
PRIVATE INVESTMENT AND TRADE OPPORTUNITIES

ECONOMIC BRIEF
NO. 14

AFTA:
AN OUTWARD-LOOKING FREE TRADE

AGREEMENT

East-West Center



The PITO Economic Brief Series

The Private Investment and Trade Opportunities (PITO) project seeks to
expand and enhance business ties between the U.S. and ASEAN private sectors.
PITO is funded by a grant from the United States Agency for International De-
velopment (AID) with contributions from the U.S. and ASEAN public and pri-
vate sectors,

The PITO Economic 8nrf series, which is published under this project, is
designed to address and analyze timely and important policy issues in the ASEAN
region that are of interest to the private sectors in the United 5tates.and ASEAN.
it is also intended to farniliari7e the U.S. private sector with the ASEAN region,
identify growth sectors, and anticipate economic trends. The P1TO Economic Brief
series is edited and published by the Institute for Economic Development and Policy
of the East West Center, which coordinates the Trade Policy and Problem Resolu-
tion component of PITO.

To obtain a copy of a PITY) Economic Brief, please write to:
Editor
Institute for Economic Development and Policy
East-West Center
1777 East-West Road
Honolulu, Hl 96848
United States of America



PRIVATE INVESTMENT AND TRADE OPPORTUNITIES

ECONOMIC BRIEF
NO. 14

AFTA:
AN OUTWARD-LOOKING FREE TRADE

AGREEMENT

August 1993

EAST-WEST CENTER

Program on International Economics and Politics
(Formerly the Institute for Economic Development and Policy)



1 N• KOREA6eijing p
-
5. KOREA

r

J APAN

° }'
S/

lokyo

CHINA

Yy
r / HONG

KONG (TAIWAN

^ BURMA
,
. ' - ,^• ^f

M.'LA[75 Pacific
r''il, .x..,' Q

s V

cean

IETNAM
THAII.ANI?;+ "`. PHILIPPINES\:r:::i;r::i.wL 4,^ i ^ Manila r:

Bangkok' .: KAA,IPUI CHEA

BRUNEI
Bandar

Seri..::,...
Begawan,;;ii,;:

MALAYSIA
Kuala Lum ur : "i ` ;t.

SINGAPORE°,:'
equator

a ^ opp

.. •,

 ;..,
I NDONESIA ( • ^• I ND 

Djakaria':: a;j`>
{iir m  • 4

q o

/AUSTRALIA



AFTA:
AN OUTWARD-LOOKING FREE TRADE

AGREEMENT

Mohamed Ariff*

THE VISION OF AFTA

Without a doubt, AFTA (ASEAN Free Trade Area) represents

the most important regional economic scheme ever mounted by

the Association of Southeast Asian Nations (ASEAN). Although

ASEAN is considered to be one of the most successful regional

groupings among developing countries, wide economic disparities

between members and the lack of political will have meant that

little has come of its attempt at regional economic integration. It

has taken some 25 years for ASEAN to come up with this major

trade initiative. Changes in the external and internal environments

have pushed the member countries to make this commitment with

the hope that AFTA will boost intra-ASEAN trade which presently

amounts to less than one-fifth of total ASEAN trade (Table 1).

Under AFTA, all tariffs between member countries are to be

reduced to 0-5 percent and all nontariff barriers (NTBs) are to be

dismantled within 15 years beginning from January 1, 1993. It is

envisaged that tariffs on all products will be reduced to 20 percent

within 5-8 years before being reduced further to 0-5 percent in

the next seven years.

`Mohamed Ariff is Dean of the Faculty of Economics and Administration,
University of Malaya. The views expressed are those of the author and do not
necessarily reftect that of the University of Malaya, the East-West Center, or
USAID.



Table 1 Intra-ASEAN Trade Profile

Country

Share of
Intra-ASEAN
Trade (%)

1985 1990

Ratio of ASEAN
Trade to Total

Trade (%)

