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Preface

Under the multilaterd trade system governed by the GATT/WTO, the existence
of regiona economic cooperation covered by regional trade agreements (RTAS)
is dlowed. From the 1950s to the 1980s, the number of RTAs concluded by the
contracting parties of GATT 1947 increased gradualy. However, since the
beginning of the 1990s, the number of RTAs has been proliferating so rapidly that
it forms a so-cdled surge of RTAs.

Obvioudy, the surge has flowed to East Ada in recent years and further, both
before and after Mainland China and Taiwan entered into the World Trade
Organisation last year, the surge was reinforced in a network of many activities
relating to the possible concluson or drengthening of RTAs. In paticular, it
seems that Mainland China has a specid interest in these activities. Nevertheless,
these activities might be somewhat less than optimd. In my opinion, there is a
need to make a comparison between the background of the European Union and
the present gtuation in East Ada An objective andyss could be hepful in
establishing a more hedthily cooperation within the territory of East Asa

In preparing my work, | fed greetly indebted to my supervisor, Professor Hans-
Heinrich Vogd. His so kindly and meticulous ingruction gave me a very extensve
training that | could not have obtained by mysdlf. | am sure what | have learned
from him will promote my future career.

Specid thanks should go to Professor Hans Henrik Lidgard. His concern and
suggestions did help me alot in gaining a better understanding of what to do and
how to do it.

| would like to present thanks to Mr. Philip Horowitz, who has kindly assisted in
the editing of my work.

Thanks should aso go to Ms. Johanna Stier. She has dways sent her warmly
encouragement when | met with any difficulty.

Findly, | wish thank al the supportive staff at Department of Political Science and
Faculty of Law for providing me with a chance to sudy in Lund Universty, a o
nice place full of classical culture and academic atmosphere.



Abbreviations

AFTA ASEAN Free Trade Area

AICO ASEAN Industria Co-operation

AlA ASEAN Investment Area

APEC Asian Pacific Economic Co-operation
ASEAN Association of Southeast Asan Nations
CBERA Caribbean Basin Economic Recovery Act
CEE Centra and Eastern Europe (CEE)

CRTA Committee on Regiond Trade Agreements (WTO)
CUSTA Canada-United States Free Trade Agreement
GDP gross domestic product

DSB Dispute Settlement Body (WTO)

DSM Dispute Settlement Mechanism (WTO)
EAEC East Asan Economic Caucus

EAEG East Asan Economic Group

EC European Community

ECSC European Cod and Steedl Community

EEC European Economic Community

EFTA European Free Trade Association

EU European Union

Euratom European Atomic Energy Community

FDI foreign direct investment

FTA free trade agreement

GATT Generd Agreement on Tariff and Trade
HKSAR Hong Kong Specia Adminidtrative Region
IMF International Monetary Fund

MFEN (General) Most-Favoured-Nation (Treatment)
NAFTA North American Free Trade Agreement
PTA Preferential Trading Agreements (East Asa)
Quad EU, US, Jgpan, and Canada

RTA regiond trade agreement

SAT subgantidly dl thetrade (GATT XXI1V)
SEZs gpecia economic zones (Mainland China)
TEU Treaty on European Union

TPRM Trade Policy Review Mechanism (WTO)
usb USDollar

WTO World Trade Organisation



1 Introduction

Since the Customs Union was formed in Western Europe in 1968, there has been
a condderable stream of regiond dliances emerging in different regions in the
world. Rather than taking the form of customs unions, most of the countries within
the regions concerns chose the free trade area as the form for their co-operation.*
Among a number of examples, the most notable one could be the North
American Free Trade Agreement (NAFTA) which was established in 1994.
Pardld to the multilaterdl trade liberalisation process, this stream evolved so
rgpidly that until the 1990s it formed a so-called surge. Now, it seems that East
Asan countries are the chief followers of this surge and the Mainland of Ching,
after its accesson to the World Trade Organisation (WTO) looks like being an
epecidly active one.

Generdly, the customs union or the free trade area covered by a regiond trade
agreement (RTA) is characterised by its intracunion preferentia trestment regime
where the main instrument is the reciprocd tariff deductions between the member
dates. This means that those countries outsde the agreement can not enjoy the
benefits. Examining the economics behind the surge, one sees the phenomenon
which was origindly illustrated by Viner's (1950) theory, showing that where one
has a customs union, intra-union benefits are atainable.

However, according to Viner's model, such benefits can aso be obtained under
the multilaterd trade regime. Why then are those countries still pursuing the free
trade area regime even though they are dso within the regime of multilatera
trade? The following background condderations could be advanced to help
interpret the phenomenon.

Common Reasons for the Members and Candidates of the free trade area.

Firgt, under the Generd Most-Favoured-Nation Treatment laid down in Article 1
of Generd Agreement on Tariff and Trade (GATT), any favour granted by any
contracting party to any product originating in or destined for any other country
shdl be accorded to the like product originating in or destined for the territories of
al other contracting parties. In other words, if a favour granted was not given to
al the other parties this will conditute discrimination. Under a free trade
agreement, the tariff within the areais lower than that within the multilaterd trade
regime. And such a measure, without consdering other provisons of GATT,
indeed breaches Article I. However, based on the view that the free trade area
sarves to fogter the process of multilaterd trade liberdisation, both GATT 1947

! Robert Bejesky, Lecture on International Trade at Thomas M. Cooley Law School (Jan. 22,
2000).

? Stephen P. Magee, Hak - Loh Lee, Endogenous tariff creation and tariff diversionin a
customs union, European Economic Review45 (2001) p496.



and GATT 1994 in the framework of World Trade Organisation, dlow the
exigence and development of free trade areas as an exception to Article | of
GATT®.

Second, the World Trade Organisation regime is deemed problematic because
there exists unequa representation, inequity of rules and week inditutiona
cgpacity in enforcesbility and dispute resolution. Consdering these dements,
some countries lack confidence in the regime of the World Trade Organisation. In
contrast, within aframework set up by free trade area, the problems are expected
to be resolved effectively.

Third, besides the positive aspects of the free trade area, the free trade area itsdlf
IS seen as an ided tool for protectionism. But to offset any negetive effects, other
countries want to have their own!

Individual Reasonsin East Asia

After the Asan Financid Crisisin 1997, the fact that the US Ieft the IMF to ded
with the criss while the latter imposed a stringent conditiona loan package on the
recipients served to wake up these countries. As similar ingtitutiona problems to
those of the World Trade Organisation existed in the Asian Pacific Economic Co-
operation (APEC), they did not want to resort to its regime to seek for
safeguards. Instead, they tried to congtruct their own new regime to safeguard the
hedth of their economy. Another reason particularly concerns Taiwan: after
Mainland China's accession to the World Trade Organisation, those fearing the
Mainland' sthreat are engaged in concluding free trade aress.

Soecific Points relating to Mainland China

Mainland China itself has both advocated the China Free Trade Area in which
Hong Kong, Macao and Taiwan are included, while, at the same time, promoting
ASEAN plus three negotiations where Mainland China is included but Hong
Kong, Macao and Taiwan are excluded. The context of this pogition could be the
result of reasoning using Vine’s model, which indicates that the more free trade
areas a country participates in, the more benefits it can obtain. The most
persuasive examples in this respect could be the European Union and the United
States. the former has concluded more than twenty free trade agreements while
the latter enjoys at least seven.

Neverthdess, adthough we can say that the East Ada region has rather good
grounds for etablishing its own free trade area - and there indeed exigts a basis
on which the co-operation can rest - the very diversty within this territory will be
an obgtacle in the way. Reviewing the dements which led to a successful EU, and
examining the specid Studion in this area, the beneficid extent of co-operation
planned for the Asian free trade area would be better understood.

® General Agreement on Tariff and Trade (GATT) XXIV.
http://www.wto.org.com (viewed March 3, 2002).



2 Economic dynamics behind
the free trade areas

2.1 The original free trade areas and the allure
of the benefits of a free trade area

The origina regiond trade aliance can be traced back to the “uniform duties’ st

up from 1664 to 1667 in Northern France, but one of the earliest “free trade

aeas’ bearing the essentia features of contemporary RTAS is the German

Zollverein, formed among eghteen smdl daes in 1834, and functioning “as an
n 4

important catalys for a united Germany later in the century”.” Nonetheless, these
practices were not the subject of theoretical discussion.

The dasscd theory in this fidd could be Viner's (1950) modd describing two
directions of internationd trade following the formation of a free trade union, i.e.
trade cregtion and trade diverson. Trade cregtion implies increesng welfare
within the territory of the union, because intra-union trade expands with the
abalition of tariffs on imports from member states. So import costs will decrease
as areault of the tariff deduction and therefore, importing firms will prefer to look
within the union for their new partners. On the other hand, trade diverson means
thet, as importing firms within the union favor partners who are themsdves in the
union, the wdfare of former externd partners will decrease as they lose thar
opportunities even if they offer lower prices’.

After Viner's theory, Goto-Hamada (1995)° further elaborated a theory of the
Symmetric Taiff Bloc Modd. This modd covering four assumed symmetrica
countries or four symmetrical groups of countries and demondirates explicitaly by
three stages the stuation before and after the formation of the union. In the first
sage, the Stuation before the formation of the union is taken into account, where
the four countries engage in trade with each other, and dl imported products are
subject to the same tariff rate. The second stage indicates when the formation of
the union is initiated. In this context, country 1 and country 2 formed a union in
which the tariffs dropped to zero on trade between the two countries. In contrast,
the other two countries, namely country 3 and country 4 are outside the union and
they are also independent of each other. Therefore, the trade of country 3 and 4
with the union countries as wdl as their trade between themsalves are il subject
to the origind tariff rate. The third stage explains the likelihood of dliance between
country 3 and country 4. During this stage, as country 3 and country 4 are worse

* Jeffrey A. Frankel, Regional Trading Blocsin the World Economic System 1, 1997.

® See supra note 2.

® Junichi Goto Koichi Hamada, EU, NAFTA, and Asian Responses. a Perspective fromthe
Calculus of Participation, NEBER working paper series, October 1995.



off after the formation of the union between country 1 and country 2, there
emerges an incentive between country 3 and country 4 to form another union to
counter the firg one. Thus the reationship among four separate countries
becomes a relationship between the two pardld unions. In this Stuation, country
1 and country 2 form a union while country 3 and 4 form a second one. Trade
within the territory of each individua union is subject to zero tariffs while trade
between the two unions is subject to the same common externd tariffs. For al
this, see Figure | below.

