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The end of the Cold War signaled a new era in
Northeast Asian economic cooperation, leading trade and
investment to increase substantially in the 1990s.
However, given the characteristics of Northeast Asia, such
as different political and economic systems, disparate
levels of economic development, and historical remnants,
until recently regional economic integration was
essentially driven by market forces without any organized
efforts from the central governments to enhance regional
economic cooperation. Therefore, Northeast Asia still lags
behind the other major regions in terms of regional
economic cooperation, and there is still no regional
economic cooperation body, let alone a regional
economic trade agreement among the Northeast Asian
economies.

The Asian financial crisis of 1997–98, however, marked
a watershed of Northeast Asian economic cooperation. In
the wake of the Asian financial crisis, financial cooperation
has emerged as a new form of economic cooperation. In
addition, diverse institutionalization processes aiming to
strengthen regional economic cooperation have
developed. The ASEAN + 3 process began in 1997, and
the summit meeting between the leaders of China,
Japan, and Korea has become an annual event since
1999. Furthermore, prompted by the rise of worldwide
regionalism, the Northeast Asian economies have shown
interest in bilateral free trade agreements (FTAs).

This volume identifies the issues related to both
traditional and new types of regional economic
cooperation, providing policy implications for
strengthening Northeast Asian economic cooperation. It
examines the rationale for enhancing economic
cooperation in Northeast Asia, including formal economic
integration such as a bilateral FTA, and suggests some
concrete policy recommendations. It also addresses
international production networks between China, Japan,
and Korea and highlights the need for development
financing in Northeast Asia, focusing on North Korea. It
reviews financial cooperation in East Asia and discusses
possible directions for regional financial and monetary
cooperation beyond the Chiang Mai Initiative.
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Following the end of the Cold War, South Korea’s establishment of diplo-
matic relations with the Soviet Union and China in the early 1990s sig-
naled the beginning of a new era in Northeast Asia. Despite the differences
in the political and economic systems of the Northeast Asian countries,
trade and investment flows among them have substantially increased. This
remarkable progress not only attests to the complementarity of the North-
east Asian economies that many economists have highlighted since the
late 1980s, it can also be explained partly by their low level of economic
ties at the initial period and partly by China’s steadfast economic reform
and open-door policy, which has helped reduce the systemic differences in
the region.

On the other hand, it is also recognized that a large portion of the high
expectations for the earlier days of Northeast Asian economic cooperation
have not been realized and that some of the old impediments still exist. So
far, no major regional infrastructure development project has been
launched and no basic institutional framework for the region such as the
Northeast Asia Development Bank has been created. Northeast Asia lacks
a regional economic cooperation body, and North Korea, which is located
in the middle of Northeast Asia, still remains an isolated economy that
constitutes a major stumbling block to regional economic cooperation. 

The Asian financial crisis of 1997–98 marks the watershed of Northeast
Asian economic cooperation. In the wake of the Asian financial crisis, sev-
eral new developments have emerged. First, understandably, financial
cooperation has become a new prominent sphere of regional economic
cooperation, enlarging the scope of cooperation. Second, East Asia has
replaced Northeast Asia as the main framework of regional economic
cooperation. Since 1997, the ASEAN + 3 (China, Japan, Korea) summit
meeting has been an annual event and ASEAN + 3 ministerial meetings
and senior officials’ meetings also take place regularly. Third, within the
ASEAN + 3 framework, dialogue mechanisms between the three major
Northeast Asian countries, China, Japan, and Korea, have been in place
since the historic summit meeting between the leaders of the three coun-
tries in 1999. Last but not least, the regional countries have finally realized
the importance of the central government’s role in enhancing regional eco-
nomic cooperation. In fact, the three major Northeast Asian countries have
belatedly joined the worldwide movement toward economic regionalism,
showing interest in bilateral free trade agreements (FTAs). Therefore,
issues of Northeast Asian economic cooperation have enlarged from (1)
strengthening ongoing intraregional trade and investment driven by mar-
ket forces, (2) promoting infrastructure development projects in transport

Preface

xiii



xiv Preface

and energy to include (3) formal regional economic integration (such as
FTAs), and (4) regional financial cooperation symbolized by the Chiang
Mai Initiative.

To meet these enlarged challenges surrounding Northeast Asian eco-
nomic cooperation, an international conference on “Strengthening Eco-
nomic Cooperation in Northeast Asia” was jointly organized by the Korea
Institute for International Economic Policy (KIEP) and the Northeast Asian
Economic Forum (NEAEF) in Honolulu, Hawaii, on August 15–16, 2001.
This volume comprises the papers and discussions at this conference.
Scholars and experts from Korea, Japan, China, the United States, the
European Union, and the Asian Development Bank participated in this
conference. They analyzed and suggested ways to enhance economic
cooperation in Northeast Asia, including the possibilities of formal eco-
nomic integration such as a Korea-Japan FTA, investment cooperation, and
financial cooperation. We would like to thank Dr. Yoon Hyung Kim, senior
fellow at East-West Center and professor of economics at Hankuk Univer-
sity of Foreign Studies, and Dr. Chang Jae Lee, senior fellow at KIEP, for
coordinating the conference and preparing this volume for publication.
Our gratitude goes also to the authors of the papers, the discussants, and
other participants who contributed to the conference.

Choong Yong Ahn Lee-Jay Cho
President Chairman 

Korea Institute for Northeast Asia Economic
International Economic Policy Forum



xv

Yoon Hyung Kim and Chang Jae Lee

Northeast Asia is one region that has been drawing increasing attention
from the international community. The region’s economic power and
strategic value from geopolitical and geoeconomic perspectives—namely,
China’s growing economy and its potential, Japan’s massive capital and
technology, South Korea’s postcrisis economic recovery and dynamism,
and North Korea’s uncertainties and volatility—have brought a new
dimension to the globalizing world of the twenty-first century. Although
Northeast Asia constitutes one of the major economic regions of the world,
representing one-fifth of the world’s total GDP, it lags far behind other
regions in progress toward regional economic integration. Differences in
political systems and economic institutions, disparity in the level of eco-
nomic development, and a past history of conflict have hindered regional
economic cooperation in Northeast Asia. Thus, despite rising worldwide
regionalism, there is no formal institutional framework for regional eco-
nomic cooperation in Northeast Asia, let alone a regional trading bloc.

However, stimulated by the expansion and deepening of worldwide
regionalism and the pressing internal need for strengthening economic
cooperation, especially after the Asian financial crisis, there is growing
interest in regional economic cooperation in the academic community and
business sector in Northeast Asia. This interest is also reflected at the gov-
ernmental level. Recently the ASEAN + 3 Summit Meeting has become an
annual event, and since its Manila meeting in November 1999, the leaders
of China, Japan and South Korea have begun to hold separate three-way
talks. Apart from these summit meetings, there has also been a series of
ministerial meetings for ASEAN + 3, including the second Finance Minis-
ters’ Meeting in May 2000, which produced the Chiang Mai Initiative
(CMI). Another important new development in this area is the debate on a
Korea-Japan free trade agreement (FTA), which has the potential to
demonstrate that an important step toward formal economic integration is
possible in Northeast Asia. There are, however, many roadblocks on the
way to that eventuality, and it is important to be cognizant of them and to
develop a realistic strategy for cooperation in the region.

Another factor that has hampered the enhancement of economic coop-
eration in Northeast Asia is the penury and backwardness of its infrastruc-
ture—an outcome of the lack of financial resources available for regional
infrastructure development. In view of North Korea’s recent change in
attitude, the importance of development financing in Northeast Asia could
take on a new dimension. If North Korea embarks upon the road to eco-
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nomic reform and reconstruction, it would require a huge amount of
financial resources from the outside world. The need for building an
appropriate mechanism for Northeast Asia’s development financing seems
more urgent now than ever.

In the wake of the Asian financial crisis, East Asian countries have nat-
urally become interested in strengthening regional financial cooperation.
They discussed diverse issues such as information exchange, surveillance
processes, and resource provision mechanisms in East Asia and agreed on
a series of bilateral swaps under the CMI, marking a watershed in a new
regional financial architecture in East Asia. Furthermore, efforts are under-
way to go beyond the CMI and harmonize macroeconomic and exchange
rate policy.

At this critical juncture of history, the three Northeast Asian countries
need to consider various options for promoting regional economic cooper-
ation and prosperity. What are the appropriate institutional arrangements
that will best achieve this objective? Will bilateral free trade arrangements
contribute or be an obstacle to creating regional economic integration?
How does the region secure sufficient funds for its infrastructure develop-
ment? Building infrastructure in North Korea is clearly of critical impor-
tance for regional economic cooperation, but this is an issue that cannot be
dealt with separately from the issue of economic reform in North Korea.
What would the next steps be in terms of regional financial cooperation
after the CMI? The purpose of this book is to search for answers to these
questions.

The volume consists of five parts. Part I includes three essays address-
ing the rationale for enhancing regional economic cooperation in North-
east Asia. Part II presents three essays specifically on developing formal
economic integration; Part III has three essays on how to promote invest-
ment cooperation; and Part IV has two essays on the issue of financial
cooperation. Part V presents comments by Duck Woo Nam on major
points made in the essays and their policy implications. 

Part I. Rationale for Enhancing Northeast Asian Economic Cooperation
and Some Possible Options

Although economists are still divided about the effects of regionalism on
worldwide trade liberalization, the increasing number of regional trade
arrangements that we have witnessed testifies to the fact that more and more
countries find this trend desirable. In fact, in addition to the economic bene-
fits, such as a larger market and deeper division of labor, economic integra-
tion produces positive political and strategic effects by reducing regional ten-
sion and strengthening the voice of participants in the international arena. 

However, until the Asian financial crisis, regional economic integra-
tion was a rather unfamiliar concept in Northeast Asia. It is, therefore, time



for Northeast Asian countries to search for all the ways to enhance region-
al economic cooperation, including possible formal economic integration.
In exploring various options for institutionalizing Northeast Asian eco-
nomic cooperation, it is important to be aware of the experiences of the EU
and North America and their possible reactions, as these experiences will
provide valuable lessons to the Northeast Asian countries, although
Northeast Asia differs significantly from these regions, and they are major
trade partners. 

In his essay, “Rationale for Institutionalizing Northeast Asian Econom-
ic Cooperation and Some Possible Options,” Chang Jae Lee first reviews
the worldwide ascent of regionalism. Regionalism became a worldwide
phenomenon in the 1990s. As of March 2001, some 122 of the 152 regional
trade agreements (RTAs) notified to GATT/WTO had been formed since
1991. Lee predicts that the widening and deepening of regionalism will
continue in the first decade of the twenty-first century. Despite the large
number of RTAs, Lee notes, only the EU and NAFTA significantly affect
the global economy. In this regard, he points out the importance of the
launching of the European Monetary Union and ongoing negotiations on
the Free Trade Agreement of the Americas (FTAA), which promises to
open a new era of continental trading blocs.

There is controversy among economists over the desirability of region-
alism. Skeptics argue that it will impede global liberalization for several
reasons. First, countries joining trade blocs will be less interested in multi-
lateral talks. Second, small countries are at a disadvantage in negotiating
with larger ones, and the proliferation of RTAs may create additional trade
barriers by generating a “spaghetti bowl” phenomenon. Proponents
counter that regionalism has been complementary to multilateral trade lib-
eralization, creating rather than diverting trade, with preferential trade
arrangements resulting in more open economies. They believe that trade
liberalization through RTAs is politically easier than multilateral liberaliza-
tion. The large number of countries joining regional trade arrangements
seems to indicate the growing confidence in their benefits. Lee next out-
lines the principal motives for participating in RTAs, such as economic,
political, and strategic motives.

The discussion turns to the current status of the regional integration
process in Northeast Asia. While there is as yet no formal FTA in the
region, the ASEAN + 3 countries are involved in an informal process.
Owing to the unique political and economic conditions of Northeast Asia,
economic cooperation has not been considered as a means toward integra-
tion of the EU or NAFTA sort. Instead, Northeast Asian economic coopera-
tion has mainly been viewed as a diverse way of enhancing ongoing infor-
mal economic integration. Local economic integration, such as cooperation
between localities on the East Sea (Sea of Japan) and the Yellow Sea, was
previously the most likely scenario according to some scholars. There is,
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however, another group of scholars, represented by the Northeast Asia
Economic Forum (NEAEF), that believes the main obstacles to economic
cooperation in the region are the lack of human networks and infrastruc-
ture. Lee notes that both groups adopt strict geographical definitions of
Northeast Asia that usually include—besides North and South Korea,
Japan, the Russian Far East, and Mongolia—only the northeastern
provinces of China. This inclusion of only part of China makes it difficult
for China’s central government to participate in Northeast Asian discus-
sions on economic cooperation. A third view, encompassing all of China
and adding Hong Kong, Taiwan, and Siberia for a broader geographic def-
inition, departs from limited local integration and includes an area larger
than the EU. This concept envisions comprehensive economic cooperation,
though still not seeking formal economic integration.

Lee takes a look at the recent interest in FTAs in his next section, not-
ing the Korea-Chile and Japan-Singapore negotiations. In addition, there
have been FTA studies and proposals involving Japan, Korea, and China at
different stages of development. The most notable are studies on a Korea-
Japan FTA, proposals of a China-ASEAN FTA, and a trilateral FTA
between China, Japan, and Korea. The author follows with a review of the
ASEAN + 3 process and a summary of recent ministerial meetings.

In analyzing the current status of regional economic cooperation, Lee
notes the importance of the three major Northeast Asian countries, China,
Japan, and Korea. Together they represent about 20 percent of the world’s
total GDP and about 12 percent of world trade volume. Their economic
size and trade volume dominate Northeast Asia. In succeeding sections,
aided by figures and tables, the author details the trends and current sta-
tus of trilateral trade and investment flows and mechanisms for dialogue
between the three nations.

In the final section of his paper, the author considers possible options
for institutionalizing economic cooperation in Northeast Asia and East
Asia. Lee anticipates the advent of a tripartite world made up of an
enlarged EU, the FTAA, and an East Asian trade bloc; he therefore argues
that the ultimate goal of regional economic integration will be an East
Asian Economic Community. He outlines three possible paths. First, he
sees the process beginning with bilateral FTAs, in particular a Japan-Korea
FTA, and he lists the ways that such an agreement could lead to East Asian
economic integration. Next, Lee offers the ASEAN + 3 framework for
enhancing integration through its summit meetings. Finally, he proposes
institutionalizing economic cooperation in Northeast Asia, which is much
larger in terms of economic size but lags behind Southeast Asia, by estab-
lishing the Council for Northeast Asian Economic Cooperation (CNAEC),
based on the APEC model but concentrating on regional issues of greater
interest specifically to China, Japan, and Korea. 
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Authors Jeffrey J. Schott and Ben Goodrich review the political and
economic obstacles for economic cooperation facing Japan, China, and
Korea. The authors proceed to address some basic questions regarding the
current economic ties in Northeast Asia and the new interest in its cooper-
ation, as well as the implications of the U.S. economy and possible alterna-
tive policies for Japan, China, and Korea.

The authors note that successful economic integration follows a deep-
ening and broadening of relationships between governments as a by-prod-
uct of private firms working together in cross-border trade and invest-
ment. In the past decade, trade between South Korea and China recorded
remarkable growth following the normalization of their diplomatic rela-
tions, while Korea-Japan trade grew more slowly. China’s trade, intrare-
gionally and globally, has grown tremendously, but intraregional exports
between China, Japan, and Korea in 1999 were only half of their combined
exports to the United States. Interestingly, Japan exports more to the Unit-
ed States than intraregionally, while China imports more intraregionally
than from the United States. Likewise, China is the focus of FDI in the
region, with significant amounts of investment from Japan and Korea, but
in Korea, Japan is second only to the United States in FDI. 

Schott and Goodrich relate the diverse factors contributing to the
revival of regionalism in Northeast Asia such as flagging APEC’s momen-
tum, awakening of the Chinese economy, stagnation in the multilateral
trading system, the Asian financial crisis, and “me, too” regionalism, the
latter being a response to the worldwide proliferation of regional trade
agreements and NAFTA in particular. They believe that the Northeast
Asian countries want to emulate the U.S. example and try to enhance the
global competitiveness of local industries by pursuing regional integration
arrangements. In reducing barriers to trade and investment with neigh-
bors, their firms can lower costs and increase productivity by benefiting
from the gains of economies of scale in production and intra-industry spe-
cialization.

Are the North American experiences applicable to Northeast Asia?
The authors compare the situations in Northeast Asia (China, Japan, and
Korea) and North America (United States, Canada, and Mexico), and point
out that prior to forming NAFTA, North America had a much more favor-
able environment for a regional trade agreement than the current North-
east Asia. North America always had strong trade linkage, and FDI was
substantial for the United States and Canada from foreign sources and into
Mexico from the United States and Canada. Also, because of geography,
the North American cross-border flow of goods and people is more open.

Then, the authors turn to the potential implications of Northeast Asian
regionalism for the United States. In the United States, where there is a
trade deficit with Northeast Asia, they argue that any Northeast Asian
FTA discrimination against U.S. exports to the region could exacerbate an
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already large existing deficit. U.S. services exports would not likely
improve with China and Korea, and prior government barriers would be
substituted with discriminatory preference under a Northeast Asian FTA.
The U.S. FDI in Northeast Asia is small, although it has been growing
markedly since 1995.

Schott and Goodrich consider two discriminatory FTAs under
appraisal for Northeast Asia. One is a bilateral Korea-Japan FTA, and the
other is a trilateral China-Japan-Korea FTA. Two recent studies are cited to
demonstrate the effects of these FTAs. The Scollay and Gilbert (2001) study
using a “static” model and including liberalization of the agricultural sec-
tors does not indicate a great deal of benefit from a bilateral FTA between
Japan and Korea. Although Yamazawa’s (2001) static study estimates are
roughly the same, his dynamic model estimates demonstrate trade liberal-
ization, but the authors caution against hasty interpretation.

China could be adversely affected by a bilateral Korea-Japan FTA, so a
trilateral FTA seems more plausible. The authors note, however, that China
has already taken steps to unilaterally liberalize trade in the past few
years. Even so, according to a 1995 study, a trilateral regime stands to ben-
efit more than a bilateral regime in trade, welfare, and productivity for
these three countries. Worldwide, the aggregate trade balance would
improve and cause the United States only a slight decrease in trade. Coun-
tries such as Singapore, Taiwan, and Malaysia would experience reduced
welfare, but overall the world would gain in welfare, exports, and
imports—and the largest beneficiary would likely be Northeast Asia. But
the effects of trade diversion might affect U.S. industry, and the authors
address this.

Using Finger and Kreinin’s “export similarity index,” Schott and
Goodrich show products possibly affected by trade diversion. They
remind the reader that the static effects could be overshadowed by the
dynamic effects, and some industries could be affected enough to provoke
political reaction in the United States. Even though small in percentage
terms, the exports are so high in dollar amounts for the United States that
these proposed trade agreements could represent significant losses. Look-
ing at revealed comparative advantages helps to define those cases in
which the trade diversion could be most severe.

After going through the top ten products and their resulting impacts
for the United States, Japan, China, and Korea, Schott and Goodrich offer
some thoughts regarding the Northeast Asian progression toward eco-
nomic cooperation: (1) For a successful FTA, China, Japan, and Korea must
take the initiative to complement existing commitments under APEC and
support new reforms in regard to the WTO; (2) there is a reminder that for
the agricultural sector and for manufacturers that would face fierce com-
petition with liberalized barriers, there will be political resistance on their
behalf; (3) the countries must decide whether a China-Japan-Korea FTA is
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what they really want, or whether alliance with Southeast Asia, Mexico, or
the United States might be preferable, especially in view of China’s obliga-
tions following its accession to the WTO; (4) the significant costs to the
United States from FTA discrimination and the resulting effects must also
be considered.

With all this in mind, authors Schott and Goodrich propose that
Northeast Asia forgo bold new free trade initiatives and instead consider a
“bottom-up” approach. To provide a more fertile arena for intraregional
trade and investment, they recommend that Northeast Asia accelerate
domestic economic reforms and build domestic coalitions to help support
the unpopular regulatory reform in the financial sector. Governments then
could work together, easing customs procedures and regulatory barriers.
They feel that with this approach—and without the discriminatory trade
pacts—economic interactions between Northeast Asian companies would
thrive.

Rolf J. Langhammer suggests that Northeast Asia is reminiscent of
Germany’s efforts in the fifties—and up to 1995—in trying to achieve
political integration but using economic cooperation as a more feasible
strategy. He asserts that the serious challenge for Northeast Asia is the
time span involved in reunification of the Koreas, and then, after overcom-
ing this hurdle, the goal will be institution building, monetary stabiliza-
tion, and real adjustment. To its advantage, Northeast Asia benefits from
globalized goods, capital mobility, and technology, but Europe had general
politics and economic homogeneity on its side. In his essay, Langhammer
discusses, in turn, starting conditions for regional economic cooperation in
Northeast Asia, an Asian approach to Northeast Asian economic coopera-
tion based on the informal strategy, the external shock of Korean unifica-
tion and its resulting effect on Korea’s neighbors, and lessons from Euro-
pean integration for Northeast Asian cooperation.

The author characterizes the current internal and external conditions
of Northeast Asian regional cooperation as follows: (1) Considering the
economic weight of Japan, Korea, and China, much more can be done to
expand intra-area trade and capital flow; (2) external conditions will stim-
ulate market-driven regionalism, unlike Europe’s policy-driven regional-
ism; and (3) Northeast Asia is more ready for regional cooperation than
regional integration.

Langhammer notes that in Northeast Asia, intergovernmental agree-
ments are not as reliable as cross-border business activity in pursuing real-
ly workable plans of action for intercountry economic relations. In this
way the business sector proposals are handled at the subregional level.
Therefore, he notes that Northeast Asia has the chance to put the business
sector in the driver’s seat with respect to cross-border activities. Langham-
mer also cites the benefits of chambers of commerce, stating that a com-
mon Northeast Asian position in the International Chamber of Commerce
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would make the region more attractive to foreign investment, barring pref-
erential trade agreements. He also recommends that the business sector
initially finance transport infrastructure to promote sound economic activ-
ity. Additionally, Langhammer asserts that Northeast Asian trade fairs
could link upstream and downstream production networks and attract for-
eign fair companies. Furthermore, he explains that while the EU utilized
the “old integration literature,” proposing that business go from domestic
to regional to global orientation, for Northeast Asia a different sequence
will probably be pursued, depending on industry. Without governmental
guidance toward regional integration, global orientation, including region-
al, will follow domestic orientation.

The European tradition determined its top-down approach to econom-
ic cooperation and integration. Governments would come to mutual
agreements, ratify these agreements in their respective countries, set goals,
and set up procedures to screen the process and make it transparent to all.
For Northeast Asia, a policy-driven approach is possible in the two aspects
of external and internal cooperation, with some qualifications taken into
account. External cooperation would entail such elements as establishing a
common working party to coordinate Northeast Asian trade policy issues,
forming a single entity regarding environmental issues, negotiating and
defining common principles for maritime borders, and coordinating com-
mon positions before ASEAN + 3 meetings and other international fora.
Regarding internal cooperation among Northeast Asian countries, Lang-
hammer suggests identifying regional collective goods and also policies of
any country that can hurt its neighbors. Northeast Asia can then begin
managing its cross-border mobile resources, including environment and
energy, and launch carefully preselected joint infrastructure projects. He
also mentions that common training facilities for customs valuation and
technical standards predated the single market in Europe.

Whether the unification of the two Koreas is sudden or methodical,
there will be economic consequences, and Langhammer addresses these.
To prevent the mass exodus of people from north to south, private and
public capital must be brought to the north as well as Republic of Korea
currency. Therefore, binding commitments from neighboring countries
would benefit the Republic of Korea. With unification, the Republic of
Korea’s efforts will be focused on building up institutions in and provid-
ing market-oriented services to North Korea. This will have a short-term
negative affect on regional cooperation but will probably right itself in the
long term, Langhammer advises. He then addresses the more direct chal-
lenges of pollution control, cross-border organized crime, and disease con-
trol; cooperation will be essential when North Korea is integrated into the
Northeast Asia region.

Acknowledging that Northeast Asia is in quite a different situation
than that of Europe after the war, Langhammer offers “hints” rather than
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“lessons” for the Northeast Asian region. Given the dynamics of intra-
Northeast Asian private sector-driven transactions, he advises that the
mutual recognition principle dominate rather than governmental bureau-
cracy. He offers that in Northeast Asia, it is particularly important to have
multigovernmental layers to handle differing issues—the top level handles
principles and core issues of action, but implementation and operation is
left to lower-level government. With a minimum of “common interest”
topics, the three Northeast Asian countries can allow bilateral issues to
develop when only two countries have incentives. Likewise, handling the
issue of cooperation regarding third-country or international concerns first
is best, leaving the more difficult internal issues for later. He advises
guarding against unilateralism and time inconsistency to encourage pri-
vate sector cross-border investment. And though it may be difficult to find
common ground in their international bargaining powers, this may be
accomplished with external cooperation.

In conclusion, Langhammer argues that from the European perspec-
tive, only after credible political announcement for a minimal top-down
public framework for regional economic cooperation can the private sector
proceed in good faith. The strong commitment of the involved govern-
ments will inspire this bottom-up response.

Hisao Kanamori finds much to agree with in Part I. Regarding Lee’s pro-
posal for a Council for Northeast Asian Economic Cooperation, he affirms
the need for a regional economic cooperation body. This would be a prag-
matic alternative to an FTA and could provide a voice in international affairs,
as well as a meeting of the minds on environmental, telecommunication,
transportation, energy, and financial cooperation issues. Because of Japan,
Korea, and China’s economic importance, it follows, Kanamori says, that
they should have closer relations than simple market forces would dictate.

In covering Schott and Goodrich’s detailed analysis, Kanamori
acknowledges the difficulties of NAFTA-type economic integration. Again,
an FTA is unrealistic because of the large diversion effect and the resulting
opposition by the United States. Therefore, a loose economic cooperation
such as OECD or an APEC-style open regionalism is more appropriate. 

Considering the differences between the EU and Northeast Asia that
Langhammer presents, Kanamori proposes that Northeast Asia use the
European top-down approach for problems involving third-world coun-
tries, trade and environmental policies, and the Law of the Sea. The bot-
tom-up—or business contribution—for harmonizing standards, improving
communications infrastructure, and for disseminating market information
is otherwise a more workable approach. He suggests keeping a govern-
ment-based council for the problems of managing cross-mobile resources,
common infrastructure projects, and common training facilities.

Regarding Japan’s recent increase in direct investment in China,
Kanamori maintains that a change in industrial structure in China may
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develop and effect economic cooperation in Northeast Asia. Finally, he
asserts that the unification of the two Koreas will be gradual, with small
amounts of direct capital investment in North Korea from South Korea,
Japan, and China. He predicts that there will be one country with two sys-
tems, and that as the situation is unlike that of Germany, it will not really
affect Northeast Asian cooperation. 

Chung H. Lee agrees with the underlying theme of all three papers in
Part I—that an FTA bringing formal regional integration for Japan, Korea,
and China is not currently in the best interests of the region. Lee lists three
prerequisites, according to Lee and Woodale (1998), that determine the
possible likelihood of regional economic integration being established. He
points out that although China, Japan, and Korea are close geographically,
there have been territorial disputes and political enmity between China
and Japan and between Japan and Korea. Complicating this are the vary-
ing stages of economic development in these three countries. Lee uses
Ichimura (1991) to demonstrate the inconceivability of Japan doing any-
thing to alter its mutually beneficial relationship with the United States.
Added to this is the U.S. relationship in the three trade triangles that have
formed in Northeast Asia. In some respects, U.S. involvement gives Korea
more maneuverability among the other powers. Lee adds that according to
Scalapino (1999), easing the tension between the United States and China
would allow for more regional peace and stability. 

Taking into account the significance of Northeast Asia’s population
and GNP in the world as well as this region’s dependence on trade with
the United States and Europe, it seems most feasible to establish “open
regionalism” with “natural economic territories.” These economic territo-
ries would cut across political boundaries and share resources, manpower,
capital, technology, and managerial skills. This bottom-up approach
would facilitate lowering political barriers and cross-border trade and
investment without presenting a threat to the rest of the world. Gradually,
integration could occur. Lee offers some suggestions regarding possible
government action and the provision of global public goods. He presents
these ideas as far-reaching goals that would take place over time and
would provide eventually for more successful economic integration. 

Yunling Zhang presents the thought that regionalization—”growing
intraregional economic interactions driven both by market—based eco-
nomic integration and the cooperation among regional member govern-
ments”-is an important world trend. His perspective, however, incorpo-
rates all of East Asia, which demonstrates integration driven by market
forces and a very high ratio of intraregional trade. He offers the following
three levels of economic cooperation development that are necessary for
increasing interregional economic activities: (1) East Asia regional coopera-
tion (ASEAN plus China, Japan, and the Republic of Korea); (2) subregion
institutional establishment (ASEAN with a free trade agreement for incen-
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tives regarding internal investment and market potential); and (3) func-
tional cooperation programs such as environmental protection and cross-
border crimes (programs that are participated in by some but not all coun-
tries in the region). The question Zhang then asks is: Should Northeast
Asia be part of an East Asian “grand framework,” its cornerstone, or
should it have its very own economic cooperation?

Zhang details how Chang Jae Lee has shown that Northeast Asia is
high in GDP. Jeffrey J. Schott has stated likewise but demonstrates the gap
between Japan and Korea and that of China. Also, interregional trade is
low compared with the intraregional trade share in East Asia. Neverthe-
less, Zhang cautions about looking at the statistics as a whole for the
region because the country-by-country statistics are more telling.

Part II. Toward Formal Economic Integration in Northeast Asia: 
Beginning with a Bilateral FTA

Northeast Asian countries do not belong to any regional trade arrange-
ment under GATT Article XXIV. A huge disparity in the levels of economic
development and the difference in political systems have constituted seri-
ous obstacles to any formal economic integration in the region. However,
in the wake of the Asian financial crisis, the governments of South Korea
and Japan began to negotiate FTAs with Chile and Singapore, respectively,
and there are ongoing debates about a Korea-Japan FTA, which could
change the nature of economic cooperation in Northeast Asia as well as in
East Asia.

Will such bilateral FTAs be a step toward or an obstacle to regional
economic cooperation in Northeast Asia? Part II reports on the current
state of bilateral FTAs in Northeast Asia and evaluates how a Korea-Japan
FTA may relate to the efforts to promote regional economic cooperation in
particular.

Fukunari Kimura points out that although the Northeast Asian
economies of China, Korea, and Japan, as well as Taiwan and Hong Kong,
are among the thirty largest economies in the world, none of these partic-
ipate in a preferential trade agreement. He asserts that in the face of accel-
erating liberalization, now is the time to consider adopting a new commer-
cial policy framework. Policy makers in many countries feel WTO
negotiations are too slow and these countries will consider engaging in
regionalism and construct a network of FTAs. The major motivation is to
stimulate domestic economic reform and keep up the momentum of
worldwide trade liberalization—not to form a closed regional community.

Unfortunately, while Japan and Korea were dealing with their curren-
cy and financial crisis, the rest of the world jumped on the bandwagon of
globalization with its increase in FDI and cross-border M&As. Although
this activity may seem greedy and volatile, it does promote the inter-
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change of managerial skills and information technology. Japan and Korea
are now engaged in efforts to increase their share of FDI and M&A.

Kimura notes that the concept of regionalism has changed since the
last half of the 1990s; rather than discrimination and tariff reduction, the
connection between FDI and domestic economic reform is emphasized.
This has been successful to the extent that being a nonmember of an FTA
can be expensive in terms of loss of negotiating power in multilateral
negotiations enjoying network externalities and in delays utilizing the
wave of globalization.

Kimura explains how, up to three years ago, Japan had been multilat-
eral in its approach to international commercial policies. Japan is now con-
sidering regionalism for a “multilayered” approach, and many Japanese
like the idea of internationalization of corporate activities and participa-
tion in the information technology age. By adopting these trends, they are
hoping domestic economic reform will be stimulated. In terms of regional-
ism, FTAs can be implemented more quickly, while the scope of regional-
ism is very flexible. For these two reasons, Japan free trade supporters do
not want to be halted by the WTO negotiations. Here Kimura discusses
many of the ongoing bilateral FTA talks and describes the Korea-Japan
FTA talks in more detail.