1985 1990

Growth of
Intra-

ASEAN
Trade (%)
1985-1990

Brunei 3.0 2.1 22.8 28.4 6.7

Indonesia 11.0 8.1 10.2 9.1 8.0

Malaysia 25.2 26.4 24.3 24.0 15.9

Philippines 4.9 3.5 13.1 8.7 7.2

Singapore 45.6 47.1 24.8 22.1 15.6

Thailand 10.2 12,8 16.6 12.0 20.1

Total
ASEAN 100.0 100.0 18.6 17.4 14.7

These tariff reductions will be based on the Common

Effective Preferential Tariff (CEPT) scheme which, unlike the item-

by-item approach of the previous ASEAN PTA (Preferential Trading

Agreement), employs a sector-by-sector approach. Under the

PTA, increasing numbers of small items were subject to an

average of 25 percent tariff reductions since the mid-1970s with

little impact on intra-ASEAN trade. In contrast, the CEPT is far

more comprehensive than the PTA in terms of product coverage

and is much less cumbersome than the PTA in terms of implemen-

tation. In addition, the CEPT is designed to equalize the tariff rates

of the ASEAN countries while the PTA is not.
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Fifteen product groups—namely, ceramic and glass, cement,

chemicals, copper cathodes, electronics, fertilizers, gems and

jewelry, leather products, plastics, pharmaceuticals, pulp,

rubber products, textiles, vegetable oils, and wooden and rattan

products—have been selected for accelerated reductions under

the CEPT. Initially, the so-called fast track was interpreted to

mean that tariffs will not exceed 20 percent on January 1, 1993

and that they will be reduced to 0-5 percent by the year 2001,

seven years ahead of the 15-year deadline set for AFTA.

The Rationale Behind AFTA

AFTA is not a new idea, and, in fact, has been "handed"

about since the early 1960s. Given the stage of economic and

industrial development of the member countries at that time, AFTA

did not make much sense. Today, however, the external impera-

tives and the significant changes within the group's internal

parameters have altered the situation, and AFTA now makes

considerable sense.

The world that ASEAN faces in the 1990s is very different

from that which existed in the 1960s. The end of the Cold War

has resulted in drastic changes in the geopolitical equations.

Economic integration in Western Europe has not only deepened

with the emergence of the Single European Market (SEM), but

integration has also widened through the merger of the EC

(European Community) and EFTA (European Free Trade Area).

Across the Atlantic Ocean, North America is organizing itself into

a regional grouping with the formation of NAFTA (North American
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Free Trade Area). The Third World too is experiencing a rising tide

of economic regionalism.

It cannot be denied that these changes have galvanized

ASEAN's political will to forge closer economic cooperation.

However, it is also important to note that AFTA would not make

much economic sense if it were to project itself as a countervailing

force to economic regionalism elsewhere. An inward-looking

ASEAN is certainly not in the economic interest of its members.

The open economies of ASEAN are trade-dependent and their

extraregional trade and investment linkages are far more important

than the member's intraregional interdependencies. ASEAN needs

AFTA not to confront other groupings, but to make the region

more attractive to foreign investors and render ASEAN products

more competitive in the international market. Free trade among

the ASEAN countries should lead to a more efficient allocation of

resources, reduce the cost of intermediate inputs, and lower

transaction costs. This, in turn, should enable the private sector

to enjoy greater leeway, especially with respect to product choice

and plant location within the region.

Internal changes have also contributed to the decision to

create AFTA. The ASEAN countries have recently gone through

a period of structural transformation, resulting in an increasingly

i mportant role for the manufacturing sector. Major policy reforms

ranging from deregulation to privatization of public enterprises

have been undertaken since the mid-1980s. Indeed, the stage

seems to be set for a major regional trade initiative. To this end,

the AFTA process should take ASEAN farther down the road to
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li beralization. Competition among the ASEAN countries should

lead to a rationalization of industries within the region, with each

country discovering a niche for itself. The ASEAN countries can

learn to compete among themselves before they compete with

others in the world market; AFTA can thus become a "training

ground" for the ASEAN countries. Seen in these perspectives, it

is clear that AFTA will strengthen ASEAN's extraregional ties and

extend its outreach without reorientating the ASEAN economies.

The Realities of AFTA

Although the AFTA scheme was endorsed at the ASEAN

Summit in January 1992, very little homework was done prior to

the planned launching on January 1, 1993, and many technical

details relating to the rules of origin, regional content, etc., had not

been sorted out. As the year 1992 came to a close, there was a

fl urry of activities (much of which centered around what items

would be included in the exemption list). Understandably, there

was much horse trading with respect to content, timing, and pace

of tariff reductions.

Malaysia and Singapore began to implement both the fast-

track and normal-track programs in January 1, 1993. Brunei will

come on board in 1994. Indonesia has agreed to implement the

fast-track program in 1995 and the normal-track program in 1998,

while Thailand will be on the fast track in 1995 and on the normal

track in 1999. The Philippines is scheduled to hit the trail in 1996

on both the fast and normal tracks.
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What is important is the commitment of all ASEAN countries

to reduce all import duties to 0-5 percent by the year 2008,

although the depth and the starting date for tariff reductions differ

from one country to another. In other words, all of the ASEAN

countries should reach the finishing line at about the same time

even though they may not move in tandem.