Apparently, here the driving forces pushing countries to enter into a free trade
area have two aspects: seeking their own welfare and escaping losses arising from
trade diversion.



Stage I: no union exigts

Country 1 ZEro Country 2

Country 3 Country 4

i
i

Stage I1: first union

Country 1 Zero Country 2

L
i |t

Country 3 Zero Country 4

Stage I11: second union following

Figure |: process of union formation

Lured by the possihility of benefits, the countries seeking an aliance will compete
by way of concluding or entering more free trade areas than others, since the
more free trade areas an body isinvolved in, the more welfare it can get while less
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trade diverson will occur. As each of them attempts to benefit to the greatest
extent possible, the process of the formation of the union becomes more like the
pattern given in Figure II. From this figure, we can see that A3 occupies a most
advantageous postion as a result of its grester number of free trade aress
partners than do dl the others. Relying on its pogtion, A3 gains preferentia
treatments from B3, C3, A1 and A2 but these four can not do the same thing.
Accordingly, we can say, just these eements conditute the origina dynamics to
the development of the free trade areas.

1. AssumingAl=A2=A3=B1=B2=B3=C1=C2=C3

2. When A3+ B3,

- they areon an equd levd,;

- but they each are in amore advantageous position than the others;

3. If A3wantsto bethefirg, it can invite C3. Then B3 and C3 are a equd
level, and A3 is number 1.

Figure II: dynamics pushing countries to aim to the centre

2.2 Actions seeking enhanced welfare

2.2.1 Variousforms of cooperation under freetrade

11



agreements

Although increased benfits are in generd a strong inducement, redtrictions
imposed by exiding conditions mean thet the individud forms of regiond co-
operation are different. In accordance with the extent of the economic integration
that the agreements cover, they can be roughly classified asfollows.

Free trade area

A preferentia arrangement where the tariff rates among member states are lower
than those between member states and non-member states while the externd tariff

is charged at different rates determined independently by the member dates.

Usudly the free trade agreement has the am of totally eliminating customs
duties and restrictions among those members.

Customs union

This kind of arrangement introduces a common customs tariff which permits zero
duty among member states on imports of goods and services while imposng a
common externd tariff. In a customs union, the member states no longer have the
power to change tariffs separately.

Common market

Within the territory of the common market, besides the common customs tariff,

there is dso acommon commercid policy covering the free mobility of production
factorsincluding services, persons and investmen.

Single market

Under this kind of arrangement, besides the dements of the common market, dl

producers and consumers are covered by common rules, meaning tha the
different geographic parts within the market cannot erect barriers preventing

participants of other members from operating.

Economic union

The economic union isa sort of sSngle market where even closer co-operation has
materidised; namely, the member states have a common economic and currency
policy through co-ordination.

2.2.2 Two models. European Union & North American
Free Trade Agreement

2.2.2.1 European Union

West Europe has experienced amost dl the above forms of co-operation. After
the Second World War, the lasting hope for a unified Europe was strengthened
and evolved into a kind of generd politica aspiration. Based on the consensus
that close economic relationship among the states would provide the basis on
which red and continuing peace could rest, the Treaty establishing the European
Cod and Stedd Community (ECSC) was concluded in 1951. Following that, in
1957 two treaties Sgned in Rome established the European Atomic Energy

12



Community Euratom) and the European Economic Community (EEC). These
agreements then covered sSx daes Belgium, France, Germany, Itdy,
Luxembourg, and the Netherlands. In 1967, the Merger Treaty provided that the
four inditutions created by the ECSC Treety serve the European Communities
jointly. Until then, the preferentid tariff arrangement had been in force between
the EEC members but competence in introducing externd tariffs ill remained in
the hands of each member. So, during this period, the EEC was at the stage of
free trade agreement.

As Council Regulation 950/68" entered into force in 1969, the Common Customs
Union was formed. All customs duties among the sx founding member States of
the Community were diminated and a common externd cugtoms tariff was
introduced. After the formation of the Customs Union, the Single European Act of
1987 successfully ensured the completion of the single, internal market by the end
of 1992. The Treaty on European Union (Maadtricht Treaty), which entered into
force on November 1, 1993, formed the European Union and provided for “
economic, monetary, and political union.” In 1997, the Treaty of Amsterdam was
sgned, which were a completion of the fina preparations for the third stage of
economic and monetary union and the introduction of the euro, and the
edablishment of a new dl-Union drategy on employment. It has thus gone
through the 4 remaining stages described above.

2.2.2.2 North American Free Trade Agreement (NAFTA)

Looking back on the specific impulses promoting the formation of NAFTA, one
element could be the fact that the GATT was not sufficient to satisfy the free trade
needs within the territory of North America. It is known that the GATT 1947 did
not mandate free trade, but encouraged member States to enter into agreements
to reduce trade barriers ether through a common market or a free trade zone.
However, the Stuation in North America, especially that between Canada and the
United States went beyond what the GATT could cover. The two countries were
ready and wanted to establish a union leading to a freer trade union with zero
tariffs before further fostering the free exchange of capita and labour between
them. Moreover, it was evident tha the very stable and successful integration
example of the European Community inspired Canada and the United States and
drew them to negotiate about a free trade zone for North America. As a first
sgnificant step, in the 1980s, the United States and Canada negotiated a trade
arrangement to reduce trade barriers between the two countries. Consequently,
both countries sgned the Canada-United States Free Trade Agreement
(CUSTA) in 1988. In June 1990, Mexico entered into negotiations to establish a
trilateral free trade agreement with the United States and Canada.  The forma
negotiations for a free trade agreement began in February 1991. These

"0.J.L 172/1, 1968.
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negotiations led to the establishment of the North American Free Trade
Agreement that entered into force on January 1, 1994. NAFTA is designed to
eliminate al trade barriers between the United States, Canada, and Mexico and
cregte the largest “totally freg’ trade zone in the world.

2.2.3 Impact of the European Union and North
American Free Trade Agreement

2.2.3.1 Trade creation within the European Union and North
American Free Trade Agreement

European Union

After the abalition of internd tariffs leading to market optimism, the newly created
trade opportunities gave a boost to trade growth between Member States in the
Community.®

In this respect, the early benefits of the origind sx EEC Members could be very
persuasive. According to Michadl Davenport’'s andysis, if the net gain of trade
cregtion is taken as trade creation less trade distortion, “the average net gain of
trade creation for the studies showing a net gain was dmost 9 billion USD” which
amounts to “nearly 2 percent of Community GDP” °. It is further indicated that
within the European Union, “ the incumbent bloc countries share of the joining
country’ s trade typically rose by eighteen percentage points...”*°

Specificaly, after the formation of the Single Market, there has been a mgjor
expanson of EU import share with very little gain by non-EU producers. Further,
competitiveness has aso been improved: on average, price-cost margins have
fdlen by an average of 3.9 percent snce 1991 across the fifteen countries
studied.*

North American Free Trade Agreement

From 1980 to 1990, the period before the formation of the NAFTA, US exports
to Mexico remained around 7.0 percent of al U.S. exports. In contrast they
amounted to 11.6 percent of U.S. exportsin 1998, the fourth year after NAFTA's

®http://europa.eu.int/comm/dg10/publications/brochures/move/douane/customs/txt_en.html
#1 (viewed April 23, 2002).

° Timothy Lyons, EC Customs Law, 2001, P4 -5.

' Caroline L. Freund and John McLaren, On the Dynamics of Trade Diversion: Evidence
From Four Trade Blocs. http://www.federal reserve.gov/pubs/ifdp/1999/637/ifdp637.pdf
(viewed May 10 2002).

" http://europa.eu.int/comm/internal_market/studies/stud12.htm (viewed May 10, 2002.).
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entering into force. Meanwhile, imports from Mexico illusrated a Smilar pattern.
On to the sde of Mexico, its share of U.S. imports doubled from 1980 to 1998.
From 1993, the share of the U.S. market had increased in grest dedl. ™

It is notable that, snce January 1, 1994, United States tota trade (imports and
exports combined) with Canada and Mexico has increased from an annua
average of $269 hillion in 1991 to 1993 to an annuad average of $384 hillion in
1994 to 1996.

Asfor NAFTA intra-trade, in 1997, it accounted for 49 percent of dl trade by its
members, an increase of aimost 11 percent a year on average since 1990. At the
same time, NAFTA trade to third countries was only growing & 7 percent.

2.2.3.2 Trade diversion outside the European Union and North
American Free Trade Area

European Union

It has been dleged that the Single Market has been trade creating, both for EU
and non-EU producers. And, there “is little evidence of any substantia trade
diverson of non-EU trade’.*® But ill, some trade diverson semming from the
cregtion of EU can be seen by way of two examples Central and Eastern
Europe(CEE) and Latin America.

In the socidist era, confronting high tariffs, quantitative redtrictions and a wide
range of other protection measures, CEE sugtained serioudy trade diverson in
accessing the EU market. One reason for thisis tht, at that time, CEE ranked at
the bottom of the pyramid of trade preferences granted by the EU to various
groups of countries. After the EU concluded a trade and co-operation agreement
with Hungary in 1988 and even more so, after the promotion of the 1991
“Europe Agreements’ providing further preferentia arrangements, Hungary and
Poland rose to the top of the pyramid of trade preferences. Gradudly, trade
diverson has been changed to trade crestion. From 1988 to 1998, EU imports
from a group of seven CEE countries (Albania, Bulgaria, Czech Republic,
Hungary, Poland, Romania, and Sovak Republic) increased fourfold. In contrast,
during the same period, EU imports from Latin America just doubled. In 1998,
the EU imported 64 percent more from these seven CEE than from dl Lain
American countries together.* Compared with CEE, Latin America suffered a
larger extent of trade diverson.

Now EU, where Mainland Chinaiis currently the second largest supplier of textile,
is entering into talks with Latin America for a free trade area to be establish in

2 Anne O. Krueger, Trade Creation and Trade Diversion under NAFTA , Working Paper
7429. http://www.nber.org/papersw7429m (viewed May 10, 2002).
'3 http://europa.eu.int/comm/internal_market/studies/stud12.htm (viewed May 10, 2002.).

“ http://www.europarl.eu.int/enlargement/briefings/37a2_en.htm#3 (viewed April 23, 2002).
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2005, meaning the Mainland may well lose a sgnificant share of the rdevant
market™.

