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The Feasibility of Establishing an East Asian
FTA: A Chinese Perspective*

Zhang Yun Ling

It is my great pleasure to be here again. Today | will highlight some of my
thoughts on two things. One is regional integration, especially the FTA issue.
The Joint Expert Group(JEG) that | m leading just finished a report to 10+3
Economic Ministers on the feasibility of EAFTA. Probably your concern is also
about the Chinese current economic situation. | would like to give some
comments. Then | will open for questions. | will talk about any question.

Let me first talk about the regional economic integration issue. The East
Asian cooperation has been experienced for almost 10 years. It started in
1997 as a result of a financial crisis. 10+3 cooperation process had this
background of financial crisis initiated by ASEAN. ASEAN invited the three
Northeast Asian countries to join together in cooperation to handle the
negative impact of the crisis. That was the first aim. Then, in the second year
of this cooperation, the cooperation went beyond this crisis management, and
the leaders started to think about this regional cooperation in a great scope.
The former President Kim Dae Jung proposed to set up a vision group
(EAVG) in the second meeting. This vision group created a report in 2001.

In the vision group s report, we proposed a new concept, which is called the
East Asian Community. We still don t know yet what kind of community we |l
build, but this concept, this goal is important. East Asian community should be
quite different from Europe. Europe knew from the start what they wanted to
create. In this part of the world, though we had the concept, we still don t
know what of community we want to create, or what kind of community we
can create. But in our recommendation, we propose several pan-regional

* Transcription of a speech given at the Distinguished Lecture Forum on Thursday, October 12, 2006



institutions. One we call the FTA, the East Asia FTA, the second we call the
East Asian Financial Architecture, and the third we call the broad regional
cooperation, including politics, society, and culture.

Now, it seems that leaders generally accept this main idea, but how do we
implement all this? The East Asia Study Group made 17 main
recommendations, which are considered to be implemental. Of course, one
among them is the EAFTA. Now we are still working on the Ten Plus One .
The first Ten plus one , i.e. ASEAN plus China FTA was initiated by China in
2000. We signed the framework agreement with ASEAN in 2002, and the
Agreement for trade in goods was signed in 2005, and implemented from this
year, and the agreement for service and investment is still in continuing
negotiation. Korea just signed its Ten Plus One (except Thailand). Japan is
still working on the bilateral agreements, and then trying to move to Ten Plus
One later.

For the bilateral agreements in Northeast Asia, we have not seen big
progress yet. Korea and Japan started, but has been halted; China and Korea
just agreed to study it, and the China-Japan agreement has not started yet.

In 2004, the economic ministers of the Ten Plus Three made a decision to
set up a study group, calling it the Joint Expert s Group for Feasibility Studies
of the East Asian FTA. | was assigned to be the Chairperson. Experts
coming from thirteen countries worked for more than one year, and we
finished the report in September. | reported to the economic ministers
meeting. The idea is that it is the time to consider the EAFTA, rather than
waiting for all Ten Plus One or bilateral agreements to be finished. EAFTA is
considered as a key part of East Asian community building.

Financial cooperation has started from the Chang-Mai initiative based on the
bilateral SWAPS. It is now trying to move to a more regional architecture; that
is, to enlarge the size of the bilateral commitments, and also to try to pull
these resources as the regional resources. We have not discussed whether it




will become a regional financial system yet. But there are already some other
progress, since under this architecture, the macroeconomic discussions and
financial monitoring are being considered. It may move to a regional institution
in the future, but there is still a long way to go, for example, towards the Asian
currency. ADB created an Asian currency unit (ACU), but | personally think it
is still a concept, rather than a real policy dimension action. Regional common
currency needs a very high political foundation, but we are till far from that.

