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  Preface 

 Regionalism occurs when a group of countries establishes a beneficial 
association to create formal institutions by pooling set resources within 
the region. As described by Mace and Therien (1996) in Kacowicz (1998), 
regionalism can be best described as the integration of a geographical 
region that includes a variety of actors (regional institutions) that share 
the same interests. Regionalization, on the other hand, reflects undi-
rected processes that form an economic interface within the region. 
Technically speaking, regionalization is a part of a dynamic process that 
can be explained as a persistent forming or alignment of regions and/or 
regional communities (Whiting, 1993 in Kacowicz, 1998). 

 Regionalism is institution-driven, while regionalization is a market-
driven process. This book argues that a certain region can thrive if it 
experiences an institution-driven process, that is, regionalism, which 
fosters sustainability and hence solid regional growth. The process 
towards regionalism is a long and complex process. To set up formal 
regional economic institutions, a country must endure several stages of 
integration, as Balassa (1960) argues. These stages differ in the degree of 
unification of economic policies, with the most difficult level to achieve 
being the completed economic integration of the states, which would 
most likely involve political integration as well. By comparison, inte-
grating under the auspices of a free trade agreement (FTA) – in which at 
least two states partially or fully abolish customs tariffs on their inner 
border, is more easily accomplished. To exclude regional exploitation 
of zero tariffs within the FTA, a certificate of origin for the goods origi-
nating from an FTA member state is required. The next step is a customs 
union, which applies unified tariffs on the exterior borders of the union, 
called common external tariffs (CETs). A “monetary union” is created to 
introduce a shared currency. The next step is creating a common market, 
which adds to the free movement of services, capital, and labor on top 
of the FTA. The most advanced part of regionalism is an economic union 
that combines a customs union with a common market. In order to be 
successful, the more advanced integration steps are typically accompa-
nied by unification of economic policies (taxes, social welfare benefits, 
etc.), reductions in the rest of the trade barriers, introduction of supra-
national bodies, and gradual moves towards the final stage: a political 
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union. However, as Hastiadi (2011) argues, the 10 members of the 
Association of Southeast Asian Nations (Brunei Darussalam, Cambodia, 
Indonesia, Lao People’s Democratic Republic, Malaysia, Myanmar, the 
Philippines, Singapore, Thailand, and Viet Nam) plus the PRC, Japan, 
and Korea (ASEAN + 3) should put more focus on trade integration, 
as this region has a huge gap in development proximities. This gap 
will only constrain integrations as it moves beyond trade integration. 
Nevertheless, this very gap is actually beneficial for trade integration 
because differences in comparative advantage will post a significant 
contribution in trade flows, thus leading to trade integration. 

 Another question that may arise is whether or not the East Asian 
regionalism can move beyond ASEAN + 3. On the basis of the gravity 
equation, we learn that geographical distance, shared language, and 
shared culture are very important for trade. So, instead of the integra-
tion of half a globe, as in ASEAN + 6, the proposed scheme of ASEAN + 
3 seems to offer better results. 

 With that in mind, we are currently witnessing East Asian countries 
coming to understand that they cannot escape the integration that is 
currently happening. Regionally speaking, East Asia has been nurtured by 
a market-driven expansion of trade and foreign direct investment (FDI). 
According to Linn (2011), an integrated East Asia will become signifi-
cantly important for the region’s overall development for at least six 
reasons. First, in order to sustain region-wide economic growth; second, 
to have positive spillovers and better respond to global challenges; third, 
to create long-term stability and prosperity; fourth, to set up a stepping 
stone for poorer countries so that they can move up the value chain 
and maximize their growth potential; fifth, to be an important bridge 
between the interactions of individual East Asian countries and the rest 
of the world; and last but not least is to have the voice and influence in 
the global agenda that is commensurate with its economic weight. 

 The process of trade regionalization can be associated with a growing 
tendency of trade flows among countries in the same region. This process 
is often named intra-regional trade. Increasing numbers of regional 
integration agreements (regionalism) is deemed an influential factor in 
the intra-regional trend. This trend is well matched by the tendency 
of firms to expand their activities within the region (market-driven 
regionalization). 

 A Distinguished Speakers Seminar (DSS) held by the Asian Development 
Bank Institute (ADBI) in Tokyo in 2011 has led to a powerful conclu-
sion that the European mess is getting messier. As stated by Wyplosz 
(2011), since late 2009 the European debt crises have not given any 



Preface xvii

sign of recovery. For some reason, the policy responses have been 
wrong. Wyplosz argues that the mother of all mistakes may lay in the 
policy options to provide 110 billion Euros to save Greece through 
its tough austerity program. There are two major flaws to this policy. 
First, it violates the no–bail out clause in the European Central Bank 
(ECB) system; second, austerity in the midst of recession cannot act 
as a remedy. These measures have eventually led to a liquidity crisis 
that overwhelmed the European banking system (Collignon, 2011). 
Colloquially speaking, the liquidity shock caused a sudden deteriora-
tion in specific classes of asset values that spilled over into banks, which 
were in dire need of liquidity. The liquidity shortage then created a bank 
distress, since the deteriorating asset prices put their balance sheets into 
difficulties, thus reducing banks’ capital. These difficulties then spilled 
over into real economy in the form of recession. The recession could 
most likely cause Europe to sink into irrelevance. 

 On the other hand, ASEAN is fueled by a youthful spirit that could 
bring new hope to the global imbalances. ASEAN members are becoming 
more connected. It experiences sustainable growth in its intra-regional 
trade share. In 1990, the intra-regional trade share was only 17%, but in 
2010 the figure went up to 25.2%. If we expand the coverage to the plus 
three countries (China, Japan, and Korea), the intra-regional trade figure 
becomes more robust. In 1990, it already reached 47.2%; over a decade 
later, it had jumped to 58.4%. The FTAs and economic partnership agree-
ment (EPAs) that have been emerging since the mid-2000s have made 
a significant contribution to the closer relations among the ASEAN + 3 
countries. An important factor explaining the success of the ASEAN + 3 
economies has been their participation in a dynamic, regionally inte-
grated economic structure beyond just ASEAN + 3. Strong and dynamic 
production networks have progressively linked East Asian and ASEAN + 
3 countries. The fragmentation of manufacturing production and frag-
mented trade linked to rising intra-industry trade have enabled ASEAN 
+ 3 countries to maintain their competitiveness and successfully pursue 
an export-led development strategy. ASEAN + 3 countries also developed 
robust, flexible, and vibrant small- and medium-size enterprise (SME) 
sectors. Although this region has experienced two economic crises (late 
1997 and late 2008), it bounced back both times. For the first crisis, 
total ASEAN + 3 intra-regional exports fell from US$179,732.1 million 
in 1997 to 146,166.3 million in 1998. The imports also declined from 
US$186,630.5 million in 1997 to US$141,979.3 million in 1998. This 
number contributed to an almost 3% decline of ASEAN + 3’s  intra-regional 
trade from 49.9% in 1997 to 47.2% in 1998. It bounced back well in 
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1999 to 49% followed by 51.4% in 2000. This level of recovery was a big 
help for East Asian countries at that time. 

 The second crisis, in late 2008, also caused regional trade imbal-
ances in the ASEAN + 3 countries, as total exports and imports fell from 
US$547,427.5 million and US$518,966.8 million in 2008, respectively, 
to US$450,665.6 million and US$411,663.3 million in 2009. The region 
again bounced back in 2010, with exports rising to US$630,089.6 million 
and imports to US$609,465.3 million. This recovery was also reflected 
in the intra-regional trade share figure, which experienced a hike from 
55.8% in 2008 to 58.4% in 2010. 

 If we compare the two crises periods, we can conclude that East Asia 
has learned well in coping with such crises. For instance, the speed of 
recovery in 2010 was better than that of 1999. Also, the closer integra-
tion among the countries has created a vaccine-like treatment in the 
region. Looking into the future, based on the Asian Development Bank 
(ADB) projection, in 2030, per capita GDP in 2007 constant US dollars 
will mount to 9,012 for ASEAN, 12,361 for China, 40,415 for Japan and 
41,674 for Korea. 

 The figures give a very optimistic path for the region in taking a 
powerful role globally. 

 In the short run, there might be rivalry between China and ASEAN, 
which depends on whether China’s economy is perceived as comple-
mentary or competitive vis-à-vis individual ASEAN economies and on 
whether the latter’s economies are able to exploit their complementary 
opportunities and overcome the competitive threats. 

 In order to create integration in East Asia, more formal institutional 
mechanisms for trade need to be established. It is rational for such 
mutually dependent countries in the region to institutionalize de facto 
integration through the establishment of regional arrangements (Kawai, 
2005). The growing significance of the China, Japan, and Korea markets 
to ASEAN as a whole, along with other economic modalities such as 
product complementarities, comparative advantage, and intra-industry 
trade in the region will then serve as the basis for a single East Asian-
wide FTA. 

 In East Asia, tariff cuts are unilateral, which in turn creates complexity 
for East Asian firms. But this complexity acts as the building blocks for 
regionalism, since efforts to form regionalism will be more successful 
in a low tariff environment. As the membership of ASEAN +3 expands, 
regionalism will have a greater grip in East Asia via the domino effect. 
Nonetheless, the domino effect only happens when a race to the 
bottom (RTB) mentality about unilateralism is present, thus preventing 
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complexity from becoming a problem while the opposite is still likely 
to happen. As Baldwin (2006) suggests, the combination of complexity 
and unbundling may create a new political and economic force, which 
in turn creates a big push from East Asian multinationals. 

 These findings are coherent with the study conducted by the Asian 
Development Bank in 2006, which identified four solid pillars for 
the East Asian regional cooperation and integration. Those pillars are 
(i) trade and investment; (ii) money and finance; (iii) infrastructure and 
connectivity; and (iv) regional public goods. 

 These four factors can be classified as technical pillars, which, when 
accomplished, necessitate the need for non-technical factors. Among 
those non-technical factors, some have proven to be major obstacles. 
First is the historical factor. Previously, there was an influential clash 
among China, Japan, and Korea during World War II. Second, there is an 
ideological facet. Political polarization, which occurred during the Cold 
War, has had a major impact on the current relations among countries 
in East Asia. Although ideological leanings, that is, either communist 
or democratic, is now becoming insignificant, but there are cases where 
conflicting interests among countries are deemed to be indirectly related 
to the pre-existing ideological concept. The absence of political bonds 
among countries in East Asia would be a major problem when they have 
to face a common enemy, such as a global economic crisis. This book 
defines political bonds as either regionalism or institutionalism. 

 Regionalism is important for giving guidance, providing a vision, 
and in setting up the principles behind organizing a regional commu-
nity. The overall roles have given rise to important questions of what 
kind of regional organizations should be formed, and how they should 
be formed and operated (He, 2004). Moreover, Kawai (2005) views a 
mounting need for institutionalization in East Asia in order to inter-
nalize externalities of the spillover effects on technological transfer and 
economic welfare. 

 Attempts to create effective East Asian regionalism are ongoing, 
although efforts have been made in the past. The FTAs in East Asia have 
created the so called “noodle bowl,” a tangle of FTAs between ASEAN 
nations, each with its own stipulations and terms. However, the connec-
tion between RTB and the domino effect will clean up the mess. Given 
the overall tariff protection and the non-resistance from the anti-mem-
bership side, the pro-membership side will urge the government to 
join the existing FTA. Due to this big push and the prospect of higher 
profits, the government is expected to set a region-wide FTA into force. 
Moreover, the principles of a good policy are credibility, flexibility, and 
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political legitimation. Rule of law could create credibility if the rule is 
widely known and well understood by the public. With credibility, it 
will be easier to handle any economic turbulence with the policy instru-
ment that is controlled by the economic authority. Credibility will be 
strengthened when there is a transparent and accountable framework of 
political legitimacy. Policy makers need the ability to react promptly to 
every unprecedented shock, and to act with consistent transparency, to 
build their credibility. With a high level of transparency, any economic 
shock would be easily diminished. Without transparency, every 
economic and fiscal policy would become obsolete, as the public could 
not compare between the actual policy and the other existing policies. 
Moreover, political legitimacy would become very important since the 
policies being made should reflect regional consensus. This legitimacy 
in turn creates a balance of power and a sense of responsibility, which 
could reduce the negative effect from an uncoordinated policy. 

 Regionalism in East Asia will enable the region to cope with the future 
challenges of globalization and remain internationally competitive. 
An integrated East Asia would lead to advancement in economies of 
scale and more robust development of production networks. Moreover, 
Chia (2007) states that East Asian regionalism could hold together the 
less developed East Asian economies, which would otherwise become 
marginalized as they lack the attraction of a sizeable market and lack 
negotiating resources. 

 Having said this, institution-led regionalism is expected to replace 
the existing market-led regionalism. Doing so will help create one bloc 
of countries from East Asia, which will yield not only powerful polit-
ical and economic abilities, but will also create sustainability with the 
shared welfare among the members. As the former Indonesian Minister 
of Foreign Affairs Ali Alatas said in 2001, ASEAN plus three is equal to 
peace plus prosperity as it can contribute substantively to the achieve-
ment and maintenance of sustained and sustainable peace, stability, and 
security and welfare in this part of the world (Alatas, 2001). 

 Despite its benefits, regionalism in East Asian does have some prob-
lems. Although the regional co-operation regarding trading is consid-
ered a factor in the region’s economic growth, a trade diversion effect 
has also been observed. Thus the question then arises: do such arrange-
ments benefit regional trade and increase overall welfare? The answer 
depends upon the difference between the trade creation effect and the 
trade diversion effect. 

 The trade creation effect is caused by the extra output produced by the 
member countries. This extra output is generated due to the freeing up 
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of trade between them. Increased specialization and economies of scale 
should increase productive efficiency within member countries. 

 The trade diversion effect exists because countries within the trading 
blocs, protected by trade barriers, will now find themselves able to 
produce goods more cheaply than countries outside the trade bloc. 
Production will be diverted away from those countries outside the trade 
bloc that have a natural comparative advantage to those within the 
trading bloc. From the point of view of developing countries, that is 
ASEAN4, the existence of trading blocs depends on a number of factors: 
including whether the country is in the trading bloc; and, which other 
countries are also members. Forming a trade bloc with other developing 
countries may result in only a small trade creation effect, as the share of 
world trade involving developing countries is relatively small, resulting 
in limited influence on the market price and quantity. If the country 
joins a trade bloc with developed countries, that is China, Japan, and 
Korea (CJK), then there may be real advantages to the developing coun-
tries as resources flow within the bloc to the countries where there are 
cost advantages, and the potential market for exports is significantly 
expanded. 

 By building trade liberalization on the foundation of discrimination, 
preferential trade agreements (PTAs) create a fundamental conflict with 
multilateralism. The ill-effects of this key difference become manifest 
when one examines the recent proliferation of PTAs. This proliferation 
has led to a crisscrossing of trade preferences assigned to countries, 
hence the term “spaghetti bowl,” where products in many important 
markets today enjoy access to varying terms depending on where they 
supposedly originate. Owing to the globalization of production, the 
ability to identify the country of origin for products is increasingly 
problematic. Because the spaghetti bowl’s inefficiencies are increas-
ingly magnified by unbundling and the rich/poor asymmetry, the 
region must find a solution. Since regionalism is here to stay, the solu-
tion must work  with  existing regionalism, not  against  it. The solution 
must be in the form of multilateralizing regionalism. The task should 
be conducted by the WTO. 

 This book analyzes the effect of CJK’s trade strategy on ASEAN coun-
tries. As closer economic ties between countries in the area have greatly 
expanded in the past decade, economic regionalization in East Asia has 
proceeded in a much more dynamic fashion than regionalist projects. 
This book argues that regionalism in the form of regional trade agree-
ments (RTAs) is better than the present regionalization because it 
promotes sustainability in the future. CJK countries have an inevitable 
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role for East Asian regionalism as discussed in Chapter 2. From the two 
periods (with and without FTAs) using the error correction mecha-
nism, it is found that FTA/RTAs create economic sustainability in CJK 
countries. Although CJK countries have not concluded an RTA among 
themselves, Baldwin’s limited domino effect suggests that CJK RTAs will 
be most likely to happen in the future. The model describes a political 
 equilibrium resulting from a balance on the interaction of the two major 
forces. The pro-membership forces will gain preferential access if the 
nation decides to join the RTA; if the nation opts to stay out, it will 
experience marginalization. On the other hand, the anti-membership 
forces will be marginalized if the nation decides to join while it will win 
the domestic market if the nation stays out. Using vector auto regres-
sion (VAR) simulation, it was found that the individual decision of 
China, Japan, or Korea to create an RTA/ FTA is most likely influenced 
by their past and their neighboring countries’ (China, Japan, or Korea) 
strategies. 

 While the process of regionalism is still an ongoing work in the CJK 
countries, the economic growth of these countries spills over into their 
neighboring countries in ASEAN4 as proven by using the two stage least 
squares regression. One clear factor that creates the spillover effect is 
CJK’s vertical intra-industry trade (Vertical IIT) to ASEAN4 countries, as 
discussed in Chapter 3. Japanese and Korean Vertical IITs to ASEAN4 
are proven to have a direct impact on increased income growth. As the 
thresholds calculation (15% and 25%) identifies China IIT as horizontal 
IIT, the Chinese vertical IIT provides an insignificant impact to ASEAN4’s 
income growth. Yet, as proven in Chapter 4, the data disaggregation 
(from total trade to parts and components) gives a more pronounced 
result in confirming the vertical IIT not only for Japan and Korea but 
also for China. Given the importance of CJK’s vertical IIT for the income 
growth in ASEAN4, Chapter 4 also identifies the determinants of CJK’s 
vertical IIT to ASEAN4. In the case of Japan’s vertical IIT to ASEAN4, 
the growth of wages and the exchange rate in ASEAN4 countries plays 
a significant role. While in the case of Korea, logistic performance, 
exchange rates, and income gaps contribute more. With China, logistic 
performance, income gaps, the exchange rate, and the industrialization 
process, have a more pronounced effect. From each of these cases, we 
can draw a clear line showing the logistic performance and how differ-
ences in wage or income are major determinants for the CJK’s Vertical IIT 
trend in ASEAN4 countries. With regards to the income and wage gap, a 
dummy VIIT described in Chapter 4 captures the factor price equaliza-
tion. In other words, the gap will eventually diminish along with the 
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expansion of the production networks. So we can see a more horizontal 
relationship (horizontal IIT) replacing the vertical one (vertical IIT) in 
the future. 

 Chapter 5 analyzes the FTA strategies of CJK toward ASEAN coun-
tries using a three-player game. It explores the implications of China, 
Japan, and Korea participating in an FTA with ASEAN and the corre-
sponding rewards in a payoff matrix. The Nash equilibrium occurs 
when China, Korea, and Japan all choose to participate in an FTA with 
ASEAN. Dominant strategies and response functions for each country 
are analyzed using the error correction mechanism (ECM) and VAR 
models. 

 Only a limited number of efforts to empirically evaluate the degree 
of economic integration among East Asian economies based on FTA 
analysis have been conducted. In addition, no study has yet critically 
investigated the possible formation of an East Asian FTA related mainly 
to FTA strategies consisting of ASEAN and CJK countries using a game 
theoretical approach. Chapter 5 defines FTA strategies as the options 
between creating or withholding FTAs. It sets up a three-player game 
incorporating China, Japan, and Korea with their FTA strategies toward 
ASEAN member countries. Regionally speaking, it is very important to 
see how CJK countries decide their FTA strategies so as to reach the goal 
of setting up an East Asian-wide FTA. 

 Chapter 5 concludes by finding that Japan’s action to create an FTA 
will be the most effective one for regional settings. Although the game 
analysis is backward-looking, it is a useful benchmark for understanding 
future FTA policies in East Asia. 

 Chapter 6 deals with the determinants of East Asian regionalism. 
Regionalism, as the chapter argues, needs sound transportation infra-
structure, good governance, competitive taxation policy, a sizeable 
market, good educational institutions, democracy, and the trend towards 
industrialization. All these factors function as building blocks for East 
Asian Regionalism. Chapter 7 wraps up the book with a clear mapping 
of integrated environment in ASEAN + 3. 
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   1.1     Background 

 For years, regionalism has become a trend in East Asia. East Asian 
countries have been focusing on ways to expand intra-regional trade 
that include: the establishment of regional trade agreements (RTAs) 
in the form of free trade agreements (FTAs) and economic partner-
ship agreements (EPAs). The United Nations classifies East Asia as the 
entirety of the People’s Republic of China (PRC; including all special 
administrative regions (SARs) and autonomous regions), Republic of 
China (commonly known as “Taiwan”), Japan, North Korea, South 
Korea, and Mongolia. However, this book defines East Asia as ASEAN + 
3 countries, referring to the work of Stubbs (2002). 

 The study of regionalism is vital as the trend has created a profound 
regional and global significance (Harvey and Lee, 2002). Japan, Korea, 
and China are regarded as the key actors for such action in East Asia. 
Regionalism acts as a powerful mantra: “either you are with us or against 
us.” Being excluded from regionalism will only lead to marginalization. 
Therefore, knowing how to make regionalism work is key. And, because 
it is that important, we need to know the basic assumptions about 
regionalism. The author has identified the following as the reasons for 
regionalism: 

  The increasing reliance of economies on each other : Because each country 
cannot fulfill all their needs, trade then emerges as a means of fulfilling 
needs in a country. Each country has specific resources, which differ-
entiates it from others. Even though a country may have abundant 
resources, it cannot meet all of the needs and demand within the 
country, therefore a country needs to rely on other countries. 

     1 
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  The opportunities to be able to buy and sell in the   region : In a world 
overrun with voluntary export restraints, administered protections, 
and a strong tendency toward the formation of trading blocs, the 
difference between discriminatory and nondiscriminatory liberaliza-
tion may be blurred. Thus, East Asian integration may be the key 
to achieving regional trade liberalization. This trade liberalization 
would promote international specialization and increase regional 
output. Moreover, it is also regarded as an efficient way to use and 
allocate regional resources, thus facilitating the working of the inter-
national market system and price signals to ensure efficient allocation 
of resources, international competition, and the associated benefits 
for all parties. 

  Free flow of capital and labor : The free movement of labor is one of 
the possible outcomes from regionalism. Therefore, a more effective 
labor structure would be created. 

  Regionalism will go beyond   trade : Regional integration can go far beyond 
trade liberalization. In East Asia, intra-regional labor mobility, foreign 
direct investment, and financial-capital flows will play an increas-
ingly important role in the coming years. To the extent that harmoni-
zation of policies across countries can help facilitate such movements, 
regional integration can offer unique gains. 

  Harmony : Regional integration can help reduce political tensions and 
promote political harmony amongst former enemies.   

 Moreover, Kawai and Wignaraja (2008) describe three fundamental 
factors that brought FTAs to East Asia: (i) the rising trend of market-
driven economic integration; (ii) the progress of European and North 
American economic integration; and (iii) the Asian financial crisis:

  First, the most fundamental factor behind the emergence of recent 
initiatives for FTAs is the progress of regional economic links and inter-
dependence. Market-driven economic integration eventually requires 
policy measures to support and further it – that is, harmonization of 
policies, rules, and standards governing trade and FDI [foreign direct 
investment]. Policymakers in East Asia are increasingly of the view 
that FTAs, if designed with a wide scope, can support expanding trade 
and FDI activities through further elimination of cross-border imped-
iments, facilitation of trade and FDI, and harmonization of various 
rules, standards, and procedures. In this way, FTAs can be regarded as 
part of a supporting policy framework for the deepening production 



Introduction: Making East Asian Regionalism Work 3

networks and supply chains formed by global multinational corpora-
tions and emerging East Asian firms. Second, economic regionalism 
in Europe and North America – including the successful launch of an 
economic and monetary union by euro area countries and the expan-
sion of the European Union (EU) to its eastern neighbors, as well as 
the success of NAFTA and its incipient move to the Free Trade Area 
of the Americas (FTAA) in North, Central, and South America – has 
motivated the East Asian economies to pursue regional trade arrange-
ments. Governments in East Asia fear that the two giant blocs – the 
EU and the US – might dominate the rule-setting in the global trading 
system while marginalizing the role and weight of Asia in global 
competition and multilateral negotiations. They have increasingly 
realized the importance of stepping up their own process of integra-
tion and uniting themselves to strengthen bargaining power in the 
global arena, and raise the region’s voice in, and for, global trade issues. 
In addition, facing the slow progress of the WTO/Doha negotiation 
process and the perceived loss of steam in the APEC process, FTAs can 
be considered as an insurance policy against the periodic difficulties 
with multilateral trade liberalization. Third, the Asian financial crisis 
of 1997/1998 has taught the important lesson that East Asia needs 
to strengthen economic cooperation in order to sustain economic 
growth and stability. The global initiative to strengthen the interna-
tional economic system in this regard has been unsatisfactory, while 
the national efforts to strengthen individual economic fundamen-
tals take time to bear fruit. Hence, the general sentiment in Asia has 
been that the region must establish its own “self-help” mechanism 
for economic management. The financial crisis nurtured the sense of 
a “region” with a common set of challenges.   

 Being acknowledged as the East Asian economic front runners, Japan, 
China, and Korea are assumed to have more responsibility for the 
economic welfare in the East Asian region. It is very obvious that East 
Asian regionalism (EAR) cannot be put into practice without these coun-
tries’ strong support. China-Japan-Korea (CJK) are key to the success 
of EAR, as they account for about 17% of both world GDP and trade. 
Unfortunately, the lack of institutional arrangements among China, 
Japan, and Korea has stalled the overall welfare benefit for the East 
Asian communities. The present driving force of the CJK relationship 
is the market, which is not enough. Therefore, the more institutional-
ized approach is needed to join these market activities so that CJK can 
sustain the economic growth in the long run. The main focus of the 
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institutionalization of trade is to make these countries grow together 
so that positive externalities will be felt throughout the East Asian 
region. 

 Tracing back the relations since the post-World War II era, economic 
ties between Japan, Korea, and China have evolved gradually. The evolu-
tion of trade activities emerged from China, which has had a substan-
tial transformation of its trade structures. In the early 1990s, primary 
commodities accounted for more than one-third of China’s total exports 
to Japan and Korea. In the new millennium, primary commodities are 
still the leading Chinese export to Japan and Korea, followed by the 
fast-growing machinery and transport category (Chan and Chin Kuo, 
2005). From this point of view, trade within the North East Asian region 
is deemed to have substantial movement as a result of the shift of trade 
towards a more industrialized structure. The emergence of China as a 
regional manufacturing center is a dominant factor that contributes to 
this trade shift. 

 It is clear that trade activity within the North East Asian region is 
very intense, which acts as the major contributing factor for economic 
growth in the region. The vast amount of trade has very likely been 
steered by the amount of foreign direct investments (FDIs) flows among 
them, with Japan as the leader (Watanabe, 2008). In other words, the 
economic transformation in China and Korea that geared up trade 
was enhanced by Japan’s role in making investments in those coun-
tries. Thus, trade within the North East Asian region has had substantial 
movement as a result of the shift of trade towards a more industrialized 
structure. The present driving force of the China-Japan-Korea relation-
ship is the market, which is not enough by itself. A top-down region-
alism needs to be in place to work with market forces. The main focus of 
the regionalism is to make these countries grow together so that positive 
externalities can spread throughout the East Asian region. In the long 
run, it is expected that CJK will lead regionalism in East Asia. 

 Regionally speaking, East Asia has been nurtured by a market-driven 
expansion of trade and FDI. Kawai (2007) describes the data of a heavily 
expanded region’s trade and FDI over the past two decades:

  East Asia’s exports, rose accordingly from 14% of world total exports 
in 1980 to 27% in 2006, while its imports expanded from 15% to 
24% during 1980–2006.2 FDI inflows into East Asia (including Japan) 
more than tripled from 5% of world total FDI inflows in 1980 to 
16% in 2005, while East Asian FDI outflows increased from 5% to 
11% of world total outflows over the same period. East Asia’s global 
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expansion of trade and FDI has been accompanied by rising intra-
regional concentration of trade and FDI activities.   

 In this book, EAR is defined by the joint region of CJK and the Association 
of Southeast Asian Nations ASEAN (ASEAN plus three [China, Japan, 
and Korea]), which refers to the World Bank 1993 publication, “The 
East Asian Miracle” that defines East Asia as the North East Asian and 
emerging Southeast Asian economies. Due to data limitation, ASEAN4 
(Malaysia, Thailand, Indonesia, Philippines) will serve as a proxy for 
ASEAN countries. In the last decade, the share of intra-regional trade of 
ASEAN+3 is almost 60% and is still increasing. The coalition of ASEAN 
and CJK has become more strategic in recent years. Firms have openly 
responded to the challenges of globalization by starting a process of 
product integration across national boundaries. Production stages are 
often conducted in more than one country rather than producing it in a 
single country. This trend is still largely driven by the market rather than 
the FTAs, so it is fair to say that ASEAN+3 is experiencing regionaliza-
tion (bottom-up process) but still not reaching true regionalism. In order 
to have long term sustainability, this market-driven process should be 
matched by institutionalization, that is, region-wide FTAs. 

 Having said this, a concrete structure of region-wide FTAs is needed 
both for short- and long-term goals. As a starter, a single East Asia-wide 
FTA needs to be put into action. Numerous estimations  1   have openly 
described the potential benefits from an ASEAN+3 FTA. But it is impor-
tant to note that this action would face major challenges, as Kawai 
(2005) argues:

  Establishing a single East Asia-wide FTA, however, is no easy task once 
there is a proliferation of many different FTAs/EPAs [economic part-
nership agreements] in the region. Each FTA/EPA may have different 
external tariffs, exclusion lists and rules of origin ... . To make the 
task easier, each FTA/EPA should have transparent, simple rules with 
regard to external tariffs, exclusion lists, rules of origin, and harmo-
nization of standards, procedures and regulations. Convergence 
towards identical rules and common tariff rates, rules and standards 
is highly desirable.   

 The challenges cited by Kawai can be classified as technical challenges; 
should they be solved, non-technical challenges will still need to be 
addressed. Among those non-technical challenges, some have proven 
to be major obstacles. Foremost is the history among China, Japan, and 
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Korea, which is marred by clashes. Secondly, ideological differences and 
political polarization, remnants from the Cold War, have continued to 
have a major impact on the relationships among the countries in East 
Asia. Although such ideological concentration is becoming less signifi-
cant, the absence of a common political bond among the countries in 
East Asia could be a major problem when faced with a common enemy, 
such as a global economic crisis. This book defines political bond as 
regionalism/institutionalism. 

 Regionalism plays some important roles: guiding directions, providing 
a vision, and setting up the guiding principle in organizing and creating 
a regional community. These overall roles have led to the important 
question of what kind of regional organizations should be formed, and 
how they should be formed and operated:

  Should Asia follow the EU model to transfer national sovereignty to 
a regional organization so as to develop a great unity of East Asia? 
Or should East Asia develop its own model of regionalism that 
defends national sovereignty, and adopt the more informal, weakly 
organized dialogue forum, incrementalism, consensus-building, and 
ASEANization approaches?  (  He, 2004)    

 The 2007 ASEAN+3 Singapore meeting was a giant leap towards a better 
bond among the East Asian countries. One of the points in the chair-
man’s statement was outlining the next steps for member countries. The 
understanding is that ASEAN+3 members will operate under a broad 
scope of economy, security, politics, and social cooperation (Yoshida 
2002). Since ASEAN has already become a mature institution, they will 
be in the driver’s seat to eliminate the non-technical problems facing 
East Asian Regionalism. 

  1.1.1     The political economy of trade liberalization 

 An East Asian–wide FTA is not the ideal form of regionalism. The ulti-
mate goal will be the World Trade Organization (WTO), which is a totem 
of multilateralism. Departures from multilateralism create the so-called 
“spaghetti bowl effect.” The term was originally introduced by Jagdish 
Bhagwati in his works with Ann Krueger,  The Dangerous Drift to   Preferential  
 Trade Agreements , AEI Press, 1995. He then made it more pronounced 
through his later papers (e.g. Jagdish Bhagwati, David Greenaway, 
and Arvind Panagariya, “Trading Preferentially: Theory and Policy”; 
 The Economic Journal  108: 1128–1148; Jagdish Bhagwati, “Testimony, 
Subcommittee on Domestic and International Monetary Policy,”  Trade 
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and   Technology ; April 1, 2003; U.S. House of Representatives). Bhagwati 
stressed that FTAs created the scheme of the production network, which 
is not consistent with the principle of economic efficiency. He then 
named the result as the spaghetti bowl phenomenon: crisscrossing 
lines likened to strands of spaghetti tangled in a bowl. The spaghetti 
bowl phenomenon as referred to by Bhagwati is an inevitable result of 
FTAs that reduce or eliminate tariffs on imports from specific countries 
and cannot be circumvented simply by changing the format of FTAs 
(Kotera, 2006). In other words, the spaghetti bowl phenomenon acts as 
a  stumbling block for achieving regionalism. 

 But according to Richard Baldwin (2006), the spaghetti bowl can also 
be considered one of the building blocks on the path to global free trade. 
Understanding the basic framework behind the trade liberalization 
process is a necessary first step in tackling the spaghetti bowl problem, 
Baldwin suggests. The framework focuses on three mechanisms: the 
juggernaut effect, the domino effect, and the “race to the bottom” 
(RTB). The first one is heavily related to multilateral trade liberalization, 
the second goes deep into regional trade liberalization, while the latter 
is linked to unilateral trade liberalization. 

  The juggernaut framework 

 The juggernaut scheme involves three major actors: (i) the government/
policy makers, (ii) export-competing firms,  2   and (iii) import-competing 
firms. In order to expand the market abroad, the export-competing 
firms need to lobby import-competing firms to accept lower tariffs so 
that foreign markets will lower their tariffs reciprocally. Lower tariffs 
also mean an increasing volume of import goods competing with the 
small domestic industries (import-competing firms). Naturally, the 
small domestic industries would resist any kind of tariff cuts. Export-
competing firms must pay expensive lobbying costs. In this scheme, the 
government sets the optimal tariff, resulting in the juggernaut effect. 

 For the government, the principles of setting an optimal realistic 
objective are credibility, flexibility, and political legitimation. Rule of 
law could create credibility if the rule is widely known and well under-
stood by the public. With credibility, it will be easier to handle any 
economic turbulence with the policy instrument that is controlled by 
the economic authority. Credibility could function more when there 
is a transparent and accountable framework, which strengthens polit-
ical legitimation. Effective policy exists if the policy makers have the 
ability to react promptly to every unprecedented shock. Credible policy 
makers are those who make policy with transparency. With high level 
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transparency, any economic shock would be easily diminished. Without 
transparency, every policy with regards to economic targets and fiscal 
rule would become obsolete since the public could not compare between 
the target and the realization. Moreover, political legitimacy becomes 
very important since the policies being made should reflect a national 
consensus. This consensus in turn creates a balance of power and assigns 
general responsibilities, which could reduce the negative effect from an 
uncoordinated policy. 

 Reciprocal trade talks (in the form of multilateral trade Negotiations 
[MTNs]) conducted by the government will have a direct impact on a politi-
cally optimal tariff. This period will shift down the Government First Order 
Condition (GFOC) curve since the government has a new set of optimal 
tariff. The shifting GFOC will in turn drive some import-competing firms 
to be out of business since they face cheaper import goods. This situation 
will decrease the cost of lobbying since the political resistance from the 
import-competing sectors is decreasing linearly with the size. Conducting 
another reciprocal talk then becomes cheaper resulting in a further cut on 
tariffs. The cycle repeats itself until new equilibrium (E’) is met.  

  The domino framework 

 The next framework is the domino effect theory. This theory is used 
to explain the formation of trading blocs (regionalism) throughout the 
globe. There are two major actors here: pro-membership (export-com-
peting firms) and anti-membership (import-competing firms) forces. The 
model describes a political equilibrium resulting from a balance between 
the two major forces. The pro-membership side will gain preferential 
access if the nation decides to join the RTA and experience marginaliza-
tion if the nation stays out. On the other hand, the anti-membership 
forces will be marginalized if the nation decides to join while it will win 
the domestic market if the nation stays out. 

 Naturally, the export-competing firms have larger output than the 
import-competing ones. Having said this, the shock resulting from a 
nation’s decision not to join an RTA would be bigger for the pro-mem-
bership side. Thus, policy makers will be forced to join the existing RTA. 
As the membership expands, the incentive to join the RTA becomes 
more attractive, even for those who previously found it politically 
optimal to stay out. The cycle repeats itself until a new political equilib-
rium membership in an RTA is met. 

 The domino effect is illustrated in Figure 1.1. The EE curve describes 
the rising pressure on nations to join as membership in the bloc expands. 
The RR curve describes the resistance of nations to joining the bloc, 
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represented by the domestic anti-membership force. EE and RR intersect 
at the equilibrium point of bloc membership (E 0 ). A deeper integration 
in the block will rotate EE up and result in a new political economy 
equilibrium (E’). The dynamic process of new members coming in will 
eventually generate a further shift in policy that favors joining the bloc. 
This effect even triggers nations that previously found that it was politi-
cally optimal to stay out. The red arrows illustrate the process.       

  Race to the bottom 

 The next framework is the race to the bottom (RTB). The world has 
witnessed trade liberalization flows through multilateralism and region-
alism. In recent years, however, a new trend is emerging from many 
developing nations – they are now keener to cut tariffs unilaterally. The 
trend is more pronounced in East Asia, which prefers unilateral tariff 
cuts rather than preferential trade agreements (PTAs)/RTAs. The strategy 
goes hand-in-hand with the global trend on the unbundling process in 
manufacturing sectors. The so-called hollowing out happens because of 
the wage gap between the developed and developing nations, notwith-
standing the decreasing costs of trade and communication. In turn, 
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 Figure 1.1      The Domino theory of regionalism 

  Source:  Baldwin and Nicoud (2008).  



10 Trade Strategy in East Asia

offshore investment triggers lower tariffs in intermediate goods since 
the low-wage nations are competing to get foreign direct investments. 
Lower tariffs on intermediate goods is harmless for the  import-competing 
firms since the goods have nothing to do with domestic demand. 
Therefore, the force of opposition for the unilateral tariff cuts become 
insignificant, resulting in further cuts (that is, race to the bottom) to 
acquire greater chance of inward FDI.  

  Putting it all together: the way to tame the tangle 

 The trend of unilateral tariff cuts (RTB) creates a very low tariff in the 
region, which also means lower trade costs. Lower trade costs will level 
the playing field between local and foreign firms. The magnitude of 
shifting industry from foreign to home is larger when the countries face 
lower trade costs. In other words, small changes in relative market access 
have a more pronounced effect on the location of industry when facing 
low trade costs. 

 From the trade policy view point, the cut in tariffs will be more distinct 
when the overall industrial protection is low. In East Asia, tariffs are cut 
unilaterally, which in turn creates complexity for East Asian firms. But 
the complexity is acting as building blocks for regionalism since efforts 
to form regionalism will gain more in the low tariff environment. As 
the membership expands, regionalism will have a greater grip in East 
Asia (domino effect). But we have to note that this only happens when 
RTB unilateralism prevents complexity from becoming a problem, while 
the opposite is still likely to happen. If this happens then, as Baldwin 
suggests, the combination of complexity and unbundling may create a 
new political and economic force, which in turn creates a big push from 
the East Asian multinationals. 

 The FTAs happening in East Asia have created the so called “noodle 
bowl.” However, the connection between RTB and the domino effect 
will untangle the mess. Given the overall tariff protection and the non-
resistance from the anti-membership side, the pro-membership side 
will urge the government to join the existing FTA. Due to this big push 
and the prospect of higher profits, governments are expected to set 
 region-wide FTAs into force. 

 Initial action towards regionalism is expected to come from the three 
big actors in East Asia: China, Japan, and Korea. East Asian de facto unilat-
eralism makes the preferential rates go along with the most favored 
nations (MFNs) applied rates. Thus, the problems of crisscrossing pref-
erential rates become irrelevant in East Asia; and therefore the task of 
setting regionalism in East Asia becomes relatively easy. According to 
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Baldwin and Frédéric (2008), the government standpoint towards RTAs 
is a derivation of a political equilibrium between anti- and pro-RTA 
forces. Baldwin uses the example of a bilateral FTA, outlining the domino 
logic, which this book uses as an ex-ante approach to formation of an 
RTA in East Asia. As far as regionalism is concerned, deeper integration 
will enhance the welfare of participating nations, that is, the East Asian 
multinationals – thereby urging export-competing firms to be heavily 
involved in pro-RTA political activity. The RTAs signed in the North East 
Asian countries will trigger others to join, even those nations who previ-
ously declined joining. This effect can be thought of as one domino 
knocking down the next one, and so forth. Countries that are out of 
the scheme will be marginalized due to the shrinkage of foreign market 
access. In the political sphere this new disadvantage will result in greater 
political pressure – pressure on their own governments to negotiate with 
the existing RTA. 

 This book will discuss the pedagogical reasons for an East Asia-wide 
FTA and this section will also detail how countries can reach their 
 ultimate goals, that is, multilateralizing regionalism. 

 The emerging RTAs have gone in line with MTNs, given this character-
istic connecting these two into a simple analytical framework would be 
useful. Figure 1.2 gives detailed picture of the framework.      

 As Baldwin argues, the free entry (FE) curve assumed that there was 
only one foreign nation and thus only one domestic tariff. When one 
allows two trade partners, an RTA with one of them will shift the FE 
curve to the left. The argument is simple. The relationship shown by the 
FE curve gives  n  as a function of the MFN tariff rate  T . But a preferential 
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 Figure 1.2      Dominos start juggernauts 

  Source:  Baldwin and Nicoud (2008).  
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tariff cut that boosts the nation’s imports from the preferred partner 
implies that domestic firms face a higher degree of competition for any 
given level of the MFN tariff. Consequently, a schedule relating the 
MFN tariff to  n  will shift when tariffs are cut preferentially. The shift, 
from FE to FE’ in Figure 1.2, depicts the situation where the preferen-
tial liberalization has increased the domestic economy’s total imports. 
Notice that in this case, the RTA would change the politically optimal 
MTN tariff from E o  to E’. Or, to use Jadish Bhagwati’s memorable phrase, 
trade blocs would be building blocks. Viner’s ambiguity, however, tells 
us that an RTA may instead lower the amount of imports (and thus 
competition in the import-substituting sector) that corresponds to a 
given MFN tariff; in this case, the FE curve would shift the other way, 
from FE to FE”. The result would be that trade blocs are stumbling 
blocks, that is, that the politically optimal MFN tariff is higher after the 
bloc is formed. Notice however, that if MTN reciprocity is sufficiently 
strong, MTNs will grind the MFN tariff to zero (E final) regardless of 
whether the RTAs are trade-creating or trade-diverting; this is shown 
in the right panel.   