North American Free Trade Area

Regarding trade diverson resulting from NAFTA, trade volume to the third
countries to third countries varies a lot. Its neighbours, Centra America and the
Caribbean, with alarge amount of trade potentially directed at the United States,
have experienced dgnificant economic downturns recently because of their
inability to compete with Mexico™. In this regard, the World Bank has estimated
that up to 36 percent of the Caribbean Basin Economic Recovery Act (CBERA)
country exports to the United States could be displaced with countries such as S.
Luciafacing displacement of 79 percent.

As has been indicated, from 1995 to 1999 Japan, Korea and Mainland China
exports to the US declined 2.2 percent while Taiwanese export to the US
declined 0.46 percent within this period.”” Moreover, Mexico has now displaced
Mainland China, the former largest suppliers of textilesto the US.

' Jianming Xu, Intonation Trade I ssues (Chinese Version) 1, 2002.

® David A. Gantz, The United States and the Expansion of Western Hemisphere Free
Trade: Participant or Observer?, 14 Ariz. J. Intl & Comp. L. 381, 382, 409 (1997).

' http://www. cetra.org.tw/mars/mkrpt/891206.htm (April 20, 2002).
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3 The proliferating free trade
areas under the regime of
World Trade Organisation

Envying the wdfare created and fearing the distortions of the consequent trade
diverson, free trade areas have been gradualy proliferating since the 1950's.
However, as can be seen from Figure Ill, the amount of free trade areas
increased o rapidly after the creation of EU that this formed the so-called surge
of free trade aress.

According to the World Trade Organisation’s statistics in 2000, the “number of
RTAs in which at least one World Trade Organisation member participates has
roughly doubled in less than ten years’,™® and up to January 2002, there have
been 162 notified RTAS".

200
150

100 /
50 /

0 —n"_/_——_J

& S

I

Figure Ill: RTAs notified to World Trade Organisation®®

Currently, more and more people regard the very surge as indicating a lack of
overd| legd discipline and worry thet it will undermine the Multilateral Trading
System. Their fears concern not only the effectiveness of the concrete provisons
which legitimate free trade areas, but also on the credibility of the World Trade
Organisation regime as awhole.

'8 Synopsis of “ Systemic” |ssues Related to Regional Trade Agreements, WT/REG/W/37, 2
March 2000, (00-0789).

' http://www.wto.org/english/tratop_e/region_elregfac_e.htm  (April 20, 2002).

21d.
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3.1 Relevant Provisions Legitimating free trade
areas under the World Trade Organisation
regime

From GATT 1947 to the World Trade Organisation, free trade agreements have
aways condituted a lawful exception to the General M ost-Favoured-Nation
Trestment. This posgitive attitude is formulated in different legidation as following:
Artide XXIV of GATT 1947, 1974 Decison on Differentid and more
Favourable Treatment, Reciprocity and Fuller Participation of Developing
Countries (Enabling Clause), Understanding on the Interpretation of Article XXI1V
of the Generd Agreement on Taiffs and Trade 1994 (herenefter, the
Underganding) and Article V of Generd Agreement on Trade in Services
(GATYS).

In 1996, the World Trade Organisation Membership further confirmed its stance
on Regiond Trade Agreements in Singagpore Minigterid Declaration as follows:.

“We note that trade relations of WTO Members are being increasingly influenced
by regional trade agreements, which have expanded vastly in number, scope and
coverage. Such initiatives can promote further liberaisation and may assst least-
developed, developing and transition economies in integrating into the internationa
trading system. In this context, we note the importance of existing regional
arrangements involving developing and least-developed countries. The expansion
and extent of regiona trade agreements make it important to analyse whether the
system of WTO rights and obligations as it relates to regiond trade agreements
needs to be further clarified. We reaffirm the primacy of the multilateral trading
system, which includes a framework for the development of regiona trade
agreements, and we renew our commitment to ensure that regiona trade
agreements are complementary to it and consistent with its rules. In this regard, we
welcome the establishment and endorse the work of the new Committee on
Regiona Trade Agreements. We shal continue to work through progressive
liberdisation in the WTO as we are committed in the WTO Agreement and
Decisions adopted a2 Marrakesh, and in so doing facilitate mutualy supportive
processes of globa and regiona trade liberdisation.”

Further, in 1996, the Committee on Regiona Trade Agreements (CRTA) was
established. The CRTA is in charge of examining the applications regarding free

trade areas proposed by contracting parties and, by referring to its standard
model, making an assessment of the likely impact on the multilatera trade system.

3.1.1 GATT 1947

Definition

18



Under Article XXIV (8) of the GATT, a customs union shdl be understood to
mean the subdtitution of a sngle customs territory for two or more customs
territories, so that duties and other restrictive regulaions of commerce are virtualy
eliminated with respect to subgtantidly dl the trade between the condituent
territories of the union or at least with respect to subgtantidly dl the trade in
products originating in such territories, and, subgtantidly the same duties and other
regulations of commerce are gpplied by each of the members of the union to the
trade of territories not included in the union; A free-trade area means a group of
two or more cusoms teritories in which the duties and other redrictive
regulations of commerce are diminated on subgtantidly al the trade between the
condtituent territories in products originating in such territories.

Purposes establishing the customs union and free trade area

Article XXIV (4) of the GATT dates that the purpose of a customs union or of a
free-trade area should be to facilitate trade between the constituent territories and
not to raise barriers to the trade of other contracting parties with such territories.

Coverage on trade.

GATT requires that the regiond trade organisation must cover “subgtantidly all
the trade’, i.e,, SAT. GATT XXIV (a) saysthat ether in a customs territory or a
free-trade area, the duties and other regtrictive regulations of commerce should be
eliminated with respect to subgtantidly dl the trade between the condituent
territories of the union. The god here is to avoid the formation of the regiona
blocs where the red point of the union is to arrange preferentiad treatment on
certain products rather than to practice free trade, solely with aview to preventing
products of third countries access its market.

Interim period

Concerning the gStuation that the regiond trade area needs to be established
gradudly, GATT XXIV (5) (c) dates that, any interim agreement leading to a
formation of customs union or free trade area, shdl include a plan and schedule
for the formation of such a customs union or of such a free-trade area within a
reasonable length of time.

Consequences of the agreements

GATT XXIV (5) requires that, with respect to a free-trade area or an interim
agreement leading to the formation of a free-trade areg, the duties and other
regulations of commerce maintained in each of the condituent territories and
gpplicable at the formation of such free-trade area or the adoption of such interim
agreement to the trade of contracting parties not included in such area or not
paties to such agreement, shdl not be higher or more redtrictive than the
corresponding duties and other regulations of commerce existing in the same
congtituent territories prior to the formation of the free-trade area.

Procedure of examination
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GATT XXIV (7) dipulates that a contracting party deciding to enter into a
customs union or free-trade or an interim agreement leading to the formation of
such a union or areg, shdl promptly notify the Contracting Parties and shal make
available to them such information regarding the proposed union or area as will
enable them to make such reports and recommendations to contracting parties as
they may deem appropriate.

Compensation

GATT 1994 dates that, in fulfilling the requirements of sub-paragraph 5 (), a
contracting party proposing to increase any rate of duty incondagtently with the
provisons of Article |1, the procedure set forth in Article XXVIII shal gpply. In
providing for compensatory adjustment, due account shal be taken of the
compensation dready afforded by the reduction brought about in the
correponding duty of the other congtituents of the union.

3.1.2 TheEnabling Clause

Under the Enabling Clause, i.e, the 1974 Decison on Differentid and more
Favourable Treatment, Reciprocity and Fuller Participation of Developing
Countries, regiona trade agreements concluded by developing countries shal be
notified to the Committee on Trade and Development who, after examining it for
consgtency, forwards it to the Committee on Regiond Trade Agreements for its
examination. After that, the latter sends its report to Committee on Trade and
Development for its confirmation.

3.1.3 TheUnderstanding on the Interpretation of Article
XXI1V of the General Agreement on Tariffsand Trade 1994

The Article XXIV Understanding basicdly purports to strengthen legd discipline
in the proliferation of RTAs In pursuing this god, the Artide XXIV
Understanding addresses the Situation from two angles of approach.

Substantial aspect

Firg of dl, the Understanding is congagtent with the building block perspective in
acknowledging the increasing importance of RTAs and their contribution to the
expansion of world trade.

In the main text, the Article XX1V Understanding reemphasizes the importance of
meeting the requirements of paragraphs 5, 6, 7, and 8. Regarding paragraph 5, it
clarifies that the cdculation to assess whether the pos-RTA leve of tariffs
outweighs pre-RTA ones shdl be based upon an overall assessment of weighted
average tariff rates as well as gpplied (as opposed to bound) tariffs. Also, it
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defines the reasonable length of time as ten years and dlows extra time only in
exceptiond cases and with afull explanation.

The Article XXIV Understanding aso eaborates the rebaancing mechanism for
tariff concessions through the negotiation of mutualy satisfactory compensatory
adjusment and modification or withdrawa of pre-existing concessons.

Procedure aspect

In the preamble, the Article XXIV Underganding emphasizes the need for review
of agreements notified under Article XXIV as wdl as for the trangparency of al
Article XXIV agreements. Further, it stipulates a set of mechanisms concerning
monitoring and survelllance. In particular, paragrgph 7 requires that a working
party shal recommend a plan and schedule for an interim agreement if these are
not included in the interim agreement itself. This provison is regarded as a strong
check againg the endless delays encountered during the final stages of integration
of some interim agreements.

Finaly, paragraph 12 clarifies that the WTO dispute settlement procedure can be
invoked with respect to any issue concerning Article XXIV.

3.1.4 ArticleV of General Agreement on Tradein Services
(GATYS)

Purpose

GATS dipulates thet the purpose of regiond liberalisng trade in services shal be
designed to facilitate trade between the parties to the agreement and shall not in
respect of any Member outside the agreement raise the overal leve of barriersto
trade in services. If, aMember herewith intends to withdraw or modify a specific
commitment incongstently with the terms and conditions set out in its Schedule, it
shall provide at least 90 days advance notice of such modification or withdrawal
and the procedure st forth in paragraphs 2, 3 and 4 of Article XXI shdl apply.