In a joint research report, it is acknowledged that both countries advo-
cate a Korea-Japan FTA to stress investment efforts and productivity. Japan
would like to expand the network of economic integration to the Asia-
Pacific region. Korea, on the other hand, has concerns about tariff elimina-
tion and its effect on the trade deficit. Garnering information from two
joint symposia, the author seems to feel confident that all concerns can be
addressed. 

He offers opinions as to the means toward achieving a successful
Japan-Korea FTA: (1) Conclude other currently negotiating FTAs; (2) aid
the news media and the general public in the realization that to protect the
agricultural sector is costly and unfair; (3) design the tariff reduction
scheme so as to allow industrial adjustment, seeking a gradual removal of
protection, perhaps over ten years; and (4) utilize rigorous communication
to achieve confidence on the part of both countries. 

Given the prospects for the continental size of trade blocs in Europe
and the Americas, the author concludes that the actions of Korea and
Japan in the coming years will be crucial for the future of economic inte-
gration in East Asia. He asserts that now is the time for Japan and Korea to
work hard to conclude a Japan-Korea FTA , the core of East Asian econom-
ic integration. Although Kimura says China and other countries will be
welcome to join Japan and Korea, he feels that they should not wait for
China to be ready.

Wen Hai and Xi Zhang examine the recent motivations, goals, and dif-
ficulties of Northeast Asia’s economic integration. Bilateral free trade
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agreements are being negotiated between Japan and Korea, as well as
between  Korea  and Chile and  between Japan and Singapore. The
authors ask whether these will be beneficial and if there are better alterna-
tives.

Discussion follows on the prevalence of regional cooperation world-
wide (the EU and NAFTA, and also Mercosur in South America, the free
trade agreement between Australia and New Zealand, and AFTA under
ASEAN in Southeast Asia), and the absence of any such framework for
Northeast Asian countries is noted. APEC, to which China, Japan, and
Korea belong, is noninstitutional, nonbonding, and has too large a dispari-
ty among market countries politically and economically.

For Northeast Asia, the negative effect of these other FTAs is mainly
trade diversion from their own countries. The loss of exports for Japan to
Mexico and for Korea to the United States is very real, these exports hav-
ing been replaced by intraregional trade in NAFTA. Since the Asian finan-
cial crisis of 1997, a form of regional economic cooperation appears very
appealing to Japan and Korea.

The authors cite the strides that have been made in cooperation
between these two countries and detail the main conclusions on the feasi-
bility of a Japan-Korea FTA. The possibilities for both countries are mea-
surable, but there are still some questions. Is the market each country can
offer the other large enough to expand the intraregional market? Since
Japan and South Korea are very competitive in industrial trade, though
their intra-industrial trade might increase, might not their interindustrial
trade falter if it is based on comparative advantages? Will Japan necessari-
ly increase FDI to South Korea after an FTA? If this bilateral FTA is too pro-
tective of its country’s labor-intensive manufacturing industries, it may
push China to seek export markets elsewhere; can it remain open enough
so that China, as well other countries, will want to integrate? Overall, the
authors admit that the benefits may not be significant but, if worked out
appropriately, could enhance the chances for a future regional economic
integration.

Hai and Zhang argue that with China part of the FTA, Japan and
Korea would have a much larger potential market, and that their intrare-
gional trade could possibly increase to be more in keeping with the EU
and NAFTA. Although Japan and Korea are somewhat competitive eco-
nomically, China is seen as being complementary. With its comparative
advantage in labor-intensive and land-intensive products, and given
Japan’s technology and capital and Korea’s capital and labor, the picture
for Northeast Asia can begin to look balanced within a trilateral FTA. The
authors here offer formulas and tables to detail the regional revealed com-
parative advantage (RRCA) in various categories country-by-country to
demonstrate overlap between Japan and Korea and how a bilateral FTA
would make adjustment to regional economic integration difficult.
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Acknowledging the greater potential for a trilateral FTA, the authors
address the problems of implementation. They cover the lack of whole-
economy restructuring under a bilateral FTA as opposed to a trilateral
FTA, the sensitive agriculture issue for Japan and South Korea, and
China’s challenge regarding elimination of tariffs, particularly in the auto
industry. Of course, there are also the historical political issues.

More positively, Hai and Zhang present three important developments
paving the way toward a trilateral Japan-Korea-China FTA within the next
fifteen years. First, there are economic reforms taking place already in all
three countries; specifically, China is moving from a planned economy to a
market economy, punctuated by having been accepted as a member of the
WTO. China has accepted the conditions of the EU and the United States
to maintain its nonmarket status for fifteen years. However, additional
international pressure coming from a trilateral FTA may shorten China’s
economic transition period. Second, as APEC members, these three are
being encouraged toward early sector liberalization; therefore, free trade
between the three countries could be accomplished by 2015. Third, the
WTO may bring trade in agricultural products and textiles under GATT,
making the burden of adjustment for each country a little easier.

The authors conclude that, taken in the context of the next fifteen
years, a trilateral FTA would benefit regional economic integration.
Because Japan and Korea are so similar in economic structure, the poten-
tial market size would not be greatly increased and agriculture and the
labor-intensive sectors would be unnecessarily protected; for these rea-
sons, a discriminatory trade bloc of these two countries seems unwise. In
the short run, trade would increase in a trilateral FTA with China and,
more importantly, the adjustments necessary put all countries in a better
position to enjoy globalized free trade. 

Michael G. Plummer promotes the need to take the regional economic
blocs debate further. For Asia, he asserts that domestic economic policy
formation has been changing in tandem with strengthening its regional
economic integration (REI) accords. It is time to define the areas where
developing countries would benefit from REI accords. In this essay, he pro-
poses to demonstrate whether bilateral (or plurilateral) agreements com-
plement or detract from outward-oriented reform programs, especially in
Northeast Asia and Southeast Asia. He also examines the link between
monetary union and trade integration in Asia.

Plummer presents his vision for giving developing countries some
special considerations and emphasis and how REI can affect their particu-
lar circumstances. Developing countries, he notes, are poorer, have less
well developed financial systems, encounter greater restraints in tapping
global liquidity, have less flexibility in choice of exchange rate regimes,
rely heavily on technological transfer, have a tendency toward more
unemployment and underemployment, and seem to have small markets
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and political variables. All of this results in placing them at a disadvantage
in the international system.

Plummer demonstrates how formal REI can be useful to developing
countries if these particular characteristics are taken into account. In terms of
macroeconomic stability, countries can ensure stable partnership, share
information, cooperate in advocating stable fiscal and monetary policies,
and engage in “peer pressure” against unstable policies. For technology
transfer and direct foreign investment, these REIs can promote FDI with
reductions in transfer costs and create a strong framework for protection of
intellectual property by implementing associated laws. Obtaining
economies of scale is often cited as a useful element of REI by the private
sector and by policy makers as an important goal. On the harmonization
issues of product testing, professional certification, and standards enforce-
ment—and also investment codes, customs harmonization, and overcoming
legal impediments—any agreement at all would put Asia farther ahead in
global standards. The obvious benefits in stabilizing the political-economic
issues with REI also promote policy reform. Finally, but importantly, REI
must be an outward-looking incentive. The author argues that such out-
ward-looking countries will be forced by the market to minimize any nega-
tive effect of trade diversion, thus REI will make them more competitive.

The Northeast Asia region is a seemingly likely candidate for econom-
ic integration. The economic complementarity is tremendous, and there
has already been market-driven, private sector integration without the aid
of formal accords. Plummer presents the reasons for the delay of a Japan-
South Korea free trade area and also for a trilateral agreement with China.
He feels these countries will be active within the scope of the WTO. But he
also asserts that any REI accord in Northeast Asia, if realized, would defi-
nitely be outward looking, as markets for all three countries currently exist
in North America and Europe, and that there is not much to gain for China
and South Korea in terms of trade diversion.

The comparisons with the EU regarding an Asian cooperative mone-
tary union and its possibility illustrate that politics are very important. In
this perspective, Europe was ahead in being an optimum currency area.
ASEAN + 3 seems to meet the economic test, especially in the medium to
long run. However, while there is interest in monetary cooperation—as
with the Chiang Mai Initiative—to be a resource in times of crisis or even
to alleviate damaging exchange rate devaluations, Plummer feels that an
actual Asia monetary union is quite unlikely.

In conclusion, Plummer asserts that the REI accords and economic pol-
icy reform go hand in hand and that, further, these emerging accords will
encourage outward-oriented policy reform. These accords will push the
WTO to move forward. In the context of his essay, Plummer sees modern
Asia as utilizing REI accords as “building blocs” to move in a pro-liberal-
ized mode toward “open regionalism.”
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Choong Yong Ahn begins his commentary by expressing his own
views on economic integration in Northeast Asia. He believes that the
Asian financial crisis demonstrated the need for economic cooperation in
East Asia, something the region still lacks. It is one of the last areas in the
world to set up some form of regional preferential arrangement. ASEAN
has made substantial progress, but the onus is on Japan, Korea, and China
to agree on a regional integration process for Northeast Asia. The ASEAN
+ 3 countries have provided East Asian economies new momentum with
their recently established summit meetings, held at regular intervals. Ahn
feels that the timing is critical: Japan needs a way out of its decade-long
slump, South Korea’s sluggish economy needs a boost, and China is on the
verge of becoming a global economic superpower.

Ahn notes the lingering risk of another currency crisis in East Asia and
the growing consensus on establishing regional financial cooperation, the
existence of which, many experts believe, might have reduced the impact
of the 1997 crisis. Along these lines, the Chiang Mai Initiative is an impor-
tant step, and Ahn hopes it will be extended to regional FTA plans
between the three countries of China, Japan, and Korea.

Other points discussed include creating an Asian currency unit, a
regional “cyber economy,” the dynamism of East Asian economies, and
Bergsten’s vision of a tripartite economic world consisting of the EU,
NAFTA, and East Asia.

Ahn finally poses questions for the authors of the papers. First, he asks
Plummer whether it might be better to pursue regional financial coopera-
tion between the three countries instead of an FTA. Second, how will the
countries deal with the economic power struggle between China and
Japan and unresolved historical issues? Third, he asks for Plummer’s
assessment of potential leadership in the countries in Northeast Asia for
regional economic integration.

Kimura is queried about Japan’s leadership for regional cooperation
and the likelihood that a Japan-Korea FTA will benefit Japan dispropor-
tionately. Is Japan really ready to remove its “invisible” trade barriers?
What is his opinion on forming an “economic partnership” with Korea
instead of a full-fledged FTA? Ahn address the expansion of yen-based
regional trade, asserting that this concept, encouraged by Japan, could be
furthered if Japan would import more from its Asian neighbors and pay
for the imports with yen. Then he presents Morishima’s proposal for a
Japan-led “East Asian community” and asks Kimura how it is perceived in
Japan.

Ahn’s first question for Hai and Zhang concerns their negative assess-
ment of a Japan-Korea FTA on the basis of the protection of labor-intensive
products; he notes that labor-intensive sectors have already shifted to
China without an FTA. Second, he asks how one can reconcile “harmo-
nization issues” between China’s socialist market economy and the free
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market systems of the other countries, and he argues that the timetable of
fifteen years that Hai and Zhang suggest for a trilateral FTA is too long. In
closing, Ahn again mentions the option of beginning with financial coop-
eration.

Eiji Ogawa makes four points in his response to Kimura’s essay. First,
although he agrees with Kimura that regional arrangements can offer institu-
tional convergence, harmonization, and mutual recognition, it is difficult to
see the multilateral WTO being able to follow suit. Second, although he
agrees that bilateral and regional FTAs can stimulate domestic economic
reform, governments need to support this or it will not work. Third, he
agrees that Japan needs a solution to its protected agriculture sector to pursue
an active FTA policy. Fourth, he reiterates the need to solve the Korean busi-
ness community’s concern over sudden exposure to Japanese competition.

Ogawa notes that Hai and Zhang are not optimistic about a bilateral
FTA between Japan and Korea. Conversely, he foresees more efficient
industry in each country and FDI and capital flows between the two coun-
tries, giving each a more distinct comparative advantage in solving overin-
vestment and overcapacity. Although he agrees that a trilateral FTA with
China is more ideal, he suggests that for Japan to take the first step with
Korea, later extending this Northeast Asian free trade area to China, is a
more realistic process. Again, he brings up the agriculture issue but adds
that keeping politics out of the economic discussion will keep the FTA
issue less complicated.

Regarding Plummer, Ogawa maintains that more discussion is neces-
sary to ascertain if an outward-oriented development strategy is best for
the developing countries of Asia with emerging markets. Regarding the
monetary issue, he asks Plummer for some transitional steps to help make
the big hurdle from an FTA to monetary union. Also, Ogawa asserts that
economic elements are sufficient in forming sustainable monetary union
and that the political element is only necessary as a starting point.

Part III. Investment Cooperation in Northeast Asia

With the prospect of Northeast Asian economic integration lurking in the
future, organized efforts to enhance intraregional investment among
Northeast Asian countries and a cooperative approach toward FDI induce-
ment into Northeast Asia will be in order. There is a need to develop
regional production networks in Northeast Asia. Additionally, some parts
of Northeast Asia are in great need of infrastructure investment. Since the
lack of infrastructure in one country can lower the competitiveness of the
whole region by causing a regionwide bottleneck, the issue of developing
infrastructure has to be discussed at the regional level. North Korea’s
recent change in attitude—the “new thinking” policy—especially presents
an additional challenge to its Northeast Asian neighbors as well as the
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international community as a whole. In fact, given the present economic
condition of North Korea, its economic development will not be possible
without an active support for the development of its infrastructure by the
international community. 

Shujiro Urata addresses international production networks in the three
major Northeast Asian countries by analyzing their intraregional trade and
FDI structure as well as the behavior of Japanese multinational companies.
He aptly demonstrates the interdependence of Japan, China, and Korea in
both electrical machinery and apparatus and textiles and clothing. China
imports textiles and electric and electronic parts and components from
Japan and Korea, then manufactures clothing and electronic apparatus to
be exported back to Japan and Korea, as well as worldwide. Both Korea
and Japan are exporting and importing more from China now, and at the
same time, the trading partner relationship between Japan and Korea is
becoming less important. In terms of manufactured products, an interna-
tional production network seems to be emerging and this, the author says,
seems to be resulting from active internationalization of Japanese and
Korean firms. 

Urata also finds that the increased FDI in China from Japan and Korea
in the mid-1990s shows major support of the electrical machinery and
clothing trade as well as other sectors actively traded between China and
these two countries, demonstrating an important link between FDI and
trade. This again is facilitated through the creation of a production net-
work. With the use of international input-output tables, it is revealed that
the interdependence is increasing between China and Korea. Despite
declining dependence on Japan for China and Korea, input-output analy-
sis shows that Japan is important to China and Korea as an input supplier,
particularly in the machinery sectors.

The author then moves on to examine the Japanese multinational com-
panies in an effort to verify his observation regarding the evolution of pro-
duction networking in Northeast Asia. Because of low-cost labor, particu-
larly in China, production processes or independent integrated production
units can be established there. This international inter-process division of
labor production system may have parts manufacturing for a product, or
the assembly of the whole product, taking place in any or several countries
to maximize profits by undertaking FDI. The Japanese firms demonstrate a
high proportion of intrafirm trade with other parts of Asia, which allows
for close coordination and cooperation between parts production and
product assembly. Yet a consideration is that Japan should open up its
transactions to allow access to the best parts and components, technolo-
gies, and managerial know-how to become even more competitive.

As another form of international production arrangement, Urata refers
to the international subcontracting system: It is less risky, involving less
investment, but is probably suitable for industries such as apparel produc-
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tion, where technology and managerial know-how is less sophisticated. The
author investigates the obstacles to foreign firms when directing FDI to China
versus other Asian countries. He covers both the problems associated with
China’s FDI policies and those related to its economic and political situation.

Urata notes that the regional production network consists of China
mainly assembling finished products by importing parts and components
from Japan and Korea, while Japan and Korea are busy developing new
products and technologies. China may catch up, but the comparative
advantages are likely to remain for ten or twenty years in machinery and
textiles. China is now a major producer worldwide and will inevitably
become competitive with Japan and Korea in high-tech areas. Yet with its
large population, there will still be a large number of workers devoted to
labor-intensive manufacturing and assembly activities.

The author attests to the idea that with capital mobility, worldwide
foreign involvement in regional production networks would aid in
expanding the sectors and processes having comparative advantage and
reducing the others without comparative advantage, promoting economic
growth. To this end, he advises pursuing a more business-friendly envi-
ronment, liberalizing agriculture and other primary sectors and rendering
them more competitive. 

An FTA among these three countries would promote deregulation,
trade, and FDI liberalization. China would benefit by receiving assistance
in their hard and soft infrastructure. Human resources would be improved
in all three countries. China needs to be technologically upgraded, but
Korea and Japan need more international managerial know-how due to
insufficient inward FDI in these two countries. Education, training, and
joint research would also become more active for all three countries. This
can all take place with increased mutual understanding, despite their his-
tories, so it is important to have objectivity and active exchange, especially
among the young people of these countries.

Yoon-Shik Park begins by attesting to the fact that given the regional
economic cooperation demonstrated in the rest of the world, the four
countries of Northeast Asia have yet to exploit their full potential. By
doing so, a significant impact would be made in the world’s economy as
well as in their own economic development. He refers to North Korea and
its need for investment capital, especially in the area of infrastructure. A
railway link between South Korea and North Korea, for example, would
benefit Japan and China. Similarly, a link to the Trans-Siberia Railway
would enhance export to Europe. North Korea would be aided by being
able to charge user fees to Japanese and South Korean shippers. The
author offers five possibilities for external capital for this type of infra-
structure development. 

Regarding infrastructure, Park cites statistics demonstrating that infra-
structure capacity goes hand in hand with economic output and that the
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private sector is mostly the provider of infrastructure service in industrial
countries, while in developing countries, infrastructure is left in the hands
of the government. Running the infrastructure like a service industry
rather than a bureaucracy, however, may result in less loss of economic
opportunity. Even the finance infrastructure is changing, with private
financing easing the burden on government financing, resulting in better
accountability and management. Multinational firms bring management
and technical skills as well as their credit standing and ability to finance.
For these firms, a whole new terminology has opened up to describe
lenders investing in developing nations.

Park explains the numerous international financial institutions (IFIs)
that exist under the World Bank Group and the IMF. The real problem for
North Korea, which definitely falls into the category of one of the poorest
developing countries, seems to be U.S. and Japanese reluctance to admit
North Korea into any IFI. The author details the reasons for this and then
suggests that North Korea pursue international trust funds administered
by an IFI. Alternately, a new IFI such as a Northeast Asian Development
Bank has been proposed—but again, the United States and Japan would
have to join and be major donors. The ADB and the World Bank would
need to offer their support as well. 

The author discusses the potential for FDI in North Korea because of
its low-cost—but highly adaptable—labor forces. The attraction would be
for labor-intensive assembly and manufacturing of components. These
would be export oriented. Also there are new financing methods, which
Park exemplifies in detail, to depend not on the host countries’ credit
standing but on the potential cash flow of the project itself. He describes
off-balance-sheet project financing, with its various lease forms, and limit-
ed-recourse financing such as BOT (build, operate, and transfer), BOO
(build, own, and operate) and BTO (build, transfer, and operate), giving
examples of their success in other countries. He examines the advantages
for private investors of this type of financing, which could be applied to
railroads, mining, and power plants of Northeast Asia.

Park reminds us of North Korea’s foreign debts and suggests ways to
resolve both foreign government and private bank creditor debt. Someday,
with financial guarantee programs from, say, the World Bank and ADB,
North Korea could issue international bonds to tap international capital
markets. Here the author describes the various borrowing schemes: short
term, short term equivalent to long term backed by guarantee facilities,
medium-term notes, and convertible, exchangeable, equity warrant, and
Eurobonds, as well as global bonds and Brady bonds. 

After resolving its outstanding foreign bank debt, North Korea can uti-
lize syndicated bank loans to tap the international banking market. This
meets the need for large-scale funds going beyond what one institution’s
capacity would be. Here the author highlights the importance of the com-
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mitment of each participating bank, of coordinating the drawdowns to
borrower and lender satisfaction, and pricing the loan averaging between
two or more “reference banks.” Using a trans-Korea railway as an example
of a syndicated loan, foreign shippers would be required to pay their rail-
road tariffs with foreign exchange directly to an escrow account main-
tained at a bank in Hong Kong or Tokyo. This insures debt service and
payments to the creditors, allowing domestic revenue in local currency to
remain in North Korea.

To provide for a better opportunity of regionwide trade and invest-
ment with lower production and transportation costs, more cooperation is
still needed among the Northeast Asian countries. If North Korea could
upgrade its infrastructure, this cooperation would beget even further eco-
nomic advancement. In addition to lending instruments such as IFIs and
international trust funds, innovative project financing techniques for
promising FDIs, fixed-income securities to be issued in international capi-
tal markets and interbank loans, there is also the private sector participat-
ing in infrastructure projects requiring active public-private partnership
financing. But first, Park feels that North Korea would benefit from tech-
nological assistance from the IMF and World Bank on how to approach
international funding to finance their critical need for infrastructure.

“Need for Developing Financing and Policy Initiatives in North
Korea,” by Deok-Ryong Yoon, analyzes North Korea’s financing needs and
ways to meet them, with particular emphasis on the rehabilitation of infra-
structure. The author begins with an explanation of the economic down-
turn in North Korea, which has brought severe food shortages and famine,
among other problems. There is a serious shortage of electricity, produc-
tion facilities are outdated, and hard currency is in short supply. North
Korea needs to rebuild its infrastructure, particularly the transport and
communications systems, reform its economic system for a market econo-
my, and build up an international network to replace that lost with the
breakup of the Soviet Union.

Next, Yoon uses economic growth theory to explain North Korea’s
economic downturn. The downturn began with the decline of capital
stock, which was caused by capital destruction through increases in
import prices, decline of capital utilization through a change in payment
system, demand decline through market contraction and capital pullout
by the Soviet Union. He argues that due to the low level of domestic and
foreign savings, the North Korean economy fell into a “poverty trap” in
the 1990s. The downturn reversed in 1999-2000, but the author notes that
such positive economic growth is probably only temporary.

Discussion turns to North Korea’s two-track strategy for economic
growth: investment in traditional low-tech light industries and promoting
high-tech industries such as telecommunications. The development of sci-
ence and technology can be a “leapfrog” strategy to save time and capital
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without going through the traditional process of beginning with light
industries. However, Yoon outlines the many problems and conditions for
success that North Korea faces, including its lack of communications infra-
structure, lack of IT equipment such as computers, the strict government
control of information, and the international prohibition on exports of cer-
tain strategic goods to North Korea.

In analyzing North Korea’s infrastructure needs, the author empha-
sizes the energy problem. The Soviet-style economic development was
based on heavy industry and was aided by subsidized oil during the Cold
War. Without the Soviet Union, North Korea has adopted an energy policy
with two main characteristics: self-dependence, or making the greatest
possible use of domestic resources, and dependence on coal as the primary
energy source. As a result, if coal production falls, all industrial production
is adversely affected. Between 1989 and 1998, coal production fell 50 per-
cent and crude oil imports fell 70 percent, resulting in a loss in electricity
production of nearly 40 percent over the same period. Yoon follows with a
discussion of the causes of energy problems and measures to solve them,
which primarily involves a fundamental rebuilding of the energy infra-
structure. Transportation infrastructure problems are also reviewed, with
an outline of the current status of railways, roads, and seaways.

Yoon next tackles the need for financing the reconstruction of North
Korea’s infrastructure. The capital required will be enormous, but esti-
mates vary, according to the extent of reconstruction, from a few billion to
hundreds of billions of dollars. Judging from North Korea’s lack of capital,
financing will have to come from foreign sources.

In his final section, the author considers possible ways of financing the
reconstruction at the national, regional, and international levels. The
national level involves South Korea, which has the most to gain from
North Korea’s economic recovery. But the level of financing is both beyond
South Korea’s capacity and popular support, unless it can be part of a joint
investment including other countries—notably, Japan. The regional level
might be stimulated by the creation of a Northeast Asia Development
Bank, but there are time constraints and arguments over appropriateness.
The international level includes joining international financial institutes
(not expected soon) and assistance from the European Union (not consid-
ered a major long-term player). All of this suggests a rather bleak outlook
for financing in the near future. Yoon offers steps to be taken to target the
limited resources: Divide the goal, shorten the time span, target the region,
and target the sector. He concludes that the targeting strategy will encour-
age North Korea to accelerate its new open-door policy.

Shinji Asanuma states that all three authors—Urata, Park, and Yoon—
speak of the increasing intraregional dependency in East Asia and the
prospects for economic cooperation in Northeast Asia. He poses two ques-
tions: (1) What will it take to get these economies to benefit from intrare-
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gional trade, FDI, and economic growth, and (2) How can these govern-
ments come to the aid of North Korea’s need for FDI and improved infra-
structure?

Asanuma adds detail to Urata’s positive economic history of East Asia
from the mid-1980s, the period during which intraregional trade and
investment dependence increased markedly and integrated production
systems were developed. He points out, however, Urata’s silence on the
prospects for this trend in the coming quarter of a century.

Regarding Park’s essay, Asanuma goes into depth about North Korea’s
current situation and the possible tactics to alleviate the problems resulting
from lack of infrastructure. Primary stimulus, he reiterates, would be
external capital for the infrastructure and FDI to boost export production.
He mentions Park’s point that for Northeast Asia to reach its full potential,
the countries must enable North Korea to get up to speed. 

Addressing Yoon’s essay, Asanuma basically agrees on the reasons
behind the deterioration of the North Korean economy, but he sees the
capital decumulation process as a result of this, not the cause. He proceeds
with financing ideas to get North Korea back on its economic feet.

Asunama discusses the economic gravitational field and how it will
shift from Japan to China in the next twenty to thirty years. Even so, the
task ahead for the Chinese is immense, considering the vast number of dif-
ficulties the author describes. Even with membership in WTO, they may
not be able to conform to international policy. Though Japan will probably
keep its technological lead, its power will weaken in trade, FDIs, and
finance. Asanuma discusses the results of this (picking up where Urata
leaves off). As the shift moves forward, the production network of East
Asia will be strengthened, but eventually China may have a production
capacity, export market, and investment field that is too big for regional
economics. Japanese and Korean dependence on Chinese markets for
export and FDI may continue to increase, but China’s dependence on these
two countries will decline in relative terms. For this reason, the author
suggests that China’s position on Northeast Asian economic cooperation
may change.

In defense of Park’s plan that North Korea establish policy to attract
international financing and FDI, Asanuma looks at the political situation
and the possible unity of North and South Korea or some sort of political
accommodation to make regional trade, FDI, and financing more of a reali-
ty. He agrees with Park’s idea of special economic zones being established
to smooth North Korea’s transition for gradually opening the whole econ-
omy. 

Although the author feels Urata and Park do not directly address the
larger necessary questions, he asserts that they are both negative about the
feasibility and usefulness of regional institutions for economic integration.
The vision for Northeast Asia is not in Asanuma’s comprehension either—
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not for a common currency or a regional FTA. However, a regional cooper-
ative for regional infrastructure development could be established. He
suggests some Northeast Asian infrastructure communities to be estab-
lished as intergovernmental organizations in transportation, telecommuni-
cation, and energy with financing capabilities. Approaching the regional
integration issue through improved regional infrastructure (here he and
Park are in agreement) would benefit all of Northeast Asia—specifically
North Korea.

Kwang-Doo Kim registers disappointment that none of the authors
raised the issue of investment duplication, such as the shipbuilding indus-
try in China and South Korea. This kind of duplication must be better
coordinated if any investment cooperation program is to be effective.

Kim finds fault with Urata on: (1) oversimplifying the relationship
between FDI and technology transfer; (2) omitting case studies and ignor-
ing real obstacles to investment cooperation; (3) neglecting the bureaucra-
cy problem; (4) failing to define the legal system concept; and (5) exclud-
ing North Korea from his discussion.

His comments on Park concern the unlikely prospect of project financ-
ing in North Korea given the lack of government credibility and any
dependable track records. South Korea cannot be expected to guarantee
financing for infrastructure development in the North.

Kim also criticizes Yoon’s “action plans,” which depend on the value
of a market economy in North Korea. No such value exists under the cur-
rent regime or is expected soon. He says frequent meetings between the
two sides will be needed to persuade North Korea to accept change, sug-
gesting that the East-West Center and the Asian Development Bank can
help to promote such meetings.

After reiterating Park’s argument, Duck Woo Nam makes some com-
ments on Park’s essay, first making it clear that North Korea does not nec-
essarily constitute an impediment to the creation of an NEADB (Northeast
Asia Development Bank) because from the beginning, the idea was to cre-
ate a development bank for the Northeast Asian region as a whole, not for
North Korea.

Nam has concerns about Park’s suggestions for private direct invest-
ment (BOT, BOO, BTO), noting that North Korea’s socialist economic set-
ting is not conducive to profit-making ventures. He feels that not-for-profit
public projects, such as dam building and flood control, are better left to
full-fledged development banks. He agrees with Park that the proposed
bank would need the United States and Japan as shareholders, suggesting
that Japan could take the lead and then the United States would follow.

Nam comments on Park’s remarks regarding the paid-in capital and
callable capital required for a country’s participation in a development
bank. He questions Park’s skepticism of the success of an NEADB, with
only low investment necessary up front versus the capital mobility avail-
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able in time of need. He notes that 40 percent of the total international
reserves are in Northeast Asia, especially in Japan, and that an institutional
apparatus such as NEADB is needed to channel aid from this source to the
developing Northeast Asian countries. He also mentions that the alternate
plan for a special fund within the ADB would not produce the multiplier
effect that would be possible under the proposed NEADB.

Michael G. Plummer notes that Urata’s focus on the importance of FDI
flows in economic development and integration is timely and appropriate
for Northeast Asia. China’s share of FDI inflows—cited by Urata as 20 per-
cent of the FDI to all developing countries and 6 percent of global FDI—
particularly impressed Plummer. He also commends Urata for his treat-
ment of production networks in the region and his recommendations on
increasing intraregional FDI flows. But he expresses the need for further
development of the theory of regionalism as it applies to FDI, using the
model provided by Dunning and Robson (1987). Plummer speculates that
affiliates of U.S. and European firms in Northeast Asia might actually
share in the enthusiasm for a Northeast Asian free trade area.

Plummer finds Park’s review of the financing and implementation of
North Korea’s infrastructure projects impressive, insightful, and an impor-
tant resource for other developing countries. He reiterates Park’s propos-
als, including the creation of an NEADB, and the political problems
involved in receiving U.S. and Japanese support, but he finds a weakness
in Park’s essay in the failure to address the autarkic North Korean regime
and its need for reform. He cites the example of Vietnam and the strong
political support it took to achieve economic reform there and questions
whether North Korea is prepared to do the same.

Yoon, Plummer continues, is not optimistic about potential reform in
the North, primarily because of its incompatibility with the current
regime. The “poverty trap” of insufficient capital accumulation allows
only short-term bursts of growth amid the long-term decline. The country
must find a way to develop its infrastructure if it is ever to escape this
poverty trap, Yoon concludes.

Part IV. Financial Cooperation in Northeast Asia

Since the Asian financial crisis of 1997-98, Northeast Asian countries,
together with their Southeast Asian neighbors, have searched for possible
regional financial cooperation in order to avoid another financial turmoil.
In May 2000, at the ASEAN + 3 Finance Ministers Meeting, they agreed on
the Chiang Mai Initiative to strengthen self-help and support mechanisms
in East Asia. Furthermore, discussions have been underway at different
levels regarding the directions of regional financial cooperation beyond
the CMI, and the successful launching of the euro in Europe has prompted
debates on the possibility of an Asian currency union in East Asia.



xl Yoon Hyung Kim and Chang Jae Lee

Pradumna B. Rana states that there is a need to focus on cooperation
in finance in East Asia. For those interested in trade, there are obvious
multiplier effects of a common currency or a monetary union. He reviews
the current efforts to promote new regional financial architecture in East
Asia and cites activities of those groups involved in strengthening this
process. Policy makers are aware that a single currency is at best a long-
term objective and therefore want to tally the successes and take continued
steps in the areas of macroeconomic policy and exchange rate harmoniza-
tion.

Rana’s essay presents all the questions under debate—both for and
against a new regional financial architecture in East Asia—and then
addresses the concerns of the various proponents. First, in considering the
agreements for monetary cooperation, Rana suggests that because of the
globalization of the commodity and factor markets, as well as the trans-
border challenge of policy spillover across national boundaries, emphasis
must be given to a regional response. Rana’s view of the East Asian crisis
is that it exhibited both crisis-of-confidence and structural weakness char-
acteristics. He also argues that intraregional trade, being a goodly propor-
tion of the region’s trade total, could be maximized with monetary and
financial cooperation. Likewise, a regional bond market would help
reduce vulnerability to future crises.