  1.1.2     East Asian regionalism: trade and FDI integration 

 According to Kawai (2007), several factors currently play a major role 
in constituting trade and FDI integration in East Asia. The first factor 
is the continuous trend of trade and investment liberalization (race to 
the bottom) as a conjunction with the multilateral framework under 
the General Agreement on Tariffs and Trade (GATT)/World Trade 
Organization (WTO) and open regionalism through the Asia-Pacific 
Economic Cooperation (APEC). As a result, a domestic economy must 
find a way to complement the liberalization measures as well as to 
compete with them. Trade policy reform is regarded as the best way 
to cope. 

 Kawai’s second factor is a combination of the production networks 
and supply chains throughout East Asia, which are a result of the inward 
FDI trend and the footloose effect (that is, global MNCs). As Baldwin 
(2006) suggests, East Asian countries have a trend of unbundling produc-
tion processes into multiple sub-process, leading to the hollowing out 
phenomenon. In turn, the whole of East Asia becomes one big factory. 
Kawai adds that the whole process has undoubtedly created a dynamic 
evolution of an intra-regional division of labor leading to an emerging 
vertical intra-industry trade in parts and components. The process also 
implies a significant connection between large inflows of FDI with the 
trade agreement in the region. The first group to lead would be the North 
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East Asian countries followed by ASEAN. This process follows the flying-
geese hypothesis that was developed by a Japanese economist, Kaname 
Akamatsu (1935). This model has frequently been proposed to examine 
the patterns and characteristics of East Asian economic integration. The 
premise of the flying-geese pattern suggests that a group of nations in 
this region are flying together in layers, with Japan at the front layer 
(Xing, 2007). The layers signify the different stages of economic devel-
opment achieved in various countries. In the flying-geese model of 
regional economic development, Japan as the leading goose leads the 
second-tier geese (China, Korea) which, in their turn, are followed by 
the third-tier geese (ASEAN4). 

 The third factor is the physical infrastructure, that is, roads, bridges and 
electricity, improved means of communication, and the development of 
logistics services. These items will provide steadiness and assuredness in 
making investments among members. In other words, good infrastruc-
ture will only lead to sustainable intra-country trade and investment. 

 The fourth factor is that China continues to grow at a fast pace. The 
China Factor has been spurring deeper linkages among East Asian econ-
omies. As Kawai suggests, growing China has been strongly supporting 
the production networks and supply chains due to its export expansion, 
which requires imports of industrial materials, parts, and components 
from their trade partners in East Asia. 

 Although East Asia is still considered  de facto  unilateralism while they 
talk about  de jure  regionalism, the joint factors discussed above will lead to 
reaching  de jure  regional integration of trade and FDI. In other words, these 
four factors without doubt have created a solid track towards regionalism.  

  1.1.3     Variables 

 Given the scope of my research/the research data available, the data I am 
using covers CJK and ASEAN countries that constitute ASEAN+3. Due to 
data availability for ASEAN, ASEAN4 countries were used as proxy. The 
four countries are Indonesia, Malaysia, Philippines, and Thailand. The 
next section discusses the variables. 

  Export and import 

 Exports are commodities (goods or services) sold to a foreign country; 
imports are goods and services produced by the foreign sector and 
purchased by the domestic economy. The data used here are taken from 
the China Economic Database (CEIC) and Asian Regional Integration 
Center (ARIC) from 1985 to 2009. The export and import disaggregation 
into parts and components are taken from Research Institute of Economy 
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Trade and Industry-Trade Industry Database (RIETI-TID), starting from 
2000 and continuing to 2007.  

  GDP 

 The gross domestic product (GDP) is calculated by taking the total 
market value of all final goods and services produced in a country in 
a given year (equal to total consumer, investment, and government 
spending), plus the value of exports, minus the value of imports. The 
data are taken from ARIC annually, starting from 1990 and continuing 
to 2009. Quarterly data used are from the World Development Indicator 
(WDI), starting in 1989 and continuing to 2007.  

  Consumption 

 Consumption is the value of goods and services bought by people. 
Individual buying acts are aggregated over time and space. Quarterly 
data are collected from the WDI, from 1989 to 2007.  

  Foreign direct investment inflows 

 Foreign direct investment (FDI) inflows are foreign capital reported as 
balance-of-payments net inflows. FDI is also a measure of foreign ownership 
of productive assets, such as factories, mines, and land. Increasing foreign 
investment can be used as one measure of growing economic globalization. 
Quarterly data are collected from the WDI, from 1989 to 2007.  

  Industry 

 Industry is defined as a group of firms producing goods or services that 
are close substitutes-in-consumption. It is taken as a percentage value 
of GDP (value added). Annual data are collected through the WDI from 
1998 to 2007.  

  Tax rate 

 Tax can be defined as any sort of forced or coerced payment to a govern-
ment. The primary reason governments collect tax is to get the revenue 
needed to finance public goods and pay administrative expenses. Annual 
data are collected through the WDI from 1998 to 2007.  

  Democracy 

 Democracy is literally “rule by the people.” This is a dictionary defini-
tion and is not considered sharp enough for academic use. Schumpeter 
(1942) contrasts two definitions (below) and regards only the second 
one as useful and plausible enough to work with:
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  The eighteenth-century philosophy of democracy may be couched 
in the following definition: the democratic method is that institu-
tional arrangement for arriving at political decisions which realizes 
the common good by making the people itself decide issues through 
the election of individuals who are to assemble in order to carry out 
its will.  (p. 250)    

 This “classical” definition has the problem that the will of the people 
is not clearly defined here (e.g., consider voting paradoxes) or known 
(perhaps even to the people at the time), and this situation can lead to 
ambiguity about whether a given political system is democratic. The 
following definition is preferred for its clarity but has a modern feel 
that is at some distance from the original dictionary definition. Political 
representation is assumed to be necessary here:

  The democratic method is that institutional arrangement for arriving 
at political decisions in which individuals acquire the power to decide 
by means of a competitive struggle for the people’s vote.  (p 269)    

 More clearly: the democratic method is one in which people campaign 
competitively for the people’s votes to achieve the power to make public 
decisions. This definition is the sharpest. Annual data are collected 
through the Polity IV project dataset from 1998 to 2007.  

  Population 

 A population is a group of individuals or items that share one or more 
characteristics from which data can be gathered and analyzed. Annual 
data are collected through the WDI from 1998 to 2007.  

  Inflation 

 Inflation is the rate at which the general level of prices for goods and 
services rises with a drop in purchasing power. Central banks attempt to 
stop severe inflation, along with severe deflation, in an attempt to keep 
the excessive growth of prices to a minimum. Annual data are collected 
through the WDI from 1998 to 2007.  

  Gross enrollment ratio 

 Gross enrollment ratio is the ratio of total enrollment, regardless of 
age, to the population of the age group that officially corresponds to 
the level of education. Primary education provides children with basic 
reading, writing, and mathematics skills along with an elementary 
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understanding of such subjects as history, geography, natural science, 
social science, art, and music. Annual data are collected through the 
WDI from 1998 to 2007.  

  Railways 

 This variable is used as a proxy for infrastructure development in ASEAN4 
countries. It takes the form as goods transported (million ton-km). 
Annual data are collected through the WDI from 1998 to 2007.  

  Intra-industry trade index (IIT Index) 

 Intra-industry trade is trade activity in which a country exports and 
imports in the same industry, in contrast to inter-industry trade. Much 
IIT is due to aggregation, hence it can be horizontal or vertical. Grubel 
and Lloyd (1975) wrote the book on IIT and introduced the Grubel-
Lloyd index to measure it. 

 The intra-industry trade index provides an overall measure of the rela-
tive importance of intra-industry trade in an economy’s trade profile. 
Higher ratios suggest that the economies of scale and variety sources 
of gains are being exploited. The index ranges from 0 to 1, with 0 indi-
cating pure inter-industry trade, and 1 indicating pure intra-industry 
trade. Annual data are collected through ARTNET-APTIAD from 2000 
to 2007.  

  Regional Hirschman index (RHI) 

 The Hirschmann index is a measure of the geographical concentration 
of exports. It tells the degree to which a region or a country’s exports 
are dispersed across different destinations. High concentration levels 
are sometimes interpreted as an indication of vulnerability to economic 
changes in a small number of export markets. The regional Hirschmann 
index is defined as the square root of the sum across destinations of the 
squared export shares for the region under study to all destinations. It 
takes a value between 0 and 1. Higher values indicate that exports are 
concentrated on fewer markets. A value of 1 indicates that all exports 
go to a single destination. Annual data are collected through ARTNET-
APTIAD from the year of 2000 to 2007.  

  Logistic performance index (LPI) 

 The logistic performance index is the weighted average of the country 
scores on six key dimensions: (i) Efficiency of the clearance process 
(speed, simplicity, and predictability of formalities) by border control 
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agencies, including customs; (ii) Quality of trade and transport-related 
infrastructure (e.g., ports, railroads, roads, information technology); 
(iii) Ease of arranging competitively priced shipments; (iv) Competence 
and quality of logistics services (e.g. transport operators, customs 
brokers); (v) Ability to track and trace consignments; (vi) Timeliness 
of shipments in reaching their destinations within the scheduled or 
expected delivery time. 

 The scorecards demonstrate comparative performance – the dimen-
sions are shown on a scale from 1 to 5 relevant to the possible compar-
ison groups – all countries (world), region and income groups. Annual 
data are collected through the WDI from 2000 to 2007.  

  Revealed comparative advantage (RCA) indices 

 The comparative advantage underlies economists’ explanations for 
the observed pattern of inter-industry trade. In theoretical models, 
comparative advantage is expressed in terms of relative prices evalu-
ated in the absence of trade. Since these are not observed, in practice 
we measure comparative advantage indirectly. Revealed comparative 
advantage indices use the trade pattern to identify the sectors in which 
an economy has a comparative advantage by comparing the country of 
interests’ trade profile with the world average. Or, to put it colloquially, 
it is the ratio of the exports of the commodity from the source to total 
exports from the source, over the same ratio for the world. 

 The RCA index is defined as the ratio of two shares. The numerator 
is the share of a country’s total exports of the commodity of interest in 
its total exports. The denominator is share of world exports of the same 
commodity in total world exports. It takes a value between 0 and +∞. 
A country is said to have a revealed comparative advantage if the value 
exceeds unity. Annual data are collected through Asia Pacific Research 
and Training Network on Trade (ARTNET)-Asia-Pacific Trade and 
Investment Agreement Database (APTIAD) from 2000 to 2007.  

  Trade complementarity index (TCI) 

 The complementarity index is a type of overlap index. It measures the 
degree to which the export pattern of one country matches the import 
pattern of another. A high degree of complementarity is assumed to 
indicate more favorable prospects for a successful trade arrangement. 
Changes over time may tell whether the trade profiles are becoming 
more or less compatible. 

 The value is calculated by taking the sum of the absolute value of the 
difference between the import category shares and the export shares of 
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the countries under study, divided by two. The index is converted to a 
percentage form. It takes a value between 0 and 100, with 0 indicating 
no overlap and 100 indicating a perfect match in the import or export 
pattern. Annual data are collected through ARTNET-APTIAD from 2000 
to 2007.    

  1.2     Limitation 

 The limitations of this study include the limited amount of time avail-
able. Thus, the research could not fully explain the case of East Asian 
regionalism. Another limitation is that the choice of variables may be 
over simplified. Since regionalism in East Asia is an abstract term, it is 
very difficult to construct a solid model. This book discusses the region-
alization process using a bottom-up approach, rather than discussing 
the regionalism itself. Baldwin’s domino effect, spill-over effect, and 
vertical IIT, which will be covered in the following chapters, are less 
straightforward than expected. While Baldwin’s domino effect gives 
us an explanation of the China, Japan, and Korea FTA compared with 
others that could evolve into a CJK RTA, no solid conclusion has been 
reached. Likewise, the CJK’s vertical IIT, as the key factor that creates the 
spill-over effect to other ASEAN countries, does not not even come close 
to the describing East Asian Regionalism although the vertical IIT and 
the spill-over effect are powerful variables that can explain regionaliza-
tion ( de facto  regionalism). Chapter 5 provides an explanation that could 
connect all the dots: the joint CJK joint FTA strategy resulting from Nash 
Equilibrium, is proven to be the key variable that can bring the region 
into  de jure  regionalism. But, again, this explanation is less straightfor-
ward, as a good model should incorporate all the variables into one 
solid system or equation. No actual field survey was undertaken, which 
creates relatively minimum objectivity.  

  1.3     Organization of the book 

 The book is organized into six chapters, excluding this introduction 
and the epilogue. Chapter 1 deals with the background of the research, 
the methodology, research questions and general hypotheses, gives 
a brief summary of the whole book, data sources and variables used, 
and also discusses the limitations of the research. It serves to give a 
framework for the whole book. East Asian regionalism is covered in 
Chapters 2–5 of the book, with Chapter 2 discussing regionalism in 
North East Asian countries. In Chapter 3, the vertical intra-industry 
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trade for CJK and ASEAN4’s exports and GDP per capita are discussed. 
Chapter 4 describes the determinants of CJK’s Vertical Intra-Industry 
Trade in ASEAN4. Chapter 5 is titled China-Japan-Korea’s FTA Strategy 
towards ASEAN Countries, while Chapter 6 handles is Determinants of 
East Asian Regionalism. Chapter 7 consists of the general conclusion 
and also policy recommendations.  
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   2.1     Introduction 

 Regionalism began to emerge in East Asia just since the beginning of the 
new millennium. East Asian countries have been focusing on ways to 
expand intra-regional trade that includes the establishment of regional 
trade agreements (RTAs) in the form of free trade agreements (FTAs) and 
economic partnership agreements (EPAs). The trend towards regionalism 
has created a profound regional and indeed global significance (Harvey 
and Lee 2002). Japan, Korea, and China are regarded as the key actors 
for such action in East Asia. 

 Acknowledged as the economic front runners, Japan, China, and Korea 
have a major responsibility for the economic welfare in the East Asia 
region. It is obvious that East Asian regionalism (EAR) cannot be put into 
practice without these countries’ total support. Unfortunately, the lack 
of institutional trade arrangements among these three major countries 
has stalled the overall welfare effect for the entire East Asian commu-
nity. The present driving force of the China-Japan-Korea (CJK) relation-
ship is the market, which, in some sense is not enough. Therefore, the 
more institutionalized approach is needed to join these activities so that 
economic growth can be sustained. The main focus of the institution-
alization in trade is to make these countries grow together, with which 
the CJK FTA can assure that positive externalities are felt throughout the 
East Asia region. In the long term, it is expected that CJK will lead the 
process toward regionalism in East Asia. 

 This chapter offers a literature review and describes the materials and 
methods used to gather data. Results of regressions are detailed, and 
lastly I present my conclusions.  

     2 
 East Asian Regionalism: The Role of 
Northeast Asian Nations   
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  2.2     Literature review 

  2.2.1     Regionalism versus regionalization 

 Both regionalization and regionalism are very recent phenomena in 
East Asia, a vast and heterogeneous region in terms of ethnicity, culture, 
language, religious beliefs, political regimes, socioeconomic develop-
ment, and topography. By definition, regionalism is the expression of a 
common sense of identity and purpose combined with the creation and 
implementation of institutions that express a particular identity and 
shape collective action within a geographical region. Regionalization, 
on the other hand, means a process of closer trans-national coopera-
tion among neighbor states caused by non-political forces; it reflects the 
increased commercial and human transactions in a defined geograph-
ical region (Liu, 2003 and Bhalla and  Bhalla , 1997). Regionalism is an 
institution-driven approach while regionalization is a market-driven 
approach. 

 Facilitated by institutions, common norms and values, regional coop-
eration among states and trans-national actors is regarded by certain 
theorists, especially neoliberal institutionalists, as a promising method 
for handling the global environment, notably globalization processes, 
security threats, or interdependence issues (Keohane 2002; Burchill 
2001; Dunne 1997). Eventually, regional cooperation and integration, 
also labeled regionalism, can lead to the creation of regional organiza-
tions and regimes, that is, a system of regional governance. Interlinking 
different territorial levels, such a system delegates and disperses political 
decision-making power to state, sub-state, and non-public actors alike. 
Although the policy outcome might be more efficient, the new modes 
of governance applied in this complex network, such as private-public 
or public-semi-public partnerships, also raise crucial questions of demo-
cratic legitimacy and responsibility (Gerstl 2002; Scholte 2002; Gerstl/
Pernicka 2001; Kersbergen/van Waarden 2001).  

  2.2.2     CJK’s triangular trade 

 Economic ties between Japan, Korea, and China have evolved in some-
what gradual ways since the post–World War II era. The evolution of 
trade activities emerged from China, which has had a substantial trans-
formation of trade structures. In the early 1990s, primary commodities 
accounted for more than one third of China’s total exports to Japan 
and Korea. In this new millennium, it is still the top category of exports 
from China to Japan and Korea, but it is followed by the fast growth of 
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machinery and transport products (Chan, Chien, Kuo 2005). From this 
point of view, trade within the Northeast Asian region is deemed to have 
substantial movement as a result from the shift of trade towards a more 
industrialized structure. The emergence of China as a regional manufac-
turing center is a dominant factor that contributes to this shift.It is clear 
that trade activity is very intense in the China, Japan, and Korea area, 
which is the major contributing factor for economic growth in the region 
(Watanabe 2008). The vast amount of trade has very been likely steered by 
the amount of FDI flows among them, with Japan as the leader. Economic 
transformation in China and Korea was influenced strongly by Japan’s role 
in making investments in those countries.We have witnessed the deep-
ening of economic activity between China, Japan, and Korea, yet region-
alism in the Northeast Asian countries is considered a long and complex 
process beset by various obstacles. There are historical, cultural, political, 
ideological, and other factors at play that hinder the move towards the 
formation of a formal economic grouping. Although it is beyond the 
scope of this chapter, a solid understanding is needed as a background 
study. Socio-cultural challenges are clearly stated by Moon (2009):

The cultivation of a common regional identity continues to be 
hampered by lingering parochial nationalism and deepening mutual 
distrust. Memories of the past history characterized by domination 
and subjugation still haunt people of the region. As ongoing disputes 
over historical distortion among Korea, China and Japan demonstrate, 
the greatest problem the region must be wary of is excessive national-
istic sentiment. Nationalism, collective memory of the historical past 
and subsequent cognitive dissonance pose another critical obstacle 
to region-building in Northeast Asia. China and South Korea are still 
haunted by the historical memory of Japanese colonial domination 
and subjugation. Cognitive barriers emanating from the past history 
of bitter enmity have forged a national ambiance critical of intra-
regional cooperation and its institutionalization. 

 An argument from Lu (2008) points to political reasons factors that 
are slowing the adoption of regionalism:

  “Japan’s attitude toward the history of Japanese aggressions against 
China and Korea is the inflammable factor and the key political 
obstacle. China and Korea request the Japanese government avoid 
hurting the feeling of the two peoples who had suffered from the 
Japanese aggressions, especially with text books to young generations, 
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senior government officials’ visits to the Yasukuni Shrine where the 
war criminals were worshiped. Disputes on the territory of some islets 
and nearby sea areas between Japan and the other two are also the 
political obstacles to the bilateral relations between Japan and the 
other two. Japan and China request the territory of Diaoyu Island 
(Japanese called Senkaku Islands) and some areas of East Sea. Japan and 
Korea request the territory of Dokdo, the Japanese called Takeshima, 
and some sea areas between them give spur to the conflict.”   

 However, the obstacles are deemed to be gradually diminished given 
the massive importance of the CJK’s triangular trade. This pattern of 
trade began after the Asian financial crisis in 1998, when China, Japan, 
and Korea began to show great interest in establishing FTAs with major 
trading partners, especially with countries within the East Asia region. 
Also, a trilateral FTA between China, Japan, and Korea (CJK FTA) was 
raised as a possibility to cope with the European Union (EU) and the 
North American Free Trade Agreement (NAFTA). In November 1999, the 
three countries made an official attempt to discuss stronger economic 
bonds in Northeast Asia, during the trilateral summit in Manila. Two 
years later (in November 2001), many issues were raised at the trilateral 
summit meeting in Brunei. Through this process, the three countries 
were finally able to take the first step toward trilateral economic coop-
eration and integration. 

 According to Wong et al. (2004), the significance of a CJK FTA would 
be seen in terms of regional integration. First, the CJK FTA will bring 
massive economic benefits to the three countries in terms of trade, 
production, and economic welfare. Moreover, the establishment of an 
FTA will also contribute to introducing suitable agreements that will 
accelerate trade and investment in the region. Trilateral FTAs will be 
much more beneficial to all three countries in the region compared with 
the bilateral FTAs among the countries. Moreover, a solid groundwork of 
CJK trilateral FTAs will initiate true East Asian integration. 

 As far as the CJK FTA is concerned, until recently, China, Japan, and 
Korea have not been able conclude the negotiations. They have made 
significant progress in the wake of FTA signings with other countries, none 
of which have been completed or enacted. Tables A.1, A.2 and A.3 summa-
rize the FTAs and PTAs in development for China, Japan, and Korea. The 
ongoing economic integration in Northeast Asia is exclusively informal, 
driven by market forces without any institutional support framework. 

 As Lu (2008) argues, a CJK FTA was not Japan’s priority in its FTA 
guideline announced in October 2002. A Japan-China FTA is “a mid- to 
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long-term effort,” it said, and an East Asian FTA was a “far-reaching 
objective.” The three countries’ FTA negotiations look like three “N+1” 
radiation lines from Northeast Asia, without being fastened together.  

  2.2.3     East Asian regionalism 

 A study by Kawai (2005) cites a mounting need for institutionalization 
in East Asia in order to internalize the externalities of the spill-over 
effects:

   ... There is a need for concerted efforts to internalize externalities and 
spill-over effects, because macroeconomic/financial developments 
and policies of one country can easily affect other countries’ perform-
ance and developments. It makes sense for such interdependent 
regional economies to institutionalize de facto integration through 
the establishment of regional frameworks for trade and investment 
liberalization and macroeconomic and financial management. Given 
that one country’s turbulence, shocks and crises could be easily trans-
mitted to other economies within the same region, it is critical to 
establish financial safety nets. Joint action among such economies 
would be easier because they are small in number – so the transac-
tions cost for collective action is small – and tend to face similar 
shocks and similar policy challenges.   

 In the context of East Asia – a region that until the mid-1990s lacked 
regional institutions and regimes in all political spheres (Ikenberry/
Tsuchiyama 2002; Hemmer/Katzenstein 2002) – ASEAN plays the role 
as a creative director and the hub in a loosely institutionalized network 
that links Southeast with Northeast Asia. ASEAN has established or 
contributed to the establishment of dialogue and cooperation forums in 
the fields of economics, trade, and security; for example, the ASEAN Free 
Trade Area (AFTA), the Asia Pacific Economic Cooperation (APEC), the 
East Asian Economic Caucus (EAEC), the ASEAN Regional Forum (ARF) 
or ASEAN plus 3 (APT). Thus it has indeed “ASEAN-ized” the regional 
political structures, as all these institutions have ingrained the “ASEAN 
way” of equal sovereignty, non-interference, consensual decision-
making, and voluntarism (Haacke 2003; Acharya 2001) – values based 
on traditional Javanese norms for conflict resolution (Katsumata 2004; 
Liu 2003). These achievements were also possible because the major 
powers tended to regard ASEAN as an honest broker who lacked the 
military power (and the political will) to act as a regional hegemony. 
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 As noted earlier, the Asian financial crisis undoubtedly drove the 
process of regional economic cooperation. Multilateral institutions have 
made little movement toward the global free trade movement, not to 
mention the “going nowhere” process of the Bogor Goals completion 
under APEC, which has also pushed East Asia to make its own coop-
eration under the regional scheme (Park 2008). Although it is mainly 
market driven, the whole dynamism has created an informal path to 
regionalism. The so-called institutionalization in East Asia has been 
spurred by the deepening intra-regional interdependence. 

 Moreover, the interest in becoming a hub for regional trade agree-
ments (RTAs) will create Baldwin’s (1993) domino effect, which is 
expected to encourage most of the East Asian countries to join the RTA. 
Major countries signing an FTA can trigger other countries to sign. This 
trend is true even for countries whose governments previously decided 
against joining an FTA on political grounds. The basic logic is simple, 
as Baldwin argues: the decision to join or not to join FTA is a func-
tion of a political equilibrium that meets the balance of anti-FTA and 
pro-FTA forces. Typically, the pro-FTA group is made up of exporters 
who would like better market access; the anti-FTA group is made up 
of  import-competing firms and workers employed by them. Deeper 
integration among CJK is considered beneficial and a benchmark deci-
sion for Southeast Asian countries. Moreover, Baldwin believes that the 
regionalization in Northeast Asia stimulates exporters in Southeast Asia 
to be more pro-FTA politically. For example, if one of the other nations’ 
government was previously close to indifferent, politically speaking, 
to signing an RTA with China, Japan, or Korea, then the extra political 
activity of their exporters may tilt the balance, leading the country to 
sign an RTA. This can be thought of as one domino knocking down 
the next one, and so forth. Countries that are out of the scheme will 
be marginalized due to the shrinkage of foreign market access. In the 
political sphere, this new disadvantage will result in greater political 
pressure – pressure on their own governments to negotiate with the 
existing RTA. 

 The spirit of regionalism in East Asia is not entirely new. It was first 
introduced as the East Asian Economic Caucus (EAEC) in 1990 by 
former Malaysian Prime Minister Dr. Mahathir bin Mohammad and 
encompasses the ASEAN member states China, South Korea, and Japan. 
Japan, though, refused participation due to the exclusion of the Western 
nations, which were already members of APEC and many other notable 
regional organizations in East Asia. 
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 The EAEC was a reaction to ASEAN’s integration into the Asia-Pacific 
Economic Cooperation (APEC) by Dr. Mahathir. His suggestion appar-
ently articulated his dissatisfaction with ASEAN joining APEC, which 
includes Western nations, an idea he was strongly opposed to. The 
aggressive Western-critical speech by Mahathir – who spoke without 
consultations with his colleagues in other states – scared most East Asian 
countries away from this idea. Japan especially felt compromised by his 
stance. The way he introduced the idea of EAEC was perceived as greatly 
ineffectual, as this idea was even rejected by his colleagues in ASEAN. 
Mahathir tried to support the idea by stressing that the EAEC conforms 
to the General Agreement on Tariffs and Trade (GATT), but this step 
also brought few results. The exclusion of Oceania and Australia was 
found especially unfitting. Japan could not go along with this, as it was 
re-orienting itself after the collapse of the Eastern Bloc and the end of 
the Cold War. The EAEC was never put into action officially.   

  2.3     Methodology 

  2.3.1     Analyzing the trade structure of CJK 

  Measuring the short- and the long-run equilibrium of export to GDP 

 To some extent, trade is almost synonymous with a country’s welfare. 
More specifically, according to research, a country’s exports can be 
considered an engine of economic growth (Hastiadi 2011). Thus, it is 
important to measure export sustainability levels and their relation to 
the economy. 

 As mentioned, Japan, China, and Korea are currently experiencing 
a golden era in exports among themselves. While economic welfare is 
the most notable result of exports, it may not be sufficient to boost 
the economy in the long-run. A pure market-driven activity without a 
specific regional trade agreement might sometime create bias. It is clear 
that Japan, Korea, and China are lacking such agreements (Urata and 
Kiyota 2003). To create effective regionalism, Japan, China, and Korea 
should support each other. Therefore, intra-regional cooperation within 
CJK must take place, so that these countries can create sustainable 
growth in the East Asian region. The following sections describe how 
export sustainability leads to economic growth in the absence of trade 
arrangements, for both the short- and long-run. The Engle-Granger 
Cointegration and error correction mechanism (ECM) tests are then 
employed. These tests use time series for GDP and export data for Japan, 
China, and Korea ranging from 1985 to 2009.  
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  Defining the long-run equilibrium: Engle-Granger cointegration test 

 The cointegration method is the best way to measure the long-run equi-
librium (Dritsakis et al. 2004, Habibi and Rahim 2009; Khosravi and 
Karimi 2010). In doing the Engle-Granger cointegration test, this study 
divides the export relationship into three parts, which are described in 
the following equations: 

  (i)     China and Japan export relationship  

 JPGDP = ExportCH + Utβ β0 1β s     (2–1)

 CHGDP = ExportJP + utβ β0 1β     (2–2)

  (ii)     Korea and Japan export relationship  

 KRGDP = ExportJP +Utβ β0 1β     (2–3)

 JPGDP = ExportKR + Utβ β0 1β     (2–4)

  (iii)     China and Korea export relationship  

 CHGDP = ExportKR+ utβ β0 1β     (2–5)

 KRGDP = ExportCH +Utβ β0 1β    (2–6)

 In these equations, JPGDP, CHGDP and KRGDP are Japan’s GDP, China’s 
GDP and Korea’s GDP, respectively, while Export JP, Export CH and Export 
KR are the variables of export destinations to Japan, China, and Korea, 
respectively. It is possible to cointegrate export and GDP, as the trend in 
export and GDP offset each other, creating a stationary residual, called 
a cointegration parameter. In the data, if we find that the initial regres-
sion of the residual (u t ) gives stationarity it means that u t  is stationary at 
order 0 (level) and it is notated as I(0). But if u t  is stationary in the first 
difference, the variables of export and GDP will be cointegrated in the 
first difference, which can be notated with I(1).   

  Defining the short-run equilibrium: error correction mechanism 

 We have already defined the long-run relationship between export and 
GDP. However, in order to make it objective, we should also define 
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the short-run. The technique to correct short-run disequilibrium to 
its long-run equilibrium is in the form of error correction mechanism 
(ECM). The equation of ECM is as follows:  

 ΔGDPCount yX EΔΔ xportCountryY et te+ +uβ β β0 1β ββ 2utuβ    (2–7)

 ut–1 Is a cointegrated error lag 1, or could be noted mathematically as:  

 U =GDPCountryX Eyy xport Countryt-1 t-1 0 1 t-1β −0 β      (2–8)

  2.3.2     RTA/FTA 

 Greater economic interdependence between Japan, China, and Korea 
will act as the base for creating regionalism. In this sense, triangular 
trade agreements that dismantle trade barriers will smooth the progress 
of improved trade flows among these countries by means of greater 
market access. But unfortunately, this supporting environment only 
operates in theory. The process of regionalism in this area has proven 
to be difficult. 

 These countries may have aggressively reached out to other countries 
in making FTAs and EPAs, but none of them have been progressing (see 
Tables A.1, A.2 and A.3). The reason for this lack of progress is the subject 
for another research project; this section tries to focus on the effect of 
such an agreement to the economy. The lack of trade arrangements is 
noted as the main factor contributing to intra-regional trade ineffective-
ness in Northeast Asia. This hypothesis will be proved in the following 
sections in this chapter. 

  Openness with customized RPL index 

 While the export lead growth approach, which has been done with the 
cointegration and ECM, provides the basis for measuring a country’s 
openness to trade, but in some ways these tests are not enough. The 
cointegration and ECM tests only confirm the paradigm of trade as an 
engine of growth, but do not provide a more robust pattern of open-
ness. Therefore, we then may have to address dollar’s relative price level 
(RPL) index. According to Dollar (1992), openness naturally comes from 
a combination of two factors: (i) a low level of protection, especially for 
inputs into the production process (resulting in a sustainable level of the 
real exchange rate that is favorable to exporters); and (ii) low variance 
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in the real exchange rate, resulting in a consistent trend over time. Later 
on, Dollar developed a technique for estimating a cross-country index 
of real exchange rate distortion, using the international comparison of 
prices prepared by Robert Summers and Alan Heston. The norm for this 
index, he added, is the price level that corresponds to a country’s partic-
ular resource endowment. Using the United States (US) as the benchmark 
country, the index of country  i’ s RPL is:  

 
RPLPP P

Pi
iPP= × ×100 1

usPP e       
(2–9)

 Where  e  is the exchange rate and P i  is the consumption price index for 
country i and P  us   is the consumption price index for US. Therefore, we 
can use the formula to measure the inward- or outward-orientation of 
a trade policy. Using the same analogy, this paper then customizes the 
RPL index into this formula:  

 
RPLPP P
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iPP

tpPP= × ×100 1
e

      
(2–10)

 Where P tp  is the consumption price index for the trading partner and  e  is 
the exchange rate (no. of units of domestic currency per unit of trading 
partner currency). The customized RPL then becomes a powerful tool to 
analyze trade openness between the trading countries.   

  2.3.3     Economic modalities 

 This chapter argues that the spill-over effect, product complemen-
tarities, intra-industry trade, and comparative advantage along with 
the trend of convergence form the so called economic modalities. 
The first three factors have a direct relationship to ASEAN welfare 
through an income perspective. The following models give the 
formulation:  
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(2–11)

 In equation 2–11, GDPCAP (ASEAN4) is the level of income in ASEAN4 
countries, while IIT, TCI and SOE are, respectively, the intra-industry 
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trade, product complementarities, and the spill-over effect. Country Y 
is the country under study (CJK) in terms of relation to the ASEAN4 
income level. TAX is the tax level in East Asia, which functions as a 
control variable. 

 The next factor of economic modalities is the comparative advantage; 
in this paper, the comparative advantage functions to determine the 
type of industry trade – whether it is vertical or horizontal (Faustino 
2008). Below is the model:  

 IIT RCA eCt tTT RCACC t= β β+ 1β+    (2–12)

 Vertical IIT has an underlying hypothesis that goods are produced under 
different factor proportions and are exported according to compara-
tive advantages. It is expected that we will find a positive correlation 
between vertical IIT and revealed comparative advantage (RCA) and a 
negative correlation between horizontal IIT and RCA. 

 The last factor of economic modalities is regional convergence. It is 
actually a forecast toward the formation of EAR. A positive trend of 
convergence between ASEAN and CJK will act well to create EAR. 

 The following sections give detailed descriptions about the variables 
included in the economic modalities. 

  The spill-over effect from Japan-Korea-China triangular trade to ASEAN4 

 The spill-over effect from CJK to ASEAN4 is a direct consequence from 
regionalism in CJK, and it serves as one of the building blocks for the 
formation of EAR (Hastiadi 2010). As giants of Asia, Japan, Korea, 
and China’s growth will most likely create a positive effect for their 
neighboring countries. Regionally speaking, the growth of Northeast 
Asia will boost the East Asian growth as a whole; in this sense, we 
might want to exercise its effect to all ASEAN countries. However, to 
simplify things, this paper limits the effect to ASEAN4 as these coun-
tries have the same economic characteristics. Another reason to use 
ASEAN4 countries is because of data limitation for the Cambodia-
Lao-Myanmar-Vietnam (CLMV) countries and the incompatibility of 
Singapore and Brunei. This chapter employs a static panel data model 
for this purpose. The panel data are analyzed annually from 1989 to 
2007 and consist of ASEAN4’s export, import, consumption, invest-
ment, government expenditure, and GDP, as well as the GDP of Japan, 
China, and Korea. The data are taken from the WDI online database. 
The model is described as follows:  
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 Where:
Y  it    = GDP growth of ASEAN4 for time  t  and country  i  
 X  it    =  Independent Variables (ASEAN4 consumption growth, investment 

growth, government expenditure growth, export-import growth 
and Japan-China-Korea GDP growth for time t) 

 W it  and Z it  are dummy variables, which are defined as follows:
W it   =  1 for country  i , where  i  = Indonesia, Malaysia, Philippines, Thailand 
  =  0 for others 
 Z it   =  1 for Period t where t = 1989, 1990 ... , 2007 
  = 0 for others 

 The above structural equation is actually a simultaneous equation, 
which employs a causality relationship. To see the simultaneity, the 
above model can be decomposed into four parts:  

 
YtYY Ct t Gt t JGDPtPP t KGDPGG tPP= + + +β β+ β βItβ +It β βXt +Xt β βCGDPtPP +CGDPtPP1 2β ββ + 3ββ 4 5Gt +β ββ 6β 7ββ 8ββ

    (2–14)

 C C Yt tC tYY+−β β β1 3+ β     (2–15)

 I r Yt trr tYY+β β β3ββ     (2–16)

 X EXE JGDP KGDPGt tEXEE tJGDPP tKGDPPGG+β β ββ βC +C β βCGDP +CGDP3 4tββ C βt +Ct 5 6tββ CG βtP +CGDPtPP       (2–17)

 Equation 2–14 describes the effects of ASEAN4 consumption (C t ), 
investment (I t ), government expenditure (G t ), export growth (X t ) and 
the Northeast Asian GDP growth (JGDP t , CGDP t , KGDP t ) on ASEAN4 
GDP growth (Y t ). From the model, it is clear that consumption growth, 
investment growth, and export growth have their own determinants 
that simultaneously form the structural equation. Consumption growth 
(C t ) is formed by last year’s consumption growth (C t -1 ), and the present 
GDP growth (Y t ), investment (I t ) on the other hand are influenced by 
the interest rate (r t ) and the GDP growth (C t ). It is also expected that 
the exchange rate (EX t ), consumption growth (C t ) and trading partners’ 
economic growth (JGDP t , CGDP t , KGDP t ) have some influence on export 
growth (X t ) for ASEAN4. 
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 From the structural equation, we can divide the variables into two – 
endogenous and predetermined (exogenous). The first one is treated 
as stochastic while the latter as non-stochastic. To see which simulta-
neous model can satisfy the need, we have to address the identification 
process. If K is the number of exogenous variables within the model, k 
is the number of exogenous variables within the equation and M is the 
number of endogenous variables within the model, so the criteria to 
state whether an equation is unidentified, just identified, or over identi-
fied are as follows: 

 If K–k < M–1, the equation is unidentified 
 If K–k = M–1, the equation is exactly identified 
 If K–k > M–1, the equation is over identified   

 Based from the above criteria, Table 2.1 summarizes the order condition 
from the system:      

 Ordinary least squares estimation does not yield unbiased or 
consistent estimates of the parameters in the spatially autoregressive 
model, because the error terms are correlated with the spatially weighted 
dependent variable. For the case of over identified, we might want to 
employ two-stage least squares (2SLS) approach as an elegant way to 
deal with such problem. While 2SLS does not give unbiased estimates, it 
does give consistent estimates. 

 The regressor that is correlated with the error term can be called an 
endogenous regressor. Regressors that are uncorrelated with the error 
term are exogenous. An instrumental variable approach to getting 
consistent estimates when there is an endogenous regressor (or regres-
sors) requires that some variables are available that are correlated with 
the endogenous regressor, but are not correlated with the error term in 
the model. These variables are called instruments. Instruments are vari-
ables that only influence the dependent variable through their effect on 
the endogenous regressor. 

 Table 2.1      Order condition  

No Equation Criteria Conclusion

1 Y  t  6 > 2 Over Identified
2 C  t  9 > 1 Over Identified
3 I  t  9 > 1 Over Identified
4 X  t  6 > 1 Over Identified
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 As far as the structural model is concerned, below is the detailed proce-
dure of 2SLS:

  In stage one, least squares regression on the reduced form equation 
has to take place by which it can yield C  t -1 , Y  t -1 , r  t  , G  t  , EX  t  , JGDP  t  , 
CGDP  t  , KGDP  t   as the instrumental variables, we have the reduced 
form equation as the following:    
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Note: Π is β

β1−  
 From stage one we get ˆ ˆ , ˆ ˆY C, I X,t t,Y CY , t t, X,  as the fitted values, with which we 

can run for the second stage. In stage two, these fitted values are then 
plugged into the main equation. The last step is to run least squares on 
each of the above equations to get the 2SLS estimation, which will be 
described in the fourth section.  

  Complementarity 

 A high degree of complementarity is assumed to indicate more favorable 
prospects for a successful trade arrangement in East Asia vis á vis region-
alism. The best way to measure product complementarities is through 
the trade complementarity index (TCI), a type of overlap index. It meas-
ures the degree to which the export pattern of one country matches the 
import pattern of another. Changes over time may tell us whether the 
trade profiles are becoming more or less compatible. 
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 Mathematical definition:  
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 Where  d  is the importing country of interest,  s  is the exporting country of 
interest,  w  is the set of countries under study,  i  is the set of industries,  x  is 
the commodity export flow,  X  is the total export flow,  m  the commodity 
import flow, and  M  the total import flow. In words, we take the sum of 
the absolute value of the difference between the sectoral import shares 
of one country and the sectoral export shares of the other. Dividing 
by 2 converts this to a number between 0 and 1, with 0 indicating all 
shares matched and 1 indicating none did. Subtracting from 1 reverses 
the sign, and multiplying by 100 puts the measure in percentage terms. 
It takes a value between 0 and 100, with 0 indicating no overlap and 100 
indicating a perfect match in the import/export pattern.  

  Comparative advantage 

 Comparative advantage underlies economists’ explanations for the 
observed pattern of inter-industry trade. In theoretical models, compar-
ative advantage is expressed in terms of relative prices evaluated in the 
absence of trade. Because these are not observed, in practice we measure 
comparative advantage indirectly. Revealed comparative advantage 
indices use the trade pattern to identify the sectors in which an economy 
has a comparative advantage, by comparing the country of interests’ 
trade profile.  
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 Where  s  is the country of interest,  d  and  w  are the set of all countries in 
the world,  i  is the sector of interest,  x  is the commodity export flow and 
 X  is the total export flow. The numerator is the share of good  i  in the 
exports of country  s , while the denominator is the share of good  i  in the 
exports of the world. It takes a value between 0 and +∞. A country is said 
to have a revealed comparative advantage if the value exceeds infinity.  

  Intra-industry trade 

 The intra-industry trade (IIT) is a measure of the degree to which trade 
in a particular sector represents intra-industry trade (based on scale 
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economies and/or market structure). By engaging in IIT, a country can 
reduce the number of similar goods it produces, and benefit from scale 
economies. Higher IIT ratios suggest that these sources of gains are being 
exploited. IIT may also indicate that adjustment costs would be lower 
with trade expansion.  
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 Where X  ij   and M  ij   are home country’s exports of industry  i  goods 
to country  j  and imports of industry  i  goods from country  j , respec-
tively. The absolute value of X  ij   – M  ij   denotes that the sign of the trade 
balance is ignored. IIT  ij   = 1 if all trade in industry  i  goods is intra-
industry trade, that is if X  ij   = M  ij   and IIT  ij   = 0 if all trade in industry  i  
goods is inter-industry trade, that is X  ij   =0 or M  ij   = 0. In other words, 
higher index values are associated with greater intra-industry trade as 
a proportion of total trade, which serves best for creating regionalism 
in East Asia.  