Coverage

The “subgtantial sectora coverage’ laid down in GATS as a condition refers to
the number of sectors, volume of trade affected and modes of supply. In order to
meet this condition, agreements should not provide for the a priori excusion of
any mode of supply. Under the coverage, the Members shall remove substantialy
al discrimination through eimination of exiging discriminatory measures, and/or
prohibition of new or more discriminatory measures, either at the entry into force
of that agreement or on the basis of areasonable time-frame.

Procedure of examination

GATS dipulates that Members of the regiond trade area shdl promptly notify any
such agreement and any enlargement or any sgnificant modification of that
agreement to the Council for Trade in Services. They shdl also make available to
the Council such reevant information as may be requested by it. The Council
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may establish a working party to examine such an agreement or enlargement or
modification of that agreement and to report to the Council on its condstency with
thisArticle.

3.2 Lenient practices under the above umbrella

From the aforementioned provisions we can see that the authors of the World
Trade Organisation clearly intended to baance the end of promoting free trade
areas and the need to prevent the misuse or even the abuse of the exception.
However, it would be rather difficult to say thet the growing surge of the RTAs s
a positive outcome in line with their intentions. What is worse, it is reported that
only one (the Czech Republic-Slovak Republic Customs Union) out of more than
one hundred and sxty RTAs has been “confirmed fully competible’ with the
rdevant GATT rules”. Discussing the ressons for this the failure of the
Committee on Regiond Trade Agreements in prudently verifying the RTAs could
be one cause while the politicd motivations behind the formation of RTAS often
overwhem the “economic tests’ embedded in Article XXIV. Reviewing the
operation of those provisons, there indeed seem to be deficiencies.

3.2.1 Questionable examplesregarding the applications of
GATT XXIV

According to the working party reports deding with Article XXIV, we can see
the following problems.

Purpose-“not to raise barriers to the trade of other contracting parties”

Paragraph 4 is regarded as the mogt critical legd text in Article XXIV in defining
the objective of trade regiondiam in lignt of the multilatera trading system.
However, some contract parties, especidly giants like the EC and the United
States, used to mignterpret or understate this paragraph in order to judtify the
impogition of new trade barriers as a result of the formation or expanson of
RTAS?. For ingtance, in the context of the accession to the EC_ where Spain and
Portugal introduced new quantitative restrictions which were suspected of being
inconggtent with Articles X1, XlII, and XXI1V, the EC ddegations clamed that
paragraph 4 of Article XXIV was only an overdl objective which did not impose

#! See supra note 18.
 Working Party on the Free-Trade Agreement between Canada and the United States:

Report of the Working Party adopted on 12 November 1991, L/6927, Nov. 12, 1991, GATT
B.1.S.D. (38th Supp.).
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an obligation on the contract parties™. They further dlaimed that members of a
RTA could introduce new trade barriers or extend existing bariers to new
members if the net impact of al barriersis less than what had prevalled before the
cregtion of the RTA. Relying on this ground, the EU even required candidates for
EU membership “to increase tariffs as a condition” for the membership: U.S.
Senaor Phil Gramm stated that this condition is aviolation of Article XXIV.#*

Compensation

The provison of compensation is gipulated in paragraph 5(a) of Article XXIV;
this is understood by EU as stating that the inevitable increase of discriminatory
trade bariers in certain areass, such as agriculture and textiles, could be
compensated for by more generous trade liberalisation in other sectors, such as
manufacturing. This view has been chdlenged on the ground that the aleged
compensation will not provide for baance. This is because trade diverson
resulting from the expanson of pre-exiding trade bariers in such aress as
agriculture and textiles would exact its heaviest toll on the less developed
countries that enjoy a comparative advantage in those sectors.

Coverage of trade-“Substantially all the trade”

We have seen that Article XXIV (8) (b) requires clearly that duties and other
resrictive regulations of commerce must be diminated on subgtantidly dl the
trade in products between the condituent territories of the union if it is to be
consdered a free trade area. When the Treaty of Paris established the ECSC
which redtricted trade liberdisation only to two industries, no one in theory
regarded these two indudtries as representing “al the tradeg’ and thus being
consgtent with Article XXIV. However, “U.S. support for European integration
and the key position of the ECSC Member daes in GATT made it unlikely that
the Agreement would be an obstacle to the implementation of the Tresaty of
Paris’, S0, instead, a compromise was concluded stating “the ECSC members
were encouraged to adhere to the GATT principles as much as possble and to
remove all obstacles to trade in respect of the products covered . It would be
arguable whether other such RTAS not having the ECSC's specid status would
have the same opportunity.

On the present standard of SAT, according to the Report of the Sub-group of the
Committee on the European Economic Community, the EEC-member countries
proposed that “a free trade area be consdered as having been achieved for
subgtantialy al the trade when the volume of liberdised trade reached eighty

# Accession of Portugal and Spain to the European Communities: Report of the Working
Party adopted on 19-20 October 1988, L/6405, Oct. 19-20, 1988, GATT B.1.S.D. (35th Supp.)
19, 22 (1989).

* Daniel S. Potts, Dubious Partnership: the Legal, Political, and Economic Implications of
Adding the United Kingdom to the North American Free Trade Agreement, Minnesota
Journal of Global Trade, Winter 2002.

# D. Lasok, The Customs Law of the European Economic Community, Second Edition.
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percent of totd trade” However, the report adso reveals that many other
members of the sub-group argued that it would be inappropriate and unrealigtic to
fix agenera percentage of trade that might be applicable to each different case.
To fix a given figure as a criterion for qudification as a RTA is deemed
problematic for many reasons. First of dl, the measurement of “liberdlised ” trade
volume would hardly be accurate in redity because such measurement is generdly
based on prediction of unrealised transactions, such as increased imports resulting
from the formation of aRTA.

Moreover, even if a certain figure, such as eighty percent, were accepted as a
legitimate criterion for endorsing the formation of an RTA, no one could ensure
that “trade redrictive’ effects resulting from the non-liberalised or even newly
restricted portion (twenty percent) would be fully offsat by the “trade creating”
effect resulting from the portion of liberalised trade (eighty percent). In this regard,
the working party reviewing the European Free Trade Associaion (EFTA)
Stockholm Convention noted differing opinions on whether a specific sector, such
as agriculture, might be excluded in assessing subgtantiaity. Some members of the
working party argued that even if ninety percent of trade was covered due to the
cregtion of a RTA, that fact done should not alow the exclusion of any specific
sector.  Neverthdess, EFTA members argued that some latitude should be
granted for different products®®

Ultimately, the substantidity test must be conducted on a case-by-case bass.
Congdeing the inherent textud ambiguity of this test, only jurisprudentia
development through accumulation of a sufficient body of case law is likdy to
clarify what is subgtantia in each case.

3.2.2 Case: Turkey-Restrictionson Imports of Textile and
Clothing Products®

Background

Turkish Quantitative Redrictions (Turkish QRS) was the fird case in
GATT/World Trade Organisation hitory that directly involved Article XXIV. As
a dep toward integration into the EC, Turkey followed the EC's lead by
introducing quantitative restrictions on imports of textile and clothing products
from India India complained that these measures were inconsstent with Articles
X1 and XIlI. Turkey tried to judtify its measures on the grounds that without
these new quantitative redtrictions, the EC would have excluded these products

% European Free Trade Association: Examination of Stockholm Convention: Report
adopted on 4 June 1960, L/1235, June 4, 1960, GATT B.I.S.D. (Sth Supp.) 47-58 (1961).

% Turkey-Restrictions on Imports of Textile and Clothing Products, Appellate Body Report
adopted November 19, 1999, WT/DS34/AB/R, http://www.wto.org/english/tratop
e/dispu_e/34abr_e.pdf (viewed April, 22, 2002).
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from free trade within the Turkey-EC CU, which would have prevented Turkey
from meeting the requirement of “substantialy dl trade’.

Decisions?®

Examining the Turkish defence, the pand dtated that Article XXIV (5) does not
dlow paties in a newly formed CU to escape the prohibitions laid down in
Articles X1 (Generd Elimination of Quantitative Redtrictions) and X1l (Non-
Discriminatory Adminigtration of Quantitative Redtrictions).  Similarly, regarding
the requirements of paragraph 8, the pand said that the provison does not oblige
Turkey to erect bariers on imports of textiles and clothing that violate other
provisons of the World Trade Organisation Agreement. Thus the Turkish defence
was rgected. However, the pand based its consideration on the so-cdled
“flexibility” test, saying tha the EC and Turkey could have introduced reevant
“adminidrative means’ (system of certificates of origin).

This podtion was confirmed by the Appellate Body, Stating that Turkey could
have adopted a “reasonable dternative’ like the “system of certificates of origin”.
Further, the Appdlate Body held that, under Article XXIV, it is permitted to
dlow the World Trade Organisation sysem to be harmonised with the
proliferation of RTAs. This pogtion is regarded as opening the way for a new
perspective on trade regionalism.

3.2.3 Other problems

GATS

Like the GATT XXIV, Article V of the Generd Agreement on Trade in Services
(GATYS) provides for “economic integration.” But aso, GATS Article V contains
vague terms such as “ subgtantial sectoral coverage.” What is worse, the problem
is compounded by the fact that GATS Article V has little recourse to a body of
jurisprudence providing interpretative guidelines since the area of trade in services
is dill marked by “vast dretches of uncharted territory”, both under the
GATT/World Trade Organisation system and the RTAs.

As for the possibility of adopting GATT/World Trade Organisation jurisprudence
in interpreting Article V, it is regarded as very difficult because, for example,
GATT Article XXIV presupposes legd concepts such as tariffs and RTAS that
have no pardld under GATS. Moreover, the very difference between goods and
services disallows such legd conflation, leading to a more complicated situation.

Surveillance after the formation of RTAs

Although GATT Artice XXIV is desgned carefully in so far as concerns the
formation of free trade aress, it agpparently ignores the sStuation regarding the
post-formetive “operation” of RTAs vis-avis other trading units including the

% hitp:// www.gjil.org/journal/curdevs/sré.html (viewed April 26, 2002).
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World Trade Organisation. This limited scope of Article XXIV is quite obvious
ether on its own terms or in the context of other World Trade Organisation legd
documents.

All in dl two man dements lead to unhedlthy regulation of the extenson of the
RTAs, i.e, thelack of legd discipline and its inability to address the sophidticated
legdl issues pertaining to the operation of RTAs which go beyond its coverage.