Under the fast track, tariffs will be reduced to 0-5 percent

within seven to ten years: seven years for products with tariffs of

20 percent or less (Fast Track 1), and ten years for products with

tariffs over 20 percent (Fast Track II). Under the normal track,

tariffs will be reduced to 0-5 percent within 10 to 15 years

(Figure 1).

Each country has offered a set of items for which it will begin

to reduce tariffs under the fast-track and normal-track programs

(Table 2). Malaysia's offer is the largest among the ASEAN

countries, while Thailand and the Philippines had the lowest

number of items offered. interestingly, the main reason behind the

delayed implementation of the scheme by the Philippines and

Thailand is that they plan to undertake unilateral tariff reductions

that will bring many of their high tariff items below 20 percent

beginning in 1993.

The tariff reductions under AFTA are marred by the long

exclusion list which includes items considered to be "sensitive" to

domestic manufacturers, and "strategic" or "earmarked products"

for investment promotion. In terms of temporary exclusions, which

is taken to mean that items will either be placed under the normal

track after the eighth year or will be offered under the fast track at
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Table 2 Products Proposed for the Accelerated Tariff Reduction Program, the Normal Rate Reduction
Program, and the Exclusion List

Inclusion in Reduction Programs
Exclusion List

Accelerated Normal
Tariff Rate Subtotal Permanent

HS Reductions Reduction
Digit Program Program General

Country Level (ATRP) (NRRP) Number Share (%) Temporary Exception Total

Brunei 9 1,826 4,357 6,163 94.48 166 195 6,544

Indonesia 9 3,165 4,288 7,453 80.82 1,708 61 9,222

Malaysia 9 3,251 6,895 10,146 86.38 648 952 11,746

Philippines 8 862 3,250 4,112 73.94 1,199 250 5,561

Singapore 9 2,200 3,514 5,714 97,98 0 118 5,832

Thailand 6 1,936 2,764 4,700 88.38 118 500 5,318



a later date, Indonesia and the Philippines top the list with 1,708

and 1,199 items, respectively. Malaysia trails behind with 648

items (Table 2).

In addition to the temporary exclusion list, there exists a

general exclusion list comprised of items that are to be perma-

nently excluded. These items include guns, ammunition, and raw

agricultural products. Malaysia leads this general exclusion list

with 952 items. However, it is understood that even this product

list will be continuously reviewed with the intent of reducing the

number of items on the list.

Although the realities of AFTA pale in comparison with the

expectations based on the AFTA vision announced earlier, it is

significant to note that the products covered generate a hefty

US$9.3 billion worth of intra-ASEAN trade, accounting for some 37

percent of total intra-ASEAN imports.

PROSPECTS AND PROBLEMS

The Prospects

The AFTA proposal is not far-fetched, and there are a number

of points which augur well for the scheme. Tariffs in ASEAN are

low by developing-country standards and have been declining

steadily over time. Average nominal tariffs in Brunei and Singa-

pore, for example, are negligible. Average nominal tariffs of the

ASEAN-4 (i.e., Indonesia, Malaysia, the Philippines, and Thailand)

have declined significantly, thanks to unilateral trade liberalization

undertaken outside the ASEAN framework in recent years, and
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currently range from 16 percent in Malaysia to 44 percent in

Thailand (Figure 2). Moreover, the "real" average tariff rates may

well be lower in some countries as the tariff barriers are for all

practical purposes circumvented, with prices of imports not fully

reflecting the official import duties. It also appears that the high

tariff rates are somewhat redundant as domestic substitutes are

sufficiently competitive.

Certainly, given the generally low level of tariffs currently

applied on products specified in the CEPT scheme, it should be

relatively easy for ASEAN to implement the fast-track CEPT

program. The average unweighted tariff rates for CEPT products

are less than 20 percent in the ASEAN-4 countries and are near

zero in Brunei and Singapore. However, it is true that these

averages conceal high tariffs on a number of products, e.g.,

furniture and cement (Table 3), which interestingly enough are

those items that have been placed under the ominous exclusion

li st that was referred to earlier.

Therefore, it is safe to say that the AFTA objective of

reducing intra-ASEAN tariffs to 0-5 percent is attainable. What is

more, tariffs are likely to fall to zero rather than 5 percent as the

cost of tariff collection and administration would exceed the tariff

revenue at such low tariff levels.