Considering the opponents of regional monetary and financial cooper-
ation and an Asian Monetary Fund (AMF), Rana feels that moral hazard
would be no worse for regional attention. He foresees that with democrat-
ic principles taking root, political integration has become less of a con-
straint than before. In an attempt to create efficiency and growth, as well
as manage or prevent another economic crisis, he sees the single currency
idea as developing in transitional stages, all the while continuing with
financial and cooperation reform. Therefore, with the complementary
activities of the Chiang Mai Initiative and the IMF, there may be a growing
consensus to proceed. It is not foreseen that an East Asian financial
arrangement would interfere with global financial integration. 

In discussing the efforts to promote monetary and financial coopera-
tion, Rana notes two main areas of focus: information exchange and sur-
veillance processes and resource provision mechanisms. He describes the
Manila Framework Group, the ASEAN Surveillance Process, and the
ASEAN + 3 Surveillance Process and relates their purpose and progress in
information exchange and surveillance.

Regarding the resource provision mechanism, Rana advances an Asian
Monetary Fund as a regional financing facility. So far this idea has been
turned down by APEC, but this type of structure is continually being eval-
uated. The author specifies all the features of such an establishment, which
has much support.
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He proceeds with details of the Chiang Mai Initiative, which was
founded at an ADB annual meeting in May 2001 by the ASEAN + 3
finance ministers. There is encouraging progress resulting from the forma-
tion of the CMI. He then details the ASEAN swap arrangement (ASA) and
the network of bilateral swap and repurchase agreements (BSAs). Progress
has been made in ten out of thirty possible BSAs. He goes on with expla-
nations of organizations monitoring capital flows, establishing regional
financing facilities, and early-warning systems. Efforts are underway to
establish a decision-making body for the CMI that goes beyond the scope
of the ASA and other BSAs. This would seek to strengthen the existing
information exchange, surveillance, and financing mechanisms and could
be a real turning point for enhanced monetary and financial cooperation in
this region, as a foundation in the East Asian area, and as a link to the
international financial architecture.

Rana also describes ongoing efforts to go beyond the CMI by present-
ing the groups involved, such as the ASEAN task force for ASEAN Cur-
rency and Exchange Rate Mechanism, the Kobe Research Project under the
Asia-Europe Finance Ministers (ASEM), and the ADB study “Monetary
and Financial Cooperation in East Asia,” seeking a transitional arrange-
ment to foster monetary cooperation and later the adoption of a single cur-
rency. It would seem that financial cooperation leads to successful eco-
nomic integration. 

East Asia has some catch-up work to do in macroeconomics and
exchange rate policies, but policy makers have a new outlook. Rana notes
that the ASEAN + 3 Surveillance Processes and the Chiang Mai Initiative
have helped the region make great strides and that the ADB continues
with support for other groups with capacity-building activities.

Eiji Ogawa and Kentaro Kawasaki assert that East Asian countries
need a common currency linked to a currency basket. To find an optimal
currency area, they use a Generalized Purchasing Power Parity (G-PPP)
model. 

The authors examine the research implications that demonstrate that
trade balances could have been stabilized with a currency basket peg sys-
tem rather than the de facto dollar peg system. Capital flows, on the other
hand, seem to have been stimulated by the de facto dollar peg system. In
any case, switching to a currency basket peg system requires a high level
of coordination, and because a country’s choice of exchange rate regime
(or weights in the basket) is dependent on a neighboring country’s, a mul-
tiple equilibrium situation is created, sometimes resulting in “coordination
failure.” Without being certain about future exchange rates, it is difficult to
see a follow-through with all money authorities. To prevent competitive
devaluation among neighboring countries, the monetary authorities in a
region need to commit to a coordinated exchange policy that refers to a
common currency basket.
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Ogawa and Kawasaki present the common currency basket system,
both rigid and flexible, and then discuss how it is more manageable to
have home currencies linked to a common currency unit equivalent to the
common currency basket. In a two-stage process, the home currencies are
represented by and linked to the common currency unit, and this common
currency unit is linked to a currency basket representing, say, the U.S. dol-
lar, the Japanese yen, and the euro. This is a complicated procedure, they
admit; however, an intraregional institution established by the participat-
ing countries could list everyone in foreign exchange markets on behalf of
the monetary authorities of these countries.

The next step would be a currency union to lower transaction costs
and to allow for a more efficiently functioning value measure. The strong
commitment of monetary authorities regarding the common currency
union would alleviate exchange rate risks for economic agents. The
authors also address the demerits of a currency union, such as difficulties
in adjusting asymmetrical shocks and abandonment of national seignorage
and monetary policy.

The essay next considers the possibility of a common currency area by
looking at the potential impossibilities. The authors look at the controver-
sy on whether monetary authorities of the various Asian countries need to
have the same objective for their exchange rate policies. They analyze the
various objectives, consider trade patterns, and affirm that the potential
for a common currency is better if exchange rate policy objectives are simi-
lar and also if shares and elasticities of imports and exports are similar.
They also mention the optimal currency area theories.

To empirically analyze the optimal currency area for East Asia, the
authors use the G-PPP model to establish countries with common real
exchange fluctuations or a common trend, which can then be regarded as
an optimal currency area. They tested fifty-seven combinations of six East
Asian countries with the three major currencies as anchor and twenty-six
combinations with the Singapore dollar as the anchor currency. Then, with
a long-run cointegration relationship, three additional tests were conduct-
ed. The final results demonstrate that the Japanese yen is most applicable
as an anchor currency and that Singapore, Malaysia, and Indonesia espe-
cially have common combinations for a currency area; as a core group,
they would have a strong influence on linear combinations of the real
exchange rate. The authors establish which currency areas—and which
countries—could be established most readily.

Ogawa and Kawasaki attest that to strengthen the real economic ties of
other East Asian countries through intraregional trade and direct invest-
ment would encourage international currency cooperation and in this way
stabilize bilateral exchange rates. An FTA such as an East Asia Free Trade
Area in the ASEAN + 3 would complement a multilateral trade arrange-
ment such as the WTO. The movements toward bilateral and regional
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FTAs might gain momentum to form a common currency area in East
Asia, especially if FTAs include a clause that the countries make efforts to
use their own currencies in their trade and financial transactions. Using
East Asian currencies in their trade and financial transactions would allow
for moving away from the U.S. dollar.

In conclusion, Ogawa and Kawasaki note that unlike Europe with its
intraregional currencies, East Asia could possibly have a common curren-
cy consisting of the U.S. dollar, the Japanese yen, and the euro. The main
factor is to have the monetary authorities agree on common policy objec-
tives, especially monetary and exchange rate policies, in regard to a com-
mon currency area. The authors define two groups that may form a com-
mon currency area in Southeast Asia, one group including Singapore and
Malaysia and the other including the Philippines and Thailand. However,
they also suggest that it might be viable to have all of East Asia as a com-
mon currency region.

Byron Gangnes notes the complementarity of Rana’s essay and the
Ogawa and Kawasaki essay: Rana’s has the broader appeal, dealing with
enhancement of monetary and financial cooperation, while Ogawa and
Kawasaki focus on Asian exchange rate arrangements and a possible cur-
rency union.

Gangnes is unconvinced by Rana’s conclusion that regional solutions
will not undermine multinational reforms and efforts. But he does defer to
Rana’s analysis of the efforts regarding aspects other than resource provi-
sion, such as monetary and financial cooperation. Under the Chiang Mai
Initiative, the institutionalization of regional cooperation may have the
most lasting effects. Current early-warning systems to predict financial cri-
sis are not reliable in all cases, but Gangnes cites the promising research in
this area, which also helps promote cooperation in the region.

Gangnes then discusses Ogawa and Kawasaki’s examination of a com-
mon basket peg for Asia. Gangnes maintains that this would be difficult,
as all Asian countries would not be favored equally with a common peg.
This is also true for a common currency, under which similar production
and trade structures for the region are preferred. This situation exists only
in some subgroups. Regarding production structures, he observes that the
Asian labor market is more flexible than Europe’s, allowing for quick
adjustment to economic shocks.

After offering his perception of the G-PPP approach and the currency
combination studies of six Asian countries with various anchor currencies,
Gangnes points to the difficulty of interpreting the results. He agrees that
multiple anchor currencies have potential, but the short sample period of
September 1985 to December 1998 concerns him. Also, he questions
whether or not the existing exchange rate regime should play a more
important role in analyzing graphical paths of real exchange rates. He asks
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technical questions leading up to the major question concerning regional
monetary and financial cooperation policy goals.

Ganges also questions whether a currency union should be Asia’s ulti-
mate goal. He cites the literature, quoting various scholars’ views on
exchange rate stability, a floating exchange rate, and still others with a
middle-of-the-road approach. He wonders whether a currency union is
possible, even though it is advisable. He is not even convinced that dis-
cussing a fixed exchange rate system is prudent, yet he advises keeping on
track with the Chiang Mai Initiative to build on these consultation and
structural reform efforts.

Rolf J. Langhammer notes that Rana discusses the efforts both in
regional crisis prevention and regional crisis management. He is unsure
which country in East Asia could shoulder the economic burden of finan-
cial stability and exactly where the borderline of this region might be. In
some ways, the subregional level offers more hope for workable regional
arrangements. He suggests that regional financial arrangements follow
and complement trade arrangements and that the trade arrangements are
intra- and extraregionally liberalized. Langhammer finds it difficult to
envision a regional monetary fund as having enough resources or the law
enforcement capability to be lender of last resort. In addition, although he
more or less agrees with Rana regarding crisis prevention, he cautions
against the duplication of information collecting. Langhammer suggests
that regional institutions handle microeconomic evidence of possible crisis,
while the IMF, for example, handle the macroeconomics. Finally, he
believes a minimum base of institutionalized current account integration is
needed prior to monetary financial cooperation.

In considering the Ogawa and Kawasaki essay, Langhammer again
states that in the case of Asian regionalism, trade comes before monetary
concerns. He enjoyed the in-depth analysis but raises some issues for dis-
cussion. Monetary integration must take into account the various degrees
of openness in each country regarding their capital accounts. He sees the
instability of exchange rates among the dollar, the euro, and the yen as the
problem rather than as an internal coordination failure. Unlike Ogawa and
Kawasaki, he pays more heed to the trends of fully fluctuating exchange
rates or very hard pegs rather than the soft peg. He then discusses the dif-
ferences in assessment from the European perspective. He is dubious of
the yen, let alone the Singapore dollar, being able to take up the role as a
regional currency. Regarding the authors’ view to have a regional free
trade area facilitate monetary integration, it is Langhammer’s view that if
Asian traders want to use U.S. dollars as invoice currency, they should. A
common basket could lead to further fluctuations in real effective
exchange rates. Finally, a switch to a basket peg might mean more of a
debt service burden for Asian countries.
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In summing up, Langhammer reminds us that the de facto peg to the
U.S. dollar keeps the intraregional exchange rate stable. To prepare for
speculative attacks, regional standby arrangements can be established. In
this instance, he feels that removing restrictions against current account
transactions and factor flows, preferably at the multilateral level, is
inescapable.

In further comments, Langhammer agrees that the flexible labor mar-
ket in which direct wage adjustment is possible is better than exchange
rate adjustment via a common basket. And regarding Rana’s table demon-
strating export volume elasticities, he would like to know the country’s
degree of dependence on commodity exports with volatile prices. Finally,
he is curious as to why the Deutsche mark is considered to qualify as an
anchor currency and also why nontradables (approximated by the price
for public utilities or wage rates) instead of tradables only are used in the
calculation of the real exchange rate in the PPP approach. 

Il SaKong begins his commentary with the claim that the recent Asian
financial crisis has Northeast Asian countries ready to push for regional-
ism. Financial globalization necessitates that FTAs, institutionalized
regional economic cooperation, and monetary unions be considered. He
views regionalism as the answer to inadequate global public goods and a
pragmatic regional response to global systemic risks and uncertainties.

SaKong agrees with Rana’s essay, except to say that financial conta-
gion is more than a regional phenomenon. Regarding Ogawa and Kawasa-
ki’s essay and their comments about adopting a common currency basket
pegged exchange rate regime, he asserts that there are more objectives
than to minimize the fluctuation of trade balances by preventing competi-
tive devaluations. Also, he wonders how a currency arrangement can be
established without Japan’s participation. Further, for the Japanese yen to
be the anchor currency, he argues, it needs greater internationalization. 

Yongding Yu agrees with Rana to a large extent, as Rana had enthusi-
astically proposed an East Asian financial architecture for the purpose of
exchange of information, promoting transparency, and providing rescue
packages. Yu explains that although Asians were disappointed in the
IMF’s performance after the crisis, only symbolic steps have been taken to
establish a regional financial architecture. He feels that the main concerns
are duplication of effort and moral hazard, but that these can be alleviated
with complementarity and conditionality on the part of the regional insti-
tution. Trust is an important issue: Now that China is beginning to be
more positive about cooperation, Japan’s government leaders are acting
suspicious. Transparent domestic economic policy and coordinated macro-
economic policy of the Asian governments would facilitate a step-by-step
approach to build this needed trust.

Yu disagrees somewhat with the Ogawa and Kawasaki essay, asserting
that to demonstrate the hesitation of leaving the dollar peg for a currency
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basket peg requires more “realistic assumptions” and more sophisticated
models of game theory to provide more insight regarding the regional
exchange rate arrangement. Yu also claims that there is more to be consid-
ered than just trade balance, and he cites China’s evolution of policy
beginning in the 1980s. He demonstrates why China’s case does not repre-
sent the “prisoner’s dilemma” promulgated in theory by Ogawa and
Kawasaki. However, Yu explains that by maintaining a U.S. dollar peg, the
Chinese government is finding itself increasingly burdened in order to
allow for export growth. In quoting himself, Yu shows that he does agree
with Ogawa and Kawasaki about the challenge of getting the East Asian
countries to look beyond short-term national interest and taking a regional
view of exchange rate stability.

Yu feels that when China is ready, it will go to a managed floating peg,
targeting a basket of currencies with increased weights of the yen and euro
and a wider band allowing the RMB to fluctuate. Yu was disappointed not
to find China in Ogawa and Kawasaki’s game. But on the other hand, he
was pleased with Ogawa and Kawasaki’s game theory as an instrument
for analyzing possible equilibriums of East Asian countries’ exchange rate
arrangements.

Part V. Major Findings and Policy Implications

Duck Woo Nam makes some general observations on the presentations
and discussions delivered at the two-day conference. He notes that while
regional cooperation in Northeast Asia is fraught with problems, including
political disunity, different economic systems, and a lack of experience in
multilateralism, there is also growing confidence that the countries in the
region can work together to promote economic development. He also
mentions that infrastructure development to connect the various countries
has been discussed by NEAEF for many years, as has the proposal to
establish the Northeast Asia Development Bank. This conference, however,
differed in its broader and more general discussion of issues including eco-
nomic integration, free trade areas, and an Asian currency union. He
believes it was successful in shedding light on the difficult issues facing
Northeast Asia and that it contributed substantially to the long-term per-
spectives of economic cooperation in the region.
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Introduction

Economic regionalism, which started in Europe in the 1950s, became a
worldwide phenomenon in the 1990s alongside globalization. In particu-
lar, the launching of the North American Free Trade Agreement (NAFTA)
in the early 1990s and the emergence of the European Monetary Union in
January 1999 symbolize the rise of regionalism. In the first decade of the
twenty-first century, the deepening of regionalism will become more tangi-
ble when euro banknotes and coins begin to circulate in all the Eurozone
countries on January 1, 2002, while the widening of regionalism will be
more evident if the Free Trade Area of the Americas (FTAA) is realized in
2005.

However, for many political, economic, and historical reasons, the EU–
or NAFTA–type formal economic integration has been alien to Northeast
Asian countries. Thus until recently, Northeast Asian economic integration
has been exclusively an informal one; that is, enhancement of economic
cooperation in the region has been led by market forces without any orga-
nized government efforts.

Along with the worldwide ascent of regionalism, it was the Asian
financial crisis that changed the situation in this regard. South Korea (here-
after Korea) and Japan have started government-level negotiations with
Chile and Singapore, respectively, and researchers have begun to deliber-
ate over a possible Korea-Japan FTA. In addition, many other bilateral FTA
ideas involving Japan, Korea, and China have been proposed recently.
Meanwhile, since 1997, the ASEAN + 3 (China, Japan, and Korea) Summit
Meeting has become an annual event, and in order to support these meet-
ings, various ministerial and senior official meetings were established in
2000. At the same time, the traditional approach toward Northeast Asian
economic integration—which consists of a variety of efforts to enhance
economic cooperation between China, Japan, South Korea, North Korea,
Mongolia, and the Russian Far East—has also continued.

Therefore, it seems necessary first to review Northeast Asian economic
cooperation in the larger context of the worldwide phenomenon of grow-
ing regionalism and to understand all the concurrent and somewhat dis-
parate movements aimed at strengthening economic cooperation among
the Northeast Asian economies. 

3

1.   Rationale for Institutionalizing 
Northeast Asian Economic Cooperation
and Some Possible Options
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The key players that could contribute to both formal and informal eco-
nomic integration are China, Japan, and South Korea. Their economic
strength both in terms of GDP and trade volume is such that their posi-
tions are crucial to deepening economic integration both in Northeast Asia
and among the ASEAN + 3. In other words, these three countries are main-
ly responsible for the backwardness of Northeast Asia and East Asia in
terms of regional economic integration. Consequently, the solutions to this
problem of regional backwardness must also be found in the dynamics of
the relationship between the three countries. 

In this paper, after reviewing the worldwide rise of regionalism and
ongoing governmental and nongovernmental approaches to enhancing
economic cooperation in Northeast Asia and East Asia, I will analyze the
dynamics of economic relations between China, Japan, and Korea. Then,
long-term visions of Northeast Asian economic cooperation as well as
some possible paths will be proposed.

Worldwide Rise of Regionalism and Its Rationale

Worldwide Phenomenon of Regionalism

Economic integration began in Europe in the 1950s and has continued to
develop to more advanced stages. But the U.S. abandonment of its long-
standing opposition to regionalism in the late 1980s was the crucial event
leading to the subsequent proliferation of regionalism. 

Then, in the 1990s, regionalism became a worldwide phenomenon. As
shown in Figure 1.1, as of March 2001, out of the total of 152 regional trade
agreements notified to GATT/WTO, 122 were formed since 1991. Out of

Figure 1.1. Regional trade agreements notified to GATT/WTO (March 2001)

Source: WTO.

1991~March, 2001

1980s

1970s

1960s

~1960

3
3

0

14
4

0

3
1

0

2
0
0

0 10 20 30 40 50 60 70 80 90 100

Article XXIV

Enabling Clause

GATS V

99



Rationale for Institutionalizing Northeast Asian Economic Cooperation 5

121 regional trade agreements notified to GATT/WTO under GATT Arti-
cle XXIV, 99 were formed since 1991.1

In fact, many developing and transition countries adopted regionalism
in the 1990s. In 1991, MERCOSUR was established by Argentina, Brazil,
Paraguay, and Uruguay, and in 1992, Mexico signed NAFTA, while the
Southeast Asian countries agreed to form the ASEAN Free Trade Area
(AFTA). Many transition countries also signed bilateral free trade agree-
ments with each other or with existing trade blocs.

When the contents of these trade agreements are more closely exam-
ined, it becomes apparent that in addition to being bilateral agreements,
many of the newly signed regional trade agreements in the 1970s and
1990s are “hub-and-spoke” agreements. In other words, many of these
agreements were signed between an existing trade bloc such as the EC/EU
or the EFTA and a nearby country (see Table 1.1).

Table 1.2 shows that most regional trade agreements notified to
GATT/WTO under GATT Article XXIV are between European countries,
with agreements within the Americas a distant second. Furthermore, it is
also noteworthy that the EU has customs unions or free trade agreements
with many countries in Central and Eastern Europe, the Middle East, and
North Africa, as well as Mexico and South Africa. Therefore, despite many
existing trade blocs, only the EU and NAFTA have a substantial impact on
the world economy as a whole.

Table 1.1. Types of regional trade agreements notified to GATT/WTO 
(March 2001)

1960 1960s 1970s 1980s 1991 ~ March Total
2001

Multilateral 2 1 2 1 5 11
GATT Hub & Spoke 0 2 12 1 38 53
Article Bilateral 0 0 0 1 56 57
XXIV Subtotal 2 3 14 3 99 121

Multilateral 0 1 4 3 10 18
Enabling Hub & Spoke 0 0 0 0 0 0
Clause Bilateral 0 0 0 0 1 1

Subtotal 0 1 4 3 11 19

Multilateral 0 0 0 0 4 4
GATS Hub & Spoke 0 0 0 0 7 7
Article Bilateral 0 0 0 0 1 1

V Subtotal 0 0 0 0 12 12

Source: WTO.
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Table 1.2. Regional trade agreements (GATT Article XXIV)
Europe

Hub (including Hub & Spoke)

Austria, Belgium, Denmark, Finland, France,
Germany, Greece, Ireland, Italy, Luxembourg,
Netherlands, Portugal, Spain, Sweden, United
Kingdom

EC/EU CU Malta, Cyprus, Turkey, Andorra
Overseas Countries and Territories (OCTs),
Switzerland, Liechtenstein, Iceland, Norway,
Algeria, Egypt, Jordan, Lebanon, Syria, Hungary,
Poland, Bulgaria, Romania, Estonia, Latvia,
Lithuania, Czech Republic, Slovak Republic,
Slovenia, Faroe Islands, Palestinian Authority,
Tunisia, Mexico, Israel, Morocco, South Africa 

European Free Trade Iceland, Liechtenstein, Norway, Switzerland
Association (EFTA)

Turkey, Czech Republic, Slovak Republic, Israel,
Romania, Bulgaria, Poland, Hungary, Slovenia,
Estonia, Latvia, Lithuania, Palestinian Authority,
Morocco, Former Yugoslav Republic of Macedonia

Central European Free Bulgaria, Czech Republic, Hungary, Poland, 
Trade Agreement Romania, Slovak Republic, Slovenia

(CEFTA)
Eurasian Economic Belarus, Kazakhstan, Kyrgyz Republic, 

Community (EAEC): CU Russian Federation, Tajikistan
Commonwealth of Azerbaijan, Armenia, Belarus, Georgia, Moldova,
Independent States Kazakhstan, Russian Federation, Ukraine, Uzbek-

(CIS): FTA istan, Tajikistan, Kyrgyz Republic
Baltic Free-Trade Area Estonia, Latvia, Lithuania

(BAFTA)
Bilateral

Czech Republic-Slovak Czech Republic, Slovak Republic
Republic: CU

Turkey FTAs with Israel, Romania, Lithuania, Estonia, Bulgaria,
Latvia, Former Yugoslav Republic of Macedonia, 
Slovak Republic

Faroe Islands FTAs with Iceland, Switzerland, Norway, Estonia
Poland FTAs with Lithuania, Israel, Faroe Islands, Latvia

EFTA FTAs with

EC/EU FTAs with

European
Community

EC/EU
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Table 1.2. (Continued)
Slovenia FTAs with Estonia, Former Yugoslav Republic of Macedonia,

Latvia, Lithuania, Croatia, Israel
Czech Republic FTAs Latvia, Lithuania, Israel, Estonia, Turkey

with
Slovak Republic Latvia, Lithuania, Israel, Estonia

FTAs with
Hungary FTAs with Israel, Turkey, Latvia, Lithuania

Kyrgyz Republic Moldova, Russia, Ukraine, Uzbekistan, Kazakh-
FTAs with stan, Armenia

Georgia FTAs with Armenia, Azerbaijan, Kazakhstan, Russian Fed-
eration, Turkmenistan, Ukraine

Romania-Moldova FTA Romania, Moldova 
Former Yugoslav Former Yugoslav Republic of Macedonia, 

Republic of Macedonia, Bulgaria
Bulgaria FTA

Estonia-Ukraine FTA Estonia, Ukraine 
North America

Hub (including Hub & Spoke)

North American Free Canada, Mexico, United States
Trade Agreement

(NAFTA)
Bilateral

United States-Israel FTA United States, Israel 
Canada FTAs with Israel, Chile
Mexico FTAs with Israel, Chile

Latin America and the Caribbean

Hub

North American Free Canada, Mexico, United States
Trade Agreement

(NAFTA)
Central American Costa Rica, El Salvador, Guatemala, Honduras, 
Common Market Nicaragua

(CACM)
Caribbean Community Antigua & Barbuda, Bahamas, Barbados, Belize,
and Common Market Dominica, Grenada, Guyana, Haiti, Jamaica, 

(CARICOM) Monserrat, Trinidad & Tobago, St. Kitts & Nevis, 
St. Lucia, St. Vincent & the Grenadines, Surinam
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Table 1.2. (Continued)
Oceania

Bilateral

Closer Trade Relations Australia, New Zealand
Trade Agreement (CER):

FTA
Australia and Papua Australia, Papua New Guinea

New Guinea (PATCRA)
Free Trade Agreement

Notes: As of March 2001. FTA(s): Free Trade Agreement(s); CU: Custom
Union. 
Source: WTO. 

On the other hand, the Asia-Pacific Economic Cooperation (APEC)
Group, which was founded in 1989, has established itself as a loose region-
al economic cooperation body, and its member countries have also grown
from twelve to twenty-one.

In addition to such spreading regionalism, another noticeable develop-
ment took place in the late 1990s in Europe, where the economic integra-
tion process is the most advanced: In January 1999, the European Mone-
tary Union (EMU) was launched. This Eurozone will be further solidified
in January 2002 with the circulation of euro banknotes and coins. 

Besides these existing trade blocs and economic cooperation bodies,
many new initiatives for regional integration are underway. The most
important as far as the future course of worldwide regionalism is con-
cerned is the Free Trade Agreement of the Americas (FTAA). At the Sum-
mit of Western Hemisphere Countries in Miami in 1994, leaders agreed to
form the FTAA, and in Quebec City in April 2001, thirty-four regional
leaders pledged to continue to move forward with negotiations for an
FTAA by 2005. The advent of the FTAA alongside the EU will open a new
era of continental trading blocs.

Reasons for Rising Regionalism

Economists are unanimous in their support for worldwide free trade, but
when it comes to the desirability of regionalism, they are divided. Some
consider trade blocs as stumbling blocks to global liberalization, while oth-
ers regard them as building blocks toward worldwide nondiscriminatory
trade liberalization. 

Opponents of regionalism argue that the member countries of trade
blocs will be less interested in multilateral liberalization talks. They also
point out that small countries will be in a disadvantageous position when
they negotiate with large ones. For instance, Arvind Panagariya notes Fred
Bergsten’s observation that under NAFTA the United States made no con-
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cessions to Mexico while getting every concession it sought.2 Furthermore,
according to Bhagwati, the proliferation of regional trade agreements
poses the danger of generating a “spaghetti bowl” phenomenon where
trade barriers, including duties, vary depending on origin, and complex
and protection-accommodating rules of origin find their way into
practice.3

For the advocates of regionalism, removal of trade barriers, no matter
how it happens, is good for free trade. They believe that trade liberaliza-
tion through regional trade agreements is politically easier than multilater-
al or unilateral liberalization. A WTO report seems to share this relative
optimism when it says that regionalism has been complementary to multi-
lateral trade liberalization.4 According to Anne Krueger, the evidence is
that preferential trade arrangements (PTAs) have, on balance, been more
trade creating than trade diverting, partly because increased integration
within PTAs took place concurrently with increased openness of most
economies.5

Apart from these ongoing debates on the desirability of regionalism
using theoretical arguments or empirical data, the fact that regionalism has
become a worldwide phenomenon is clear proof that most countries think
joining regional trade agreements will be beneficial at least to themselves.6

This said, what are the main motives for participating in regional trade
agreements? 

The most conventional objective is the idea that through reciprocal
concessions on trade barriers, the participants will enjoy a larger market,
permitting the achievement of economies of scale. Another conventional
economic motive is that a unified market provides a more competitive
environment for firms, thus raising economic efficiency.

There are also some other motives, which are more political than eco-
nomic. Some countries participate in regional trade agreements (see
appendix) to help lock in domestic reform policies. This was a principal
preoccupation behind the Mexican negotiating position on NAFTA.7 Yet
another objective is to raise the bargaining power of the members in the
international arena, including multinational trade talks and international
financial institutions.

In addition, one cannot underestimate the importance of strategic
motives in regional economic integration. For instance, the main motive of
European integration was the prevention of a new European war, and eco-
nomic cooperation was the means to achieve this goal.8

Furthermore, a possible rationale for the proliferation of regionalism is
provided by Baldwin’s domino theory of regionalism. His logic is as fol-
lows. “The stance of a country’s government concerning membership is
the result of a political equilibrium that balances anti- and pro-member-
ship forces. [For instance,] among the pro–EU political forces are firms that
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export to the regional bloc. Since closer integration within a bloc is detri-
mental to the profits of non-member firms, closer integration will stimu-
late the exporters to engage in greater pro–EU political activity. If the gov-
ernment was previously close to indifferent politically to membership, the
extra activity may tilt the balance and cause the country to join the bloc. If
the bloc enlarges, the cost to the non-members increases, since they now
face a cost disadvantage in an even greater number of markets. This sec-
ond-round effect will bring forth the more pro–EU political activity in non-
members, and thus may lead to further enlargement of the bloc.”9

Current Status of the Regional Integration 
Process in Northeast Asia

Despite the worldwide rise of regionalism, so far no Northeast Asian
country belongs to any trade bloc.10 It is only very recently that some coun-
tries such as Korea and Japan have become interested in bilateral FTAs.
Still, ongoing economic integration in Northeast Asia is exclusively infor-
mal, driven by market forces without any institutionalized support frame-
work. Concurrently, the three major countries in Northeast Asia—China,
Japan, and Korea—are involved in the ASEAN + 3 process, where institu-
tionalization of cooperation proceeds at a relatively rapid speed.

Efforts to Strengthen Informal Economic Integration in Northeast Asia

The debate on Northeast Asian economic cooperation began within acade-
mic circles in the late 1980s following the end of the Cold War, when trade
and investment among the Northeast Asian countries increased substan-
tially. But the particularities of Northeast Asia, such as diverse political
and economic systems, lingering thorny historical and political issues, and
disparate levels of economic development, have limited and conditioned
the nature of Northeast Asian economic cooperation. 

Given these considerations, no serious attempt has been made to con-
sider Northeast Asian economic cooperation as being a case of formal eco-
nomic integration similar to the EU or NAFTA. Instead, Northeast Asian
economic cooperation has mainly been viewed as consisting of diverse
ways of enhancing ongoing informal integration. 

First, economic cooperation between nearby localities across national
boundaries has been regarded as the most probable type of Northeast
Asian economic cooperation. For instance, numerous conferences have
been held in different parts of the region to discuss ways to promote trade
and other types of economic cooperation between localities on the East Sea
(Sea of Japan) rim, the Yellow Sea rim, and in the Bohai Bay area.
Scalapino’s Natural Economic Territory (NET) provided a basic concept by
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which to understand Northeast Asian economic cooperation as embody-
ing local economic integration,11 and Sohn’s Linear Free Trade Area
Model12 is also an attempt to conceptualize Northeast Asian economic
cooperation in the same vein.13

Those who see Northeast Asian economic cooperation mainly as local
integration naturally adopt quite a strict definition of Northeast Asia’s
geographical boundaries: North and South Korea, Japan, China’s north-
eastern provinces (Liaoning, Jilin, and Heilongjian),14 the Russian Far East,
and Mongolia.

There is another group of scholars that includes some pioneers in
Northeast Asian economic cooperation. In the 1980s, this group asserted
that the absence of human networks and lack of infrastructure were the
main obstacles to the development of economic cooperation in Northeast
Asia. Consequently, they have tried to build networks of scholars, busi-
nessmen, and officials interested in economic cooperation and to highlight
the importance of building infrastructure in the region. The most represen-
tative outcome of this perspective is the Northeast Asia Economic Forum
(NEAEF). The forum is a nongovernmental organization created in 1991 to
sponsor and facilitate research, networking, and dialogue pertinent to eco-
nomic cooperation and development in Northeast Asia. NEAEF has subse-
quently conducted numerous research activities and held annual meetings
in every country of the region on topics of mutual benefit such as trans-
portation, energy, and development financing.15 This group usually adopts
a strict geographical definition of Northeast Asia.