3.3 Credibility crisis of the World Trade
Organisation

Indeed those abovementioned problems dlow for consderable growth of free
trade areas, which is one of the main reasons for the formation of the surge.
However, if the defective rules could have been applied equally, the surge should
have not been s0 huge. But, the lack of equity and the week enforcement regime
within the World Trade Organisation remind us of the need to re-examine the
gructure of the World Trade Organisation before andysing any deficiencies.

3.3.1 Thelnstitutional Structure of the World Trade
Organisation

Legitimacy

The legitimacy of the World Trade Organisdtion is derived from its universa
membership (equa representation) and equd rights and obligations for dl
members. The World Trade Organisation embodies a rules-based multilateral
trading system.

At the heart of the multilaterd trading system are the World Trade Organisation
agreements, which were developed through a series of negotiation rounds over
the past five decades. These agreements are essentialy binding contracts that
govern the generd conducts and norms of internationd business. The god is to
enable producers, consumers, exporters, importers, and service providers alike to
peform ther busness functions in a trangparent and predictable busness
environmernt.

One of the World Trade Organisation’s most important functionsisto serve as a
forum for trade negotiations. The member economies can avoid complicated and
tortuous bilaterd negotiations by usng the single forum of the World Trade
Organisation to negatiate with al or most of ther trading partners. This can help
reduce transaction costs and increase the efficiency of the negotiation procedure.
In principle, dl the World Trade Organisation members have equd rights and
obligations. A single set of trade rules gpplies to al members. The World Trade
Organisation’s rule-making process is dl-inclusve. Decisons are made by the
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entire membership, typicaly by consensus. The World Trade Organisation
agreements are agreed upon by the entire membership and ratified by members
parliaments. Through this process, a commitment cannot be changed or reversed
without going through the forma negotiation process again. In theory, the World
Trade Organisation rules ensure non-discrimination and fair competition for al.
Both the developed and developing countries have an equa right to chalenge
others in the World Trade Organisation’s dispute settlement procedure. The
members are aso obliged not to act unilateraly, should disputes arise.

Enforceability

To enable the World Trade Organisation to be effective, the WTO has
established an indtitutional mechanism to enforce the internationa trade rules at
two levels: the multilaterd trade level and the nationd trade policy levd.

1) Multilaterd Trade Leve

The World Trade Organisation agreements are legaly binding and enforceable.
Each agreement contains specific measures on market access, transparency, non-
discrimination, and MFN. For ingance, GATT obliges the individual members to
make commitments to “bind”’ their tariff rates.

2) Nationd Trade Policy Levd.

The World Trade Organisation reviews nationa trade policies through an
indtitutionalised peer review system, namely the Trade Policy Review Mechanism
(TPRM). The TPRM ensures the trangparency and full compliance of nationd
trade policies. Under the TPRM, the largest four members namely the EU, the
US, Japan, and Canada, are subject to reviews each two years, while the rest are
reviewed each Sx years.

Dispute settlement.

For its ability to resolve disputes justly and ddliver the results promptly, the World
Trade Organisation has set up its Dispute Settlement Mechanism (DSM)
condsted of a set of clearly defined rules and procedures under which the
members have an equa right to chalenge others in the World Trade Organisation,
should trade friction arise. Also, DSM contains a judiciary body named the
Dispute Settlement Body (DSB), which has the sole responsbility to establish
tribunal pands, to monitor and implement rulings, and to authorise trade sanctions.
A sdtlement procedure typicdly lasts between twelve to fifteen months,
depending whether thereis apped.

At the completion of the pane procedure, the DSB would draft a find report,
which becomes the ruling. Both litigants can gpped the ruling. By rules, appeds
may not be made after 90 days. Under the DSM, any find ruling is automatically
adopted unless the entire membership reaches a consensus to reect it. Since
January 1, 1995, countries have brought more than 230 dispute cases before the
World Trade Organisation DSB.
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3.3.2 TheCrisisinthe World Trade Organisation

The inequity in the World Trade Organisation

Despite the principle of equd rights and obligations of the World Trade
Organisation, some unequd practices have appeared which are complained about
by developing countries.

1) Theunfar decison-making process under the principle of equity.

In this aspect, the main problem could be the conventiond practice, namely the
Quad (namdy the EU, the US, Jgpan, and Canada). Quad is usudly formed
through an informa conaultative process, in which only those four advanced
indugtridised parties possessing sufficient human and ingtitutiona resourcesto ded
with the complex trade and legd agenda, are invited to participate. As the
decison-making process is not subject to consensus like that of the find
agreement, once in the Quad consensus is reached through interests swap
between those powerful industrid parties, and the Quad will possesses absolute
influence in the process of decison making. As critics point out, during the past
rounds of World Trade Organisation talks, dmost al mgor issues reaing to rule-
making or procedurd amendments had been dominated by the Quad. Virtudly,
developing countries are excluded from the rule-making process. In this context, it
is not surprising that the content of the produced rules tend to favor their makers,
the advanced indudtria powers. For ingance, during the Uruguay Round
negotiations, less than three percent of written proposals were submitted by the
sub-Saharan countries, however, dl of the African members of the GATT must
accept the new obligations of the World Trade Organisation. Unfortunately, even
until the Seettle Conference, such practices were kept on by way of secret
mestings named the “ greenroom process’.

However, within the framework of the World Trade Organisation, the developing
countries do not have adequate strength to counter the above unfair practice.
Because of the rlaively smal sze of the Quad, it can circumvent the collective-
action problem more effectively than the developing countries. In contradt, the
developing countries suffer serious resource condraints, “most smal delegations
do not have the appropriate resources in Geneva...to service the negotiating
process and thereby participate meaningfully in what could be meetings of primary
importance for their nationd interests’.

2) The unequa opportunity of attendance

According to the World Trade Organisation Internationa Trade Statistics 2000,
in 1999, the developing countries enjoy 74 percent of World Trade Organisation
membership. However, the G7%° powers account for 47.9 percent of world

# Canada, Japan, France, Mexico, United Kingdom, Germany, Italy and United States. See
http://www.g8.utoronto.ca/g7 (viewed March 3, 2002)
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merchandise trade, and 49.8 percent of world trade in commercia services, and
they have more financid, technicd, and human resources to support ther
Missions in Geneva. As a result, in the late 1990s, only around 66 percent of
developing country members actudly had a Misson in Geneva, while dmogt all
the developed counterparts enjoyed one. The average size of Misson for
devel oped countries was 6.8 persons, compared with 3.5 persons for developing
countries, not to mention the least developed countries average Size, 1.2 persons.
Of the key inditutions, representatives from the developed countries occupy
about 54.8 percent of al chief executive offices including charmen and vice
charmen in the Genera Council, Working Parties and Committees, Dispute
Settlement Body, and Trade Policy Review Body. By contrast, the developing
members have weaker negotiating power vis-avis the developed countries.
Further, their relatively large Sze crestes serious collective-action and free-rider
problems for the developing camp as a whole, which renders it hard for them to
take a common position on maor issues in the World Trade Organisation.

Penal system to effect legal sanctions

Although the Understanding successfully darified that the World Trade
Organisation dispute settlement procedure can be invoked with respect to any
issue concerning Article XXIV, the DSB itsdf proves questionable.

1) Problematic efficiency

Between early 1995 and mid-2000, a total of 234 dispute cases had been
brought before the World Trade Organisation’s DSB but only 39 cases had been
successfully settled or withdrawn. Besides this poor record in settling disputes, the
World Trade Organisation DSM does not have the ability, as does the
Commission in the European Union, to pass a sentence on the violator of
internationd trade laws. Although in theory the DSB has the authority to issue
trade sanctions againg any member failing to comply with the ruling, in redity this
has rarely been done.

2) The question of prejudice

Critics from the developing world point out that the DSM is prejudiced against
the developing countries. Among the 173 cases received between April 1994 and
March 1999, the Quad filed 110. Further, smal members cannot rely on
retaiation agang the large ones because raisng import barriers will have little
impact on the latter. The banana trade dispute between Ecuador and the EU
exposed the very weakness of the World Trade Organisation dispute settlement
system. Ecuador had to rely on the US to file the case agangt the EU. The
relatively smal size and the weekness of the Ecuadorian economy make it
impossible to bring retaiatory pressure on the EU. %

% European Communities-Regime for the Importation, Sale and Distribution of Bananas,
Appellate Body Report adopted on November 17 1997, WT/DS27/AB/R.
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4 East Asia:strong willingness
followed by frequent activities

4.1 Interaction of exogenous and endogenous
elements provides strong motives

The World Trade Organisation’s deficiencies and the possibility of inviting trade
cregtion ingtead of continuing to suffer trade diverdon congtitute generd reasons
for the East Asan countries to conclude free trade agreements. These motives are
noticeebly strengthened when they interact with he concrete Studtion in this
territory.

Painful lessons learned from the financial crisis

After suffering the financia crigs, a least three things about these countries were
recognised.

Firdt, their economic system, especialy their monetary system, proved severely
unhedthy and problematic. Second, none of them could successfully ded with the
crigs individudly. Findly, further disgppointment arose from the leve of
international assstance. In this regard, it was clear that the Adan members
expected more than what they actualy got. Now they fed they cannot rely on the
US to resolve a regiond crisis because, in the aftermath of the Asan Financid
Crigs, the US left it to the IMF to dedl with the criss. But the latter vetoed
Japan’s proposa to establish an Asan Monetary Fund. At the same time, the
IMF imposed a stringent conditiona loan package on the recipients. And in the
proposed emergency loan program for Thailand worth $17 billion, IMF provided
less than 25 percent with the rest promised by other countries in East Asa
including Japan. European and North American nations stood outsde the
programme.

From then on, the Japanese Ministry of Finance redlised that future currency
crises in any country in Eagt Asa, which would be highly transmissible to others,
had to treated much more by countries in this territory than by the IMF- who are
not a benevolent fund. Sharing this view, as a tentative step, ASEAN, Japan,
South Korea, and Mainland China decided, in July 2000,to establish a Currency
Swap Agreement (CSA) as a pre-emptive safeguard against another regiona
financid crigs

Accession of Mainland China and Taiwan to the World Trade
Organisation

Both Mainland China and Taiwan were gpproved smultaneoudy last November.
This issue has led to at least two outcomes. Firg, Tawan's accesson as an
individua customs territory renders it capable of participating in free trade areas
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covered by GATT XXIV, meaning it will have farly extendve room to act.
Second, the accesson of Manland China results in both chdlenges and
opportunities in the area. Regarding the challenges, ASEAN dleged that its share
of total globa FDI inflows declined from 7.9 percent in 1994 to 1.8 percent in
1999 because of invesment flowing to China And this percentage is likely to
grow further now China is in the World Trade Organisation.®® As for the
opportunities, the vast market of 1.7 hillion people in Manland China is

promising.