Let me give some further comments on EAFTA. As the JEG report
recommended, it is the time now to initiate the process of the EAFTA. If we
wait, then with all the Ten Plus One and bilateral agreements in Northeast
Asia, we don t know when we can finish. We can create or consider a parallel
processes: Ten Plus Three, Ten Plus One, and bilateral agreements. To
initiate an independent process for Ten Plus Three FTA, it tests the leaders
political decision and commitment. That is, we are willing to move towards an
EAFTA. Business community is very much concerned about the current
situation, since Ten Plus Ones, or the bilateral make more noodle bowls . As
for a smaller FTA, in a certain area, you really create a more integrated
market, making the businesses more convenient. However, in the regional
perspective, you have created some new barriers. The East Asian economic
integration is based on the market force that is created by business, with the
support of government s FDI-trade friendly policies. But now through the
negotiation agreements, you create a different kind of market. Business
community shows greater concern if they conduct their business based on
the large East Asian region, rather than just based on limited markets. As we
have seen, many of this business, production service, and investment are
based on the East Asian region, rather than just on a limited area. There is
strong pressure from the business community to overcome the new barriers
and to go to a large regional framework to reduce these new barriers.

So | think that the foundation and interests for the East Asian FTA are there.
That s why we propose an early initiative by the leaders. It may be feasible for
leaders accept the East Asian FTA when they have their leaders meeting. We




proposed that it is necessary to get this process on the agenda from next year
when leaders talk about the second declaration of East Asia regional
cooperation, which means that they should finish within the next ten years.

We highlighted the timetables and relating issues. According to JEG idea,
the negotiations should start from 2009, after the Olympics. Ideally, after two
or three year s negotiation we can start the implementation by the year 2011
or 2012. Then we give it six or seven years to be completed by major
members of the Ten Plus Three, and giving some time for less-developed
members in ASEAN. So we can finish it by 2020. That s what the EAVG
recommended, to complete this East Asian FTA in 2020. That is also the
APEC Bogor goal. Thus, East Asia will become a driving force to promote the
Asia Pacific FTA. But if we fail to initiate it from now on, or fail to put into the
leaders agenda, then we won t know when we will finish it. There must be
some pressure and political commitment and some strategic design in mind
to do this, because it is a very difficult thing.

To go to EAFTA, we do not wait for Ten Plus One, or all bilateral agreements
in Northeast Asia, nor all the China-Japan-Korea trilateral FTAs, though we
have to consider the existing negotiation results, which are principles,
timetables, and contents created by the Ten Plus Ones. Three Ten Plus Ones
can be a foundation to be considered for the East Asian FTA.

We worked more than one year, in which we created a good report.
However, when | reported to the Ten Plus Three economic minister s meeting
in September, 2006, it was not accepted immediately because the ministers
consider it to be too advanced, and because ASEAN is still greatly tight up by
its Ten Plus One initiatives, and it seems that ASEAN is not ready to accept
this East Asia regional architecture. However, the economic ministers
instructed the senior officials to study our proposal, so | will continue to make
my effort to promote ministers and leaders to accept our proposal as early as
possible.




Surprisingly, during the economic ministers meeting, the Japanese side
officially proposed the Ten Plus Six FTA, rather than the Ten Plus Three FTA.
They proposed that EAFTA should get India, Australia, and New Zealand at
the beginning. The Korean and Chinese ministers argued a lot with the
Japanese proposal. You see, now we have different opinions about how to
start. That s the current situation. But as | mentioned, if we decide to go to this
regional integration with EAFTA as the main establishment, we will need the
political determination of the leaders, because we have so many problems.
This regional FTA is not an easy thing. | still remember that when the
European community negotiated their common agriculture policy, they had a
lot of difficulties, and several ministers were sent to the hospital in the final
negotiation.

Let me turn to the Chinese Economy. | think people here are very
concerned about that. Considering the Chinese economy, we have seen that
in the past three years, the GDP growth rate has speeded up. In 2004, the
growth rate was 9.5%. In 2005 it was 9.9%. In 2006, it will be higher than
10%. We have seen an accelerated growth trend.