The merits and limits of the strict geographical definition of Northeast
Asia lie in the fact that it includes only part of China. Since China has a
huge territory, it has an advantage in highlighting NET–type economic
cooperation. However, its critical limitation is the exclusion of other parts
of China, which makes it more difficult for China’s central government to
participate in the discussion of Northeast Asian economic cooperation. 

The third approach to Northeast Asian economic cooperation thus
starts from a broad geographical definition of Northeast Asia as South and
North Korea, Japan, all of China, Hong Kong, Taiwan, Mongolia, and the
Russian Far East and Siberia. For the advocates of this approach, North-
east Asian economic cooperation cannot be interpreted as merely local
integration. First, their broad geographical definition expands the region
to encompass an area larger than the European Union. Second, they assert
that there are many ways to pursue economic cooperation in Northeast
Asia, not all of which can be classified as local economic integration. Aside
from economic ties between neighboring localities, diverse types of coop-
eration—such as infrastructure development in telecommunications and
transportation, energy development, fisheries cooperation, science and
technology cooperation, environmental cooperation, and so on—can be
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included in the context of Northeast Asian economic cooperation.16 This
approach differs from the previous ones in that it regards Northeast Asian
economic cooperation as comprehensive economic cooperation, even
though conditions may not be ready for formal economic integration.17

Recent Interest in FTAs

The major Northeast Asian countries, China, Japan, and Korea, finally
became interested in the idea of forming a free trade agreement (FTA)
recently, if not in the idea of formal economic integration in the region. In
particular, Korea and Japan have begun formal negotiations with Chile
and Singapore, respectively.

Although multilateralism remains the backbone of Korea’s trade poli-
cy, the Korean government decided to consider regionalism to prepare for
the worldwide trend and chose to explore the possibilities of forming an
FTA with Chile in 1998. Following the preparatory meetings, the leaders of
the two countries declared the official launch of Korea-Chile FTA negotia-
tions at the APEC Summit Meeting on September 11, 1999.

On October 22, 2000, Prime Minister Yoshiro Mori of Japan and Prime
Minister Goh Chok Dong of Singapore agreed that the two countries
should enter into formal negotiations with a view to concluding a Japan-
Singapore Economic Agreement for a New Age Partnership. The decision
was based on the Japan-Singapore Free Trade Agreement Joint Study
Group feasibility report. The group, which comprised governmental,
industrial, and academic representatives, strongly recommended the coun-
tries enter into formal negotiations with a view to concluding a New Age
Free Trade Agreement. Subsequently, the two sides began their official
round of negotiations on January 31, 2001. The countries agreed to con-
clude the accord no later than December 31, 2001.

Apart from these official negotiations, there are many proposed FTAs
involving Japan, Korea, and China at different stages of development;
some have been proposed by governments, others are just being studied
without firm government endorsement, and yet others have been pro-
posed and discussed in academia. Among them, the following three FTA
proposals seem to be most important as far as Northeast Asian economic
cooperation is concerned. 

First, in 1999-2000, the Korea Institute for International Economic Poli-
cy (KIEP) and the Institute of Developing Economies (IDE) in Japan jointly
studied the implications of an FTA between Korea and Japan. This joint
study, commissioned by the respective governments, is quite symbolic in
that it was the first time that two Northeast Asian countries showed inter-
est in formal economic integration. The study, however, fell short of pro-
ducing a strong recommendation that the two governments should start
formal negotiations toward concluding a Korea-Japan FTA. 
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Meanwhile, at the ASEAN + 3 Summit Meeting in Singapore on
November 24, 2000, Premier Zhu Rongji of China reportedly proposed a
specific cooperation idea with ASEAN. Then, on June 3, 2001, Prime Min-
ister Goh Chok Dong of Singapore announced that a study was underway
to examine the feasibility of a China–ASEAN FTA, showing that the Chi-
nese leaders were also beginning to explore the possibility of formal eco-
nomic integration in East Asia. 

Furthermore, the idea of an FTA between China, Japan, and Korea has
been proposed by some researchers. It surfaced during the discussions on
a Korea-Japan FTA, and more recently, a Chinese economist proposed an
FTA between China, Hong Kong, Japan, and Korea.18 Admittedly, these
proposals are still quite new even in academic circles; however, it is a sig-
nificant development given that until recently the idea seemed unthink-
able to most people and that it was proposed by a Chinese scholar.

ASEAN + 3 Process

Progress in terms of institutionalization is still slight regarding Northeast
Asian economic cooperation, and some Northeast Asian countries have
just recently begun to explore regionalism. Yet, in East Asia, within the
ASEAN + 3 framework, the institutionalization process toward formal eco-
nomic integration is proceeding quite rapidly without drawing much
attention. 

The first ASEAN + 3 Summit Meeting was held in Kuala Lumpur on
December 16, 1997, and the leaders discussed ways to cope with the Asian
financial crisis. At the second Summit Meeting in Hanoi on December 16,
1998, the Miyazawa Plan was discussed and the East Asian Vision Group
was established. At the third Summit Meeting held in Manila on Novem-
ber 28, 1999, a Joint Statement on East Asian Cooperation19 was adopted,
and the leaders agreed to hold ASEAN + 3 Ministerial Meetings. At the
fourth Summit Meeting in Singapore on November 24, 2000, Prime Minis-
ter Goh commented that it was conceivable that the ASEAN + 3 Summit
Meeting, in which the member countries discuss how China, Japan, and
Korea should cooperate with ASEAN, would evolve into an “East Asian
Summit” in which member countries would participate as individual
members of East Asia in order to advance cooperation in the region. Prime
Minister Goh said that he would have the East Asia Study Group consider
the possibility of an “East Asian Summit” as well as the possibility of a
free trade and investment area in East Asia.

For the three Northeast Asian countries, the Manila meeting of
November 1999 has particular significance as the first ASEAN + 3 meeting.
Then, at the Singapore meeting in November 2000, they agreed to make
this three-way Summit Meeting an annual event.
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Furthermore, following the decision taken at the Manila Summit Meet-
ing, the ASEAN + 3 Ministerial Meetings—the ASEAN + 3 Foreign Minis-
ters Meeting, ASEAN + 3 Economic Ministers Meeting (AEM), and
ASEAN + 3 Finance Ministers Meeting—were held for the first time in
2000. The first ASEAN + 3 Ministers of Agriculture and Forestry (AMAF +
3) Meeting will be held in September 2001 in Indonesia. These Ministerial
Meetings are meant to deal with the follow-up measures from the previous
ASEAN + 3 Summit Meetings and prepare for the next Summit Meeting.

Among these Ministerial Meetings, the third ASEAN + 3 Economic
Ministers Meeting held in Siem Reap on May 4, 2001, the first ASEAN + 3
Finance Ministers Meeting held in Chiang Mai on May 8, 2000, and the
third ASEAN + 3 Finance Ministers Meeting held in Honolulu on May 9,
2001, deserve special attention. At the third AEM, six economic coopera-
tion projects were adopted.20

In Chiang Mai, at the first Finance Ministers Meeting, it was agreed to
strengthen policy dialogues and regional cooperation activities in the areas
of capital flows monitoring and self-help and support mechanisms. In
order to strengthen self-help and support mechanisms in East Asia
through the ASEAN + 3 framework, they recognized a need to establish a
regional financing arrangement to supplement the existing international
facilities. As a start, they agreed to strengthen the existing cooperative
frameworks among the monetary authorities through the Chiang Mai Ini-
tiative. The initiative involves an expanded ASEAN Swap Arrangement
that would include all ASEAN countries and a network of bilateral swap
and repurchase agreement facilities among ASEAN countries, China,
Japan, and Korea. 

In Honolulu, ASEAN + 3 Finance Ministers reviewed the progress and
discussed further cooperation in East Asia—in particular the implementa-
tion of the Chiang Mai Initiative (CMI) and monitoring capital flows. They
noted the significant progress made in implementing the CMI to further
strengthen self-help and support mechanisms in East Asia. First, the
ASEAN Swap Arrangement has been enlarged to $1 billion effective
November 17, 2000, and has as its participants all ASEAN member coun-
tries. More importantly, regarding the network of bilateral swap arrange-
ments and repurchase agreements under the CMI, Japan announced that it
had signed a $3 billion currency swap arrangement with Thailand, a $2
billion deal with Korea, and a $1 billion facility with Malaysia. Japan is in
negotiations on similar arrangements with China and the Philippines,
while Korea is negotiating swaps with China and Thailand. Although the
scope of currency swaps is limited, they are an important first step in the
right direction.

There are also Senior Officials Meetings such as the Senior Officials
Meeting (SOM + 3), Senior Economic Officials Meeting (SEOM + 3), and
ASEAN Finance and Central Bank Deputies Meeting (AFDM + 3).
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China, Japan, and Korea:
Current Status of Economic Cooperation

Importance of China, Japan, and Korea

As already observed, China, Japan, and Korea belong to both the North-
east Asian bloc for economic cooperation—which has huge potential but is
currently at a low level of economic integration—and the ASEAN + 3
framework, in which institutionalization is proceeding quite rapidly.

China, Japan, and Korea constitute an important part of the world
economy, and their presence is crucial in East Asia, let alone in Northeast
Asia. In terms of economic size, the three countries represented 19.8 per-
cent (20.4 percent including Hong Kong) of the world’s total GDP in 2000
(see Table 1.3). With regard to trade volume, their share of the world’s total
trade amounted to 11.8 percent (14.9 percent including Hong Kong) in
1999. Among the ASEAN + 3 nations, the three countries’ shares in terms
of GDP and trade volume were 91.2 percent and 67.9 percent, respectively,
in 2000. In Northeast Asia, since the economic sizes and trade volumes of
the remaining countries and regions—North Korea, Mongolia, Taiwan,
and the Russian Far East—are quite limited, China, Japan, and Korea have
a dominant position.

So far Northeast Asian economic cooperation has not been institution-
alized and ASEAN + 3 has been led by ASEAN. But given their prevailing

Table 1.3. Economic importance of China, Japan, and Korea                    (%)
Share of GDP Share of Trade

World ASEAN+3 World ASEAN+3
China 3.5 16.2 3.2 21.6
Japan 14.8 68.0 6.4 33.7
Korea 1.5 7.0 2.3 12.6
China+Japan+ Korea 19.8 91.2 11.8 67.9
Hong Kong 0.5 — 3.1 —
China+Hong Kong+

Japan+Korea 20.4 — 14.9 —
Note: Share of GDP on figures for year 2000, share of trade in world based
on figures for year 1999 and share of trade in ASEAN + 3 based on figures
for year 2000.
Sources: Calculations for share of GDP based on data from Standard &
Poor’s DRI, World Economic Outlook, First Quarter, 2001; those for share of
world trade based on data from IMF, Direction of Trade, Yearbook 2000; and
those for share of ASEAN+3 based on data from IMF, Direction of Trade,
Quarterbook June 2001.
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economic strength, if the three countries work together, they can play a
key role in shaping the future direction of both Northeast Asian economic
cooperation and ASEAN + 3 or East Asia as a whole. 

Trends and Current Status of Trilateral Trade

During the past ten years, trade between the three countries has increased
in general. As shown in Figure 1.2, the share of intraregional trade
between China, Japan, and Korea increased substantially from 14.1 percent
in 1992 to 20.2 percent in 1996. It fell abruptly to 16.9 percent in 1998 after
the Asian financial crisis, then recovered remarkably to 20.0 percent in
1999 before falling slightly to 19.8 percent in 2000. 

Yet the share of intraregional trade between the three countries
remains small compared to other regional economic entities. In 1999, the
intraregional share of MERCOSUR was also 20.0 percent, while the shares
of ASEAN and NAFTA were 21.6 percent and 46.5 percent, respectively
(see Figure 1.3). 

Of course, the bigger the group, the higher the share of intraregional
trade. To obtain a better measure of regional concentration, we need to
adjust intraregional trade share by the region’s share of world trade to
obtain a simple intraregional concentration ratio.21 For the three countries,
the movement of the concentration ratio does not differ significantly from
that of the intraregional share in the last ten years. In 1999, however, the
simple intraregional concentration rate of China, Japan, and Korea (1.69)
was lower than those of NAFTA (2.15), ASEAN (3.64), and MERCOSUR
(14.61). 

Figures 1.4–1.6 present the evolution of trade structure in terms of

Figure 1.2. Intraregional trade between China, Japan, and Korea

Sources: IMF, Direction of Trade, Yearbooks 1998–2000; Quarterbook,
December 2001.
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trade partners in China, Japan, and Korea for 1991–2000. For China, the
combined share of trade with Japan and Korea peaked at 27.6 percent in
1996 and then fell. It recovered in 1999 and declined substantially to 20.9
percent in 2000. Meanwhile, the U.S. share in China’s trade grew continu-
ously from 10.5 percent in 1991 to 18.7 percent in 2000 (see Figure 1.4).
Japan’s trade structure is characterized by heavy dependence on the Unit-
ed States. For 1991–2000, the U.S. share of Japan’s trade fluctuated
between 25.2 percent and 27.2 percent. The portions of Japan’s trade occu-
pied by Korea and China also increased, the only exception being for the

Figure 1.3. Comparison of intraregional trade

Source: IMF, Direction of Trade, Yearbook 2000.

Figure 1.4. Share of Japan, Korea, and the United States in China’s Trade

Sources: IMF, Direction of Trade, Yearbooks and Quarterbook, June 2001.
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period of the Asian financial crisis. As a result, their combined share went
up from 11.1 percent in 1991 to 17.0 percent in 2000 (see Figure 1.5). In
Korean trade, the combined share of Japan and China has hovered at
around 25 percent for the last ten years. The Chinese share continued to
grow, while the Japanese share shrank somewhat (see Figure 1.6).

Table 1.4 shows the trade balance between China, Japan, and Korea for
1991–2000. Korea has traditionally recorded a deficit in its trade with

Figure 1.5. Share of China, Korea, and the United States in Japan’s Trade

Source: Same as Figure 1.4. 

Figure 1.6. Share of China, Japan, and the United States in Korea’s Trade

Source: Same as Figure 1.4.
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Japan, but with China, Korea enjoyed a trade surplus during most of the
1990s. Meanwhile, Japan has recorded a deficit vis-à-vis China for the last
ten years, at least according to the Japanese data.22

Trends and Current Status of Trilateral Investment Flows

The level of direct investment among the three countries is much lower
than that of trade. With regard to direct investment, China is mainly a
recipient, while Korea and Japan are both investors and recipients. 

Both Korean and Japanese direct investment in China increased until
the mid-1990s, when there was a slight slowdown. Korean direct invest-

Table 1.4. Trade balances between China, Japan, and Korea    (US$ milion)
C-J J-C C-K K-C J-K K-J

1991 220 –5,643 1,113 –2,438 7,707 –8,764
1992 –1,987 –5,005 –185 –1,071 6,190 –7,859
1993 –7,521 –3,298 –2,500 1,221 7,450 –8,452
1994 –4,829 –8,882 –2,942 740 10,837 –11,867
1995 –541 –13,988 –3,600 1,797 13,962 –15,509
1996 1,698 –18,578 –4,957 2,953 13,389 –15,394
1997 2,830 –20,135 –5,749 3,625 11,491 –13,060
1998 1,411 –16,897 –8,755 5,493 4,576 –4,581
1999 –5,369 –19,620 –9,420 4,818 10,471 –8,279
2000 6,260 –24,058 –11,105 6,634 10,599 –15,002
Note: C: China, J: Japan, K: Korea.
Sources: Same as Figure 1.4.

Table 1.5. Direct investment flows from Korea and Japan to China
Korean Investment in China Japanese Investment in China

Amount Share of Korea’s Amount Share of Japan’s
(US$ mil.) FDI (%) (US$ mil.) FDI (%)

1993 264 20.9 1,691 4.7
1994 632 27.5 2,565 6.3
1995 824 26.8 4,473 8.8
1996 836 19.7 2,510 5.2
1997 633 19.6 1,987 3.7
1998 631 16.2 1,065 2.6
1999 308 12.1 751 1.1
2000 307 8.3 402* 1.5*
Note: *The data for Japanese investment in China in 2000 is from January
to June.
Sources: The Export-Import Bank of Korea, Trend of Outward FDI of Korea
(in Korean) & Japan External Trade Organization, JETRO Whitepaper (in
Japanese).
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ment in China amounted to $824 million in 1995 and continued to decrease
to $307 million in 2000. Meanwhile, the share of Korean direct investment
in China in Korea’s total foreign direct investment (FDI) peaked in 1994,
when it reached 27.5 percent, before falling to 8.3 percent in 2000 (see Table
1.5). The share of Japan’s direct investment in China in Japan’s overall FDI
has also diminished recently, dropping dramatically from $4.47 billion in
1995 (8.8 percent of total FDI) to $751 million in 1999 (1.1 percent of total
FDI).

The flow of investment between Korea and Japan lags far behind their
bilateral trade. In 2000, direct investment in Japan represented just 1.7 per-
cent of Korea’s total outward FDI, and in 1999 Japanese direct investment
in Korea amounted to 1.5 percent of its total outward FDI (see Table 1.6).

Correspondingly, in 2000, the shares of Korean and Japanese invest-
ment in China’s total inward FDI were 3.71 percent and 8.22 percent,
respectively.23 For Korea, in 2000, the share of Japanese investment in its
inward FDI amounted to 15.6 percent.24

Mechanisms for Dialogue between China, Japan, and Korea

The most important development with regard to economic cooperation
between China, Japan, and Korea was the creation of the Summit Meetings
between the leaders of the three countries after their first meeting in Mani-
la in November 1999. In addition, there have been two new developments
that could help lay the cornerstone for trilateral cooperation. One is trilat-
eral joint research on economic cooperation, which was initiated by the

Table 1.6. Direct investment flows between Korea and Japan
Korean Investment in Japan Japanese Investment in Korea

Amount Share of Korea’s Amount Share of Japan’s
(US$ mil.) FDI (%) (US$ mil.) FDI (%)

1993 6.0 0.5 245 0.7 
1994 58.0 2.5 400 1.0 
1995 105.1 3.4 445 0.9 
1996 80.6 1.9 416 0.9 
1997 63.7 2.0 442 0.8 
1998 22.7 0.6 303 0.7 
1999 48.3 1.9 980 1.5 
2000 60.7 1.7 454* 1.7*
Note: *The data for Japanese investment in Korea in 2000 is from January
to June.
Sources: The Export-Import Bank of Korea, Trend of Outward FDI of Korea
(in Korean) & Japan External Trade Organization, JETRO Whitepaper (in
Japanese).
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three leaders at the Manila Summit Meeting. The other is a dialogue mech-
anism in the form of rotating seminars on financial cooperation among the
director-generals in charge of international finance of the three countries,
along with research institutes. 

Based on an agreement reached by the leaders of China, Japan, and
Korea at the ASEAN + 3 Summit Meeting in Manila, whereupon the three
countries agreed to launch a joint research project on economic coopera-
tion, the Development Research Center (DRC) of China, the National Insti-
tute for Research Advancement (NIRA) of Japan, and the Korea Institute
for International Economic Policy (KIEP) launched a joint research project
in November 2000. During the first year, the project focused on trilateral
trade issues and presented joint policy recommendations to the leaders of
the three countries during the Trilateral Summit Meeting at the ASEAN +
3 Summit Meeting in Brunei in November 2001. 

Another new development in the area of financial cooperation is the
rotating seminars involving the research institutes and director-generals in
charge of international finance of the three countries. During the three
seminars that have been held thus far,25 the participants exchanged views
on regional financial cooperation issues such as strengthening supervision
of short-term capital flows and establishing an early warning system in the
region, regional financing arrangements, exchange rate regimes, and
developments in financial reforms. 

Possible Options for Institutionalizing 
Northeast Asian Economic Cooperation 

Long-Term Vision for Economic Integration

Regional economic integration is one way of pursuing worldwide liberal-
ization toward the ultimate goal of a worldwide free trade area. When we
limit ourselves to regionalism per se, however, the long-term vision for the
Northeast Asian countries becomes an “East Asian Economic Community”
with an “East Asian Free Trade Area.”

As observed earlier, the FTAA covering the entire Western Hemisphere
will emerge in 2005. The EU has also been preparing itself by widening
ongoing economic integration. The European Council met in Nice from
December 7 to 9, 2000, and reaffirmed the historic significance of the EU
enlargement process. In addition, the Cooperation Council was created by
the 1995 Madrid Treaty between the EU and MERCOSUR, which Chile
joined in 1996, with a view to forming a free trade agreement between the
two blocs. Furthermore, the FTA between the EU and Mexico officially
went into effect on July 1, 2000. 
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Despite this trend of “continental” economic integration, East Asia
remains the only region without any formal economic integration process.
Thus it is quite likely that we will see the emergence of an East Asian trade
bloc. Then the tripartite world—in terms of the economic integration that
is being anticipated by many and feared by some—will become a reality.26

The East Asian Vision Group (EAVG), established following the deci-
sion at the Hanoi ASEAN + 3 Summit Meeting, is expected to submit its
report at the Brunei ASEAN + 3 Summit Meeting in November 2001. In
this report, the EAVG also envisions an “East Asian Economic Communi-
ty” and recommends the formation of an East Asian Free Trade Area well
ahead of the Bogor Goals set by APEC. 

Options for Economic Integration in Northeast Asia and East Asia27

Starting with Bilateral FTAs
The first natural path is to explore the possibility of forming a bilateral
FTA between the Northeast Asian countries or East Asian countries. A
Japan-Korea FTA (J-K FTA)—still at the research stage—and the FTA
between Japan and Singapore belong to this path. In addition, there are
other bilateral FTA proposals and ideas in discussion, such as a Korea-
Thailand FTA and a Korea-Singapore FTA (see Figure 1.7).

Among the bilateral FTAs, a J-K FTA draws the most attention because
of the two countries’ economic size. It would also be important as the first
step toward formal economic integration in Northeast Asia. When real-
ized, the J-K FTA could stimulate economic integration in Northeast Asia
and East Asia in the following ways: 

Figure 1.7. Paths toward an East Asian FTA
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• Given the importance of the two economies, it has the potential to
help realize an East Asian FTA.

• China may join and form a C-J-K FTA, which would then develop
into an East Asian FTA. 

• It may be merged with the AFTA, then develop into an East Asian
FTA.

Another possible path to an East Asian FTA may emerge from other
bilateral FTAs:

• Emergence of Northeast–Southeast Asian FTAs such as a Japan-Sin-
gapore FTA and a Korea-Thailand FTA may create an environment
leading directly to the formation of an East Asian FTA.

• Northeast Asian countries that form an FTA with a Southeast Asian
country may decide to conclude an FTA with the AFTA, then even-
tually develop it into an East Asian FTA.28

Enhancing East Asian Economic Integration through the ASEAN + 3 Framework

The ASEAN + 3 process started as a Summit Meeting, but its institutional
framework was subsequently strengthened by adding Ministerial Meet-
ings and Senior Officials Meetings. Yet it still lacks a formal institutional
framework, even compared to APEC. Another weakness stems from the
history of its formation. In fact, as its name indicates, the process has been
led by ASEAN, and the three Northeast Asian participants are guests.

But as Prime Minister Goh Chok Dong pointed out at the Singapore
ASEAN + 3 Summit Meeting in November 2000, if the ASEAN + 3 process
evolves from ASEAN + 3 Summit Meetings to East Asian Summits, it
could directly lead to an East Asian FTA. 

Institutionalizing Northeast Asian Economic Cooperation

In Northeast Asia, there is still no regional economic cooperation body, let
alone a regional trade arrangement, even between China, Japan, and
Korea. The three countries are all members of APEC and ASEM, as well as
ASEAN; they are the Asian counterpart of the EU. Furthermore, the
ASEAN + 3 Summit Meeting takes place regularly, and since 1999 the lead-
ers of the three countries have had separate Summit Meetings. 

Therefore it is time for China, Japan, and Korea to establish a regional
economic cooperation body: the Council for Northeast Asian Economic
Cooperation (CNAEC). The idea of forming the CNAEC stems from the
basic judgment that it will be difficult to conclude an FTA between the
three countries in the near future. In the absence of any regional trade bloc,
the council will provide the three countries with some of the benefits of
formal economic integration, such as a strengthened voice in the interna-
tional arena. Additionally, it will help create the necessary environment for
future steps toward formal economic integration in Northeast Asia, such
as the formation of a China-Japan-Korea FTA. 
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At the council, the three countries first will discuss various ways to
enhance economic cooperation among themselves, as well as in Northeast
Asia as a whole, in such areas as trade, investment, industrial cooperation,
technology, environment, telecommunications, transportation, energy,
financial cooperation, and macroeconomic policy coordination. At the
same time, the council will serve as a forum where the three countries will
exchange views with the goal of being better prepared for regional eco-
nomic forums such as APEC, ASEM, ASEAN + 3, multilateral trade negoti-
ations, and international financial institution meetings. In particular, the
council will serve as a support mechanism for the Trilateral Summit
Meeting. 

Some might question the usefulness of the council, as it basically does
not go beyond APEC, in which all three countries are already members.
Indeed, this council would not produce any legally binding decisions. It
would rather be a loose economic cooperation body like APEC. But unlike
APEC, which has twenty-one members covering a diverse geographic
area, the council could function more effectively, concentrating on the
regional issues in which all three countries are interested. In this sense, the
council will play a supplementary role to APEC.29

In terms of structure, APEC could be used as a model since the coun-
cil’s functions are similar to those of APEC. Considering that the Summit
Meeting is already taking place in the ASEAN + 3 framework, it would
suffice to establish a lower-level framework such as Ministerial Meetings,
Senior Officials Meetings, and necessary committees and working groups.

Conclusion

In order to enhance economic cooperation in Northeast Asia and to meet
the challenge of the rise of regionalism, more organized efforts are needed
to accelerate and deepen the ongoing regional economic integration that is
being led by market forces. Here the role of China, Japan, and Korea is of
crucial importance. Individually or together, the three countries must
search for a long-term vision and find step-by-step implementing
measures. 

Given the worldwide trend of continent-wide economic integration
both in Europe and the Americas, our long-term vision for regional eco-
nomic integration is an East Asian Economic Community. To reach that
ultimate goal and strengthen economic cooperation in Northeast Asia,
possible options include starting with bilateral FTAs, developing the
ASEAN + 3 framework, and establishing the Council for Northeast Asian
Economic Cooperation. Since all these options can complement one anoth-
er, they can be pursued concurrently. Indeed, a multilayered approach is
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necessary for the Northeast Asian countries to catch up with the rest of the
world in terms of regionalism.

Yet in belatedly adopting regionalism, the Northeast Asian countries
must keep in mind that regionalism cannot replace liberalization. If they
neglect multilateral liberalization in their eagerness to pursue regionalism,
it will not only be harmful to the world economy but also detrimental to
themselves.

Appendix

Table 1.7. Regional Trade Agreements (Enabling Clause)
Asia

Hub (including Hub & Spoke)

Bangkok Agreement Bangladesh, China, India, Republic of Korea, 
Laos, Sri Lanka

Association of South Brunei Darussalam, Cambodia, Indonesia, Laos, 
East Asian Nations Malaysia, Myanmar, Philippines, Singapore, 

(ASEAN) Thailand, Vietnam
ASEAN Free Brunei Darussalam, Cambodia, Indonesia, Laos, 

Trade Area (AFTA) Malaysia, Myanmar, Philippines, Singapore, 
Thailand, Vietnam

South Asian Preferential Bangladesh, Bhutan, India, Maldives, Nepal, 
Trade Arrangement Pakistan, Sri Lanka

(SAPTA)

Bilateral

Laos-Thailand Laos, Thailand
Trade Agreement

Latin America

Hub (including Hub & Spoke)

Latin American Argentina, Bolivia, Brazil, Chile, Colombia, 
Integration Association Cuba, Ecuador, Mexico, Paraguay, Peru, 

(LAIA) Uruguay, Venezuela
Southern Common Argentina, Brazil, Paraguay, Uruguay

Market (MERCOSUR):
CU

Andean Community Bolivia, Colombia, Ecuador, Peru, Venezuela
(CAN)
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Table 1.7. (Continued)
Middle East

Hub (including Hub & Spoke)

Gulf Cooperation Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, 
Council United Arab Emirates

Africa

Hub (including Hub & Spoke)

Common Market for Angola, Burundi, Comoros, Democratic Republic 
Eastern and Southern of Congo, Djibouti, Egypt, Eritrea, Ethiopia, 

Africa (COMESA) Kenya, Madagascar, Malawi, Mauritius, Namibia, 
Rwanda, Seychelles, Sudan, Swaziland, Uganda, 
Zambia, Zimbabwe

West African Economic Benin, Burkina, Faso Côte d’Ivoire, Guinea, Bissau,
and Monetary Union Mali, Niger, Senegal, Togo
(UEMOA/WAEMU)

Economic and Monetary Cameroon, Central African Republic, Chad, 
Community of Central Congo, Equatorial Guinea, Gabon

Africa (CEMAC)
East African Kenya, Tanzania, Uganda

Cooperation (EAC)
Other

Hub (including Hub & Spoke)

Tripartite Agreement Egypt, India, Yugoslavia
(TRIPARTITE)

Algeria, Angola, Argentina, Bangladesh, Benin,
Bolivia, Brazil, Cameroon, Chile, Colombia,
Cuba, Democratic People’s Republic of Korea,
Ecuador, Egypt, Ghana, Guinea, Guyana, Haiti,
India, Indonesia, Islamic Republic of Iran, Iraq,
Libya, Malaysia, Mexico, Morocco, Mozambique,
Nicaragua, Nigeria, Pakistan, Peru, Philippines,
Qatar, Republic of Korea, Romania, Singapore,
Sri Lanka, Sudan, Thailand, Trinidad and Toba-
go, Tunisia, United Republic of Tanzania,
Uruguay, Venezuela, Vietnam, Yugoslavia, Zaire,
Zimbabwe
Bangladesh, Brazil, Chile, Egypt, Israel, Mexico,
Pakistan, Paraguay, Peru, Philippines, Republic
of Korea, Romania, Tunisia, Turkey, Uruguay,
Yugoslavia

Protocol relating to
Trade Negotiations
among Developing

Countries (PTN)

General System of
Trade Preferences

among Developing
Countries (GSTP)
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Melanesian Spearhead Fiji, Papua New Guinea, Solomon Islands,
Group (MSG) Vanuatu

Economic Cooperation Afghanistan, Azerbaijan, Iran, Kazakhstan, 
Organization (ECO) Kyrgyz Republic, Pakistan, Tajikistan, Turkey, 

Turkmenistan, Uzbekistan
Australia, New Zealand, Cook Islands, Fiji, Kiri-
bati, Marshall Islands, Micronesia, Nauru, Niue,
Papua New Guinea, Solomon Islands, Tonga,
Tuvalu, Vanuatu, Western Samoa

*As of March 2001.
Note: CU: Custom Union.
Source: WTO. 

Table 1.8. Regional Trade Agreements (GATS Article V)
Europe

Hub (including Hub & Spoke)

EC/EU SAs with Hungary, Poland, Slovak Republic, Czech
Republic, Romania, Bulgaria

European Economic EC/EU, Iceland, Liechtenstein, Norway
Area (EEA): SA

North America

Hub (including Hub & Spoke)

North American Free Canada, Mexico, United States
Trade Agreement

(NAFTA)

Bilateral

Canada-Chile SA Canada, Chile 
Other

Bilateral

Closer Trade Australia, New Zealand
Relations Trade

Agreement (CER): SA
*As of March 2001
Note: SA(s): Service Agreement(s).
Source: WTO. 

South Pacific Regional
Trade and Economic

Cooperation Agreement
(SPARTECA)

Table 1.7. (Continued)
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Notes

1. Apart from regional trade agreements notified to GATT/WTO under
GATT Article XXIV, there are also nineteen regional trade agreements
notified under the Enabling Clause (see appendix, Table 1.7) and
twelve agreements notified under GATS Article V (see appendix, Table
1.8) as of March 2001.

2. Panagariya 1999, p. 507.
3. Bhagwati and Panagariya 1999, pp. 77-78.
4. WTO 1995, p. 62.
5. Frankel 1998, p. 273. 
6. Although Bhagwati thinks that the revival of regionalism is unfortu-

nate given its political appeal and its likely spread, he believes that it is
important to contain and shape it in a way that it becomes maximally
useful and minimally damaging, as well as consonant with the objec-
tives of arriving at multilateral free trade for all (Bhagwati 1999, pp.
26–27).

