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Abstract 

As was the case with the 1997-98 Asian financial crisis (AFC), the recent global financial crisis (GFC) can be expected to have major impacts on the way the East Asian region operates. However, due to the difference in the nature of the two crises, the assumption made in the paper is that, in contrast to the AFC, the impact of the GFC is likely to be more substantial in the trade than in the financial area. 

The paper analyzes the impact of the recent crisis on the direction and intensity of intra-regional trade linkages, as well as on various cooperative initiatives in the region, with a focus on the potentially changing role of China. Preliminary findings suggest that the nature of intra-regional trade linkages is gradually, albeit slowly, changing, thus making the case for government-led cooperation in the form of a genuine region-wide FTA perhaps more compelling. It remains to be seen however whether East Asian economies will choose this top-down path rather than stick to targeted unilateral tariff liberalization.

Keywords: Economic integration, FTAs, East Asia, production networks 

JEL classification: F13, F14, F15

Intra-regional trade integration in East Asia –

A post-crisis change of paradigm?

Françoise Nicolas
 

1. Introduction 

The absence of formal regional institutions has long been a striking feature in East Asia. The region was traditionally presented as a unique case where de facto regional economic integration (in the form of deepening intra-regional trade and investment linkages) was developing in the absence of any formal or institutionalized framework (Nicolas 2010). According to a widely-held consensus view, the 1997 – 98 Asian Financial Crisis (hereafter AFC) was a watershed, triggering a gradual shift in the direction of government-led regional economic integration, with the emergence of the ASEAN+3 as a key development. Although the AFC undoubtedly brought about a change of mindset with regards to institution-based regional co-operation, cooperative efforts primarily concentrated on the financial sphere, with the Chiang Mai Initiative (CMI) as the major outcome. In the trade area by contrast, the proliferation of FTAs involving East Asian economies cannot be said to be indicative of a genuine effort at regional cooperation.   

With East Asia being affected again by the recent global financial crisis (hereafter GFC), further changes may be expected in the way the region operates. Indeed, although East Asian economies had little exposure to sub-prime credits, and although they had not engaged in any risky activities, they did not remain unscathed by the GFC. East Asian GDP growth slowed sharply in the second half of 2008, with activity falling at an annual rate of nearly 7 percent for the region as a whole. 
In the wake of the GFC, the multilateralization of the CMI suggests that regional cooperation was given new momentum and much has been written on the impact of the crisis on financial cooperation in East Asia (Nicolas 2012). However, since the trade channel has undoubtedly played a substantial role in the spread of the crisis, it may be worth going beyond the financial dimension of the crisis and examining thoroughly the possible changes brought about by the crisis in the trade sphere. The objective of the paper is to examine the impact of the recent GFC on the way the East Asian region operates, with a focus on trade, taking both the de facto and the de jure dimensions into account. 
While East Asia was generally considered so far to be a special case (with de facto regional trade integration in the absence of de jure regional trade integration and with vertical integration prevailing over horizontal integration), the first hypothesis to be tested is whether there has been a change in the nature of de facto regional economic integration and the second one is whether this has led to the need to also change de jure regional economic integration. An additional hypothesis to be tested is that the Asian exception may be gradually disappearing in the wake of the crisis.
The paper is organized as follows. The next section of the paper reviews the recent literature on the dynamics of regional economic integration in East Asia, highlighting in particular the links between economic crisis and regional economic institutions, as well as the sequencing between de facto and de jure regional economic integration. Based on the various strands of economic literature reviewed, the third section examines the pre-crisis situation, highlighting the importance of vertically-integrated regional production networks and the persistent disconnect between de facto and de jure trade integration in East Asia, as well as the role of intra-regional trade linkages in the spread of the crisis. The fourth section seeks to determine whether the GFC constitutes a critical juncture leading to a paradigm shift. It starts by examining the changes in the structure and pattern of trade within East Asia with a focus on the trade linkages between China and its major East Asian trade partners (Japan, Korea, and select ASEAN countries) before turning to the implications that these changes may have for government-led cooperation in the form of intra-regional FTAs. It assesses in particular how these changes may affect the prospects for an East Asia-wide FTA. A final section concludes.  
2. Drivers of East Asian regionalism: A selective literature review 

Two relevant strands of literature examine the dynamics of regional economic integration in East Asia. The first one relates to the role of economic crises as trigger events and the second one to the link between de facto and de jure regional economic integration. 
Crises, as critical junctures 

The first strand of economic literature, which focuses on the links between crises and formal regional cooperation, sees crises as being conducive to institutional changes. In the literature on regional institutions, crises are traditionally thought to be catalysts for institutional change on the economic front in particular. Calder and Ye (2004) use the notion of “critical juncture”, which they describe as “an historical episode characterized by crisis, time pressure, and stimulus for collective action to a common problem.” However, as stressed by Henning (2011), “crises are not the only, nor even necessarily the primary determinants of regional institution building.” Moreover, there may also be cases when crises may weaken or even destroy existing regional institutions. 
When applied to the East Asian region, the AFC has been shown to be such a critical juncture, ushering in a new era. While East Asian countries had been bound together before in a “rather loose, network-style, open regionalism”, they engaged in tighter cooperation in response to the AFC, in particular through the creation of the ASEAN+3 grouping and the launch of the CMI which emerged as a substantial advance in East Asian regional cooperation independent of the United States.   