This acceleration has worried us a lot. The government is worrying about
the overheating. The government started to contain this early overheating last
year by administrative measures by cutting down a lot of big projects in order
to reduce heating investments. And this year, from this spring, the
government has adopted a more rigid policy that is to raise the reserve rate,
and further reduce the large projects, and tighten the credit. So, until
September, we have started to see a kind of decline in the trend of
investment. But at the same time, although the economy has a high growth
rate, the inflation rate is still very low. Last year it was about 2%, and in the
first half of this year, it was about 1.5%, it may be higher in the later of the
year, but it should not be a big problem yet.

But why are people still concerned with this overheating? | think the major
reason is because of the trend. Also, we have to understand what are the




major forces that support the Chinese growth. 50% of the GDP growth relies
on investment. Thats very high. | remember that the high peak period of
Korea or Japan, the highest investment did not exceed 40%, but China now is
at 50%. The second force is exports. This accounts for about 30%. So
domestic investment plus export accounts for about 80% of the GDP. The
consumption is about 20%. This investment-led GDP growth has created
some problems. Why the investment keeps so high? If we further analyzed
the major force of Chinese economic growth, we would see that the first one
is the continuous industrialization process, which China is still experiencing.
So it s a major force, and needs a lot of investment. And the second is
urbanization. The third one is infrastructure. And all three of these processes
need a lot of investment. That is why the investment is continues to grow.

In China, you see the infrastructure such as the highways, railways, and
new ports everywhere. As a developing economy, there is great need for
large investments. However, at the same time, this overheating problem has
its special root in China. The major players are local governments who
become a major driving force to support or initiate the investments. Also,
though the central government tightened the credit, the major banks have
great numbers of branches all over China. You can t control all of this. You still
see that that in the first half of the year the loans increased very fast. The
loans are more than 50% more than at the same time last year. In the first half
of the year, they almost finished 85% of the loan target set by the central
government. Still, there are a lot of new initiatives from local governments.

This current trend may create a lot of dangers for the future. One is the
economy being too highly dependant on the investment. If this investment
slows down, the economy can calm down very sharply. Also, we could too
highly rely on the growth of export.. Also, there are some new driving forces,
for instance, the housing investment. Housing accounts for almost 20% of the
investment growth. This creates a situation that demands more and more
investment. How do we slow down this trend?




The second problem is similar investment structures in the Chinese
economy. This has created over capacity of productions, and an accumulating
surplus. Also, they create a similar demand structure of raw materials, energy,
and so on. The Chinese economy has parallel, similar structures in different
provinces and regions. The investment-led growth makes the environment
worse. The investment-led spends little on environment. Also, investment-led
growth makes income disparity. On the one hand, high growth rate is good for
China, because it creates more jobs, but on the other hand, you see the
problems accumulating that may hurt the future growth and stability.

That is why the Chinese government has to adopt some new policies. One
is to try to contain the similar structural investments. The government has
proposed to establish an innovative economy by supporting more
innovations, rather than just simple low technology productions. Another big
policy is that Chinese government has launched the so-called new rural
movement, to support rural development and to raise the level of rural
consumption. From the second part of this year, the government has put
more resources to increase the social security level, by spending more money
on social protection, education and medicare.

Generally, the Chinese economy is still ok and still has big potential for
keeping dynamic growth for many years. | don t think there is a big problem.
This growth trend will continue, but there are a lot of problems that have to be
handled.

Questions & Answers

Q Regarding the FTA, the basic premise is that it is supposed to be an
all-inclusive economic union under the GATT Chapter 24. Considering all the
variability of the Ten Plus Three, or Ten Plus Six, how much of that concept
can really be lived up to in terms of all trades being subject to that trade
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barrier removal?