Views on the free trade area from Mainland China: from a negative
attitude to an active one

At an earlier sage, Mainland Chinawas sceptica regarding both globaization and
regiondization. This attitude arose from its concern that globdization is
Americanisation or the promotion of American hegemony (economic, socid and
paolitica). As a result, nationa autonomy would be undermined. Of the regiond
co-operétion in this area, Mainland China kept on worrying about Japan’s leading
role and Americd s intervention. In addition, the domestic economy of China ill
needed a high degree of protection with regard to imports and inward flow of
investment. The export markets were primarily United States and Europe and
there was therefore no urgent need to further open up the markets in the Asian
region through economic integration. Gradudly, being aware of the inevitability of
globaization and the promisng mutua bendfits arising therefrom, Mainland China
garted to work on entering the World Trade Organisation more than ten years
before. After the Asan Financia Criss, domestically, China's stance toward
East Asan economic co-operdion and integration adso underwent significant
changes. Sharing the view of Japan that individual economies are very vulnerable
to externd shocks, and acknowledging that the foreseegble capitd inflow is so
important an issue of economic security, Manland China is now a very active
advocate in fostering an East Asiafree trade area.

Main actors’ fights for the hub rather than the spoke

As wdl as the impulse to counter the EU and NAFTA, themsalves based on
dliance, the main actors namey ASEAN, Jgpan, Manland China, Koreg,
Tawan, Singapore etc., aso have individud interests. For one thing, they seek to
join more free trade areas in order to obtain more trade creation while avoiding
trade diverson. For another thing, within a free trade area, they each pursue a
dominant pogtion.

' Ms. Jeannie Ng, AFTA and “ East Asian Economic Zone” East Asia: Regional
Development and Outlook Taipei, Taiwan 21 September 2001.

¥ Edward K.Y . Chen, East Asia: Regional Devel opment and Outlook, Taipei, Taiwan 21
September 2001.
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4.2 Many activities

In the context of above motives, many things are happening in East Asa
ASEAN, Japan, Mainland China, South Korea, Taiwan etc. are in the process of
edtablishing free trade areas or extending the exigting FTAS.

4.2.1 Activities surrounding Asian Pacific Economic Co-
operation

Before the Asan Pecific Economic Co-operation, there was a proposa for an
economic community due to the initiative of Premier Mahathir of Makaysa He
proposed that the Association of Southeast Asan Nations countries and East
Asian nations such as Koreg, Jgpan, Taiwan, should create an economic
community with more or less strong economic ties. But, it seemed that the United
States does not like any Asan integration that excludesit. By U.S. initidtive, after
Japan’ s suggestion (perhaps made because of its heavy dependence on the US),
the Adan Pecific Economic Co-operation (APEC) was created in 1989 as an
economic co-operétion al over the Pacific Economic Basin. The parties of Asan
Pacific Economic Co-operation come from United States, Canada, Mexico, New
Zedand, Audrdia and dl the Adan countries including Mainland China and
Tawan.®

According to the United States, the Asian Pacific Economic Co-operation can
il become a free trade area with binding norms, but for fear of the strength of
the US, this has been doubted by some of the Asan members. Furthermore, as
Manland China fdt angered by Tawan's accesson to the Adan Pecific
Economic Co-operation, it did not support the US. Instead, it inssted that Asan
Pecific Economic Co-operation should just be a “forum” and confined to
economic issues. So the enforcement of consensus reached within the Asan
Pacific Economic Co-operation is dependent on peer pressure.

However, such peer pressure proved very wesk. For ingance, in early June
2001, Japan and China were engaged in a bilatera trade dispute over some low-
vaue Chinese agricultura imports. In April, Tokyo announced a decison to
impose import duties of 266 percent on shitake mushrooms and 106 percent on
rushes used to make tatami mats. Shortly after that, Mainland China threatened to
retdiate with 100 percent tariffs on imports of Japanese cars, mobile phones, and
ar conditioners. Since Mainland China was not yet a World Trade Organisation
member, Japanese Prime Minister Koizumi and Chinese Presdent Jang Zemin
have agreed to discuss the issue a the Asan Pacific Economic Co-operation

% See supra note 6.
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summit meeting held in Shanghal in October 2001. But no one could see any
peer pressure a the time and ultimately, it was resolved depending on the
political will to settle®.

Conddering the above Stuation, the main actors in this area seem to prefer to set
up or enter other free trade areas for closer co-operation and meanwhile,
compete the central postion by concluding more free trade agreements than
others.

4.2.2 Activitiessurrounding the Association of Southeast
Asian Nations (ASEAN)

4.2.2.1 Background of the Association of Southeast Asian
Nations (ASEAN)

Due to the increasng tensons among the states and overdl uncertainty in the
Southeast Asa in 1960's, there was a need to develop a regiona forum to
dleviate pressures within the region and to promote economic growth between
countries® On August 8, 1967 in Bangkok, Thailand, the Association of
Southeast Adan Nations was edtablished by five origind member countries:
Indonesia, Mdaysia, the Philippines, Singapore, and Thalland. From 1984 to
1999, Brunei, Vietnam, Laos, Myanmar and Cambodia joined in. Now ASEAN
has become home to al ten Southeast Asian countries™.

ASEAN had three basic objectives. “to aleviate intraeASEAN tensons, to
reduce the regiond influence of externd actors, and to promote the
socioeconomic development of its member dates as a further hedge againgt
Communist insurgency.”®’ These ends have involved the support of the ASEAN
edtablishment, strengthening regional solidarity and sdlf-reiance by emphasisng
“economic, socia, and cultural co-operation and development.”*®  Gradualy,
there develops what is known as the “ASEAN way” based on Mday cultura

* http://finance.sina.com.crn/g/20011221/157641.html (Chinese)(viewed March 3, 2002).

% ghaun Narine, Institutional Theory and Southeast Asia: The Case of ASEAN, 161 World
Affairs 33 (1998).

% Association of Southeast Asian Nations: An Overview,
http://www.asean.or.id/history/overview.htm (viewed April 20, 2002).

%" See supra note 34.
% Bureau of Public Affairs, U.S. Dep't of State, Background Notes: Association of

Southeast Asian Nations, March 1992. http://www.state.gov/www/
background_notes/asean_0392_bgn.html (viewed April 20, 2002).
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practices.® Following the “way”, dl decisions “are made within ASEAN on the
basis of consensus” “° which in return led to the strong cohesion that now exists
between the ASEAN member states.

4.2.2.2 ASEAN Free Trade Area (ASEAN)

Seaing that the European Union and the North American Free Trade Agreement
in the 1990s had powerful effects on world trade patterns*, and concerned about
the rapid proliferation of free trade areas among important trading partners, the
leaders of ASEAN decided to make a smilar move towards regiona economic
integration.*

Having previoudy experienced falure in setting up a free trade area caled
Preferentid Trading Agreements (PTA) signed on February 24, 19777, a the
Fourth ASEAN Summit in Singapore in 1992, the Asan Free Trade Area
(AFTA) was launched. Because of the falure of the PTA, the ASEAN member
dates introduced a more rigid instrument in the AFTA. There was a drategic
objective to increase the ASEAN region's competitive advantage as a collective
trading bloc. Under this came the proposd to diminae tariff and non-tariff
barriers among the member countries which was expected to promote greater
economic efficiency, productivity, and competitiveness. After that, the Agenda for
Greater Economic Integration was adopted at the Fifth ASEAN Summit held in
Bangkok, Thailand, in 1995. This Agenda accderated the timetable for the
AFTA from afifteen year time frame to ten years-the projected concluson date
was set for 2003.* Furthermore, a the Sixth ASEAN Summit in 1998, the
process was further accelerated by setting a target date for the origind ASEAN
members of 2002.

¥ shaun Narine, Institutional Theory and Southeast Asia: The Case of ASEAN, 161 World
Affairs 33 (1998).

“ See supra note 38.

! Ross Garnaut, ASEAN and the Regionalization and Globalization of World Trade, 14
ASEAN Econ. Bull. 215, 321 (Mar. 1998).

“ Carolina Alberto Lopez & Jacint Soler Matutes, Open Regionalism Versus Discriminatory
Trading Agreements: Institutional and Empirical Analysis, 14 ASEAN Econ. Bull. 253, 254
(Mar. 1998).

“ Peter Kenevan & Andrew Winden, Recent Development: Flexible Free Trade: The
ASEAN Free Trade Area, 34 Harv. Int’| L.J. 224, 225 (1993) (stating that the “PTA’ sflexible
provisions resulted in widespread abuse of exclusion lists that ultimately limited the PTA to
arather comical freetrade in snow plows and other Southeast Asian nonessentials”).

“ Association of Southeast Asian Nations: An Overview.
http://www.asean.or.id/history/overview.htm (viewed March 30, 2002)

This*“projected” dateisonly for the original six ASEAN members. Vietnam, Laos, Myanmar,
and Cambodiawill be phased in at later intervals.
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4.2.2.3 ASEAN Plus Three

While the ASEAN was in the process of having a free trade area between its
members, the idea of setting further free trade area involving both ASEAN and

other East Asan countries has aso been pursued.

In December 1990, the Mdaysan Prime Miniser Mahathir proposed the

formation of an East Adan Economic Group (EAEG) which excluded the US in

order to reduce the region’s heavy dependence on US markets. Mahathir's
proposa a received warm welcome from ASEAN and South Korea. However,

Mainland China, supported it conditiondly, stating it was opposed to Taiwan and

Hong Kong joining initidly. What was worse, the US did not wish to see a
“dividing line down the Pecific,” * therefore was strongly opposed to the idea of

the dl-Adan club. Partidly in consderation of the stance of US, Japan refused to

endorse the EAEG.