The hypothesis of the AFC as a trigger event has been examined by a number of authors such as Calder and Ye (2004), MacIntyre, Pempel, and Ravenhill (2008), Plummer (2009), Friawan (2010), Chin and Stubbs (2011), Henning (2011), Emmers and Ravenhill (2011) which all confirm the impact of the AFC on the rationale for regional financial cooperation in East Asia.
Extending the same approach to the more recent period, Chin (2012) examines the evolving dynamics between economic globalization and Asian regional interdependence, and asks whether and how the GFC impacted Asian regionalism. His analysis suggests that the global crisis did trigger advances in regional policy cooperation from 2007 onwards, especially in the area of financial and monetary cooperation, with the multilateralization of the CMI as a major outcome. It thus reconfirms the theoretical proposition in historical institutionalism that financial crises have a catalytic effect in stimulating regional innovation. Henning (2011) comes to the same conclusion arguing that the GFC was more than a mere accelerator of an underlying trend toward regionalism. Similarly Plummer (2009) stresses the existence of a positive relationship between the GFC and regional cooperation. By contrast Emmers and Ravenhill (2011) take a less sanguine stance; they argue that the impact of the GFC on Asian regionalism has been at best indirect and insist on the somewhat contradictory responses offered by various countries or groups of countries in the region, a situation which has not led to a deeper sense of Asian identity.   
De facto interdependence as a trigger for de jure regional economic integration

A second strand of the literature on regional economic cooperation/integration focuses on the “sequencing issue” and the feedback mechanisms between de facto and de jure economic integration (Baldwin 2011, Hamanaka 2012). 
As recalled by Hamanaka (2012), the relationship between de facto and de jure trade integration may go either way. On the one hand, an increasing interdependence between countries may lead mechanically to the conclusion of FTAs between them. Such is the case because the intensification of trade linkages is likely to fuel rising frictions, thus calling for coordinated collective action. On the other hand, the opposite causality is also plausible, and regional trade agreements may be seen as means of enhancing potential trade linkages. In the latter case, rather than a high level of interdependence a low level is a valid reason for signing a regional trade agreement. The connection between de facto and de jure trade integration thus remains an empirical issue. 
According to a widely-held consensus view East Asia has long been characterized by a persistent discrepancy between the progress in de facto and de jure economic integration, in particular in the trade area. In the wake of the AFC, however, an oft-heard claim was that East Asia was shifting towards an institution-based form of regional economic cooperation, and the proliferation of regional trade agreements in the region was taken as evidence of this shift. As argued elsewhere (Nicolas 2010), the validity of this claim is far from being confirmed in reality. The proliferation of such agreements has been shown to be a poor indicator of de jure regional economic integration, be it only because of the large number of agreements negotiated with partners outside the region. The disconnection between the two forms of integration was thus still the rule in East Asia before the GFC broke out.  
An interesting issue is to examine whether changes in the recent context may also link to changes in the way de facto and de jure regional economic integration are connected. In the case of East Asia, the disconnection between the two forms of integration may have to do with the nature of de facto integration. Again as argued elsewhere (Nicolas 2010), de jure integration (in the form of a regional FTA for instance) was not deemed necessary because intra-regional trade was dominated by trade in parts and components in the ICT sector. With changes in the nature of trade linkages, the rationale for pushing de jure trade cooperation may also be affected.   

The paper will borrow from (and combine) these two strands of the literature in order to examine the impact of the crisis on regional integration in East Asia from an institutional (de jure) as well as a de facto point of view. As explained above, while the AFC has given rise to a specific effort of institutionalized regional economic cooperation, namely the CMI, a plausible hypothesis is that the GFC will give renewed momentum to financial cooperation. However, if the GFC can be shown to also impact the nature of intra-regional trade linkages, there may be good reasons to believe that its impact will not remain confined to regional cooperation in the financial sphere. The paper thus aims to complement recent analyses on the impact of the crisis on the development of regional institutions in East Asia. It seeks to examine the impact of the recent crisis on the de facto organization of the region and its possible second-round impact on regional institutions, focusing on the trade rather than the financial area.   
A major lesson to be derived from the literature is that external shocks carry the potential to reshape or create new institutional orders by shattering old ideas and delegitimizing existing institutions and practices. Of course this is particularly true if the existing institutional order is perceived to have compounded the impact of external shocks and created the conditions leading to a particular crisis. Following this logic, the paper will seek to show that the existing organization of the East Asian region contributed to the difficulties associated with the GFC, thus calling for a deep overhaul of the form of regional economic integration. 
3. Regional economic integration and the crisis in East Asia
Pre-GFC intra-regional trade linkages
It is now a well-established fact that the sharp rise in intra-Asian trade has been fuelled by rapidly growing trade in parts, components and intermediate products based on the segmentation of the production process, with East Asian economies (excluding China) supplying parts and components to China, and China exporting final goods to the rest of the world, primarily the United States and the European Union. The existence of such RPNs is further confirmed by the stronger rise in intra-East Asian imports than in exports. The smaller value of the latter is accounted for by China, which is being largely used as an outward processing region for goods developed elsewhere in Asia. The rise of such trade has been faster in East Asia than in other regions: the share of parts and components reached 48 per cent on the export side and 52 per cent on the import side in East Asia, compared to 29 and 36 per cent in NAFTA and 22 per cent in the EU (Athukorala 2010). 