As mentioned, AFTA aims to dismantle not only tariffs but

nontariff barriers (NTBs) as well. However NTBs—safety regula-

tions, health standards, and customs procedures represent the

major NTBs—may pose a more serious problem for ASEAN.

Identification of NTBs, let alone quantifying the impacts of NTBs,

10



Figure 2 Overall Average Tariffs in ASEAN
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Source: Adapted from Asian Business, July 1992, p,26
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Table 3 Average Unweighted Tariff by Product (percentage)

Indonesia Malaysia Philippines Thailand Average

Pulp 9 3 7 5 6

Textiles 19 6 26 30 20

Vegetable oils 13 1 21 10 11

Chemicals 4 0 7 10 5

Pharmaceuticals 5 0 9 8 5

Fertilizers 0 0 3 0 1

Plastics 15 13 17 25 18

Leather 3 9 19 24 14

Rubber 9 8 23 22 15

Cement 15 55 30 5 26

Glass 20 15 20 18 18

Gems 11 5 24 0 10

Electronics 24 15 18 25 21

Furniture 50 24 33 80 47

Total 14 11 19 19 16

is difficult. Nevertheless, the ASEAN governments have committed

themselves to a standstill and rollback of NTBs since the Manila

Summit in 1987. Moreover, NTBs may not be as formidable as

they seem, as they are porous to a considerable degree and the
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ASEAN private sector has succeeded in circumventing some of

them.

The Problems that are Faced by ASEAN

The practical difficulties faced by the ASEAN countries in

implementing AFTA should not be underestimated. One difficulty

relates to the question of "rules of origin" which are needed to

prevent trade deflection or the entry of imports into the country

with the lowest external tariffs for subsequent duty-free export to

the other member countries. It is not easy to determine the origin

of a product, given the increasing internationalization of the

production processes. Moreover, it is not easy to measure the

local content of an item, especially if various components of the

item come from different sources.

It is almost certain that the enforcement of regional/local

content rules will entail extensive documentation resulting in high

transaction costs. The AFTA formula calls for a regional content

of 40 percent, in order for the products to benefit from the lower

tariffs. This 40-percent cumulative ASEAN content requirement

does not appear to be unreasonable and is lower than the regional

content requirement of most free trade areas, which is generally 50

percent or higher in the EC and NAFTA.

Be that as it may, the rules of origin cannot prevent indirect

trade deflection, i.e., the possibility of a member exporting its

domestically produced goods to a partner country, taking

advantage of preferential market access, and replacing the

products at home with cheaper imports from third countries. The
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exporting ASEAN country would gain at the expense of the

importing country within AFTA which would no longer receive the

tariff revenue and would be importing an inferior and/or higher

priced product. The only way a country can avoid such exploita-

tion will be to reduce its own external tariffs to levels that are

similar to those of the other member countries in the free trade

area.

The diversity of the tariff structure among the ASEAN

countries also presents equity problems. The low-tariff countries

are at an advantage over the high-tariff countries in that the former

have nothing much to offer by way of tariff reduction, but at the

same time, stand to gain substantially from the tariff cuts offered

by the latter. While there may be nothing unfair about this, trade

liberalization may be viewed by some as a lopsided affair_

Far more serious is the question of unfair competition

associated with drawbacks on imported inputs, tax credits,

subsidies, and procurement procedures. This problem arises

because the ASEAN countries do not apply uniform export and

investment incentives. Countries that offer more attractive

Incentives will present unfair competition to those that offer less of

these incentives.

To this we must add the problem of dumping which cannot

be treated lightly. There is no guarantee that the ASEAN countries

will not resort to dumping activities under AFTA. High redundant

tariffs in some of the ASEAN countries, to which references were

made earlier, are often viewed as an "insurance" against dumping

activities. Unlike some developed countries, the ASEAN countries

14



do not have countervailing duties or anti-dumping levies. Instead,

ASEAN tariffs presently include an anti-dumping element which will

be lost once tariffs are eliminated under the AFTA scheme. This

calls for an ASEAN formula that will protect member countries

against dumping under AFTA. This, however, is easier said than

done.

The AFTA scheme lacks provisions for dispute settlement. As

one would expect, the implementation of the scheme is likely to

engender disagreements on the interpretation of the rules and

regulations relating to local content, fairness of competition, etc.

The private sector, whose participation is critical for the success

of the AFTA initiative, will not respond positively to the call of AFTA

unless a dispute settlement mechanism is in place. The problem

is that it will be difficult for ASEAN—which has become accus-

tomed to an informal, casual approach that is not easily amenable

to a legalistic framework—to set up a formal dispute settlement

machinery.

