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Introduction

Over the past four decades, international attention to trade policy
has focused on lowering border transaction costs related directly to
trade policy, most notably through GATT/WTO processes for tariffication
and tariff reduction, but also in a myriad of bilateral and regional
arrangements. However, trade policies are only one element of the
overall costs of trade for modern international business. Logistical,
institutional, and regulatory barriers are often more costly than tariffs.
Broadly defined, trade costs include policy barriers (tariffs and nontariff
barriers), transportation costs, local distribution costs, information
costs, contract enforcement costs, and other border-related barriers
such as language and currency conversion. Increasing trade efficiency
and lowering these costs can boost growth, employment, trade, and
integration substantially.

Trade costs are reflected not only in the direct monetary outlays
associated with tariffs, freight, insurance, transport, etc., but also in
indirect expenses such as time and uncertainties. For instance, with
the rise of just-in-time production and international supply networks,
time has become an increasingly important component of international
trade costs. A study by Hummels (2001) found that for US imports,
the time cost of one day in transit is equivalent to an ad valorem tariff
rate of 0.8%, yielding the equivalent of a 16% tariff on an average
ocean shipment of 20 days.

Looking ahead, efforts to reduce trade costs will be critical for
developing Asia to maximize growth and the benefits of regional trade
integration. Over the next 20 years, developing Asian economies will
constitute a significant majority of the fastest growing markets in the
world (see figure). For this reason alone, greater integration offers the
region the greatest potential for trade expansion and sustainable growth.



Projected Real GDP Growth by Country/Region
(baseline, annualized percent change, 2005-2025)

g

B Population
6 B Per capita GDH
4

[ ]

Almy

Developing United Europe Japan  Rest of the
2 4 Asia States world

Source: Staff model simulations.

This brief reports on assessments of the potential benefits of
reducing international trade costs in the region. As regional trade costs
fall and intraregional trade and investment increase, a trilateral pattern
is likely to emerge, with Southeast Asia acting as a growth bridge,
facilitating trade between the increasingly massive economies of South
and East Asia. Even Asian economies with low initial trade costs,
such as the newly industrialized countries, are poised to benefit from
the growth and greater trade of their neighbors.

Reducing Trade Costs

Anderson and van Wincoop (2004) estimated that the tax
equivalent of representative international trade costs for industrialized
countries is as high as 74%, including 21% transportation costs and
44% border-related trade barriers (Table 1). Most developing countries
have trade costs that are significantly higher, because of relatively
poor physical and administrative infrastructure, and incomplete
domestic insurance and logistics service markets.

! The costs are not simply additive, but rather (0.74=1.44*1.21-1).
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Table 1. Representative International Trade Costs
of Industrialized Countries (percent)

International Trade Costs 74
Border-related Trade Barriers 44
Policy 8
Language 7
Currency 14
Information cost 6
Security 3
Transportation Cost 21
Freight 1
Time 9

Source: Anderson and van Wincoop (2004).

Cost-cutting developments, such as technological advances
resulting in greater transport fuel efficiency or the spread of
telecommunications may do even more to lower trade costs than
reducing tariff and quota barriers. So may reductions in red tape and
administrative fees or delays. Recognition of the importance of broader
reforms to reduce international trade costs is reflected in the fact that
trade facilitation is the only one of the four “Singapore issues™? still
being advanced for inclusion in the Doha round of WTO negotiations.
In addition, a growing number of regional trade agreements include
transport and trade facilitation provisions.

Many of the same factors that lower production costs can also
lower international trade costs. Infrastructure, both physical and
institutional, plays a vital role in reducing trade and distribution margins.
Where cross-border physical infrastructure is involved, regional
cooperation and multilateral financial institutions can play an essential
role. Where institutional infrastructure is involved, something like an
“Asian OECD” could initially promote policy coherence within the region,
facilitating integration without the strictures required by EU-style policy
harmonization.

2 Trade facilitation, government procurement, investment, and competition policy
are referred to as the “Singapore issues” since they were originally presented for
inclusion at the WTO Ministerial meeting in Singapore in 1996. They are often also
referred to as “behind-the-border” issues, since they involve greater domestic
policy reforms than border adjustments.