The mirror image of East Asia’s supplying parts, components and intermediate goods to China is the rising share of intermediate goods in China’s imports from East Asia. As can be seen in figures 1 to 3
, for China’s imports from Japan, Korea, and Malaysia, the share of intermediate goods hovers between 65 and 80 per cent of total imports in the early 2000s. Moreover, parts and components of capital goods (excluding transport equipment – category 42) account for a substantial and rising share of these intermediate goods (at least 30 per cent for Japan and Korea and up to 60 per cent in the case of Malaysia). Processed industrial supplies (22) also account for a substantial share although they have tended to decline slightly over time. This is a clear indication of the existence of cross-border production-sharing systems based on the fragmentation of production processes in sectors which are particularly amenable to a modularization of the production process (namely electronics). 

Thailand is in a slightly different position (Figure 4), with a share of intermediate products slightly below 60 per cent in 2005 (but down from about 75 per cent in 2000) and a larger share of capital goods (close to 25 per cent).  

In the case of Indonesia (Figure 5), the share of intermediate goods is both smaller (below 60 per cent in 2005) and of a different nature, with processed fuels and lubricants accounting for approximately 20 percent and primary industrial supplies for close to 10 per cent in 2005. This suggests that Indonesia is not as tightly integrated in the RPNs as other East Asian economies.

[Insert Figures 1 - 5 about here ]

Pre-GFC trade liberalization 

Until the GFC, although there was no serious attempt at pushing the creation of a regional FTA in East Asia, a number of more geographically limited FTAs had been put in place between some countries in the region since the early 2000s. However, intra-East Asian agreements were mere complements to other agreements concluded with trading partners outside East Asia (Nicolas 2008). Through these various agreements, East Asian economies were aggressively pursuing their individual and collective strategies (Jang 2011). 

The first of these intra-East Asian arrangements is the ASEAN Free Trade Area (AFTA). Launched in 1992, it has been fully implemented in 2010. Next to trade liberalization ASEAN member countries have also engaged in the elimination of restrictions to trade in services (ASEAN Framework Agreement on Services – AFAS) as well as in the promotion of intra-regional direct investment (ASEAN Investment Area). The next step to be taken by ASEAN countries is the establishment of an ASEAN Economic Community by 2015, which requires more cooperation in a number of functional areas, such as trade facilitation. 

The second major FTA in the region is the China – ASEAN FTA (CAFTA) which was signed in November 2004, entered into force in 2005, with full implementation in January 2010 for China and ASEAN-6 (Brunei, Indonesia, Malaysia, the Philippines, Singapore, and Thailand) and 2015 for Cambodia, Laos, Myanmar and Vietnam. Before that, so-called early harvest measures (early tariff reductions) were put in place primarily for agricultural products.
 Although there are still a number of sensitive products for which tariff elimination has not yet been completed the agreement has been successfully implemented and probably contributed to the expansion of trade between the two parties.   

Lastly, several ASEAN member-countries have also negotiated FTAs with Korea and with Japan. The Korea-ASEAN FTA framework agreement came into force in June 2007 and the Japan-ASEAN Comprehensive Economic Partnership Agreement in December 2008. 

Interestingly, however, none of these agreements should be held responsible, at least not exclusively, for the expansion of intra-regional trade linkages. At the time, cuts in tariffs on intra-regional trade were primarily the results of unilateral decisions (Baldwin 2011). Actually, RPNs could perfectly and correctly operate in East Asia even in the absence of a regional FTA. One of the major reasons has to do with the nature of intra-regional trade. Intra-East Asian trade in parts and components could easily develop even in the absence of broad preferential trading arrangements, because such trade, in particular in the Information and Communication Technology (ICT) sector, is subject to low or zero tariffs as a result of special arrangements or under the Information Technology Agreement (ITA). Similarly imports for processing such as hard disk drives for instance are imported from East Asia into China duty free, provided they are intended solely to produce goods for re-exports.  

More generally, as explained by Hale (2011), East Asian countries have tended to apply lower tariffs on products from the rest of the region than on those from outside the region, thus creating a “de facto Preferential Trading Area”.
  Moreover, the patterns of binding overhang (or “tariff water”, which is the difference between the “bound rates” and the “applied rates”) in the region suggests that East Asian countries prefer a more liberalized regional trade system than is currently encoded in trade law. In East Asia, effectively applied tariffs tend to be systematically much lower than bound tariffs (see Tables 2a and 2b below). In other words, regional economic integration reflects a bottom up dynamics rather than a top down one. Incidentally, these practices largely account for the disconnection between de facto and de jure regional economic integration in East Asia (Nicolas 2010).  

The binding overhang is particularly large for intermediate products (parts and components or semi-finished goods) imported from neighboring economies.
 By contrast, in all countries (including China) trade in final goods and in particular in consumption goods is subject to substantially higher tariffs (compared to intermediate products, parts and accessories, as can be seen in Tables 2a and 2b), thus probably hindering the expansion of this type of trade. 