  Regional convergence 

 In this paper, we have already measured the trend toward openness vis-
á-vis regionalism by using ECM for the RPL index in Northeast Asia (CJK). 
But that model is not robust enough. We still have to know whether or 
not the region has a prospect to converge into one economic region. 
Since we include two sub regions, the best way to measure it is by using 
a test of convergence of the terms of trade (TOT) for CJK and ASEAN4. 
TOT is a relationship between the prices at which a country sells its 
exports and the prices paid for its imports. If the prices of a country’s 
exports rise relative to the prices of its imports, one says that its terms 
of trade have moved in a favorable direction, because, in effect, it now 
receives more imports for each unit of goods exported. The terms of 
trade, which depend on the world supply of and demand for the goods 
involved, indicate how the gains from international trade will be distrib-
uted among trading countries. The concept is also applied to different 
sectors within an economy (e.g. agricultural and manufacturing sectors). 
An abrupt change in a country’s terms of trade (e.g. a drastic fall in the 
price of a primary product that is a country’s main export) can cause 
serious balance-of-payments problems if the country depends on the 
foreign exchange earned by its exports to pay for the import of its manu-
factured goods and capital equipment. 
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 Many theories have been postulated to explain movements in the 
terms of trade, but none of them have been accurately confirmed by 
close examination of trade statistics. One long-held belief was that the 
terms of trade tended to move against less-developed countries because 
their exports consisted chiefly of primary products (such as coffee or 
rubber) while their imports largely comprised manufactured and, conse-
quently, more expensive goods from developed countries. More recent 
studies have examined what effects labor inflows (through immigration) 
and capital inflows (through foreign investment) might have on a coun-
try’s terms of trade. It is calculated by dividing the value of exports by 
the value of imports, then multiplying the result by 100. If a country’s 
terms of trade is less than 100%, there is more capital going out (to buy 
imports) than there is coming in. A result greater than 100% means the 
country is accumulating capital. 

 The notion of convergence implies that differences between the series 
must follow a stationary process (Bernard and Durlauf 1996; Oxley 
and Greasley 1995). Thus, stochastic convergence implies that the sub 
regions will form the so-called EAR. 

 Following Bernard and Durlauf (1995), stochastic convergence occurs 
if the differential log trade system, yt, follows a stationary process, where 
y =ASEAN4to= t -CJKtott t=ASEAN4to= t ttt where ASEAN4tot t  is the logarithm term of trade 
of ASEAN4, and CJKtot t  is logarithm term of trade of CJK. Both series are 
in the first difference (I(1)).    

  2.4     Results and discussion 

  2.4.1     The short- and long-run equilibrium 

 In this part, two periods are included. In the first period, the author 
used the period when FTAs/EPAs were not a major trend while in the 
second period the author used the period when the FTAs/EPAs grew with 
a so-called snowball effect. As we can see from Tables A.1, A.2, and A.3, 
Most FTAs/EPAs are in force after 2005. Therefore, the periods are differ-
entiated by the FTA’s intensity within the region. In the first period, the 
author used data from 1985 to 2005; in the second period, data from 
1990 to 2009 were used. 

  First period 

  The long-run equilibrium .  From Table 2.2 we can see that the GDP and 
export relationship in CJK yields stability in the long run. It is proven 
by the stationary nature of the error term in each of the cases. The 
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cointegration test that proves long-run equilibrium indicates that the 
model is not spurious. Exports are proven to be the engine of economic 
growth in these countries. This test supports some previous research, 
including that by Doraisami (1996), Ekanayake (1999), and Fosu et al. 
(2006) of the relationship between exports and economic growth. But 
it is important to note that long-run equilibrium can have stability 
problems if the short-run shock cannot be tackled.       

  The short-run equilibrium .  Equation 2–13 shows that the long-run 
relationship between exports and GDP in Japan, China, and Korea 
would be balanced by the previous error. Table 2.3 provides the short-run 
output for CJK. 

  China : The residuals for the relationship between China’s GDP with 
China’s exports to Japan and Korea are significant. These residuals 
suggest that there is an equilibrium error in the short run. The negative 
signs put the exports in a constant rise to reach the long-run equilib-
rium. In China’s case the adjustment rate, or the phase of acceleration 
for the long-run equilibrium, is very fast. It can be seen through the 
absolute value of the equilibrium error coefficients, which are 1.09 and 
1.33 for China’s relationship to Korea and Japan, respectively. 

 Table 2.2      Cointegration parameters  

Dependent variables GDP (Japan) GDP (China) GDP (Korea)

Independent variables

 Exports to Japan n/a Stationary Stationary
 Exports to China Stationary n/a Stationary
 Exports to Korea Stationary Stationary n/a

     Note:  Number of observations: 96.    

 Table 2.3      Equilibrium errors  

 Dependent variables  GDP (Japan)  GDP (China)  GDP (Korea) 

 Independent variables 

 Equilibrium error for exports to Japan n/a –1.09*** –0.23*
 Equilibrium error for exports to China –0.18*** n/a –0.48***
 Equilibrium error for exports to Korea 0.017 –1.33*** n/a

     Notes:  Statistical significance is indicated by *(10%), **(5%), and ***(1%); number of 
Observations: 96.    
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  Japan : In the short run, there is an equilibrium error for Japan’s exports 
to China with its relationship to Japan’s GDP. The coefficient of residual 
gives a –0.18, which means that Japan’s exports to China are below the 
long-run equilibrium. This situation will only lead to a rise in exports for 
the periods that follow. However, it is important to note that the abso-
lute value of the coefficient (adjustment rate) is very small, -0.18, which 
suggests that Japan’s exports to China are moving at a slow rate to reach 
the long-run equilibrium. 

 As for the relationship between Japan and Korea, the equilibrium 
error of the export trend is not significant. These findings suggest that 
Japan’s GDP is adjusting to the change in its export to Korea in the same 
period of time. In other words, Japan and Korea’s relationship in terms 
of exports has already reached a steady-state level. 

  Korea : Korea’s case is somewhat similar to China’s. The residuals for 
the relationship between Korea’s GDP and Korea’s exports to Japan and 
China are significant, and the explanation is similar to that for China’s 
case. However, the adjustment rate for Korea’s case is slower than that 
for China, but it is still faster than that for Japan. It gives the absolute 
value of –0.23 and –0.48 for Korea’s trade relationship with Japan and 
China, respectively      

 From the ECM result in period one, we can conclude that the Northeast 
Asian region is not moving at the same pace to reach long-run equilib-
rium; Japan is at the slowest rate. The insignificant value of the accel-
eration rate in Japan’s trade relationship with Korea is also important 
point to note, since it can be interpreted as an exhausted Korean market 
for Japanese products (steady-state condition). These facts are crucial, 
as they diminish Japan’s role as the sole leader in Northeast Asia. Being 
the lead county in this parameter is not all important; however, the 
stalled effect of a country’s economic growth in this region will only 
serve as stumbling blocks in improving East Asian welfare. The rising 
growth of China and Korea will soon level out, mimicking the pattern 
of Japan, if no serious action is begun. The absence of an appropriate 
action will only lead to a shock for the long-run equilibrium, hence 
lowering the projected welfare growth. Therefore, in order to strengthen 
regional welfare and accelerate the phase of adjusting, economic inte-
gration must take place.   

  Second period 

  Long-run equilibrium .  Based on the cointegration result in period two, 
we can conclude that in the long run, exports will still play a vital role 
for the economic growth. Table 2.4 summarizes the results.       
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  Short-run equilibrium.   The majority of FTAs/EPAs that have been in 
force since 2005 have made a considerable impact in the CJK countries’ 
constellation. 

 In period one, we see Japan as a sick partner within the CJK triangular 
scheme. But in period two, Japan has successfully revitalized its condi-
tion. This rejuvenation can be seen from the change in coefficients of 
acceleration, which are improving compared with the coefficients in 
period one. In particular, we can see that Japan is no longer facing a 
steady-state level with Korea; that is, Japanese products have recovered 
their market in Korea. Korea has also grown well in this scheme. The 
coefficients of acceleration for Korea have also improved compared with 
the coefficients in period one, thereby giving a major boost in improving 
welfare. However, the improving condition of Japan and Korea has given 
a slight shock to China, as described by the decreasing rate for the coef-
ficients of acceleration. Nevertheless, the shock is not significant when 
the overall welfare impact from the FTAs/EPAs are calculated. Table 2.5 
summarizes the ECM result in period two.      

 It is true that China, Japan, and Korea have not formalized or insti-
tutionalized an RTA scheme for Northeast Asia. But at least from this 
period on, we can see how the FTAs/EPAs have played a major role for 
improving those countries’ welfare. Based on this finding, it is safe to 
expect that an RTA will be implemented for this region.    

 Table 2.4      Cointegration parameters  

Dependent variables GDP (Japan) GDP (China) GDP (Korea)

Independent variables

 Exports to Japan n/a Stationary Stationary
 Exports to China Stationary n/a Stationary
 Exports to Korea Stationary Stationary n/a

     Note:  Number of observations: 96.    

 Table 2.5      Equilibrium errors  

 Dependent variables  GDP (Japan)  GDP (China)  GDP (Korea) 

 Independent variables 

 Equilibrium error for export to Japan n/a –0.45** –0.88***
 Equilibrium error for export to China –0.54* n/a –1.07***
 Equilibrium error for export to Korea –0.57* –0.29* n/a

     Notes:  Statistical significance is indicated by *(10%), **(5%), and ***(1%); number of 
Observations: 96.    
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  2.4.2     RTA/FTA 

  Trade openness 

 From Table 2.6 we can see that, generally, trade openness is having a positive 
effect on CJK’s GDP. But in the short run, trade openness in these countries 
is still below the equilibrium. This observation suggests that trade open-
ness is still finding its form in China, Japan, and Korea. Although we might 
not see evidence of regionalism, which liberalizes trade in the short run, 
the trend towards openness in trade vis-á-vis regionalism is progressing. 
We can see this through the adjustment rate for the long-run equilibrium 
(the coefficients of residuals) that yields an average of 1.1; consequently, 
we might see regionalism in Northeast Asia happen in the future.        

  2.4.3     Economic modalities 

  Income relation 

 As expected, IIT, TCI and the spill-over effect for the case of Japan 
(Table 2.7), Korea (Table 2.8), and China (Table 2.9) have a positive 
influence on ASEAN4’s income (GDPCAP). The result shows us the 
 importance of these factors for ASEAN’s welfare.                

 Table 2.7      Japan-ASEAN4 relationship  

Dependent variable: LOG(GDPCAP(ASEAN4))

Independent variables Coefficient

IIT Japan-ASEAN4 2.383***
TCI Japan-ASEAN4 0.019***
Spill-over Effect (Japan-ASEAN4) 3.461***
TAX –0.256***
R-squared 0.919

     Notes:  Statistical significance is indicated by *(10%), **(5%), and 
***(1%); number of observations: 8.    

 Table 2.6      Cointegration parameters  

 Dependent variables  GDP (Japan)  GDP (China)  GDP (Korea) 

 Independent variables 

 Equilibrium error for openness to Japan n/a –1.23*** –1.31***
 Equilibrium error for openness to China –1.15*** n/a –0.97***
 Equilibrium error for openness to Korea –0.72** –1.24*** n/a

     Notes:  Statistical significance is indicated by *(10%), **(5%), and ***(1%); number of 
Observations: 96.    
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 Table 2.8      Korea-ASEAN4 relationship  

Dependent variable: LOG(GDPCAP[ASEAN4])

Independent variables Coefficient

IIT Korea-ASEAN4 3.412***
TCI Korea-ASEAN4 0.027**
Spill-over effect (Korea-ASEAN4) 1.425**
TAX –0.072**
R-squared 0.85

     Notes:  Statistical significance is indicated by *(10%), **(5%), 
and ***(1%); number of observations: 8.    

 The spill-over effect variable, which is included in the above regres-
sion, has a more detailed specification. Below is the explanation:

   Spill-over effect:  From Table 2.10 we can conclude that the Northeast 
Asian (Japan, Korea and China) economic growth boosts ASEAN4’s 
economic growth, and confirms the proposition of this study. 
Investment flows, in the form of FDI, has also operated as a dominant 
integrating power in East Asia as a whole. Although we cannot find 
a legitimate determinant for FDI in the output, it is clear that FDI is 
trade-related in nature. With its essentially open and outward-looking 
economies, the region is highly dependent on foreign investment for 
its economic growth. Still, the boosting power of foreign investment 
is not as strong as that felt from the spill-over effect from the giant 
countries of Japan, Korea, and China. Japan, in terms of GDP growth, 
has the biggest influence on ASEAN4, followed by China and Korea 
at the second and third places, respectively. This fact is described by 
the coefficient parameter, which gives the value of 0.546, 0.311, and 
0.250 for Japan, China, and Korea, respectively.   

 Table 2.9      China-ASEAN4 relationship  

Dependent variable: LOG(GDPCAP(ASEAN4))

Independent variables Coefficient

IIT China-ASEAN4 0.233
TCI China-ASEAN4 0.019
Spill-over effect (Korea-ASEAN4) 0.389
TAX –0.232***
R-squared 0.526

     Note:  Number of observations: 8.    
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 The ranking of influence is presumably caused by the number of FDI 
inflows to ASEAN from China, Japan, and Korea. The only bias is seen 
with China and Korea; even though the cumulative FDI from Korea to 
ASEAN4 was bigger than China’s, it does not seem to be reflected in 
the ranking of influence. It is assumed that the high economic growth 
rate of China has been the major contributing factor (Urata, 2008) that 
overtook the influence of Korea’s cumulative FDI flow to ASEAN4. Data 
from the ECM simulation found that China has taken over Japan’s 
role in East Asia, which is true only if we address the long-run effect. 
This section, Economic modalities, only measures the present condi-
tion in the absence of the intertemporal problem. Japan’s influence 
on ASEAN4’s economic growth outweighed China’s more than one 
hundred fold. 

 The flying-geese hypothesis, developed by the Japanese economist, 
Kaname Akamatsu (1935), is frequently proposed as a way to examine 
the patterns and characteristics of East Asian economic integration. “The 
premise of the flying-geese pattern suggests that a group of nations in 
this region are flying together in layers with Japan at the front layer. The 
layers signify the different stages of economic development achieved in 
various countries.” (Xing 2007) In the flying-geese model of regional 
economic development, Japan as the leading goose leads the second-tier 
geese (China and Korea) which, in turn, are followed by the third-tier 
geese (ASEAN4).      

 Table 2.10      Two-stage least squares regression output  

 Dependent variables  Y  C  I  X 

 Independent variables 

 Y n/a 0.776*** –0.087 n/a
 C 0.470*** n/a n/a –0.64**
 I 0.025 n/a n/a n/a
 X 0.072* n/a n/a n/a

 Instrumental variables 
 Y (Japan) 0.546** n/a n/a 2.949***
 Y (China) 0.311** n/a n/a 1.112***
 Y (Korea) 0.250** n/a n/a –3.760
 C (–1) n/a 0.01 n/a n/a
 R n/a n/a 0.137 n/a
 Y (–1) n/a n/a n/a n/a
 EX n/a n/a N/a 0
 G 0.122** n/a n/a n/a

     Note:  Statistical significance is indicated by *(10%), **(5%), and ***(1%).    
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 The low significant value of exports within ASEAN4 in terms of 
creating GDP growth is important to note. These are intriguing facts, 
as exports are considered the main determinant of GDP growth. It is 
suspected that the effect of rivalry between ASEAN4 members and China 
is the main factor that creates this insignificant value. This factor is 
supported by Holst and Weiss (2004), who point out China’s reputation 
for creating short- and medium-term direct and indirect competition 
between ASEAN and China. They argue that ASEAN and China are expe-
riencing intensified export competition in prominent third markets. 
This competition can lead to painful domestic structural adjustments 
within the ASEAN countries in the short run. Then again, the mind-set 
in viewing the economic opportunity or threat depends on whether 
China’s economy is perceived as complementary or competitive vis-à-vis 
individual ASEAN economies and on whether the latter economies are 
able to exploit their complementary opportunities and overcome the 
competitive threats. 

 Chia (2006) argues that “the differences in resource and factor endow-
ments, production structures and productivities lead to a complemen-
tary relationship, whereas similarities in these areas lead to a competitive 
relationship.”  

  The nexus between RCA and IIT 

  A priori,  we expected that RCA would explain the variation of the vertical 
IIT and that the correlation would be positive. The results confirm that 
prediction. Table 2.11 gives proof that the IIT used in the model is the 
vertical IIT. 

 As we used only a simple model, we must be careful with our conclu-
sions. Nevertheless, there is some empirical evidence against the predic-
tion made by the theory for separating the determinants of horizontal 
and vertical IITs. According to the theory, horizontal IIT is explained by 
the interaction between economies of scale and (horizontal) product 

 Table 2.11      RCA-IIT nexus  

Dependent variable: IIT

Independent variable Coefficient

RCA 0.016***
C 0.511
R-squared 0.412

     Notes:  Statistical significance is indicated by *(10%), 
**(5%), and ***(1%); number of observations: 16.    
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differentiation. Vertical IIT can be explained by comparative advantages 
in the context of Heckscher-Ohlin (H-O) or Ricardo-Heckscher-Ohlin 
(R-H-O) framework, without recourse to economies of scale.      

 Following Tharakan and Kerstens (1995), “The latter study 
(Tharakan,1989) which carries out a product-by-product analysis (corre-
sponding to SITC 5-digit ) suggests that the observed IIT is partly due 
to H-O-type determinants and partly caused by other factors such as 
vertical, and in some cases, horizontal product differentiation.” Fukao 
et al. (2003) argue that vertical IIT is likely to be driven by differences in 
factor endowments. Therefore, it is expected that vertical IIT would be 
more clearly seen between developing and developed economies.  

  Regional convergence 

 Stochastic convergence is tested by using the conventional Augmented 
Dickey-Fuller (ADF) regression, which shows significance in proving 
stationarity for y t  (Table 2.12). This indicates long-run convergence 
between the two trading systems.      

 A major drawback of the standard ADF unit root test procedure is that 
the power of the test is quite low. To overcome this problem, I have 
utilized a cointegration test as suggested by Baharumshah et al. (2007). 
The following is the Engle-Granger Cointegration:  

 U ASEANtot CJKtoC tt tASEANtott tASEANtot β β0 1β ββ    (2–25)

 The residual (U  t  ) gives a stationary result (see Table 2.13), which means 
that the two regions have a long-run relationship (convergence). It is 

 Table 2.12      ADF test for term of trade  

ADF test statistic –3.519465 1% critical value* –3.7204
ADF test statistic 5% critical value –2.9850
ADF test statistic 10% critical value –2.6318

    Note: * Significant at 1 % critical value.    

 Table 2.13      ADF test for cointegration residual  

ADF test statistic –5.623714 1% critical value* –3.7204
ADF test statistic 5% critical value –2.9850
ADF test statistic 10% critical value –2.6318

     Note:  *MacKinnon critical values for rejection of hypothesis of a unit root.    
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worth noting that with the test of convergence, EAR should stay in the 
long run. The robust finding surely creates an optimistic view for EAR.         

  2.5     Conclusion 

 We have made an interim conclusion that exports lead the overall growth 
in Northeast Asia. However, it is important to note that Japan’s phase of 
adjustment, in the absence of FTAs/ EPAs, towards long-run equilibrium 
is quite slow compared with the likes of Korea and China, and acts as a 
stumbling block to forming regionalism in East Asia. However, a rough 
proof is found from the period in which we include the periods when 
FTAs and EPAs began to emerge in the mid-2000s. The result is quite 
good since it accelerates Japan’s phase of adjustment. The hard task is 
about making these countries move together in the same phase, which 
is why regionalism is needed. 

 Because regionalism is an abstract term, the use of the RPL index 
is essential. The RPL index is a proxy of the outward orientation of a 
country; or in other words, it serves as a representation of regionalism. 
Regionalism in this case goes hand-in-hand with openness, in which it 
creates trade arrangements that liberalize some sectors in the economy. 
The ECM simulation gives a clear picture of the current form of open-
ness, which is below the equilibrium. It suggests that the trend towards 
regionalism is still lagging, and it somewhat confirms the ineffective-
ness of the current triangular trade in Northeast Asia. It is expected that 
regionalism can eliminate such bias in trade. Baldwin’s limited domino 
effect shows us that the bilateral FTAs conducted by China, Japan, and 
Korea toward other countries will eventually converge the region into 
one RTA. This tendency is accentuated by the test of convergence, which 
shows the potential convergence not only in the Northeast Asian coun-
tries (CJK) but also the East Asian countries that include the Southeast 
Asian region. 

 The spill-over effect from CJK to the ASEAN4 countries is fueling the 
hope for potential regionalism. We will see in Chapter 5 that the GDP 
that comes from the spill-over effect is bridging the path towards EAR. 

 In the short run, there might be a rivalry competition between China 
and ASEAN, then again the mind-set in viewing the economic oppor-
tunity or threat depends on whether China’s economy is perceived as 
complementary or competitive vis-à-vis individual ASEAN economies 
and on whether the latter economies are able to exploit their comple-
mentary opportunities and overcome the competitive threats. 
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 We can see from the tables in this chapter that the degree of the 
products’ complementarity is quite significant. On average, more than 
70% of the CJK products can complement the one that is produced in 
ASEAN countries. In particular, the trend is continuously rising for the 
China-to-ASEAN path. The complementary sectors and products avail-
able between CJK countries and ASEAN will serve as a basis for greater 
cooperation. 

 In order to create integration in East Asia, there is a need to set 
up more formal institutional mechanisms for trade. It is rational for 
such mutually dependent countries in the region to institutionalize 
 de facto  integration through the establishment of regional arrange-
ments (Kawai 2005). The growing significance of the China, Japan, 
and Korea market for ASEAN4 along with other economic modali-
ties such as product complementarities, comparative advantage, and 
intra-industry trade in the region will then serve as the basis for a 
single East Asian-wide FTA. 

 In East Asia, the tariff is cut unilaterally, which in turn creates 
complexity for East Asian firms. This complexity, however, acts as 
building blocks for regionalism, since efforts to form regionalism will 
gain more in the low-tariff environment. As the membership expands, 
regionalism will have a greater grip in East Asia (domino effect). But 
we have to note that this only happens when RTB unilateralism acts to 
prevent complexity from becoming stumbling blocks. As Baldwin (1993) 
suggests, the combination of complexity and unbundling may create a 
new political economic force, which in turn creates a big push from the 
East Asian multinational corporations. 

 In summary, EAR will enable the region to cope with the future chal-
lenges of globalization and remain internationally competitive. An 
integrated East Asia would lead to the advancement in economies of 
scale and allow fuller development of production networks. Moreover, 
Chia (2007) states that EAR could help the less developed East Asian 
economies, which would otherwise become marginalized as they 
lack the attraction of a sizeable market and negotiating resources. As 
Baharumshah et al. (2007) argue, regional integration through RTAs 
is expected to widen the markets of the participating member coun-
tries. Large and growing markets will create greater confidence for both 
domestic and foreign investors. RTAs will allow participating coun-
tries to increase their production, capacity utilization, and employ-
ment as well as investment. At the same time, RTAs will help reduce 
vulnerability to external shocks, capture economies of scale, improve 
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a country’s bargaining position in international markets, and increase 
the average standard of living. In addition to an investment creation 
effect, RTAs can also lead to new prospects for improved business, and, 
without tariffs and quotas on trade within the region, they may also 
propel local firms to rearrange production facilities within the group.  
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   3.1     Introduction 

 This past decade has witnessed the unprecedented change of interna-
tional trade patterns in East Asia. Before 1980, a typical North-South 
inter-industry pattern overwhelmed the East Asian trade (Ando 2006). 
At that time, the traditional theory of comparative advantage, that is 
differences in the endowment factor, was more than enough to explain 
such trade patterns, 

 If we look at East Asia now, it is clear that the traditional compara-
tive advantage theory has become obsolete in regards to trade patterns. 
For instance, trade in machinery parts and components drastically 
increased in both exports and imports in East Asia, pushing up the 
share of machinery products, and the commodity compositions of 
exports and imports became similar. This fact leads us to believe that 
intra-industry trade (IIT) in East Asia has become far more important 
than it was. 

 As Ando (2006) argued, IIT is defined as vertical and horizontal. The 
typical model of IIT that appears in textbooks is the horizontal IIT 
model, which is usually accompanied by horizontal product differentia-
tion. Another popular theoretical model of intra-industry trade is the 
vertical product differentiation model, in which high-income countries 
export high-price, high-quality products while low-income countries 
export low-price, low-quality products. IIT in East Asia is classified as the 
vertical differentiation where production stages are dispersed across the 
national boundaries in order to capitalize locational advantages such as 

     3 
 The Impact of CJK’s Vertical 
Intra-industry Trade on ASEAN4’s 
GDP Per capita   
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easy access to markets and low-cost labor (Clark 2005). In this chapter, 
ASEAN4 countries are used as a proxy for Southeast Asia due to data 
limitation for the Cambodia-Lao-Myanmar-Vietnam (CLMV) countries 
and the incompatibility of data from Singapore and Brunei. 

 As we have seen from Chapter 2, vertical ITT from CJK to ASEAN4 
countries is considered one of factors that can explain the direct rela-
tionship between the increased welfare in CJK with the ASEAN4 coun-
tries’ economic growth. This chapter seeks to prove that premise by 
constructing an appropriate model. In addition, as one third of the globe 
is now in recession, proper identification of ASEAN4’s export pattern 
is becoming an important task. The ASEAN4 countries have the possi-
bility of becoming a hub for CJK, hence shaping the future of East Asia. 
Should we know to which degree ASEAN4’s exports are dispersed, we 
could easily extract the proper policy to cope with any economic shocks. 
Section 3.2 of this chapter gives a literature review of intra-industry 
trade while Section 3.3 covers materials and methods. Section 3.4 exam-
ines the result of the regressions, and Section 3.5 presents concluding 
remarks.  

  3.2     Literature review 

 This section provides the development of the theory of international 
trade. As this chapter deals with the new trade theory that incorporates 
intra-industry trade, knowing the basics of international trade will help 
us to better understand the East Asia trade story. 

  3.2.1     Intra-industry trade 

 This section is inspired from the work of Donald Davis (1995). He 
delicately combined the Heckscher-Ohlin and David Ricardo (1817) 
comparative advantage theory. Pure theory of international trade, 
through its restrictive list of assumptions, provides important insights 
into a complicated world. Characteristics of modern trade, in particular 
product differentiation, intra-industry trade (IIT), and imperfect compe-
tition, mean that predictions of orthodox theory no longer adequately 
model international trade; IIT reflects 20% of world trade and is partic-
ularly prevalent between developed nations where there is often no 
clear comparative advantage. New theories have therefore attempted 
to explain the existence of this important development on the world 
exchange and in particular exchanges between countries with relatively 
similar factor endowments and no comparative advantages. New trade 
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theories include, among others, the gravity model of trade, the theory of 
a technological gap, and Vernon’s product life cycle theory. 

 This section concentrates on the demand-side theories, which focus 
on economies of scale and the supply-side theories, which focus on 
increasing income levels giving rise to demand for a greater variety 
of goods. This section also provides an overview of institutional 
theories that explain trade barriers and the impact of multinational 
corporations. 

 The classical, or Ricardian model of international trade explains the 
existence of international exchange through differences in produc-
tivity between countries; countries will then specialize in the produc-
tion of commodities in which they possess a comparative advantage. 
There are therefore universal welfare gains from specialization and 
subsequent exchange. This theory overlooked an important aspect of 
international trade, however: differences in resources amongst coun-
tries. The Heckscher-Ohlin (H-O) model therefore attempted to explain 
differences in international costs (and therefore the potential gains from 
exchange) by differences in the distribution of factors of production; 
countries will specialize in commodities that are intensive in the factor 
of production that they possess in relative abundance. Although the 
comparative advantage explanation of international trade fits neatly 
into the world of inter-industry trade, it does not predict the existence 
of intra-industry trade: the two-way exchange in commodities within 
the same industrial sector; furthermore, the famous work of Leontief 
(1953, 1956) has put the significance of the H-O theorem into doubt. It 
has been argued that the introduction of economies of scale adequately 
explains the existence of such trade; comparative advantage explains 
the existence of inter-industry exchange, economies of scale, and the 
existence of intra-industry trade. 

 According to comparative advantage–based theories, industrialized 
countries should not trade with each other (trade should occur between 
developed and developing countries but not within each of the groups). 
Given that developed nations are similar in their productive capabili-
ties (and demand patterns) they are likely to have similar comparative 
advantages and factor endowments (skilled labor, capital), hence trade 
between such countries would be limited at best. In actual fact, industri-
alized countries trade extensively with each other, with more than two 
thirds of all developed-country trade taking place with other developed 
countries. The other empirical fact is the existence of intra-industry 
trade, which appears to be inconsistent with the comparative advantage 
based theories. 
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 Grubel and Lloyd (1975) devised a measure of intra-industry trade 
(first noted in the early 1960s) in equation 3–1:  
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 There are two types of intra-industry trade: (i) Horizontal intra-industry 
trade is the exchange of differentiated products produced with iden-
tical factor intensities, featuring the same product quality and carrying 
the same price; and (ii) Vertical intra-industry trade, which alludes to 
 quality-differentiated products utilizing different factor intensities and 
sold at different prices. Eighty per cent of IIT was discovered to be vertical 
ITT, where in empirical analysis price differences are used to distinguish 
between the two (15%–20%); Grubel and Llyod (1975). 

 Economies of scale may act as an incentive for international trade – 
concentrating production in one country may lead to increased world 
production at a given level of labor. There may therefore be mutual 
gains from trade without differences in factor endowments. However, 
specialization reduces the scope for the domestic production of a 
range of goods to meet domestic consumers’ demands. By introducing 
the possibility of international exchange, countries can specialize in 
production to benefit from these increasing returns, thereby reducing 
the number of products that a country produces and increasing the 
variety available to the domestic consumer. This theory explains the 
existence of horizontal intra-industry trade between developed coun-
tries: as national income increases, the demand for characteristics of a 
specific good increases. The industrial structure of a country’s economy 
will still be determined by its factor endowments, but economies 
of scale limits the subsets of production within that industry. Intra-
industry specialization and subsequent exchange then occurs to satisfy 
demand by concentrating production in arbitrary products within the 
specified industry (Krugman 1983). The classic example of this two-way 
flow of similar goods within the same industry is that of car production 
and trade. Car production takes place in a variety of economies, yet 
we see the existence of car trade flows between these countries. This 
pattern reflects the internal economies of scale argument for interna-
tional trade, leading us away from a world of perfect competition into 
the realms of imperfect competition. 
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 Not all scale economies, however, lie at the level of the individual 
firm. Concentrating industries within a certain geographical area may 
create economies even if the individual firms remain small. Rather than 
specialization occurring due to the relative abundance of factors, special-
ization reflects the external economies of scale: specialized suppliers, 
labor market pooling, and knowledge spill over. The concentration of 
industries represents these external economies of scale. Firms would 
find it hard to establish production in other areas due to the highly 
specialized and technical requirements of inputs – one firm would not 
be able to provide a large enough market to keep its suppliers in busi-
ness. Indeed, many of the firms and personnel within this industry are 
based domestically, but are under foreign ownership. 

 This shift to imperfect competition allows for the introduction of 
“dumping,” and in particular reciprocal dumping, into the analysis of 
international trade. If monopolies in two countries each produce the 
same good with identical marginal and transport costs, then neither has 
a lower relative cost and mutually beneficial trade is not possible under 
the law of comparative advantage. Trade may occur with the introduc-
tion of dumping: each firm limits production in its home market to keep 
prices high, but if one can sell a small quantity in the other’s market, it 
will add to profits even if the price is below its domestic price; the nega-
tive effect on the price of existing sales is met by the foreign country and 
each therefore has an incentive to “raid” the other. Intra-industry trade 
is thus stimulated and contradicts the law of comparative advantage. 

 Both these theories argue against the traditional analysis. It can equally 
be argued, however, that comparative advantage, combined with factor 
endowments, can explain the existence of intra-industry trade without 
resorting to the increasing returns theory. Empirical evidence has failed 
to explain the role of scale economies in determining intra-industry 
trade, and tests based on the Grubel-Lloyd measure of IIT have consist-
ently shown a significant negative relationship between IIT and proxies 
for scale economies. Davis (1995) argues that the conditions that char-
acterize IIT allow for an extremely simple account based on comparative 
advantage theory – scale economies provide one explanation but are not 
the only reason. Intra-industry trade fits into the essence of Ricardian 
theory: technical differences are relevant to trade patterns when the 
expansion of an individual sector does not drive up marginal opportu-
nity costs. This is the very definition of intra-industry trade – the trade 
in goods of similar factor intensity; substitution possibilities would 
therefore be excellent, and marginal costs may remain constant when 
sectors are expanded or contracted if the number of goods is relatively 
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large in comparison to the number of factors. Davis (1995) went on to 
show that intra-industry trade arises quite naturally in a  constant  returns 
setting and bears a special relation to traditional Ricardian determinants 
of international trade. Small technical differences induce specialization 
and trade in the intra-industry trade setting. It has also recently been 
argued that the criticisms of the H-O theory are greatly exaggerated and 
that both the H-O and new trade theories have different but complemen-
tary strengths and can therefore co-exist (Wood, 1994). In Falvey (1981) 
and Falvey and Kierzkowski (1987), IIT with vertical product differen-
tiation takes place under perfect competition. Falvey and Kierzkowski 
(1987) assume that the differentiated product sector is of the H-O type 
with constant returns to scale technology identical across countries, but 
Ricardian in terms of technology, with fixed and different factor intensi-
ties at the variety level; higher (lower) quality variety is produced with 
a higher (lower) capital-labor-ratio technology and has a higher (lower) 
price. Each individual demands only one type of differentiated product 
according to the individual’s income, resulting in an aggregate demand 
for a variety of quality-differentiated goods. Vertical ITT occurs when 
two countries with differences in income distribution have different 
factor endowments or different technologies in the homogeneous 
product sector. 

 As highlighted in the earlier increasing returns theory, product differ-
entiation may account for much of the intra-industry trade in the world 
economy. Balassa and Bauwens (1988) show that product differentia-
tion tends to increase intra-industry trade and standardization tends to 
decrease it. The gravity equation, predicting that the volume of bilat-
eral trade is positively related to the product of the countries’ domestic 
products and negatively related to trade barriers between partners, has 
also been successful in describing international trade. However, both 
the Heckscher-Ohlin and the increasing returns–based model predict 
the gravity equation. The work on “geography and trade” (Krugman 
and Venables 1990) takes the product differentiation and increasing 
returns theories one step further with the addition of trade costs: reduc-
tions in trade costs may lead to increased concentration and a decreased 
share of intra-industry trade. With the introduction of multinationals, 
however, similarities in country size may not lead to increased intra-in-
dustry trade, as this trade can be replaced by activities of multinationals. 
Finally, Vernon’s product life cycle analysis moves away from compara-
tive advantage to the strategic behavior of the firm. 

 A new trade theory is therefore needed as a response to the (apparent) 
failure of traditional analysis to explain the existence of trade 
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between similar countries and, more specifically, intra-industry trade. 
Comparative advantage theory is apparently contradicted by the flow 
of similar goods between developed countries (and to a lesser extent 
between rich and poor countries); by allowing for increasing returns, 
intra-industry trade can be explained between developed countries by 
the demand for characteristics of goods. The structure of a country’s 
industry will still be related to its comparative advantage, but coun-
tries will arbitrarily specialize production within those industries in 
order to take advantage of economies of scale. International exchange 
then allows the satisfaction of consumers’ demands for characteristics 
of goods. Sufficiently large external economies of scale will also lead 
to international exchange if production is concentrated in particular 
geographical areas. Trade can also occur (without countries possessing 
a comparative advantage) if markets are segmented, allowing for the 
possibility of reciprocal dumping. However, Ricardian theory still plays 
an important role in the theory of international exchange, explaining 
the existence of inter-industry and, it can be argued, intra-industry 
trade. New trade theory is therefore a complement and not an alterna-
tive to the classical analysis.  

  3.2.2     Vertical ITT and regional integration 

 Many previous studies, including Athukorala (2006), Ng and Yeats 
(2001), and Yeats (2001) provide statistical evidence to show that the 
expansion of trade in East Asia has been accompanied by a rise in 
vertical ITT. Wakasugi (2009) used the gravity equation to prove that 
vertical ITT has been a major contribution to trade expansion in East 
Asia and considers it a benchmark towards regional economic integra-
tion in East Asia. East Asia is more heterogeneous compared to other 
regions; for instance, there is a huge income gap within the region. 
Table A.4 provides data for GDP per capita and the openness for ASEAN 
countries and CJK. As seen in that table, for the last 30 years, there was 
little variation in income. Singapore, Japan, Korea, and Brunei are are 
considered as high income countries with the GDP per capita ranging 
from US$25,000 to US$45,000; on the other side we also have Malaysia, 
Thailand, and China, which are classified as upper middle income coun-
tries with the GDP per capita ranging from US$7,000 to US$10,000. 
Indonesia, Vietnam, the Philippines, and Laos are lower middle income 
countries with the GDP per capita ranging from US$2,500 to US$4,000. 
And in the lowest income level are Cambodia, with the GDP per capita 
of US$1,700. This income variance has undoubtedly been a major factor 
in the trend of fragmentation in East Asia. The fragmentation that leads 



The Impact of CJK’s Vertical Intra-industry Trade 55

to delicate production network is expected to fuel regional integration 
with the help of vertical ITT. Wakasugi (2009) proves that the share of 
vertical ITT has been rising in East Asian countries, and that it has a 
significant impact on the expansion of trade among these countries. 
With the trade expansion, the factor of production has experienced a 
change in price. 

 Jones and Kierzkowski (2001) mention the changes in price of 
production factors caused by the increase of fragmentation. We see 
that fragmentation improves the welfare of a country in two ways. 
First, it increases the wage rate in countries where labor is a relatively 
abundant production factor, while it lowers the wage rate in countries 
where capital is abundant. In the long-term this equalizes the wage rate 
between the two countries. Second, the development of fragmentation 
raises productivity through a realization of the scale economy. Even 
assuming that the fragmentation is induced by FDI, and that a part of 
the benefit from FDI is refluxed to the investing country as a reward of 
capital, the fragmentation still contributes to a rise of income through 
the increase in wage rates and job opportunities. Or to put it in a collo-
quial manner, as the production networks expand in the region, the 
income gap is expected to diminish in the future. Having said this, 
we might see a more homogeneous environment in the future with 
horizontal intra-industry trade. Since the development of fragmenta-
tion enhances welfare, introducing the policies to provide favorable 
conditions for fragmentation should be a common goal for East Asian 
countries. 

 It is also interesting to see from Table A.4 that the growth of GDP 
per capita is influenced by a higher percentage of openness. This trend 
implies that regional integration may help the region to develop even 
more than the current condition. This expected future pattern will create 
sustainable growth in East Asia.  

  3.2.3     Export regional concentration and economic growth 

 So far, theories of international trade have been discussed so that the 
concept of vertical ITT as a combination from some classical interna-
tional trade theories can be understood. Vertical ITT is deemed to be vari-
able of economic integration given the recent development in East Asia. 
In order to construct an appropriate model, the author uses a control 
variable that measures exports and geographical concentration. Because 
the existing literature on the impact of export regional concentration on 
economic growth is limited, this section gives a broad, common sense 
discussion of the concept. 
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 In general terms, if a group of countries has a very high market concen-
tration in specific regions, it takes only a few changes in the export 
markets to cause significant changes to their economy. High levels of 
export regional concentration are sometimes interpreted as an indica-
tion of vulnerability to economic changes in a small number of export 
markets. This chapter employs the regional Hirschman index (RHI) to 
measure the degree of export regional concentration.   

  3.3     Methodology 

  3.3.1     Intra-industry trade (IIT) 

 Intra-industry trade or IIT is a measure of the degree to which trade in 
a particular sector represents intra-industry trade (based on scale econo-
mies and/or market structure). By engaging in IIT, a country can reduce 
the number of similar goods it produces, and benefit from scale econ-
omies. Higher IIT ratios suggest that these sources of gains are being 
exploited. IIT may also indicate that adjustment costs would be lower 
with trade expansion. Equation 3–2 below gives us the formula:  

 
IIT

X Mij ij ij ijMM

ij ij
=

−⎡⎣⎡⎡ ⎤⎦⎤⎤( )X Mij ijMijM
( )X Mij ijMM

   
(3–2)

 Where X  ij   and M  ij   are the home country’s exports of industry  i  goods to 
country  j  and imports of industry  i  goods from country  j , respectively. 
The absolute value of X  ij   – M  ij   denotes that the sign of the trade balance 
is ignored. IIT  ij   = 1 if all trade in industry  i  goods is intra-industry trade, 
that is X  ij   = M  ij   and IIT  ij   = 0 if all trade in industry  i  goods is inter-industry 
trade, that is X  i j  =0 or M  i j  = 0. When it is expressed in percentage terms, 
it should be multiplied by 100; the index would vary from 0 to 100 
and can be expressed as a percentage of the total trade. In other words, 
higher index values are associated with greater intra-industry trade as a 
proportion of total trade, which serves best for creating regionalism in 
East Asia. 

 As already indicated in this section, to some extent intra-industry trade 
can be considered a classification problem, as different types of goods 
and services are lumped together in the same sector. In practice, inter-
national trade flows are classified in various ways. Using the standard 
international trade classification we can distinguish ten different broad 
sectors (the so-called 1-digit level). Each of these 1-digit sectors can, in 
principle, be subdivided into ten more detailed 2-digit sectors. Each of 
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the 2-digit sectors can in turn, in principle, be subdivided into ten even 
more detailed 3-digit sectors, and so forth. Sector 6 at the 1-digit level, 
for example, consists of “manufactured goods.” One of the sub-sectors 
at the 2-digit level is sector 61, “leather manufactures,” while another is 
sector 63, “cork/wood manufactures.” Analyzing intra-industry trade at 
the very broad 1-digit level therefore classifies trade of leather manufac-
tures in exchange for cork/wood manufactures as intra-industry trade, 
which seems unwarranted. Looking at the more detailed 2-digit level, 
this problem partially disappears and a smaller extent of trade is there-
fore classified as intra-industry trade. A further reduction occurs if we 
look at even more detailed levels of aggregation. The 3-digit level, for 
example, distinguishes between cork manufacturers (sector 633) and 
different types of wood manufacturers (sectors 634 and 635) separately. 
IIT itself is divided into two types, horizontal IIT and vertical ITT. This 
chapter provides two formulas for identifying the types. 

  Revealed comparative advantage (RCA) 

 Comparative advantage underlies economists’ explanations for the 
observed pattern of inter-industry trade. In theoretical models, compar-
ative advantage is expressed in terms of relative prices evaluated in 
the absence of trade. We measure comparative advantage indirectly. 
Revealed comparative advantage indices use the trade pattern to iden-
tify the sectors in which an economy has a comparative advantage, by 
comparing the country of interests’ trade profile. Equation 3–3 shows 
the formula:  

 
RCACC

X
X

d isd d sX d

wd iwd wd wX d

=
∑ ∑xd ix sd

∑ ∑xwd iwd    
(3–3)

 Where  s  is the country of interest,  d  and  w  are the set of all countries in 
the world,  i  is the sector of interest,  x  is the commodity export flow and 
 X  is the total export flow. The numerator is the share of good  i  in the 
exports of country  s,  while the denominator is the share of good  i  in the 
exports of the world. It takes a value between 0 and +∞. A country is said 
to have a revealed comparative advantage if the value exceeds unity. 

