemicals”, “plastics and
articles”, “articles of leather, etc., travel goods”, etc.. The
increased intra-ASEAN trade share appears to result from
a variety of factors, including the regional production
rationalization strategies of multinationals such as Nestle,
Unilever, Procter and Gamble wherein a specific product
is produced in a specific plant in a country for distribution
(sub)regionally, the specificities of resource-based
comparative advantage of relatively resource rich countries
like Indonesia and Malaysia as well as the reduction of
trade and transport barriers that allow for international
sourcing of inputs and products at least from neighboring
countries to meet growing and changing domestic demands.
It is likely that as the middle class in the region grows and
expands further, there could even be greater demand for
product variety that may be met more by further reduction
in trade barriers and trade facilitation costs within the
region, thereby leading to even greater intra-ASEAN (or for
that matter, intra- ASEAN + 3) trade.

In short, the micro level foundations of the increased
intra-East Asia trade during the past two decades augur well
for the further deepening and strengthening of economic
linkages among the countries in the region, assuming that
the policy and institutional environment in the region
facilitates such greater economic integration.

Impact of regional integration

The impact of deeper regional economic integration on
the countries in the region cannot be readily divorced from
the impact on such countries of the increased openness
and greater economic linkages with the region and the rest

of the world. Moreover, there is significant endogeneity
among domestic and external factors that shape a country’s
performance in the context of deeper economic linkages
in the region and with the rest of the world. Nonetheless,
there have been substantial benefits overall on the region’s
economies of the deeper economic linkages regionally
and internationally. At the same time, there have been
significant adjustment challenges on some countries from
the deeper regional economic integration.

Trade and investment and the attendant resource
reallocation and productivity growth are at the heart of the
positive dynamic of economic integration. Virtually all East
Asian countries have become much more open during the
past two decades as reflected in the sharp rise the ratios of
international trade to gross domestic product (GDP) during
the period, most especially in Cambodia, Indonesia, Laos
and Vietnam among the ASEAN countries. At present, five
ASEAN countries have trade to GDP ratios of more than
100 percent and virtually all (except Indonesia) have ratios
more than the world average of 50 percent. Given its large
size, the doubling of China’s trade to GDP ratio during
the period to around 65 percent is remarkable indeed and
is reflective of China’s key role in the regional production
networks.

All East Asian countries have also substantially higher
foreign direct investment (FDI) presence in their economies
during the period, with the most dramatic increases in the
ratios of stock of FDI to GDP occurring in Cambodia, Laos,
Myanmar and Vietnam. It is probably not at all surprising
that Cambodia, Laos and Vietnam are also the countries
that increased their trade to GDP ratios the sharpest during
the period, a reflection of the significant role that export
oriented foreign direct investment has played in the three
countries. Nonetheless, it is Singapore that stands out given
the more than 150 percent ratio of FDI to GDP as against
only 13 percent for South Korea. Given its size, the more
than doubling of the ratio for China is also noteworthy
because China has been the largest recipient of foreign
direct investment in the developing world for more than
a decade now. In both China and (especially) Singapore,
foreign direct investment has played critical roles in the
economic transformation of the two countries, the former
into the largest trading nation in the region and emerging
global power and the latter, into one of the richest countries
in the world (on a per capita and purchasing power parity
basis).

A critical element of the trade-investment nexus
in an open economy is that resources are allocated or
reallocated such that a country specializes on products
the production of which intensively uses the country’s
relatively abundant factor of production. Thus, countries
that are abundant in relatively low cost labor can be
expected to have comparative advantage in and export
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labor intensive products. In the process, this helps soak up
the hitherto underemployed or unemployed workers and
eventually leads to increases in real wages. Where such
increase in real wages is accompanied by proportionate
increase in labor productivity, then the country can enjoy
comparative advantage in labor intensive products for
a significant period. The best example of this is China,
which has seen the more than doubling of the real wage
from 1998 to 2005 while at the same time that the average
growth rate of labor productivity in manufacturing during
1997-2005 was about 10.5 percent a year (Intal and
Borromeo, 2009). Similarly, the high employment uptake
in manufacturing (at around 7 percent per year during
1997-2005), highlighted by the surge in employment in
the garment industry, helped Vietnam effectively reach
a full employment situation (at less than 2.5 percent per
annum) during the latter 1990s and 2000s resulting in
upward pressures on the wage rate.