Regional production networks as vectors of contagion
Rather than exposure to US financial assets, export dependence proved East Asia’s major weakness at the time of the GFC and the nature of intra-regional linkages was a key factor in the speed of the contagion. 
The major channel of contagion was through the real economy and through trade. In China the dependence on net exports as a major driver of economic growth was found to be a major source of vulnerability in a context of sharply falling demand in the US and European markets. This also holds true for the rest of East Asia but the negative shock was further compounded by the existence of vertically-integrated production networks. China obviously failed to provide a cushion against global trade contraction. The drop in Western demand affected China very directly and, through spillover effects, the rest of East Asia. The ease with which export contraction in China reverberated to the rest of Asia can be explained by the tight interconnections between East Asian economies. 

At the aggregate level, China’s exports to the US and the EU started to plummet in October 2008 and reached a trough in February 2009 before picking up again (Figure 6). Over the same period of time, East Asian exports to China also dropped but at a much faster pace at first, and they were quicker to recover in early 2009 (Figure 7). The recovery in exports to the US and the EU is slightly delayed compared to that of intra-regional trade. 
[Insert Figures 6 and 7 about here] 

A simple calculation shows however that there is a tight correlation between on the one hand the evolution in Chinese exports to the US and the EU and on the other hand the changes in most East Asian exports to China (Table 1). Indonesian exports to China are apparently in a different situation with a non significant correlation with Chinese exports. 

Table 1: Correlation coefficients over the period Q1 08 – Q4 10

	
	Chinese exports to the US
	Chinese exports to the EU

	Japanese exports to China 
	0.69
	0.71

	Korean exports to China
	0.63
	0.60

	Malaysian exports to China
	0.63
	0.53

	Thai exports to China 
	0.46
	048

	Indonesian exports to China
	0.41
	0.40


Source: author’s calculations, using IMF Direction of Trade Statistics.  

The tight interconnections highlighted earlier explain why Japan, Korea and to a lesser extent Malaysia have suffered the highest rate of contraction in exports to China compared to other economies in the region. Similarly the different situations of Thailand and Indonesia explain the different performances at the time of the crisis and Indonesia’s limited vulnerability.  

The role of intra-regional trade in the spread of the GFC throughout East Asia has been examined in detail by other authors such as Ando (2010) or Kuroiwa and Ozeki (2010). Using finely disaggregated data, they show that RPNs have worked to the region’s disadvantage at the time of the crisis with exports of parts by all East Asian economies to the rest of the region dropping much more sharply than to the rest of the world. 

4. Post-crisis regional economic integration 
The GFC as a critical juncture 

From East Asia’s perspective, by contrast with the Asian Financial Crisis of 1997-98, the GFC is an “imported crisis”, thus calling for different types of policy responses. In response to the financing difficulties, East Asian Governments embarked on substantial fiscal stimulus packages while Central Banks eased their monetary policies aggressively. The most dramatic package was the Chinese one: on November 2008, the State Council announced a RMB 4 trillion investment (about US$ 586 billion or € 460 billion) effort to be spent over more than two years (from the fourth quarter of 2008 to the end of 2010), with the aims of boosting economic activity.

The objective of the responses was to stimulate economic activity, inject liquidity and with a view to insulating the region from global turbulence, reduce the region’s export dependency and increase the region’s financial and, more broadly speaking economic, autonomy. As shown in figures 5 and 6, the recovery was quick and sharp in the region with China’s stimulus package contributing to lift neighboring economies out of trouble. 

The GFC has highlighted a number of weaknesses in the way the East Asian region operates. First, as explained above, the existence of RPNs may be held responsible for the speed and magnitude of the contagion. Moreover the dominant focus on exports to developed markets such as the US and the EU was also found to be a weakness, calling for a more balanced economic structure supported by domestic and regional measures. A major post-crisis objective is to turn the region into an integrated consumer market. This would definitely contribute to shield the region against another global crisis since an expanded East Asian market would cushion it against falls in global trade. 

To that end, countries are expected to take the appropriate measures to facilitate intra-regional trade in a broader range of products than has been the case so far. Two directions of change may be identified. The first objective is to rebalance growth strategy away from a strong reliance on exports to the rest of the world and toward the local or regional demand, and the second is to promote intra-regional trade in final goods through a change in tariff structure. 
Changing patterns of intra-regional trade? 

After the AFC (which was a home-grown crisis) East Asian countries managed to export their way out of the crisis since the rest of the world was not negatively affected. As a result, there was, at the time, a relative drop in intra-regional trade compared to extra-regional trade. Things played out differently after the GFC, and the drop in intra-regional trade was less important than the drop in extra-regional trade, resulting in a slight increase in intra-regional trade share. 

As can be seen in Figure 7, East Asian exports to China picked up in the second quarter of 2009 and they had returned to, or even exceeded, pre-crisis level as early as the fourth quarter of 2009 (for Malaysia, Thailand and Indonesia) or by the first or second quarter of 2010 (respectively for Korea and Japan). East Asian exports of parts and components and of intermediate goods to China rose sharply but so did other types of exports even if they still account for a relatively small share of total exports.    

In terms of composition, as can be seen in Figures 1 to 5, while there have been minor changes in China’s imports from Japan, Korea, Malaysia and Thailand, the change is more substantial in the case of Chinese imports from Indonesia. 