A Without this FTA, East Asian trade and investment seems to be
conducted quite well. Then why do we need the FTA? | think that there are
three major concerns. First, we are trying to overcome the existing barriers
that are still there. The second one is to harmonize or at least integrate all
different economic rules, which make the business smooth, and help the
macroeconomic stability also. The third one is that | think the EAFTA should
focus more on the efficiency, rather than on the quantity, meaning that we do
not intend to create more trade in the region, but more efficient business. That
is to reduce costs of the business transactions. | don t think that even after the
FTA, the trade will increase very much. Now already, East Asia has more
50% of intra-regional trade. But the nature of the intra-regional trade may
change. We have to, through this FTA, make the economy more integrated,
and create demand within the region to reduce dependency on outside
markets. | think that this FTA should be multi-purposed. But if we want to
realize this, | think we must overcome the remaining barriers of the business
in the region. Every country has some problems. Thats the real difficulty for
the regional FTA, because each country has its own problem to overcome,
and also the economic levels are so different in the region. We have to
consider this. That s why EAFTA should not be a conventional FTA. We need
a more comprehensive arrangements, especially economic cooperation
helping less developed economies along with the liberalization process.

Q  For all the right reasons, China is concerned about overheating, and
the government is doing the efforts to slow it down. In that process it is
necessary and desirable to be more selective and discourage the long-term
unviable industries, rather than the growth of long-term healthy industries.
Various study groups have said that the RMB is at least 20% undervalued,
which would be a breeding ground for business which do not belong in the
export business. How soon do you think that the Chinese will consider their
steps to eliminate the under-valuation of the RMB?
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A Considering the Chinese economy, | think the RMB has seen some
flexibility. There is some argument that the RMB is 20-25% lower than its real
value, but because the Chinese economy is structurally different inside, it
depends on how you calculate. According to the study, the current value of
RMB is somewhat near to its current capacity. It s not actually lower than it s
current value. But if you calculate the FDI, it may be different. The problem
with FDI is that it needs a stable RMB for their future investment. If we
appreciate RMB value too high, FDI profit margin will be reduced largely.
RMB needs stable. If RMB appreciates sharply in a very short time, it may
come down in the future. That creates a danger for the Chinese economy. |
don t think that the Chinese currency is too undervalued. It depends on the
structure. That is to say that the Chinese government will not let RMB change
forcibly, for example, increasing its value by 20% in a short time. It should
change gradually and manageable.

Q Regarding the regional efforts to promote integration, confusion has
been created with the launching of the East Asia summit, attended by the Ten
Plus Six countries. One outcome that | see is that this difference between
China and Korea on the one hand, and Japan on the other hand about the
membership in the proposed regional FTA, as you explained. Should they be
the Ten Plus Three countries only, or should they be the Ten Plus Six
countries? You told us that the Japanese are arguing that it be the Ten Plus
Six countries, which actually make up the East Asia summit. What was the
main line of argument, in terms of rationalization and justification of the
different proposals?

A  Concerning the differences between the Ten Plus Six and the Ten Plus
Three, | think the major related factor will be ASEAN in the future, because
the whole process is highly reliant on ASEAN s acceptance and willingness.
During the economic ministers meeting, when ASEAN had the Ten Plus One
with Japan, many ministers, including the Singaporean minister, did not reject
the Ten Plus Six. Japan allocated some funds to start the Ten Plus Six study,
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and ASEAN did not reject it. But in the Ten Plus Three meeting, the minister
from Singapore said we should consider more options. But willingness of
ASEAN will not support in general a fast move and will keep current structure
of the regional cooperation. Last year, the leaders generally agreed on the
different functions of the Ten Plus Three and East Asia Summit. We should
insist this.

The Ten Plus Three will be the main course of East Asian cooperation, and
the East Asian Summit, Ten Plus three plus three, will continue to be a
framework or forum to support the Ten Plus Three. The East Asia cooperation
process was initiated and has been led by ASEAN. If ASEAN changed, the
others would follow. But | personally think that because the Ten Plus three
has experienced ten years, we have established a political structure, and
created a comprehensive supporting foundation for the process. If we give up,
and move to the Ten Plus Six, we may loose our direction and dynamism.
Indian economy is emerging, but | don t think India is ready yet to begin be
integrated into East Asia region yet. Thats why in JEG report, we open the
window only for the future. We can start from the Ten Plus Three, and then it
may be open to other East Asia Summit members in the future. But if we start
in the beginning with the Ten Plus Six, there may be no success at all.