THE IMPACTS OF AFTA

Trade Effects

Even if we assume that all of these problems are resolved

amicably so that AFTA can come to fruition in 15 years, we cannot

expect intra-ASEAN trade to take on a significantly higher profile

than it presently does. The ASEAN countries have long been open

economies with strong extraregional orientations. They have

benefitted immensely from the open, multilateral trading system

through their extensive extraregional trade and investment
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li nkages. It is not in the interest of the ASEAN countries to deviate

from this path.

It is most unlikely that preferential tariff cuts under AFTA will

bring about a major change in the direction of ASEAN countries'

trade flows (Table 4). As shown by the PTA, preferential tariff

reductions by themselves do not necessarily lead to any significant

changes in the profile of intra-ASEAN trade flows. In fact, under

the PTA, the share of intra-ASEAN trade in total ASEAN trade

declined from 18.6 percent in 1985 to 17.4 percent in 1990,

although intra-ASEAN trade has grown in absolute terms at the

rate of 14.7 percent per annum (Table 1). The low utilization of

the PTA by member countries suggests that much of this absolute

increase in trade was attributable not to the PTA, but to the

unilateral trade liberalization measures that were undertaken by

the ASEAN countries individually outside the ASEAN framework.

Apparently, the multinational corporations (MNCs) operating in

the region have substantially contributed to the increase in

intra-ASEAN trade in recent years through intrafirm sales, as

attested to by the growing importance of intra-industry trade. All

major Japanese automotive producers and several Japanese firms

in the electronics industry, for example, are developing complex

production networks spanning several countries in the Asia-Pacific

region.'

2See, for example, Pasuk Phongpaichit. 1990, The New Wave of Japanese
Investment in ASEAN: Determinants and Prospects (Singapore: Institute of
Southeast Asian Studies).
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Table 4 Direction of ASEAN Trade Flows, 1985-1990
(percentage)

Growth,
1985 1990 1985-1990

Intra-ASEAN 19.7 171 14.8

East Asia 33.8 34,4 17.7

NAFTA 18.7 18.2 16.7

EC 11.5 14.8 23.4

Rest of the world 16.2 15.0 15.5

Total ASEAN Trade 100.0 100.0 17.3
(US$ billion) 135.5 301.6 --

Moreover, if the ASEAN countries continue to reduce their

trade barriers to the world—as they indeed will under the on-going

Uruguay Round and future rounds of GATT (General Agreement

on Tariffs and Trade) negotiations—the margin of preferences

under AFTA will be substantially eroded. Considerations such as

these suggest that the share of intra-ASEAN trade in the total trade

of ASEAN is unlikely to increase sharply under AFTA.

However, this is not tantamount to saying that there will be

no increase in intra-ASEAN trade in absolute terms. On the

contrary, official data are likely to show substantial increases in

intra-ASEAN trade as illegal or informal trade among the ASEAN

17



countries, which although thriving and circumventing official

barriers, are unrecorded trade that will be recorded once the trade

is "legalized" under AFTA with the elimination of all barriers to

trade. Beyond this, legalization of illegal trade will also reduce

transaction costs, since circumvention would no longer be

necessary. Thus, the AFTA exercise should result in lower prices

for consumers, which, in turn, should stimulate trade especially in

manufactures, the demand for which is presumably price elastic.

There may be some trade diversion where goods from

nonmember countries are replaced by goods from partners due to

preferential tariff cuts, contributing to the expansion of intra-ASEAN

trade under AFTA. However, the level of trade diversion is unlikely

to assume alarming proportions, since the external tariffs of the

ASEAN countries are generally low by Third World standards and

are declining.

In addition to the above price effects, consideration must be

given to the income effect which is associated with the "growth

dividend" resulting from closer regional economic cooperation. As

alluded to earlier, the dismantling of trade barriers among the

member countries under AFTA should bring about a more efficient

resource allocation which will allow the ASEAN economies to grow

faster under AFTA than they would otherwise. Increased income

per capita should lead to increased demand for imports, given an

income-elastic demand. This would bode well for imports not only

from within ASEAN but also from without, which should serve to

maintain the relatively high share of extra-ASEAN trade in the

ASEAN trade matrix.
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Investment Effects

ASEAN needs AFTA not so much to increase the share of

intraregional trade, but to make its products competitive interna-

tionally, Free trade among the ASEAN countries should inject

greater efficiency into the production structure. The larger regional

market of 350 million people should enable greater scale econo-

mies and increased intraregional specialization. All of these are

likely to render the ASEAN region more attractive to foreign

investment. The investment network of MNCs in the ASEAN

countries should bring about a closer regional economic integra-

tion through increased intra-industry and intrafirm trade flows.