 The RCA functions to determine the type of industry and whether it 
is vertical or horizontal (Faustino, 2008). Equation 3–4 below gives us 
the model:  

 IIT RCA eCt tTT RCACC t= β β+ 1β+    (3–4)
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 Faustino argues that vertical ITT has an underlying hypothesis that 
goods are produced under different factor proportions and are exported 
according to comparative advantages, thus it is expected that we will 
find a positive correlation between vertical ITT and RCA and a negative 
correlation between horizontal IIT and RCA.  

  Threshold system 

 This chapter employs two types of thresholds; the first one follows the 
works of Abd-el-Rahman (1991), Greenaway, Hine, and Milner (1994), 
and Fontagné, Freudenberg, and Péridy (1997), which mainly use a 15% 
threshold to distinguish between horizontally and vertically differenti-
ated products; the second one is based on the work of Fukao (2003) that 
employs a 25% threshold for the IIT identification. This chapter used 
the SITC data up to a five-digit classification of UN Comtrade. Although 
the classification is a bit more complex, it reflects the raw materials used 
in production, production stages, product descriptions, technological 
progress, and other factors as its characteristics, which is appropriate for 
reflecting the inter-process division of labor. Equations 3–5 and 3–6 give 
the horizontal IIT and vertical ITT formulas, respectively. Where unit 
values of imports (UVij

m) and exports (UVij
x) for a particular dispersion 

factor ( ) satisfy the condition,  
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 Where: α = 0.15 or 0.25   

  3.3.2     Regional Hirschman index (RHI) 

 The Hirschman index is a measure of the geographical concentration 
of exports. It tells us the degree to which a region or country’s exports 
are dispersed across different destinations. High concentration levels 
are sometimes interpreted as an indication of vulnerability to economic 
changes in a small number of export markets. The regional Hirschman 
index is defined as the square root of the sum across destinations of 
the squared export shares for the region under study to all destinations. 
It takes a value between 0 and 1. Higher values indicate that exports 
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are concentrated on fewer markets. Equation 3–7 below gives us the 
formula:  

 
RHIHH
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 Where  s  is the set of source countries under study,  d  is the set of destina-
tions,  w  is the set of countries in the world, and  X  is the bilateral flow of 
exports from the source to the destination. Since we want to sum over 
all destinations, the sets  d  and  w  contain the same elements. But RHI has 
limitations; for instance, it is subject to an aggregation bias, thus data 
that is more disaggregated gives more reliable results.  

  3.3.3     The panel data model 

 There are several reasons for the increasing interest in panel data sets. 
An important one is that their use may offer a solution to the problem 
of bias caused by unobserved heterogeneity, a common problem in the 
fitting of models with cross-sectional data sets, which will be discussed 
in the Section 3.4. A second reason is that it may be possible to exploit 
panel data sets to reveal the dynamics that are difficult to detect with 
cross-sectional data. 

 The log linear form below in equation 3–8 is the specific model used 
in this chapter:  
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 Where:
LogGDPCAP (ASEAN4)  it   =  The log form of GDP per capita for ASEAN4 

countries. Log form is used to capture the 
growth 

 IIT (China)  it    = China’s  v ertical ITT to ASEAN4 countries 
 IIT (Japan)  it    = Japan’s  v ertical ITT to ASEAN4 countries 
 IIT (Korea) it   = Korea’s  v ertical ITT to ASEAN4 countries 
 TAX  it    = The tax rate of ASEAN4 countries 
 Inflation  it    = The inflation rate of ASEAN4 countries 
 RHI  it    =  The Regional Hirschman Index of ASEAN4 

countries 
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 β 0   = Intercept 
 β 1 , β 2 , β 3 , β 4 , β 5 , β 6  = The variable’s coefficients 
 e t   = Error term 

 The overall economic growth in China, Japan, and Korea has a signifi-
cant impact on all Southeast Asian countries, and the key variable is 
the IIT. Because East Asia is now facing a rising share of vertical ITT 
(Wakasugi, 2007), it is important to measure its effect especially when 
it plays an important role in explaining the recent expansion of trade 
within East Asia. 

 This book uses vertical ITT rather than IIT. We expect that China, 
Japan, and Korea’s vertical ITT will give positive signs for ASEAN4’s 
GDP per capita growth. Or to put it in other words, CJK’s vertical ITT 
is expected to give a boost to the South East Asian countries’ welfare 
because of the linear relation between vertical ITT with the GDP per 
capita growth in ASEAN4 countries. 

 Vernon’s product life cycle theory explains that when the stage of 
production is mature enough, it will find ways to expand its capacity. 
One of the ways will be on the production relocation. This relocation 
will lead to a vertical ITT in the selected region. We can also use this 
theory to understand the process that happens in CJK countries. The 
integration process in CJK will help them to increase their overall growth 
in the long run, hence creating fast product maturity. When the produc-
tion process is on the verge of maturity, the CJK will try to expand their 
production process to Southeast Asia, which will create a boost to the 
Southeast Asian economy. 

 As one of the control variables, the regional Hirschman index (RHI) 
was used to measure ASEAN4’s export geographical concentration. The 
expected result is that the export regional concentration has a negative 
effect to the growth of GDP per capita in ASEAN4 countries. We also 
expect to have negative signs for tax and inflation rate for the growth 
of GDP per capita.   

  3.4     Results and discussion 

  3.4.1     Determining the types of IIT 

  The nexus between revealed comparative advantage and intra industry trade 

 Before we move on to the regression result, it is important to know the 
“behind the scenes” process by having RCA figures for ASEAN4 and CJK 
countries (see Table 3.1). From the RCA table, we can see each country’s 
comparative advantage head-to-head with others. 
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 Among the countries, Japan shows a clear comparative advantage 
in automobiles, China is strong in electronics, Korea is dominant in 
telecommunication, Malaysia is powerful in office and telecom equip-
ment, and Thailand is strong in chemicals. Indonesia has the advantage 
in agricultural and mining products, while the Philippines is strong in 
integrated circuits and electronic components. 

 A summary of each country’s strengths and weaknesses includes 
China’s strong comparative advantage in electronics, but it lags behind 
in fuels and mining products. Japan has a strong comparative advantage 
in automotive products, electronics, and general machinery, whereas its 
agricultural and textile industries show weaknesses. Korea has a compar-
ative advantage in telecommunication equipment and automotive prod-
ucts but its comparative advantage is quite low in textiles. Indonesia has 
a comparative advantage in agricultural products and iron and steel; 
while Indonesia shows some weaknesses in manufacturing. Malaysia 

 Table 3.1      RCA in ASEAN4 + CJK  

 RCA  China  Japan  Korea  Indonesia  Malaysia  Thailand  Philippines 

Agricultural 
products

0.308 0.115 0.184 3.155 1.342 2.375 0.663

Food 0.516 0.066 0.114 2.785 1.344 0.551 0.736
Fuels and mining 

products
0.298 0.197 3.397 1.847 0.731 0.537 0.264

Fuels 0.212 0.318 0.434 1.790 2.150 3.482 0.331
Manufacturing 1.781 47.276 1.126 0.649 31.007 20.471 33.568
Iron and steel 2.346 5.757 4.431 1.962 1.426 0.068 0.414
Chemicals 5.850 11.771 0.808 0.715 7.024 13.528 2.322
Pharmaceuticals 0.041 0.035 0.024 0.024 0.006 0.243 0.004
Machinery and 

transport 
equipment

20.579 27.943 29.055 14.113 44.676 22.628 7.656

Office and telecom 
equipment

6.823 6.956 9.858 1.439 15.965 4.321 23.071

Electronic data 
processing and 
office equipment

13.125 1.297 1.492 0.556 4.965 9.854 4.034

Telecommunications 
equipment

1.284 5.392 26.481 0.402 7.655 2.846 2.189

Integrated circuits 
and electronic 
components

1.935 7.041 3.784 0.542 14.954 1.520 15.867

Automotive 
products

1.012 10.829 5.098 1.760 0.256 6.012 1.779

Textiles 0.703 0.602 0.334 0.747 0.071 0.526 0.048
Clothing 1.609 0.021 0.070 1.587 0.460 0.554 0.609

   Source:  Author’s own calculation.  
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has a strong comparative advantage in general machinery and manufac-
turing that is driven by electronic components and telecom equipment, 
whereas its iron and steel products show weaknesses. Thailand has a 
comparative advantage in automotive products, electronics, and manu-
facturing especially chemical products but its comparative advantage 
is quite low in textiles. The Philippines has a considerable comparative 
advantage in integrated circuits and electronic components, while it lags 
behind on textiles.      

 East Asia has several modalities with which to realize regionalism, 
based on the RCA comparison. Even if they have the same comparative 
advantage, trade will still occur, and countries will still have gains from 
trade. This is true if we also include the intra-industry trade. Different 
factor proportions make the trade possible, that is, vertical intra-in-
dustry trade. In this sense, the dissimilarities among the countries can 
be seen as a positive. Overall, high RCA tends to create high IIT. We 
expect that RCA would explain the variation of the vertical ITT and that 
the correlation would be positive. As the Heckscher-Ohlin model can 
explain vertical ITT and has an underlying hypothesis that goods are 
produced under different factor proportions, it is expected that we will 
find a positive correlation between vertical ITT and RCA and a negative 
correlation between horizontal IIT and RCA. The results confirm that 
prediction. From the regression result in Table 3.2, it is clear that the 
RCA is positively affecting the IIT. The trend also shows the positive 
correlation between RCA and IIT (see Figure 3.1). This trend can also 
be explained by Vernon’s PLC Theory. The theory explains that when 
the stage of production is mature enough, it will find ways to expand 
its capacity. One of the ways will be on the production relocation. This 
relocation will lead to a vertical ITT in the selected region. We can apply 
this theory to the process of what happens in CJK countries. The integra-
tion process in CJK will help them increase their overall growth in the 

 Table 3.2      RCA-IIT nexus  

 Dependent variable: IIT 

Independent variable Coefficient

RCA 0.0160***
C 0.511

R-squared 0.412

     Note:  Statistical significance is indicated by *(10%), 
**(5%), and ***(1%); number of observations: 8.    
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long run, hence creating a rapid product maturity. When the production 
process is on the verge of maturity, China, Japan, and Korea will try to 
expand their production process to Southeast Asia, thus creating a boost 
for the Southeast Asian economy.           

 Because a simple model was used, caution should be employed when 
making conclusions. But, there is some empirical evidence against 
the prediction made by the theory for separating the determinants of 
horizontal and vertical ITT. According to the theory, horizontal IIT is 
explained by the interaction between economies of scale and (horizontal) 
product differentiation. Vertical ITT can be explained by comparative 
advantages in the context of the Heckscher-Ohlin or Ricardo-Heckscher-
Ohlin framework, without recourse to economies of scale.  

  The threshold system 

 As mentioned in Section 3.3, the threshold system helps differentiate 
the types of IIT. This chapter combines two thresholds (15% and 25%) 
in order to have a credible result (see Table 3.3)      

  15% Threshold.   China’s IITs to ASEAN4 countries are classified as 
horizontal. This conclusion is a solid one since between 2000 and 
2008, horizontal IIT (68.75%) dominated China’s IIT compared with 
vertical ITT (31.25%). Japan’s IITs to ASEAN4 countries are classified 
as vertical ITT during 2000 to 2008, when 62.50% of its IIT trade was 
deemed vertical (versus horizontal IIT, 37.50%). Korea’s IITs to ASEAN4 
countries are also classified as vertical ITT. From 2000 to 2008, vertical 
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ITT (78.13%) dominated Korea’s IIT compared with those classified as 
horizontal IIT (21.88%).  

  25% Threshold .  China’s IITs to ASEAN4 countries are classified as 
horizontal IIT, and from 2000 to 2008, accounted for 78.13% of its IIT, 
versus those classified as vertical ITT (21.88%). Like China, Japan’s IITs 
to ASEAN4 countries are classified as vertical ITT. From 2000 to 2008, 
Japan’s vertical IIT accounted for 78.13% of its IIT compared with 
horizontal IIT (21.88%); and Korea’s IITs to ASEAN4 countries are also 
classified as vertical ITT. Vertical IIT accounted for 71.88% of Korea’s IIT 
from 2000 to 2008. Korea’s horizontal IIT made up only 28.12% of its 
intra-industry trade. 

 Both thresholds (15% and 25%) confirm the same thing: That 
China’s IIT to ASEAN4 countries is horizontal IIT while Japan’s and 
Korea’s are vertical ITT. This finding is understandable since Japan 
and Korea experience a substantial income gap with ASEAN4 coun-
tries while China is considered on the same level with the ASEAN4 
countries. If we look in absolute values, China can be placed as the 
front runner in East Asia given its significant impact on the volume 
of traded goods. But looking at GDP per capita, China does not show 
a substantial difference with the ASEAN4 countries. This is true for 
the case of aggregated products that are traded, but with product frag-
mentation, results will differ. This specific issue will be discussed in 
more detail in Chapter 4 when the determinants of CJK’s vertical IIT 
to ASEAN4 countries is covered. 

 Table 3.3      Threshold system, 2000–2008  

 Country  Thresholds (%)  HIIT  VIIT 

China 15 0.687 0.312
25 0.781 0.218

Japan 15 0.218 0.781
25 0.375 0.625

Korea 15 0.218 0.781
25 0.281 0.718

  Note: The table is derived from the total goods that are traded between 
CJK and ASEAN4 countries. The HITT and VIIT column is given as a 
proportion of all the horizontal IIT and vertical ITT on each of the 
CJK countries to ASEAN4 from the year 2000 to 2008. The thresholds 
column classifies IIT into two threshold calculations, 15% and 25%.  

  Source:  Author’s own calculation. 



The Impact of CJK’s Vertical Intra-industry Trade 65

 What happens if ASEAN4 is looked at by each individual country? We 
might see unique characteristics of a country facing the China, Japan, 
and Korea’s vertical IIT. Since Japan and Korea’s results are the most 
coherent with the goal of this chapter, we shall look deeper into these 
cases only. 

 Based on the author’s simulation, Japan is doing vertical IIT mostly 
with the Philippines, followed by Malaysia, Thailand, and Indonesia. 
The vertical ITT flow from Japan to the ASEAN4 countries is mainly 
influenced by each country’s comparative advantage in manufac-
turing. Given the high comparative advantage in manufacturing 
(see Table 3.3), the Philippines is experiencing a large flow of vertical 
ITT from Japan. The Philippines is also benefiting from the huge 
income gap with Japan, compared with other ASEAN4 countries. This 
income gap explains why Indonesia lies on the ground level while 
the Philippines sits at the top. It is also implied that Japan has more 
of a focus in developing its manufacturing industries as it expands 
production abroad. This fact is also supported by Fukao et al. (2003) 
who believes that vertical ITT is closely related to offshore production 
by multinational enterprises. 

 Korea is more focused on expanding its capacity in telecommunica-
tions equipment to ASEAN4 countries (see Table 3.3). The simulation 
states that Korea is doing vertical ITT mostly with Malaysia followed by 
Thailand, the Philippines, and Indonesia (again at the ground level). 
Malaysia is benefiting from the RCA index in telecommunications 
equipment, which is slightly better than other ASEAN4 countries (see 
Table 3.3). 

 The failure of Indonesia to catch an opportunity from Japan and Korea 
is an interesting case. Because Indonesia has some weaknesses in manu-
facturing, it faces the problem of compatibility to vertical ITT from Japan 
and Korea. But this is only true when data from total trade is included. 
Product fragmentation will give different results, as will be shown in 
Chapter 4. If Indonesia does not seriously shift to a more industrial-
ized structure it will face serious issues. Unfortunately for Indonesia, 
it underwent a de-industrialization process after being severely hit by 
multiple crises in 1997 (Mansur 2008).    

  3.4.2     Regional Hirschman index (RHI) 

 From the explanation in Section 3, it is already clear that RHI gives a 
good description on the degree of the regional concentration of exports 
in a country. Knowing the figures will help countries to shape their trade 
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policy in the future. Countries with high RHI indices will be more prone 
to economic shocks. 

 The simulation proves that Indonesia and Malaysia are clearly making 
progress in diversifying their exports to other regions and/or countries. 
On the other contrary, exports from Thailand and the Philippines are 
becoming more concentrated to certain markets. If the trend continues 
(which is likely, given the upward trend of the RHI), Thailand and also 
the Philippines will have a higher chance of experiencing a crisis. Serious 
action should be taken to cope with the problem since the crisis has the 
potential to spread to the neighboring countries, as happened in 1997.  

  3.4.3     Panel data model-regression result 

 Table 3.4 contains the regression result. Earlier in the chapter, we expected 
to see a positive and significant effect on China, Japan, and Korea vertical 
IIT with respect to income per capita growth in ASEAN4 countries. But, 
as shown in Table 3.4, this is true only for Japan and Korea. 

 No pronounced effect on China was seen, as that country is at the 
same level as the ASEAN4 countries in terms of income per capita and 
therefore it does not face a substantial income gap with ASEAN4 coun-
tries. Since vertical ITT happens as a result of a difference in propor-
tion, measuring China’s vertical ITT at this point is not relevant. 
Additionally, Table 3.3 showed that China’s IIT is the horizontal type 
instead of vertical. Running the data for total trade amounts yields the 
same result. Product fragmentation into parts and components will also 
yield different results, which will be discussed further in Chapter 4. 

 Table 3.4      Regression result  

  Dependent variable : Log(  GDPCAP-ASEAN4) 

  Independent Variable    Coefficient    t-Statistic  

 IIT (China to ASEAN4)  –0.394  –0.567 
 IIT (Japan to ASEAN4)  1.309  2.378** 
 IIT (Korea to ASEAN4)  1.080  1.794* 
 TAX  –0.146  –3.816*** 
 INFLATION  –0.045  –2.461** 
 RHI  –5.897  –4.088*** 
  R-squared  
  Adjusted   R-squared  

  0.91393  
  0.893278  

     Notes : Statistical significance is indicated by *(10%), **(5%), and ***(1%); 
included observations: 8.    
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 The RHI, as expected, has a negative sign, which is a clear indica-
tion that a high regional export concentration will only hamper the 
income per capita growth in ASEAN4 countries. A single increase 
on the index will have an immense negative impact on the ASEAN4 
income per capita growth. Sound policy measures are needed to help 
the region from falling prey to this kind of crisis. It is therefore neces-
sary for policy makers from ASEAN and China, Japan, and Korea to 
come together to build institutions that will help create a policy that 
will lead to regionalism. It is also interesting to see the impacts of tax 
and inflation on ASEAN4’s income per capita growth. Economic theory 
provides an explanation for a negative relationship between taxes and 
income per capita growth. Taxes raise the cost or lower the return to 
the taxed activity. Income taxes create a disincentive to earn taxable 
income. Individuals and firms have an incentive to engage in activities 
that minimize their tax burden. As they substitute activities that are 
taxed at a lower rate for activities taxed at a higher rate, individuals 
and firms will engage in less productive activity, leading to lower rates 
of income per capita growth. The negative sign on tax confirms this 
theory. A reduction in a single percentage of tax rate will lead to 1.4% 
increase in income per capita growth in ASEAN4 countries. Therefore, 
persistent taxation reform in ASEAN countries will have a long-run 
impact on the overall welfare, which will be fundamental as a stepping 
stone towards the formation of East Asian regionalism. 

 Inflation also has a significant and negative effect on income per 
capita growth. A reduction in inflation of even a single percentage point 
leads to an increase in per capita income growth of 0.45%. Andrés and 
Hernando (1999) found that even low or moderate inflation rates have 
a temporary negative impact on growth rates, leading to significant and 
permanent reductions in per capita income. 

 Since 1984, inflation control has become the unquestioned mantra 
of economic policymakers worldwide. Even a whisper of “the I-word” 
by Alan Greenspan in the financial press creates havoc in global stock 
markets. Monetary policymakers have assumed that faster sustainable 
growth can only occur in a climate where the inflation monster is 
tamed. 

 Andrés and Hernando (1999) point out that inflation is not neutral and 
in no case does it favor rapid economic growth. Higher inflation never 
leads to higher levels of income in the medium- and long-run, which 
is the time period they analyze. This negative correlation persists even 
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when other factors are added to the analysis, including the investment 
rate, population growth, schooling rates, and the constant advances in 
technology. Even when they factor in the effects of supply shocks char-
acteristic of a part of the analyzed period, there is still a significant nega-
tive correlation between inflation and growth. 

 Inflation not only reduces the level of business investment, but also 
the efficiency with which productive factors are put to use. The benefits 
of lowering inflation are great, according to Andrés and Hernando, but 
are also dependent on the rate of inflation. The lower the inflation rate, 
the greater the productive effects of a reduction. It is therefore more 
costly for a low inflation country to concede an additional point of 
inflation than it is for a country with a higher starting rate. Given their 
detailed analysis, they conclude that “efforts to keep inflation under 
control will sooner or later pay off in terms of better long-run perform-
ance and higher per capita income” (Andrés and Hernando 1999). 

 Thus, up to this point, it has been clearly described that Japan and 
Korea vertical IIT, together with low export regional concentration, low 
inflation, and a business-friendly tax rate are helping the ASEAN4 coun-
tries to reach high income per capita growth.        

  3.5     Conclusion 

 Vertical ITT is a crucial component for regional integration in East Asia. 
By relocating their production offshore to Southeast Asia countries, 
China, Japan, and Korea are spurring regionalization within East Asia. 
Vertical ITT can be seen clearly in Japan and Korea, which have substan-
tial income gaps with the ASEAN4 countries. These gaps are fueling the 
vertical ITT process. Regionalism in East Asia is driven by the market – 
the bottom-up process of regionalism. 

 However, the process should be matched with the top-down process, 
which brings leaders and policy makers together for negotiation. This 
is important since the present scenario will most likely give way to 
serious problems in the future. Other threats to regionalism include 
high regional export concentration countries, high inflation, and 
high tax rates in some ASEAN countries, which is why a sound policy 
needs to be in place. Institution-led regionalism should replace the 
existing market-led regionalism. Doing so will not only mold East Asian 
countries into a bloc that will have powerful political and economic 
 abilities, but also create sustainability with the shared welfare among 
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the members. As the former Indonesian Minister of Foreign Affairs Ali 
Alatas said in 2001, ASEAN plus three is equal to peace plus prosperity 
as it can contribute substantively to the achievement and maintenance 
of sustained and sustainable peace, stability, and security and welfare in 
this part of the world.  
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   4.1     Introduction 

 Firms have openly responded to the challenges of globalization by 
giving a process of product integration across national boundaries. 
Production stages are often conducted in more than one country. This 
practice exploits inherent locational advantages such as proximity to 
markets and access to low-cost labor, and it gives rise to a sequential 
method of production in which one country exports a component 
to another country that uses it to produce a product which is subse-
quently shipped back to that country or is exported to other countries 
(Clark 2005). Hummels et al. (1998) uses the term “vertical specializa-
tion” to describe this pattern of production and trade. Outputs from 
different stages of production that are exported for processing and are 
subsequently imported contribute to intra-industry trade (ITT) because 
resulting trade flows involve exchanges of related goods that are often 
recorded under the same industry classification. 

 We learned in Chapter 3 that China, Japan, and Korea’s (CJK’s) vertical 
IIT to ASEAN4 countries is an important variable, which could lead to 
enactment of regionalism. Therefore, it is crucial to identify the factors 
that determine the CJK’s vertical IIT in Southeast Asia. This chapter will 
do a country-by-country analysis to discover the factors causing CJK’s 
vertical IIT to ASEAN4 countries. So, instead of doing a regression as CJK, 
I have put them separately as China, Japan, and Korea. By doing this, we 
shall have a more pronounced result compared with the results found in 
Chapter 3. The ASEAN4 countries, again, are used as a proxy for Southeast 
Asia due to data limitation for the  Cambodia-Lao-Myanmar-Vietnam 

     4 
 The Determinants of CJK’s Vertical 
Intra-industry Trade to ASEAN4 
Countries   
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(CLMV) countries and the incompatibility of data from Singapore and 
Brunei. 

 In view of the fact that East Asian vertical IIT in parts and compo-
nents rose more rapidly than that of vertical IIT in goods as a whole, the 
author employs vertical IIT in parts and components in this chapter, as 
Ando (2006) suggests. This data treatment is different than the one we 
have in Chapter 3 which aggregated the data into total trade. Thus said, 
we will see different results when it comes to China. 

 In Chapter 3 we saw that China participated in horizontal IIT rather 
than vertical IIT with ASEAN4 countries. Given that the product frag-
mentations are posing two-way transactions, China’s IIT ASEAN4 coun-
tries might take the form of vertical IIT. This fact is clearly supported by 
Ando (2006), who found out that the drastic increase in vertical IIT in 
East Asia was largely posed by expansion of back-and-forth transactions 
in vertically fragmented production processes, rather than trade of qual-
ity-differentiated commodities. Or to put it colloquially, the increasing 
trend of vertical IIT does not necessarily have to do with the difference 
in income and/or quality of the product. 

 Section 4.2 studies the basic concepts from the literature reviews. 
Section 4.3 covers materials and methods use, and Section 4.4discusses 
the result of the regressions. Section 4.5 presents conclusions.  

  4.2     Literature review 

  4.2.1     Foreign direct investment (FDI) and vertical 
intra-industry trade (VIIT) 

 Foreign direct investments from Northeast Asian countries have been 
playing a crucial role in the economic transformation of the Southeast 
Asian countries. As a result, the technological gap between Southeast 
Asian and the Northeast Asian countries has been decreasing over time. 
Recently, the FDI inflow to Southeast Asia, especially to the ASEAN4 
countries, has been connected with the fragmentation of production 
process (Ando, 2006). 

 The publication of Helpman and Krugman (1985) was deemed the 
first article mentioning the impact of the FDI on the vertical IIT. The 
authors shed light on the emergence of multinational corporations as 
leading actors who made the link between differences in relative factor 
endowments and the share of IIT. As long as the capital-rich country a 
net exporter of manufactured goods, the difference in factor composi-
tion will become large enough to encourage the emergence of multina-
tional corporations. This difference in factor composition will eventually 
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restore the negative association between factor dispersion and the share 
of vertical IIT. Or, in other words, the larger the involvement of multi-
national corporations in the world economy, the effect of changes in the 
degree of dispersion in income per capita on the share of intra-industry 
trade would be weaker. Furthermore, Helpman and Krugman argue that 
the volume of vertical IIT will depend on how narrowly defined product 
categories are. If the industrial classification of finished products is 
different from the intermediate products, then only two-way trade in 
finished products will signifies the volume of vertical IIT. 

 Fukao, Ishido, and Ito (2003) made an attempt to answer the ques-
tion on how trade patterns were influenced by FDI costs, trade costs, 
and the factor price gap between two countries. The authors studied 
the following three situations: first, zero trade costs coupled with 
prohibitively high FDI costs; second, zero trade and FDI costs; and third, 
substantial trade costs and zero FDI costs. First, vertical IIT occurs only 
when both FDI and trade costs are small. When FDI costs are substantial, 
they will lower any possible gains in using an international division of 
labor. Firms in the developed country will not carry out vertical FDI, 
which is an important factor for the vertical IIT. If it is very costly to 
trade products from the developed country to the developing country, 
then firms in the developed country will replace their exports from their 
home country with local production in the developing country. Because 
of this horizontal FDI, vertical IIT is reduced. 

 Second, and again if FDI costs are substantial, the share of vertical 
IIT in total trade will depend on the factor proportion gap between 
the two countries. If the factor proportion gap is small, then firms will 
have limited incentives to engage in the international division of labor 
through FDI, and vertical IIT will decrease. Then, it should follow Fukao 
et al.’s (2003) famous words: “Vertical intra-industry trade is a fragile 
flower, which flourishes only when both FDI costs and trade costs are 
small.” 

 Moreover, Okubo (2004) acknowledges that the recent increase in 
IIT is mainly determined by trade between developed and developing 
countries. The author suggests that vertical IIT or fragmentation in the 
production process would become the best explanation for this fact. 
He then adds that when technology transfer is introduced into the 
model through FDI, it can well explain the current vertical IIT process. 
Favorable circumstances for technology transfer in host countries, such 
as a small difference in educational level, enhances FDI, which in turn, 
increases re-imports. In the presence of wage and technology gaps, IIT 
increases when the degree of technology transfer is small, but a large 
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degree of technology transfer decreases vertical IIT. Furthermore, if the 
technology transfer corresponds to production networks, the produc-
tion networks can work to promote vertical IIT.  

  4.2.2     Factor proportions and vertical IIT 

 There are some reasons to expect IIT between the developing countries 
and the developed countries. Balassa (1960) points out that vertical inte-
gration of industries across national boundaries could show up as vertical 
IIT. When multinational corporations ship components to subsidiaries 
in developing countries assembling, and then ship them back the assem-
bled components to home markets is an example of vertical ITT. As noted 
by Falvey (1981) and Falvey and Kierzkowski (1987), IIT with vertical 
product differentiation takes place under perfect competition. Falvey 
and Kierzkowski (1987) assume that the differentiated product sector is 
of the Heckscher–Ohlin type, with constant-returns-to scale technology 
identical across countries, but Ricardian in terms of technology, with 
fixed and different factor intensities at various levels. Varieties in quality 
occur when there is a higher capital-labor-technology ratio, which also 
leads to more variety in prices (higher quality = higher capital-labor 
technology ratio; lower quality = lower capital-labor technology ratio; 
higher ratio = higher price; lower ratio = lower price). Each individual 
demands only one type of differentiated product according to the indi-
vidual’s income, resulting in an aggregate demand for a variety of qual-
ity-differentiated goods. Vertical IIT occurs when two countries with 
differences in income distribution have different factor endowments 
or different technologies in the homogeneous product sector. Helpman 
and Krugman argue that the bilateral share of IIT will increase when 
countries become more similar in both economic size and relative factor 
endowments. They added that a proportional reallocation of produc-
tive factors that makes two countries more or less equal in economic 
size is shown to increase or reduce the IIT share. When a reallocation 
of factors does not alter the relative size of the trading partners, but 
decreases (increases) the disparity in relative factor endowments, the IIT 
share will increase (decrease). As Helpman (1991) has outlined, relative 
factor endowments are proxied by per capita GDP.  

  4.2.3     Trade and logistics 

 The increasing trend in global production sharing, the shortening of 
product life cycles, and the intensification of global competition help 
to make logistics a strategic source of competitive advantage. Since the 
influx of modern trade several centuries ago, freight forwarders have 
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dominated the international movement of goods. Typically, these 
forwarders have large networks of companies with worldwide coverage, 
capable of handling and coordinating the diverse actions required to 
move goods across long distances and international borders. 

 As the world has become more competitive over time, the quality of 
logistics is an important factor in a firm’s decision to locate in countries 
that have an abundance of suppliers to buy from, and which consumer 
markets to enter. High logistics costs and, in particular, low levels of 
service are the latent barriers to trade and FDI and thus to economic 
growth. In other words, countries facing high logistics costs are more 
likely to miss any gain from trade (World Bank Report 2007). 

 This chapter discusses the relationship between logistic performance 
and the vertical IIT. Unfortunately, there is only a relatively small amount 
of literature on this topic. There is, however, an ample amount of litera-
ture offering substantial evidence linking improvements in logistics 
directly to improvements in export performance. An increased export 
performance is expected to lead the way to increased vertical IIT. 

 Hummels (1999) compares sales by manufacturers of similar products 
and estimates that exporters with 1% lower shipping costs will enjoy a 
5–8% higher market share. Next, Limão and Venables (2001) estimate 
the differences in infrastructure quality, which accounts for 40% of 
the variation in transport costs for coastal countries and up to 60% for 
landlocked countries. Fink et al. (2002) estimated that liberalizing the 
provision of port services and regulating the exercise of market power in 
shipping could reduce shipping costs by nearly a third, hence providing 
better export performance. A World Bank study by Wilson and others 
(2005) shows that the Asia Pacific Economic Cooperation (APEC) coun-
tries differ substantially in the quality of their logistics and trade facili-
tation across a broad range of measures, including port infrastructure, 
customs clearance, regulatory administration, and e-business use. They 
found that these differences yield a significant impact to differences 
in trade performance, and concluded that substantial growth in trade 
within their bloc could be accomplished by bringing lagging countries 
up to median performance levels. 

 Frankel and Romer (1999) show that countries that are closer to world 
markets enjoy higher levels of trade, and that a 1% rise in the trade-
to-GDP ratio increases income per person by at least 0.5%. Redding and 
Venables (2002) estimate that more than 70% of the variation in per 
capita income across countries can be explained by the geography of the 
market and supplier access. Better access to coasts alone raises incomes 
by 20%.  
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  4.2.4     Exchange rate and trade 

 Exchange rate depreciation raises the domestic price and/or lowers the 
foreign currency price of exports. The elasticities of export supply and 
demand will determine the magnitude of depreciation to the extent it 
is passed on to the foreign consumers that as lower-priced exports. For 
pedagogical reasons, we will assume that countries are divided into two: 
price taker and price maker. 

 In a small country model, export firms are regarded as price takers 
for the international market (as they face an infinite demand for 
exports). The elasticity of supply determines the reaction of exports 
to the depreciation. Greater the elasticity will lead to a higher rise in 
exports. In contrast, in an economy with excess capacity and the ability 
to affect prices in the international market, the depreciation is fully 
passed-through to foreign consumers, leading to a fall in the foreign 
currency price of domestic exports. In this case, the response by exports 
depends on the elasticity of export demand. If the country is facing a 
highly inelastic export demand, export volumes, and thus the domestic 
currency value of exports, only rise by a small amount. This situation 
will lead to the well-known Marshall-Lerner condition, which describes 
that if both supply curves are perfectly elastic and the trade balance is 
zero, a devaluation and/or depreciation of the exchange rate will put the 
trade balance into a negative condition if the sum of the demand elas-
ticities is less than 1. This condition is more likely to be satisfied in the 
short run when import and export demand curves are inelastic. Thus, 
depreciation may initially worsen the trade balance prior to its improve-
ment in the long run. This is known as the J-curve effect.  

  4.2.5     Factor price equalization theorem 

 Since product fragmentation tends to equalize the wage rate among trade 
partners, we might want to refer to the theory of factor price equaliza-
tion so that we can have a credible conclusion. The theory is taken from 
the traditional the Heckscher-Ohlin model. It says that when the prices 
of the output goods are equalized between countries as they move to free 
trade, then the prices of the factors (capital and labor) will also be equal-
ized between countries. Thus, it is implied that free trade will equalize 
the wages of workers and the rents earned on capital throughout the 
world. The theorem derives from the assumptions of the model, the 
most critical of which is the assumption that the two countries share 
the same production technology and that markets are perfectly competi-
tive. In a perfectly competitive market, the return to a factor of produc-
tion depends upon the value of its marginal productivity. The marginal 
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productivity of a factor, like labor, in turn depends upon the amount of 
labor being used as well as the amount of capital. As the amount of labor 
rises in an industry, labor’s marginal productivity falls. As the amount 
of capital rises, labor’s marginal productivity rises. Finally, the value of 
productivity depends upon the output price commanded by the good 
in the market. 

 In autarky (economic independence or self-sufficiency), the two coun-
tries face different prices for the output goods. The difference in prices 
alone is sufficient to cause a deviation in wages and rents between coun-
tries, because it affects the marginal productivity. In addition, however, 
in a variable proportions model the difference in wages and rents also 
affects the capital-labor ratios in each industry, which in turn affects the 
marginal products. All of this means that for various reasons the wage 
and rental rates will differ between countries in autarky. Once free trade 
is allowed in outputs, output prices will become equal in the two coun-
tries. Since the two countries share the same marginal productivity rela-
tionships, it follows that only one set of wage and rental rates can satisfy 
these relationships for a given set of output prices. Thus, free trade will 
equalize goods prices and wage and rental rates. Since the two coun-
tries face the same wage and rental rates, they will also produce each 
good using the same capital-labor ratio. However, because the countries 
continue to have different quantities of factor endowments, they will 
produce different quantities of the two goods. 

 The Stolper-Samuelson theorem can best describe the changes in prices 
due to the fluctuation of the output prices. It happens when positive 
production and zero economic profit are maintained in each industry. 
Having said this, analyzing the effects on factor income is becoming 
very useful in the context of Heckscher–Ohlin (H-O) model. Thus, we 
have the Stolper-Samuelson theorem: An increase in the price of a good 
will cause an increase in the price of the factor used intensively in that 
industry and a decrease in the price of the other factor.   

  4.3     Methodology 

  4.3.1     Intra-industry trade (IIT) 

 Several alternative measures have been developed in the literature to 
estimate the degree of intra-industry trade. To measure the extent of IIT, 
this study uses the most widely preferred index, Grubel-Lloyd (G-L). This 
index measures intra-industry trade as a percentage of a country’s total 
trade, which is assumed to be balanced; that is, exports equal imports. 
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For an individual product group or industry i the share of IIT is formu-
lated as:

  GLi = 1– (|Xi – Mi| / (Xi+ Mi)) (4–1)   

 where Xi and Mi stand, respectively, for the exports and imports of 
industry i. If all trade was balanced, GLi would equal 1. On the other 
hand, if all trade was one-way, GLi would equal zero. Thus, the closer 
GLi is to 1 (i.e. Xi = Mi), the more trade in industry i is intra-industry 
trade. The closer GLi is to 0 (i.e. either Xi = 0 or Mi = 0), the more 
trade in industry i is inter-industry trade. Therefore, the index of intra-
industry trade takes values from:

0 to 1 as the extent of intra-industry trade increases, that is, 0 ≤ GLi ≤ 1 

  Threshold system 

 As discussed in Chapter 3, this chapter also employs two types of thresh-
olds, which follow the works of Abd-el-Rahman (1991), Greenaway, 
Hine, and Milner (1994), and Fontagné, Freudenberg, and Péridy (1997). 
Equations 4–2 and 4–3 give the Horizontal IIT and Vertical IIT formulas, 
respectively.  
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 Where α = 0.15 or 0.25   

  4.3.2     Logistic performance index (LPI) 

 The indicator taken from the World Bank Report (2007) summarizes the 
performance of countries in seven areas that capture the current logistics 
environment. They range from traditional areas such as customs proce-
dures, logistics costs (such as freight rates), and infrastructure quality 
to new areas like the ability to track and trace shipments, timeliness in 
reaching a destination, and the competence of the domestic logistics 
industry. None of these areas alone can ensure good logistics perform-
ance. The selection of these areas is based on the latest theoretical and 
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empirical research and on extensive interviews with logistics experts. 
The LPI and its indicators are given on a numerical scale, from 1 (worst) 
to 5 (best). This scale can also be used to interpret performance outcomes 
measures.  

  4.3.3     The panel data model 

 This paper employs the static panel data model, which can be specified 
as follows:
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 Where:
IITJP  it    = IIT from Japan to ASEAN4 countries 
 IITKR  it    = IIT from Korea to ASEAN4 countries. 
 IITCH  it    = IIT from China to ASEAN4 countries. 
 FDIJP  i(t-1)    =  Japan’s FDI to ASEAN4 countries, it is taken as lag form to 

avoid autocorrelation problem 
 log wage  it   =  log form of wage. Log form is used to capture the growth 
 EXrate  it    = The exchange rate of ASEAN4 countries 
 DUMMY  it    = Dummy for the types of IIT; 1 for VIIT and 0 for HIIT 
 Industry  it    =  Industrialization in ASEAN4 countries. It takes as percentage 

value of GDP (value added) 
 Logistic  it    =  Logistics Performance Index (LPI)of ASEAN4 countries. It is 

the weighted average of the country scores on the six key 
dimensions: (i) Efficiency of the clearance process (i.e. speed, 
simplicity and predictability of formalities) by border control 
agencies, including Customs; (ii) Quality of trade and transport-
related infrastructure (e.g. ports, railroads, roads, information 
technology); (iii) Ease of arranging competitively priced ship-
ments; (iv) Competence and quality of logistics services (e.g., 
transport operators, customs brokers); (v) Ability to track and 
trace consignments; (vii) Timeliness of shipments in reaching 
destination within the scheduled or expected delivery time. 



The Determinants of CJK’s Vertical Intra-industry Trade 79

 β 0   = Intercept 
 β 1 , β 2 , β 3 , β 4 , β 5   = The variable’s coefficients 

  Japan:  Japan’s VIIT for ASEAN4 countries is expected to be determined 
from different factors of proportion, FDI inflows from Japan to ASEAN4, 
the exchange rate depreciation in ASEAN4 (Japan will face cheaper 
products from ASEAN4), and the trend of industrialization in ASEAN4. 
Having said this, we expect the yield to have a positive and significant 
effect on log wage, FDI lag, EXrate and Industry. Japan’s VIIT’s to ASEAN4 
countries is also expected to be diminished over time due to the rapid 
expansion of production networks, which is captured by a negative sign 
on VIIT DUMMY. 

  Korea:  Korea’s VIIT for ASEAN4 countries is expected to be deter-
mined from different factors of proportion, good logistic performance 
in ASEAN4 countries, the exchange rate depreciation in ASEAN4 (Korea 
will face cheaper products from ASEAN4), and the trend of industriali-
zation in ASEAN4. We expect the yield will have a positive and signifi-
cant effect on log wage, GDP cap, Logistic, EXrate and Industry. Korea’s 
VIITs to ASEAN4 countries is also expected to be diminished over time 
due to the rapid expansion of production networks; this is expected be 
captured by a negative sign on VIIT DUMMY. 

  China:  China’s VIIT for ASEAN4 countries is expected to be deter-
mined from different factors of proportion, good logistic performance 
in ASEAN4 countries, and the trend of industrialization in ASEAN4 
countries. The yield have a positive and significant effect on GDPcap, 
Logistic and Industry. China’s VIIT’s to ASEAN4 countries is also 
expected to be diminished over time due to the rapid expansion of 
production networks; this is expected be captured by a negative sign 
on VIIT DUMMY.   

  4.4     Results and discussion 

  4.4.1     The threshold system 

 As explained in Section 4.3, the threshold system helps us differentiate 
the types of IIT. This chapter combines two thresholds (15% and 25%) in 
order to have credible results. Table 4.1 summarizes the results. 

 The table is derived from traded goods between CJK and ASEAN4 coun-
tries that are already fragmented into parts and components. The HIIT and 
VIIT column is given as a proportion of all the horizontal IIT and vertical 
IIT on each CJK country to ASEAN4 from 2000 to 2007. The Thresholds 
column classifies IIT into two threshold calculations: 15% and 25%.      
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  15% threshold 

 (i) China’s IITs to ASEAN4 countries are classified as vertical IIT. This 
conclusion is robust since from 2000 to 2007, vertical IIT (96.88%) domi-
nated China’s IIT compared with the horizontal IIT (3.12%). (ii) Japan’s 
IITs to ASEAN4 countries are classified as vertical IIT. From 2000 to 2007, 
vertical IIT (96.88%) dominated Japan’s IIT compared with horizontal 
IIT (3.12%). (iii) Korea’s IITs to ASEAN4 countries are classified as vertical 
IIT; this is true since within the years 2000 to 2007, vertical IIT (59.38%) 
was greater than Korea’s IIT compared with the ones that are classified 
as horizontal IIT (46.88%).  