Overall, intermediate products still account for a substantial, albeit declining, share of Chinese imports from East Asia after the crisis.
 In 2011, they amount to close to 65 per cent of imports from Japan (down from 70 per cent in 2005), about 70 percent of imports from Korea (down from 75 per cent) and about 78 per cent of imports from Malaysia (down from 82 per cent). In contrast the share of such goods has dropped sharply (to around 32 per cent) in the case of Indonesia, while imports of primary fuels and lubricants have shot up. Similarly, for Thailand the drop in imports of parts and component of capital goods has been offset by a rise in the share of primary industrial supplies.  

Within the intermediate goods category, however, a number of changes can be observed compared to the pre-crisis period. The largest changes can be observed for Japan, Korea and Malaysia: in the first two cases the share of parts and accessories of transport equipment has been rising, and in the latter case processed fuels and lubricants has exceeded 5 per cent. The share of parts and components of capital goods has also risen in Chinese imports from Korea.   

In parallel, the share of capital goods tended to rise or at least stay put in all cases, with the exception of Indonesia. These developments are most probably due to the rise in demand for such goods as a result of the Chinese stimulus package.  

As for Indonesia, although it did not increase its exports of capital goods to China, it also managed to take advantage of China’s dynamism by supplying China with various semi-finished goods (primarily processed food and beverages for industry) as well as with primary fuels and lubricants. Post-GFC Indonesia’s economic linkages with China have shifted even further away from those of other East Asian economies.  

These observations suggest that East Asian exports increasingly target the Chinese domestic market, although Japan’s, Korea’s and Malaysia’s exports are still to a large extent aimed at fuelling the Chinese exporting machine. The changes observed in response to the shock of the crisis further suggest that economies in the region may benefit differently from a change in strategy on the part of China. Depending on their specialization patterns neighboring East Asian economies may cater to the Chinese economy’s needs in different ways, either through exports of capital goods, consumption goods or through the supply of raw materials or primary commodities. 

Although the GFC may not have triggered a major change in the composition of East Asian exports to China, the trend which started in the early 2000s was not reversed either. In the case of Korea for instance, we observe a continuous (although slow) decline in the share of intermediate goods (dropping from more than 80 per cent in 2000 to a little over 70 per cent in 2010). Of particular note is the rise in the share of parts and components of capital goods for transport equipment (category 53). As explained by Shim (2011), Korean automakers have increased their production capacity in China and their exports of related materials and components. In contrast Korea has changed its strategy in the ICT sector and increased its imports of products manufactured in China, especially medium and low-level technology products while manufacturing high value-added products in Korea. These opposite changes in two of the most important sectors of Sino-Korean trade are indicative of different industrial strategies. While Korean ICT producers may be losing ground in the Chinese market, Korean automakers are apparently getting increasingly active in China. This trend is confirmed by the decline in Korean outward direct investment in China, in particular in the ICT industry. As stressed by Chung (2011), since Korean investment in China started declining four years ago, there have been only limited signs of recovery. Korea’s investment in China peaked in 2007 before shrinking by almost half in 2009. It increased slightly in 2010 and 2011, but remained much lower than it had been in the past. This evolution is probably mostly driven by a decline in investment in processing activities while investment in activities targeting the domestic market may explain the recent recovery.  
Although there are no obvious signs of a deep reorganization of trade patterns within East Asia, some preliminary signs point to China’s emerging as a market, rather than exclusively as a production base/factory. 

As a side effect, tougher competition can be expected among parts and components suppliers, together with a possible reduction in the scope for division of labor and the number of segments in value chains through import substitution (Akyuz 2011). 

Changing approach to regional trade liberalization
The GFC has undoubtedly enhanced East Asia’s interest in regional trade cooperation as it appears more appropriate than ever to seek to develop an “Asian market”. To that end, it is important to do away with some tariff barriers in particular on final goods. As a result, trade initiatives in the region are likely to become more inward oriented, while they were so far very much outward oriented, and this is what accounted for the parallel rise in intra-Asian FTAs and wider PTAs (Nicolas 2008).

As shown in Tables 2a and 2b, effectively applied tariffs on imports from Japan and Korea have been dropping in most East Asian countries. Not surprisingly, the cuts are however more important on imports from Korea than from Japan, and changes in Chinese tariffs are more limited than in tariffs imposed by ASEAN countries.  Interestingly, the reduction in tariffs holds true for consumption goods as well as for intermediate products even if the move is generally more substantial in the latter than in the former case. The tariff cuts are likely to be the result of the implementation of the negotiated FTAs mentioned earlier but the fact that the cuts are much more substantial on applied than on bound tariffs suggests that the GFC also played a role by strengthening the rationale for unilateral liberalization. 
Table  2: Bound and effectively applied tariffs on imports 

a. from Japan

	
	1995
	2000
	2005
	2010

	
	Bound
	Applied
	Bound
	Applied
	Bound
	Applied
	Bound
	Applied

	Indonesia
	
	
	
	
	
	
	
	

	(22)
	36.27
	12.75
	36.34
	7.96
	36.21
	6.83
	36.31
	6.46

	(32)
	40.00
	4.75
	40.00
	3.23
	40.00
	3.55
	40.00
	3.08

	(42)
	31.48
	6.46
	31.1
	2.79
	31.05
	2.25
	31.38
	4.03

	(6)
	37.42
	26.88
	37.1
	14.84
	37.28
	10.97
	38.09
	10.15

	China
	
	
	