7. Whalley 1998, pp. 71–72.
8. According to a recent World Bank publication, the main driving forces

behind the proliferation of trade blocs in the 1990s were diverse politi-
cal forces (World Bank, Trade Bloc, 2000). The idea of preventing wars
by increasing economic exchanges was already suggested by E. Kant
in 1775 (Schiff and Winters, p. 271).

9. Baldwin 1999, p. 500.
10. However, most of them are members of APEC, and Korea and China

are members of the Bangkok Agreement.
11. Khanna and Lee 1996.
12. Sohn 1995.
13. Won Bae Kim’s paper is one of the most recent contributions following

this approach (Kim 2001).
14. Sometimes it includes the maritime regions of China, which are locat-

ed to the north of Shanghai.
15. The forum has recently focused its activities on promoting the idea of

establishing a Northeast Asian Development Bank to finance develop-
ment projects in the region. 

16. The Olympic Model, which emphasizes the multilayered character of
Northeast Asian economic cooperation, can be regarded as an attempt
to conceptualize Northeast Asian economic cooperation not as local
integration but as comprehensive economic cooperation (Lee 1996).

17. A series of studies that emphasizes the need for institutionalization in
the wake of the Asian financial crisis can also be placed in this group.

18. Hu 2000.
19. The Joint Statement indicates major areas of cooperation: economic

cooperation, monetary and financial cooperation, social and human
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resources development, scientific and technical development, culture
and information, development cooperation, political security, and
transnational issues.

20. The six projects are: conformity assessment development program in
industrial standards; Asian common skill standard initiative for IT
engineers; training program on practical technology for environmental
protection; strengthening the competitiveness of ASEAN SMEs; soft-
ware development in the Mekong Basin Project; and ASEAN satellite
image archives and environmental study.

21. Frankel 1997, pp. 25–26.
22. However, according to the statistics reported by China, China record-

ed a trade deficit vis-à-vis Japan for several years. There is a huge dif-
ference in the trade statistics reported by China and those reported by
Japan and Korea, which is mainly due to the Hong Kong factor.

23. Chinese National Bureau of Statistics (Department of Trade and Exter-
nal Relations Statistics), China Foreign Economic Statistical Yearbook
(2000).

24. The Export-Import Bank of Korea, Trend of Inward FDI in Korea (2001).
25. The first seminar took place on Cheju Island on August 21, 1999, while

the second and third meetings were held in Oita from February 24 to
26, 2000, and in Shenzhen from February 22 to 24, 2001, respectively.

26. See Frankel 1997, pp. 150–153, and Bergsten 2000.
27. Some scholars argue, especially after the Asian financial crisis, that the

traditional Balassa-type economic integration is not suitable for East
Asia. They prefer to focus on financial cooperation and monetary inte-
gration. Although these arguments have merit, in this paper economic
integration will mainly be treated in a traditional way. 

28. If China forms an FTA with the AFTA, this can constitute another vari-
ation.

29. For the same reason, the council can be supplementary to a possible
Council for East Asian Economic Cooperation. 
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Jeffrey J. Schott and Ben Goodrich

Until the 1990s, the three main countries of Northeast Asia—China, Japan,
and South Korea—were distinguished from most other major trading
nations by their nonparticipation in regional economic arrangements.1 For
much of the postwar period, China remained a large, underdeveloped,
and relatively autarkic economy (Lardy 1994). In contrast, Japan and
Korea became major exporting nations but relied primarily on the rules of
the General Agreement on Tariffs and Trade (GATT), and later the World
Trade Organization (WTO), to govern their trade relations with other
countries. The multilateral system established a framework of rights and
obligations that enabled both Japan and Korea to pursue export-led
growth strategies in the 1970s and 1980s and rapidly expand trade with
the United States (and to a lesser extent Europe). To be sure, both countries
also increased trade and investment with their neighbors in East and
Southeast Asia but at a slower pace than trade with the rest of the world.

Several political and economic obstacles constrained the deepening of
economic cooperation among the countries of Northeast Asia. Most promi-
nent were the political and ideological barriers that separated China from
its neighbors, continuing military tensions between North and South
Korea, and lingering anti-Japanese sentiment in both Korea and China
from the occupation in the first half of the twentieth century. The commu-
nist regime in China blocked most forms of cooperation with Western
countries until it began to adopt economic reforms in the mid-1980s. Chi-
nese support for the North Korean regime also heightened security con-
cerns in the region and inhibited political contacts between the Northeast
Asian countries. The threat of invasion from the north limited economic
relations between North and South Korea throughout the postwar era, as
have intermittent threats by the Chinese military to forcefully implement
its reunification goals. These overt security threats have required large
numbers of U.S. troops to be stationed in South Korea and Japan as deter-
rents to renewed bouts of Chinese and North Korean militarism. In turn,
this military dependency has encouraged Korea and Japan to develop
stronger economic ties with the United States than with each other or with
China. Finally, memories of the Japanese occupation continue to evoke
concerns about Japanese control of domestic firms and generate opposi-
tion to trade and investment reforms that might allow Japanese firms to
dominate national enterprises.

The sharp differences in the size and level of development of the

33

2. Reflections on Economic Integration 
in Northeast Asia



34 Jeffrey J. Schott and Ben Goodrich

Northeast Asian economies also influenced the intensity of economic
cooperation in the region. China is big and poor; North Korea is small and
poor, with autarkic policies to boot. In contrast, South Korea is small but
rapidly developing, and Japan is a medium-sized country that has been an
industrial power since the late 1970s.

Table 2.1 gives the tale of the tape. China is almost 100 times larger in
land area than South Korea and 25 times larger than Japan. China’s popu-
lation is 10 times greater than Japan’s and 25 times greater than Korea’s,
but its per capita income is more than 10 times smaller than that of the
average Korean and 40 times smaller than that of the average Japanese.
But size matters, so despite its low level of development, China’s overall
economy still is about $1 trillion (or 2.5 times larger than Korea and 25 per-
cent of the Japanese economy). The large gap between developed and
underdeveloped in the region is documented in the United Nations’
Human Development Index: Both Japan and South Korea are classified as
“high development countries” and are ranked ninth and twenty-seventh,
respectively, among UN members. China has advanced rapidly in the UN
ratings to achieve status as a “medium development country,” ranked
eighty-seventh among UN members (UNDP 2001). These large differences
in size, income, and policy orientation do not preclude economic coopera-
tion among regional neighbors, but they do complicate efforts that are
already impeded by the political factors cited above.

Given the political and economic obstacles to economic cooperation,
the growing interest in Northeast Asian regionalism is indeed noteworthy.
But do the nascent policy overtures between the three countries reflect
hard economic and political interests, tactical responses to initiatives of
other major trading countries, or simply diplomatic flights of fancy? And
is the projected scope of cooperation narrow or comprehensive? We cannot
do justice in a short paper to the diverse and complex issues—ranging
from infrastructure projects to free trade zones to monetary union—that

Table 2.1. Northeast Asia: Basic indicators
Land Area Population GDP 1999 Per Capita 1999 HDI
(thousand 1999 ($ billion)a Income Scoreb Rank

sq. km) (million) ($)a

Korea 99 47 398 8,490 0.875 27th

Japan 378 127 4,054 32,030 0.928 9th

China 9598 1,254 980 780 0.718 87th

Notes: a. World Bank Atlas Method
b. Human Development Index (max. score = 1.0) 

Sources: World Bank, 2001 World Development Indicators, April 2001; UNDP
2001.
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could be included in regional economic initiatives. Instead, we will try to
address a few basic questions: What is the current state of economic ties
between China, Japan, and Korea? Why is there new interest in Northeast
Asian economic cooperation? And what are the implications for the United
States of possible deepening economic cooperation in Northeast Asia? We
conclude with some reflections on possible alternative policies for the
three countries. 

Current State of Economic Cooperation in Northeast Asia

At the outset, it is useful to spell out a few thoughts about the nature of
economic cooperation. The subject implies different things to different
people. Given recent interest and concern about regionalism, some people
immediately equate cooperation with comprehensive initiatives between
governments such as free trade agreements (FTAs), customs unions (CUs),
and economic and monetary unions. To be sure, such accords usually rep-
resent the culmination of a series of arrangements that over time have inte-
grated firms and workers across national borders. But economic coopera-
tion usually builds from more modest initiatives and is initially propelled
by growing trade and investment linkages between private sector firms.
These economic interests push their governments to implement domestic
reforms that facilitate commerce and to negotiate international agreements
that help better manage trade and investment relations. Indeed, in many
instances, trade negotiators play “catch-up” to what already is transpiring
in the marketplace.

Put another way, economic integration is multidimensional. It is based
fundamentally on the interplay between firms in each country and their
ability to trade with and invest in each other’s market; it evolves through
progressive stages of trade cooperation agreements among governments;
and it is influenced by concurrent developments in bilateral, regional, and
multilateral relations with other trading partners.

On the vertical plane, countries often develop framework agreements
to deepen cooperation on bilateral trade and investment issues and to
manage disputes that inevitably increase as the volume of commerce
expands. Mutual recognition agreements that promote convergence on
national regulatory policies and bilateral investment treaties frequently
emerge from the closer economic contacts between partner governments.
Such accords provide a solid foundation for moving to more comprehen-
sive trade accords such as FTAs or CUs. On the horizontal plane, trade
relations operate concurrently at the bilateral, regional, superregional, and
multilateral levels. WTO provisions (notably GATT Article 24, GATS Arti-
cle 5, and the Enabling Clause) govern the granting of trade preferences
under various preferential arrangements and try to ensure (albeit only par-
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tially successfully) that bilateral and regional pacts complement the goals
of the multilateral trading system (Lawrence 1996). Finally, intersecting
both planes (that is, both deepening and broadening relations), private
firms work together to integrate economies through cross-border trade
and investment, sometimes abetted by government agencies that support
those activities through (1) public infrastructure projects, (2) comprehen-
sive development plans that link parts of their economies in subregional
economic zones (SREZs),2 or (3) broader regional integration initiatives.

With this background, we now turn to the current status of trade and
investment relations in Northeast Asia. In the postwar era, ties between
Japan, Korea, and China have been slowly evolving since the 1970s; each
country in turn developed its economy and began to revive contacts with
its neighbors. To bolster trade ties, Japan accorded Korea benefits under its
generalized system of preferences starting in 1973 (Yamazawa 2001: 12). At
that point, Japan accounted for about 40 percent of total Korean trade.
However, Japan’s share of Korean trade has declined markedly since then.
By 1990, Japan accounted for less than 20 percent of Korean exports; in
1999 that share fell to 11 percent. Similarly, Japan’s share of Korean
imports fell to about 27 percent in 1990 and down to 20 percent in 1999.
Much of this shift in trade shares represents growing trade ties between
the United States and Korea and the revival of Korean-Chinese trade in the
1990s. The latter is notable since there was no direct trade between Korea
and China until 1987; by 1999, however, China accounted for 9.5 percent of
Korean exports and 7.4 percent of Korean imports (Choi and Schott 2001:
Table 2.3).

Table 2.2 provides data on intraregional trade in Northeast Asia over
the past decade. Korean-Japanese trade has grown very slowly due in part
to the weak performance of the Japanese economy throughout the 1990s.
Two-way trade increased from $29 billion in 1990 to $48 billion in 1995
before contracting to about $39 billion in 1999 due to the lingering effects
of the Asian financial crisis. By contrast, each country’s trade with China
expanded rapidly from a narrow base. Japanese trade with China grew
from $18 billion to $66 billion during this period; Korean trade with China
increased from less than $3 billion to almost $23 billion. During this peri-
od, China’s global trade volume more than tripled, Korea’s almost dou-
bled, and Japan’s rose by about 40 percent. As a result, the share of intrare-
gional exports in total exports of the three countries increased modestly
from 12.1 percent in 1990 to 16.8 percent in 1999. Interestingly, intraregion-
al exports in 1999 were only half as large as the combined exports from the
three countries to the United States!

Table 2.3 shows a matrix of bilateral trade in merchandise goods for
the three countries in Northeast Asia and the United States in the year
2000. While Japan exported a little more than $30 billion worth of goods to
both Korea and China, its exports to the United States topped $143 billion.
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Japan’s imports are not nearly as concentrated. Japan’s imports from
Korea and China together are almost equal to the $65 billion worth of
goods imported from the United States.

Korea exports about as much to Northeast Asia as it does to the United
States. Korea exported a little more than $18 billion worth of goods to
Japan and more than $19 billion to China. Korea exports to Japan only

Table 2.2. Northeast Asia: Intraregional trade (US$ billion)
1990 1995 1999

Intraregional 2-Way Trade:
Korea-Japan 29.2 48.2 38.8
Japan-China 18.1 58.0 66.1
China-Korea 2.8 16.5 22.6
Total, Northeast Asia 50.1 112.7 127.5
Total Exports
Korea 65.0 125.1 144.7
Japan 287.6 443.1 419.4
China 62.1 148.8 195.1
Total, Northeast Asia 414.7 717.0 759.2
Total Trade:
Korea 134.8 260.2 264.5
Japan 523.0 779.0 730.7
China 115.4 280.9 360.9
Intraregional Trade/Total Exports 12.1% 15.7% 16.8%
Sources: WTO, International Trade Statistics, various issues; GATT, Interna-
tional Trade 90–91; Choi and Schott 2001, Table 2.3.

Table 2.3. Merchandise exports, 2000    (US$ million and percent of world)
Importer

Japan Korea China U.S. World

Japan 30,423 30,859 143,880 477,874
6.4% 6.4% 30.1% 100%

Korea 18,377 19,544 37,192 165,420
Exporter 11.1% 11.8% 22.5% 100%

China 43,620 11,094 64,918 275,779
15.8% 4.0% 23.5% 100%

U.S. 64,538 27,338 15,964 771,991
8.4% 3.5% 2.1% 100%

Note: Export figures are f.o.b.
Source: IMF Direction of Trade Statistics CD-ROM, August 2001.
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about 60 percent of what it imports from Japan. Korea imports slightly
more from Japan than it does from the United States and relatively little
from China. In fact, Korea’s trade surplus with China mostly offsets its
trade deficit in goods with Japan.

China exported about $55 billion worth of goods to Northeast Asia in
2000 and about $65 billion to the United States. On the import side, the sit-
uation is reversed, with China importing three times as much from North-
east Asia as it does from the United States.

Like trade, investment also helps link the economies of Northeast Asia
loosely together. China is the focus of most foreign direct investment (FDI)
in the region; Japan and Korea host relatively small amounts of foreign
capital, although Japanese investors hold more than $5 billion in assets in
the Korean market, second only to U.S. FDI in Korea (Yamazawa 2001).3 As
of 2000, China was host to almost $350 billion in FDI—almost 3.5 times
greater than the combined FDI in Japan and Korea. Both Japan and Korea
hold multibillion-dollar stakes in the Chinese economy. As shown in Table
2.4, China accounts for about 30 percent of FDI in Northeast and Southeast
Asia and has attracted significant funds away from the ASEAN region
since the onset of the Asian financial crisis in 1997. Together, China and

Table 2.4. FDI inflows: 1995–2000 (US$ billion)
Stock:

1995 1996 1997 1998 1999 2000 2000

World Total 331.1 384.9 477.9 692.5 1,075.0 1,270.7 6,314.3
Japan 0.0 0.2 3.2 3.3 12.7 8.2 54.3
China 35.9 40.2 44.2 43.8 40.4 40.7 346.7
Korea 1.8 2.3 2.8 5.4 10.6 10.2 42.3
Hong Kong 6.2 10.5 11.4 14.8 24.6 64.5 469.8
Taiwan 1.6 1.9 2.2 0.2 2.9 4.9 27.9
ASEAN-10 25.2 30.9 32.5 18.3 14.7 13.9 262.8
Total, Northeast

and SE Asia 70.7 86.0 96.3 85.8 105.9 142.4 1,203.8
China as 50% 47% 46% 51% 38% 29% 29%

percentage of 
Total, Northeast
and SE Asia

ASEAN-10 as 36% 36% 34% 21% 14% 10% 22%
percentage of
Total, Northeast
and SE Asia

Note: ASEAN-10 Stock 2000 figure does not include Brunei Darussalam.
Source: UNCTAD, World Investment Report 2001.
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Hong Kong host almost 70 percent of FDI in the region.
Often, cross-border investment provides a buffer against trade dis-

putes. In Northeast Asia, however, FDI is one sided; arguably, investors
have much less influence over Chinese trade policy than foreign investors
in the United States or European markets, for example. As evidence, wit-
ness the recent trade dispute in which China retaliated against import
restrictions imposed by Japan (under safeguards provisions) on Chinese
agricultural exports.4 Similarly, Korea frequently has used antidumping
measures to protect its industries against shipments from its neighbors in
Northeast Asia; as of September 2001, Korea had six antidumping orders
in effect against Chinese exports and five against Japanese exports (Korean
Trade Commission 2001). To be sure, trade disputes are to be expected and
to increase along with the growth in intraregional trade. For example, the
United States engages in more trade disputes with Canada, its leading
trading partner, than with any other country. But if the base of regional
trade is narrow, then the growth of trade disputes may signal political
resistance to integration rather than the deepening of economic ties.

Interest in Strengthening Regional Economic Cooperation

Several developments underpin the growing interest of China, Japan, and
Korea in strengthening their bilateral and regional economic ties. The sub-
ject has attracted considerable attention since the startling proposal by
China’s President Jiang Zemin in late 2000 that the ASEAN + 3 countries
conduct a study of a potential free trade agreement in the region. But a
number of factors over the past decade have contributed to the rebirth of
regionalism in Northeast Asia.

First, economic ties began to deepen a decade ago through common
participation in the Asia-Pacific Economic Cooperation (APEC) forum and
through the more informal evolution of subregional economic zones
(SREZs). APEC has been the only forum where all the major economic
players in the region actually meet and work together on common or coor-
dinated economic initiatives, and it is one of the most valuable vehicles for
integrating China into the broader regional economy.5 However, APEC’s
momentum has been flagging since the Osaka Summit in 1995; some
members believe that new bilateral and regional FTAs could catalyze
efforts to implement APEC’s long-run free trade commitments. 

Second, regionalism in Northeast Asia has become more interesting
and valuable as a result of the awakening of the Chinese economy and its
incremental insertion into the global trading system. As a result of exten-
sive domestic economic reforms (implemented unevenly, to be sure, in dif-
ferent regions of the country), and after fifteen years of negotiations, China
will soon accede to the WTO and undertake extensive obligations to liber-
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alize its trade barriers and reform its regulatory policies. Indeed, China has
committed to opening its market to a far greater extent than several major
developing countries that already are WTO members.6 The road to that
goal is likely to be riddled with potholes, but Chinese policy seems at least
determined to move in the direction of freer trade. Engagement with
neighbors in Northeast Asia, the wider APEC region, and the WTO will
influence the scope and pace of prospective policy reforms.

Third, Japan and Korea have shown increasing interest in regionalism
because of concerns about potential breakdowns, or at least stagnation, in
the multilateral trading system. Several factors have influenced this policy
reorientation, including the fractious debate since the first WTO ministeri-
al in Singapore in December 1996 over the inclusion of “new” issues such
as labor, environment, investment, and competition policy on the WTO
agenda, and the scope of prospective reforms in “old” areas such as agri-
culture. On the new issues, WTO members differ widely on the impor-
tance of these issues for the trading system, on the scope of initiatives that
should be undertaken in the WTO, and on the desirability and extent of
cooperation between the WTO and other international organizations that
have expertise in these areas. On the old issues, both Japan and Korea rec-
ognize that their own reluctance to liberalize farm trade barriers could
dampen prospects for a successful conclusion of WTO negotiations and
thus weaken the multilateral system. Policy differences over both old and
new issues have generated large fissures among developed countries and
between developed and developing countries.

Fourth, the Asian financial crisis demonstrated the existing linkages
between economies in the region and each country’s vulnerability to eco-
nomic problems that beset their neighbors. The story of the contagion in
financial markets in 1997–98 is well documented and prompted proposals
for new regional schemes to help forestall or better manage future crises
(see, for example, Haggard 2000). Nevertheless, Japan’s prolonged stagna-
tion has complicated the task of export-led recovery throughout East Asia
and underscored the opportunities and risks involved in regional econom-
ic integration. On balance, however, each country in the region has recog-
nized its stake in the economic health and political stability of its neigh-
bors. “Help thy neighbor, help thyself” has thus become an important
guideline for intra-Asian economic relations.

Last, but not least, both countries seem to be infected with a case of
“me-too” regionalism; most other countries seem to be engaged in regional
arrangements, so Japan and Korea want to be part of the game, too. Since
the Asian financial crisis, Japan has discussed potential FTAs with Korea
and Mexico and formally launched FTA negotiations with Singapore in
January 2001. For its part, Korea has talked about FTAs with Japan, Singa-
pore, and New Zealand and is already negotiating with Chile (Choi and
Schott 2001). None of the current or prospective deals involves significant
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amounts of trade, with the exception of a Korea-Japan FTA (discussed fur-
ther in the next section). But each study and negotiation provides impor-
tant practice for bigger and broader agreements that may come down the
road.

In fact, the growth of regionalism in the world economy is both more
and less than it seems. Trade officials in the United States and in Northeast
Asia bemoan the fact that they participate in few if any of the 152 regional
trade agreements that have been notified to the WTO. But, as shown in
Table 2.5, a large majority of those pacts have emerged from longstanding
efforts to integrate Europe and, more recently, the Central and Eastern
European economies of the former Soviet bloc. In fact, 107 of the 152 notifi-
cations (70 percent) involve pacts between members of the European
Union, the European Free Trade Association, or Eastern European coun-
tries. In addition, 19 pacts have been notified under the WTO’s “enabling
clause,” which applies only to intradeveloping country arrangements. So,
apart from European integration and the development-related associations
in Africa, Asia, and Latin America, regionalism to date has been relatively
restrained.

But the WTO notifications do not capture the more significant trend in
regional trading arrangements of the past decade—namely, the growth of
so-called superregional arrangements. As contrasted with neighborhood
deals, these transoceanic trade initiatives link trading partners in different
continents and bridge wide divides in the size and level of development of
the participating countries. Examples include APEC (including the series
of bilateral FTAs between APEC members that could evolve into broader
regional pacts), the Free Trade Area of the Americas, and the evolving
(albeit incrementally) transatlantic free trade area between the European
Union and countries in Latin America (see Schott and Oegg 2001). These
superregional initiatives complement the WTO but could substitute for
multilateral trade pacts if the WTO process falters. They reduce the risk of
the trading system devolving into three regional trading blocs, but they
increase the need for countries to work together with their neighbors so
that they can better take advantage of the opportunities presented by
superregional and multilateral trade accords.

A subset of the concerns about “me-too” regionalism relates to
NAFTA. Since the conclusion of negotiations on the Canada–U.S. FTA in
late 1987 and the subsequent expansion of the free trade regime to Mexico
in 1993, both Japan and Korea have at times considered the possibility of
acceding to NAFTA or negotiating a NAFTA–like bilateral FTA with the
United States (see Schott 1989). For a variety of reasons, such proposals
were not considered politically viable on either side of the Pacific.7

Instead, interest has shifted to emulating the U.S. example and trying
to enhance the global competitiveness of local industries by pursuing
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regional integration arrangements. The strategy is straightforward: Reduce
barriers to trade with neighbors, allowing countries to produce and trade
across a broader regional market. In so doing, their firms can lower costs
and increase productivity by reaping the gains of economies of scale in
production and intra-industry specialization.

This approach is working in North America. Is it viable in Northeast
Asia? Table 2.6 illustrates three important differences between the two
regions. 

Table 2.5. Regional trade agreements (as of March 2001)

Notified to WTO under:

GATT GATS Enabling 
Total Article 24 Article 5 Clause

Total 152 121 12 19

Intra-EC 7 5 2 -

EC + Association 37 30 7 -

EFTA + Association 17 17 - -

Eastern Europe 41 41 - -
Of which:
CEFTA 4 4
Baltic States 9 9
Czech + Slovak 11 11
Slovenia 6 6
Other E. Europe 11 11

Faroe Islands 5 5 - -

Georgia 5 5
Kyrgyzstan 7 7 - -

Canada (Chile + Israel) 3 2 1 -

CER (including SPARTECA) 3 1 1 1

USA (Israel + NAFTA) 3 2 1 -

Intra-LDC 20 3 - 17

Other 5 4 1
Note: Agreements that include both services and goods are counted twice.
Source: WTO (2001b).
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First, the prospective partners already had strong trade linkages in
North America prior to the onset of FTA negotiations; in Northeast Asia, as
noted above, intraregional trade has been modest and represented only 17
percent of total exports of the three countries in 1999 and in 2000. Second,
the North American economies, particularly the United States and Cana-
da, were host to substantial direct investment from neighboring firms. The
United States and Canada accounted for about two-thirds of FDI in Mexi-
co. In contrast, Japan and Korea have been relatively closed to FDI from all
countries, but both have significant investments in China. As of 2000,
China was host to almost $350 billion of FDI and has attracted close to 42
percent of all FDI inflows into Southeast and Northeast Asia since 1995
(see Table 2.4). Third, North American economic ties were abetted by long
and porous land borders, which have supported large cross-border flows
of goods and people. The countries of Northeast Asia, by contrast, do not
have land borders (except with North Korea) and have maintained tight
border controls to regulate the flow of goods and people. In short, the
geography and underlying openness of the North American economies are
more conducive to economic integration than those prevailing in North-
east Asia.

Gravity models generally confirm that geography matters. Per Helli-
well (2000), domestic trade (i.e., trade within countries) is more intensive
than international trade (adjusting for distance and income), and countries
that share land borders trade more intensively than noncontiguous coun-
tries. Frankel and Rose (2000) found that trade intensities between any
pair of countries decline by about 10 percent for each 10 percent increase
in distance between their economic centers (holding other factors con-
stant). Even though there are no common land borders in Northeast Asia,
the economic centers of the three countries are relatively close together.
Thus, these countries should still be able to substantially increase trade by
eliminating trade barriers and promoting the convergence of their regula-
tory policies.

Sohn and Yoon (2001) estimate a gravity model for Korea’s trade that
is similar but less complex than the model used by Frankel and Rose. In

Table 2.6. NAFTA vs. Northeast Asia
NAFTA Northeast Asia

• 3 countries: U.S., Canada, Mexico • 3 countries: China, Japan, Korea
• Strong trade linkages pre-pact • Modest trade linkages
• Extensive cross-investment • Limited investment in Japan,

Korea; significant FDI in China
• Long + porous land borders • Tight border controls, no land

borders (excl. North Korea) 
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1995, Korea’s actual trade with Japan was only 67 percent of the predicted
trade for these two countries given their economic characteristics. For
Korea and China, the actual total was 86 percent of the predicted total.
Thus, the authors conclude that Korea trades too little with its neighbors in
Northeast Asia, and the existence of trade barriers is one potential expla-
nation for the differential.

In sum, there are a number of reasons why the countries of Northeast
Asia may want to pursue regional integration initiatives. Some stem from
pragmatic interest in strengthening their economic ties in order to promote
a climate of peace and prosperity in the region. Others reflect concerns
about the need to keep pace with the spread of regional arrangements
around the world. For better or worse, regional pacts do affect nonmember
countries—by promoting growth and creating new trade opportunities or
by creating trade preferences that discriminate against third-country sup-
pliers and cause trade diversion. Prospective regional partners need to
assess the external implications of their arrangements as they weigh the
benefits of closer integration. The next section looks more closely at that
issue from the U.S. perspective.

Implications of Northeast Asian Regionalism 
for the United States

The external implications of Northeast Asia regionalism depend impor-
tantly on the type of cooperation undertaken by China, Japan, and Korea.
To the extent that regional initiatives promote economic growth, they can
provide benefits that reach beyond the borders of the partner countries. To
the extent that the integration arrangements involve discrimination
against nonmember countries (even if the pacts are consistent with WTO
obligations), they may adversely affect the trade and investment interests
in other countries outside the region. In particular, if economic cooperation
in Northeast Asia results in preferential trading agreements, the United
States—as the main trading partner and major investor in each country—
could suffer trade and welfare losses. So, too, could smaller countries in
Southeast Asia, though we defer analysis of their story for another paper.

Table 2.7 reports U.S. merchandise trade with Northeast Asia during
the past decade. Overall, Northeast Asia accounts for more than 20 percent
of total U.S. trade (and 25 percent of U.S. imports). U.S. trade with Japan is
almost twice as large as U.S. trade with China and three times as large as
trade with Korea. U.S. export growth to the region has been stagnant since
1995, while U.S. imports have increased by almost 50 percent.8 The United
States has run a merchandise trade deficit with each of the three countries
in Northeast Asia every year in the 1990s, with the exception of a small
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surplus with Korea in 1996 and 1997. In 2000, the U.S. deficit with North-
east Asia was $196 billion, or almost half of the global U.S. trade deficit of
$425 billion. Obviously, if a Northeast Asian FTA discriminated against
U.S. exports to the region, it could exacerbate the already large U.S. trade
deficit and precipitate protectionist pressures in the U.S. Congress. 

Table 2.8 shows trade by product between the United States and
Northeast Asian countries in 1999. This disaggregated perspective gives a
clearer picture about the nature of the U.S. merchandise trade deficits with
Northeast Asian countries. The United States actually has a trade surplus
in agricultural products and mining products but a substantial deficit in
manufactured products with all three countries. This table by itself does
not give any indication as to which products would be adversely affected
by preferential FTAs in Northeast Asia, but many of the categories in this
table include (to varying extents) the products in Table 2.13 below, in
which we report the specific U.S. exports that could be diverted from
Northeast Asian markets.

Considering only merchandise trade is insufficient, however, because
trade in services is an important part of the U.S. economy. Table 2.9 shows
the growth in services trade between the United States and Northeast Asia
in a format that is comparable to Table 2.7 for merchandise goods. Overall,
Northeast Asia represents about 15 percent of total U.S. services trade.
Japan accounts for the bulk of this trade, with which the United States
maintains a large but declining surplus. China and Korea have significant
barriers to FDI in services, which likely have constrained the growth of
U.S. services exports (Findlay and Warren 1999). While FTA members
often implement their services regulatory reforms on a nondiscriminatory
basis, Table 2.9 gives some indication that U.S. services exports could also
be affected by discriminatory preferences under a Northeast Asian FTA.9

In contrast to trade, the share of U.S. FDI that goes to Northeast Asia is
small. Table 2.10 shows the growth in U.S. FDI in Northeast Asia in the
1990s, based on figures from the Bureau of Economic Analysis. As of 1999,
the stock of U.S. FDI in Japan was worth—on a historical cost basis—about
$48 billion, and U.S. investment in Korea and China totaled $8.7 billion
and $7.8 billion respectively.10 Unlike U.S. merchandise exports, U.S. FDI in
the region has grown markedly since 1995.

The implication thus far in this section has been that the United States
could be adversely affected by discriminatory trade arrangements in
Northeast Asia. In the next section, we review two important studies that
estimate the potential effects of FTAs in Northeast Asia and supplement
them with our own calculations to determine which U.S. exports are most
likely to be affected.
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Table 2.8. U.S. trade in merchandise goods by country and product
World Japan China Korea

Product exports imports exports imports exports imports exports imports

Agricultural
products 65.94 66.14 13.99 0.69 1.27 1.36 3.62 0.32
Food 51.97 48.64 11.72 0.48 0.77 0.98 2.38 0.18
Raw materials 13.97 17.50 2.27 0.21 0.50 0.38 1.24 0.14

Mining
products 22.01 102.33 1.86 0.90 0.58 0.84 1.29 0.45
Ores and other

minerals 5.17 5.53 0.53 0.04 0.32 0.19 0.52 0.01
Fuels 9.93 79.27 0.76 0.35 0.12 0.28 0.55 0.31
Nonferrous

metals 6.91 17.53 0.57 0.50 0.14 0.37 0.22 0.13

Manufactures 575.33 842.84 40.03 129.23 11.06 84.63 19.39 28.81
Iron and steel 5.45 16.36 0.12 1.77 0.07 0.41 0.10 0.97
Chemicals 71.98 64.07 5.79 6.76 2.09 1.80 2.50 0.72
Other

semi-
manufactures 40.29 74.84 2.02 5.46 0.60 6.72 0.96 1.56

Machinery and
transport
equipment 369.30 489.19 24.12 101.65 7.15 27.74 13.82 20.18

Power generating
machinery 19.99 16.96 1.19 1.45 0.46 0.37 0.48 0.39

Other
nonelectrical
machinery 62.57 61.59 3.08 13.60 1.33 2.33 2.26 1.28

Office and
telecom.
equipment 125.66 176.84 10.47 33.13 2.23 17.12 9.10 12.54

Electrical
machinery 37.27 48.39 2.05 7.28 0.55 6.67 0.92 1.27

Automotive
products 62.92 155.72 2.12 39.99 0.22 0.43 0.30 3.83

Other transport
equipment 60.89 29.69 5.21 6.20 2.37 0.82 0.76 0.87

Textiles 9.51 14.30 0.23 0.59 0.09 1.69 0.16 0.94
Clothing 8.27 58.78 0.45 0.10 0.01 7.74 0.02 2.25
Other consumer

goods 70.52 125.29 7.30 12.90 1.05 38.54 1.82 2.20

Total
merchandise 692.78 1059.22 57.48 134.87 13.12 87.78 24.94 29.60

Note: Dollar figures are in billions of dollars of trade in 1999.
Source: WTO International Trade Statistics (2001).