  25% threshold 

 (i) China’s IITs to ASEAN4 countries are classified as vertical IIT. We can 
say this, because, from 2000 to 2007, VIIT (96.88%) dominated China’s 
IIT compared with horizontal IIT (3.12%). (ii) Japan’s IITs to ASEAN4 
countries are classified as vertical IIT, since from 2000 to 2008, vertical IIT 
(93.75%) is the dominant category of Japan’s IIT compared Horizontal 
IIT (6.25%). (iii) Korea’s IITs to ASEAN4 countries are classified as vertical 
IIT. This distinction can be seen from the minor dominance of vertical 
IIT (53.13%) on Korea’s IIT from 2000 to 2008, compared with hori-
zontal IIT (46.88%). 

 If we compare these results with the ones we have in Chapter 3, we 
will find different outputs generate different conclusions. Recalling the 
result in Chapter 3, China’s type of IIT is horizontal, which is different 
from Japan and Korea (vertical type). Here, in Chapter 4 we see that all 
CJK countries share the same type of IIT, which is vertical. The reason 
for this result is caused by the differing treatment if the data in chap-
ters 3 and 4. In Chapter 3 the author treats the data as total trade while 
in Chapter 4 the data are derived from product fragmentation. This 
treatment is supported by Ando (2006), who found out that the drastic 

 Table 4.1      Threshold system  

 Country  Threshold(%)  HIIT  VIIT 

China 15 0.031 0.968
25 0.031 0.968

Japan 15 0.031 0.968
25 0.063 0.937

Korea 15 0.406 0.593
25 0.468 0.531

   Source:  Author’s own calculation from 2000 to 2007.  
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increase in vertical IIT in East Asia was largely posed by expansion of 
back-and-forth transactions in vertically fragmented production proc-
esses, rather than trade of quality-differentiated commodities. Thus, the 
increasing trend of vertical IIT does not necessarily have to do with the 
difference in income and/or quality of the product. 

 If we break down the individual relationships into econometric simu-
lation, we might find unique characteristics for each country. 

 From the simulation we can argue that China has the most vertical 
IIT compared with Indonesia, followed by Philippines, Malaysia, and 
Thailand. In ASEAN4 countries, China is mostly focused on developing 
its clothing products. As shown in Table 4.2, Indonesia has the compara-
tive advantage in clothing, which explains why it is top ranked. 

 On the other hand, Japan is doing vertical IIT mostly to the Philippines 
followed by Indonesia, Malaysia, and Thailand. The vertical IIT flows 
from Japan to ASEAN4 countries are mainly influenced by each coun-
try’s comparative advantage in manufacturing. Given the high compar-
ative advantage in manufacturing (see Table 4.2), the Philippines is 

 Table 4.2      RCA in ASEAN4 + CJK  

 RCA  China  Japan  Korea  Indonesia  Malaysia  Thailand  Philippines 

Agricultural products 0.308 0.115 0.184 3.155 1.342 2.375 0.663
Food 0.516 0.066 0.114 2.785 1.344 0.551 0.736
Fuels and mining 

products
0.298 0.197 3.397 1.847 0.731 0.537 0.264

Fuels 0.212 0.318 0.434 1.790 2.150 3.482 0.331
Manufacturing 1.781 47.276 1.126 0.649 31.007 20.471 33.568
Iron and steel 2.346 5.757 4.431 1.962 1.426 0.068 0.414
Chemicals 5.850 11.771 0.808 0.715 7.024 13.528 2.322
Pharmaceuticals 0.041 0.035 0.024 0.024 0.006 0.243 0.004
Machinery and 

transport 
equipment

20.579 27.943 29.055 14.113 44.676 22.628 7.656

Office and telecom 
equipment

6.823 6.956 9.858 1.439 15.965 4.321 23.071

Electronic data 
processing and 
office equipment

13.125 1.297 1.492 0.556 4.965 9.854 4.034

Telecommunications 
equipment

1.284 5.392 26.481 0.402 7.655 2.846 2.189

Integrated circuits 
and electronic 
components

1.935 7.041 3.784 0.542 14.954 1.520 15.867

Automotive products 1.012 10.829 5.098 1.760 0.256 6.012 1.779
Textiles 0.703 0.602 0.334 0.747 0.071 0.526 0.048
Clothing 1.609 0.021 0.070 1.587 0.460 0.554 0.609

   Source:  RCA calculation in Chapter 3.  
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experiencing a big flow of vertical IIT from Japan. The Philippines is also 
benefiting from the huge income gap with Japan compared with other 
ASEAN4 countries. Malaysia and Thailand are actually having higher 
revealed comparative advantage (RCA) in manufacturing compared 
with Indonesia. As we saw in Chapter 3, Malaysia and Thailand have 
better rankings compared with Indonesia, which was ranked last. But, 
again, since the products are fragmented into parts and components, 
the result is slightly different from what we have in Chapter 3. In this 
case, Japan puts more priority on its income gap  1   instead of the quality 
of the products. 

 Korea, on the other hand, has more focus on expanding its capacity in 
machinery and transport equipment to ASEAN4 countries. She is doing 
vertical IIT mostly to the Philippines, followed by Thailand, Indonesia, 
and Malaysia. When it comes to parts and components, Korea and Japan 
are alike in the way that they put a priority on income gap rather than 
quality. This similarity explains why the Philippines is on the highest 
ground compared with Thailand, Malaysia, and Indonesia, which have 
higher RCA. Indonesia’s ranking look like a like roller coaster ride. At 
the end of the last period of data analysis, her position is taken over by 
Philippines and Thailand. This fact will pose a serious problem in the 
future if Indonesia does not make sound policy in capturing the poten-
tial gains from the vertical IIT.        

  4.4.2     Logistic performance index (LPI) 

 The logistic performance in ASEAN4 will determine the flow of vertical 
IIT such that the ASEAN4 countries are expected to provide efficiency 
of customs clearance process, quality of trade- and transport-related 
infrastructure, ease of arranging competitively priced shipments, 
quality of logistics services, ability to track and trace consignments, 
and frequency with which shipments reach the consignee within the 
scheduled time. 

 Table A.5 gives the scorecards that demonstrate comparative perform-
ance. The dimensions show, on a scale from 1 to 5, the relevant scores 
of the possible comparison groups – all countries (world), region, and 
income groups. Annual data are collected through the WDI from 2000 
to 2007. 

 Looking at the table, we can say that the ASEAN4 countries need to 
develop better logistic capabilities. Indonesia, the Philippines, Thailand, 
and Malaysia are ranked 75, 44, 35, and 29, respectively, on the international 
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logistic performance index ranking from the 155 countries surveyed. These 
modest figures are certainly not enough, and it is clear the region has a 
serious challenge regarding the process of regionalism.  

  4.4.3     Panel data model-regression result 

 This section will serve to describe the result from the regression. As the 
model is differentiated into three parts, we will analyze the results indi-
vidually for Japan, Korea, and China. 

  i.     Japan 

 From Table 4.3 we can see that the EXrate yields a positive and signifi-
cant impact on the Japan’s vertical IIT to ASEAN4, while Log wage gives 
negative one. Thus, the flow of vertical IIT from Japan is a result of the 
difference in wage. A bigger gap in wage will lead to higher vertical IIT. 
We also have an exchange rate depreciation that points to vertical IIT, 
as it lowers the price of exports in ASEAN4 countries. As a result, Japan 
is facing cheaper products from ASEAN4 countries. Since trade in verti-
cally differentiated products distinguished by quality and price, cheaper 
price leads to a rise in vertical IIT. Or to put in other words, the exchange 
rate depreciation clearly increases the share of vertical IIT. 

 Product fragmentation increases the wage rate in countries where labor 
is a relatively abundant production factor, while it lowers the wage rate 
in countries where capital is abundant. This scenario eventually equal-
izes the wage rate between the two countries in the long term. The nega-
tive sign in VIIT DUMMY captures this wage-equalization  phenomenon. 

 Table 4.3      Regression result – Japan  

  Dependent variable : VIIT (Japan to ASEAN4) 

 Independent variable  Coefficient  Std. error 

Log wage –.061 .022***
LagFDI(Japan to ASEAN4) .000 .000
EXrate .000 .000***
GDPCap –6.68e-06 .000
INDUSTRY –.005 .004
DUMMY VIIT –.217 . .093**
 Constant 
 R Square 

 . 1.50 
 0.685 

.126 ***

     Note:  Statistical significance is indicated by *(10%), **(5%), and ***(1%); 
number of observations: 8.    
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As a result, in the long run, we might see a pattern change in IIT, from 
vertical to horizontal.       

  ii.     Korea 

 Table 4.4 gives us the picture of the determinants of Korea’s vertical IIT 
to ASEAN4 countries. The log wage and GDP cap to yield a negative and 
significant impact. This result concludes that the flow of vertical IIT from 
Korea is a result of the difference in wage and also the income gap. The 
bigger gap will lead to higher vertical IIT. Logistic gives a positive and 
significant impact with a high coefficient, meaning that Korea’s vertical 
IIT to ASEAN4 is largely influenced by the efficiency of the customs clear-
ance process, quality of trade- and transport-related infrastructure, ease 
of arranging competitively priced shipments, quality of logistics services, 
ability to track and trace consignments, and frequency with which ship-
ments reach the consignee within the scheduled time. The positive sign 
in EXrate means that exchange rate depreciation gives rise to the vertical 
IIT as it lowers the price of exports in ASEAN4 countries. As a result, 
Korea is facing cheaper products from ASEAN4 countries. Cheaper price 
is certainly giving a pronounced effect for the vertical IIT. The negative 
sign in Dummy VIIT captures the wage-equalization phenomenon as 
a result of the product fragmentation. As a result, in the long run, we 
might see a pattern change in IIT, from vertical to horizontal.       

  iii.     China 

 As shown in Table 4.5, Logistic gives a positive sign with high coef-
ficient, thus China’s vertical IIT to ASEAN4 is largely influenced by: 

 Table 4.4      Regression result – Korea  

 Dependent variable : VIIT (Korea to ASEAN4)

 Independent Variable  Coefficient  Std-Error 

Log wage –.077 .027***
GDP cap –.000 .000***
Logistic .815 .213***
EXrate .000 .000***
INDUSTRY –.009 .0081
Dummy VIIT –.150 .020***
 Constant 
 R Square: 

 –.423 
 0.832 

.349 ***

     Notes:  Statistical significance is indicated by *(10%), **(5%), and ***(1%); 
number of observations: 8.    
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the efficiency of the customs clearance process, quality of trade- and 
 transport-related infrastructure, ease of arranging competitively priced 
shipments, quality of logistics services, ability to track and trace consign-
ments, and frequency with which shipments reach the consignee within 
the scheduled time. GDP cap yields a negative and significant impact. 
This result concludes that the flow of vertical IIT from China is a result of 
the income gap. But it is important to note that China and the ASEAN4 
countries actually have on the same income classification. Because of 
this, we will not see a pronounced effect of the income gap affecting 
the vertical IIT. This fact is captured by relatively small coefficient for 
the GDP cap. The negative sign in DUMMY VIIT serves to capture the 
wage-equalization process.         

  4.5     Conclusion 

 The regression result concludes the three models. For the case of Japan’s 
vertical IIT to ASEAN4, the growth of wages and the exchange rate in 
ASEAN4 countries plays a significant role. While for the case of Korea, 
logistic performance, the exchange rate, and income gap contribute 
more. In China’s case, logistic performance, income gap and exchange 
rate, and the industrialization process show a more pronounced effect. 

 From each of the cases, we can draw a clear line that logistic perform-
ance and the difference in wage or income are major determinants for 
the CJK’s vertical IIT trend in ASEAN4 countries. Income and wage gap 
are already unique characteristics of vertical IIT motivation. The gap 
will eventually diminish along with the expansion of the production 
networks (fragmentation). So we can see a more horizontal relationship 
replacing the vertical one in the future. This phenomenon is captured 

 Table 4.5      Regression result – China  

 Dependent variable : VIIT (China to ASEAN4)

 Independent variable  Coefficient  Std. error 

LOGISTIC .732 .153***
GDPCap –.000 .000***
INDUSTRY .0194726 .005***
Dummy VIIT –.234 .0871***
Constant –1.984 .299 ***
R-squared – overall 0.904

     Notes:  Statistical significance is indicated by *(10%), **(5%), and ***(1%); 
number of observations: 8.    
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by the negative sign of DUMMY VIIT. To understand the logic behind 
the phenomenon, we can take the work of Jones and Kierzkowski (2001) 
as they argue that the change in price of production factors is caused by 
the increase of fragmentation. 

 It is fair to say that vertical IIT among the ASEAN4 countries has been 
progressing at a strong pace over the past 10 years. Vertical IIT is a crucial 
component for regional integration in East Asia. By relocating their 
production offshore to Southeast Asia countries, CJK is spurring region-
alization within East Asia. This gap is fueling the vertical IIT process, 
which actually incorporates different factor proportions across each 
country. Thus, we can conclude that regionalism in East Asia is driven 
by the market or in other words, the bottom-up process of regionalism. 
However, more needs to be done to secure a transition to regionalism. 
The process should be matched with the top-down process in which 
assembles leaders and policy makers from all countries begin serious 
negotiations.  
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   5.1     Introduction 

 As noted in previous chapters, we have concluded that the formation 
of East Asian regionalism will be the responsibility of the CJK countries. 
In addition, we have already proven that the CJK and ASEAN are on the 
trend of merging. We have at least two specific models to serve as the 
basis for robust conclusion. First, in Chapter 2, the author employed 
the augmented Dickey-Fuller (ADF) test and the Engle-Granger cointe-
gration test to measure stochastic convergence in terms of trade. The 
result shows us that the two sub regions, Northeast Asia and Southeast 
Asia, will eventually converge into one region. Second, in Chapter 4 we 
saw that the DUMMY VIIT from the random effect method captures 
the phenomenon of factor price equalization. Trade increases the wage 
rate in countries where labor is a relatively abundant production factor 
(ASEAN4), while it lowers the wage rate in countries where capital is 
abundant (CJK). These factors will eventually lead to a bottom-up 
regionalization, so-called because the market plays a dominant role 
in the process. It follows the trade and FDI nexus, which leads to an 
increased share of intra-regional trade of ASEAN+ 3 over the last decade. 
The share is now reaching a staggering figure as it almost reaches 60%. 
If we compare it with the figure in early 1990s, 47%, we can conclude 
that the countries of East Asia are becoming more interconnected to 
each other. 

 But, as already proven in Chapter 2, the bottom-up process alone 
is not enough. A more institutionalized approach is needed to make 
the regionalism robust and sustainable. Although the leaders of the 
ASEAN+3 countries have repeatedly held meetings to discuss institu-
tionalizing regionalism, the top-down process in East Asia is still not 

     5 
 China-Japan-Korea (CJK)’s FTA 
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reaching its potential. It is fair to say, as Capannelli (2011) argues, that 
the increased economic interdependence in East Asia over the last few 
decades has been heavily dominated by the markets rather than govern-
ment policies. Coordinated intergovernmental initiatives for coopera-
tion, including the creation of regional institutions, have lagged behind. 
As opposed to Europe, economic integration in Asia has emerged without 
a clear strategy for creating a unity across the countries in the region 
(ADB 2008; Drysdale 2006; Kawai 2005; Petri 2006; Soesastro 2006). 

 Unfortunately, there have been only a limited number of efforts that 
empirically evaluated the degree of economic integration among East 
Asian economies based on FTA analysis. In addition, no study has yet 
critically investigated the possible formation of an East Asian Free Trade 
Agreement (EAFTA) related mainly to FTA strategies consisting of ASEAN 
and CJK countries using a game theoretical approach. This chapter sets 
up the three player game incorporating CJK’s FTA strategies toward 
ASEAN member countries. Regionally speaking, it is very important to 
see how CJK countries decide their FTA strategy as the ultimate aim is 
setting up the East Asian–wide FTA. 

 Section 5.2 gives a literature review of this topic; Section 5.3 covers 
materials and methods used; Section 5.4 gives the results of the regres-
sions performed, and the last section presents conclusions.  

  5.2     Literature review 

  5.2.1     Setting the payoff matrix 

 What is the incentive (payoff) for countries in doing a FTA? On the 
theoretical side, we have the so-called “endogenous growth theories” 
embracing the proposition that trade liberalization with greater open-
ness might promote long-run economic growth under certain condi-
tions. For example, Grossman and Helpman (2004) and Feenstra (1995) 
argue that if a free trade system is formed under conditions in which 
technology transfer occurs between the involved economies, production 
efficiency can be improved, and thus free trade can ultimately induce 
economic growth among the FTA member countries. Another theo-
retical link between trade and growth was described in a “learning-by-
doing” model, as emphasized by Lucas (1988) and Young (1991). If free 
trade allows countries to specialize in industries with economies of scale, 
then their long-run economic growth can be increased. These examples 
demonstrate that certain economic conditions are required in order to 
realize a positive relationship between free trade and economic growth; 
thus, it can be inferred that the theoretical models do not necessarily 
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yield an unambiguous prediction regarding the relationship between 
free trade and economic growth. In this chapter, I will empirically prove 
that an FTA between China, Japan, and Korea toward ASEAN can leading 
to the enhancement of GDP regionally.  

  5.2.2     Domino effect of FTA 

 The interest to become a hub for a regional trade agreement (RTA) will 
create Baldwin’s (2006) domino effect, which is expected to induce most 
of the East Asian countries join the RTA. When the larger countries sign 
such an agreement, it can trigger other countries to also sign, even in 
the case of countries whose governments previously declined joining an 
FTA. We have two major actors here, which are pro-membership (export-
competing firms) and anti-membership (import-competing firms) forces. 
The model describes a political equilibrium resulting from a balance 
between the two major forces. The pro-membership will gain preferen-
tial access if the nation decides to join the RTA and experience marginal-
ization if the nation stays out. On the other hand, the anti-membership 
forces will be marginalized if the nation decides to join while it will 
win the domestic market if the nation stays out. Naturally, the export-
competing firms have larger output than the import-competing one. 
Having said this, the shock resulting from the nation’s decision for not 
joining the RTA would be bigger for the pro-membership side, which 
will, in turn will force the policy makers to join the existing RTA. As 
the membership expands, the incentive to join the RTA becomes more 
attractive even for those who previously found the politically optimal 
decision to stay out. The cycle repeats itself until a new political equilib-
rium membership in RTA is met. 

 The basic logic is simple. As Baldwin argues, the decision to join or 
not to join an FTA is a function of a political equilibrium that meets the 
balance of anti-FTA and pro-FTA forces. Typically the pro-FTA group is 
made up of exporters who would like better market access; the anti-FTA 
group is made up of import-competing firms and workers employed by 
them. Deeper integration among the CJK countries is beneficial, and 
will be considered as South East Asian countries reach a benchmark 
decision. Moreover, Baldwin believes that the economic grouping in the 
Northeast Asia stimulates exporters in Southeast Asia to be engaged in 
greater pro-FTA political activity. The mechanism is as follows: if one 
of the other nations’ government was previously close to indifferent, 
politically speaking, to signing an RTA with CJK countries, then the 
extra political activity of their exporters may tilt the balance, leading 
the country to sign an RTA. This scenario can be thought of as one 
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domino knocking down the next one – think of the first RTA signing as 
someone pushing over the first domino, and the second RTA signing as 
the second domino falling. Countries that are out of the scheme will be 
marginalized due to the shrinkage of foreign market access. In the polit-
ical sphere, this new disadvantage will result in greater political pressure 
on governments to negotiate with the existing RTA.  

  5.2.3     FTA strategy using game theoretical approach 

 Since Baldwin and Clarke’s article in 1985, there are very limited publica-
tions discussing FTA strategy using game theory. Harrison and Rutstrom 
(1991) and Gander (2008) are among the relatively few. Baldwin and 
Clarke (1987) use actual trade and tariff data for the US (US) and the 
European community to demonstrate how to model a Tokyo Round (as 
a form of trade negotiation) into a game among countries attempting to 
minimize individual welfare loss functions. They construct welfare func-
tions based on suggested trade negotiation goals and then compute both 
the non-cooperative Nash-Cournot equilibrium tariffs and the coopera-
tive Nash equilibrium tariffs implied by these welfare functions. Welfare 
outcomes under the computed equilibrium tariffs are compared with 
those arising from the initial tariff structure, as well as the tariff structure 
actually determined by the negotiation. They found that, while the game 
model tracks closely the decisions of the negotiators in the Tokyo Round, 
later unilateral political decisions resulted in less optimal tariffs. 

 Harrison and Rustrom (1991) suggest an alternative approach to the 
quantitative analysis of trade policy evaluation suggested by the notions 
of non-cooperative trade wars and cooperative trade negotiations. 
Specifically, they illustrate their approach by computing the outcome 
of a trilateral trade war between the US, the European Union (EU) and 
Japan, and then a bilateral trade war between the US and Canada. In 
each case they assume that other trading blocs do not react against the 
warring blocs. They found out that the US and the EU would each “win” 
in the former trade war while Japan would lose, using the trilateral Free 
Trade outcome as a basis for comparison. They also found that both 
Canada and the US would lose from a bilateral trade war, with the losses 
to Canada around ten times larger than those of the US as a percentage 
of GNP. They also showed that most of the substantive aspects of a trilat-
eral agreement between the EU, the US, and Japan could be achieved 
bilaterally by the EU and the US, whether or not Japan reacted strategi-
cally to that bilateral negotiation process. 

 Gander (2008) uses a game theory approach to an FTA made within 
ASEAN countries and between ASEAN countries and outside countries 
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and the rest of the world (ROW). Using dynamic game theory, he found 
that as the number of players within ASEAN increases, the number 
of potential coalitions increases very rapidly. The FTA’s multiply and 
become very complex. The same potential complexity holds for FTAs 
between ASEAN as a single entity and non-member countries. 

 Given the limited amount of scholars using game theory for FTA 
strategy, let alone East Asian FTA, this chapter aims to enrich the shelf 
of knowledge by doing a game theoretical approach on CJK FTA strategy 
towards ASEAN countries.   

  5.3     Methodology 

  5.3.1     Assumptions 

  Non-cooperative game 

 The most fundamental solution concept in game theory is the Nash 
equilibrium. A game model with n-countries and their strategies can be 
formulated as G = (S, u), where S = (s 1 , s 2 , .…s i ) is the strategy of every 
country i and u = (u 1 , u 2 , .….u i ) is the utility (payoff) of country i. From 
a specific combination of possible strategies of n-country game, a collec-
tive strategy s i  *,  for every country i, is the Nash equilibrium if no country 
i could improve its payoff by changing only its own strategy. In other 
words, in the Nash equilibrium, no country wants to deviate from its 
strategy if the other countries do not deviate from their strategies. A 
collective strategy (s i  * , s– i  * ), where s i  * played by country i and s– i  *  played 
by other countries (except country i), is a Nash equilibrium if and only if 
u i  (s i  *,  s– i  * ) ≥ u i  (s i  ,  s– i  * ) for every country i, and s  S .We can say that for 
country i and its strategy s i , (s i  *,  s– i  * ) is at least as good as (s i  ,  s– i  * ). Under 
the non-cooperative Nash game model, a country is assumed to have 
concern only for the impact of proposed tariffs on its own welfare. We 
can find the Nash equilibria of a game in which each country has only a 
few actions by examining each action profile in turn to see if it satisfies 
the conditions for equilibrium. Consider country i, for any given action 
of the players other than i, country i’s actions yield various payoffs. We 
denote the set of country i’s best actions when the list of the other coun-
try’s actions is a –i  by B i  (a –i ). Then we can define function B i  by B i  (a –i ) = 
{ a –i  in A i  : u i  (a i , a –i ) ≥ u i  (a i ’, a –i ) for all a i ’ in B i  }: any action in B i  (a –i ) is 
at least as good for country i as every other action of country i when 
the other countries’ actions are given by a –i . We call B i  the best response 
function of country i. The function B i  is set-valued, as it associates a set of 
actions with any list of other countries’ actions. Every member of the set 



92 Trade Strategy in East Asia

B i  (a –i ) is the best response of country i to a –i  if each other country adheres 
to a –i , then country i can do no better than choose a member of B i  (a –i ).  

  Players 

 The players involved in this game are China, Japan, and Korea. Being 
acknowledged as the economic front runners, Japan, China, and Korea 
are assumed to have a major responsibility for the economic welfare 
in the East Asian region. It is very obvious that East Asian regionalism 
cannot be put into practice without these countries’ strong support.  

  Strategies 

 This chapter divides the strategies into two: (i) creates an FTA with 
ASEAN member countries or (ii) withholds an FTA with ASEAN 
member countries. The agreement data is compiled from the UNESCAP 
Interactive Trade Indicators (ITI) component of the Asia Pacific Trade 
and Investment Agreement Database (APTIAD). Given the nature of the 
data ( ex post ), the strategy is described as backward-looking in the sense 
that strategy selection is based on experience measured by relative past 
realized outputs. Although China, Japan, and Korea are involved in a 
non-cooperative game, this chapter assumes that each country shares a 
common goal, which is to reach a sound regional economic growth in 
East Asia. A sound trading partner within the region is a prerequisite for 
ensuring a sustainable market in the future.   

  5.3.2     Payoff scheme 

 As we have defined that the players are aiming regional target (economic 
growth) as their common goal, we can now set the payoff for each coun-
tries. The Payoff scheme is taken from the work of Barro (1996) on GDP 
determinants. He finds that GDP is enhanced by higher initial schooling 
and life expectancy, lower fertility, lower government consumption, 
better maintenance of the rule of law, lower inflation, and improve-
ments in the terms of trade. Edwards (1997) contributes his idea 
suggesting to add productivity as one of influential variable for GDP. 
Many recent studies including Hansen and Rand (2006), Agrawal and 
Khan (2011) also include FDI as one of GDP determinants. Furthermore, 
Grossman and Helpman (1991) and Feenstra (1995) show that FTA is 
also enhancing the signatory country’s economy. The macroeconomic 
data are taken from World Development Indicators (WDI) while the FTA 
data are taken from the UNESCAP Trade Agreement database. The data 
are from 1998 to 2007 so that it can match the emerging FTA, which 
mostly took part within this period. 



China-Japan-Korea (CJK)’s FTA Strategy 93

 The paper employs a panel data model to generate the payoff schedule. 
Below is the specific model used in this chapter:  

GDP Governance TaxTT

FDI
itPP it it it it

it

( )
+
β βW eWagWW egg β FTA β( )CJKJ

β
21 g it βββ ageg itWagWW egg 43 it( ) βββ FTA

it( )CJKJJ

5β ++ εitε (5–1)

 Where GDP  it  , Wage  it  , Governance  it  , FDI  it  , Tax  it   are Gross Domestic 
Product, monthly wage, governance indicator, FDI inflows and Tax rate, 
respectively, for CJK and ASEAN4 at time t. The monthly wage is used to 
measure labor productivity within the East Asian region. We expect to 
have a positive and significant impact of labor productivity on regional 
GDP. Along with productivity, we also expect to have a positive and 
significant impact of FDI inflows on GDP. Tax rate is rather ambiguous, 
since it could create a positive or negative impact to GDP, although the 
latter is more common. 

 Governance is measured by the six governance indicators following 
the work of Kaufmann et al. (2003). These indices describe various 
aspects of the governance structures of a broad cross section of coun-
tries, including measures of voice and accountability, political stability, 
government effectiveness, regulatory quality, rule of law, and control 
of corruption. In general, the governance index provides explanatory 
power to explain the capability and quality of governance from each 
member country. The better indicator a country has, the more chance it 
has to enhance the regional welfare. 

 FTA(CJK)  t   is the key variable in this chapter that explains the China, 
Japan, and Korea FTA to ASEAN countries. The coefficient (incremental) 
value of the FTA of China, Japan, and Korea to the GDP will serve as a 
corresponding value for the payoff matrix.  

  5.3.3     Response function 

 In some cases, we cannot decide a player’s best response function. Thus 
said, Nash Equilibrium cannot be decided. Fortunately for this FTA game, 
we have an alternative that is called Baldwin’s domino effect. Baldwin 
(1993) argues that the decision of a country to create an RTA/ FTA will 
cause others to adopt the same policy measures. 

 To simulate this logic, the author constructs a simultaneous equation 
model on RTA/FTA in China, Japan, and Korea. Although they have 
individual actions, most of them are influencing each other. 

 The chapter employs vector auto regression (VAR) as a part of simul-
taneous equation model. The VAR model is one of the most successful, 
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flexible, and easy-to-use models for the analysis of multivariate time 
series. It is a natural extension of the univariate autoregressive model 
to dynamic multivariate time series. VAR is a statistical model used to 
capture the linear interdependencies among multiple time series. VAR 
models generalize the univariate autoregression (AR) models. All the 
variables in a VAR are treated symmetrically; each variable has an equa-
tion explaining its evolution based on its own lags and the lags of all 
the other variables in the model. VAR modeling does not require expert 
knowledge, which previously had been used in structural models with 
simultaneous equations. 

 VAR models were advocated by Christopher Sims, who criticized the 
claims and performance of earlier modeling in macroeconomic econo-
metrics. Sims recommended VAR models, which had previously appeared 
in time series statistics and system identification, a statistical specialty in 
control theory. Sims advocated VAR models as providing a theory-free 
method to estimate economic relationships, thus being an alternative 
to the “incredible identification restrictions” in structural models. Sims 
was awarded the 2011 Nobel Prize in Economics for his work in applying 
VAR models to macroeconomic analysis. 

 Let Yt = (y 1t , y 2t ,, …, y nt ,) denote an (n×1) vector of time series varia-
bles. The basic p-lag vector autoregressive (VAR(p)) model has the form:  

 
Y c Y Y Y e t Tt tY cY t p t pYY t+cc +Y + YpYYΠ Y Π1t −YtYY 2 tYtYYt 1; ,t ...,

      
(5–2)

 where ∏ i  are (n× n) coefficient matrices and e t  is an (n × 1) unobserv-
able zero mean white noise vector process (serially uncorrelated or 
independent) with time invariant covariance matrix . For example, a 
bivariate VAR model equation by equation has the form:  
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 where cov(e 1t , e 2t ) =  12  for t = s; 0 otherwise. Notice that each equation 
has the same regressors – lagged values of y 1t  and y 2t . 

 The VAR approach assumes all variables in the system are potentially 
endogenous, so each variable is explained by its own lags and lagged 
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values of the other variables. The author will start by formulating a 
general VAR model of the relationship between China, Japan, and Korea’s 
individual RTA. The RTA/FTA information is taken from the Figures 7.1, 
7.2 and 7.3.  

CFTAt j t j j t j j t j= ∑ +CFTAj t j ∑ + ∑ +KFTAj t jjj ∑α + ∑ λ +JFTAj JFTA j ∑ ε1j t jj tJ jj tJFTA j−j tJj tJ 1εε (5–4)

JFTA Jt j t j j t j j t j= ∑ +JFTAj t j ∑ + ∑ +CFTAj t jjj ∑α + ∑ λ +KFTAjKFTA j ∑ ε2 j t jj t jj tKFTA j−j tj t 2ε (5–5)

KFTAt j t j j j j t j= ∑ +KFTAj t j ∑ + ∑ +CFTAj t jjj ∑α + ∑ λ +JFTAj JFTA j ∑ ε3 j t jj tJ jj tJFTA j−j tJj tJ 3ε (5–6)

 Where:
CFTA t   = Chinese FTA at year t 
JFTA t   = Japanese FTA at year t 
KFTA t   = Korean FTA at year t 
CFTA t–j   = Chinese FTA at year t-j 
JFTA t–j   = Japanese FTA at year t-j 
KFTA t–j   = Korean FTA at year t-j 
α, β, λ, γ   = constant terms 
ε   = Error term 

 Equation 5.6 shows that all variables are endogenous variables within 
the simultaneous equation. The variables are influencing each other, 
as for example the growth of Chinese FTA in year t is influenced by the 
Chinese FTA, Japanese FTA, and Korean FTA from the previous period. 
Likewise, the growth of the Japanese FTA at year t is influenced by 
Japanese FTA, Chinese FTA, and Korean FTA from the previous period. 
Furthermore, Korean FTA at year t is influenced by Korean FTA, Japanese 
FTA, and Chinese FTA from the previous period.  

  5.3.4     Dominant strategy 

 A strategy is dominant if, regardless of what any other countries do, 
the strategy earns a country a larger payoff than any other. Hence, a 
strategy is dominant if it is always better than any other strategy, for 
any profile of other countries’ actions. Depending on whether “better” 
is defined with weak or strict inequalities, the strategy is termed strictly 
dominant or weakly dominant. If one strategy is dominant, the other is 
dominated. This chapter employs error correction mechanism (ECM) to 
describe this phenomenon.   
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  5.4     Results and discussion 

  5.4.1     Payoff matrix 

 This game scheme yields the payoff matrices shown in Table 5.1. Payoffs 
in the three-player game are given to the row player (Korea), the column 
player (China), and the matrix player (Japan, respectively. Below is the 
detailed explanation of the table. 

  Japan 

 If Japan decides to conduct an FTA with ASEAN member countries, it 
will yield several payoffs depending on other countries’ actions. Japan 
will yield 5362.959 if China and Korea decide the same thing. Japan will 
have 5679.006 as a reward if Korea decides to create an FTA while China 
withholds action. Japan’s payoff will be 5679.006 if Korea decides to 
withhold while China is creating an FTA. If China and Korea withhold 
from the FTA, Japan will have 1097.702. 

 On the other hand, Japan’s action to withhold from an FTA with 
ASEAN member countries will give zero (0) contribution given other 
countries’ actions. With these facts in mind, we can say that Japan’s best 
response function is to create an FTA with ASEAN member countries. 
This is the best response since it produces the most favorable outcome 
for Japan, taking other countries’ strategies as given. It is also a domi-
nant strategy in view of the fact that creating an FTA earns Japan larger 
payoffs than withholding from signing an FTA.  

 Table 5.1     Payoff matrix 

 Japan : Creates

  China  
Creates Withholds

 Korea 
Creates 3240.14, 4809.101, 5362.959 3194.533, 0, 5679.006

Withholds 0, 4788.361, 5265.277 0, 0, 1097.702

 Japan : Withholds

  China  
Creates Withholds

Korea
Creates 2368.986, 6090.883, 0 815.065, 0, 0

Withholds 0, –82.758, 0 0, 0, 0

     Note:  The numbers in the matrices are taken from the coefficient value of the CJK FTA to the 
GDP after regressing equation 5–1.    
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  Korea 

 Korea’s strategy to create an FTA with ASEAN member countries will 
result in several payoffs given other countries’ actions. Korea will take 
3240.14 if China and Japan decide to do the same thing. Korea’s reward 
will be 3194.533 if Japan decides to create an FTA while China withholds 
action. Korea will get 2368.986 as a payoff if China decides to do the 
same while Japan withholds. If China and Japan withhold from the FTA, 
Japan will have 815.0657. 

 Alternatively, Korea’s action to withhold from the FTA with ASEAN 
member countries will give zero (0) contribution given other countries’ 
actions. Since creating an FTA with ASEAN member countries produces 
the most favorable outcome for Korea, taking other countries’ strategies 
as given, we can say that it is the best response function for Korea. It also 
functions as a dominant strategy for Korea since creating an FTA give 
Korea better payoffs than withholding from it.  

  China 

 Following the same scheme, China’s strategy to create an FTA with 
ASEAN member countries will yield several payoffs given other coun-
tries’ actions. China will get 4809.101 if Korea and Japan act in unison. 
If Korea withholds engaging in an FTA while Japan decides to create an 
FTA, China will yield 4788.361 as its payoff. China will have 6090.883 
as a payoff if Korea chooses to create an FTA while Japan withholds. But 
China will suffer if it is the only country that creates an FTA with ASEAN 
countries, since the payoff will be a negative number, -82.75891. 

 Then again China’s strategy to withhold from an FTA with ASEAN 
member countries will give zero (0) contribution given other coun-
tries’ actions. Unfortunately, from the facts we have from the payoff 
matrix, China’s best response function and dominant strategy are still 
ambiguous. This conclusion is fair because China’s strategy still has the 
possibility to deviate from creating to withholding an FTA with ASEAN 
member countries. 

 Given the less ideal situation above, we cannot employ the Nash 
Equilibrium yet. It still has the tendency to deviate from the  Pareto superior  
to  Pareto inefficient  equilibrium that is often associated with strategy traps. 
Baldwin’s domino effect using VAR simulation should give an answer.        

  5.4.2     Response functions 

 From the VAR output shown in Table 5.2, we can see that the Chinese 
FTA is influenced by its own FTA in t-1, the Japanese FTA in t-1, while 
Korean action to conduct an FTA does not have a significant influence 
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on the Chinese FTA strategy. The Japanese FTA, on the other hand, is 
clearly influenced by her FTA in t-1, the Chinese FTA in t-1, and the 
Korean FTA in t-2. It is implied that Japan puts more attention on the 
Chinese FTA rather than the Korean FTA, which is supported by the 
difference in time lag. Korean strategy in conducting an FTA is unique 
when compared with the Japanese and Chinese approach to enacting an 
FTA. The Korean FTA is unlike its previous FTA policy, as it now places 
more focus on Japanese and Chinese actions. The Chinese FTA in t-1 and 
t-2 show a clear dominance for the Korean FTA while the Japanese FTA 
has a different influence in t-1 and t-2. The Japanese FTA in t-2 boosts 

 Table 5.2      VAR result  

 Sample(adjusted): 1992–2009 
 Number of Observations: 17 

 Standard errors & t-statistics in parentheses 

CHINA_FTA JAPAN_FTA KOREA_FTA

CHINA_FTA(-1) 0.628 0.948 0.410
(0.260) (0.270) (0.094)
(2.415) (3.512) (4.338)

CHINA_FTA(-2) –0.517 –0.726 0.811
(0.427) (0.443) (0.155)

(–1.210) (–1.637) (5.226)

JAPAN_FTA(-1) 0.088 0.391 –0.331
(0.192) (0.200) (0.070)
(0.456) (1.953) (–4.727)

JAPAN_FTA(-2) 0.873 0.223 0.408
(0.255) (0.264) (0.092)
(3.424) (0.845) (4.404)

KOREA_FTA(-1) 0.191 –0.663 –0.294
(0.510) (0.529) (0.185)
(0.375) (–1.251) (–1.585)

KOREA_FTA(-2) –0.141 1.670 –0.960
(0.349) (0.363) (0.127)

(–0.405) (4.597) (–7.553)

C 0.0846 0.0461 0.031
(0.093) (0.0971) (0.034)
(0.904) (0.475) (0.904)

R-squared 0.866 0.914 0.951
Adj. R-squared 0.793 0.867 0.925
Sum sq. resids 1.137 1.227 0.150
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the tendency of the Korea to have its FTA with others while the Japanese 
FTA in t-1 stalls the Korean FTA. From the regression, we can now decide 
that China’s strategy is relatively dependant with Japan’s strategy. Since 
we already have Japan’s best response function, the decision to create an 
FTA with ASEAN countries will be the Nash Equilibrium for this game.       

  5.4.3     Discussion 

 As it has been stated in Section 5.4.2, China, Japan, and Korea’s strategy 
to create an FTA with ASEAN member countries is the Nash equilibrium 
for this game. In this game, we found that China, Japan, and Korea’s 
strategy is interdependent to each other, with China having the most 
influence on the other countries s in making their moves toward creating 
an FTA. But with the absence of Japan and Korea, China’s strategy will 
have a negative economic impact given that country’s weak and unclear 
FTA/RTA strategy in ASEAN. According to Nakagawa and Liang (2011), 
China has excluded seitive sectors and issues that may be difficult to deal 
with in the short term, such as intellectual property protection, dispute 
settlement mechanisms, special sectoral liberalization, the environment, 
and labor standards. Moreover, they argue that China and ASEAN have 
placed a wide range of important industrial products (such as automo-
biles, appliances, chemical products, iron and steel, and textiles) as well 
as farm goods (such as rice and palm oil) on the sensitive track. China 
has negotiated more than half of its FTA agreements by placing geopo-
litical/security/strategic goals over economic considerations (Nakagawa 
and Liang 2011). 

 China’s attempt with a China-ASEAN FTA (CAFTA) is widely seen as an 
example of the dominance of geopolitical considerations in its engage-
ment in the Southeast Asia region. A disharmoniuous region can only be 
a distraction from a focus on economic development. China also accepts 
a very flexible plan, requested by its FTA partners, to reach an FTA with 
them. As with China’s FTA negotiation with ASEAN members, China 
agreed to negotiate a trade-in-goods agreement (signed in 2004) sepa-
rately from a trade-in-services agreement (signed in 2007) to ease the 
political tensions in some of the ASEAN countries. 

 The greater flexibility demonstrated by China unilaterally also shows 
that reaching agreements with these ASEAN countries will primarily 
meet its political and foreign policy objectives instead of reaching its 
economic targets, one of which is GDP growth. In fact, Chinese govern-
ment officials admitted that geopolitical considerations trump any 
economic benefit when China is negotiating economic issues with its 
neighboring countries (Nakagawa and Liang, 2011). This stance is quite 
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understandable since the rivalry between ASEAN4 members and China 
has been ongoing for years. Holst and Weiss (2004) point out China’s 
pattern of creating short- and medium-term direct and indirect compe-
tition between ASEAN and China. They argue that ASEAN and China 
are experiencing intensified export competition in prominent third 
markets. This situation can lead to painful domestic structural adjust-
ments within the ASEAN countries in the short run. Then again, the 
mind set in viewing the economic opportunity or threat depends on 
whether China’s economy is perceived as complementary or competi-
tive vis-à-vis individual ASEAN economies and on whether the latter 
economies are able to exploit their complementary opportunities and 
overcome the competitive threats. 

 In constituting East Asian regionalism, leadership plays a very impor-
tant role.  The   Korea Herald  once posed the crucial question for the future 
direction of Asian regionalism: “Which country is capable of taking the 
lead? It boils down to either China or Japan ”  ( Korea Herald , October 10, 
2002). Sino-Japanese antagonism and aspirations to leadership on both 
sides have, in consequence, been a major source of structural change in 
the region, resulting in a dynamic interplay between bilateral FTA and 
multilateral institutions. This chapter argues that it is important for East 
Asia to give Japan an extensive role in designing East Asian–wide FTA 
given the weak impact of China’s FTA the region. 

 Japan’s comprehensive trade strategy has already proven to be helpful 
to the region economically. The possibility Japan taking a leadership 
role in East Asia is faint, would be difficult to achieve, but nevertheless is 
a worthwhile objective, as it has the potential for enhancing the region’s 
welfare. A Japan-China joint strategy to create FTA will eventually bring 
the East Asian region to the next level.   

