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reduction in imports from non-members, FTA members
are likely to experience the improvement in their terms
of trade vis-à-vis non members (terms of trade effect).
Trade creation effects and terms of trade effects lead to
an increase in economic welfare of the members, while
trade diversion effect is likely to reduce economic welfare
of the members because imports from most efficient
suppliers in non-members are replaced by imports from
less-efficient producers from the members. It is important
to note that for non-members trade diversion effect and
terms of trade effect lead to harmful impacts on their
economic welfare.

The introduction of a FTA also has dynamic effects. These
include a scale effect and competition enhancement,
which are beneficial to both member and non-member
countries. By increasing market size, FTAs give companies
the opportunity to exploit larger economies of scale. The
pro-competition effect is also increased, because
competition in member countries’ markets is likely to
intensify as a result of trade liberalisation. This in turn
encourages the development of new products and
technologies. Increased competition and larger economies
of scale lead to product improvement and a lowering of
prices, which is good for consumers in both member and
non-member countries. Increased competition can also
be used to promote domestic reform.

In addition to their influence on foreign trade, FTAs are
likely to increase FDI flows into member countries and
divert FDI from non-member to member countries, as
trade liberalisation makes markets within the FTA
moreattractive. This, of course, has a damaging effect of
the economies of non-member countries.

Urata and Kiyota (2003)1 provide simulation results which
indicate that economic growth and welfare would accrue
to all member states, following the introduction of a FTA,
with the increase in national prosperity being particularly
marked in the ASEAN countries (see Table 2). Thailand
stands out within this category: they estimate that Thai
GDP would increase by 16 per cent. The current,
particularly high level of protection explains this
exceptional rate of growth.

The introduction of an East Asian FTA would shrink the
economies of a number of non-member states. This
phenomenon occurs when exports to a FTA are substituted
by trade between member countries as a result of
preferential treatment. Shrinkage would be more marked
in countries such as Australia/New Zealand and Other
Asia – for which East Asia represents a far more important
export market – than it would be for the United States or
the European Union.

1. Urata, S. and K. Kiyota (2003), “The Impacts of an East Asia

FTA on Foreign Trade in East Asia,” NBER Working Paper

No. 10173.

Table 2. Effects of an East Asia FTA on Real GDP and Welfare 
 

 GDP Equivalent Variation 

 
(Changes from 
base data, %) 

(Changes from base 
data, $ million) 

(Changes divided 
by GDP in 1997, %) 

Australia/New Zealand -0.23 -1 342 -0.29 

China 1.27 5 485 0.64 

Hong Kong 1.41 3 389 2.42 

Japan 0.05 8 199 0.19 

Korea 1.71 7 805 1.75 

Indonesia 5.61 10 209 4.89 

Malaysia 2.83 2 279 2.15 

Philippines 2.02 602 0.77 

Singapore 2.26 2 944 3.69 

Chinese Taipei 1.51 5 597 1.87 

Thailand 15.90 19 790 12.54 

Vietnam 8.42 1 446 6.61 

Other Asia -0.31 -1 803 -0.34 

United States -0.06 -7 059 -0.09 

European Union -0.01 -1 807 -0.02 
 

Source:  Urata and Kiyota (2003). 
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