So the EAEG was downgraded to the East Asan Economic Caucus (EAEC) in

1995. The EAEC, known as ASEAN Plus Three, which is composed of

ASEAN, Mainland China, Japan, and South Korea was subsumed under Asian
Pecific Economic Co-operation. Not satisfied with this result, and like Manland

China, Mdaysds Miniger for International Trade and Industry Refideh Azz
declared that “anything that happens in Asan Pacific Economic Co-operation is
non binding, period.” The Philippines Under-Secretary for Trade and Industry
Edsdl Cugtodio aso responded: “Asian Pacific Economic Co-operation...should

be a loose consultative machinery, it should be non-binding, it should not be a
negotiaing forum and it should not be indtitutionalised.”

4.2.2.4 Mainland China’s unilateral activity towards ASEAN

Although Mainland China has not yet entered into any formd free trade
agreements, it is contemplating establishing a drategic free trade area with
ASEAN. At the ASEAN Plus Three Summit Meeting held in Singapore in
September 2000, Chinese Premier Zhu Rongji cdled for the formation of an
“ASEAN-China free trade ared’ as a politicadl and economic counterweight
agang the European Union and North American Free Trade Agreement. In
November 6, Zhu and ASEAN reached an agreement to set up the “ASEAN-
ChinaFTA”".

Up to March 28, 2001, there have been held three joint committees between the
two sides.*® These committees centered on the issues of establishing an ASEAN-

* USAssistant Secretary for East Asian and Pacific Affairs Winston Lord (Atkinson 1995:
39).

“® http://www.aseansec.org/archive.html (viewed March 30, 2002).
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China Expert Group on Economic Co-operation to look into the implications of
China' s accession to the World Trade Organisation and recommend measures on
how to further enhance ASEAN-China economic co-operation and integration,
including the possbility of establishing a free trade area between ASEAN and
China

4.2.3 Other activities

4.2.3.1 Japan and Korea

Among the “threg’ countries of the ASEAN Plus Three, Mainland China was the
firs one to propose concluding a free trade area with ASEAN. Surprisingly,
Japan then reasonably accelerated its activities On January 13,2002, the
Agreement between Japan and the Republic of Singapore for a New-Age
Economic Partnership, (JSEPA) was signed. This gpproach was regarded as a
Japan's “touch stone” *" prior to despening relations among the ASEAN Plus
Three.

In addition, Japan is aso discussing with Korea regarding the establishment of a
free trade area. ©®

4.2.3.2 Singapore

Singagpore is making vigorous effort to secure a strategic hub postion in Southeast
Asa Before the agreement mentioned above, Singapore had signed a free trade
area with New Zedland (ANZSCEP) on November 14, 2000. Now, Singapore
IS negotiating free trade areas with Audrdia, Canada, Japan, Mexico, and the
us.

4.2.3.3 Taiwan

Conddering the dleged intervention of Mainland China, Tawan has issued its
counter policy. It dated that “friendly countries are first to be considered”
concerning the establishment of free trade area. On 11 April, 2002, its leader
Chen Shuibian proposed to set up a free trade area with the United States and

Japan.

7 hitp:/Awww.tier.org.tw/ (viewed April 11, 2002).

“® hitp://www.npf.org.tw/PUBLICATION/NS/091/NS-C-091-090.htm(viewed April 07, 2002).
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5 Strong willingness v. reality

It is well known that a hedthily operated free trade area, would, like EU and
NAFTA, foster the development of regiond free trade leading to freer globa
trade. However, mere strong willingness is far from adequate. Examining the
factors behind the success of the European Common Market, and comparing
them with the present dtuation in East Ada may be hdpful to the East Asa
countries in alowing them to assess the perspective of their planed regiond
dliance in amore reasonable way.

5.1 The experiences of a successful EU

There are many reasons leading to the success of European Union. These reasons
should be strongly considered in planning an East Adafree trade area.

Political background

In the context of the post-Second World War period, Western Europe has
looked outward not inward for their future. Smultaneoudy, most nations begin to
share amilar political systems: that is an essentid basis dlowing them to abandon
divergence and reach a compromise postion. In addition, the need to counter
their Communist common enemy led to the formation of NATO which in turn
granted them necessary experience concerning the building of aunion.*

Similarity and proximity

Fird, athough the present member states and the candidates each possess their
own culture, many culturd amilarities are to be found, deriving Chrigtian, Roman
and Greek origins. The naionsin thisterritory are characterised by their western
outlook, have a common religious base and, in particular, enjoy a strong legd
tradition with along higory.

Second, being located together on ardaivey smdl territory dlows them to have
anaura and intense trade relationship.

Third, nations here are dmogt dl well developed and indudtridized and even the
less developed countries like Spain and Portugd ill have a GNP/per capita
higher than mogt other states in the world.

9 Ken Day and Paul Herbig, Outgrowth of ASEAN, a Common Market of the Pacific:
lessons to be learned from the European experience, European Business Review Volume 95
- Number 2 - 1995 - 12-23,
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These amilarities are regarded as abags for ease of establishing and maintaining a
union. The fact that the EFTA countries have joined EU one after another is a
further convincing support for this view.

Boldly to remove trade barriers

It is admirable that the member tates can dmost aways keep a very reasonable
attitude towards the relationship between the nationa good and the EU’'s
competitive internationa position. Whenever conflict happens, the member states,
even if ructant a first, will accept the Community interests by way of iminating
any disputed tariff or smilar measure.

5.2 Diversity in East Asia

Compared with the dtuation in the European Union, many countries in this area
have condderable diversty of ethnicity, religion, history, political system, and
economic mechanism.

Religion

The diverdgties can be wdl illusrated by focussng on religion. Protestant
Chridianity isfarly influentid in Korea. Catholiciam is dominant in the Philippines.
Isdm is the main religion of Maaysa, and Indonesa has the largest Modem
populetion in the world. In the other part of this region, Buddhiam is influentid.
Further, the ethic of Confucianism lies in the background in Manland China as
wdl asin Tawan.

Political system

In this areq, it is noted that two polar types of politica system ill exist. Human
rights issues in one of them are subjects of criticism by developed nations. This
fact serioudy prevents from building up mutua trust. Although some of them are
the Trangtiond Economies of Ada, it ill seems difficult to establish cooperation
between the Trangtional Economies and the market economies. The sruggle
between Mainland China and Taiwan surrounding this centra problem is an
obvious example.

History

Observing the history of East Ada, severad of the countries or areas have
experienced colonidism. The Philippines have a history of Spanish and American
colonid influence; the South Asia Countries, Singapore, and Hong Kong were
under British colonid influence; and Korea and Tawan were under Japanese
influence. In this context, it would be a rather complicated issue to reach
consensus among these countries to the extent that what is involved relates to the
interaction between locd systems and rdlics of the colonia system.

Economy
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It is remarkable that some countries are in trangtion from the sociaist economy to
the market economy. Generdly speaking, these transitional economies have been
doing well in average, and extremely well in some cases. However, the degree of
openness of these countries varies. In externd trade, Singapore and Hong Kong
are free ports, pursuing free trade system and have benefited from it. In contrast,
other economies ill have some protectionistic elements.

5.3 Basis for cooperation

5.3.1 General Tendency among the countries of ASEAN
Plus Three

According to ASEAN datidtics, trade volume between ASEAN and Ching,
Japan and Korea grew by 27.5 percent from US $ 158.2 billion in 1999 to US $
201.7 hillion in 2000. However, despite the podtive economic growth and
optimism of the year 2000, there is a growing consensus that the trend would not
continue in view of the dow down in the US, EU and Jgpan. In this regard, the
economic minigers and the minisers of Manland China, Jgpan and Korea
underlined their commitment to maintain outward looking policies to attract trade
and investment and bolster economic growth. Further, they <ressed the
importance of continuing regiona economic integration as a means of promoting
trade and investment flows.

5.3.2 Mainland Chinaand ASEAN

5.3.2.1 Present situation

Value of Trade

There has been a deady rise in the reative share of ASEAN in Chinas
merchandise trade—from 5.8 per cent in 1991 to 8.3 per cent in 2000. ASEAN
has thus become the fifth largest trade partner of China (after Japan, the United
States, the European Union, and Hong Kong). And thisis an important trend: the
absolute value of China strade, for example, went up very sgnificantly—from US$
135.8 hillion in 1991 to as much as US$ 473.4 hillion in 2000.

At the same time, China has aso become an important trade partner of ASEAN,
occupying the sixth postion in 2000. The share of China in ASEAN's trade
expanded from 2.3 per cent in 1991 to 5.0 per cent in 2000. In absolute terms,

% http://www.aseansec.org/archive.html (viewed March 20, 2002.)
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the total value of ASEAN’s export trade was US$ 343.8 billion in 1991 rising to
US$ 795.0 billion in 2000.

Structure of Trade

The composition of ASEAN-China trade has evolved considerably. Resource-
based commodities — especidly hydrocarbon, wood, and fat and oil products —
accounted for two-thirds of the tota export value of ASEAN to Chinain the early
1990s, but only 22 per cent in 1999. The relative share of manufactured goods —
electrical machinery and computer equipment especidly —went up from 12 to 38
per cent in the same periods.

Meanwhile, ASEAN imports from China have been comparatively more
diversified. The top five imports ** accounted for amost two-fifths of the total
import value in the early 1990s, and 57 per cent in 1999.

Trade in Services

Two-way services flows between ASEAN and China have dso been on the
increase. Tourismisagood casein point. ASEAN tourigts visiting Chinatotaled
amost 1.1 million in 1995; the number reached an estimated 1.8 million in 2000.
Meanwhile, ASEAN received about 0.8 million tourists from China in 1995.
More remarkably, however, the number of Chinese tourists to ASEAN amost
tripled to 2.3 million persons in 2000.

The potentia for two-way tourism is redly inviting. At present, ASEAN tourigts
were less than 8 per cent of the totd tourist arrivas (19.8 million) in China during
1999 while Chinese tourists in ASEAN made up just 10 per cent of the 22.6
million persons vidting ASEAN in 2000.

Investment Flows

Both ASEAN and China have invested consderable resources oversess.
Foreign direct investment made by China in other countries averaged US$ 2.1
billion per year during 1989-1994; it rose to US$ 2.2 hillion a year over 1995
2000. Outward FDI from the old ASEAN-5 members (except Brunei
Darussdam) averaged US$ 3.7 hillion a year during 1989-1994; it reached US$
7.0 billion in 2000.

China has been a destination for FDI from some ASEAN member countries-
directly or via Hong Kong. Likewise, severa ASEAN member countries have
aso been the hogt to important FDI flows from China, both directly and via third
party ventures.