However, MNCs may not rush into ASEAN as an offshore

base for exports to the rest of the world once AFTA is fully in

place. Since the MNCs already enjoy duty-free imports so long as

their products are exported (as an incentive for investment in

export industries), a zero intra-ASEAN tariff may not lure them into

the region except to cater to the "single" ASEAN market. It is in

this sense that AFTA would take an inward-looking posture to the

extent that it encourages MNCs to engage in regional import-

substituting activities. This, however, may be the case only in the

short term. In the long term, such regional import substitution of

MNC products will spill over to the extraregional export market as

well and there will be additional investment opportunities for

foreign firms under AFTA than previously. As mentioned, MNCs

have contributed much to the growth of intra-ASEAN trade in

recent times, thereby integrating the region economically; under
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AFTA, MNCs will have a greater opportunity to play an even more

active role as agents of regional economic integration.

What will make ASEAN more outward-looking under AFTA is

the impact of free intraregional trade on ASEAN firms. As is well

known, a large share of manufactured exports from ASEAN is

generated by MNCs, with relatively little direct local involvement.

Zero tariffs and reduced transaction costs should encourage local

firms in the ASEAN countries to export their final products to the

ASEAN market before they reach out to the extraregional market,

with the regional market serving as the "training ground." In

addition, AFTA is likely to provide more opportunities for local

companies and smaller foreign-owned companies to act as

suppliers to MNCs. Free trade within ASEAN should enable MNCs

to be based in one member country, thereby widening the network

of subcontracting activities and strengthening intra-industry

regional linkages.

AFTA may also lead to joint ventures among ASEAN

industrialists and between them and MNCs. The vexing question

of where to locate industrial plants will become a non-issue once

ASEAN becomes commercially borderless. Externalities emanat-

ing from the industrial activities in any one ASEAN country should

benefit the entire region.

Distributional Effects

There is little doubt that in the final analysis AFTA will benefit

all countries, including nonmembers, in the long run. Exporters

will gain from the larger regional market and the increased
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competitiveness of their products in the international market.

I mporters will enjoy cheaper imports from the efficient regional

sources.

While all ASEAN countries will benefit from AFTA—and these

benefits are likely to be distributed somewhat evenly among all

member countries in the long run—there may be some imbalances

in the short run. Some countries may gain more than others and

some may even lose out in certain sectors. This implies that

painful adjustments and restructuring may be needed.

The distributional gains and losses among the ASEAN

countries in the short term will depend largely on the trade

structure of the individual countries, especially their respective

stake in intraregional trade. To be sure, the relative importance of

intraregional trade varies from country to country. The ratio of

intraregional trade to total trade ranges from 8.7 percent for the

Philippines to 28.4 percent for Brunei (Table 1).3

The linchpin of intra-ASEAN trade is Singapore which

accounts for nearly one-half of total intra-ASEAN trade, although

intra-ASEAN trade accounts for only one-fifth of Singapore's trade.

Malaysia's trade accounts for about one-quarter of intra-ASEAN

trade and exceeds Singapore in terms of the share of intra-ASEAN

trade in total trade (Table 1). Malaysia is thus moving towards the

centerstage.

'The latter figure must be interpreted with caution, as the bulk of Brunei's intra-
ASEAN trade is accounted for by oil.
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Singapore is presently the largest importer of CEPT products

scheduled for accelerated tariff reductions, accounting for 74

percent of the total (Table 5). Because of its extremely low initial

tariff rates, however, its imports are unlikely to increase much

under AFTA. Malaysia is the most important exporter of these

products, contributing about 60 percent of the total, while its share

of CEPT imports is only 12.5 percent. Malaysia thus plays a more

important role as an exporter rather than as an importer of CEPT

products, which suggests that Malaysia's exports should rise

relatively more than the exports of the other ASEAN members as

AFTA is implemented. Importing countries also gain from cheaper

imports.

Without a doubt, there will be "winners" and "losers" in the

short run as a result of the trade liberalization under AFTA.