  5.5     Conclusion 

 The Nash equilibrium in this game happens when China, Korea, and 
Japan are using the same strategy, which is to create an FTA with the 
ASEAN member countries. Although the game is analyzed as backward 
looking, we have gleaned a benchmark towards the future FTA policy in 
the East Asia region. In order to build more integration in in East Asia 
governments need to set up more formal institutional mechanisms for 
trade. As noted by Kawai (2005), it is rational for such mutually dependent 
countries in the region to institutionalize de facto integration through 
the establishment of regional arrangements. The growing significance of 
the Chinese, Japanese, and Korean markets for ASEAN will then serve as 
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the basis for a single East Asian–wide FTA. Eventually, China, Japan, and 
Korea’s FTA will have a greater influence in East Asia (the domino effect). 
As Baharumshah et al. (2007) argues, regional integration through RTAs 
is expected to widen the markets of the participating member coun-
tries. Large and growing markets will create greater confidence for 
both domestic and foreign investors. RTAs will give the chance for the 
participating countries to increase their production, capacity utilization, 
and employment as well as improve their investment potential, reduce 
vulnerability to external shocks, capture economies of scale, improve 
their bargaining positions in international markets, and increase the 
average standard of living. In addition to an investment creation effect, 
new prospects for improved business without tariffs and quotas on trade 
within the region may propel local firms to rearrange production facili-
ties within the group.  
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   6.1     Introduction 

 As already proven in the previous chapters, a more institutional-
ized approach is needed to make the East Asian regionalism solid 
and sustainable. Feng and Genna (2003) argue that homogeneity of 
domestic institutions is needed to go hand-in-hand with the regional 
integration process. Moreover, they point out that inflation, taxation, 
and government regulation as representative factors for the economic 
institutions. Another variable that might enhance integration is popu-
lation, as already identified by Tamura (1995). He argues that a large 
population is a catalyst for integration due to economic agglomeration. 
Scholars such as Milner and Kubota (2005) even show that democracy 
is an important factor that could foster regionalism. Their empirical 
work on the developing countries from 1970–1999 showed that regime 
change toward democracy was associated with trade liberalization and 
regionalization. 

 Having said this, knowing the factors that determine the formation of 
regionalism (top-down process to match the existing bottom-up process) 
is becoming more crucial. This chapter tries to identify the variables that 
provide a clear path for the formation of EAR. Thus, a unified East Asia 
could accelerate the momentum of overall trade liberalization and boost 
regional economic growth. 

 The remainder of this chapter is organized as follows: Section 6.2 
studies the basic concepts, Section 6.3 covers materials and methods, 
Section 6.4 examines the results of the regressions, and Section 6.5 
presents conclusions.  

     6 
 The Determinants of East Asian 
Regionalism   
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  6.2     Basic concepts 

  6.2.1     Democracy and regionalism 

 Many scholars believe that the type of regime can influence the choice 
to join or not to join the free trade scheme. But whether or not democ-
racy promotes free trade still prompts some ambiguous arguments 
among scholars. Given the global trend toward democracy (Freedom 
House 2002), the answer is of more than pedagogical interest. If democ-
racy indeed promotes free trade, then the spread of democracy should 
reinforce the regionalism and creates a path to open the markets for 
poor countries, which have historically lacked market access. However, 
if democracy can lead to protection, the formation of regionalism will 
face substantial problems. Either way, understanding and predicting the 
future of regionalism requires an understanding of the democracy and 
trade policy relationship. 

 Consider, in a Heckscher-Ohlin world, a relatively labor (capital) 
abundant country for which the initial selectorate consists of a large 
fraction of capital (labor) owners. Suppose that this body is then gradu-
ally eroded as democratization expands the proportional weight of 
the relatively abundant non-capital– (non-labor)–owning class. Vote-
maximizing governments will find that high tariff rates –even when 
fully redistributed back to voters –no longer compensate the income loss 
due to protection. The result is an increasing bias toward a trade policy 
that maximizes electorate welfare, and hence one that maximizes the 
gains from trade. In this case, democracy unambiguously spurs trade. 

 Milner and Kubota (2005) argue that democratization, which implies 
an increase in the selectorate’s size, has a direct consequence in changing 
the calculations of political leaders about the optimal level of trade 
barriers. They see that democratization induces the adoption of trade 
policies that better promote the welfare of consumers/voters at large, 
which implies trade liberalization in this context. Although the interest 
of the protectionist group remains important as the dynamic of democ-
racies, other groups preferring lower trade barriers become more impor-
tant for political leaders since they are now part of the selectorate upon 
which leaders can depend upon for their political survival. 

 The work of Grossman and Helpman (1994) on the political economy 
of protection tells a somewhat different story compared with the one 
mentioned above. They argue that if rational policymakers (government, 
parliament) maximize a weighted sum of campaign contributions and 
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general welfare, the equilibrium tariff depends on the relative weights 
placed on each in the government’s objective function. To the extent 
that special interest groups are more active in a democracy (Olson 1982), 
they might constitute a greater weight, and therefore a greater level of 
democracy would lead to higher trade barriers. Conversely, political 
competition generated in an active democracy might imply that policy 
makers weight more heavily in general versus special interest welfare. 
These models are silent as to which influence might dominate; however, 
empirical work testing the Protection for Sale model has yielded results 
that are supportive of a positive linkage between democracy and trade 
(Mitra, Thomakos and Ulubasoglu 2002). 

 To simulate the logic, we will go through the juggernaut framework as 
briefly described in Chapter 2. Although it is known best for explaining 
the behavior of exporters and importers, it also serves well when it 
comes to politics. The main similarity would be the involvement of 
actors that seek to find a political optimal point (equilibrium point). 
Those actors are; (i) policy makers, (ii) anti-free trade actors, and (iii) 
pro-trade actors. Consider the scenario where anti-free trade actors have 
the dominant lobbying power that influences the whole system. In this 
scenario, the pro-trade group will try its best to ensure its safety. To do 
so, the anti-free trade actors need to lobby the policy makers to impose 
high tariffs by reciprocally giving the policy makers a more sound prog-
nosis of consumer welfare. 

 Naturally, the pro-trade activist would resist any kind of tariff hikes. 
For the anti-trade actors, the given characteristic means lobbying cost. 
Since the first scenario assumes that the anti-trade actors have an ample 
amount of resources to handle the cost, the policy makers will then be 
stirred to set cuts on sanction. 

 The number of anti-trade actors is determined by a free entry condi-
tion, which is a function of the tariff. Higher tariff rates will lead to an 
increasing number of anti-trade actors as they face lesser barriers to entry. 
The tariff itself is determined by the policy makers’ action when it opti-
mizes a “politically realistic objective function.” The objective function 
here is defined as way to maximize one’s preference. The intersection 
of politically realistic objective function with the free entry conditions 
gives us set combinations where the policy makers are choosing the 
politically optimal rule while letting the anti-trade actors enter the game 
up to the point of no return. 

 Reciprocal talks (taking the form of negotiation between anti trade 
actors and policy makers) will have a direct impact for a politically 
optimal tariff. This scenario will shift down the objective function 
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of the policy makers since they have a new set of optimal rules. The 
shifting will in turn drive some pro-trade actors to be marginalized since 
they face an increasing number of anti-trade actors, which also means 
increasing lobbying power against them. This situation will decrease the 
cost of lobbying since the political resistance from the pro-trade actors 
is decreasing linearly with the increasing size of anti-trade actors. As far 
as Baldwin’s juggernaut effect is concern, the political economy forces 
driving the effect are strengthened by the tendency of special interest 
groups to fight harder to secure gains. For them, joining an anti-trade 
scheme will give new commercial opportunities. Having said this, the 
higher tariff may play a particularly important role in generating new, 
anti-trade political economy activity. Holding another reciprocal talk is 
cheaper now, resulting in further hikes on tariffs. The cycle repeats itself 
until a new equilibrium is met (the juggernaut effect). 

 As Geddes (1995) summarizes:
Until recently, it was widely accepted that democracies, especially 

fragile, uninstitutionalized new democracies have difficulty carrying out 
economic liberalization because its costs make it unpopular and hence 
politically suicidal to elected officials. Consequently, it was argued, 
authoritarian governments should be more capable of initiating and 
sustaining major economic reforms” 

 The effect of democracy on trade can also be determined by the 
characteristics of the voters. Mayer (1984), in his work on the political 
economy of trade, produces interesting findings concerning the voter’s 
unique characteristics using the Heckscher-Ohlin framework (two 
factors and two sectors). The findings emphasize the endowment of the 
median voter. If the median voter is well-endowed with labor, he/she will 
support imports of capital-intensive goods but oppose imports of labor-
intensive goods. On the other hand, if the median voter is well endowed 
with capital relative to the national mean, then he/she will support 
imports of labor-intensive goods but oppose imports of capital-intensive 
goods. To correspond with Mayer’s work, Dutt and Mitra (2002) explain 
that inequality raises trade barriers in capital-rich countries and lowers 
them in capital-scarce ones, and that left-wing governments adopt more 
protectionist policies in capital-rich countries but more free trade poli-
cies in labor-rich economies than do right wing governments.  

  6.2.2     Good governance and regionalism 

 Only recently did the development literature include some excessive 
study on the terms governance and good governance. Bad governance, 
as the antithesis of good governance, is often regarded as a major root of 
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all problems. Major donors and international financial institutions are 
increasingly basing their aid and loans on the condition that reforms 
that ensure good governance are undertaken. 

 The concept of “governance” is not new. It is as old as human civili-
zation. According to UNESCAP, governance means: the process of deci-
sion-making and the process by which decisions are implemented (or 
not implemented). Governance can be used in several contexts, such as 
corporate governance, international governance, national governance, 
and local governance. Given the fact that governance is the process 
that involves decision-making and implementing such decisions, any 
analysis concerning governance should focus on the actors, formal and 
informal, that are drawn in the process. 

 Putting the concept to practicality, government is deemed as one of 
the actors in governance. Other actors that are involved in governance 
vary depending on the level of government that is under discussion. In 
rural areas, for example, other actors may also include influential land 
lords, associations of peasant farmers, cooperatives, non-governmental 
organizations, research institutes, religious leaders, financial institu-
tions, political parties, the military, etc. The situation in urban areas is 
much more complex. 

 In the relation to regionalism, various studies have demonstrated that 
governance is crucial for regionalism. Adam Smith (1776) noted that 
private contracting is an important factor for the mutually beneficial 
exchanges that promote specialization, innovation, and growth, which are 
also the main factors for the gains from free trade leading to regionalism. 

 Bolaky and Freund (2004) demonstrate that regulatory quality 
influences the interaction between trade and economic growth. They 
also argue that countries with excessive regulations do not benefit from 
trade. The argument is relatively simple: Trade only benefits countries 
that have relatively low adjustment costs. Or to put it in other words, 
countries that are facing a low cost for reallocation of labor and capital – 
from the import-competing sector to the export sector – will get a high 
benefit from trade. On the other hand, countries with too much regula-
tion may face a relatively rigid economic structure. In this case, produc-
tion factors can face difficulties in moving to the sectors where large 
welfare gains can be achieved. The economy may eventually end up in 
a situation where trade does not have a beneficial impact on the alloca-
tion of resources within and between sectors. Furthermore, excessive 
regulations may encourage a country to produce goods for which the 
country has no comparative advantage and/or the terms of trade have 
been unfavorable over recent decades. 
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 Moreover, Fisman and Sarria-Allende (2004) found two different 
outcomes for industries in countries that either have or do not have 
excessive regulations. In response to shocks, industries with high tariff 
barriers expand the existing firms, while industries with low entry 
barriers create new firms. In addition, in countries facing high entry 
barriers, the industries characterized by large sales turnover tend to 
have only a few large firms while countries with low entry barriers have 
many smaller firms. Thus, their results suggest that regulations create 
distortion in industrial structure, increases industrial concentration, and 
influences the amount of entrants to an industry in the case of external 
shocks. Similarly, Klapper et al. (2004) examine data on firms in Western 
and Eastern Europe and discover that entry regulations lead to less entry, 
especially in industries with naturally high entry barriers. In addition 
to that, they also find that excessive regulations deter the investment 
related to labor-intensive industries.  

  6.2.3     Transport infrastructure and regionalism 

 Good infrastructure, especially transport infrastructure such as roads, 
railways, and ports will provide steadiness and assuredness in making 
trade investment in a country. Solid infrastructure tends to lower the 
cost of trade. Good infrastructure will only lead to a sustainable intra 
trade and investment. Thus said, it lays foundation for the formation of 
regionalism. 

 According to WTO (2004), this sector is crucial for moving goods and 
services from exporting to importing countries. Poor transport infrastruc-
ture or inefficient transport services are reflected in higher direct trans-
port costs and longer delivery time while an improvement in a country’s 
infrastructure lowers the costs of trading. A study conducted by Limão 
and Venables (2001) shows that if there is an improved infrastructure 
in a country –above the median point to the top 25% of all countries 
being surveyed – will cause a significant reduction on transportation 
cost of up to 481 kilometers of overland travel and 3,989 kilometers of 
travel by sea. This shift will also cause an increased volume of trade – 
by 68% – which is equivalent to being 2,005 kilometers closer to other 
countries. Meanwhile, countries facing inefficient transport services 
will experience higher overall transport costs. A poor quality infrastruc-
ture increases total transport costs as it increases direct transport costs 
and the time of delivery. A study conducted by Wilson et al. (2005) 
demonstrates that transport costs and lack of infrastructure wear down 
the potential income of local producers. A study by WTO recognizes 
the negative impact a lack of infrastructure has on domestic income. 
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Transportation infrastructure has been proven to have a pronounced 
effect on trade as it channels through the effect on a country’s compara-
tive advantage to trade. 

 Yeaple and Golub (2002) make a quantification that explains to which 
extent the difference in government infrastructure is affecting a coun-
try’s existing total factor productivity (TFP) at the sectoral level. They 
found that a road infrastructure provision is a significant factor in a 
sector’s productivity growth and in a country’s production specializa-
tion. Moreover, the road infrastructure turns out to be significant not 
only as a factor affecting productivity growth in the transportation 
equipment sector but also as a factor influencing the process of speciali-
zation in the production of textiles and apparel. 

 One study estimated a standard gravity model augmented with a 
variable measuring the quality of infrastructure of the importing and 
exporting country. The study showed that better infrastructure for sea, 
land and air transport have joint significance for raise the volume of 
trade. The quality of ports seems to have the largest impact on trade. 
According to the report, an increased efficiency in a country’s ports has a 
significant, positive impact on trade, which lays the foundation towards 
regionalism. When it comes to air transport infrastructure, the study 
found that if the number of paved airports per square kilometers in a 
country is doubled, it will boost imports by 14%. Moreover, a country 
that does trade with a partner with twice as many airports will increase 
bilateral trade by a further 15%. Good quality of land infrastructure also 
has a positive effect on trade. Doubling the number of paved roads per 
100 square-kilometers is estimated to increase trade by 13%. A country 
importing from a partner country with twice as many kilometers of 
paved roads per 100 square kilometers than itself increases trade by 12% 
(Nordås and Piermartini, 2004). For a more comprehensive look on the 
WTO study, please see Box A.1.  

  6.2.4     Industrialization and regionalism 

 By definition, industrialization means the process in which a society or 
country (or region) transforms itself from a primarily agricultural society 
into one based on the manufacturing of goods and services. Individual 
manual labor is often replaced by mechanized mass production and 
craftsmen are replaced by assembly lines. Characteristics of industriali-
zation include the use of technological innovation to solve problems 
as opposed to superstition or dependency upon conditions outside 
human control such as the weather, as well as a more efficient division 
of labor and economic growth. Industrialization is a historical phase 
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and experience. Industrialization is the overall change in circumstances 
accompanying a country’s movement of its population and resources 
from primary production activities to manufacturing production and 
associated services. In relation to regionalism, industrialization in devel-
oping countries creates mechanization for the parts and components 
that are being channeled from the developed countries. Regionally 
speaking, the industrialization process will help to enhance the region 
as factory for the overall product fragmentation process. For East Asia, 
the example of Japan’s production networks in relation to the South 
East Asian countries is an example of this fragmentation. Japan is well 
known as the producer of value-added engine parts and components. 
Actually, however, the whole process of production includes several 
Southeast Asian countries. Indonesia is responsible for assembling the 
gasoline engines and horns. The Philippines specialize in making the 
transmissions and combination meters. Malaysia assembles the engine 
parts and condensers. Thailand assembles diesel engines and air condi-
tioning units. This whole process of production networks is spurred by 
the industrialization in the Southeast Asian countries.  

  6.2.5     Population and regionalism 

 A large population serves well not only for the demand for the goods 
from trade but also as a supply of labor for the industrialization process. 
It creates a sustainable path towards regionalism. However, looking at 
the literature, the effect of population on trade is a bit equivocal. 

 Matyas (1997) finds that population has positive trend in raising trade 
volumes and the level of specialization in which it produces gains from 
specialization. On the other hand, Dell`Ariccia (1999) finds a nega-
tive relation between population and the volume of trade. In addition, 
Bergstrand (1989) reports a positive effect of GDP per capita on trade. 
He describes a negative GDP per capita coefficient in a way that the 
product group that is subject to the estimation is not capital intensive 
but labor intensive. Since a higher population decreases GDP per capita 
on a labor-intensive basis, we can see a negative relationship between 
population and trade flows. 

 Moreover, according to Nuroglu (2010), who studies the six 
Organization of the Islamic Conference (OIC) economies, the impact of 
population on trade will differ as it depends on the length of the period 
of estimation (short-term vs. long-term). In the short run, population 
may have a positive impact on trade flows as it may raise the number 
of those in the labor force, the level of specialization and increase 
the number of products to export. However, in the long run, a larger 
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population has a high likelihood of decreasing income per capita, which 
makes every individual poorer, which may cause production and exports 
to decrease. In addition, lower income per capita tends to decrease the 
demand for imports as well. Having said this, we might see different 
results across time periods and regions when the effect of population on 
trade is measured.  

  6.2.6     Education and regionalism 

 Policies concerning enhancement in the field of education have long 
been known and have played a significant role in a country’s devel-
opment. High quality human resource development is regarded as the 
genuine product of education that can improve any strategy related to 
competitiveness. Good education is the key to reach economic growth 
and to escape from poverty. 

 Some developing countries have been successful in attracting FDI due 
to qualified human skills. In the East Asian context, sound policy that 
promotes education can eventually diminish the income gap between 
the Northeast and Southeast Asian countries. The fact that product frag-
mentation is becoming a trend in this region also serves to enhance 
regional convergence. As stated by Jones and Kierzkowski (2001), frag-
mentation increases the wage rate in countries where labor is a relatively 
abundant production factor, while it lowers the wage rate in countries 
where capital is abundant. This phenomenon eventually equalizes the 
wage rate between two countries in the long term. This equalization 
in wage is true if the educational gap among the countries becomes 
smaller.   

  6.3     Methodology 

 This chapter employs a fixed effects model in panel data. The model is 
specified as follows:  
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(6.1)

 Where:
Open it  = Regionalism for time t and country i 
 X it  =  Independent Variables (ASEAN4 + CJK’s rail ways, tax, democ-

racy, governance, industry, gross school enrolment rate, infla-
tion and population) 
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 W it  and Z it  are dummy variables which are defined as follows:
W it   =  1 for country i, where i = Indonesia, Malaysia, Philippines, Thailand 

China, Japan, Korea 
  = 0 for others 
 Z it   = 1 for Period t where t = 1998, 2000 ... , 2007 
  = 0 for others 

 Following are the explanations for the variables used:
(i) The variable of trade openness is used as a proxy of regionalism. The 

variable of openness is used to represent regionalism since regionalism 
creates openness for some sectors of the economy. Openness here func-
tions as dependent variable that is determined by some independent 
variables. 

 (ii) Railways as goods transported (million ton-km) is used to explain 
physical infrastructure readiness. Pairing up with this variable is the 
gross school enrollment rate, which serves as the basis for human capital 
infrastructure. Gross enrollment ratio is the ratio of total enrollment, 
regardless of age, to the population of the age group that officially corre-
sponds to the level of education shown. Primary education provides 
children with basic reading, writing, and mathematics skills along with 
an elementary understanding of such subjects as history, geography, 
natural science, social science, art, and music. Sound infrastructure (both 
physical and human) will provide steadiness and assuredness in invest-
ments among members. In other words, good infrastructure will only 
lead to a sustainable intra trade and investment that serve as the basis 
of EAR. (iii) To measure democracy, the indices produced by Freedom 
House (2000), including the index of democracy called POLITY (see Box 
A.2), are used. Democratization is expected to open up new avenues of 
support for freer trade vis-à-vis regionalism. 

 (iv) The next variable is the taxation policy; the higher the rate, the 
more it will diminish the prospects of EAR. 

 (v) Other variables include governance, which is measured by the 
six governance indicators estimated by Kaufmann et al. (2003). These 
indices describe various aspects of the governance structures of a broad 
cross section of countries, including measures of voice and account-
ability, political stability, government effectiveness, regulatory quality, 
rule of law, and control of corruption. In general, the Governance 
index provides explanatory power to explain the capability and 
quality of governance from each member country (see Box A.3). The 
better indicator a country has, the more chance it has to capitalize on 
regionalism. 
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 (vi) The macroeconomic variable, which is represented by inflation, 
creates an ambiguous expectation. High inflation might deter the forma-
tion of EAR, but some scholars prove the opposite. One of arguments 
supporting the latter proposition is given by Cohen (1997), who argued 
that the inflationary policy (high inflation) resulting from government 
action will tend to raise the obstacles to private investors, which in turn 
increases demand for greater integration. The loss of discretion in the 
fiscal and monetary policy will then reduce the risk of uncertainty. 

 (vii) A large market, together with the ongoing industrialization 
process, sums up the last aspects of EAR formation. The sheer size of 
the East Asian population creates not only the potential demand for 
the goods traded in the region but also the supply of labor force and the 
low absolute level of wages. In other words, Lewis’s unlimited supply of 
labor will persist longer in East Asia than in other parts of the world. The 
process will lead to an upward trend towards industrialization (value 
added as percentage from GDP) in the region. This trend is very impor-
tant since homogeneity in industrialization among countries in the 
region will smooth the progress of EAR.  

  6.4     Results and discussion 

 Table 6.1 gives the regression results from the panel data model. The 
growth of railways, as expected, gives a positive coefficient for open-
ness. One percent growth in railways in kilo meters tends to raise the 
net export per GDP (openness) by 0.12 point. The result confirms 

 Table 6.1      Factors affecting openness  

 Dependent variable: OPENNESS 

 Independent variable  Coefficient  t-Statistic 

Log(railways) 0.115860 2.059379**
Tax –0.029831 –3.530943***
Democracy –0.004282 –2.051852**
Governance 0.257508 3.860438***
Industry 0.049930 4.861010***
Log(population) 0.863634 2.154852**
Gross education 0.011445 2.217493**
Inflation –0.001545 –0.441719
R-squared 0.99251
Adjusted R-squared 0.98975

     Note:  Statistical significance is indicated by *(10%), **(5%), and ***(1%).    
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the importance of the transportation infrastructure to create a greater 
possibility for regionalism. The negative sign of the coefficient for tax 
describes the opposite relation between the corporate tax rate and the 
future prospect of EAR – the higher the rate, the more it will the dete-
riorate the EAR. A one percent tax rate rise tends to lower the likelihood 
of openness by 0.02 point. The negative sign of democracy suggests 
that a democratic environment hampers the possibility of joining any 
regional trade scheme. With democracy, delivering an EAR policy would 
become difficult since the government has to meet the expectations of 
all stakeholders. Trade liberalization is surely a controversial topic that 
can only find political resistance from people who find themselves to 
be potentially affected by such policy. Fortunately, the magnitude is not 
very high, since a one point rise in the index only lowers the tendency 
of openness by 0.004 point. The variable of industry yields a positive 
coefficient in which we can conclude that the trend towards industriali-
zation in East Asia has opened the chance of making regional groupings. 
A one point rise in this variable will most likely raise the tendency of 
openness by 0.04. The variable of population has not only a positive but 
also the highest coefficient. Population is regarded as the most impor-
tant variable that serves as a foundation towards EAR. A one point rise 
in population will raise the likelihood of openness by 0.86. The variable 
of education also gives a positive coefficient. A one point rise in the 
coefficient will help to raise the possibility of EAR by 0.01 point. The 
insignificant role of inflation for EAR is expected due to the ambiguity 
given. Governance has a positive and significant impact on openness, 
while a one point rise in the governance index will raise the tendency of 
openness by 0.26 point. This finding is significant, because it means that 
corruption control, voice and accountability, regulatory quality, govern-
ment effectiveness, political stability, and rule of law play an impor-
tant role for EAR. Having said this, it is interesting to see the individual 
performance of the CJK and ASEAN4 countries on each index. For the 
sake of regional comparison, the author also reviewed countries that are 
not included in the regression.    

  i)     Control of corruption 

 Over the last decade, New Zealand and Singapore are regarded as the 
best performers of the countries being analyzed. New Zealand has been 
on the top since 1998 and Singapore took the lead in 2008. On the 
contrary, Indonesia and Philippines have been ranked at the bottom 
since 1998.  
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  ii)     Voice and accountability 

 New Zealand is persistently holding the first position when it comes to 
political rights and civil liberties. China, as expected, has been on lowest 
level since 1998.  

  iii)     Political stability 

 During the past decade, Australia and China have been the most politi-
cally stable countries in the region. In the case of China, this condition 
is achieved because of the impediment on social movements and media 
suppression. On the other hand, Thailand is deemed the most politically 
instable country due to the military coup and social riots that have been 
dominant over the last decade.  

  iv)     Government effectiveness 

 Because they are the most politically stable countries, it is not surprising 
that Australia and China also took the lead for government effective-
ness. The governments in these countries can deliver good inputs that 
are required to produce and implement strong policies. On the contrary, 
Thailand has the most ineffective government in the region.  

  v)     Regulatory quality 

 Again, China and Australia dominate in this ranking. They are regarded 
as countries that have the best quality regulation in the region. 
Interestingly, in 2008 Indonesia took China’s position at second place 
in this category. Indonesia’s achievement is a result of its continuous 
reformation in the public sector. Quite the opposite, Thailand ranked 
the poorest in quality of regulation in the region.  

  vi)     Rule of law 

 In the wake of rule of law, or every citizen following the rules of society, 
the enforceability of contracts, the prevalence of black market activities, 
and the effectiveness and predictability of the judiciary, Australia and 
China are considered the best while Thailand ranked as the worst.         

  6.5     Conclusion 

 Results from the static panel data simulation demonstrated in this 
chapter, results show that sound transportation infrastructure, good 
governance, competitive taxation policy, a sizeable market, good educa-
tion, democracy, and the trend towards industrialization are the main 
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factors that serve as building blocks for EAR. The first factor is transpor-
tation infrastructure such as railways for the transport of goods (million 
ton-km). Pairing up with this variable is the gross school enrollment 
rate, which serves as the basis for human capital infrastructure. Sound 
infrastructure (both physical and human) will provide steadiness and 
assuredness in making investments among members. In other words, 
good infrastructure will only lead to a sustainable intra trade and invest-
ment that serve as the basis of EAR. If a country wants to benefit from 
regionalism, it should at least solve the latent problems of an unpre-
pared infrastructure. 

 The next factor that also matters is governance, which is measured 
by the six governance indicators estimated by Kaufmann et al. (2003). 
These indices describe various aspects of the governance structures of 
a broad cross section of countries, including measures of voice and 
accountability, political stability, government effectiveness, regulatory 
quality, rule of law, and control of corruption. In general, the govern-
ance index provides explanatory power to explain the capability and 
quality of governance from each member country. The better indicator 
a country has, the more chance it has to capitalize on regionalism. This 
is surely ongoing homework for the region. 

 Another factor that should be considered for the formation of EAR is 
democracy. Democracy can function to either increase or decrease the 
possibility of EAR. It is influenced by the character of a country’s stake-
holders (voters). Although we find in this chapter that democracy tends 
to decrease the possibility of EAR, in the future we might see a different 
result due to the dynamics of political constellations. With taxation 
policies, the higher the rate, the more it will diminish the prospects of 
EAR. The good example of tax reform within the region is expected to 
become the dominant factor for creating EAR. 

 A large market together with the ongoing industrialization process 
sums up the last aspects of EAR formation. The sheer size of the East 
Asian population creates not only the potential demand for the goods 
traded in the region but also the supply of a labor force and the low 
absolute level of wages. In other words, Lewis’s unlimited supply of 
labor will persist longer in East Asia. The process will lead to an upward 
trend towards industrialization in the region. This trend is very impor-
tant since homogeneity in industrialization among countries in the 
region will smooth the progress of EAR. These findings are coherent 
with the study conducted by the ADB in 2006 that identifies four solid 
pillars for the East Asian regional cooperation and integration. Those 
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pillars are: (i) trade and investment; (ii) money and finance; (iii) infra-
structure and connectivity; and (iv) regional public goods. 

 Having identified the factors that determine regionalism in East Asia 
should be equally matched by actual implementation on the field by 
the East Asian leaders. The question then arises, will they be ready to go 
through on the path towards regionalism?  
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   7.1     East Asia: an integrated environment 

 Regionalism, which includes any formal preferential trading arrange-
ment between two or more countries, came late to Asia. Before the turn 
of the twenty-first century, there were few regional trading agreements 
in existence. While successful Asian economies by and large exploited 
the international marketplace effectively, they did so in the context 
of the General Agreement on Tariffs and Trade (GATT)/World Trade 
Organization (WTO) framework. However, regionalization, which we 
define as a market-led process of increasing economic interaction, has 
been building up momentum in Asia for decades, spurred by unilat-
eral liberalization, market-oriented reforms, and successful economic 
growth that was consistently above the global average (with the excep-
tion of the Asian Crisis years, 1997–1998). Hence, formal preferential 
trading arrangements in the region, particularly in the form of free trade 
areas (FTAs), are being developed as a means of enhancing regionalism 
(“the flag following trade”) rather than the other way around, as was 
true of such agreements as colonial preferences or even the early years 
of European economic integration. In most of Asia, regionalism is being 
used as part of the overall process of economic reform to buttress the 
outward-oriented development strategies of the region’s economies. 

 In the global marketplace, and in an environment of steadily rising 
technological, economic, and ecological interconnectedness, states, 
buffeted by pressures that they cannot adequately control and seldom 
fully comprehend, have sought to pool their efforts and resources and 
create collaborative frameworks and mechanisms. These attempts at 
institutional innovation, often referred to as “multilateralism,” have 
assumed different forms in different places and at different times. 

     7 
 Conclusion   
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Global multilateralism is perhaps the more dramatic manifestation 
of the phenomenon, and, many would argue, the primary vehicle for 
developing legitimate and effective institutional responses that can 
complement the flagging governance capabilities of nation-states. The 
significance of globalism cannot be overstated. Evidence of its importance 
is seen in the work of the United Nations and its multiple organs and 
agencies, in the role of the World Trade Organization (WTO), the World 
Bank, the International Monetary Fund, the World Health Organization 
and numerous other inter-governmental bodies, not to mention the 
growing corpus of international law. Yet, it is equally clear that region-
alism has, particularly in recent decades, come to occupy an increasingly 
prominent place in international affairs. Although Europe, in particular 
the European Union, is often viewed as the leader of this trend – it has 
certainly had an important catalytic effect on other regions – no region, 
regardless of size, stage of development or societal outlook, can now be 
said to be immune to the trend. Asia Pacific is no exception. 

 East Asian countries are now more integrated than previously. 
Regionally speaking, East Asia has been nurtured by a market-driven 
expansion of trade and foreign direct investment (FDI). Kawai (2007) 
described the data of a heavily expanded region’s trade and FDI over the 
past two decades:

  East Asia’s exports, rose from 14% of world total exports in 1980 to 
27% in 2006, while its imports expanded from 15% to 24% during 
1980–2006.2 FDI inflows into East Asia (including Japan) more than 
tripled from 5% of world total FDI inflows in 1980 to 16% in 2005, 
while East Asian FDI outflows increased from 5% to 11% of world 
total outflows over the same period. East Asia’s global expansion of 
trade and FDI has been accompanied by rising intra-regional concen-
tration of trade and FDI activities.   

 According to Linn (2011), an integrated East Asia will become signifi-
cantly important for the region’s overall development at least for six 
reasons. First, in order to sustain region-wide economic growth; second, 
to have positive spillovers and better respond to global challenges; third, 
to create long-term stability and prosperity; fourth, to set up a stepping 
stone for poorer countries so that they can move up the value chain 
and maximize their growth potential; fifth, to be an important bridge 
between the interactions of individual East Asian countries and the rest 
of the world; and lastly, is to have the voice and influence in the global 
agenda that is commensurate with its economic weight. 
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 The process of trade regionalization can be identified by a growing 
tendency of trade flows among countries that reside in the same region. 
This process is often named as intra-regional trade. The simplest statis-
tical indicator used to assess the relative importance of intra-regional 
trade is its share of the region’s total trade (intra-regional trade share, 
S i ): S i = t ii /t i  ; 0 ≤ S i  ≤ 1 in which: t ii  equals region i’s intra-regional trade 
(exports plus imports); and t i  equals region i’s total trade. Increasing 
numbers of regional integration agreements (regionalism) is deemed an 
influential factor of the trend of intra-regional trend. This trend is well 
matched by the tendency of firms to expand their activities within the 
region (market-driven regionalization). Therefore, conducting a deep 
analysis of trade patterns for the ASEAN+3 countries, as a group as well 
as individuals, is fundamental.  

  7.2     Intra-regional trade: ASEAN+3 

 ASEAN members are becoming more connected. They experience sustain-
able growth of intra-regional trade share (See Table A.12). In 1990, the 
intra-regional trade share was only 17% but in 2010 the figure went up 
to 25.2%. If we expand the coverage to the “plus three” countries, the 
intra-regional trade figure becomes more robust. In 1990, it had already 
reached 47.2%, continued to develop over a decade as it leaped to 58.4% 
in 2010. The FTAs and EPAs that have emerged since the mid-2000s have 
made a significant contribution to the closer relationships among the 
ASEAN+3 countries. 

 Although this region has experienced two periods of crisis (late 1997 
and late 2008), it bounced back both times. For the first crisis, total 
ASEAN+3 intra-regional exports fell from $179,732.1 million (US dollars) 
in 1997 to $146,166.3 million (US dollars) in 1998 (see Table A.13). The 
imports also declined from $186,630.5 million (US dollars) in 1997 to 
$141,979.3 million (US dollars) in 1998 (see Table A.14). This number 
contributed for an almost 3% decline of ASEAN+3’s intra-regional trade 
from 49.9% in 1997 to 47.2% in 1998. It recovered well in 1999 to 49%, 
followed by 51.4% in 2000 (see Table A.12). This level of recovery was a 
big help for East Asian countries at that time. 

 The second crisis, in late 2008, also caused regional trade imbal-
ances in ASEAN+3 countries, as the total exports and imports fell from 
547,427.5 million US dollars and $518,966.8 million (US dollars) in 2008 
to a figure of $450,665.6 million (US) dollars and $411,663.3 million (US 
dollars) in 2009, respectively (see Table A.13 for exports and Table A.14 
for imports). But again, it persistently bounced back in 2010 for a figure 
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of $630,089.6 million (US dollars) for exports and $609,465.3 million 
(US dollars) for imports. It was also reflected from the intra-regional 
trade share figure that experienced a hike from 55.8% in 2008 to 58.4% 
in 2010 (see Table A.12). 

 If we compare the two crises, we can get a general conclusion that 
East Asia has learned how to cope with such crises. It is reflected by the 
speed of recovery in 2010, which was faster than 1999’s recovery. Also, 
the closer integration among the countries has created a vaccine-like 
treatment in the region.  

  7.3     Trade patterns: ASEAN countries 

  7.3.1     Brunei Darussalam 

 Brunei Darussalam has been exploiting the Japanese market for its export 
products for over a decade (see Figure 7.1). Although this figure was 
steadily decreasing due to the dynamics of the ASEAN market’s offering 
a larger opportunity, it bounced back in 2008 as Japan and Brunei signed 
an Economic Partnership Agreement (EPA) in 2007. The Chinese market 
is relatively open to Brunei’s exports since the ASEAN-China Free Trade 
Agreement (ACFTA) was enacted in 2005. For import products, Brunei 
relies heavily on ASEAN, as can be seen by the share of Brunei’s import 
from ASEAN countries that have continued to rise persistently since 
1990 (see Figure 7.2).            
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 Figure 7.1       Brunei Darussalam exports (FOB) – recipient country (percentage 
share of total)  

  Source:  IMF Direction of Trade (DOT) Statistics, Processed.  
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  7.3.2     Cambodia 

 ASEAN countries have been deemed a loyal market for Cambodian export 
products. However, the figure has been steadily decreasing over the last 
decade (see Figure 7.3). Hong Kong has taken over ASEAN’s position 
since 2008 due to the ACFTA. It can be seen by the rising share of Hong 
Kong for Cambodian exports compared with ASEAN. As for imports, 
Cambodia still relies heavily on ASEAN countries although the figures 
are decreasing (see Figure 7.4). China has made its mark in Cambodian 
market since the signing of ACFTA.            

  7.3.3     Indonesia 

 The Japanese market has been exploited by Indonesian export products 
since 1990. But the figure is steadily decreasing due to the increasing 
importance of the ASEAN market for Indonesia (see Figure 7.5). The 
Indonesia-Japan EPA (IJEPA) that has been enforced since 2008 has rela-
tively little to do in helping the decreasing importance of the Japanese 
market. The share of ASEAN took over the share of the Japanese market 
on Indonesian exports in 2010. ACFTA gives a more pronounced effect 
than IJEPA, as we see by the way Indonesian export products capitalize 
on it by the increasing share of the Chinese market (both PRC and Hong 
Kong) since 2009. As for import products, Indonesia is proven to be 
heavily dependent on the ASEAN market. Also, import products from 
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  Source:  IMF Direction of Trade (DOT) Statistics, Processed.  
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  Source:  IMF Direction of Trade (DOT) Statistics, Processed.  
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Japan have been persistently gripping the Indonesian market over the 
last decade (see .7.6).            

  7.3.4     Lao PDR 

 ASEAN countries have been acting as a traditional partner both for Laos’ 
export and import (see Figures 7.7 and 7.8). There is a steady share of 
both exports and imports to ASEAN countries from Laos compared with 
the plus three countries. The gap is a very substantial one, although 
China has been trying to shorten the gap since 2008. The effect of 
ACFTA is behind the Chinese strategy and dynamics.            

  7.3.5     Malaysia 

 The ASEAN market has been loyal to Malaysian export products. This 
trend can be seen from the share of the ASEAN-to-Malaysian exports 
that stayed at 30% from 1990 to 2010. Not even the Malaysia-Japan EPA, 
signed in 2005 and enforced since 2006, could change the constellation. 
Malaysia could grip the Chinese market as an export destination signifi-
cantly from 2007 and on (see Figure 7.9). Malaysian imports bring the 
same pattern. It depends heavily on the ASEAN market while at the same 
time seeing Chinese exports grow due to the ACFTA (see Figure 7.10).            
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  Source:  IMF Direction of Trade (DOT) Statistics, Processed.  
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  7.3.6     Myanmar 

 Myanmar has been capitalizing the ASEAN market for its export prod-
ucts, with the share growing to over 50%. Although it fell slightly in 
2010, Myanmar still relies heavily on the ASEAN market (see Figure 7.11). 
When it comes to import products, Myanmar is also influenced domi-
nantly by ASEAN products; the share is quite large compared with the 
plus three countries (see Figure 7.12). Again, ACFTA has proven to have 
a pronounced effect on ASEAN countries, as a group and individuals, 
and the impact of China, which is growing strongly both for imports 
and exports to Myanmar, is also noted.            

  7.3.7     Philippines 

 The Philippines’ export products have benefitted from the Japanese and 
ASEAN markets. Traditionally, the Japanese market has been linked to 
Philippines since 1990; the ASEAN market is having a stronger impact 
with the Philippine market since the late of 1990s and on. A closer 
economic tie between the Philippines and ASEAN is partly due to the 
crisis of 1998 (see Figure 7.13). Closer bonds means higher resistance 
to crisis, and this was proven in 2008, when ASEAN together with the 
plus three countries helped Philippine exports to bounce back in 2010. 
Philippines’ imports are influenced dominantly by ASEAN and Japanese 
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 Figure 7.10       Malaysia imports (CIF) – recipient country (percentage share of total)  

  Source:  IMF Direction of Trade (DOT) Statistics, Processed.  
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products, although we see ASEAN products to be more pronounced in 
the Philippines market (see Figure 7.14).            

  7.3.8     Singapore 

 As a small and open economy, Singapore is highly dependent on its neigh-
boring trade partners. ASEAN has acted as an export destination and import 
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  Source:  IMF Direction of Trade (DOT) Statistics, Processed.  
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source for Singapore (see Figures 7.15 and 7.16). The Japan-Singapore EPA 
has not functioned well although Singapore is the first country that rati-
fied the EPA with Japan. The most likely reason the EPA has not done 
well is that Singapore was already an open market when the agreement 
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 Figure 7.14       Philippines imports (CIF) – recipient country (percentage share of total)  

  Source:  IMF Direction of Trade (DOT) Statistics, Processed.  
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  Source:  IMF Direction of Trade (DOT) Statistics, Processed.  
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was signed in 2002. This fact is not too surprising given that Japan is not 
targeting Singapore for solely economic reason but to test Japanese negoti-
ating and market power before doing a significant free trade agreement.            
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 Figure 7.15       Singapore exports (FOB) – recipient country (percentage share of total)  

  Source:  IMF Direction of Trade (DOT) Statistics, Processed.  
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  7.3.9     Thailand 

 Thailand export products benefit from a large market in ASEAN. The 
share has been growing rapidly over the last decade (see Figure 7.17). 
On the other hand, Thailand’s export have oscillated in the Japanese 
market since the late 1990s. Thailand is also benefited by the ACFTA, as 
it is gaining bigger shares of Chinese market. As for imports, Japanese 
products have a bigger influence than others, they have almost been 
taken over by ASEAN products. The turning point was most likely in 
2010. China products are slowly but surely entering Thailand markets 
due to the ACFTA (see Figure 7.18).            

  7.3.10     Vietnam 

 Vietnamese export products mostly go to Japan and ASEAN. These 
figures are decreasing persistently since 1990, as the Chinese market is 
becoming more attractive for Vietnamese exports (see Figure 7.19). The 
recent signing of ACFTA has helped spur this condition. The effect of 
ACFTA can be seen clearly by looking at the import share from China. 
Chinese products have overwhelmed the Vietnamese market since early 
2000s and are having a more pronounced effect since the mid-2000s due 
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Conclusion 131

0.0

5.0

10.0

15.0

20.0

25.0

30.0

35.0

19
90

19
91

19
92

19
93

19
94

19
95

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

20
05

20
06

20
07

20
08

20
09

20
10

Total ASEAN JPN PRC HKG KOR
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  Source:  IMF Direction of Trade (DOT) Statistics, Processed.  
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 Figure 7.19       Vietnam exports (FOB) – recipient country (percentage share of total)  

  Source:  IMF Direction of Trade (DOT) Statistics, Processed.  
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to ACFTA (see Figure 7.20). Vietnam also signed the Japan-Vietnam EPA 
in 2008; however, the impact is still not significant for either exports or 
imports.           