48 Jeffrey J. Schott and Ben Goodrich

The Effects of Northeast Asian FTAs

Two potentially discriminatory FTAs have been vetted in Northeast Asia: a
bilateral Korea-Japan FTA and a trilateral China-Japan-Korea FTA. Both
have attracted considerable interest from some domestic groups—and
vocal criticism from others—which anticipates that they will be “winners”
or “losers” from more open competition in the region.

What would be the impact of each pact on the United States? Two
recent studies, by Yamazawa (2001) and Scollay and Gilbert (2001), have
estimated the potential effect of FTAs in Northeast Asia on welfare, trade,
and productivity. Both studies use a computable general equilibrium
(CGE) model to analyze the proposed agreement. The focus of the
Yamazawa study is a Korea-Japan FTA; Scollay and Gilbert provide esti-

Table 2.9. U.S. trade in services with Northeast Asia
Exports

Country 1992 1993 1994 1995 1996 1997 1998 1999

China 1,568 1,919 2,049 2,531 3,164 3,579 3,966 3,932
Japan 25,554 26,794 28,952 33,240 33,535 34,249 29,887 30,498
Korea 3,375 3,638 4,599 5,693 7,435 7,082 4,770 5,339
World 163,688 171,588 187,357 203,768 222,633 239,444 244,099 254,665

Imports

Country 1992 1993 1994 1995 1996 1997 1998 1999

China 1,044 1,303 1,459 1,674 1,936 2,205 2,279 2,666
Japan 10,607 11,785 12,584 13,463 12,907 14,053 13,522 15,692
Korea 2,041 2,343 2,796 3,581 4,124 4,530 4,157 4,458
World 100,379 107,940 119,101 128,781 137,102 152,042 167,607 174,825

Balance

Country 1992 1993 1994 1995 1996 1997 1998 1999

China 524 616 590 857 1,228 1,374 1,687 1,266
Japan 14,947 15,009 16,368 19,777 20,628 20,196 16,365 14,806
Korea 1,334 1,295 1,803 2,112 3,311 2,552 613 881
World 63,309 63,648 68,256 74,987 85,531 87,402 76,492 79,840

Notes: Figures for China do not include Taiwan, Hong Kong, or Macao.
Figures are in millions of current dollars.
Source: U.S. Bureau of Economic Analysis 2001a.

Table 2.10. U.S. FDI position in Northeast Asia
Country 1992 1993 1994 1995 1996 1997 1998 1999

China 563 916 2,557 2,765 3,848 5,150 6,481 7,766
Japan 26,591 31,095 34,117 37,309 34,578 33,854 35,633 47,786
Korea 2,912 3,427 4,334 5,557 6,508 6,467 7,395 8,749
World 502,063 564,283 612,893 699,015 795,195 871,316 1,014,012 1,132,622

Note: Figures for China do not include Taiwan, Hong Kong, or Macao.
Figures are in millions of current dollars and are on a historical cost basis.
Source: U.S. Bureau of Economic Analysis 2001b. 
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mates for a number of FTA combinations in the Asia-Pacific region, includ-
ing a Korea-Japan FTA and a Korea-Japan-China FTA.

Scollay and Gilbert estimate the effect of a Korea-Japan FTA that
includes liberalization of the agricultural sectors using a “static” CGE
model. Static, in this context, means that the model accounts for the short-
run effects of the trade liberalization and all the initial ripple effects
throughout the economies but does not account for any effects of long-run
increases in productivity due to the trade liberalization. Table 2.11 shows
the predicted effects of this simulation on welfare, exports, imports, and
factor productivity for Japan, Korea, China, the United States, Southeast
Asian countries, and countries in various other regions. The most striking
results of this simulation are that Korea’s welfare would be reduced, its
global exports and imports would increase, but its bilateral trade balance
with Japan would deteriorate. Some Korean industries and farmers
oppose a prospective Japan-Korea FTA precisely because it would exacer-
bate their bilateral trade deficit with Japan (Choi and Schott 2001; Yamaza-
wa 2001).

Japan would reap small welfare gains, resulting from a small increase
in its global exports and imports. Unlike Korea, Japan would not become
significantly more productive in the short run as a result of a bilateral FTA.
Korean productivity does not change for most factors but does increase by
9 percent in the case of land usage. Overall, these static estimates do not
indicate that there is a great deal of benefit from a bilateral FTA between
Japan and Korea.

A bilateral agreement, on the other hand, would have adverse effects
on China, the United States, and Southeast Asia as a result of trade diver-
sion. The U.S. losses would be relatively small—just a hundredth of a per-
cent drop in real GDP. Because the base of U.S. global imports was much
larger than the base of U.S. exports in 1995, the proportional reductions in
U.S. trade as a result of this bilateral FTA would actually improve the glob-
al U.S. trade balance slightly.

Yamazawa’s static estimates of a Japan-Korea FTA are roughly consis-
tent with those of Scollay and Gilbert. Yamazawa does not report estimates
of welfare or productivity effects, but his estimates on trade effects have
the same sign as Scollay and Gilbert’s estimates. However, the magnitudes
of Scollay and Gilbert’s estimates are consistently higher than Yamazawa’s
predictions by a substantial margin.

Yamazawa’s static trade estimates range from a 0–3 percent increase
for total imports and exports for both Korea and Japan.11 In contrast,
Yamazawa’s dynamic CGE model, which attempts to go beyond a static
model by estimating the effects on trade of long-run increases in produc-
tivity, predicts that total exports for Korea and Japan would increase by
more than 30 percent, while imports would not increase in Korea’s case
and would decrease by almost 6 percent in the case of Japan! Even though
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Korea and Japan’s exports would increase substantially, total world
exports and imports would rise by only 0.71 percent. Obviously, some
countries (i.e., the United States and Southeast Asia) would have to reduce
their trade substantially. To be sure, Yamazawa’s dynamic estimates of
trade liberalization seem a little high and should be interpreted with
caution.12

Scollay and Gilbert also consider a bilateral FTA between Korea and
Japan that excludes agricultural products. Excluding agriculture could run
afoul of Korea and Japan’s WTO obligations because regional trade agree-
ments are permitted under the WTO only if (among other conditions) they
include “substantially all trade.” Given the intense political opposition to
liberalization of agriculture in both Japan and Korea, it is conceivable that
a bilateral FTA would seek to exclude important segments of bilateral farm
trade (as in the European Union–Mexico FTA and to a lesser extent the
Canada–U.S. FTA). However, Scollay and Gilbert’s economic predictions
for a bilateral FTA that excludes agriculture are very similar to their pre-
dictions for a full bilateral FTA. In short, Korea would still lose (but by
slightly less), and Japan would gain a little more in welfare but not as
much in trade. China, the United States, and the Southeast Asian countries
would still lose in both welfare and trade, but by slightly less than they
would if agriculture were included in the FTA.

Given that China would be adversely affected by a bilateral agreement
between Korea and Japan, China might want to join the agreement and
make it trilateral. Scollay and Gilbert provide estimates of the effects of a
trilateral FTA. Note, however, that their model uses 1995 as a reference
year, so it does not take into account the substantial unilateral liberaliza-
tion undertaken by China in the past few years or reforms China will
implement pursuant to its WTO accession agreements. It is difficult to
assess the extent to which the marginal effects of a regional trade agree-
ment would be different if the unilateral liberalization of China were taken
into account; however, both the positive and negative effects of the region-
al trade agreement would be less extreme.13

The effects of a trilateral free trade agreement (including agriculture)
in Northeast Asia are summarized in Table 2.12. In general, Scollay and
Gilbert’s estimates of the effects of trilateral liberalization are larger than
their estimates for bilateral liberalization between Japan and Korea. Korea
gains in terms of welfare from a trilateral arrangement, whereas it lost wel-
fare under the bilateral liberalization scenarios. Also, Korea would trade
more under a trilateral regime than a bilateral one. Japan also improves in
welfare and trade from trilateral liberalization and gains much more than
it would from bilateral liberalization. China gains substantially from being
included in the regional arrangement, although it is starting from a lower
base and the above caveats about Chinese unilateral liberalization need to
be kept in mind. Also, the productivity in the three Northeast Asian coun-
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tries generally improves under trilateral liberalization. In China, these
gains are fairly dramatic. These predicted gains in factor productivity
would support the theory that dynamic estimates, if they were available,
would be substantially larger than these static estimates.

A trilateral FTA would divert more U.S. trade than a bilateral agree-
ment between Japan and Korea, but the aggregate effects would still be
small. Again, although U.S. welfare, exports, and imports would diminish
slightly, the aggregate trade balance would improve marginally. Even if
the aggregate trade balance improved, the trilateral FTA also could pro-
voke concerns about how particular U.S. industries would be affected as
well as potential trade diversion against U.S. allies in Southeast Asia. The
biggest losers in terms of reduced welfare would be Singapore, Taiwan,
and Malaysia. Overall, the world would gain in welfare, exports, and
imports if a trilateral agreement were reached, although the benefits
would be concentrated in Northeast Asia. For countries outside of North-
east Asia, welfare, exports, and imports would decrease, although not by
enough to offset the gains captured by the Northeast Asian countries. This
result stands in contrast to the bilateral scenarios where the “bottom line”
was negligible.

Effects on U.S. Industries

To this point, we have illustrated the aggregate economic effects of North-
east Asian FTAs on the United States. We now attempt to determine which
U.S. products would be most affected by these proposed free trade agree-
ments. Although the static aggregate effects are small in percentage terms,
the United States has a GDP of $10 trillion and hundreds of billions of dol-
lars in exports, so a small drop in percentage terms could still involve a
considerable amount of money. Keeping in mind that the dynamic effects
are surely larger than the static effects, it is possible that some industries
would be affected enough to provoke political reactions in the United
States.

First, it is necessary to gauge the overall similarity between U.S.
exports to Northeast Asia and intra–Northeast Asian exports. Finger and
Kreinin (1979) propose a simple approach to measuring export similarity
between two countries. For a particular importing country (“host mar-
ket”), we initially calculate the shares of a product for two exporting coun-
tries in their total exports to the host market and then identify the smaller
share as the “export similarity” (ES). For example, if 10 percent of U.S.
exports to Korea are cars and 5 percent of Japan’s exports to Korea are
cars, then the ES between the U.S. and Japan for exports of cars to Korea
would be 5 percent. In Finger and Kreinin’s words, we are asking “What
proportion of a’s exports is ‘matched’ by exports of b in the same product cat-
egory?” The “export similarity index” (ESI) is an aggregate measure of
export similarity between two exporting countries to a host market that is
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calculated by aggregating the ES for all exported products to the host mar-
ket by the two exporting countries. The ESI will fall between 0 and 1, with
1 representing perfect export similarity. Using 1998 data from the OECD,
disaggregated by three-digit Standard Industrialized Trade Classification
(SITC) codes for each of the three host markets in Northeast Asia, we cal-
culated the ESI between the United States and the other two exporting
countries in Northeast Asia. The results are shown in Table 2.13 at the top
of each section.

These ESIs are fairly high, especially between the United States and
Japan. The results are predictable given that the United States and Japan
are highly industrialized countries and produce similar products. Korea
and China are less advanced economically than Japan, so one would
expect that their export similarity to U.S. exports is somewhat lower,
although they are still high.

The ESI is a proxy for how substitutable U.S. exports are. The fact that
the United States has high export similarity with each of the countries in
Northeast Asia supports the contention made in the previous section that
Northeast Asian FTAs risk trade diversion from the United States. Since
the export distributions of potential FTA member countries in Northeast
Asia are similar to the U.S. export mix, U.S. firms could suffer as Northeast
Asian trade barriers against U.S. products remain in place while trade bar-
riers against FTA partner countries fall. However, if there were little export
similarity between the United States, Japan, Korea, and China in the
Northeast Asian markets, then the reduction of intra–Northeast Asian
trade barriers would have little effect on U.S. exports because there would
be less potential to substitute Northeast Asian exports for U.S. exports.

In order to determine which products are likely to be affected by trade
diversion, we multiplied the ES for each product by the amount of U.S.
exports to the host country and noted the top ten products. This measure
reflects both the similarity and the stake the United States has in exports to
a host country in Northeast Asia. The top ten products, the ES, and the
U.S. exports in 1999 are listed in the first three columns for each host mar-
ket and Northeast Asian competitor in Table 2.13. Although the individual
export similarities appear small, there are over three hundred products
under consideration, so the export similarity of each of the top ten prod-
ucts is much greater than the mean export similarity. The overall ESI
between the two exporting countries in a host market is shown in paren-
theses at the top of each section. Recalling that the ESI is the sum of the ES
for all products, one can see that a substantial portion of the ESI comes
from the sum of the ES on these lists of ten products.

Table 2.13 also lists the Revealed Comparative Advantages (RCA) in
the global market for each exporting country and product. Going back to
the theories of Ricardo, the RCA is intended to reflect which countries are
more efficient at producing a particular product. The RCA in the global
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market is calculated by dividing a country’s global export share in the par-
ticular product by the country’s global export share for all products com-
bined. For example, if the United States provides 15 percent of worldwide
car exports and 15 percent of total worldwide exports, then the U.S. RCA
for cars would be 1. A value of 1 indicates that the product is exported at
the normal rate for that country. An RCA value that is greater that 1 indi-
cates that the country has a comparative advantage in that product,
assuming that there are no market distortions. This assumption may be
dubious in some products, such as steel, where there are various distor-
tions in the global market.

Unfortunately, data on intra–Northeast Asian trade barriers is not
readily available at the three-digit level of disaggregation, so it is difficult
to assess how severe the trade diversion against the United States might
be. But looking at the RCA scores allows us to identify a few scenarios.
First, if the RCAs between the United States and the competing country
are similar, then both are fairly evenly matched for that product. Thus, a
preferential trade agreement in Northeast Asia would make the U.S. prod-
uct less competitive in the region. Second, if the United States is already at
a competitive disadvantage in a product, which is indicated by the United
States having a much lower RCA than the competitor for a product, then
the United States might be excluded from the market by a preferential
trade agreement. On the other hand, if the United States currently does not
have a competitive advantage in the global market for a product but still
exports a significant amount of the product to a country in Northeast Asia,
then it is likely that there is some unique market dynamic that explains the
current state of trade and may continue to exist after a preferential trade
agreement in Northeast Asia is reached. Finally, if the United States
already has a large comparative advantage in a product, a preferential
trade agreement in Northeast Asia might erode U.S. exports at the margin
but probably not substantially, unless the intra–Northeast Asian trade bar-
riers for that product are very significant.

The top ten products at risk of trade diversion are very similar across
countries. Telecommunications equipment and cathode valves (and closely
related items) are number one or number two on all the lists, and various
electrical and office machinery and their components are also mainstays.
Most of the products across all the top-ten lists comprise machinery and
transport equipment and manufactured products (SITC 700-899). Meat
and fish exports to Japan also are potentially adversely affected.

The largest source of potential trade diversion comes from Japan in the
Korean and Chinese markets (reflected by the higher ESI scores). For all
but one of the products, both the United States and Japan have a compara-
tive advantage in the global market—though Japan’s RCA score generally
is larger. Thus, a preferential trade agreement would likely give Japan an
advantage at the expense of the United States, particularly in cathode
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valves, etc. (SITC 776) that accounted for $5.5 billion, or 20 percent of U.S.
exports to Korea in 1998. 

The situation is somewhat similar between the United States and
China in the Korean market. Again, the U.S. RCA scores are greater than 1,
but China’s RCA scores in these ten products vary considerably. In prod-
ucts such as cathode valves, etc., maize, and measuring instruments, the
U.S. comparative advantage is so much greater than China’s that a North-
east Asian trade agreement would probably not affect U.S. exports very
much. In the other products, however, there is potential for some trade
diversion. Again, similar conclusions can be drawn from the nature of U.S.
and Chinese competition in the Japanese market, although there is greater
variability in the RCA scores for both exporting countries.

In the Chinese market, competition between the United States and
Korea is characterized by U.S. RCA scores that are greater than 1 in almost
all cases and Korean RCA scores that fluctuate widely. In this case there
would probably not be much trade diversion in most products since either
the United States or Korea already has a clear advantage in most products.
The same is mostly true between the United States and Korea in the Japan-
ese market, although there is less variability in Korea’s RCA scores.

Final Thoughts 

It is hard to be against economic cooperation. The countries of Northeast
Asia will clearly benefit from working more closely together to promote
economic development in the region. Economic initiatives will also pro-
duce dividends in terms of better political relations among the former
adversaries and current competitors for global trade and investment.
However, countries need to weigh the benefits derived from closer ties
with the costs that could be incurred if the regional arrangements discrimi-
nate against other important trading partners. Judging from the modest
trade and welfare gains from a Northeast Asian FTA, the three countries
should be especially careful to design future initiatives so that they com-
plement existing commitments undertaken in the broader APEC context
and support new multilateral trade reforms in the WTO.

Second, it is easy to be against economic cooperation if you are a
farmer in Japan or Korea, or if you are a manufacturer that faces intense
competition from suppliers in the other FTA countries once a free trade
regime is established. We have not dwelled at length on the political resis-
tance to reform (including FTAs) in Japan, Korea, and China, but groups
are active in each country that would want to exempt or delay liberaliza-
tion of barriers that protect their economic livelihood.



Reflections on Economic Integration in Northeast Asia 59

Third, if Northeast Asian countries want to pursue FTAs, is a North-
east Asian FTA the most desirable goal? Questions that go beyond the
scope of this paper still need to be asked: Does Japan want to integrate
with China or instead deepen its trade ties with Korea, Mexico, and per-
haps even the United States? Does Korea want a Northeast Asian FTA
rather than a Korea–U.S. FTA? Does China want to integrate with its more
developed neighbors rather than countries in Southeast Asia (including
Taiwan) that provide important investment funds and managerial exper-
tise for Chinese industry? Indeed, does China really want to engage in
deeper integration in the region during the next decade as it implements
the extensive obligations undertaken in its accession to the WTO?

Fourth, each of the countries of Northeast Asia has important trade
and investment ties with the United States. Economic cooperation in the
region could serve U.S. interests if it promoted economic and political
reforms and thus contributed to stronger and more sustainable growth.
However, FTAs in the region would discriminate against U.S. firms and
divert trade to regional suppliers. How much would such trade diversion
cost U.S. firms? In the aggregate, the lost sales would represent a very
small share of U.S. GDP; but for the particular firms—and the workers and
communities affected by production cutbacks—the aggregate numbers
could mask significant costs. Such effects could spur emulation (e.g., bilat-
eral or regional FTAs with the United States) or compensation/retaliation
claims by the United States against the partner countries. Similar argu-
ments apply to trade relations with other East Asian countries that could
suffer trade and investment diversion.

In sum, given the cross-cutting economic and political consequences of
potential trade accords in Northeast Asia, we caution against bold new
free trade initiatives. Instead, we recommend a “bottom-up” approach to
regional economic integration, starting first with the acceleration of
domestic economic reforms. Governments need to build domestic coali-
tions that will support the implementation of important but politically
unpopular regulatory reforms, especially in the financial sector. Such
actions would provide a stronger foundation for growth in the region, and
thus more fertile ground for intraregional trade and investment. Second,
governments should then work together to harmonize customs procedures
and reduce regulatory barriers to trade and investment in their countries.
Such cooperation would be particularly useful in spurring infrastructure
projects that can contribute to the physical integration of the region. With
such reforms, economic interactions among firms in Northeast Asia would
flourish without the preferences and subsidies afforded by discriminatory
trade pacts.
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Notes

1. Throughout this paper, Northeast Asia refers to China, Japan, and
South Korea (except where North Korea is specifically mentioned),
and references to Korea mean the Republic of Korea unless otherwise
noted.

2. For an early discussion of this form of economic cooperation, see Chia
and Lee (1993).

3. UNCTAD has recently created an Inward FDI Index, which is the ratio
of inward FDI flows over a three-year period to the expected amount
of FDI flows given the country’s GDP, workforce, and exports.
Between 1988 and 1990, aside from Hong Kong, each of the countries
in Northeast Asia had an Inward FDI Index of less than 1. Mainland
China’s score was 0.8, Korea’s 0.4, and Japan’s 0.0. Ten years later, the
three economies were still below average in terms of FDI openness,
but each improved its score by 0.1 or 0.2 (see UNCTAD 2001).

4. The Japanese measures were not subject to WTO rules since China was
not yet a WTO member. After it accedes to the WTO, Chinese counter-
measures to the Japanese safeguards could well be inconsistent with
WTO provisions.

5. In that regard, it is noteworthy that China joined its APEC partners in
undertaking commitments at the Bogor Summit in November 1994 to
achieve free trade and investment in the region by 2020.

6. For example, China’s commitments in bilateral agreements with WTO
members exceed the liberalization undertaken by India in most goods
and services sectors. See Rosen (1999).

7. However, proposals by both businessmen and legislators in Korea and
the United States suggest that a Korea–U.S. FTA might be feasible if
both sides gave weight to the political benefits of the accord and were
able to manage reforms in sensitive sectors like agriculture, textiles,
and automobiles (Choi and Schott 2001).

8. Data for 1995 is particularly noteworthy, since that is the reference year
in the econometric simulations of Northeast Asian FTAs that follow.

9. Services are included in the following econometric estimates of the
effects of FTAs in Northeast Asia, though estimating service trade is
fraught with uncertainty.

10. The U.S. outward FDI position appears to be more than 100 percent of
the total inward FDI position reported by Japanese sources in Table
2.4. According to Maiko Wada (2001) of the Bank of Japan, this discrep-
ancy is explained by two factors. First, the U.S. definition includes
investors who directly or indirectly own 10 percent of the voting
power in a Japanese operation, while the Japanese definition includes
only investors who directly control 10 percent of the voting power.
Second, the U.S. definition includes the capital reserve, while the
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Japanese definition does not. We believe in this context that the U.S.
definition is more appropriate for evaluating the U.S. interest in the
region.

11. Yamazawa observes in a footnote that the database used for the CGE
analysis lacked complete coverage of several nontariff barriers
between Japan and Korea. The resulting estimates (especially the static
estimates) will be conservative because they account for only partial
liberalization. 

12. As a reference case, Yamazawa also provides estimates of how trade
would be affected if productivity were to increase hypothetically with-
out trade liberalization on the part of Japan and Korea. These esti-
mates are very similar to the dynamic estimates of trade liberalization,
so one could conclude that the magnitude of Yamazawa’s dynamic
estimates is driven primarily by his assumptions about productivity
rather than the interaction of a productivity increase in concert with
bilateral trade liberalization.

13. The justification for this theory is simple. If unilateral liberalization
precedes (or occurs simultaneously with) regional liberalization, then
the unique effect of regional liberalization is diminished. 
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Rolf J. Langhammer

Introduction: A Postwar European Look at Northeast Asia

Let us imagine a time machine that brings us back to Western Europe in
the early fifties. The largest economy, West Germany, politically still not far
from the period when it was at war with its neighbors, joins the multilater-
al trading system—at that time the GATT. In doing so, it is supported by
its neighbors. Early approaches of regional economic cooperation1 are sec-
tor-specific only (coal and steel, atomic energy) and basically aim at facili-
tating factor and goods mobility (payments union, visa-free travel). Such
approaches pave the ground for regional integration achieved later (free
trade area and customs union). Simultaneously, the European countries
actively participate in multilateral trade negotiations. The largest economy
is politically and economically divided. For the sake of the argument, we
assume that at that time, there are already strong political and economic
signals toward overcoming the political divide of postwar Europe, and not
only—as history will show—forty-five years later. Political integration is
not yet a realistic scenario (except for some visionaries). Economic cooper-
ation is the only feasible strategy.

This admittedly stylized scenario of Europe compresses both the
1950–57 period and the period after 1989. In a nutshell, it comes close to
the herculean challenge of initiating regional economic cooperation in
Northeast Asia between Japan, the Republic of Korea, and China. The
challenge is compounded by the uncertainty of how long the political
divide between the two Koreas will last and whether politics are able to
contain and channel the three basic challenges that will be faced after over-
coming the political divide—that is, institution-building, monetary stabi-
lization, and real adjustment.

It goes without saying that the comparison is problematic. European
cooperation succeeded in a period when goods markets worldwide were
still segmented due to policy-induced barriers and when capital markets
had to cope with high transaction costs (including uncertainty premia)
impeding cross-border capital flows. Capital mobility was therefore low.
So were the flows of migrants and technology embodied in people.
Telecommunication technology was still in an infant stage.

In all these instances, Northeast Asian cooperation today can benefit
from the much more favorable environment of globalizing goods and fac-
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tor markets. However, Europe in the early 1950s was able to compensate
lack of economic globalization by early endeavors of political integration,
economic proximity, traditionally close trade ties (only temporarily inter-
rupted, by the way), and—very importantly—by a large degree of eco-
nomic homogeneity among the six core countries of the European Eco-
nomic Community (EEC) of 1957.

Neither general politics nor economic homogeneity can serve as hand-
maidens for regional economic cooperation in Northeast Asia. Any process
toward political integration is currently a nonissue, and lack of homogene-
ity (established by similarity of income levels and economic size) will give
rise to discussions about hegemonic power within the region and fair dis-
tribution of benefits and costs of regional cooperation.

Nevertheless, there are economic developments that can serve as a
tailwind for cooperation in Northeast Asia. They are consistent both with
the past thrust of the region on most-favored-nation treatment (MFN) and
with the future necessity of common arrangements concerning cross-bor-
der mobile resources and other issues of cooperation. Economic interac-
tions both in goods trade and increasingly in capital and technology are
growing, as will be revealed in the other papers. Trade-enhancing comple-
mentarity in factor endowment between land-abundant and labor-abun-
dant China, capital-abundant Japan, and the in-between case of Korea is
given. So is economic proximity, in spite of the fact that, for the time being,
there is no common land border between the three economies.

To approach the relevance of cooperation in Northeast Asia, it is vital
to clarify some starting points that can already signal potential areas of
cooperation (the next section). The following section will depart from this
by underlining the importance of cooperation below the politically sensi-
tive and unnecessarily committing level of intergovernmental agreements.
This informal low-profile procedure has a long tradition in Asian integra-
tion attempts both at the subregional level (ASEAN) as well as regionwide
(APEC’s “open regionalism”). Seen from Europe, the results of informality
in terms of the implementation record have been mixed and sometimes
unconvincing, but they seem to reflect the only strategy achievable under
the given circumstances. 

The informal procedure can provide an important role for the private
sector as well as for subgovernmental public institutions to initiate grass-
root types of cooperation projects in the Northeast Asian area. In contrast
to the Asian informal bottom-up approach, the European formal top-down
style is introduced in the next section. While it departs from fixed, well-
established, multilayer governmental structures and thus comprises a
large extent of credibility and commitment, it has often been criticized for
being inflexible, noninnovative, and red tape-intensive. Nevertheless, it
can give hints on areas of cooperation, procedures to ensure a minimum of
formality, and ways of monitoring. The section following will highlight the
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possible implications of the external shock of Korean reunification on
cooperation in Northeast Asia. Though economic and political conditions
in Korea differ strongly from those in Germany and though the Republic
of Korea will have some additional instruments available to cope with uni-
fication, be it shockwise or stepwise, basic challenges in terms of economic
adjustment will be the same. With respect to cooperation, it is important to
substantiate the message that Korean neighbors in Northeast Asia will be
affected by unification regardless of whether or not regional cooperation is
deep. Partly this will be due to the geographical position of North Korea
as the overland gateway from the Republic of Korea to China. But partly it
will also be due to the implications of economic transformation in the
national current accounts that showed up in Europe very clearly after
1989. 

The penultimate section will summarize the main lessons from Euro-
pean cooperation for Northeast Asian cooperation, while the concluding
section will deal with the basic immediate prerequisites of successful coop-
eration in Northeast Asia.

Starting Conditions for Regional Cooperation 
in Northeast Asia

Enhancing regional cooperation in Northeast Asia is subject to a number
of framework conditions that can be grouped into internal conditions—
basically the state of economic relations between the Northeast Asian
countries—and external conditions, primarily the institutional setting that
arises from the membership of Northeast Asian countries in international
organizations. 

Internal Conditions

Trade Structures
Northeast Asia hosts the most dynamic exporters of manufactures in the
world. Apart from Japan as a well-established major supplier, both the
Republic of Korea and China enjoyed an unprecedented structural
upgrading of their export supplies. Lall (2000: 367), who structures manu-
factured exports by their technology content, concludes that in 1998 China
ranked first in resource-based and low-technology products, respectively,
third in medium-technology products, and fifth in high-technology prod-
ucts among all developing economies. Korea ranked first in medium-tech-
nology products, fourth in resource-based products, and third in low-tech-
nology and high-technology products, respectively. Compared to 1985,
China leapfrogged, moving from rank 10 to rank 1 for total manufactures.
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Such export dynamics give rise to two questions: Is intra–Northeast
Asian trade involved, and second, Are trade structures of the Northeast
Asian countries substitutive or complementary?

Concerning the first question, the 1998 World Bank report on East Asia
after the crisis (World Bank 1998)—not surprisingly—revealed Japan as a
major market to all East Asian economies. In 1999, China as well as the
Republic of Korea directed about 20 percent of their total exports to their
two neighbors, with Japan as the most important export market. In the
case of China, intra–Northeast Asian export shares were higher in 1999
than in the early nineties (17 percent), while in the case of the Republic of
Korea, exports to the neighbors stagnated at the level of about 20 percent.
Japanese exports were less oriented toward Northeast Asia—no more than
11 percent in 1999 compared to about 9 percent in 1990. 

Given the growth record of the countries as a proxy for the size factor,
their geographical proximity as a proxy for the importance of the distance
factor, and the complementarity of supply structures, the intra–Northeast
Asian trade share appears relatively small. It is lower than the share of the
six founding member countries of the EEC in the first half of the 1950s
(about 25 percent) before the EEC was founded. It also seems that the
dynamics are more of the Heckscher-Ohlin type of interindustry special-
ization between countries facing different factor endowments (and with
Japan as the major export market) than of the intra-industry type of trade
between trading partners of similar factor endowments. If we exclude Tai-
wan (China) and Hong Kong from the Northeast Asian region, it would
mean that intra–Northeast Asian trade has not been as important in terms
of trade shares as the rest of intra-Asian trade. Yet the figures will signifi-
cantly rise if the other two economic entities are included. In this respect,
confining Northeast Asia to the three countries underrates the true degree
of intra-area trade orientation. 

Concerning the second question, the same report displays export share
correlations in world markets and regional markets (Table 3.1).2 It yields
significant differences in the degree of complementarity between the
Northeast Asian countries. Complementarity is very low in the Korea-
Japan relationship both intraregionally and extraregionally. Put differently,
while the two countries seem to strongly compete with each other—for
instance, in the transport industry—this also signals a high degree of intra-
industry specialization, technology transferability, and thus a large growth
potential in expanding markets. On the other side of the scale, there is the
high complementarity of the Japan-China trade structure that signals
interindustry specialization. The third pair, Korea-China, is an in-between
case, being slightly biased to the interindustry specialization side. 

Table 3.1 provides a flashlight for one year only. Hence it is not clear
whether the similarity of export structures has increased. The year 2000
follow-up of the World Bank report entitled “Recovery and Beyond”
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(World Bank 2000: Table 3.5) excludes Japan but allows for a comparison
between 1985 and 1995 of China-Korea correlations for total manufactured
exports, both intra- and extraregionally. Interestingly, the China-Korea pat-
tern shows a declining correlation (from 0.39 to 0.218) thus signaling a
declining similarity of the two countries’ export structures and the move
toward interindustry specialization (Table 3.2).