Foreign direct investment can lower trade costs through infusions
of new technology, managerial and marketing expertise, linkages to
global value and supply chains, and other spillover effects. In the
process it can also contribute to international economic diplomacy,
fostering greater regional cooperation and policy coherence (Brooks
and Hill 2004).

Improving customs clearance efficiency and transparency
through reforms that adopt international standards for classification of
goods, eliminate exemptions, and use modern information technology
is one important dimension of the broader trade reforms. A simplified
and harmonized customs procedure can significantly reduce time
delays and uncertainties at the border. In addition, it helps limit rent
seeking and corruption opportunities.

The development of modern business services can also reduce
trade costs and facilitate international market access. Trade efficiency
depends on transportation, telecommunications, logistical, financial,
accounting, and legal services. In developing countries, inefficient
services in these sectors often pose significant impediments for
domestic firms trying to participate in international markets. Moreover,
they can discourage foreign direct investment and limit foreign firms’
participation in domestic markets. Improving the regulatory environment
and promoting private sector participation is essential to develop
competitive service sector enterprises.

Assessing the Gains of Broader Trade Reforms

To appraise Asia’s prospects for enhanced growth through broader
trade reform, we simulated a baseline scenario (BaU), an Asian trade
liberalization scenario (AFT1), and a scenario of Asian trade
liberalization accompanied by reduction in other trade costs (AFT2).2
Trade liberalization refers here to removal of all tariff and tariff equivalent
import and export barriers. In the scenario of AFT2, we assume that
nonpolicy-related international trade costs within the region are around
120% on a tax equivalent basis and could be cut gradually by half
over the period 2005-2025.# The resulting cost levels would be close

3 The simulations were conducted through implementation of a structural computable
general equilibrium model.

4 Here the nonpolicy-related international trade costs are modeled as iceberg type,
ala Samuelson (1954). They imply that a fraction of goods and services melt away
in transit due to the trade costs.
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to current estimates for OECD countries. Such increased trade
efficiency could arise from institutional reforms and/or public and private
investments in distribution and communications infrastructure.

Table 2 presents the impacts on real income, exports, and terms
of trade under trade liberalization with and without additional reduction
in trade costs. Note that the numbers represent percentage changes
from the baseline by 2025 and are meant to be illustrative of potential
gains. There are two salient lessons in these results. First, trade
efficiency offers much greater growth potential than tariff reform. Every
economy considered would experience many times higher real income
and trade if even modest improvements in trade efficiency could be
sustained. The key to real income gains from more efficient trade is a
combination of export expansion and rising terms of trade, facilitated
by the productivity improvements behind lower regional trade margins.
This indicates that structural barriers to trade are now a greater obstacle
to growth than traditional tariff barriers.

Table 2. Aggregate Real Income, Exports, and Terms of Trade
(percentage change from baseline in 2025)

Real Income Exports Terms of Trade
Subregion Economy AFT1 AFT2 AFT1 AFT2 AFT1 AFT2
East Asia  Japan 0.9 8.1 9.0 72.8 2.7 52.9
PRC 1.2 19.8 18.6 107.8 0.7 33.7
Korea 1.8 24.6 15.5 75.1 -0.3 43.4
Hong Kong,
China 2.9 53.8 3.7 31.2 1.8 48.8
Taipei,China 1.9 25.9 7.6 55.2 2.5 45.8
Southeast Indonesia 2.1 355 9.3 69.1 3.7 52.2
Asia Malaysia 6.6 116.6 8.6 71.0 1.5 44,7
Philippines 1.9 334 0.9 72.6 6.2 54.8
Singapore 4.6 81.1 4.3 109.3 1.9 29.6
Thailand 5.3 61.6 18.2 104.8 3.9 43.2
Viet Nam 6.5 59.1 46.1 136.5 -1.5 31.3
South Bangladesh 0.6 115 39.7 101.8 -2.4 30.0
Asia India 0.3 10.4 30.0 105.4 0.4 43.9
Sri Lanka 0.6 22.4 7.9 40.5 0.9 38.8

Source: Staff model simulations.