 It is clear that the ASEAN+3 countries have become closer to each 
other. To be more specific, the overall trade picture is still largely driven 
by market forces rather than the free trade scheme. So it is fair to say 
that ASEAN+3 is experiencing regionalization (bottom-up process) but 
still not reaching regionalism. In order to have long run sustainability, 
this market-driven process should be matched by institutionalization, 
that is, region-wide FTA.   

  7.4     Making East Asian regionalism work 

 Among the more significant region-wide organizations to have emerged 
since the end of the Cold War are the Asia Pacific Economic Cooperation 
group (APEC), the ASEAN (Association of South East Asian Nations) 
Regional Forum (ARF), ASEAN plus 3 (comprising the ten ASEAN coun-
tries plus China, Japan, and South Korea) and the Asia–Europe Meeting 
(ASEM). None has as yet developed an elaborate bureaucratic struc-
ture. Though each has spawned many meetings and initiatives, they all 
remain first and foremost consultative arrangements aimed at securing 
broad declaratory agreements and benchmarks rather than binding 
targets or obligations. These developments suggest that, despite the 
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inhospitable geopolitical terrain, especially in Northeast Asia, multi-
lateralist approaches and institutions have come a long way in Asia 
Pacific. On the other hand, regional multilateralism in this part of the 
world faces a number of fundamental and as yet unresolved ambiguities, 
which, though not unique to this region, are likely to have far-reaching 
political, economic, and in the longer run, strategic implications. 
Foremost among these is the issue of membership, or to be more precise 
the geographic and political delineation of the region. With the passage 
of time East Asia has emerged as the core of the ASEAN + 3 project. This 
is most obviously the case with ASEAN plus 3, since its membership 
most closely coincides with what is generally understood to be East Asia, 
the only absentees at this stage being the anomalous regimes of North 
Korea and Taiwan. As the economic frontrunners in East Asia, Japan, 
Korea, and China are expected to take the dominant role in creating 
the so called East Asian Regionalism. Being excluded from regionalism 
efforts will only lead to marginalization. Therefore, the greatest need 
learning how to make it work. 

 We have made an interim conclusion that export leads the overall 
growth in Northeast Asia. However, it is important to note that Japan’s 
phase of adjustment, in the absent of FTAs/ EPAs, towards long run equi-
librium is quite slow compared to Korea and China. This situation only 
acts as a stumbling block in forming regionalism in East Asia. But, in the 
mid=2000s, FTAs and EPAs began to emerge in East Asia. The result of 
these agreements is quite good since they have accelerated Japan’s phase 
of adjustment. The hardest task is making these countries move together 
in the same phase, which is crucial to implementing regionalism. 

 Since regionalism is an abstract term, the use of the RPL index is essen-
tial. The RPL index is a proxy of outward orientation of a country; in 
other words, it is a representation of regionalism. Regionalism in this 
case goes hand-in-hand with openness in which it creates trade arrange-
ments that liberalize some sectors in the economy. The ECM simulation 
gives a clear picture of the current form of openness, which is below the 
equilibrium. It suggests that the trend towards regionalism is still far 
behind. It somewhat confirms the ineffectiveness of the current trian-
gular trade in Northeast Asia. It is expected that regionalism can elimi-
nate such bias in trade. Baldwin’s limited domino effect shows that the 
bilateral FTAs conducted by China, Japan, and Korea towards others will 
eventually converge the region into one RTA. This tendency is accentu-
ated by the test of convergence, which shows the potential convergence 
of not only the Northeast Asian countries (CJK) but also the East Asian 
countries that include the Southeast Asian region. 
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 The spill-over effect from the CJK to ASEAN4 countries is filling the 
hope for potential regionalism. We have seen in Chapter 5 that the GDP 
that comes from the spill-over effect is bridging the path towards EAR. 

 In the short run, there might be a rivalry competition between China 
and ASEAN. Whether this rivalry is seen as an economic opportunity 
or threat depends on whether China’s economy is perceived as comple-
mentary or competitive vis-à-vis individual ASEAN economies and on 
whether the latter economies are able to exploit their complementary 
opportunities and overcome the competitive threats. 

 Along with the spill-over effect, Vertical IIT is a crucial component for 
regional integration in East Asia. By relocating its production offshore 
to Southeast Asian countries, CJK is spurring regionalization within East 
Asia. Vertical IIT can be seen clearly for the case of Japan and Korea, 
which have a substantial income gap with the ASEAN4 countries. This 
gap is fueling the Vertical IIT process. 

 Looking at the result, it is fair to say that Vertical IIT among the 
ASEAN+3 countries has been progressing at a strong pace over the past 
ten years. Thus, we can conclude that regionalism in East Asia is driven 
by the market or in other words, is forming via the bottom-up process. 

 In East Asia, there is a need to set up more formal institutional mecha-
nisms for trade. It is rational for such mutually dependent countries 
in the region to institutionalize de facto integration through the estab-
lishment of regional arrangements (Kawai, 2005). The growing signifi-
cance of China, Japan, and Korea market for ASEAN4 along with other 
economic modalities such as product complementarities, comparative 
advantage, and IIT in the region will then serve as the basis for a single 
East Asian–wide FTA. 

 In East Asia, tariffs are cut unilaterally, which in turn creates complexity 
for East Asian firms. But the complexity is acting as the building blocks 
for regionalism since efforts to form regionalism will gain more in a 
low tariff environment. As the membership expands, regionalism will 
have a greater grip in East Asia (domino effect). But we have to note 
that this only happens when “Race to the Bottom” (RTB) unilateralism 
prevents complexity from a becoming problem while the opposite is still 
likely to happen. If this happens then, as Baldwin (2006) suggests, the 
combination of complexity and unbundling may create a new political 
economy force, which in turn creates a big push from the East Asian 
multinationals. 

 The next task is to shape the future of EAR. Using the test of conver-
gence, it can be shown that EAR will be in place for a long period. The 
robust finding creates an optimistic view of EAR. But finding the right 
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path to a sustainable EAR is essential. What are the paths then? From a 
static panel data simulation, it can be shown that sound transportation 
infrastructure, good governance, competitive taxation policy, sizeable 
market, good education, democracy and the trend towards industrializa-
tion are the main factors that serve as building blocks for EAR. 

 These findings are coherent with the study conducted by the Asian 
Development Bank in 2006 that identified four pillars for the East Asian 
regional cooperation and integration. Those pillars are: (i) trade and 
investment; (ii) money and finance; (iii) infrastructure and connectivity; 
and (iv) regional public goods. 

 The factors above can be classified as technical pillars. Should they 
be reached, non-technical factors still need to be tackled. Among those 
factors, some have proven to be major obstacles. First is the historical 
factor, what has affected China, Japan, and Korea for many years and is 
still in some degree occurring. Second is the ideological factor, or polit-
ical polarization, which began in the Cold War and has had a major 
impact for the relations among countries in East Asia. Although most 
ideological concentration is now becoming insignificant, in some cases 
the conflicting interests among countries are deemed to be the indirect 
exposure of the remaining ideological concept. The absence of a political 
bond among countries in East Asia would be a major problem when they 
have to face a common enemy that takes form as a global economic crisis. 
This book defines a political bond as regionalism/institutionalism. 

 Regionalism has some important roles in guiding directions, providing 
a vision, and setting up the principle in organizing and creating a 
regional community. These roles have given rise to important questions 
of what kind of regional organizations should be formed and how they 
should be formed and operated:

  Should Asia follow the EU model to transfer national sovereignty to 
a regional organization so as to develop a great unity of East Asia? 
Or should East Asia develop its own model of regionalism that 
defends national sovereignty, and adopt the more informal, weakly 
organized dialogue forum, incrementalism, consensus-building, and 
ASEANization approaches? (He 2004)   

 Kawai (2005) views a mounting need for institutionalization in East Asia 
in order to internalize externalities of the spillover effects:

   ... There is a need for concerted efforts to internalize externalities and 
spillover effects, because macroeconomic/financial developments and 
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policies of one country can easily affect other countries’ performance 
and developments. It makes sense for such interdependent regional 
economies to institutionalize de facto integration through the estab-
lishment of regional frameworks for trade and investment liberaliza-
tion and macroeconomic and financial management. Given that one 
country’s turbulence, shocks and crises could be easily transmitted 
to other economies within the same region, it is critical to establish 
financial safety nets. Joint action among such economies would be 
easier because they are small in number – so the transactions cost for 
collective action is small – and tend to face similar shocks and similar 
policy challenges.   

 The top-rank meeting of ASEAN+3 in Singapore 2007 is a giant leap 
toward stronger bonds among East Asian countries. One of the points in 
the Chairman’s Statement gave signs of acceptance for the “plus three” 
concept, which in turn creates the prospect of going beyond the next 
level. In concept, ASEAN+3 will have a broad scope of economy, security, 
politics, and social cooperation (Yoshida 2004). Since ASEAN has already 
become a mature institution, it will be in the driver’s seat to eliminate 
the non-technical problems facing East Asian regionalism. 

 After identifying the factors that determine regionalism in East Asia, 
actually implementing such a scheme is an equally important task for 
the East Asian leaders. A question then arises: will they be ready to go 
through the path towards regionalism? 

 A 2011 study by Capannelli may help answer the question:

  Given the relatively high degree of global integration that character-
izes Asian economies, the prosperity that can be generated by a more 
deeply integrated region is to be shared not only by individual Asian 
countries but with the entire world. Asian political leaders should be 
ready, however, to translate into action their declarations of intent 
regarding closer regionalism, create proper structures and new insti-
tutions to start a top-down approach to regional integration, as well 
as mobilize sufficient financial resources to ensure that future initia-
tives will be solid and sustainable. The 1,000 Asian opinion leaders 
who replied to the ADB survey are largely confident that the bene-
fits of regionalism outweigh its costs by a substantial margin. They 
are part of an expanding and vibrant knowledge community which 
provides intellectual support to the progressive move towards closer 
Asian integration. The challenge facing the creation of a regional 
economic community is to bring this enthusiasm to the grassroots 
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level and give new impetus to the bottom-up approach by involving 
the civil society in the process.   

 The current efforts to enact East Asian regionalism are not the first; 
however, these earlier attempts have not been done effectively. The 
FTAs happening in East Asia have created the so called “noodle bowl” 
(adapting the term of spaghetti bowl – a symbolic description of the 
twisted lines made up of different trade agreements instead of one over-
arching agreement). However, the connection between RTB and the 
domino effect will clean the mess. Given the tariff protection and the 
non-resistance from the anti-membership side, the pro-membership side 
will urge their governments to join the existing FTA. Due to this “peer 
pressure” and the prospect of higher profits, governments are expected 
to create a region-wide FTA. Moreover, the principles of a good policy 
are credibility, flexibility, and political legitimation. Rule of law could 
create credibility if the rule is widely known and well understood by the 
public. With credibility, it will be easier to handle any economic turbu-
lence with the policy instrument that is controlled by the economic 
authority. Credibility could function more when there is a transparent 
and accountable framework in which political legitimation is strength-
ened. Effective policy would come about if the policy makers have the 
ability to react promptly in every unprecedented shock. Credible policy 
makers are those who make the policy in a transparent manner. With a 
high level of transparency, any economic shock would be easily dimin-
ished. Without transparency, every policy with regards to economic 
targets and fiscal rules would become obsolete since the public could 
not compare between the target and the realization. Moreover, the polit-
ical legitimation is very important since the policies being made should 
reflect regional consensus; in turn, a balance of power would be created. 
General; responsibilities which could reduce the negative effect from the 
uncoordinated policy. 

 Regionalism in East Asia will enable the region to cope with the future 
challenges of globalization and remain internationally competitive. An 
integrated East Asia would lead to the advancement in economies of 
scale and fuller development of production networks. Moreover, Chia 
(2007) states that East Asian regionalism could help the less developed 
East Asian economies, which would otherwise become marginalized as 
they lack the attraction of sizeable market and negotiating resources 

 But there are problems inherent with regionalism in East Asia. The 
trade creation effect of regional co-operation is being viewed as an impor-
tant driver of economic growth. However, the impact of trading blocs 
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also has a trade diversion effect. Do such arrangements benefit regional 
trade and increase overall welfare? The answer depends upon the differ-
ence between the trade creation effect and trade diversion effects. 

 The trade creation effect is caused by the extra output produced by the 
member countries. This extra output is generated due to the freeing up 
of trade between them. Increased specialization and economies of scale 
should increase productive efficiency within member countries. 

 The trade diversion effect exists because countries within trading 
blocs, protected by trade barriers, will now find they can produce goods 
more cheaply than countries outside the trade bloc. Production will be 
diverted away from those countries outside the trade bloc that have a 
natural comparative advantage to those within the trading bloc. From 
the point of view of developing countries, that is ASEAN4, the existence 
of trading blocs depends on, firstly, whether the country is in the trading 
bloc and secondly, whether other countries are also members. Forming 
a trade bloc with other developing countries may result in only a small 
trade creation effect as the share of world trade involving developing 
countries is relatively small, provided that the trade bloc has limited 
influence on market price and quantity. If the country joins a trade bloc 
with developed countries, that is, CJK, then there may be real advan-
tages to the developing countries as resources flow within the bloc to the 
countries where there are cost advantages and the potential market for 
exports is significantly expanded. 

 By building trade liberalization on the foundation of discrimina-
tion, PTAs create a fundamental conflict with multilateralism. The 
ill effects of this key difference become evident when one examines 
the recent proliferation of PTAs. This proliferation has led to a criss-
crossing of trade preferences assigned to countries, hence the term 
“spaghetti bowl” or “noodle bowl”, where products in many impor-
tant markets today enjoy access on varying terms depending on where 
they supposedly originate. Owing to the globalization of production, 
the ability to identify the country of origin for products is increas-
ingly problematic. Since the noodle bowl’s inefficiencies are increas-
ingly magnified by unbundling and the rich/poor asymmetry, the 
region must find a solution. Since regionalism is a given, the solution 
must work  with  existing regionalism, not  against  it. The solution must 
be in the form of multilateralizing regionalism. The task should be 
conducted by the WTO. 

 While East Asian regionalism has made considerable strides on multiple 
fronts since the end of the Cold War, the existing regional architecture 
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needs to be given a more solid normative foundation, a stronger insti-
tutional base, and a more coherent set of functions. At the norma-
tive level, it is important that each institutional arrangement reflect a 
commitment to a broad set of principles that goes beyond the aims and 
objectives of the particular organization. All regional institutions should 
be expected to conform to and actively promote a normative framework 
that defines appropriate forms of state conduct and spells out the values 
that are to guide the complex relationship between states, markets, and 
civil society on the one hand, and between the national, regional, and 
global tiers of governance on the other. 

 Indeed, regional trade liberalization is an important and complex 
issue on an increasing globalized economy. It requires difficult answers 
about whether and, if so, how, and with whom regional preferential 
integration should be pursued (Bhagwati, Krisna, and Panagariya 1999; 
Dutta 1999; and Winters 1997. To make such an assessment, focusing 
on some of the important questions must be done. The issue of costs 
and benefits will come first to mind and whether the formation of 
regional integration arrangements will help to raise or lower welfare. 
Then, there is also the debate over the virtues and dangers of regional 
preferential treatment and whether these arrangements can reinforce 
or hinder multi-lateral trade liberalization. Answers to these questions 
have never been easy. As East Asia is about to embark on its own vision 
of a region-wide free trade arrangement, as part of a step towards an East 
Asian Community (East Asia Vision Group Report 2001), it is timely to 
look closely at the formulations and recommendations of such an estab-
lishment. Doing so will ensure that an East Asian free trade Agreement 
(EAFTA) is well conceptualized to bring about more opportunities for the 
region and is also contributing to the multi-lateral trade liberalization 
and global competition. The key questions are, what are the costs and 
benefits of this attempt and what are the pay-offs. This is particularly 
important when one considers additional requirements of “deeper inte-
gration” in an EAFTA which hopes to improve welfare both regionally 
and globally for East Asia.  

  7.5     Concluding remarks 

 In 2011, the ADB launched a study entitled ASIA 2050. This study 
mentions some key strategies to use for helping Asia continue on the 
path of rapid integration to 2050. This book has identified some factors 
deemed important to support the work of ADB. 



140 Trade Strategy in East Asia

  7.5.1     Set up the Northeast Asian FTA 

 Being acknowledged as the East Asian economic front runners, Japan, 
China, and Korea are assumed to have heavy responsibility for the 
economic welfare in the East Asian region. It is obvious that EAR cannot 
be put into practice without these countries’ strong support. CJK are 
the key since these three countries occupy about 17% of both world 
GDP and trade. Unfortunately, the lack of institutional arrangements 
among these major countries has stalled the overall welfare effect for 
the East Asian communities. The present driving force of the CJK rela-
tionship is the market, which is not enough by itself to ensure region-
alism. Therefore, the more institutionalized approach is needed to join 
these activities so that East Asia can sustain the economic growth in the 
long run. The main focus of the institutionalization in trade is to make 
these countries grow together, which can create positive externalities 
throughout the East Asian region. In the long run it is expected that CJK 
will lead to regionalism in East Asia. 

 Tracing back the relations since the post – World War II era, economic 
ties between Japan, Korea, and China has evolved in somewhat gradual 
ways. The evolution of trade activities emerged from the likes of China, 
which has had a substantial transformation of trade structures. In the 
early 1990s, primary commodities accounted for more than one third 
of China’s total export to Japan and Korea. In this new millennium, 
it is still top Chinese exports to Japan and Korea, but it is persistently 
followed by the fast growth of machinery and transport (Chan and 
Chien Kuo, 2005). From this point of view, trade within the Northeast 
Asian region is deemed to have substantial movement as a result from 
the shift of trade towards a more industrialized structure. The emergence 
of China as a regional manufacturing center is a dominant factor that 
contributes to this trade shift. 

 In constituting East Asian regionalism, leadership plays a very impor-
tant role.  The Korea Herald  once posed the crucial question for the future 
direction of Asian regionalism: “ Which country is capable of taking the 
lead? It boils down to either   China or   Japan ” ( The Korea Herald , 10 October 
2002). Sino-Japanese antagonism and aspirations to leadership on both 
sides have, in consequence, been a major source of structural change in 
the region, resulting in a dynamic interplay between bilateral FTA and 
multilateral institutions. This book argues that it is important for East 
Asia to give Japan an extensive role in designing East Asian–wide FTA 
given the shallow impact of China’s FTA in the region. 

 Japan’s comprehensive trade strategy is already proven to have helped 
the region become economically sound. Although the possibility of 
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Japan rising as the leader for East Asia may be difficult to achieve, it 
is worth trying, given the potential effect for enhancing the regional 
welfare. Japan’s joint strategy to create FTA will eventually bring the East 
Asian Region to the next level.  

  7.5.2     Production networks and regional gap 

 East Asia should ensure that the region and countries within the region 
that are lagging behind eventually catch up with the rest of East Asia. 
Sound policy measures that incorporate the expansion of production 
networks should be set as a common goal as the development of frag-
mentation enhances welfare. 

 Fragmentation improves welfare in two ways. First, it increases the 
wage rate in countries where labor is a relatively abundant production 
factor, while it lowers the wage rate in countries where capital is abun-
dant. This scenario eventually equalizes the wage rate between two 
countries in the long term. Second, the development of fragmentation 
raises productivity through a realization of the scale economy. Even 
assuming that the fragmentation is induced by FDI, and that a part of 
the benefit from FDI is refluxed to the investing country as reward of 
capital, the fragmentation still contributes to a rise of income through 
the increase in wage rates and job opportunities. So, as the production 
networks expand in the region, the income gap is expected to diminish 
in the future. 

 In conclusion, EAR will enable the region to cope with the future 
challenges of globalization and remain internationally competitive. If 
supported by the appropriate policies, the scope of further East Asian 
integration is enormous. Deepened integration will result from continued 
high growth and investment, which, in turn will be a driver of further 
high growth. An integrated East Asia would lead to the advancement 
in economies of scale and fuller development of production networks. 
Moreover, Chia (2007) states that EAR could help the less developed 
East Asian economies, which would otherwise become marginalized as 
they lack the attraction of sizeable market and negotiating resources. 
As Baharumshah et al. (2007) argue, regional integration through RTAs 
is expected to widen the markets of the participating member coun-
tries. Large and growing markets will create greater confidence for both 
domestic and foreign investors. RTAs will give the chance for the partici-
pating countries to increase their production, capacity utilization, and 
employment as well as investment, reduce vulnerability to external 
shocks, capture economies of scale, improve bargaining position in inter-
national markets, and increase average standards of living. In addition 
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to an investment creation effect, new prospects for improved business 
without tariffs and quotas on trade within the region may propel local 
firms to rearrange production facilities within the group.   

  7.6     Future considerations 

 Since regionalism in East Asia is an abstract term, it is very difficult to 
construct a solid model. This book has mostly talked about the regional-
ization process (bottom-up approach) rather than discussing the region-
alism itself. Baldwin’s domino effect, spill-over effect, and Vertical IIT 
are less straightforward than expected. It is true that Baldwin’s domino 
effect gives us an explanation of the China, Japan, and Korea FTA to 
others that should evolve to a CJK RTA. However, it is still an open game 
without reaching any solid conclusions. Likewise, the CJK’s Vertical IIT, 
as the key factor that creates a spill-over effect to ASEAN countries, is 
not even close to the described East Asian regionalism although the 
Vertical IIT and the spill-over effect are powerful variables that can 
explain regionalization ( de facto  regionalism). Chapter 5 provided an 
explanation that could connect all the dots. To begin with, the joint 
CJK – FTA strategy as a result from Nash Equilibrium is proven to be the 
key variable that can bring the region into  de jure  regionalism. But this 
is again less straightforward since a good model should incorporate all 
the variables into one solid equation. Because of this, with any future 
econometric model, one should be able to explain regionalism in a more 
direct manner.  
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  Box A.1   Transportation infrastructure – World Trade Report (2004) 

  INFRASTRUCTURE IN TRADE AND ECONOMIC DEVELOPMENT 

 This subsection focuses on transport infrastructure and related services for sea, 
land and air transport. It looks at the role that transportation services play in 
trade and international integration. Then it discusses the market structure of 
the transportation industry. Finally, it assesses the options available to the 
policy maker to render transport services more effective. 

  (i)     Sea transport

  World seaborne trade amounted to 5.9 billion tons of loaded goods in 2002, 
up by 0.8 per cent from the previous year. In 2002, the share of seaborne 
exports of developing countries was equal to 49.4 per cent, while that of devel-
oped countries was 40.4 per cent. Sea transport represents for many countries 
the most important mode of transport for trade. Sea freight rate differentials 
across countries between westbound and eastbound routes and across regions. 
Among these are trade imbalances, the product composition of exports, the 
extent to which containers are used for transport, the average distance of 
importing countries, terminal handling charges and port efficiency. Focusing 
on port efficiency, a recent study estimates that being among the 25 per cent 
least efficient ports is equivalent to being 5000 miles farther away from the 
nearest major market compared to being among the 25 per cent most efficient 
ports. This is equivalent to a reduction in shipping costs by more than 12 per 
cent (Clark et al., 2004). 

 Determinants of port efficiency are quality of port infrastructure and the 
market structure of port services. On the one hand, better infrastructure 
facilitates port operations, such as maritime cargo handling, storage, fueling 
and watering, and emergency repair facilities. It reduces the time required to 
perform these operations and ameliorates the quality of the services provided. 
On the other hand, better regulation, more domestic competition and inter-
national liberalization of the transportation service industry increases alloca-
tive efficiency (i.e. pricing close to costs) and internal efficiency (i.e. reduction 
of operational costs), thus reducing transport costs. These observations are 
confirmed by empirical evidence. A recent study finds that public restrictive 
trade policies, such as cargo reservation schemes (that require that part of the 
cargo carried in trade be transported only by national ships), and other restric-
tions imposed on potential foreign suppliers of a service, as well as private 
non-competitive practices (such as price fixing carrier agreements and coop-
erative working agreements) significantly increase liner transport prices (Fink 
et al., 2002).  

  (ii)     Land transport

  Land transport includes road transport, rail transport and pipelines. In the 
United States the share of total trade transported by land is 34 per cent. Of 
this, freight transport by road is the principal mode of land freight transport, 
accounting for 60 per cent of total trade (in value terms) by land. A comparison 
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between transport costs by land and by sea shows that transport by land is 
more expensive than by sea. Using data on the cost of transporting a standard 
container from Baltimore to selected destinations, Limão and Venables (2001) 
estimate that land transport is about seven times costlier than sea transport. 
An extra 1,000 kilometres by sea adds on average 190 dollars whereas by land 
it adds on average 1,380 dollars to the transport cost. As a consequence, at a 
given distance, being landlocked increases transport costs and represents a 
disadvantage for trade. Despite the higher costs, there is evidence that land 
transport is gaining market share relative to sea transport and that the cost of 
overland transport has declined relative to ocean transport (Hummels, 1999). 
As discussed below, the growing importance of timeliness for trade is one 
factor explaining this trend.  

  (iii)     Air transport 

 The importance of air transport for trade has been increasing over time. 
The share of US imports shipped by air increased from 7 per cent in 1965 to 
23 per cent in 2001 in value terms. In terms of ton-miles, air cargo grew at 
an annual average rate of 10 per cent between 1970 and 1996, while ocean 
shipping grew at an average rate of 2.6 per cent over the same period (World 
Bank, 2005b). Air transport is also very important for developing countries, 
accounting for nearly 30 per cent of their exports by value (World Bank, 
2003). More than 20 per cent of African exports to the United States are 
shipped by air. The products exported from Africa to the United States by 
air are mainly precious stones, scientific instruments, clocks and watches 
(Amjadi and Yeats, 1995). Air transportation is particularly important for 
time-sensitive products such as agricultural products and intermediate 
inputs traded within international production networks. In 1995, the most 
important air cargo commodities in US trade, by weight, were machinery 
parts (10 per cent of trade), electronics (13 per cent), high-tech instruments 
(4.6 per cent) and cut flowers and fish (each representing 4 per cent of trade) 
(OECD, 1999). Low air transport costs relative to ocean transport costs, for 
example, may contribute to creating comparative advantage in time-sensi-
tive goods.  

  (iv)     Integrated transport and logistic services 

 Total logistics costs (packaging, storage, transport, inventories, administration 
and management) are estimated on average at 20 per cent of total produc-
tion costs in OECD countries. Transport usually accounts for a quarter of 
total logistics costs, storage for a fifth and inventories for a sixth. Integrated 
transport and communication links are essential for cost-efficient transport 
networks. Border delays, transport coordination problems and direct charges 
that may be required by transit countries constitute an important part of trade 
costs. After controlling for the distance between countries, empirical analysis 
suggests a positive border effect on trade – that is, adjacent countries trade 
more than two otherwise identical countries for reasons other than distance. 
Efficient logistics is an important determinant of a country’s competitiveness. 
The international transport system may suffer from insufficient  cross-country 
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coordination of the network, such as non-integrated time schedules, customs 
delays, incompatible standards or an insufficient flow of information about 
delays. 

 Logistics services help to solve these problems. For example, they assist 
clients to save costs by concentrating cargo flows, reducing the ratio of empty 
voyages and favouring the sharing of information across transport opera-
tors. Efficient logistics do not just reduce costs of transport and transit time, 
but also decrease the costs of production. If logistics services are inefficient, 
firms are likely to maintain higher inventories at each stage of the produc-
tion chain, requiring additional working capital (bigger warehouses to store 
larger inventories). Gaush and Kogan (2001) estimated that developing coun-
tries could reduce the unit cost of production by as much as 20 per cent by 
reducing inventory holdings by half. At the sectoral level, logistics is most 
important for the electronic, pharmaceutical, fashion clothes and automotive 
sectors, where timeliness is important      

  Box A.2   Polity IV Project 

 The Polity IV Project continues the Polity research tradition of coding the 
authority characteristics of states in the world system for purposes of compar-
ative, quantitative analysis. The original Polity conceptual scheme was formu-
lated, and the original Polity I data collected, under the direction of Ted Robert 
Gurr; the Polity scheme was informed by foundational, collaborative work 
with Harry Eckstein,  Patterns of Authority: A Structural Basis for Political Inquiry  
(New York: John Wiley & Sons, 1975). The Polity project has proven its value 
to researchers over the years, becoming the most widely used data resource 
for studying regime change and the effects of regime authority. The Polity 
IV Project carries data collection and analysis through 2009 and is under the 
direction of Monty G. Marshall at the Center for Systemic Peace. 

 The Polity conceptual scheme is unique in that it examines concomi-
tant qualities of democratic and autocratic authority in governing institu-
tions, rather than discreet and mutually exclusive forms of governance. This 
perspective envisions a spectrum of governing authority that spans from fully 
institutionalized autocracies through mixed, or incoherent, authority regimes 
(termed “anocracies”) to fully institutionalized democracies. The “Polity 
Score” captures this regime authority spectrum on a 21-point scale ranging 
from –10 (hereditary monarchy) to +10 (consolidated democracy). The Polity 
scores can also be converted to regime categories: we recommend a three-part 
categorization of “autocracies” (–10 to –6), “anocracies” (–5 to +5 and the 
three special values: –66, –77, and –88), and “democracies” (+6 to +10); see 
“Global Regimes by Type, 1946–2006” above. The Polity scheme consists of 
six component measures that record key qualities of executive recruitment, 
constraints on executive authority, and political competition. It also records 
changes in the institutionalized qualities of governing authority. The Polity 
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data include information only on the institutions of the central government 
and on political groups acting, or reacting, within the scope of that authority. 
It does not include consideration of groups and territories that are actively 
removed from that authority (i.e. separatists or “fragments”; these are consid-
ered separate, though not independent, polities) or segments of the popula-
tion that are not yet effectively politicized in relation to central state politics. 

 The Polity project has evolved through three earlier research phases, all 
under the direction of Ted Gurr. The Polity III phase updated core Polity data 
through 1992 and was later updated through 1998 and released as the Polity98 
version. Through its evolution, the format of the Polity data has been trans-
formed from its original focus on “persistence and change” in the “polity” as 
the unit of analysis (i.e. polity-case format) to its present country-year case 
format, which is the preferred format for inclusion in time-series analyses. 
The original Polity I format was revisited by a research team under the direc-
tion of Nils Petter Gleditsch and information concerning the dates of polity 
changes was updated in 1994 and made available in the original polity-case 
format as Polity IIId. In the late 1990s, Polity became a core data project in 
the U.S. Government’s State Failure Task Force global analysis project (since, 
renamed the Political Instability Task Force; PITF). The special focus on “state 
failure” problem events within a general context of societal and systemic 
development processes requires information pertinent to both Polity foci, 
that is, state continuity and change (country-year format) and regime persist-
ence and change (polity-case format), be combined in a single data resource 
base. The fourth phase of the project, Polity IV, combines information from 
those two formats in a single data resource. Annual Polity IV records code 
the regime characteristics in effect on December 31 of the record year and 
provide the dates and magnitide of Polity changes that occurred during the 
record year. 

 The Polity IV dataset covers all major, independent states in the global 
system (i.e. states with total population of 500,000 or more in the most recent 
year; currently 164 countries) over the period 1800–2010. With the support 
of the PITF, the Polity IV Project has been transformed into a living, data 
collection effort, meaning that it constantly monitors regime changes in all 
major countries and provides annual assessments of regime authority char-
acteristics and regime changes and data updates. It is also the most closely 
scrutinized data series on political issues as analysts and experts in academia, 
policy, and the intelligence community regularly examine and often challenge 
Polity codings. Monitoring real-time events requires Polity analysts to make 
tentative assessments of the trajectories of unfolding political dynamics and 
their effect on the essential qualities of governing institutions, or patterns of 
authority. Recent annual Polity records are routinely re-examined during each 
annual update and may be revised in light of further information regarding 
institutional practice. In addition, historical cases are often re-examined, 
often as a result of questions raised by users and country experts, and may 
be refined in conformance with new information or the correction of errors 
in the records. Along with the annually updated version of the Polity IV 
data series, we provide a separate record of substantive changes made to the 
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  Box A.3   Measuring institutional quality (Busse and Hefeker, 2007) 

 A team of researchers at the World Bank (Kaufmann et al., 2005) constructed 
six indicators measuring the quality of institutions by comparing good govern-
ance across countries. According to their classification, governance itself can 
be broadly defined as the set of traditions and institutions by which authority 
in a country is exercised. This includes (1) the process by which governments 
are selected, monitored and replaced, represented by two indicators: Voice 
and Accountability and Political Stability. Furthermore, governance includes 
(2) the capacity of the government to effectively formulate and imple-
ment sound policies, which is represented by the indicators Government 
Effectiveness and Regulatory Quality. Finally, governance implies (3) the 
respect of citizens and the state for the institutions that govern economic and 
social interactions among them, which is represented by the indicators Rule 
of Law and Control of Corruption. Hence, the indicators describe informal 
and formal public institutional quality and address different dimensions of 
the overall government performance. The six dimensions of governance can 
be described as follows:

     Voice and Accountability, representing different aspects of political rights 1. 
and civil liberties, such as free and fair elections, the influence of the mili-
tary in politics and the independence of the media.  
      Political Stability, describing perceptions of the likelihood that the govern-2. 
ment in power will be destabilized or even overthrown by unconstitutional 
and/or violent means, due to, for example, ethnic tensions.  
      Government Effectiveness, measuring perceptions of “inputs” that are 3. 
required for the government to be able to produce and implement good 
policies, including the quality of government, bureaucracy and public 
administration, the competence of civil servants, the management time 
spent with bureaucrats, and the independence of the civil service from 
political pressure.  

data records during the annual update procedure (simple corrections are not 
reported). We also provide a separate version of the dataset in “polity-case” 
format: Polity IVd. The standard method for documentation of data collec-
tion in the social sciences, that is, coding sheets, has been replaced by a more 
detailed description of Polity characteristics and changes for each individual 
country in the data series: the annual Polity IV Country Report series. We 
have also compiled a list of non-constitutional changes in executive leader-
ship (e.g. coups d’etat, revolutions, or forced resignations) that may not be 
captured in changed Polity scores or may result in only minor changes of 
Polity scores.    
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      Regulatory Quality, combining measures of the incidence of government 4. 
intervention in the economy, such as wage or price controls, regulations 
on foreign trade, and legal restrictions on business ownership or equity by 
non-residents.  
      Rule of Law, representing the extent to which agents have confidence in 5. 
and follow the rules of society, that is, the enforceability of contracts, the 
prevalence of black market activities and the effectiveness and predict-
ability of the judiciary.  
    Control of Corruption, describing the exercise of public power for private 6. 
gain, ranging from the incidence of improper practices, through effects 
of corruption on the attractiveness of the country as a place to do busi-
ness, to the likelihood that additional payments are required to “get things 
done.”    

 These indicators are based on several hundred individual variables meas-
uring perceptions of governance, drawn from 37 separate data sources 
constructed by 31 different organizations. Their dataset, covering 209 
countries, is exceptionally large and provides information for five time 
periods: 1996, 1998, 2000, 2002 and 2004. Kaufmann and associates 
standardize all six indicators, ranging from about –2.5 to +2.5, with higher 
values corresponding to better governance outcomes.                                                                                                            
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       Notes   

  1 Introduction: Making East Asian Regionalism Work 

  1  .   See, for example, Scollay and Gilbert (2001, 2003); Pangestu and Gooptu 
(2003).  

  2  .   The export-competing firms are usually big industries which can produce 
goods not only for domestic but also foreign markets.   

  4 The Determinants of CJK’s Vertical Intra-Industry Trade 
to ASEAN4 countries 

  1  .   Japan is facing a bigger income gap with Indonesia than to what it is facing 
with Malaysia and Thailand.   

  



171

       References   

  Abd-el-Rahman, K. (1991) “Firms’ Competitive and National Comparative 
Advantages as Joint Determinants of Trade Composition”,  Weltwirtschaftliches 
Archive , Vol. 127, No. 1, pp. 83–97. 

 Acharya, Amitav (2001) “Constructing a Security Community in Southeast Asia” 
Routledge, London. 

 ADB (2008) “Asia Economic Monitor”, Asian Economic Integration Monitor 
series, ADB. 

 Agrawal, Gaurav and Mohd. Aamir Khan (2011) “Impact of FDI on GDP: A 
Comparative Study of China and India”,  International Journal of Business and 
Management , Vol. 6, No. 10. 

 Akamatsu, Kaname (1935) “Wagakuni yomo kogyohin no susei [Trend of 
Japanese Trade in Woolen Goods], Shogyo Keizai Ronso”,  Journal of Nagoya 
Higher Commercial School , Vol. 13, pp. 129–212. 

 Amjadi, Azita andYeats, Alexander J (1995) “Have Transport Costs Contributed to 
the Relative Decline of Sub-Saharan African exports?” Washington: World Bank 
Policy Research Working Paper 1559. 

 Ando, Mitsuyo (2006) “Fragmentation and Vertical Intra-industry Trade in East 
Asia”,  North American Journal of Economics and Finance , Vol. 17, pp. 257–281. 

 Andrés, Javier and Ignacio Hernando (1999) “Does Inflation Harm Economic 
Growth? Evidence from the OECD”, in the Costs and Benefits of Price Stability 
National Bureau of Economic Research, Editor: Martin Feldstein, pp. 315–348. 

 Angrist, J. D. and G. W. Imbens (1995) “Two-stage Least Squares Estimation of 
Average Causal Effects in Models with Variable Treatment Intensity”,  Journal of 
the American Statistical Association , Vol. 90, pp. 431–442. 

 Arellano, M. (1995) “On the Testing of Correlated Effects with Panel Data”,  Journal 
of Econometrics , Vol. 59, pp. 87–97. 

 Asami, Tadahiro (2002) “Japan’s Strong Leadership Urged to Promote Regional 
Economic Cooperation in East Asia”,  International Finance Journal , Vol. 1085. 

 Athukorala, Prema-chandra (2006) “Product Fragmentation and Trade Patterns in 
East Asia”,  Asian Economic Papers , Vol. 4, pp. 1–27. 

 Baharumshah, Ahmad Zubaidi, Kevin Odulukwe Onwuka and Muzafar Shah 
Habibullah (2007) “Is a Regional Trade Bloc a Prelude to Multilateral Trade 
Liberalization? Empirical Evidence from the ASEAN-5 Economies”,  Journal of 
Asian Economics , Vol. 18, pp. 384–402. 

 Balassa, Bela (1960) “The Determinants of Intra-Industry Specialisation in US 
Trade”,  Oxford Economic Papers , Vol. 38, pp. 220–233. 

 Balassa, Bela & Bauwens, Luc, (1988) “Inter-industry and intra-industry specializa-
tion in manufactured goods,” Review of World Economics (Weltwirtschaftliches 
Archiv), Springer, Vol. 124, No. 1, pp. 1–13, 

 Baldwin, Richard (1993) “A Domino Theory of Regionalism”,  NBER Working Paper 
Series , No. 4465. 

 —— (2006) “Multlarerilising Regionalism: Spaghetti Bowls as Building Blocs on 
the Path to Global Free Trade”,  NBER Working Paper Series , No. 12545. 



172 References

 Baldwin, Richard E. and Frédéric Robert-Nicoud (2008) “A Simple Model of the 
Juggernaut Effect of Trade Liberalisation”,  Centre for Economic Performance , 
CEPDP, 845, London School of Economics and Political Science, London, UK. 

 Baldwin, Robert E. and Richard N. Clarke (1987) “Game-Modeling Multilateral 
Trade Negotiations”,  Journal of Policy Modeling , Vol. 9, No. 2, pp. 257–284. 

 Barro, Robert J. (1996) “Determinants of Economic Growth: A Cross-Country 
Empirical Study”,  NBER Working Paper Series , No. 5698, National Bureau of 
Economic Research, Inc. 

 Ben-David, Dan (1993) “Equalizing Exchange: Trade Liberalization and Income 
Convergence”,  Quarterly Journal of Economics , No. 3. 

 Bergstrand Jeffrey H. (1989) “The Generalized Gravity Equation, Monopolistic 
Competition, and the Factor-proportions Theory in International Trade”, T he 
Review of Economics and Statistics , Vol. 71, No. 1, pp. 143–153. 

 Bernard, A. B. and S. N. Durlauf (1996) “Convergence in International Output”, 
 Journal of Applied Econometrics , Vol. 10, pp. 97–108. 

 Bhagwati, J., P. Krishna, and A. Panagariya. (1999) “Trading blocs: Alternative 
approaches to analyzing preferential trade agreements.” Cambridge, MA: MIT 
Press. 

 Bhalla, A. S. and P. Bhalla (1997) “Regional Blocs. Building Blocks or Stumbling 
Blocks?” Houndsmills: Macmillan. 

 Bolaky, B. and C. Freund (2004) “Trade Regulations and Growth”,  Mimeo , World 
Bank. 

 Burchill, Scott (2001) “Liberalism”, in Scott Burchill, Richard Devetak, 
Andrew Linklater, Matthew Patterson, Christian Reus-Smit and Jacqui True 
(eds.) Theories of International Relations. 2nd ed., Hampshire: Palgrave, 
pp. 29–69. 

 Busse, M and C. Hefeker (2007) “Political Risk, Institutions, and Foreign Direct 
Investment”,  European Journal of Political Economy , Vol. 23, pp. 397–415. 

 Capannelli, Giovanni (2011) “Institutions for Economic and Financial 
Integration in Asia: Trends and Prospects”, ADBI Working Paper 308. Tokyo: 
Asian Development Bank Institute. 

 Capannelli, Giovanni, J-W. Lee and Peter Petri (2010) “Economic Interdependence 
in Asia: Developing Indicators for Regional Cooperation and Integration”, 
 Singapore Economic Review , Vol. 55, No. 1, pp. 125–161. 

 Chan, Sarah and Chun-Chien Kuo (2005) “Trilateral Trade Relations among 
China, Japan and South Korea: Challenges and Prospects of Regional Economic 
Integration”,  Journal of East Asia , Vol. 22, pp. 33–50. 

 Chia, Siow Yue (2006) “ASEAN-China Economic Competition and Free Trade 
Area”,  Asian Economic Papers , Vol. 4, pp. 109–147. 

 —— (2007) “Challenges and Configurations of a Region-wide FTA in East Asia”, 
FONDAD Conference: Kuala Lumpu. 

 Clark, Don P. (2005) “Vertical Specialization-Based Production and Intra Industry 
Trade”,  The Journal of Developing Areas , Vol. 39, No. 1, pp. 1–13. 

 Clark, Ximena. Dollar, David. Micco, Alejandro (2004) “Port Efficiency Maritime 
Transport Costs and Bilateral Trade” NBER WORKING PAPER SERIES, Working 
Paper 10353. 

 Cohen, Benjamin J. (1997) “The Political Economy of Currency Regions”, in 
Helen Milner and Edward Mansfield (eds)  The Political Economy of Regionalism , 
New York: Columbia University Press. 