If we translate these trade patterns into the European context, the
Japan-Korea case seems to have been prevailing in the EU. A strong
Heckscher-Ohlin type of complementarity as in the Japan-China case did
not exist given the similarity of factor endowments between core EU mem-

Table 3.1. Export share correlation in intraregional and extraregional
trade, 1996

China Hong Indo- Korea Malaysia Philip- Singa- Taiwan Japan
Kong nesia pines pore (China)

China 1.00 .85 .53 .35 .40 .54 .26 .41 .20
Hong Kong .81 1.00 .72 .23 .31 .58 .16 .25 .63
Indonesia .20 .34 1.00 .18 .34 .31 .10 .16 .17
Korea .35 .69 .28 1.00 .67 .72 .50 .55 .80
Malaysia .36 .69 .37 .78 1.00 .82 .76 .74 .77
Philippines .32 .64 .14 .76 .92 1.00 .64 .65 .73
Singapore .36 .66 .32 .79 .91 .88 1.00 .94 .79
Taiwan (China) .43 .70 .32 .90 .77 .72 .76 1.00 .81
Japan .15 .06 .01 .78 .43 .38 .44 .48 1.00
Note: Above the diagonal: correlations in world markets; below the diago-
nal: correlations in regional markets. 
Source: World Bank 1998: Table 24.

Table 3.2. Correlations of East Asian manufactured export structures, 1985
and 1995
Economy China Hong Indo- Korea, Malaysia Philip- Singa- Thai- Taiwan

Kong nesia Rep. of pines pore land (China)

China 1 0.163 0.510 0.390 0.146 -0.037 0.748 0.139 0.154
Hong Kong 0.592 1 0.068 0.254 0.101 0.205 0.224 0.290 0.549
Indonesia 0.355 0.172 1 0.043 0.310 0.386 0.394 0.027 0.032
Korea, Rep. of 0.218 0.407 0.100 1 0.147 0.071 0.205 0.121 0.401
Malaysia 0.176 0.432 0.183 0.737 1 0.732 0.324 -0.003 0.092
Philippines 0.318 0.512 0.218 0.664 0.823 1 0.147 0.276 0.147
Singapore 0.200 0.367 0.078 0.667 0.749 0.620 1 0.042 0.186
Thailand 0.571 0.547 0.217 0.524 0.597 0.581 0.705 1 0.262
Taiwan (China) 0.352 0.445 0.097 0.640 0.673 0.566 0.817 0.765 1

Note: Correlations for 1985 are shown above the diagonal; correlations for
1995 are shown below the diagonal. 
Source: World Bank 2000: Table 3.5.
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ber states. After 1989, when Central and East European countries were
graduated within the EU hierarchy of trade privileges, however, the Japan-
China case became more important and gave rise to significant “outloca-
tion” of capital from the center to the periphery. “Slicing up the value-
added chain” was supported by appropriate infrastructure and resulted in
a vertical cross-border splitting of value-added processes and substantial
FDI flows from Western to Central Europe. These flows were larger than
FDI flows from Western Europe into all of Asia. Hence, trade complemen-
tarity may fuel intra–Northeast Asian capital flows if such flows are liber-
alized. Since this will be the case either as a consequence of multilateral
commitments or because of unilateral decisions, one can hypothesize
major impulses for intra–Northeast Asian FDI arising from the existing
trade structure. China is likely the major recipient of risk capital from
Korea and Japan. To support such factor flows, the three countries can
lower information costs at the micro level by financing joint fairs and other
road shows as well as by coordinating national investment policies. 

Yet one should not underrate the risk of trade policy conflicts if trade
patterns become less similar. The European experience suggests that vest-
ed interests become politically influential once interindustry specialization
ends up in one-way trade within the specific industry. In Europe, protec-
tionist tendencies could be more easily fought, first in two-way trade
(intra-industry specialization), and second when intra-European capital
flows increased. This was the case not earlier than in the late 1980s when
the Single Market Programme was implemented (see below). The lesson
for Northeast Asia would be that trade policy conflicts due to interindus-
try specialization can be contained if capital mobility is facilitated and thus
rising. This gives cooperation in investment policies a high responsibility
as a fireguard against intraregional trade policy conflicts.

Investment Patterns
In a complete customs union like the EU, free circulation of goods unham-
pered by restrictions on rules of origin can widely substitute for factor
flows, be it labor or capital. This has been the experience of the EEC since
the late 1950s. Trade expanded rapidly, but it was not earlier than the late
eighties that intra-area capital flows—in spite of being liberalized a long
time before—increased as well. The reason was that the Single Market Pro-
gramme initiated in the second half of the eighties concentrated on defin-
ing and implementing a customs union for trade in services. As trade in
services is usually not impeded by border barriers rather than by domestic
regulations, the right of free establishment of companies and the right for
the producer of services (as natural persons) to settle down next to the
consumer are the most important leverages for the contestability of service
markets. It is therefore not surprising that during the period when
intra–EU trade in services was restricted, FDI flows within Europe never
played the same role as current account transactions. 
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Northeast Asia sharply differs from this pattern. There is no preferen-
tial trade agreement. Nor are there other concrete plans for “deep” integra-
tion. Instead, regionalization is market-driven. To penetrate each other ’s
markets, FDI in Northeast Asia should therefore be expected to play a
much more important role from the very beginning than in Europe. In
addition, the complementary of factor endowments, the absorptive capaci-
ty of rapidly growing domestic markets, and the international competi-
tiveness of domestic suppliers in Northeast Asia offer almost ideal condi-
tions both for domestic market-oriented investment and for so-called
cost-oriented investment, which uses neighboring markets as spring-
boards for export-oriented production. However, Northeast Asia is a
region known for operating a number of direct and indirect barriers to FDI
inflows that only recently have been eroded. It is therefore not by chance
that easing FDI access to China, including the freedom to choose the legal
status of FDI in services, ranked high on the agenda of negotiations
between WTO members and China. In the same realm, the tenth annual
report by the Subcommittee on Unfair Trade Policies and Measures of the
Minister of Economy, Trade and Industry of Japan (March 30,
2001<www.meti.go.jp>) lists Japanese concerns on restrictions against for-
eign companies in Korean service industries such as construction and
audiovisual services as trade-impeding measures.

When looking at intra–Northeast Asian FDI flows from a European
perspective, one cannot escape the conclusion that Northeast Asia up to
now has not only failed to exploit the trade potential but has also missed
the chance to intensify intra-area capital flows. Japan, as the major net cap-
ital exporter, serves as an example. In FY 1999, the share of Korea and
China in Japanese cumulated FDI stock (1951–99) amounted to only 1.1
percent and 2.7 percent, respectively, compared to 1.5 and 1.0 percent ten
years before. Hence, the Korean share in the Japanese FDI stock seems to
have declined over the nineties, while that of China has steadily but not
spectacularly increased. Only a little more than 20 percent of total Japanese
investment in South, Southeast, and East Asia can be attributed to the
Northeast Asian region. By the end of the last decade, Japanese investment
in Indonesia was almost as large as investment in the two Northeast Asian
countries. 

Even if one considers flaws in investment data (i.e., approved vs. real-
ized investment) in general and the peculiarities of intra-Asian investment
(i.e., the role of Taiwan and Hong Kong as gateways for Japanese and
Korean investment into China), the European observer sees a large unex-
ploited potential of intra–Northeast Asian investment.
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External Conditions 

The MFN Bias of Northeast Asia
Today, Northeast Asia is still the custodian of one of the two general rules
of the multilateral trading system, the most-favored-nation treatment
clause (MFN). In its year 2000 Trade Policy Review Mechanism Report
(TPRM) on the EU, the WTO Secretariat stresses that MFN treatment of EU
imports applies to no more than nine trading partners (eight WTO mem-
bers plus China) (http://www.wto.org/English/tratop_e/). All three
Northeast Asian countries belong to this group and they have not entered
any customs union, free trade area, or other preferential regional agree-
ments in the past. This is a clear contrast to the EU tradition. 

Concerning Japan, the 1998 TPRM Report on Japan quotes the former
MITI “to be somewhat skeptical of the recent increase in the number and
expansion in the scope of regional agreements on the grounds that, if their
WTO consistency is not evidently assured, they might weaken credibility
in the rules and procedures of a liberal, non-discriminatory multilateral
trading system under the WTO” (WTO 1998: 24). The year 2000 design of a
Japan-Singapore Economic Agreement for a New Age Partnership, which
includes a free trade area, would not contradict this skepticism if the
agreement fits the APEC philosophy of open regionalism, as was
announced by the authorities.

Hence, for the time being, any traditional EU–type approach of
“block” regional integration can be ruled out for Northeast Asia, since nei-
ther the Republic of Korea nor China favors such an approach. Yet this is
not the end of the story. It remains to be seen how the Japan-Singapore free
trade agreement will be implemented, especially as far as rules of origin
are concerned. Rules of origin are of prime importance given the free trade
status of the majority of Singaporean trade. It would not be the first time
that a country that traditionally opposed “block-type” regional integration
and instead promoted multilateralism changed its policy by becoming a
member of such a block—or even by initiating new regional schemes. The
U.S. initiative toward NAFTA and a free trade arrangement for the Ameri-
cas can serve as a shining example of such policy change induced by the
formation of the European Single Market. It cannot be fully ruled out that
beyond Southeast Asia (AFTA), the “block-type” approach will be appeal-
ing to other Asian countries, too, and thus challenge the “open regional-
ism” concept of APEC and ASEAN + 3.

A similarly cautious view on the sustainability of strict MFN orienta-
tion in Northeast Asia is expressed in the TPRM report of the WTO Secre-
tariat on the Republic of Korea’s trade policy of September 2000.3

The WTO after Seattle
It is widely accepted today that the responsibility for the Seattle failure has
primarily to be shouldered by the United States and the EU. However, the
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third major player in the WTO—the group of Asian emerging markets that
in the Uruguay Round belonged to the new driving forces of multilateral-
ism—showed its deep frustration over the stalemate and “playing for
time” tactics of the EU and United States in implementing Uruguay Round
commitments. Thus, it rejected a locomotive function in pushing for a new
round unless previous commitments of the two other players were taken
more seriously.

The Seattle failure signaled a setback to multilateralism and encour-
agement for bilateral and regional initiatives. Given large differences in
designing the latter initiatives, ranging from “block-type” approaches to
“open regionalism,” it is difficult to decide which design is in compliance
with the spirit and letter of the multilateral trading system and which can
be instrumental to undermining the system. It seems that “open regional-
ism” is least conducive to undermining the system and thus could serve as
a working principle for joint endeavors of Northeast Asian countries. The
strict MFN stance of Northeast Asian countries so far, as well as the aspira-
tion of WTO members that the new member, China, adheres to the rules
rather than to the Article 24 GATT exception from the rules, are further
cases for “open regionalism” as the guiding principle for Northeast Asia.

Unilateral Trade Concessions under the GSP Scheme of OECD Countries
China and Korea have traditionally been strong beneficiaries of unilateral
preferences of OECD countries under the organization’s Generalized Sys-
tem of Preferences (GSP), while Japan is also a major donor of GSP–type
preferences. Interestingly, under the Japanese system, the two other North-
east Asian countries topped the list as beneficiaries during the nineties. In
1996, China and the Republic of Korea accounted for almost 31 percent
and 18 percent of Japanese imports under the GSP, respectively (WTO,
1998: 24). Both recipients are likely to be “graduated,” not only because of
the changing status of the two countries.4 Beyond the status issues, there is
the general policy of OECD members (in agreement with the WTO) to
restrict the GSP to those countries that “need“ preferences in order to
become competitive—preferably the poorest countries. Notwithstanding
serious doubts on economic grounds that demand-side preferences can
compensate for supply-side export disincentives, it is evident that North-
east Asian beneficiaries as highly competitive suppliers of semimanufac-
tures and manufactures do not belong to the target group. This means that
unilateral preferences will be eroded and that Chinese and Korean compa-
nies will suffer somewhat from losing preferential access to the Japanese
market. In some cases, such loss can be sizeable at the company level, as
has been witnessed by the resistance of recipients to any graduation strate-
gy of donor countries over the last two decades. To contain frustration
about such erosion is an important challenge to regional cooperation
among Northeast Asian countries.



74 Rolf J. Langhammer

China’s Membership in the WTO 
China’s membership in the WTO will not only constitute the greatest chal-
lenge and also chance for the universality of the multilateral trading order.
It will also profoundly shape the Chinese economy, perhaps more pro-
foundly than it will shape WTO members’ economies. Among those WTO
members that will probably face the largest consequences from WTO
membership are the two other Northeast Asian countries. This can be
derived from the simple gravity model approach, which includes mass and
distance as the two driving forces of bilateral trade relations. These rela-
tions are promoted through mass (typically the countries’ income) and dis-
couraged through distance. Distance includes natural proximity factors
(geography, cultural links) and trade barriers. The latter are policy-
induced transaction costs. Once market access inside Northeast Asia is
facilitated on a multilateral basis because of Chinese WTO membership
and the concurrent implementation of membership commitments, policy-
induced transaction costs will decline. Then, geographically determined
trade-impeding factors become more important relative to these costs, and
one might expect intra–Northeast Asian trade to grow relative to
extra–Northeast Asian trade simply because geographic factors play a less
crucial role in neighboring trade than in trade with remote partners.
Hence, multilateral liberalization promotes regionalization. This is exactly
the message conveyed by the proponents of “new regionalism” (Ethier
1998: 1152). 

Japanese and Korean multilateral liberalization, if extended to China
on an MFN basis, would deliver results in the same direction of favoring
neighboring trade, though probably not as strong as the Chinese WTO
membership. 

Asian Regional Initiatives
Seen from Europe and compared to European regionalism, Asian regional
initiatives of cooperation and integration lack “teeth” and preciseness con-
cerning targets and instruments. This holds for intra-Asian trading
arrangements like APEC as well as for early initiatives of Asian monetary
cooperation against financial crises. It also holds for extra-Asian endeavors
such as the Asia-Europe Economic Summit Meeting (ASEM). Plans and
programs of action are mostly tentative and rely on peer pressure. Yet as
has been discussed elsewhere (Langhammer 1999), it would be misleading
to discard them as “nonstarters.” They simply mirror the current state of
feasibility within Asia and can give important impulses as long as there is
no other way to launch concerted actions on a regional basis. Their risk lies
in becoming ineffective and noncredible over time once deadlines are
announced but missed without any effects or sanctions. 

What is important is the participation of all three Northeast Asian
countries in these initiatives. Due to its “low profile” character, it is feasi-
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ble that the countries form common positions. For instance, Northeast
Asian countries could agree on a common sectoral structure of their indi-
vidual APEC concessions or on tabling issues of common interest in the
ASEM agenda. The history of ASEAN (as well as that of Europe) has sug-
gested a workable sequence of cooperation. Common positions vis-à-vis
third parties were much easier to achieve and therefore were agreed upon
earlier than integration steps that referred to intra-area relations. In short,
regional cooperation against third parties preceded regional integration.
This is probably a promising principle inside Northeast Asia as well,
because it may pave the way for addressing the more thorny aspects of
removing barriers to trade and factor flows among the Northeast Asian
countries to be pursued at the end of the sequence.

Summarizing internal and external conditions of Northeast Asian
regional cooperation, one can draw three conclusions. First, the intensity
of intra-area trade and capital flows seems to be still low given the eco-
nomic weight of the economies. There is much room for a trade-creation
type of expansion. Second, external conditions will play a stimulating role
for regionalization defined as a market-driven phenomenon, but not as
policy-driven regionalism à la Europe. Third, given the early stage of
regionalization, regional cooperation is more suited to break the ice than
regional integration because the former requires less internal adjustment
than the latter.

An Asian Approach to Regional Cooperation 
in Northeast Asia

Unlike Europe, Asia has never given paperwork-intensive intergovern-
mental agreements priority in regional integration and cooperation. Infor-
mal peer pressure has been the key word both in ASEAN and APEC,
knowing that top-down imposed deadlines and timetables are meaning-
less if the costs of noncompliance are low and if the political will to surren-
der national sovereignty does not yet exist. In short, if sanctions are not
credible, one should not rely on intergovernmental agreements as the ulti-
ma ratio.

Instead, European observers have noted a large number of business
sector cross-border activities within Asia in which company CEOs play a
leading role. Institutions bearing acronyms such as ABAC (APEC Business
Advisory Council), PBEC (Pacific Basin Economic Council), and PECC
(Pacific Economic Cooperation Council) have in common the fact that the
business sector initiates and organizes meetings, analyzes the state of
intercountry economic relations at the micro level, departing from its own
experiences and targets, and suggests either changes in existing policies or



76 Rolf J. Langhammer

new plans of action. Given the large number of participants in Asia plus
the eastern part of the Pacific Rim, and given the heterogeneity of the part-
ners, it makes sense to focus the process of stocktaking and proposals on
the subregional level. 

At this level, Southeast Asia has been the front-runner for more than
thirty years. However, the success of ASEAN remained limited partly
because the private sector participation was weak during the early stages
of ASEAN, when the major focus was to formulate common positions
against third parties. Northeast Asia as a latecomer in subregional cooper-
ation has the chance to put the business sector into the driver’s seat from
the very beginning and thus to strengthen the platform from which statal
or parastatal activities can start later. In this respect, Europe offers a rich
source of cross-border activities of the private sector whose experiences
can be transmitted to Northeast Asia. 

National Chambers of Commerce and Standardization

Worldwide, chambers of commerce fulfill a wide range of important func-
tions for their members. They provide private business information for
their corporate members, act as lobby groups in the public arena, coordi-
nate human capital formation, work out curricula for vocational training,
are responsible for operating tests and exams, organize cross-border fairs
and meetings, propose technical standards and procedures for product
testing and inspection, and so on. Within Europe, subregional groupings
of chambers of commerce such as in the Baltic Rim have used their insider
expertise to remove barriers to economic transactions that basically have
to do with the costs of acquiring information, reducing uncertainty, and
movement of personnel. The overarching target would be to increase
cross-border business mobility.

This idea is not new in Asia. The APEC Business Travel Card, for
instance, is supposed to facilitate business travel without prejudicing the
immigration policies of individual APEC member states. Northeast Asian
countries are not hindered to agree either on common standards or to
mutually accept the three countries’ national standards that are necessary
for persons to be eligible for the business travel standard. The advantage
of this subregional coordination procedure is rooted in the application of
one of the two basic principles of policy harmonization: either ex ante har-
monization through negotiating a common standard or ex post harmo-
nization through mutual recognition and the selection of the best national
standard through market decisions. The European history of regional
cooperation has been widely determined by the side-by-side functioning
of the two principles—sometimes also merged through mutual recognition
subject to joint minimum standards. Given the top-down nature of Euro-
pean integration, the ex ante principle clearly dominated.
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Presenting a common Northeast Asian position in this area could
serve as a blueprint for positions on other issues, such testing and inspec-
tion procedures, definition of standards, and so on. Chambers of com-
merce of the three countries could also act jointly toward third parties,
such as the International Chamber of Commerce (ICC) in Paris. The fact
that the regional ICC office for Asia is based in Hong Kong gives North-
east Asia the opportunity to strengthen this location. To establish joint
work as a routine task, it is perceivable that the three countries’ chamber of
commerce representatives submit a report once a year to the three govern-
ments on the condition of cross-country entrepreneurial activities. The
report would give important hints on barriers to intra–Northeast Asian
economic relations from the business sector perspective.

It is evident that a common Northeast Asian position within the ICC
on some crucial aspects would raise the attractiveness of the region as a
host for foreign investment even if there were no preferential trading
arrangement.

Improving Transportation Infrastructure within Northeast Asia

Northeast Asian countries do not (yet) share common land borders. Thus,
transport of goods is provided via maritime and air services while “trans-
port” of services is provided via the four modes of supply laid out in the
WTO General Agreement on Trade in Services GATS (cross-border supply,
consumption abroad, commercial presence, and presence of natural per-
sons). In both current account transactions, the business sector can be
highly instrumental to lower transaction costs. Though the causality
issue—whether infrastructure promotes economic activities or vice
versa—probably runs two ways, it is without doubt that a good infrastruc-
ture endowment in itself is business promoting if there are no other seri-
ous transaction costs. Northeast Asian companies can improve the fre-
quency and quality of liner services and air transport (including port
services) between Northeast Asian countries. They can prefinance parts of
the transport infrastructure, then operate them and, finally, transfer own-
ership to public authorities. They can agree on common quality standards
and invest in e-commerce infrastructure in order to ameliorate one of the
four modes of supply that seems to face the lowest policy-induced barri-
ers—that is, cross-border supply. The other three modes are politically sen-
sitive since they all require either the supplier of services to physically
move to the consumer or vice versa and thus face restrictive immigration
laws. 

In the EU, the situation of Greece and the Scandinavian countries that
in 1995 acceded to the EU can offer some guidance, since they are all geo-
graphically delinked from the EU core. Only in recent years, when the
business sector decided to strongly invest in the transport infrastructure
(for instance, in ferries) without having the guarantee of sufficient demand
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for transport facilities, trade between the geographic periphery and the
core of the EU expanded simply because trading costs declined. Still, in
1992 when the Single Market Programme was to be completed, the reduc-
tion in trading costs accounted for a large part of the estimated gains from
the Single Market.

Admittedly, a stronger role of the Northeast Asian business sector in
improving the physical infrastructure requires support from the Northeast
Asian governments and should, ideally, be assisted by policy actions, as
will be discussed below. Policy actions will also become much more rele-
vant if the process of Korean reunification should proceed, as taken up in a
later section.

Disseminating Market Information

In recent years, European service providers of market information such as
trade fairs and exhibition organizing companies have strongly spread
beyond national borders, going regionally as well as globally. The German
Düsseldorf Fair Company, for instance, has subsidiaries in Hong Kong,
Tokyo, Delhi, and Singapore, as well as foreign agents in all major Asian
capitals. Cooperation with other European fair companies has been ongo-
ing for many years. Such companies have become major catalysts of infor-
mation, as well as of product innovation impulses. They are gateways to
specific markets and can offer state-of-the art dissemination devices such
as e-portals. 

This function could be exploited by fair companies established in
Northeast Asian countries to give the Northeast Asian region a special
aspect. They could organize Northeast Asian fairs, rotating between select-
ed cities of the three countries under the Northeast Asian label, giving
Northeast Asian-based companies an exclusive window of product mar-
keting. The target of such Northeast Asian fairs should not be confined to
foster intra–Northeast Asian company links for upstream and downstream
production networks; they should also be designed to attract foreign fair
companies by offering a dynamic regional market and a one-stop service
and to overcome the segmentation of various national sector-specific mar-
kets. A Northeast Asian food products fair, for instance, would have the
positive side-effect of making “gray area” barriers to intra–Northeast
Asian food trade transparent and hence open for official negotiations that
would be targeted to dismantle such barriers.

To conclude on the business sector ’s possible contribution to North-
east Asian cooperation, the European experience suggests an important
message: There are virtually no “European” companies, even if there
should be agreement on a European company law.5 Companies having
their headquarters in Europe are either nationally based or global multina-
tionals. There is no in-between regional layer, since markets do not stop at
regional borders—even if these borders are clearly defined in terms of a
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common external tariff and other instruments of regional integration. Eco-
nomically, the “law of one price” is still much less fulfilled within EU bor-
ders than within national boundaries, and this also impacts upon the affili-
ation of the overwhelming majority of companies, mostly small or
medium-sized enterprises. These are clearly national companies using the
EU market for direct exports without establishing subsidiaries in other EU
member states. However, as members of European-wide business associa-
tions, they are indirectly integrated into regional clusters of EU–oriented
economic transactions. 

Translated into the Northeast Asian context, this means that compa-
nies based in Northeast Asian countries will first either remain national
companies or turn into global multinationals without gaining an exclusive
Northeast Asian identity of their own. Second, companies can delegate the
task of strengthening intra–Northeast Asian cooperation to their business
associations or chambers of commerce. It depends on the nature of their
business whether their markets slowly grow from the domestic scope via
the regional scope to the global one or whether they directly jump from
the domestic to the global one, the latter including the neighboring coun-
tries. While the old integration literature underlined the importance of the
former hypothesis by pointing to the “training field” function of a regional
market before heading to the global market, the new regionalism rejects
this sequence (as discussed above). Instead, it would stress the sequence of
domestic market orientation followed by global orientation (including
regional orientation). In my view, both sequences can be pursued in differ-
ent industries separately. Given the world market orientation of many
Northeast Asian companies and the lack of governmental guidance
toward regional integration, it seems that for the time being the latter
sequence carries more weight for Northeast Asian cooperation. In contrast,
over the long stepwise process of European integration, the former
sequence can clearly be identified for European companies.

A European Approach to Regional Cooperation 
in Northeast Asia

It is in the very tradition of European policy making that both cooperation
and integration have always been top-down endeavors. Governments
have concluded bilateral as well as regional agreements, passed them to
national parliaments for ratification, surrendered sovereignty to regional
bodies, disciplined themselves by setting concrete targets and deadlines,
and allowed screening processes to be published in order to make compli-
ance records transparent to everybody. Citizens, households, and compa-
nies enjoy rights to suit governments in cases of noncompliance.
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Such a tradition has not existed in Asia in the past and is unlikely to be
established in the future. This is still true, even though in recent years a
few Southeast Asian countries—notably the Philippines and Thailand—
proposed some ideas for making regional cooperation within ASEAN
more binding, compulsory, and paperwork-intensive (including the
touchy issue of discussing domestic affairs of single-member countries in
regional fora).

Nevertheless, this does not preclude that policy-driven approaches to
regional cooperation are not feasible in Northeast Asia. Indeed, they are
feasible—basically in two aspects. 

First, one has to differentiate between cooperation targeted toward
agreeing on common positions against third countries (“external coopera-
tion”) and “internal cooperation,” the latter impacting only Northeast
Asian countries themselves. In principle, external cooperation offers more
scope for top-down policy-driven approaches. This is the experience of
ASEAN, which since 1968 until the early nineties (when AFTA was
launched) impressed partner countries by speaking with one voice on
many economic issues (in the so-called dialogue partner system). Com-
mon positions were easy to agree upon in issues such as better access to
industrialized countries’ markets, privileged treatment of developing
countries’ exports (GSP), improved aid flows, access to industrialized
countries’ technology through FDI, resistance against environmental and
labor standards as part of trade policies, no interference of third countries
in human rights issues in Southeast Asia, to mention some of them. In
principle, the three Northeast Asian countries should be able to compro-
mise on common positions. Yet there is a major difference between South-
east Asia and Northeast Asia. The latter includes a major industrialized
country—Japan—that will not easily agree to requests from the Republic
of Korea and China to open industrialized countries’ markets. Thus,
Northeast Asian cooperation toward third countries is somewhat bur-
dened with the North-South divide.

Second, regarding internal cooperation, heterogeneity among the three
countries, including a number of pending controversial political issues, is
larger than in Southeast Asia. Thus, for the time being, regular summit
meetings of heads of state leading to top-down initiatives seem much less
promising in Northeast Asia than in Southeast Asia, not to speak of
Europe.6 It could even be counterproductive for Northeast Asian coopera-
tion if such meetings would end in window-dressing types of economical-
ly irrelevant communications. On the other hand, it is also evident that
without credible and visible support from the political domain, Northeast
Asian cooperation will be stalemated in the medium run. The way out of
this impasse consists either in delegating a mandate for cooperation in cer-
tain clearly defined issues from the top political layer to lower layers such
as provinces, districts, and municipalities or, preferably, to encourage
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lower public layers to choose their issues. This encouragement should be
given from the top layers.

If these qualifications are taken into consideration, politically initiated
cooperation among Northeast Asian countries promises a rich harvest on a
number of issues.

Cooperation against Third Parties

Trade Policy Issues
All three countries are strongly engaged in finding and securing access to
U.S. and EU markets and have faced a number of common barriers—that
is, contingent protection measures such as antidumping procedures. They
have also applied such measures against each other. It would, therefore, be
helpful to establish a common working party collecting complaints,
exchanging information, formulating common positions, and negotiating
procedures for trilateral consultations before unilateral actions are taken.7

This party would be needed particularly once China is a WTO member,
since during a transition period, non–Northeast Asian members can still
apply measures against Chinese exports under “nonmarket economy”
terms.

Given that contingent protection measures are intimately linked to
competition policies, it would be useful to inform each other on prospec-
tive changes in domestic competition policies in order to allow the work-
ing party on trade policies to convey its findings to national authorities in
charge of competition policies. 

The list of trade policy issues certainly covers more than just contin-
gent protection measures. Hence a common “shopping list” report of the
three countries on all trade policy issues of mutual interest could help to
identify urgent issues and to broaden the spectrum of cooperation issues.

Environmental Issues
Environmental issues have an external and internal cooperation element,
with the latter discussed below. Externally, Northeast Asian countries
could improve their collective bargaining power in discussion on global
warming, including CO2 reduction and joint implementation. For instance,
it is principally imaginable that the entire Northeast Asian region is
defined as a single emission entity and that emission reduction targets are
fulfilled for the entire region. This would include the application of envi-
ronment-saving technologies—say from Japan—on the territories of the
other two countries, first in order to help meet their own reduction targets
and second to prevent the country suffering from excessive pollution in
the neighboring countries (or vice versa). For all cross-border mobile
resources, such as toxic emissions or maritime resources, there is a practi-
cal need for all neighboring countries to define territories not nationally
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but regionally and to cooperate on common resource management
procedures.8

The Law of the Sea 
To the European observer, one of the most controversial issues among East
Asian countries is the definition of national boundaries on the open sea
and the separation of spheres open to either common or national economic
exploitation. Though the Law of the Sea specifies such spheres and pro-
vides possibilities of arbitration through an international court, the law
has not yet found ubiquitous acceptance. Instead, there have been disputes
on maritime boundaries all around East Asia, including the Northeast
Asian region. Thus opens an almost ideal field of cooperation toward third
countries. Northeast Asian countries could become forerunners in negoti-
ating common principles for defining maritime boundaries—for instance,
in the Yellow Sea—and to offer the results of cooperation to third coun-
tries. In a second step, Northeast Asian cooperation could go further to
define principles of exploiting and managing cross-border maritime
resources such as fish (see below).

ASEAN + 3
One of the most recent endeavors of Northeast Asian external cooperation
has been the link to Southeast Asia under the ASEAN + 3 initiative. It
offers Northeast Asian countries the opportunity to coordinate common
positions before meeting with the ASEAN member states. Such positions
can be either exclusively vis-à-vis Southeast Asia—again, for instance, in
issues like the Law of the Sea, or alternatively against third parties, for
instance when discussing preconditions for opening APEC to nonmember
countries (such as Russia) or discussing options for collective bargaining
vis-à-vis international financial institutions. The latter aspect can comprise
principles of monetary cooperation, financial stand-by agreements, or
multilateral agreements on investment.

The Asian financial crisis has strongly revealed the exposure to nation-
al vulnerability and regional contagion, even if the mechanisms of conta-
gion beyond simple current account transactions and linkages are not yet
fully understood in a situation of panic and herding behavior. Northeast
Asian countries could organize regular meetings of a working party com-
prising academics and officials who would be requested to analyze chan-
nels of actual contagion between Northeast Asian countries in retrospect
and to identify potential channels of future contagion. The reports would
be submitted to the three governments as a preparatory tool for the meet-
ings with Southeast Asian political leaders. It would be up to the North-
east Asian governments to decide on the political reputation of such a
party by determining the level of the addressees and by setting the guide-
lines for publishing the findings of the working party.
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Internal Cooperation among Northeast Asian Countries

To identify issues for internal cooperation, Northeast Asian countries are
recommended to identify so-called regional collective goods that cannot be
produced by individual states—for example, because of technical indivisi-
bilities (lump-sum goods) or because they escape national control. When-
ever one Northeast Asian country through its own policy can hurt neigh-
boring countries, cooperation is at stake that can range from compensation
(so-called victim-pays-principle) through the losing party to joint actions if
such cooperation benefits both parties. In addition, stabilizing expectations
through preannouncement can foster cooperation by discouraging beggar-
my-neighbor policies.

Managing Cross-Border Mobile Resources
Project-oriented cooperation in collective goods comprises, for example,
environment, energy, and education. Isolated national policies can pro-
duce costs for other Northeast Asian countries as well as for the region as a
whole in negative terms of trade externalities (through excessive cross-bor-
der pollution, overfishing, outflow of skilled personnel, and energy
waste).