	
	
	
	
	

	(22)
	n.a.
	31.46
	n.a.
	14.23
	8.25
	8.12
	8.24
	7.91

	(32)
	n.a.
	22.51
	n.a.
	9.71
	7.54
	7.05
	7.64
	6.95

	(42)
	n.a.
	18.08
	n.a.
	9.99
	6.31
	6.28
	6.48
	6.07

	(6)
	n.a.
	60.77
	n.a.
	23.47
	14.31
	14.27
	14.72
	14.21

	Vietnam
	
	
	
	
	
	
	
	

	(22)
	n.a.
	13.44
	n.a.
	14.26
	n.a.
	14.26
	9.82
	6.18

	(32)
	n.a.
	16.82
	n.a.
	14.71
	n.a.
	8.81
	15.00
	7.2

	(42)
	n.a.
	2.87
	n.a.
	3.74
	n.a.
	4.09
	5.16
	1.96

	(6)
	n.a.
	25.97
	n.a.
	31.15
	n.a.
	30.41
	18.41
	17.68

	Malaysia
	
	
	
	
	
	
	
	

	(22)
	16.46
	8.73
	16.29
	8.87
	16.64
	9.17
	16.61
	5.99

	(32)
	10.0
	0.19
	10.0
	14.23
	7.5
	4.34
	5.00
	2.06

	(42)
	7.89
	4.55
	7.89
	4.52
	8.1
	4.51
	8.02
	2.35

	(6)
	18.99
	13.67
	18.97
	13.27
	18.83
	10.62
	19.39
	5.3

	Thailand
	
	
	
	
	
	
	
	

	(22)
	27.32
	19.04
	27.12
	14.09
	26.96
	6.31
	27.04
	4.72

	(32)
	28.00
	13.72
	24.17
	6.27
	24.17
	6.22
	28.00
	5.74

	(42)
	18.3
	11.19
	18.53
	10.02
	18.49
	5.64
	19.48
	4.61

	(6)
	28.09
	33.88
	28.25
	25.3
	28.28
	25.61
	29.09
	21.58


b. from Korea

	
	1995
	
	2000
	
	2005
	
	2010
	

	
	Bound
	Applied
	Bound
	Applied
	Bound
	Applied
	Bound
	Applied

	Indonesia
	
	
	
	
	
	
	
	

	(22)
	35.43
	14.23
	35.56
	8.43
	35.34
	7.35
	35.38
	1.53

	(32)
	40.00
	3.96
	40.0
	3.17
	40.0
	3.09
	40.0
	0.16

	(42)
	30.82
	6.28
	31.16
	2.71
	30.62
	2.07
	31.77
	0.03

	(6)
	37.25
	26.81
	37.29
	15.35
	37.01
	11.23
	37.53
	2.9

	China
	
	
	
	
	
	
	
	

	(22)
	n.a.
	33.42
	n.a.
	14.61
	8.24
	8.17
	8.23
	7.69

	(32)
	n.a.
	24.16
	n.a.
	10.02
	7.74
	7.21
	7.66
	6.78

	(42)
	n.a.
	18.28
	n.a.
	10.01
	6.33
	6.3
	6.46
	5.79

	(6)
	n.a.
	61.1
	n.a.
	23.5
	14.15
	14.11
	14.71
	12.6

	Vietnam
	
	
	
	
	
	
	
	

	(22)
	n.a.
	16.16
	n.a.
	15.27
	n.a.
	14.72
	9.5
	6.39

	(32)
	n.a.
	19.98
	n.a.
	7.25
	n.a.
	10.1
	16.0
	8.2

	(42)
	n.a.
	3.58
	n.a.
	4.53
	n.a.
	4.28
	5.26
	2.27

	(6)
	n.a.
	28.97
	n.a.
	33.01
	n.a.
	33.9
	17.92
	17.72

	Malaysia
	
	
	
	
	
	
	
	

	(22)
	18.6
	10.69
	17.79
	10.23
	17.84
	10.32
	17.8
	4.14

	(32)
	10.0
	0.26
	12.5
	16.45
	8.75
	5.1
	5.0
	0

	(42)
	7.63
	4.53
	7.71
	4.48
	7.58
	4.13
	7.83
	1.58

	(6)
	19.03
	14.21
	19.21
	13.84
	18.48
	10.06
	20.03
	2.34

	Thailand
	
	
	
	
	
	
	
	

	(22)
	27.47
	21.17
	27.43
	15.3
	27.19
	6.87
	27.5
	5.23

	(32)
	30.0
	15.47
	30.0
	7.53
	30.0
	7.0
	28.0
	5.92

	(42)
	17.79
	11.57
	17.64
	9.59
	18.65
	5.73
	19.21
	4.63

	(6)
	27.76
	32.91
	28.15
	24.08
	28.33
	24.61
	28.86
	20.46


Source: TRAINS database

Similarly, Table 3 shows a sharp drop in effectively applied tariff rates between China and East Asia, including on consumption goods, even if the protection level remains relatively high, in particular for some sensitive products such as passenger cars. While the drop between 2000 and 2005 is no doubt the result of China’s accession to the WTO that required substantial tariff cuts, the trend has been confirmed between 2005 and 2010. The decline has been particularly large for imports from ASEAN countries. However, the reduction in effectively applied tariffs is not necessarily associated with a parallel reduction in bound tariffs. This suggests that China is following a liberalization strategy comparable to that of other East Asian economies where the binding overhang (i.e. the difference between bound and applied tariffs) is traditionally substantial as explained earlier. In this respect, China was an exception until recently, with very little binding overhang.
Table 3: Tariff rates effectively applied by China on different categories of goods*