References 173

 Davis, Donald R. (1995) “Intra-industry Trade: A Heckscher-Ohlin-Ricardo 
Approach”,  Journal of International Economics , Vol. 39, pp. 201–226 

 Dell’Ariccia, Giovanni (1999) “Exchange Rate Fluctuations and Trade Flows: Evidence 
from the European Union”,  IMF Staff Papers , Vol. 46, No. 3, pp. 315–334. 

 Dimaranan, B. V. (2006) Global Trade, Assistance, and Production: The GTAP 6 
Data Base. (West Lafayette, Center for Global Trade Analysis). 

 Dollar, David (1992) “Outward Oriented Developing Economies Really Do 
Grow More Rapidly: Evidence from 95 LDCs, 1976–85”,  Journal of Economic 
Development and Cultural Change , Vol. 4, pp. 523–544. 

 Doraisami, Anita (1996) “Export Growth and Economic Growth: A Reexamination 
of Some Time-Series Evidence of the Malaysian Experience”,  Journal of Developing 
Areas , Vol. 30, pp. 223–230. 

 Dritsakis, M, Dritsakis C. and Adamopoulos, A. (2004) “A causal Relationship 
between Trade, Foreign Direct Investment and Economic Growth for Greece.” 
 American Journal of Applied Sciences , Vol.1, No.3, pp. 230–235 

 Drysdale, Peter (2006) “Regionalism in Asia and the Pacific and an Asian 
Economic Community”. Paper Presented in a Workshop in ICRIER, New Delhi, 
30 March. 

 Dunne, Timothy (1997) “Liberalism”, in John Baylis and Steve Smith (eds.) 
The Globalization of World Politics. Oxford: Oxford University Press (OUP), 
pp. 147–163. 

 Dutta, M, (1999) “Economic Regionalization in The Asia Pacific: Challenges to 
Economic Cooperation,” Edwar Elgar, Cheltenham, UK. 

 Dutt, P. and D. Mitra (2002) “Endogenous Trade Policy through Majority 
Voting: An Empirical Investigation”,  Journal of International Economics , Vol. 58, 
pp. 107–133. 

 East Asia Vision Group Report (2001) “Towards an East Asian Community: Region 
of Peace, Prosperity and Progress”, Seoul: Korea Institute for International 
Economic Policy (KIEP). 

 Edwards, Sebastian (1997) “Openness, Productivity and Growth: What Do We 
Really Know?”  NBER Working Paper Series , No. 5978. 

 Ekanayake, E. M. (1999) “Export and Economic Growth in Asian Developing 
Countries: Cointegration and Error-Correction Models”,  Journal of Economic 
Development , Vol. 24, pp. 43–56. 

 Engle, R. F. and C. W. J. Granger (1987) “Cointegration and Error Correction: 
Representation, Estimation and Testing”,  Econometrica , Vol. 55, pp. 251–276. 

 Falvey, R. (1981) “Commercial Policy and Intra Industry Trade”,  Journal of 
International Economics , Vol.11, pp. 495–511. 

 Falvey, R. E. and H. Kierzkowski (1987) “Product Quality, Intra-industry Trade and 
(Im)perfect Competition”, in H. Kierzkowski (ed.)  Protection and Competition in 
International Trade: Chapters in Honor of W. M. Corden , Oxford: Basil Blackwell. 

 Faustino, Horacio (2008) “Intra-Industry Trade and Revealed Comparative 
Advantage: An Inverted-U Relationship”, Working Paper Series, School of 
Economics and Management, Technical University of Lisbon. 

 Feenstra, Robert C. (1995) “Estimating the effects of trade policy”, in G. M. 
Grossman and K. Rogoff (eds)  Handbook of International Economics , edition 1, 
Volume 3, Chapter 30, pp. 1553–1595, Elsevier. 

 Feng, Yi and Gaspare M. Genna (2003) “Regional Integration and Domestic 
Institutional Homogeneity: A Comparative Analysis of Regional Integration in 



174 References

the Americas, Pacific Asia and Western Europe”,  Review of International Political 
Economy , Vol. 10, pp. 223–230. 

 Fink, Carsten, Mattoo, Carsten and Neagu, Ileana Cristina. (2002) “ Trade in 
International Maritime Services : How Much Does Policy Matter?” Washington, DC: 
World Bank.    

 Fisman, Raymond J. and Sarria-Allende (2004) “Regulation of Entry and the 
Distortion of Industrial Organization”,  NBER Working Paper  No. w10929. 

 Fontagné, L., M. Freudenberg, and N. Péridy (1997) “Trade Patterns inside the 
Single Market”, Working Paper, Centre d’ É tudes Prospectives et d’Informations 
Internationales (CEPII). 

 Frankel, Jeffrey A. and David Romer (1999) “Does Trade Cause Growth?”  The 
American Economic Review , Vol. 89, pp. 379–399. 

 Freedom house (2002) “Freedom in the World 2002” Freedom House country 
report, Washington. 

 Fukao, K., H. Ishito, and K. Ito (2003) “Vertical Intra-industry Trade and Foreign 
Direct Investment in East Asia”,  Journal of the Japanese and International 
Economies , Vol. 17, pp. 468–506. 

 Fukao, Kyoji, (2003) “Coordination Failures under Incomplete Information and 
Global Games,” Hitotsubashi  Journal of Economics, Hitotsubashi University , Vol. 
44, No. 1, pp. 59–73 

 Gander, James P. (2008) “Dynamic Economic Game Theory and Asian Free Trade 
Agreements”, Working Paper No: 2008–18, University of Utah. 

 Gaush, Luis J., and Joseph Kogan. (2001) “Inventories in Developing Countries: 
Levels and Determinants, a Red Flag on Competitiveness and Growth.” World 
Bank, Washington, DC. 

 Geddes, Barbara (1995) “Challenging the Conventional Wisdom”, in Larry 
Diamond and Marc Plattner (eds)  Economic Reform and Democracy , Baltimore: 
Johns Hopkins. 

 Gene M. Grossman and Elhanan Helpman (1994) “Protection for Sale”,  The 
American Economic Review , Vol. 84, No. 4, pp. 833–850. 

 Gerstl, Alfred (2002) “Governance – neue Anforderungen an ‘neues Regieren’”. 
(Research project; final report for the Austrian Federal Ministry for Science and 
Culture). Vienna. 

 Gerstl, Alfred and Pernicka, Susanne (2001) Europäische Forschungs- und 
Technologiepolitik zwischen Effektivität und Demokratie. Die mögliche 
Einflussnahme von IGs in den Bereichen Aeronautik und Sozio- ökonomie im 
fünften Forschungsrahmenprogramm der EU”, ÖZP Vol. 30/No. 4, pp. 331–347. 

 Greenaway, D., R. Hine, and C. Milner (1994) “Country-Specific Factors and 
the Pattern of Horizontal and Vertical Intra-Industry Trade in the UK”, 
 Weltwirtschaftliches Archive , Vol. 130, pp.77–100. 

 Grubel, H. G. and P. J Llyod (1975) “Instra Industry Trade, The Theory and 
Measurement of International Trade in Differential Products”, London: 
Macmillan. 

 Haacke, Jürgen (2003) Intramural Challenges to the “ASEAN Way” In: Siddique, 
Sharon and Kumar, Sree, (eds.) The 2nd Asean Reader. Institute of Southeast 
Asian studies, Singapore, 62–65. 

 Habibi, Fateh and Abdul Rahim, Khalid (2009) A bound test approach to cointe-
gration of tourism demand.  American Journal of Applied Sciences , Vol. 6, No. 11, 
pp. 1924–1931 



References 175

 Hansen, Henrik and John Rand (2006) “On the Causal Links Between FDI 
and Growth in Developing Countries”,  The World Economy , Vol. 29, No. 1, 
pp. 21–41. 

 Harrison, Ann (1996) “Openness and Growth: A Time Series, Cross Country 
Analysis for Developing Countries”,  Journal of Development Economics , Vol. 48, 
pp. 419–447. 

 Harrison, Glenn W. and E. E. Rustrom (1991) “Trade Wars and Trade Negotiations: 
A Computational Approach”, Working Paper No. 8714C, University of Western 
Ontario Centre for the Study of International Economic Relations. 

 Harvey, Charles and Hyun Hoon Lee (2002) “New Regionalism in East Asia: How 
Does It Relate to the East Asian Economic Development Model”, Working Paper 
Series, University of Wollongong Department of Economics. 

 Hastiadi, Fithra Faisal (2010) “Making East Asian Regionalism Works”,  Buletin 
Ekonomi Moneter dan Perbankan , Vol. 13, pp. 107–128. 

 —— (2011) “Regionalism in East Asia: The role of North East Asian 
Nations.”  American Journal of Economics and Business Administration , Vol. 3, 
pp. 242–253. 

 —— (2011a) “East Asian Regionalism: The Need for ASEAN+3”,  Journal of Global 
Business and Economics , Vol. 3, pp. 31–56. 

 —— (2011b) “Regionalism in East Asia: The Role of North East Asian Nations”, 
 American Journal of Economics and Business Administration , Vol. 3, No. 2, 
pp. 242–253. 

 He, B. (2004) “East Asian Ideas of Regionalism: a Normative Critique”,  Australian 
Journal of International Affairs , Vol. 58, No. 1, pp. 105–125 

 Helpman, E. (1991) “International Trade in the Presence of Product Differentiation, 
Economies of Scale and Monopolistic Competition: A Chamberlin-Hechcher-
Ohlin Approach”,  Journal of International Economics , Vol.11, pp. 305–340. 

 Helpman, E. and P. R. Krugman (1985)  Market Structure and Foreign Trade , 
Cambridge: The MIT Press. 

 Hemmer, Christopher and Katzenstein, Peter J. (2002) “Why is There No NATO 
in Asia? Collective Identity, Regionalism, and the Origins of Multilateralism” 
 International Organization , Vol. 56, No. 3, pp. 575–607. 

 Heston, Alan and Summers, Robert (1996) “International price and quantity 
comparisons: potentials and pitfalls.”  American Economic Review , Vol. 86, No. 2. 

 Holst, David Roland and John Weiss (2004)  ASEAN and China: Export Rival or 
Partners in Regional Growth?  Oxford, United Kingdom: Blackwell Publishing 
Ltd. 

 Hummels, D (1999) “Have international transportation costs declined?,” 
University of Chicago, mimeo. 

 Hummels, David, Dana Rapoport, and Kei-Mu Yi (1998) “Vertical Specialization 
and the Changing Nature of World Trade”,  FRBNY Economic Policy Review , Vol. 
42, No. 2, pp. 79–99. 

 Ikenberry, G. John and Tsuchiyama, Jitsuo (2002) “Between Balance of Power 
and Community: The Future of Multilateral Security Cooperation in the Asia-
Pacific,”  International Relations of the AsiaPacific , Vol. 2, No. 1, pp. 69–94. 

 Jones, Ronald W. and Henryk Kierzkowski (2001) “A Framework for 
Fragmentation”, in Sven W. Arndt and Henryk Kierzkowski (eds)  Fragmentation: 
New Production Patterns in the World Economy , pp. 17–34, Oxford: Oxford 
University Press. 



176 References

 Katsumata, Hiro (2004) “WHY IS ASEAN DIPLOMACY CHANGING? From 
‘Non-Interference’ to ‘Open and Frank Discussions’”,  Asian Survey , Vol. 44, No. 
2, pp. 237–254 

 Kaufmann, Daniel, Aart Kraay, and Massimo Mastruzzi (2003) “Governance 
Matters III: Governance Indicators for 1996–2002”, World Bank Policy Research 
Department Working Paper. 

 Kaufmann, D., Kraay, Aart and Massimo, M., (2005) “Governance matters IV: 
governance indicators for 1996–2004,” Policy Research Working Paper Series 
3630, The World Bank. 

 Kawai, Masahiro (2005) “East Asian Economic Regionalism: Progress and 
Challenges”,  Asian Economics , Vol. 16, pp. 29–55. 

 —— (2007) “Evolving Economic Architecture in East Asia”, Discussion Paper, No. 
84. Tokyo: ADB Institute. 

 Kawai, Masahiro and Ganeshan Wignaraja (2008) “Regionalism as an Engine of 
Multilateralism: A Case for a Single East Asian FTA”, ADB Working Paper Series 
on Regional Economic Integration, No.14. 

 Keohane, Robert (2002). Global Governance and Democratic Accountability. 
Internet Manuscript, Wisconsin  www.poli.duke.edu/people/Faculty/docs/mill-
paper.pdf . 

 Kersbergen, Kees van and Waarden, Frans van (2001) “Shifts in Governance: 
Problems of Legitimacy and Accountability.” The Hague: MaGW. 

 Khosravi. A and Karimi, M.S. (2010) “To Investigate the Relationship between 
Monetary, Fiscal Policy and Economic Growth in Iran: Autoregressive Distributed 
Lag Approach to Cointegration,”  American Journal of Applied Sciences , Vol. 7, No. 
3, pp. 420–424. 

 Kimura, Fukunari and Mitsuyo Ando (2004) “Japanese Manufacturing FDI and 
International Production/Distribution Networks in East Asia”, Paper Prepared 
for the World Bank Institute Project Entitled “Foreign Direct Investment and 
Economic Development: Lessons from East Asian Experience”. 

 Klapper, Leora, Luc Laeven and Raghuram Rajan (2004) “Business Environment 
and Firm Entry: Evidence from International Data”,  NBER Working Papers.  

 Kotera, Akira (2006) “Spaghetti Bowl Phenomenon”, Japan: RIETI Columns. 
 Krugman, Paul, (1983) “New Theories of Trade among Industrial Countries,” 

 American Economic Review, American Economic Association , Vol. 73(2), pp. 343–47. 
 Krugman, Paul & Venables, Anthony J, (1990) “Integration and the 

Competitiveness of Peripheral Industry,” CEPR Discussion Papers 363, C.E.P.R. 
Discussion Papers. 

 Leontief W. (1953) “Domestic Production and Foreign Trade; The American 
Capital Position Re-Examined,”  Proceeding of the American Philosophical Society , 
Vol. 97, No. 4. (Sep. 28), pp. 332–349. 

 ——— (1956) “Factor Productions and the Structure of American Trade: Further 
Theoretical and Empirical Analysis,”  The Review of Economics and Statistics  
XXXVIII, Nov. Vol. 38, No. 4, pp. 386–407. 

 Limão, N. and A. J. Venables (2001) “Infrastructure, Geographical Disadvantage, 
Transport Costs and Trade”,  World Bank Economic Review , Vol. 15, pp. 451–479. 

 Linn, J.F (2011) “Realizing the Asian Century” ADB, Manila. 
 Liu, Fu-Kuo (2003) “East Asian regionalism. Theoretical perspectives”, in Liu/

Régnier, Regionalism in East Asia. Paradigm shifting? London: Routledge 
Curzon, pp. 3–29. 



References 177

 Love, Jim and Ramesh Chandra (2004) “An Index of Openness and its 
Relationship with Growth in India”,  The Journal of Developing Areas , Vol. 38, 
pp. 37–54. 

 Lu, Bo (2008), CJK FTA, Political Obstacles and Economic Difficulties’ KIEP discus-
sion paper. 

 Lucas, Robert E., Jr., (1988) “On the Mechanics of Economic Development”, 
 Journal of Monetary Economics , Vol. 22, No. 1, pp. 3–42. 

 Mansur, Ahmad (2008) “Is Indonesia Undergoing a Process of De-industrializa-
tion?” Research paper, Institute of Social Studies, The Hague Netherlands. 

 Markusen, James R. (1985)  Journal of International Economics , Elsevier, Vol. 19, 
Nos. 1–2, pp. 192–194. 

 Markusen, James R. and A. J. Venables (1999) “Foreign Direct Investment as a 
Catalyst for Industrial Development”,  European Economic Review , Vol. 43, No. 
2, pp. 335–356. 

 —— (2001) “Contracts, Intellectual Property Rights, and Multinational 
Investment in Developing Countries”,  Journal of International Economics , Vol. 
53, No. 1, pp. 189–204. 

 Matyas Làszlò (1997) “Proper Econometric Specification of the Gravity Model”, 
 World Economy , Vol. 20, No. 3, pp. 363–368. 

 Mayer, W. (1984) “Endogenous Tariff Formation”,  American Economic Review , Vol. 
74, pp. 970–985. 

 Mikic, Mia and John Gilbert (2009)  Trade Statistics in Policymaking – A Hand Book 
of Commonly Used Trade Indices and Indicators-UNESCAP , Bangkok, Thailand: 
United Nations Publications. 

 Milner Helen V. and Keiko Kubota (2005) “Why the Move to Free Trade? Democracy 
and Trade Policy in the Developing Countries”,  International Organization , Vol. 
59, pp. 107–143. 

 Mitra, D., D. Thomakos, and M. Ulubasoglu (2002) “Protection for Sale in a 
Developing Country: Democracy vs. Dictatorship”,  Review of Economics and 
Statistics , Vol. 84, pp. 497–508. 

 Moon, C.I. (2009) “China’s peaceful rise”,  Global Asia , Vol. 4, No. 3, pp. 92–95. 
 Nachrowi, Djalal (2007) “Ekonometrika Untuk Analisa Ekonomi dan Keuangan 

[Econometrics for Economic and Financial Analysis]”, Faculty of Economics 
University of Indonesia. 

 Nakagawa, Junji and Liang, Wei, A (2011) “Comparison of the FTA Strategies 
of Japan and China and Their Implications for Multilateralism” Indiana 
University Research Center for Chinese Politics and Business (RCCPB) Working 
Paper #11. 

 Ng, Francis and Alexander Yeats (2001) “Production Sharing in East Asia: 
Who Does What for Whom, and Why?” in Leonard K. Cheng and Henryk 
Kierzkowski (eds)  Global Production and Trade in East Asia , pp. 63–109, Boston: 
Kluwer Academic Publishers. 

 Nordås, Hildegunn Kyvik & Piermartini, Roberta, (2004) “Infrastructure and 
trade,” WTO Staff Working Papers ERSD-2004–04, World Trade Organization 
(WTO), Economic Research and Statistics Division. 

 Nuroglu, Elif (2010) “The Impact of Population on Bilateral Trade Flows in the 
Case of OIC”, Working Paper, International University of Sarajevo. 

 OECD (1999) “Regulatory Reform in International Air Cargo,” document DSTI/
dot (99)1, Paris. 



178 References

 Okubo, Toshihiro (2004) “Intra-industry Trade and Production Networks” HEI 
Working Paper No: 13, Graduate Institute of International Studies, Geneva. 

 Olson, Mancur (1982)  The Rise and Decline of Nations: Economic Growth, Stagflation, 
And Social Rigidities , New Haven: Yale University Press. 

 Oxley, L. and D. Greasley (1995) “A Time-Series Perspective on Convergence: 
Australia, UK and USA since 1870”,  The Economic Record , Vol. 71, pp. 259–270. 

 Park, Sung-Hoon (2008) “Free Trade Agreements in the APEC region: an 
Evolutionary Path to Bogor Goals,” KIEP APEC Study Series 08–02, p. 17 

 Petri, Peter (2006) “Is Asia Becoming More Interdependent?”  Journal of Asian 
Economics , Vol. 17, No. 3, pp. 381–394. 

 Redding, Stephen & Venables, Anthony J. (2002) ‘The Economics of Isolation and 
Distance,”  Nordic Journal of Political Economy, Nordic Journal of Political Economy , 
Vol. 28, pp. 93–108. 

 Ricardo, David (1817) On the Principles of Political Economy and Taxation. Piero 
Sraffa (Ed.) Works and Correspondence of David Ricardo, Volume I, Cambridge 
University Press, 1951, p.135. 

 Rodriguez, Francisco and Dani Rodrik (2001) “Trade Policy and Economic Growth: 
A Skeptic’s Guide to the Cross National Evidence”, in  NBER Macroeconomics 
Annual 2000 . 

 Scollay, Robert and Gilbert, John (2001) “New Regional Trading Arrangements in 
the Asia Pacific?”, Washington: Institute for International Economics. 

 Scollay, Robert and Gilbert, John (2003) “Ompact of East Asian Regional or Sub 
regional FTAs”, Canberra: Report for the Australian Department of Foreign 
Affairs. 

 Schumpeter, Joseph (1942) “Capitalism, Socialism and Democracy”, Routledge, 
p. 250. 

 Smith, Adam (1776) An Inquiry into the Nature and Causes of the Wealth of 
Nations 1 (1 ed.). London: W. Strahan., volume 2. 

 Soesastro, Hadi (2006) “Regional Integration in East Asia: Achievements and 
Future Prospects”,  Asian Economic Policy Review , Vol. 1, No. 2, pp. 215–235. 

 —— (2009) “East Asia, the G20 and Global Economic Governance”. Available at:
 http://www.eastasiaforum.org/2009/03/08/east-asia-the-g20-and-global
economic-governance/  

 Stubbs, Richard (2002) “ASEAN PlusThree: Emerging East Asian Regionalism?”, 
 Asian Survey , Vol. 42, pp. 440–455. 

 Summers, R. and A. Heston (1988) “A New Set of International Comparisons of 
Real Product and Price Levels: Estimates for 130 Countries, 1950–1985”,  Review 
of Income and Wealth,  Vol. 34, pp. 1–25. 

 Tamura, Robert (1995) “Regional Economies and Market Integration”,  Journal of 
Economic Dynamics and Control , Vol. 20, pp. 825–845. 

 Tharakan, P. K. (1989) “Bilateral Intra-Industry Trade between Countries with 
Different Factor Endowment Patterns”, in P. K. Tharakan and J. Kol (eds)  Intra-
Industry Trade. Theory, Evidence and Extensions , pp. 69–91, London: Macmillan 
Press. 

 Tharakan, P. K. and B. Kerstens (1995) “Does North-South Horizontal Intra-
Industry Trade Really Exist? An Analysis of the Toy Industry”,  Weltwirtschaftliches 
Archive , Vol. 131, pp. 86–105. 



References 179

 Urata, Shujiro (2008) “Comment on ‘Shares of the Rich and the Rest in the World 
Economy: Income Divergence Between Nations, 1820–2030,’” Asian Economic 
Policy Review, Japan Center for Economic Research , Vol. 3, No. 1, pp. 85–86. 

 Urata, Shujiro and Kozo Kiyota (2003) “The Impacts of an East Asia Free Trade 
Agreement on Foreign Trade in East Asia”,  NBER Working Paper Series , No. 
10173, National Bureau of Economic Research, Cambridge. 

 Wakasugi, Ryuhei (2009) “Vertical Intra-Industry Trade and Economic Integration 
in East Asia”,  Asian Economic Papers , Vol. 6, pp. 26–45.. 

 Watanabe, Yorizumi (2008) “Economic Partnership Agreement (EPA) of Japan and 
Economic Integration in Northeast Asia”, Academic Presentation, Graduate 
School of Media and Governance, Keio University. 

 Wilson, J., C. Mann, and T. Otsuki (2005) “Assessing the Benefits of Trade 
Facilitation: A Global Perspective”, in  The World Economy , pp. 841–871. 
Blackwell Publishing Ltd. 

 Winters, L. (1997) “Assessing regional integration arrangements.” Washington, 
DC: World Bank, Development Research Group. 

 Wong, K.-Y., T.-D. Yeo, Y. M. Yoon, and S. Yun. (2004) “Northeast Asia Economic 
Integration: An Analysis of the Trade Relations among China, Japan, and South 
Korea,” mimeo, Department of Economics, University of Washington. 

 Wood, Adrian (1994) “North-South Trade, Employment and Inequality: Changing 
Fortunes in a Skill-Driven World,” Oxford: Clarendon Press. 

 World Bank. (2003) Trade and Transport Facilitation. Azerbaijan Policy Note. 
 —— (2005b). Trade and Transport Facilitation in Central Asia: Reducing the 

Economic Distance to Markets. Final Draft Report. 
 World Bank Report (2007) “Connecting to Compete Trade Logistics in the Global 

Economy: The Logistics Performance Index and Its Indicators” International 
Trade Department,The World Bank. 

 World Trade Report (2004) “Exploring the linkage between the domestic policy 
environment and international trade” World Trade Organization  https://www.
wto.org/english/res_e/booksp_e/anrep_e/world_trade_report04_e.pdf . 

 WTO (2004) “Trade and Environment at the WTO,” WTO Report. 
 Xing, Li (2007) “East Asian Regional Integration: From Japan-led ‘Flying-geese’ 

to China-centred ‘Bamboo Capitalism’”,  CCIS Research Series . Working Paper 
No. 3. 

 Yeaple, S. and S. Golub (2002) “International Productivity Differences, 
Infrastructure, and Comparative Advantage”, Review of International 
Economics, Vol. 15, No. 2, pp. 223–242 

 Yeats, A.J. (2001) “Just How Big Is Global Production Sharing?” In: Arndt, S.W. 
and Kierzkowski, H., Eds., Fragmentation. New Production Patterns in the 
World Economy, Oxford University Press, Oxford, 108–143. 

 Yoshida, Tadahiro (2002) “East Asian Regionalism and Japan”,  IDE APEC Study 
Center . Working Paper Series. 

 Young, Alwyn, (1991) “Learning by Doing and the Dynamic Effects of International 
Trade,”  Quarterly Journal of Economics , Vol. 106, No. 2, pp. 369–405 

   



181

Index

ADF (Augmented Dickey-Fuller) 
regression, 44, 87

AFTA (ASEAN Free Trade Area), 24
Akamatsu, Kaname, 13, 42
APEC (Asia-Pacific Economic 

Cooperation), 3, 12, 24–6, 74, 132
APTIAD (Asia Pacific Trade and 

Investment Agreement Database), 
16–18, 92

ARIC (Asian Regional Integration 
Center), 13–14

ASEAN (Association of Southeast 
Asian Nations), 25

ASEAN+3 (China, Japan and Korea), 5, 
87, 133–4, 136

consumption, 14
democracy, 14–15
exports, 13–14, 166, 168
foreign direct investment inflows, 14
GDP, 14, 149
gross enrollment ratio, 15–16
imports, 13–14, 167, 169
industry, 14
inflation, 15
intra-industry trade index (IIT 

index), 16
intra-regional trade, 119–20, 165
logistic performance index (LPI), 

16–17
population, 15
railways, 16, 111
RCA (revealed comparative 

advantage) indices, 17
regional Hirschman index (RHI), 16
tax rate, 14
TCI (trade complementarity index), 

17–18
variables, 13–18

ASEAN4 (Malaysia, Thailand, 
Indonesia, Philippines), 5, 13

China–ASEAN4 relationship, 41
Japan–ASEAN4 relationship, 40
Korea–ASEAN4 relationship, 41

RCA (revealed comparative 
advantage), 60–3, 81

spill-over effect from CJK trade to, 
30–3

threshold system, 63–5
Asian Crisis years, 117

Baldwin, Richard, 7
Brunei Darussalam, trade patterns, 

120, 121

CAFTA (China–ASEAN Free Trade 
Agreement), 99

Cambodia, trade patterns, 121, 122
China, 37

ASEAN4 relationship, 41
cointegration parameters, 37, 39
comparative advantage, 61
equilibrium errors, 37, 39
export relationships, 27
FTAs/PTAs, 145–6
intra-regional trade share, 165
panel data model, 79
panel data model-regression result, 

84–5
payoff matrix, 96, 97
RCA (revealed comparative 

advantage), 61, 81
RTA/FTA, 28–9
threshold system, 64, 80

CJK (China–Japan–Korea)
analyzing trade structure of, 26–8
RCA (revealed comparative 

advantage) in ASEAN4 and, 60–3, 
81

relationship, 3–4
spill-over effect, 30–3
triangular trade, 21–4

CJK’s FTA (free trade agreement) 
strategy, 87–8, 99–101

assumptions, 91–2
China, 96, 97
dominant strategy, 95



182 Index

CJK’s FTA – continued
domino effect of FTA, 89–90
game theoretical approach, 90–1
Japan, 96, 97
Korea, 96, 97
literature review, 88–91
methodology, 91–5
non-cooperative game, 91–2
payoff matrix, 88–9, 96–7
payoff scheme, 92–3
response function, 93–5
response functions, 97–9
VAR result, 98
VAR (vector auto regression) model, 

93–5
CJK’s vertical intra-industry trade 

(IIT), 68–9
export regional concentration and 

economic growth, 55–6
literature review, 49–56, 71–6
LPI (logistic performance index), 

77–8, 82–3
methodology, 56–60, 76–9
panel data model, 59–60, 78–9
panel data model-regression result, 

66–8, 83–5
RCA (revealed comparative 

advantage), 61, 81
regional integration and, 54–5
regionalism, 70–1
RHI (regional Hirschman index), 

65–6
threshold system, 79–82

CLMV (Cambodia–Lao–Myanmar–
Vietnam), 30, 49, 70–1

comparative advantage
economic modality, 34
theories, 49–50

complementarity, economic modality, 
33–4

consumption, 14
corruption control, 113, 162

Davis, Donald, 49
de jure regionalism, 13, 18, 142
democracy

definition, 14–15
regionalism, 103–5, 115

domino effect, 18, 97

FTA (free trade agreement), 89–90
regionalism, 8–9, 10, 11
regional trade agreement, 25
response function, 93

EAEC (East Asian Economic Caucus), 
24–6

EAFTA (East Asian Free Trade 
Agreement), 88, 139

EAR (East Asian regionalism), 3, 20, 
24–6, 45–7, 137

China, 37
cointegration parameters, 37, 39
domino framework, 8–9
equilibrium errors, 37, 39
first period, 36–8
future of, 134–5
Japan, 38
juggernaut framework, 7–8
Korea, 38
literature review, 21–6
making it work, 132–9
methodology, 26–36
political economy of trade 

liberalization, 6–12
putting it together, 10–12
RTB (race to the bottom) 

framework, 9–10
second period, 38–9
short- and long-run equilibrium, 

26–8, 36–9
trade and FDI integration, 12–13

EAR (East Asian regionalism) 
determinants, 114–16

corruption control, 113
democracy, 103–5, 115
education, 110
factors affecting openness, 112
good governance, 105–7, 111, 115
government effectiveness, 114
industrialization, 108–9, 115–16
inflation, 111, 112
methodology, 110–12
political stability, 114
population, 109–10
railways, 16, 111
regression results, 112–14
regulatory quality, 114
rule of law, 114



Index 183

EAR – continued
transport infrastructure, 107–8, 111, 

113
voice and accountability, 114

East Asia
challenges of region-wide FTA, 5–6
factors bringing FTAs to, 2–3
integrated environment, 117–19
market-driven trade expansion, 4–5
production networks and regional 

gap, 141–2
ECM (error correction mechanism), 

26, 95, 133
equation of, 28
regional convergence, 35
short-run equilibrium, 27–8, 38–9
simulation, 42, 45, 133

economic modalities, 29–36
China–ASEAN4 relationship, 41
cointegration parameters, 40
comparative advantage, 34
complementarity, 33–4
IIT (intra-industry trade), 34–5
income relation, 40–3
Japan–ASEAN4 relationship, 40
Korea–ASEAN4 relationship, 41
regional convergence, 35–6, 44–5
spill-over effect, 30–3, 41–3
TCI (trade complementarity index), 

33–4
education, regionalism, 110
Engle-Granger cointegration, 26, 27, 

44, 87
EPAs (economic partnership 

agreements), 1
export and import, 13–14, 166, 167, 

168, 169
export relationships

China and Japan, 27
China and Korea, 27
Korea and Japan, 27
short- and long-run equilibrium, 

26–8

factor price equalization theorem, 
75–6

FDI (foreign direct investment), 2, 4
East Asian regionalism, 12–13
inflows, 14

literature review, 71–3
vertical intra-industry trade (VIII) 

and, 71–3
flying-geese hypothesis, 13, 42
FTAs (free trade agreements), 1, 28–9

China, 147–8
domino effect of, 89–90
Japan, 143–4
Korea, 145–6
strategy using game theory, 90–1

game theory, FTA (free trade 
agreement) strategy, 90–1

GATT (General Agreement on Tariffs 
and Trade), 12, 26, 117, 143–8

GDP (gross domestic product)
ASEAN + CJK countries, 14, 149
payoff scheme, 92–3

governance
concept of, 106
regionalism, 105–7, 111, 115

government effectiveness, 114, 163
gross enrollment ratio, 15–16, 111

Heckscher-Ohlin (H-O) model, vertical 
IIT (intra-industry trade), 44, 50, 
53, 76

Heston, Alan, 29

IIT (intra-industry trade)
determining the types of, 60–5
economic modality, 34–5, 43–4
equation, 30
export regional concentration and 

economic growth, 55–6
factor proportions and vertical IIT, 

73
foreign direct investment and 

vertical IIT, 71–3
Heckscher-Ohlin (O-H) model, 44, 

50, 53, 76
horizontal, 48–9, 51, 58
IIT index, 16
literature review, 49–54
measure of, 51–2
methodology, 56–8, 76–7
nexus between RCA (revealed 

comparative advantage) and, 
43–4, 60–3



184 Index

IIT – continued
panel data model, 59–60
panel data model result, 66–8
RCA (revealed comparative 

advantage), 34, 57–8
regional integration, 54–5
RHI (regional Hirschman index), 

58–9
threshold system, 58, 63–5, 77
vertical, 48–9, 51, 54–5, 58, 68–9
see also CJK’s vertical intra-industry 

trade (IIT)
IMF (International Monetary Fund), 

118
Indonesia

comparative advantage, 61
RCA (revealed comparative 

advantage), 61, 81
trade patterns, 121, 123, 124
vertical IIT, 65

industrialization, regionalism, 108–9, 
115–16

industry, 14
inflation, 15, 67–8, 112
institutionalization, spillover effects, 

135–6
institutional quality, measuring, 

160–1
international trade

export regional concentration and 
economic growth, 55–6

IIT (intra-industry trade), 49–54
literature review, 49–56
vertical IIT and regional integration, 

54–5

Japan, 38
ASEAN4 relationship, 40
cointegration parameters, 37, 39
equilibrium errors, 37, 39
export relationships, 27
FTAs/PTAs, 143–4
intra-regional trade share, 165
panel data model, 79
panel data model-regression result, 

83–4
payoff matrix, 96
RCA (revealed comparative 

advantage), 61, 81

RTA/FTA, 28–9
threshold system, 64, 80
trade strategy, 140–1
vertical IIT, 65

juggernaut framework, regionalism, 
7–8, 11, 104–5

Korea, 38
ASEAN4 relationship, 41
cointegration parameters, 37, 39
comparative advantage, 61
equilibrium errors, 37, 39
export relationships, 27
FTAs/PTAs, 147–8
intra-regional trade share, 165
panel data model, 79
panel data model-regression 

result, 84
payoff matrix, 96, 97
RCA (revealed comparative 

advantage), 61, 81
RTA/FTA, 28–9
threshold system, 64, 80
vertical IIT, 65

Lao PDR, trade patterns, 123, 124, 125
logistics, trade and, 73–4
LPI (logistic performance index), 

16–17, 77–8, 82–3, 150–5

Mahathir Mohamad, 25, 26
Malaysia

comparative advantage, 61–2
RCA (revealed comparative 

advantage), 61, 81
trade patterns, 123, 135, 136

MFN (most favored nations), 10
MTNs (multilateral trade 

negotiations), 8
multilateralism, 6–9, 11–12, 25, 100, 

117–18, 133
Myanmar, trade patterns, 126, 127

NAFTA (North American Free Trade 
Agreement), 3, 23

Nash equilibrium, 80, 90, 91, 93, 97, 
99, 100, 142

negotiation, 3, 8, 23–4, 68, 90, 
99, 104



Index 185

noodle bowl, 10, 137, 138
Northeast Asian FTA, 140–1

OIC (Organization of the Islamic 
Conference), 109

payoff matrix, 88–9, 93
China, 96, 97
Japan, 96
Korea, 96, 97
setting the, 88–9

Philippines
comparative advantage, 62
RCA (revealed comparative 

advantage), 61, 81
trade patterns, 126–7, 128

political economy of protection, 
103–4

political economy of trade 
liberalization, 6–12

political stability, 114, 163
Polity IV Project, 15, 158–60
population, regionalism, 15, 109–10, 

111–12, 113, 115
production networks, 141–2
PTAs (preferential trade agreements)

China, 145–6
Japan, 143–4
Korea, 147–8

quality, measuring institutional, 160–1

railways, 16, 111
RCA (revealed comparative advantage) 

indices, 17, 34
indices, 17
methodology, 57–8
nexus between RCA and intra 

industry trade (IIT), 43–4, 60–3
regional convergence, economic 

modality, 35–6, 44–5
regional gap, 141–2
regionalism, 1–2

future considerations, 142
vs. regionalization, 21
see also EAR (East Asian 

regionalism); EAR (East Asian 
regionalism) determinants

regulatory quality, 114, 164

RHI (regional Hirschman index), 16, 
56, 58–9

exports concentration, 65–6
formula, 59
panel data model, 59–60

Ricardo, David, 49
RPL (relative price level) index, 28–9, 

133
RTAs (regional trade agreements), 1, 

25, 28–9
RTB (race to the bottom), 7, 9–10, 46, 

134, 137
rule of law, 114, 164

Sims, Christopher, 94
Singapore, trade patterns, 127–9
snowball effect, 36
spaghetti bowl effect, 6–7, 137, 138
spill-over effect

CJK to ASEAN4, 134
East Asian regionalism, 24
economic modality, 30–3, 41–3
institutionalization in East Asia, 

135–6
Stolper–Samuelson theorem, 76
Summers, Robert, 29

taxation, 14, 114
TCI (trade complementarity index), 

17–18
economic modality, 33–4
mathematical definition, 34

terrorism/violence, political stability 
and absence of, 163

Thailand
comparative advantage, 62
RCA (revealed comparative 

advantage), 61, 81
trade patterns, 130, 131

threshold system, IIT (intra-industry 
trade), 58, 63–5, 77

trade
East Asian regionalism, 12–13
exchange rate and, 75
logistics and, 73–4

trade creation, 12, 137–8
trade diversion, 12, 138
trade liberalization, 2–3, 6–12, 88, 

102, 103, 113, 138–9



186 Index

trade openness, 29, 40, 111, 149
trade patterns

Brunei Darussalam, 120, 121
Cambodia, 121, 122
Indonesia, 121, 123, 124
Lao PDR, 123, 124, 125
Malaysia, 123, 135, 136
Myanmar, 126, 127
Philippines, 126–7, 128
Singapore, 127–9
Thailand, 130, 131
Vietnam, 130, 131, 132

transportation infrastructure, 
114–15

regionalism, 107–8, 111

World Trade Report (2004), 156–8

VAR (vector auto regression) model, 
93–5, 98

response functions, 97–9
vertical specialization, 70
Vietnam, 151

GDP, 54, 149
trade patterns, 130, 131, 132

violence/terrorism, political stability 
and absence of, 163

voice and accountability, 114, 162

WTO (World Trade Organization), 3, 
6, 12, 107, 117–18, 138


	Cover
	Half-Title
	Title
	Copyright
	Contents
	List of Boxes
	List of Figures
	List of Tables
	Acknowledgments
	Preface
	1 Introduction: Making East Asian Regionalism Work
	1.1 Background
	1.1.1 The political economy of trade liberalization
	1.1.2 East Asian regionalism: trade and FDI integration
	1.1.3 Variables

	1.2 Limitation
	1.3 Organization of the book

	2 East Asian Regionalism: The Role of Northeast Asian Nations
	2.1 Introduction
	2.2 Literature review
	2.2.1 Regionalism versus regionalization
	2.2.2 CJK’s triangular trade
	2.2.3 East Asian regionalism

	2.3 Methodology
	2.3.1 Analyzing the trade structure of CJK
	2.3.2 RTA/FTA
	2.3.3 Economic modalities

	2.4 Results and discussion
	2.4.1 The short- and long-run equilibrium
	2.4.2 RTA/FTA
	2.4.3 Economic modalities

	2.5 Conclusion

	3 The Impact of CJK’s Vertical Intra-industry Trade on ASEAN4’s GDP Per Capita
	3.1 Introduction
	3.2 Literature review
	3.2.1 Intra-industry trade
	3.2.2 Vertical ITT and regional integration
	3.2.3 Export regional concentration and economic growth

	3.3 Methodology
	3.3.1 Intra-industry trade (IIT)
	3.3.2 Regional Hirschman index (RHI)
	3.3.3 The panel data model

	3.4 Results and discussion
	3.4.1 Determining the types of IIT
	3.4.2 Regional Hirschman index (RHI)
	3.4.3 Panel data model-regression result

	3.5 Conclusion

	4 The Determinants of CJK’s Vertical Intra-industry Trade to ASEAN4 Countries
	4.1 Introduction
	4.2 Literature review
	4.2.1 Foreign direct investment (FDI) and vertical intra-industry trade (VIIT)
	4.2.2 Factor proportions and vertical IIT
	4.2.3 Trade and logistics
	4.2.4 Exchange rate and trade
	4.2.5 Factor price equalization theorem

	4.3 Methodology
	4.3.1 Intra-industry trade (IIT)
	4.3.2 Logistic performance index (LPI)
	4.3.3 The panel data model

	4.4 Results and discussion
	4.4.1 The threshold system
	4.4.2 Logistic performance index (LPI)
	4.4.3 Panel data model-regression result

	4.5 Conclusion

	5 China-Japan-Korea (CJK)’s FTA Strategy toward ASEAN Countries
	5.1 Introduction
	5.2 Literature review
	5.2.1 Setting the payoff matrix
	5.2.2 Domino effect of FTA
	5.2.3 FTA strategy using game theoretical approach

	5.3 Methodology
	5.3.1 Assumptions
	5.3.2 Payoff scheme
	5.3.3 Response function
	5.3.4 Dominant strategy

	5.4 Results and discussion
	5.4.1 Payoff matrix
	5.4.2 Response functions
	5.4.3 Discussion

	5.5 Conclusion

	6 The Determinants of East Asian Regionalism
	6.1 Introduction
	6.2 Basic concepts
	6.2.1 Democracy and regionalism
	6.2.2 Good governance and regionalism
	6.2.3 Transport infrastructure and regionalism
	6.2.4 Industrialization and regionalism
	6.2.5 Population and regionalism
	6.2.6 Education and Regionalism

	6.3 Methodology
	6.4 Results and discussion
	6.5 Conclusion

	7 Conclusion
	7.1 East Asia: an integrated environment
	7.2 Intra-regional trade: ASEAN+3
	7.3 Trade patterns: ASEAN countries
	7.3.1 Brunei Darussalam
	7.3.2 Cambodia
	7.3.3 Indonesia
	7.3.4 Lao PDR
	7.3.5 Malaysia
	7.3.6 Myanmar
	7.3.7 Philippines
	7.3.8 Singapore
	7.3.9 Thailand
	7.3.10 Vietnam

	7.4 Making East Asian regionalism work
	7.5 Concluding remarks
	7.5.1 Set up the Northeast Asian FTA
	7.5.2 Production networks and regional gap

	7.6 Future considerations

	Appendix
	Notes
	References
	Index