Itislikely that the old ASEAN-5 (excduding Brunel Darussalam) collectively have
been a net investor in China. In generd, alarge proportion of FDI is channelled
to resource-based and trade related activities. Manufacturing for the domestic
market is a'so another important sector for such investment. In addition, there is
condderable FDI “inkind” —that is the investors supply manufacturing equipment

*! electrical machinery, computer equipment, hydrocarbon products, cotton and tobacco.
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and machinery as equity in the joint ventures with their locd partners, who usualy
provide land and infrastructure.

5.3.2.2 Future Cooperation

It is estimated that the industridized countries in America and Europe will continue
to be the most important trade markets, sources of investiment finance, and origins
of cutting-edge technologies for both ASEAN and China in the foreseesble
future. But within this region, there are potential and opportunities — both
substantial and exciting — for greater and closer ASEAN-China complementarities
aong their routes to further development.

Economic perspective

The Chinese economy is a huge one. Gross domestic product (GDP) reached
US$ 1,080 hillion in 2000. In comparison, the combined GDPs of ASEAN
amounted to US$ 573.8 in the same year. What is more, China has been the
fastest growing economy in the world for over a decade. Even during the
economic criss and dowdown of the late 1990s, GDP in China continued to
expand by between 7 to 9 per cent a year during 1997-2001. On the other
hand, the GDPs of severd ASEAN member countries contracted, some quite
severdy, in 1997 and again dowed down sgnificantly during this year.

World Trade Organization membership

Chinds World Trade Organisation membership is widely expected to have
severd podtive spill-over effects on ASEAN-China trade and investment
relaionships in awide range of areas and services.

Firgly, China has agreed to a very comprehensve package of market
liberdization measures, with five years to carry out its full commitments. The
liberdization process is expected to enhance greetly China's economic efficiency,
industrid modernization, and integration with the globd economy.

In particular, various research studies indicate (a) higher levels of Chind's sharein
global exports and imports, by 2 percentage points by 2005; (b) higher levels of
export earnings (by 24 per cent) and import spending (by 18 per cent), and (c)
higher GDP growth by at least one percentage point (equivaent thus to over US$
10 hillion on the basis of GDP in 2000).

Secondly, there will be greater market access for ASEAN producers in China.
Trade barriers on ASEAN exports, for example, will be reduced faster than the
average reduction — with tariffs on ASEAN products to be cut by 34 per cent (to
47 per cent) within five years. It is estimated that, with its accesson to the World
Trade Organisation, China's demand for ASEAN imports will expand by 10 per
cent ayear. Thus, the vaue of such imports will reach US$ 35.5 hillion in 2005,
compared to 22.2 hillion in 2000. However, the actud increase may even be
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larger, given the fagter rate of increase of Chind's imports of ASEAN products
relative to China simports from al sources.

Thirdly, there will dso be greater market access to China among ASEAN
member countries. The sectors facing grester competition from China include
textiles and clothing plus other labour-intensive manufactures. In addition, Chinais
expected to enjoy a competitive advantage in awide range of other manufactures.
Generdly, it gppear that both ASEAN and China will have to manage-
effectively, and in a forward-looking manner, the many chalenges brought by
trade liberadization as wel as from their own compstition in third-country markets.
The promotion and facilitation of cross-border co-operdtion, inter-firm
networking, and mutua didogue are among the key requirements for the effective
management and mitigation of such chalenges. It is dso essentid to ensure
smoother integration over time.

Tariffs

Ancther important factor was the decison by the leaders of ASEAN and China
to look a ways and means to enhance economic co-operation and integration
specificaly between ASEAN and China Among the possble options is the
possibility of setting up a free trade area between the two sdes. Their marketing

and purchasing power would be very much enlarged in afree trade area— to over

1.7 billion consumers with a combined GDP of amost US$ 1,665 billion and a
combined externa trade value of US$ 1,269 billion as of 2000.

The remova of trade and investment barriers will certainly lower transaction
cogts, raise economic efficiency, upgrade product qudity, increase economies of
scale and scope ete. All these will help improve externa competitivenessin third-

market trade. The (net) trade creation effects could be substantial, and so would

likely be the even bigger flows of trade-related investment.

It has been edtimated that the ASEAN-China free trade area would raise
ASEAN'’s exports to China by 48 per cent and China's export to ASEAN, by
51 per cent. At the same time, the combined GDP of ASEAN would expand by
a least US$ 5.4 billion while that of China, by some US$ 2.2 billion.

ASEAN's experiences in free trade area

ASEAN members have gained much practical experience through the accelerated
implementation of the ASEAN Free Trade Area, and through such operationd
schemes as ASEAN Industriad Co-operation (AICO) and ASEAN Investment
Area(AlA). Further, AFTA is scheduled to be in force from 2010, instead of
2015 —with some extension for the newer ASEAN member countries.

%2 ASEAN and China — Partnersin Competition,
http://www.aseansec.org/news/asean_china_partner.htm (viewed March 16, 2002).
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5.3.2.3 Challenges

Negative elements between ASEAN and Mainland

Big chdlengesto liberdizing trade and investment relationships between ASEAN
and China exist. First, ASEAN countries may not be able to compete with
China's vast pool of cheap, skilled and semi-skilled labour force. Second, the
countries of the ASEAN extengvely fear concerning the potential for dumping
from Mainland China. Third, in the context of the other “two” countries, i.e. Japan
and Koreg, there will surely be afight for the “leadership” in ASEAN Plus Three.

The challenges to the regime of ASEAN

Fird, the present problems

Like most other regionad associations in the world, ASEAN is a voluntary
association of sovereign dtates that do not yield their sovereignty to a central

authority. Although ASEAN has its secretariat, it has never had supranationa

authority or respongbility. Compared with the regime of the European Union, it

has no parliament, no court of justice, and no court of auditors. Nor has it a
common currency and centra monetary authority. Moreover, it has no common
st of externd tariffs or trade policies and regulations.

Second, the context of enlargement

It is well known that the issue of enlargement of the European Union encounters
many chalenges, even though the EU enjoys admirable efficiency and amost fifty
years of experience. In addition, al the gpplicants are much wesker than the EU

as an entity or than may of the Member States.

In the context of enlargement, the ASEAN regime will be challenged much more
serioudy. Because, for one thing, as mentioned above, its present regime itself

proves problematic and, for another, each of the Three countries has, individuadly,

the power to counter ASEAN, not to mention its single members. This stuation
will pose amgjor problem to the regime of ASEAN.



6 “China Free Trade Area”

6.1 Initiation of the free trade area™

Right after China's gpplication for World Trade Organisation membership was
accepted on 10 November 2001, Mr Tung Chee Hwa, Chief Executive of the
Hong Kong Specid Adminigtrative Region(HKSAR), suggested setting up a free
trade area within the territory of Manland China and Hong Kong. Later,
Manland China confirmed that this proposd was welcome and was being
positively sudied. Following thet, Mr. Fulin Chi, the Dean of the China (Hainan)
Indtitute for Reform and Development Research proposed establishing the China
Free Trade Areawhere Mainland China, Hong Kong, Taiwan and Macao will be
included.

6.2 Analysis on the Triangle Relationship of
Mainland China Taiwan and Hong Kong °°

General approach

In the context of regiona co-operdtion in this area, it was until now bascdly
driven by privete initiative and market forces. Despite the absence of forma
intergovernmental  agreements, each Government gill provided  independent
measures to facilitate such an integration. On externd trade within the triangle
economies, Hong Kong has been used as a main enterpot for Mainland Chinas
booming export-oriented industries, and Taiwan has been increasingly depending
on Mainland Chinds economy in so far as concerns its trade balance in recent
years. Regarding foreign direct investment, about 60 percent of FDI utilised by
Mainland China was from Hong Kong and Tawan, and Manland China has
become Hong Kong's second most important source of FDI in recent years.
Mainland China did have some FDI in Tawan mainly through Manland China's

% Aregional freetrade agreement between Hong Kong and China, Concept Paper Hong
Kong General Chamber of Commerce,
http://www.chamber.org.hk/business world.asp (viewed March 23, 2002).

* China' s application for World Trade Organisation membership was adopted at the World
Trade Organisation Ministerial Conference in Doha on 10 November 2001, and it formally
became a World Trade Organisation member on 11 December, 2001.

® Wuu-Long Lin, Integrating the Triangle Economies of Taiwan, Hong Kong and
Mainland China -- Co-operation versus Competition. (October 21,1999).
http://depts.washington.edu/gttl/htdocs/bachman/linpaper.pdf.(viewed march 9, 2002).
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state owned enterprises registered in Hong Kong. Findly, both Taiwan and Hong
Kong have been gradudly losing ther international competitiveness as against
Mainland China and have seen a decrease in their imports market shares in the
United States and Jgpan. Taiwan is obliged to adopt a conservative and
precautionary approach to cross-grait economic relations with the aim of ensuring
that Taiwan's economic security can be protected. Such policy measures can
perhaps be revised once cross-drait relations can be conducted on the basis of
mutud respect and without hodtility.

Taiwan Strait Relations

In order to solve technica problems arising from “indirect” trade and investments
as well as from the desirable cross-raits tourism, the two Sdes across the Strait
have independently adopted separate measures. Taiwan has set up an officia
organisation, cdled Straits Exchange Foundation, while Mainland China has dso
st up an officia organisation, Association for Reations Across the Tawan
Straits. Within the terms of references empowered by therr respective
governments, officias from these two organisations meet periodicaly to exchange
their views and to tackle technica problems.

However, until now, there seems no sign that the two Sdes can go any further

politicaly. It can be hoped that increased economic interrdaions will dso have a
positive effect on the Stuation.
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7 Conclusion

Reviewing the facts above, we can say that the proliferation of the free trade
aress in Eagt Aga is naturd. Examining the reasons behind it, the economic
dynamics and the shortcomings of the World Trade Organisation could be one
while the complicated political eements within this area could be ancther. In this
regard, it seems there is a need to strengthen the governing of the regiond trade
agreement within the framework of WTO. It would aso help developing countries
to seeamorereiable WTO regime.

As for Manland Chind's gpproach, i.e. the “ASEAN-China free trade area’” and
the “China Free Trade Ared’, it is difficult to foresee its future. The key problem,
of cause, is the different politicd sysem. This very fact continuoudy prevents
deeper co-operation. However, the fact of Chind's entry into the World Trade
Organisation means the politica factor isweakening.
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