	
	Japan
	Korea
	Malaysia
	Thailand
	Indonesia

	Semi-finished industrial products (22)

	2000
	14.23 (n.a.)
	14.61 (n.a.)
	15.14 (n.a.)
	15.86 (n.a.)
	16.09 (n.a.)

	2005
	8.12 (8.25)
	8.13 (8.24)
	8.60 (8.68)
	8.62 (8.66)
	8.67 (8.77)

	2010
	7.91 (8.24)
	7.69 (8.23)
	0.62 (8.45)
	0.68 (8.71)
	0.71 (8.74)

	Capital goods (excl. transport equipment) (41)

	2000
	14.73 (n.a.)
	14.75 (n.a.)
	14.80 (n.a.)
	15.01 (n.a.)
	15.08 (n.a.)

	2005
	8.17 (8.22)
	8.17 (8.30)
	7.80 (7.88)
	8.0 (8.08)
	7.21 (7.32)

	2010
	8.06 (8.23)
	7.81 (8.25)
	0.16 (7.84)
	0.14 (7.79)
	0.14 (7.39)

	Parts and accessories of capital goods (excl. transport equipment) (42)

	2000
	9.99 (n.a.)
	10.01 (n.a.)
	10.40 (n.a.)
	10.34 (n.a.)
	10.16 (n.a.)

	2005
	6.28 (6.31)
	6.27 (6.33)
	6.01 (6.03)
	5.78 (5.80)
	5.92 (5.95)

	2010
	6.04 (6.48)
	5.79 (6.46)
	0.05 (6.29)
	0.05 (6.21)
	0.06 (6.11)

	Passenger cars (51)

	2000
	81.25 (n.a.)
	88.57 (n.a.)
	n.a.
	75.0 (25)
	n.a.

	2005
	29.38 (25.0)
	29.38 (25.0)
	n.a.
	30.0 (25)
	30.0 (25)

	2009
	25.00 (25.0)
	22.86 (25.0)
	20.00
	1.25 (25.0)
	19.58 (25)

	Consumer goods (6)

	2000
	23.47 (n.a.)
	23.50 (n.a.)
	22.82 (n.a.)
	22.59 (n.a.)
	22.39 (n.a.)

	2005
	14.27 (14.31)
	13.31 (14.15)
	12.52 (12.65)
	13.5 (13.64)
	13.35 (13.43)

	2010
	14.21 (14.72)
	12.6 (14.71)
	0.45 (13.67)
	0.41 (14.39)
	0.39 (14.32)

	Parts and accessories of transport equipment (53)

	2000
	19.61 (n.a.)
	21.07 (n.a.)
	23.62 (n.a.)
	22.20 (n.a.)
	25.23 (n.a.)

	2005
	10.81 (10.12)
	11.58 (10.86)
	11.67 (11.03)
	11.57 (10.64)
	12.31 (11.45)

	2010
	10.24 (10.60)
	10.44 (11.18)
	1.29 (11.45)
	1.99 (11.15)
	1.22 (12.01)


Source: TRAINS database, UNCTAD, accessed on June 13, 2011. 

*The given values are average tariff rates for product categories in the BEC classification. Bound tariff rates are indicated between brackets. 

Although the liberalization move is still recent, it can be expected to boost trade in all goods (including consumer goods) between the different partner countries, and a further reduction can be expected in the coming years as a result of the full implementation of the CAFTA since tariffs on sensitive products are to be eliminated in 2015. Moreover, similar reductions can be expected to take place through the implementation of other intra-regional FTAs thus facilitating the expansion of intra-regional trade. As a result, substantial gains can be expected from negotiations of similar arrangements with Japan and Korea. 

A number of concrete steps have been taken in order to pave the way to more intra-regional FTAs. First, in the wake of the financial crisis, Korea is seriously considering an FTA with China in order to move into the Chinese domestic market further, improve the trade structure and establish a stable framework for economic cooperation. The reasons for the change in Seoul’s position are many. A first factor has to do with Korea’s fear of being left out of the wave of FTAs prevailing in East Asia of late. A clear illustration is the recent implementation (as of January 1st, 2010) of the China-ASEAN FTA highlighted earlier. Another important factor underlying Korea’s interest in a Korea-China FTA is the signing of the Economic Cooperation Framework Agreement (ECFA) between China and Taiwan in early 2010. This agreement is likely to improve Taiwan’s competitiveness in the China market possibly at Korea’s expense. 