Vietnam and China share one common characteristic:
both countries are exemplars of success stories in poverty
reduction in the whole developing world, the former
during the 1990s and the 2000s and the latter since the
1980s. Poverty reduction is a by-product of general
economic growth rate, and both countries are at the top
rung of growth performers in East Asia during the past
two decades. In both countries, the substantial drop in
the poverty incidence was initiated by robust growth of
production and productivity in agriculture accompanied by
the surge in employment in labor intensive manufacturing.
Agricultural exports (especially in Vietnam) and FDI-
led surge in labor intensive manufactures contributed
substantially to the success stories in poverty reduction in
the two countries.

The cases of China and Vietnam are not unique. The
robust economic growth in many developing East Asian
countries since the mid-1980s attendant to the surge in
investments and foreign trade in the countries has led to
sustained poverty reduction, virtual elimination of abject
poverty in countries like Malaysia, and the robust growth of
the middle classes in these countries. Indeed, the region has
seen the largest emergence of the middle class in history,
most of them in China but also in Southeast Asia (which
total equals to or is more than that of India by the mid-
2000s depending on alternative empirical definitions of the
middle class; see Intal, 2009). The rise of the middle class is
reshaping the region from being primarily a manufacturing
base for the whole world into an increasingly critical
center of robust market demand in the world. As such,
the opportunities are there in the region to deepen further
regional economic linkages not only on the production side
but likely also on the demand side.

There is another element of economic openness and
deeper economic integration that deserves more emphasis;

namely, technology transfer and adaptation. Technology
transfer arising from foreign direct investment and from
technical training by multinationals of host country workers
is well recognized. A study by Choi and Hahn (2009) on
South Korean firms provides another interesting insight.
Specifically, the Korean study shows that the increased
product varieties of inputs from abroad is positively related
to increased product varieties produced domestically
by Korean firms. The Korean case seems to suggest
that increased market competition and greater access to
appropriate inputs from the whole world in the face of
growing demand domestically and abroad can engender
innovation in firms that become a source of competitive
advantage for the firms. There are no comparable studies for
ASEAN countries but the nexus of innovation/technology
adaptation, market competition and trade liberalization is an
important issue to examine in a region such as the ASEAN
region with widely varying levels of development.

Deeper regional integration can present serious
challenges, however

Perhaps the Philippine manufacturing sector provides
the best example of the difficult adjustment challenges of
industries losing competitiveness under less auspicious
domestic policy and institutional environment and given
a relatively fast pace of trade liberalization. Despite the
drastic change in the commodity structure of exports
in the 1990s and 2000s towards skilled labor intensive
manufactures where the Philippines seems to be having
comparative advantage, the Philippine manufacturing
sector was one of the worst performers in the region in
terms of output growth and employment creation during
the 1990s and early 2000s. A key reason for this is that a
number of labor intensive and resource based manufactures
like textiles, garments, rubber manufactures, footwear,
and wood and wood products reeled from the sharply
increased import competition due to, among many factors,
comparatively higher unit labor cost in the face of lower
tariff and nontariff barriers, appreciating real exchange rate
in the early 1990s, and technical smuggling.

The poor growth performance of the Indonesian
textile and garment industries and other labor intensive
manufactures in the early to mid 2000s as compared
to the boom period of the early to mid 1990s provides
another example where inconsistent policies hurt the
competitiveness of industries in the face of increased
economic openness and deeper integration. Stiffer labor
regulations in the early 2000s combined with the real
appreciation of the rupiah and low tariffs made labor
intensive manufactures like garments less competitive
internationally and even domestically. The net effect was
the rise in the unemployment rate in Indonesia as the
previously important sources of manufacturing employment
experienced lower firm entry rates and higher firm exit rates




from the industry. (See Narjoko, et.al, 2009; Atje, et.al,
2009.)

It may be noted that the issue of internal policy
consistency and its effect on trade is becoming a burning
issue for the whole region at present. Specifically, there
is growing concern among ASEAN manufacturers that
they are losing competitiveness to China’s products in
part because of the significant real appreciation of their
currencies relative to the Chinese renminbi simply because
China tied its currency to the depreciating US dollar while
a number of the ASEAN currencies have appreciated vis- a
-vis the US dollar. As a result, there are growing pressures
in the region to defer the implementation of the ASEAN-
China Free Trade Agreement. (See e.g., Wines, 2009.)

The contrasting experiences of the Vietnamese and
Chinese manufacturing sectors on the one hand and those of
the Philippine and Indonesian manufacturing industries on
the other hand, as well as the current misgivings on further
trade liberalization in the light of real currency appreciation
of some ASEAN currencies vis-a-vis the Chinese renminbi
suggest that economic integration can have mixed results.
The contrasting experiences suggest that deeper economic
integration needs to be managed well in order that
opportunities from integration are maximized and the costs
of integration minimized.