The second observation is that in relative terms, Southeast Asian
countries, especially Malaysia, Singapore, Thailand, and Viet Nam,
have the most to gain from an AFT arrangement, although the PRC
and Japan would enjoy the largest real income increases in absolute
terms. The prominence of export and income growth in Southeast
Asian countries after regional trade integration reflects their pivotal
roles in expanding regional trade and their initial openness. For South
Asian countries, the trade expansion effects from Asia-wide trade
reform are significant but real income gains are more limited, reflecting
their lower prereform trade dependence.

In Table 3, the annual average growth in bilateral subregional
flows for 2005-2025 and the bilateral shares of total Asian trade in
2025 are presented. Even more arresting than the uniformity of bilateral
trade growth across all subregions are the magnitudes, particularly in
the broader trade reform scenario (AFT2). It is encouraging to see the
sustained reduction in trade costs translated into 5-8 percentage
pointincreases in annual growth of bilateral trade flows. Thus, if greater
trade can be facilitated by tariff reform and structural reform measures,
the gains would be very substantial.

Table 3. Asian Subregional Trade Linkages

To / From  Subregional Trade Flows Subregional Trade Shares
(annual average growth in 2025 (%)
rate, 2005-2025, %)
East SE South East SE South
Asia Asia Asia ROW Asia Asia Asia ROW
BAU
EastAsia 4.4 4.6 5.4 3.8 14.2 4.6 0.6 27.1
SE Asia 48 45 6.8 3.7 4.9 3.3 0.4 8.7
South Asia 6.6 7.3 6.2 5.1 0.4 0.2 0.1 2.6
ROW 41 44 5.1 2.7 23.3 7.4 2.3
AFT1
EastAsia 5.8 5.9 9.8 3.6 14.3 4.7 0.6 27.0
SE Asia 6.3 5.2 10.5 3.2 4.9 3.3 0.4 8.6
South Asia 8.4 9.4 8.6 5.8 0.4 0.2 0.1 2.6
ROW 40 45 3.3 2.7 23.2 7.3 2.3
AFT2
EastAsia 89 9.1 13.3 3.3 16.7 5.5 0.7 25.3
SE Asia 9.7 8.2 12.5 2.3 5.8 3.9 0.5 8.0
South Asia 13.3 14.1 11.6 5.5 0.5 0.3 0.1 25
ROW 3.1 45 1.9 2.6 21.4 6.8 2.1

Source: Staff model simulations.
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Seen from the perspective of trade shares, Asian preferential
trade liberalization will shift the growth of trade into the region. For
this reason, trade shares rise for all intra-Asian bilateral links, and
very significantly, while shares for trade with the rest of the world
(ROW) fall. This is not classical trade diversion, however, but relative
shifts within a pattern of growth. Recall that Asian trade with ROW
increases at an annualized rate of 2-5% in the two regional integration
scenarios, so trade emanating from the Asian economies in all
directions will continue to support growth, including in their established
trading partners. An Asian regional free trade arrangement merely
accelerates growth and confers more of the additional growth’s benefits
on those who create it—the developing Asian economies.

Conclusions

The results demonstrate that regional integration is the way
forward for rapid and sustainable economic growth in Asia. By
differentiating its traditional trade patterns toward growing demand
within itself, developing Asia can leverage superior domestic growth
rates, accelerate economic diversification, and broaden the basis for
regional development. Integration will not only secure a more reliable
basis for continuing established growth patterns, it will also confer
substantially greater opportunities on many of the region’s poorest
economies. In this way, rapid growth can be sustained while greater
convergence is achieved in the region.

This work compares the potential regional growth effects of
alternative trade scenarios. In contrast with removal of traditional tariff
and nontariff barriers, even modest progress toward improving trade
efficiency would have a much greater impact on Asian growth. Indeed,
one important conclusion is that structural barriers to trade are a
much greater constraint on growth than residual protection levels.

This conclusion reaffirms the importance of policies that reduce
regional trade margins. The major policy implications are: (i) Asia has
great potential for trade growth; but (ii) the policy focus should extend
beyond traditional trade policy; and (iii) policymakers should put more
emphasis on infrastructure, ports, and customs efficiency, including
simplification and coherence of rules and macroeconomic policy
coherence to improve transparency and reduce uncertainty. In this
way, regional cooperation for policy coherence and economic
integration can make significant contributions to growth, employment,
and poverty reduction in Asia.
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