Next to this bilateral move, a potential trilateral FTA (involving China, Japan, and South Korea) is also increasingly being envisaged. While the three Northeast Asian countries agreed in October 2009 to examine the feasibility of a trilateral FTA, they further agreed at the trilateral summit held on Jeju Island in May 2010 to complete a joint study on this issue by 2012. As a result, a private council (the Korea, China, Japan Economic and Trade Forum) to support a Korea-China-Japan FTA and economic cooperation and integration among the three countries has been established in Seoul on June 3, 2011.
 China has been pushing lately for the opening of formal negotiations in the course of 2012 and the decision to go ahead was made at a trilateral summit held in May 2012. The country’s determination to go ahead with this trilateral FTA has no doubt to do with Japan’s interest in joining the US-sponsored Trans-Pacific Partnership (TPP) which involves a number of countries on both sides of the Pacific, with the exception of China.  
Lastly, the past few years have also seen a renewed interest in the establishment of an East Asian FTA, involving ASEAN+3 countries and possibly some other partners. In August 2009, ASEAN and its six major trading partners (China, Japan, South Korea, India, Australia, and New Zealand) reasserted their commitment to establishing an East Asia Free Trade Agreement (EAFTA) and Comprehensive Economic Partnership in East Asia (CEPEA) within the next 15 years. 

Progress can be expected in these different negotiations in contrast to what has been the case so far, because it now appears in all the countries’ interests to go ahead with the project of a region-wide EAFTA. From the foregoing observations, it should be obvious however that there is still substantial uncertainty as to the scope of the potential agreement, both in terms of geography and sectors. Moreover, the countries in the region may simply resort to unilateral tariff reductions (as has been the case so far) without engaging in formal FTAs. Lastly, it remains to be seen whether the economic rationale will prevail over persistent political tensions and frictions that have hampered the cooperative momentum so far. Should these difficulties be overcome, East Asia might finally emerge as an integrated market and no longer as a production base with Government-led cooperation prevailing over market-driven integration.  

5. Concluding remarks  

In East Asia, one of the major lessons of the GFC is that the decoupling hypothesis was a myth but that it may become a reality at last. As argued in the paper, a number of major mutually reinforcing changes are currently building up in East Asia. In the wake of the crisis, pressures have been rising to enhance the region’s autonomy and reduce its vulnerability to external shocks. The first hypothesis about the cha
nge in the nature of intra-regional trade linkages is partly vindicated, with some preliminary signs of a drop in the share of intermediate products in particular. However, the change remains incomplete since all countries in the region are not necessarily affected in the same way and their ability to take advantage of the potential expansion of the Chinese market for instance depends on their respective comparative advantages and specialization patterns. Moreover, because some of these changes were already under way before the crisis broke out, it may be a little far-fetched to attribute them exclusively to the crisis, but the crisis has probably amplified or accelerated the trend.  

As for the second hypothesis, the impact of the crisis on the rationale for going ahead with de jure cooperation is probably less questionable. As weaknesses were revealed in the way economic integration operates in the region, more can be expected in the coming years on the way to the establishment of a region-wide FTA. Unlike what was the case in the past, there is also now a strong rationale to go ahead with such an agreement. As a result, more top down regional integration efforts in the trade area are likely to complement and reinforce the existing intra-regional linkages based on a bottom up dynamics. 
All these changes are still preliminary, however, and it remains to be seen whether East Asian economies will finally choose the top-down path followed by other regions such as the European Union rather than stick to the more flexible approach they have privileged so far. Despite repeated declarations about the desirability of a region-wide FTA, no substantial progress has been recorded so far in this area and observed progress in trade liberalization is not necessarily the result of formal and coordinated efforts. 

As recalled in the literature review, crisis and regional integration may be linked in a number of different ways. East Asia’s experience with the GFC sheds additional light on these links. First regional integration can be said to have accelerated the spread of the crisis. Secondly, the crisis has also eased the shift from de facto regional integration to de jure regional cooperation by changing the dynamics of the former and making the case for the latter more compelling. From an analytical perspective, East Asia constitutes an interesting case study highlighting the multiple possible linkages between economic crisis and regional integration, and the complex feedback mechanisms between the two dynamics.  

_________________________________
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� Figures 1-4 show the breakdown of East Asian exports to China by product category, using the Broad Economic Categories (BEC) classification. Following Gaulier et al. (2005) commodities are aggregated by stages of production and a distinction is made between i) primary goods [food and beverages, primary mainly for industry (111), primary industrial supplies (21), primary fuels and lubricants (31)], ii) intermediate goods [processed industrial supplies (22), processed fuels and lubricants (32), parts and components of capital goods excl. transport equipment (42) and of transport equipment (53)] and iii) final goods [capital goods (41), and consumption goods: food and beverages (112 and 122), passenger motor cars (51), consumer goods (61, 62, 63)].    

� Import duties for the products in the program were eliminated on Jan. 2006.

� On a similar point, see Mahbubani (2010) who argues that “agreements tend to follow actions” in East Asia.   

� For non-agricultural products, the “binding overhang” is never larger outside the region than within.  

� Intermediate imports also still account for a substantial share of Chinese global imports but they have been declining systematically since the crisis, dropping from about 45 per cent in 2007 to 38 per cent in 2011.  

� A major advantage of such a trilateral scheme could be to help defuse bilateral tensions, in particular between Japan and Korea, as well as ease China’s suspicions vis-à-vis Japan’s and Korea’s attempts at containing its rise (Byun 2011).   
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