Engendering deeper economic integration and
ensuring wider benefits from integration

Kimura (2009) provides a framework for deeper
economic integration in East Asia from the perspective of
production networks. An efficient geographic fragmentation
of production is a balancing among network set up
or relocation costs, service link costs, and locational
advantages (from production conditions and economies
of scale) to save production costs that lead to a four-layer
geographic delineation of production linkages (Kimura,
2009). Service link costs consist of “...search costs for
new partners, monitoring costs for quality and delivery
timing, trouble shooting costs when something unexpected
happens” (Ibid, p.6), as well as trade facilitation and
transportation costs.

The first layer consists of firms that are clustered
nearby for frequent delivery in a week and lean inventory
consistent with just in time production. Such clustered firms
tend to entail small set up costs and where the production
process is more integrated. On the other extreme are those
firms that are oceans away where delivery can be more
infrequent at longer intervals and where the inter-firm
interface is modular (Kimura, 2009, p. 15). Clearly, for the
first layer the set up costs need to be as low as possible and
the service link costs high while for the fourth layer, it is
the potential to significantly reduce production costs that

become the more deciding locational factor. Necessarily,
the density of economic interactions is more intense for the
first layer firms than it is with the fourth layer firms.

The Kimura framework is suggestive of what can be
done to engender deeper economic integration in the region,
at least from the perspective of production networks which
so far has been a dominant element of intra-regional trade
in East Asia. Perhaps the most important policy-relevant
area is service link costs, especially trade facilitation and
transportation costs. The importance of trade facilitation
and transportation cost can best be appreciated with the
following example: i.e., it is cheaper to send garments to
Japan from Northern Thailand along the Myanmar border
using Myanmar labor than from Yangon, Myanmar despite
the latter’s nearness to a port (see Kudo, 2009). Simulation
results of a geographic simulation model on the impact of
infrastructure development in continental Southeast Asia
shows significant positive effects on the smaller cities in the
region from Myanmar to Vietnam (Kumagai, et.al., 2008).
Archipelagic countries like Indonesia and the Philippines
face tougher logistics challenges as compared to the
continental ASEAN countries because there are economies
of scale in port handling and shipping; not surprisingly, they
rank well below Malaysia or Thailand, let alone Singapore,
in the ranking of the World Bank logistics performance
index.

Related to the issue of transport and facilitation costs
as well as to the inclusion into production networks is the
issue of investment climate. Improvements in infrastructure
or transport facilities or being engaged in the production
networks involve investments, either by the private sector
or by the government. The countries in East Asia with high
growth rate tend to be the countries having high investment
rates; conversely, the sluggish growth in the Philippines
can be explained in part by the country’s low investment
rate and comparatively poor investment climate. Urata and
Ando (2009) show that much remains to be done to improve
further the investment climate (in terms of facilitation and
liberalization) in a number of ASEAN countries.

Notice that investment facilitation and liberalization
as well as trade facilitation tend to be included in the so-
called “Plus” of FTA Plus Agreements. Arguably, given the
very low tariffs in East Asia at present, the more pressing
and beneficial initiatives on greater regional integration
have less to do with the reduction of tariffs but with such
issues as trade facilitation and investment liberalization
and facilitation especially in the lagging countries in the
region. Notice also that such initiatives help develop more
integrated domestic economies as much as developing
linkages between the country (ies) and the other ASEAN
or East Asian country (ies). Moreover, such initiatives also
make the countries engage better with the rest of the world.




Indeed, the experiences of Cambodia and Vietnam also
suggest that it is openness to the global market that provides
the full play of comparative advantage. This means that
an aggressive tariff reduction for intra-regional trade
while having high MFN tariffs (in some industries) can be
distortionary and leads to a more inward looking strategy
for firms. Thus, it is preferable that as tariffs for intra-
regional trade go down the MFN tariffs are also revised
downwards in order to minimize adverse trade diversion.

Nonetheless, better market access through reduction
in tariffs and nontariff barriers remain important also in
fostering regional integration. Many FTAs in the region
as well as the ASEAN Economic Community, many of
which are FTA Plus agreements, are testaments of the
resolve of governments in East Asia to provide a congenial
environment for deeper economic integration of countries
in the region and with the rest of the world. At the same
time, there remains the continuing challenge that the
trade liberalization process in the region, as well as the
net benefits from it, are not undermined by egregiously
inconsistent policy regimes in other economic policy arena
like exchange rate policy within a country and even within
the region.
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