Among the likely winners are Indonesian manufacturers of cement,

chemicals, pharmaceuticals, plastics, rubber products, textiles, and

vegetable oils; Malaysian manufacturers of ceramics, chemicals,

electronics, fertilizers, plastics, rubber products, and vegetable oils;

Philippine manufacturers of cement, copper cathodes, electronics,

pharmaceuticals, and pulp; and Thai manufacturers of jewelry,

rubber products, and textiles. The losers may include Indonesian

electronics and fertilizer manufacturers: Malaysian cement

manufacturers, textile firms, and jewelry makers; Philippine

ceramics and glass, textiles, and vegetable oil producers; and

Thailand's cement, glass, fertilizers, plastics, and vegetable oil

concerns (Table 6).
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Table 5 Profile of CEPT Trade, 1990

Country
Country CEPT Imports Share as a
Share as a Share of Source of

of CEPT Intra-ASEAN CEPT
Country Imports (%) I mports (%) Imports (%)

Total 100.0 37.2 100.0
Indonesia 3.6 18.3 7.8
Malaysia 12.5 21.1 60.0
Philippines 2.3 17.0 2.8
Singapore 73.6 55.8 17.8
Thailand 8.0 17.8 11.5

SUGGESTIONS FOR AFTA

Perhaps AFTA is no big deal after all, particularly in terms of

intra-ASEAN trade flow generation. To the extent that intraregional

trade liberalization is accompanied by extraregional tariff reduc-

tions on a MEN (most-favored-nation) basis through multilateral or

unilateral initiatives, AFTA will eventually become redundant or

irrelevant. Even so, ASEAN needs AFTA to bring about a more

rational allocation of resources within the region, render ASEAN

products more competitive internationally, and make the ASEAN

region more attractive to foreign investments. ASEAN will not be

taken seriously by the international community if AFTA suffers an

abortive take-off. It is therefore vital for AFTA to succeed.
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Table 6 Selected Major ASEAN Companies Affected by the
CEPT Fast -track Program&

Companies Companies
Sector Likely to Gain Likely to Lose

Cement lndocement Cement Ind. (M)
Siam Cement (T)
Bacnotan Cons Ind (P)

Ceramic & glass MCB Holding (M) Thai Glass Ind. (T)
products Indonesian and

Philippine glass
companies

Chemicals Salin Group" (I)
Chemicals Co. (M)

Copper cathodes Atlas Cons Mining (P) Malaysian and Thai
Indonesian mining companies
companies

Electronics Matsushita Electric (M) Sanyo Universal (T)
Precision Electronics (P) Indonesian companies

Fertilizers Pacific Chem (M) Indonesian companies
Atlas Fertiliser (P)
Charoen Pokphand
Feedmill (T)

Gems & jewelry Pranda Jewellery (T) Malaysian and Indonesian
jewelry makers

Leather goods Indonesian and Thai
leather manufacturers

Pharmaceuticals Kaibe Farma (I)
Metro Drug (P)

Plastics Birnantara Group° (I) Thai Plastic & Chem (T)
Malaysian Pacific Ind. (M)
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Table 6 (continued)

Companies Companies
Sector Likely to Gain Likely to Lose

Sinar Mas° (I) Siam Pulp & Paper (T)
Paper Ind. Corp. (P)
Malaysian paper companies

Pulp

Rubber products

Textiles

Vegetable oils

Wood and rattan

Gadijah Tunggal (I)
Kurnpulan Guthrie (M)
Philtread Tire & Rubber (P)
Bangkok Rubber (T)

Argo Pantes (I)
Saha Union (T)

Salin Group' (I)
Sine Darby (M)

Indonesian and Malaysian
furniture makers

MWE Holdings (M)
Filsyn Corp. (P)

MDC-Guthrie Plantations (P)
Thai plantation firms

Philippine furniture makers

Notes: a. The letters in parentheses refer to the country in which
the company is located: I =Indonesia, M Malaysia,
P=Philippines, T=Thailand. Companies in Brunei and
Singapore are not included as they are all likely to gain
from the fast-track CEPT program. Advantages and
disadvantages are determined by the extent to which
companies in the sector are currently protected within
their domestic market and an estimate of the com-
pany's current export capability. In the countries where
there is little domestic activity in a sector, the country
is likely to benefit from lower tariff barriers as a con-
sumer. In such cases, there is neither a company nor
a country notation on the chart.

b. Unlisted group, although some individual companies
within the group may be listed.
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Rules relating to origin and regional/local content require-

ments need to be drafted in such a way so as to minimize

transaction costs. ASEAN may learn from the experiences of other

free trade areas in this regard. For example, the EFTA practice of

placing all industrial materials not produced in sufficient quantities

within the region in a basic material list—where the materials in the

list may be imported from extraregional sources and are treated as

though they were of internal origin—may be adopted by ASEAN.