Q  said that this East Asian FTA should be completed by no later than
2020, and you said that it is consistent with the Bogor goals pursuit by
APEC, meaning the free trade and investment by APEC economies. But | see
a major conflict between the two ideas. The East Asian FTA will mean an
exclusive agreement among East Asian countries only, with barriers against
third countries, including the other countries in the APEC region. The Bogor
goals aim to eliminate all trade barriers, so | see a major confrontation
between the two ideas. How would you reconcile that? | also understand that
your government has expressed interest in the Northeast Asia FTA,
consisting of China, Korea, and Japan. | wonder, given the time schedule for
the FTA, whether there would be any viable room for even talking about the
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Northeast Asian FTA.

A Free trade and investment in the Asia-Pacific region is a goal set by
APEC, but it has no any concrete arrangement. APEC follows a unilateral
liberalization approach, with out negotiation process. It has two designed
timetables (2010 and 2020). Who can say now how do the developed
members can reach this goal by 20107 The time is very close. We had made
a Busan agenda in 2005, now this year we will find out again how to
implement the Busan agenda by making the Hanoi Action Plan, but it does
not focus on free trade and investment yet.

My idea is that if East Asia can really realize its FTA ahead of APEC, it can
then invite North American side to come together to negotiate the Asia-Pacific
agreement. That would make it possible. We realize that without a
negotiation, you cannot realize free trade and investment area at all. The US
probably is interested to promote the APEC FTA directly since it fears EAFTA
without it. Direct APEC FTA seems too difficult yet.

Q How do we institutionalize economic integration? There are many
study groups, but | think most of them are like NATO: no actions, only talks. A
more realistic scenario is that of three Ten Plus One agreements, and three
bilateral FTAs. Korea and China have already finished their FTAs with
ASEAN, so in a sense, two Ten Plus One agreements have already been
completed. Japan is undergoing negotiation with ASEAN, so | hope that the
third will be completed. Korea and Japan have already undergone the 6th
round of their FTA, though they are now at a standstill. There has also been
some discussion about a Korea-China FTA, and a China-Japan FTA. If we
have all of these, it will be a more realistic scenario to institutionalize
integration of Northeast Asia.

A  Considering the Northeast Asia FTA, | think that probably with this new
political momentum, and new Korea-China-Japan relationship, the leaders
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can consider that. But it relies highly on political will and relations. | still hope
that Northeast Asia can initiate this process. But as | mentioned, our joint
experts group thought that we should not wait until everything is ready to start
East Asia, because we will have no time at all. Otherwise, we probably cannot
realize East Asia FTA until 2050, or even later. So that, we encourage the
different drivers, but driving for one direction finally. As | mentioned, the three
Ten Plus Ones are the fact that we have to accept, but they creates new
barriers, because they are different from each other. You have to find a way to
put these Ten Plus Ones together. By negotiating the EAFTA, we can absorb
all the good things into it and overcome their problems. In EAFTA, we will set
one integrated rule of origin system and establish one trade dispute
settlement mechanism. This is what we highly need. In the future, we do not
necessarily stop three Ten Plus One FTAs, but since EAFTA will be higher
than any three plus one FTA in quality, there will be a high level general
framework. Then, Ten Plus Ones should not be the barrier to the Ten Plus
Three. Otherwise businesses will find it more difficult to work in that web of
production and service in the region, because they have to fill different forms,
and have to understand different rules and regulations.

Q Regarding the North Korean nuclear test, what is your impression
about what Beijing thinks about the test? Also, what is your view on the
Chinese government s position on this? What is your view on South Korea s
Sunshine Policy?

A The real matter is that there was a real test, which opens the possibility
for another one or two tests. So that s the real significance of the test. Also, it
makes it open that the North Korean government wants to keep its nuclear
weapon. Thats why the Chinese government takes it very seriously, and
made the strongest statement among all the parties. It had a lot of immediate-
term and longer-term effects for regional relations, and for the situation on the
Korean peninsula and also in Northeast as well as in other regions.
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About the sanction, China would support it. But | don t think we will go so far
that the UN Article 7 can create a condition that is open to any options in the
future legally. The Chinese government would be very cautious about that.
The Chinese government will take more actions to show North Korea that
they should follow the lines. They should not cross the red line again. So |
think we will see some following actions in the future. But on the other hand,
the Chinese government is still very cautious about all these measures to be
taken, because we all understand that sanctions alone do not work to force
North Korea to give up its nuclear program. It may be towards a different
direction. We have to think about some parallel measures together, rather
than just one, because if you make it too simple, you have only two options.
One is that we continue with sanctions, and if they don t work, we do more.
Another one is military. But you have to understand that if you take military
action, there may be some unexpected results. Suppose, if taking military
action, and the North retaliates, the first target is here. If that happens, we
don t know what will happen next. So we have to carefully calculate the whole
results and effects.

So as a Chinese scholar, | think we should still open the window for a
peaceful resolution. As hard as we can, we should force North Korea to return
to the negotiation table, to the Six Party Talk, by doing so, it can finally create
(ideally) a system that will put North Korea into a framework in the future, and
then as a first step, even if the North has the bomb, it cant improve it and
can t use it. And then, the next step is to force the North to give it up.

But if we follow this approach, we highly need the US government policy,
still. This is back to the old issue; that is, we need US government new policy
to North Korea. If US government policy will not change anything, we need to
wait and see what will happen. | think the Chinese government will take some
actions cautiously, not to let it go out of control.

About the Sunshine Policy, personally, | support this idea. The Sunshine
Policy creates a situation where we at least get a peaceful time for many
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years. Also, we create channels for the opportunities for people to know each
other, to create exchanges, and also the future direction for our policies. That
is, to get North Korea into the regional and international community. | fully
understand that the South Korean friends need some returns as quickly as
possible, and as big as possible. But if you see the China-North Korea
relationship, we need patience. We have to find an approach that engages
North Korea rather than cuts all the roads. We have to rethink more
productive ways, but | hope this connection and exchange will continue,
rather than cutting off all the possibilities.

Q What is the motive behind China s so-called Dongbei (East-North)
project? There is some suspicion among Koreans that China is harboring
territorial ambitions.

A  As | know that this is a research project in Chinese Academy of Social
Sciences. In general we all call the research program research projects. So
the name is not a special thing. We have many this kinds of projects, like
Western research project on Northwest region, South research project for
Southern border area. The aim of these research is to study China s
surrounding regional history. Of course, if you start the scholar s research,
they will have their own view. | dont think, there are any hidden political
intentions behind them. The Chinese scholars do not think it is for current
territory concern. As a matter of fact, in China, very few people know about
this research project since they are scholarly history study. Generally, people
aren t concerned very much about that. Still, we do not understand why
Korean people are so concerned about that, or why it has become a highly
political thing. It needs more exchange between the two peoples. As the
research, the scholars insist on their view. They publish research reports and
articles. They have their own view to explain the Chinese history, you can
keep your own view. China s history is very complex. | am not historian. The
scholars in Korea and China can keep their different views, and they should
exchange their views.
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Q  Was Beijing surprised to see the launching of the negotiation of the
Korea-US FTA? Do you congratulate us for that, or do you frown at that?
Also, the Korea-China FTA is also part of the Korean governments FTA
roadmap. Is there any serious interest on the part of Beijing to launch this
Korea-China FTA in the foreseeable future?

A  Concerning the Korea-US FTA, I think that it s your option, if you think
it s important, that is ok, because there will be no negative impact on China at
all. It may be good for the future of a Korea-China FTA if you can conclude it,
because it will make you more confident and your market more open and
easier. It will help tohandle your problems internally, creating a better
environment. | don t think there is any difference of views in China, saying that
Korea has turned to the US rather than to China. | don t think so. Concerning
the Korea-Chinese FTA, | think the Chinese government is serious, and still
wishing to have it, partly for real interest, and partly because the China-Japan
FTA seems more difficult than a China-Korea FTA. So we are serious about
conducting it. But we have to understand that when we start this process,
there will be mounting sensitive problems that we will have to handle.
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