This would allow the regional/local content rule to work more

li berally. Likewise, where there are regional substitutes for

imported products that undergo further processing within the

region, the NAFTA criterion of "substantial transformation" may be

Invoked, so that a product imported from outside the region would

undergo processing sufficient to place it under a different tariff

heading at the four-digit HS (harmonized standard) classification

level. It should not be difficult for AFTA to adopt this transforrna-

tion process criterion, as the ASEAN countries have been working

on this in conjunction with the GSP (Generalized System of

Preferences) arrangements.

It is also important to ensure that the "exclusion list" is short

and time-bound. ASEAN should learn from its own past experi-

ences with the PTA, which was weakened by an exclusion list that

kept out many important items. The CEPT exclusion list under

AFTA, specified at the nine-digit level, is likely to be less obstruc-

tionist than the PTA exclusion list. Be that as it may, there is still

a need to keep the exclusion list as short as possible, so that it will

not act as a dampener if not a spanner in the works. Under AFTA,
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the exclusion list is scheduled to be reviewed at the end of the

eighth year. However, eight years is too long a period for such a

review. Instead, annual reviews may be more appropriate so that

items can be progressively moved out of the exclusion list either

into the fast-track or normal-track programs. It would certainly be

more sensible to phase out the exclusion list systematically than

to undo it all at once at the end of the eighth year.

It is pertinent to note that trade liberalization alone will not

ensure increased intra-ASEAN trade. For trade liberalization to be

effective, it must be accompanied by investment liberalization as

well. External trade and foreign investment are interlinked, with

direct foreign investment (DFI) generating trade flows through

imports of machinery and intermediate inputs, and exports of

components and finished products. This linkage is borne out by

the experience of the ASEAN countries themselves. It is no

coincidence that the ASEAN countries' main trading partners are

also their major sources of DFI. Nor is it surprising that the bulk

of intra-ASEAN trade is bilateral trade between Malaysia and

Singapore, given the strong presence of Singapore investments in

Malaysia. All of this underscores the need for increased intra-

ASEAN investments as a prelude to increased intra-ASEAN trade.

This observation calls for a liberalization of investment regulations

in all of the ASEAN countries and may take the form of providing

"national treatment" to ASEAN investments.

The importance of the role played by DFI in the ASEAN

economies cannot be exaggerated. Economic growth of the

region in recent years has been driven by foreign investment. It
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is therefore important for ASEAN to remain attractive to foreign

investments and not lose out to other nations. Any special

privileges given to ASEAN investors should eventually be extended

to non-ASEAN counterparts as well. In addition, it is time for the

ASEAN countries to agree upon a common set of investment

incentives. A harmonization of investment incentives and regula-

tions among the ASEAN countries will enhance the attractiveness

of the region as a sanctuary for the much-talked-about flying

geese pattern of investment.

The ASEAN countries should continue to reduce their

external tariffs vis-a-vis nonmember countries as well to avoid

costly trade distortions. Trade diversion and deflection can be

averted, if external tariffs are lowered. Intraregional "concessions"

under AFTA should be viewed as a "minilateral liberalization prior

to the implementation of multilateral concessions (nonpreferential

tariff cuts would allow ASEAN to enjoy the positive effects of

economic regionalism without having to suffer negative ones).

ASEAN may also consider extensions of AFTA beyond the region

to other countries such as Australia, Japan, Korea, and the United

States. Such 'open regionalism" will best serve the interests of the

open economies of ASEAN. Anything short of this will only yield

sub-optimal results with adverse economic welfare implications.

AFTA can serve effectively as a transition phase only if all of

the ASEAN countries continue to exhibit their political will in

support of the institution. This, however, cannot be taken for

granted. Powerful vested interests in some member countries may

slow down, if not undermine, the integration process. Much will
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depend on the stance taken by Indonesia, which as the largest

country plays a "big brother" role in the group. In the ultimate

analysis, ASEAN will only go as far and as fast as Indonesia

will let it.

In conclusion, it is important for the ASEAN countries to

refrain from counting their immediate gains and losses, and

instead concentrate on their long-term benefits. It is possible that

a country may lose out on one front but gain substantially on

another, or gain a little in the short term but benefit significantly

over the long run. The ASEAN countries thus need to take a

holistic view of the AFTA initiative and work it accordingly.

Otherwise AFTA will be epitomized as an acronym for "Another

Futile Trade Agreement."
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