Reportedly, within Northeast Asia, cross-border projects on enforcing
environmental policies for township and village industrial enterprises are
pursued between municipal governments in Japan and China, such as
between Dalian-Kitakyushu, Shanghai-Osaka, and Tianjin-Yokkaichi
(Taketoshi 2001: 259). Such endeavors remind the European observer of a
large number of twin-city partnerships within Europe, where upper politi-
cal layers define principles for cooperation at a lower political layer and
delegate mandates for implementation (often financially supported) to
lower layers. 

Common Infrastructure Projects
Infrastructure such as cross-border energy grids, water conservation, or air
transport may call for managerial and financial burden sharing among
Northeast Asian countries. Yet experiences from other regions suggest that
a careful preselection of infrastructure projects is indispensable. Many so-
called regional projects are national projects in disguise, since the benefits
from the projects primarily accrue to one partner country. As a result of
such misguided regional cooperation (often supported by external conces-
sionary funding), conflicts between partner countries on burden sharing
and fair distribution of benefits arise and impede cooperation efforts in
other areas. Cooperation on such projects need not be restricted to the con-
struction process but could be extended to the stage of operation. For
instance, principles of price setting could be subject to Northeast Asian
cooperation. In the EU, price rates for internal air transport were set after
1992 according to the “double disapproval” principle, which stipulated
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that in setting prices for service operation between two countries, the two
governments involved (not just one government) had to object to price set-
ting proposed by the operator of the service in order to be able to prevent
the price to become effective. This principle resulted in enhanced price
competition between national operators and acted against monopolistic
pricing of national flag carriers. Bilateral transport agreements (both mar-
itime and air transport) among Northeast Asian countries subject to inter-
governmental approval could borrow from the European method to inten-
sify competition in trade in services by negotiating common principles of
price setting.

Common Training Facilities 
Whether or not common manpower formation emerges as an interesting
joint product of cooperation in hardware such as infrastructure depends
on the intensity of cooperation options pursued. In trade, common train-
ing facilities for preinspection, testing facilities, customs valuation, and
technical standards were established in Europe long before integration
deepening through the Single Market had been accomplished. In infra-
structure, common standards for specific services such as port and air
transport services, air control, coast guard operations, and pollution con-
trol could be negotiated and implemented. The need for doing so certainly
increases with the intensity of bilateral trade relations but might also arise
if Northeast Asian countries host transshipment facilities and entrepôt
traders.

Korean Reunification and Regional Cooperation 
in Northeast Asia 

The overlap of two decisive historical periods of integration and coopera-
tion in Europe—the postwar period until 1957 and the post-1989 period—
is equivalent to the challenges that Northeast Asia will face should the sce-
nario of a rapid unification of North and South Korea become reality. To
many policy makers in Asia, it is probably the least welcome scenario,
compared to a scenario in which the Republic of Korea is able to control
the process of unification by postponing the final step as long as possible.
One could call it “unification management,” comprising stages of reconcil-
iation, cooperation, gradual integration, eventually a federation, and—
only potentially—full unification. The “one country–two systems” exam-
ple of Hong Kong’s political accession to China seems to appear as a
blueprint model. Yet whether such a soft landing can really be achieved is
quite beyond the capacities of economic management, even if there are
reasons to believe that the Republic of Korea is better prepared and
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endowed with tools to contain a mass exodus from the north to the south
than was West Germany in 1989.

Regardless of whether unification can be stretched into a stepwise
process or has to be accepted as a sudden event, however, some basic eco-
nomic consequences both for the Republic of Korea and Northeast Asia
remain the same. But their distribution over time makes a difference. This
is essential, for in order to be digestible, it is imperative to split the eco-
nomic consequences into sequences as much as possible, while ideally har-
vesting the political benefits for the people of the north as soon as possible.
In the following discussion I will outline, first, direct economic challenges
for the Republic of Korea and indirect implications for Northeast Asian
cooperation, and second, direct challenges for other Northeast Asian
countries.

Challenges for the Republic of Korea and Implications for Cooperation

Preventing a Mass Exodus from the North
Any step of unification (or integration) will immediately result in incen-
tives for the people of North Korea to move to the south. At first, the most
mobile and thus probably the most skilled people will try to move. To pre-
vent or better contain this process, which would place North Korea in a
very unfavorable position as an investment host, the Republic of Korea has
basically two options, apart from keeping the border as tight and insur-
mountable as before. First, the Republic of Korea itself can bring both pub-
lic and private capital to the north. Second, the Republic of Korea can
bring its currency to the north. Should the Republic of Korea be left alone
with both tasks, high domestic adjustment costs will emerge. The south
would simply become poorer in terms of disposable income at very short
notice under the first option. Funds would have to be shifted from the pri-
vate sector to the public sector via taxation. The public sector would run a
deficit that hopefully would not be financed by imposing an inflation tax.
Public expenditures would flow into investment in the north rather than
the south in order to create the minimum capital stock necessary to attract
private investment. In any case, future generations would have to partic-
ipate in financing a new capital stock from scratch as a substitute to a
physical capital stock in the north becoming widely obsolete after measur-
ing it at world market prices. 

The second option basically means either a monetary union or a fixed
exchange rate between the two currencies. Floating rates between the
north and the south are in principle possible and they would allow the
exchange rate to play its role as an adjustment buffer. In this respect, such
rates have been preferred by many economists in the German unification
process. Their disadvantage, however, is that they will not induce the peo-
ple from the north to stay because of the large income gap that then
becomes transparent. This creates a dangerous trade-off. To be attractive
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for the people from the north and to prevent them from migrating, fixed
rates or the conversion rate to start into the monetary union must be set
above the market rate in order not to impoverish the north in terms of pur-
chasing power relative to the south. This is the lesson of the German mon-
etary union. Setting the rate above the market rate is equivalent to a strong
real appreciation of the northern factors of production, which—given the
huge productivity gap between north and south—will seriously impede
the international competitiveness of northern products. Hence, the price
eventually to be paid for discouraging people from moving to the south is
the loss of international competitiveness in the north. In other words, the
north would incur a large current account deficit to be financed through
transfers from the south, thereby creating the well-known Dutch disease
dilemma: The nontradable sector would benefit, and the tradable sector
would suffer. The south might become subject to contagion in terms of real
appreciation if it does not reduce domestic absorption in its own territory.
To do that is difficult since reconstruction in the north raises demand for
nontradables supplied by the south—notably transport infrastructure,
public utilities, and housing.

This is the point at which Northeast Asian cooperation can ease the
burden for the Republic of Korea. The more Northeast Asian countries are
prepared to invest in the north and/or to provide financial aid, the less
funds are necessary to be raised in the Republic of Korea. It is especially
China, as the direct northern neighbor, that could establish commercial
links by using the economic potential of border regions, for instance. Yet
this would require large amounts of physical investment in infrastructure,
and even then there is no guarantee that neighboring countries will join
the unifying country in private investment. The German experience sug-
gests that even in highly integrated Western Europe, private investment
mainly originated in West Germany—and it still does (at a rough propor-
tion of only 30 percent of total investment, including public investment).
Eastern neighbors did not invest in East Germany. The former might hap-
pen in Northeast Asia as well, thus leaving the Republic of Korea with the
main financial burden. The latter might be different and more positive in
Northeast Asia given the economic potential of China as compared to
Poland or the Czech Republic, which after 1989 had to cope with their own
huge transition problems and thus did not invest in the western neighbor-
ing region. 

The main lesson from Europe to stem the tide of migration is that
unless there are binding commitments from neighboring countries to
release funds for the unification process (the EU structural funds), neigh-
boring countries will leave the burden to provide public funds to the uni-
fying country (to its market-oriented part, respectively).
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Institution Building 
Stepwise or sudden unification will inevitably mean that the north will be
annexed to market-oriented institutions. This requires the setup of rules
and norms, including individual property rights, land entitlements, a
banking system, and insolvency rules, to mention only a few of them.
Given the historical and cultural ties, only the Republic of Korea is capable
of providing personnel to build up institutions and provide market-orient-
ed services. Hence, during a transition period, there will be some brain
drain toward the north, eventually slowing down the growth rate in the
Republic of Korea. Concerning Northeast Asian cooperation, this could
mean that the Republic of Korea might be contributing less attention to
regional cooperation than to internal integration of the two parts of Korea.
This was exactly the experience of Europe in the early nineties. West Ger-
many, shouldering the shock of unification, reduced its contribution to
complete the Single Market, with the result that unified Germany today
still lags behind other EU member states in implementing all the provi-
sions of the Single Market Programme.

Of course, the cooperation approach of Northeast Asia does not
require the same discipline and rigor as the integration approach of the
EU. Nevertheless, institution building in North Korea will have short-term
costs both for the Republic of Korea and Northeast Asian cooperation,
while promising large long-term benefits for the region as a whole.

Real Adjustment
The adjustment of the real sector in North Korea will be the main chal-
lenge of stepwise or sudden integration of the two Koreas. The north is
resource abundant and unskilled labor abundant. People are likely to be
highly motivated and thus offer a rich economic potential for the Republic
of Korea, Japan, and China. Yet massive investment in the north is
required to exploit this potential. Any so-called back-of-the-envelope cal-
culation on exactly how much investment is required to match the average
per capita capital stock of the Republic of Korea seems futile if we draw
upon the experiences of Europe. Public investment will have to be
financed by the Republic of Korea, while private investment should be
shared among both domestic and foreign investors. In the short run, pub-
lic investment will have to dominate, but one should not have overambi-
tious expectations about productivity if private investment remains slug-
gish. More than one decade of public average annual transfers from West
to East Germany of DM 125 billion (equal to the average annual Hungari-
an GNP in the nineties), accounting for about 60 percent of total invest-
ment, has not succeeded in equilibrating the per capita productivity of
West and East German workers. Still, the productivity of East German
workers is about two-thirds of the productivity of West German workers.
This has basically to do with the deindustrialization process that could be
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observed in East Germany after borders were opened to inflows of nondo-
mestic goods and after real appreciation due to the monetary union seri-
ously (if not to say fatally) destroyed the international competitiveness of
the East Germany industry.

To translate this process into the North Korean economic structure is
difficult and beyond the scope of this paper. Yet it seems that foreign and
domestic investment would concentrate on the modernization of the
heavy industry sector of North Korea, thus eventually leading to excess
capacities in China, the Republic of Korea, and Japan. In particular, the
European observer would not preclude increasing competitive pressure
upon the heavy industries in the three northern Chinese provinces—per-
haps also in the same industries in the Republic of Korea—if North Korea
will be able to host attractive investment opportunities in this sector.

Direct Challenges for Northeast Asian Cooperation

Pollution Control
Integrating North Korea economically (and perhaps also politically) into
the framework of Northeast Asian cooperation will enhance the necessity
and improve the options of a concerted Northeast Asian approach to emis-
sion reductions and pollution control. As in Europe, the total Northeast
Asian emission output will decline if pollution-intensive industries in
North Korea are closed. This could help Northeast Asian countries to
achieve a better collective bargaining power against third parties. Environ-
mental cooperation concerning the Yellow Sea and its former use as a sink
could also become more effective if North Korea becomes an integral part.
The same holds for environmental management concerning border areas
(i.e., the Yalu River).

Cross-Border Organized Crime Prevention
With integration, North Korea, one of the poorest countries in the world,
enters one of the most vibrant economic regions. As in Europe, this will
open a so-called poverty border between rich and poor people. And, again
as in Europe, cross-border organized crime will find attractive conditions
to benefit from the huge income gaps. Areas of action vulnerable to orga-
nized crime comprise prostitution, drug trafficking, illegal immigration,
kidnapping, robbery, and theft. Cross-border police cooperation, perhaps
even targeted to hot-pursuit authorization, will be necessary to contain the
spread of organized crime using North Korea as an escape area, transit
country, or country of origin.

Cross-Border Disease Control
Widespread malnutrition of the North Korean population is likely one of
the key challenges integration will have to face immediately. Apart from
restoring adequate living conditions, for the time being North Korea might
be vulnerable to diseases that can easily spread to other countries of
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Northeast Asia. Northeast Asian authorities could try to establish common
criteria for disease definitions and countermeasures.

Nuclear Waste Disposal 
The extent of the nuclear waste problem originating from the North Kore-
an territory is unknown. Should it arise, cross-border contamination can
become a permanent threat to neighboring countries. Northeast Asian
countries could, therefore, conclude bilateral agreements on financing and
operating suitable storage facilities, reprocessing mechanisms, and scrap-
ping procedures, as well as on helping the Republic of Korea in financial
burden sharing. Europe offers good examples of such public agreements
on a bilateral level—for example, between Germany, France, and the UK,
and, in the west-east context, between the EU and its acceding eastern
neighboring countries (in the case of nuclear plants’ modernization).

The list of cooperation issues is far less than complete. Overall, the
spectrum of Northeast Asian cooperation widens substantially, and the
necessity of cooperation becomes more urgent once North Korea is inte-
grated into the Northeast Asian region.

How to Frame Northeast Asian Cooperation: 
A European Perspective 

The time machine mentioned at the beginning of this paper is a fiction.
Europe has never been in the situation of Northeast Asia, which has to face
the two European periods—the postwar and the post–Iron Curtain—
simultaneously. Leaving the latter period aside, Europe’s process from the
very beginning was that of giving priority to regional integration and to
subordinate regional cooperation to integration. The demise of the socialist
system happened more than thirty years later. In contrast, Northeast Asia,
as it is seen from Europe today, seems to give regional cooperation priority
subject to multilateral integration. Regional integration (or more precisely,
subregional integration confined to the three countries) does not yet rank
high on the political agenda and is subordinated to the endeavors of
APEC’s open regionalism. Yet economists can gauge its effects—at least
the static ones—and its results can be disseminated to the political level.

In spite of these profound differences between EU integration and
Northeast Asian cooperation, there are nevertheless a number of hints
rather than lessons that can be drawn from the European process.

Private Sector Involvement 

The European process suggests that the private sector is the driving engine
and the pathfinder of regional cooperation. Put differently, economically
disintegrated regions will not show a demand for cooperation. Yet this
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requires that the removal of barriers to trade and factor movements in the
Balassa meaning of integration will be given room within the multilateral
concert as well as under the APEC Bogor targets. Whenever private com-
panies are encouraged to intensify current and capital account transactions
within Northeast Asia, demand for common projects will rise. To give
some examples from European history: When EEC trade began to grow
parallel to the regional and multilateral dismantling of trade barriers,
demand for common procedures to lower trading costs other than tariffs
rose fast, including common preinspection rules, common transport provi-
sions, procedures for transshipment and transit, and, finally, coordination
of a joint transport network. When, on the other hand, factor movements
rose, demand for cooperating—for example, in rules for mutually recog-
nizing national prudential standards (capital) as well as for recognition of
national diplomas (labor)—also rose.

Hence, the dominating role of the European private sector in expand-
ing intra-European trade first and factor movements later proved to breed
new issues for public intergovernmental cooperation. In many instances,
“the flag followed trade” rather than vice versa. It is important to note,
however, that such cooperation was not always intended to unleash fur-
ther private sector activities but to guide and control the existing ones. It
was the target of cross-country harmonization rather than cross-country
regulatory competition that determined the way governments interfered
with the private sector. 

In Northeast Asia, the political conditions seem to be more conducive
for cross-country regulatory competition if top-down procedures of
regional cooperation—the typical precondition for harmonization of
rules—are relatively weak. In short, the more the dynamics of intra–North-
east Asian private sector-driven transactions can play its role, the more
advisable it will be for Northeast Asian governments to allow the mutual
recognition principle to dominate and not try to bureaucratically harmo-
nize each rule for transactions. 

Multigovernmental Layer Procedures

For a long time, Europe’s top-down principle of integration has discour-
aged other governmental layers such as states, provinces, municipalities,
and cities to cooperate across borders. Only recently, when factors of pro-
duction became more mobile regionwide (including the environment) and
when genuine ideas and offers of lower-level layers were tabled in Brus-
sels, these layers launched their own initiatives for regional cooperation.
Many of them covered noneconomic issues (for instance, culture), but
some of them also concentrated on economic aspects such as antipollution
programs or transport links.

Since within Northeast Asia, first, the top governmental level will not
be prepared to accept binding commitments for regional cooperation, and
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second, different lower layers are affected differently by intra–Northeast
Asian transactions, multigovernmental layers are worth including in
Northeast Asia. For instance, with the political divide of the two Koreas
slowly diminishing, the three northern Chinese provinces will be affected
more directly than the southern coastal provinces. For these two reasons,
the lower governmental layers have more incentive to become proactive in
Northeast Asian cooperation. Under these conditions, the top level should
agree upon principles and core issues of action but leave the implementa-
tion and other operational aspects to the lower levels, which would be
committed to report to the top level on the progress made. Succinctly, this
means translating the European subsidiarity principle of bottom-up coop-
eration into the Northeast Asian context. 

Seen from Europe, it is environmental protection and border area
aspects that probably will have a prominent role in a multigovernmental
layer procedure of Northeast Asian cooperation.

Bilateral versus Trilateral Cooperation 

Not all three countries will show the same incentives to cooperate on the
same issues. This brings us to the problem known in the EU as “variable
geometry” or “cooperation at different speeds.” With the much smaller
number of Northeast Asian countries affected, the need to take different
interests of countries into account is likely to be less urgent than in the EU.
But it is possible that bilateral issues dominate over trilateral ones, so that
one partner country is less affected and interested in a specific issue than
the other two. The fact that Northeast Asian cooperation has no institu-
tional infrastructure for the time being should not suppress bilateralism in
the same rigid way the South Asian Association for Regional Cooperation
(SAARC) did.9 SAARC allowed only issues of interest to all members to be
put on the agenda of cooperation issues, thus restricting the range of top-
ics unnecessarily.

Still, in order to prevent Northeast Asian cooperation from eroding
into a sum of unconnected bilateral topics, it will be necessary to agree
upon a minimum requirement of “common interest” and guarantee the
third member full options of future accession.

Easiest Issues First, Controversial Issues Later

The European experience, though focusing on integration rather than uni-
fication, was successful because of following the principle: Let’s do the
noncontroversial things first. So trade in goods was liberalized before
trade in services. Trade in so-called nonsensitive industrial items was lib-
eralized before trade in sensitive items (such as cars). Capital flows were
liberalized before labor flows, and so on.

If we translate this principle into the Northeast Asian context, the fol-
lowing sequence bears some appeal. Cooperate first vis-à-vis third coun-
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tries or international fora, and only later on internal issues. If internal
issues are addressed, cooperate in joint management of cross-border
issues, such as environment, maritime resource management, and issues
with scale economies (joint training, joint services). Wherever a so-called
negative cross-border ToT externality arises warning that one country’s
policy can hurt the welfare of the partner country, cooperation is neces-
sary. Internal cooperation in less urgent matters can either be postponed or
delegated to a lower level.

Protection against Time Inconsistency and Unilateralism

Cooperation is sometimes flawed because of overly ambitious programs
and announcements that lack credibility from the very beginning.
ASEAN’s course of internal industrial programming in the eighties and
also parts of the Free Trade Area announcements have suffered from time
inconsistency—that is, announcements and precommitments believed by
the private sector to be noncredible and nonaccountable. Inconsistency
arises if the actors show an incentive to deviate from an announcement
simply because the private sector agents believe in implementation and
behave correspondingly. For many years, inconsistency has flawed the EU
repeated precommitments of containing the financial burden of the com-
mon agricultural policy. Incentives to “cheat” the private sector can be
reduced only if governments are accountable to an independent body and
committed to an international treaty. More modestly, cooperation could
gain in reputation if ambitions, action taking, implementation, and moni-
toring appear balanced and reasonable to the private sector.

Cooperation also sometimes suffers from unilateralism if a hegemonic
power changes rules to its own favor without a priori consulting partner
countries. The effects of unilateralism for further cooperation can be pre-
carious. To rule out such conduct, cooling-down periods containing
mandatory consultation procedures could be negotiated before coopera-
tion is launched.

Under the given circumstances, it might appear premature to expect
such institutional fine-tuning in Northeast Asian cooperation to material-
ize. Yet any step to discourage unilateralism or time inconsistency would
strongly help Northeast Asian cooperation to act as a pump primer to the
private sector investing in cross-border projects.

Collective Bargaining Power in International Fora

Like the EU countries, which are embedded in a large number of common
positions in international fora, Northeast Asian countries are likely to ben-
efit from a higher collective bargaining power in such fora. Yet in order to
collect such gains, it is vital to carefully select those topics in which North-
east Asian countries can credibly define common objectives against third
countries. As discussed above, this is not as easy as in other regions,
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including the EU and ASEAN, because of the heterogeneity of the coun-
tries and north-south divide that makes common positions—even in trade
policy negotiations—difficult. One of the few areas in common is a restric-
tive stance of all three countries with respect to liberalizing trade in agri-
culture, but this is a defensive rather than a forward-looking position.
Thus, again it seems that external cooperation in international agreements
on “global commons” such as the use of the environment as a sink can
serve as a common denominator.

Concluding Remarks

Northeast Asian economic cooperation is uncharted territory. There is not
even a serious cross-road situation in which one could easily advise policy
makers on actions to be taken. Given the past performance and the poten-
tial of the three countries as an economic power village in Asia, synergy
effects of regional cooperation can be expected to exist even if there is no
institutionalized regional integration, but—as before—“only” the MFN
status applied by the three countries plus China’s (and Taiwan’s) WTO
accession. Accession by itself will fuel cooperation, basically from the pri-
vate sector.

Hence, one option is certainly to depart from both the status quo of
national reforms and the changes in the multilateral (WTO–driven) and
Pacific Rim–wide regional (APEC–driven) context. The strategy “let the
things run bottom-up” has tradition in Asia but not in Europe. European
policy makers have always orchestrated cooperation and integration and
therefore designed an extended and even excessive regional architecture of
top-down cooperation with timing, sequencing, and much paperwork in
order to overcome political and economic rivalry in postwar times. 

It is a fundamental question posed to Northeast Asian policy makers
whether or not they are prepared to accept a minimum effort of building
up elements of a common architectural design of Northeast Asian regional
cooperation apart from the bottom-up strategy that is likely to prevail fur-
ther. If so, this would require some minimum top-down road mapping to
specify areas of cooperation, instruments, and institutions accountable for
implementation and monitoring. In other words, bottom-up approaches
need support from top-down approaches.10 It is this road mapping where
the European observer can draw best upon the experiences of European
integration plus cooperation and introduce some proposals and options.
This has been tried in the paper. Admittedly, Europe’s experience cannot
reach very far because of the widely different preconditions that still char-
acterize the Northeast Asian region. One decisive difference is the commit-
ment of the first public layer—the governments. Any even modest top-
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down approach to regional cooperation requires a comprehensive and
credible commitment to cross-border reconciliation and consultation, and
it must be self-binding. It does not require any formal surrender of nation-
al sovereignty on specific policies being the prerequisite of so-called deep
regional integration (beyond free trade areas). Such commitment—which
must not be confused with political integration—existed in Europe from
the early fifties onward, while seemingly it has still to be developed in
Northeast Asia from a low level. If it is developed, it will result in a lower-
ing of the social time preference rate of policy makers. Only then will the
long-term gains of regional cooperation—for instance, in setting up a
cross-border infrastructure—not be discounted to an extent that the short-
term costs of cooperation will dominate. And only then can the private
sector assess its risks of investing in cross-border infrastructure and declin-
ing networks and subsequently have an impact. The importance of this
interplay between credible political announcement of a minimum top-
down public framework for regional economic cooperation and the bot-
tom-up private sector response is the strongest message that the European
experience can offer. 

Notes

* The author acknowledges helpful comments and suggestions received
from the participants of the conference, in particular from Hisao
Kanamori, Chung H. Lee, and Zhang Yunling.
1. The distinction between integration and cooperation is crucial. In his

seminal work on the theory of economic integration, Balassa (1961: 2)
defined cooperation as actions aimed at lessening discrimination,
while the process of economic integration comprised measures that
entailed the suppression of some forms of discrimination. Internation-
al agreements on trade policies were labeled as cooperation, while the
removal of trade barriers was defined as an act of integration. In this
paper, I will focus on proposals of regional cooperation comprising
joint actions in Northeast Asian countries as a prestage to economic
integration aiming at the abolition of discrimination within Northeast
Asia. Practically, it will be difficult to disentangle the two concepts.
They often move together, for instance, in sector-specific concepts such
as the European Community for Coal and Steel, comprising both joint
actions as well as abandoning intra-area restrictions. Given this over-
lap, economists analyzing the process toward a European economic
union have almost exclusively dealt with the integration part, thus
neglecting the preceding stage of commonly defining areas of econom-
ic cooperation. See Scitovsky (1962), Balassa (1961), Jensen and Walter
(1965], Pelkmans (1997).



Rationale for Enhancing Northeast Asian Economic Cooperation 95

2. Low correlations suggest different resource endowments and different
specialization patterns and thus complementary trade structures. High
correlations point to substitutive trade structures.

3. The summary argues: “While extending and consolidating the open-
ing of its market at the multilateral level, Korea appears to be becom-
ing increasingly involved in regional arrangements, notably the APEC
forum, and is developing links with a grouping of ASEAN, Japan and
China. It is also exploring bilateral free-trade agreements, having
eschewed such arrangements in the past. It remains to be seen whether
such regional and bilateral arrangements erode Korea’s long-standing
attachment to the multilateral trading system.” [http://www.wto.org/
english/tratop_e/tpr_e/tp138_e.htm] 

4. China as the forthcoming WTO member will not be treated as a GATT
article 18–type developing economy, and the Republic of Korea as an
OECD member has been graduated anyway.

5. The major exception is Airbus Industries.
6. One should note that groundbreaking summit meetings in Southeast

Asia were exceptional in the early stage of ASEAN, before they
became a routine event in the late eighties and nineties.

7. In May 2001, European newspapers, for instance, reported on a sea-
sonal import tariff imposed by Japan against Chinese vegetables
(onions, mushrooms) that gave rise to complaints on the Chinese side.

8. For a recent proposal of regional environmental cooperation in East
Asia to abate acid rain pollutants, see Min (2001).

9. SAARC comprises India, Pakistan, Sri Lanka, Nepal, Bhutan, Mal-
dives, and Bangladesh.

10. I owe this assessment to my three discussants, who are much more
familiar with the rules of interplay between public authorities and pri-
vate sector in Northeast Asia than a European observer.
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Comments
Hisao Kanamori

Rationale for Institutionalizing Northeast Asian 
Economic Cooperation

Dr. Chang Jae Lee proposes the establishment of the Council for Northeast
Asian Economic Cooperation (CNAEC), to include China, Korea, and
Japan, as a regional economic cooperation body. I agree with this idea.

Institutionalization is a worldwide trend, and in East Asia there are
many such movements. Some are government, while others are academic.
But there is still no regional economic cooperation body. To establish a free
trade agreement between the three countries in the near future will be dif-
ficult, so establishment of CNAEC seems to be a pragmatic and realistic
idea.

The function of the council would be to provide the three countries
with similar benefits of formal economic integration, such as a strength-
ened voice in the international arena. It would also provide a forum for
discussing environment, telecommunications, transportation, energy,
financial cooperation, and so on. Although the council would not produce
any legally binding decisions, it would have many matters to consider.

Considering the economic importance of these three countries in
Northeast Asia, it is quite natural that their relations should be closer than
one would expect from simple market forces. 

Reflections on Economic Integration in Northeast Asia

The paper by Drs. Schott and Goodrich is excellent. They make a detailed
analysis. I read this paper and concluded that creating a NAFTA–type eco-
nomic integration in Northeast Asia will be difficult. There are many sig-
nificant problems. 

First, there are the political and ideological barriers. Second, there are
the sharp differences in size and level of development. Third, the impor-
tance of the United States is enormous. Fourth, tight border controls exist
between the three countries. Fifth, the diversion of trade effect will be
large. 

Let us examine this fifth point in detail. Allowing countries to produce
and trade in a cross-border regional market will lower cost and increase
productivity by reaping the gains of scale of economies. But the large
diversion effect will offset the trade creation effect in Northeast Asia.
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As shown in Table 2.12, which predicts the effect of a Japan-Korea-
China FTA, the rate of export and import of the three Asian countries is
higher and U.S. exports and imports are lower. The same change is seen in
the welfare effect on U.S. industries, as U.S. exports are highly correlated
with Asian exports, and the risk of trade diversion will be large—especial-
ly industrial machinery against all three countries and electrical machin-
ery, optical, and vehicles against Japan. Under such circumstances, Asian
free trade will be opposed by the United States. This is one reason why I
think an FTA in Asia is unrealistic.

In Asia, I think a loose economic cooperation like OECD or an
APECC–style open regionalism would be much more appropriate.

The Rationale for Enhancing Northeast Asian 
Economic Cooperation 

Dr. Langhammer deals with the problem of Northeast Asian economic
cooperation, considering the difference between the EU and Northeast
Asia.

Northeast Asia is far behind the EU in this field. Economic integration
is not a matter of discussion in Northeast Asia. Langhammer pays much
attention to economic cooperation. In economic cooperation, the Asian
condition is different than that of Europe. So in receiving lessons about
economic cooperation from Europe, one must consider this difference. I
almost agree with Langhammer in this respect.

In Northeast Asia, an informal bottom-up approach is more effective
than the European top-down approach. So in such fields as harmonizing
standards, improving communications infrastructure, and disseminating
market information, the contribution of the business sector will be large.
Nevertheless, the European top-down approach will be effective in dealing
with problems involving third countries, such as trade policy, environmen-
tal policy, and the law of the sea. It also is useful for such problems as
managing cross-mobile resources, common infrastructure projects, and
common training facilities. So to establish a government-based council will
be useful. 

Concerning the structure of industry, the recent rapid increase in
Japanese direct investment in China may bring about big changes in that
country. Japanese investment in China was stagnant for several years
because of doubts about the Chinese economic policy. But it began to
increase in the second half of 2000. This investment may accelerate the
change in the industrial structure of China and affect economic coopera-
tion in Northeast Asia. Analyzing interregional trade by using historical
data may not be wise. 
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Concerning the Korean Peninsula, no one is able to foresee the future.
My own view is that unification of South and North Korea will proceed
only gradually. Radical change should not be expected. A socialistic mar-
ket economy will be introduced in North Korea step-by-step, but foreign
trade will control. Direct capital investment for the infrastructure from
Korea, China, and Japan will increase, but the amount will be small. There
will be one country but two systems. Unification in Korea will be quite dif-
ferent from that of Germany. Thus I think reunification of Korea will not
greatly affect Northeast Asia cooperation.



Comments

Chung H. Lee

Three countries in Northeast Asia—China, Japan, and South Korea—con-
stitute a significant portion of world population and economy. In 1999, for
instance, they had a combined population of 1,428 million (about one-
fourth of the world population) and a combined GNP of $5,432 billion
(about one-fifth of the world GNP), with per-capita income ranging from
$780 for China to $32,030 for Japan. Given that the three countries account
for such a significant portion of world population and economy, how this
region develops will have a profound effect not only on these three
economies but also on the entire world economy. 

Despite its dynamism and importance in the global economy, North-
east Asia has remained a region of the world without any formal institu-
tion for regional economic cooperation or integration. Only recently, espe-
cially after the Asian financial crisis of 1997–98, there has been some
movement toward institutionalizing cooperation among the three coun-
tries. For instance, a free trade area (FTA) of Japan and Korea has been offi-
cially considered, and there are even talks about expanding it to include
China to form a Northeast Asian FTA. 

Institutionalizing regional economic cooperation in Northeast Asia can
take various forms, ranging from macroeconomic policy coordination to
an economic union à la the European Union. What form it will take in
Northeast Asia will depend on various factors, including economic ratio-
nale, which in fact may not be the most critical factor. In the case of the
European Union, which has taken fifty years to reach the current status
from its beginning as the Coal and Steel Community in 1951, the key initial
reason was that of preventing another war between France and Germany
(Letiche 2000). What the experience of Western Europe suggests is that cre-
ating a regional economic integration is a gradual, step-by-step process
that moves forward on the basis of its past accomplishments. It is not
something that can be established overnight in a top-down, big-bang fash-
ion. And economic rationale is only one of many factors influencing the
economic integration of a region.

The three excellent papers presented in this session all make a strong
case for economic cooperation in the region, although the details presented
differ from paper to paper. The paper by Chang-Jae Lee explores various
possible configurations of an FTA in East Asia, such as a Japan-Korea free
trade area, a China-Japan-Korea free trade area, or a wider FTA in East
Asia. Recognizing, however, various barriers, at least in the short run, to
forming an FTA involving China, Japan, and Korea, Lee proposes creating
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a regional economic cooperation body—the Council for Northeast Asian
Economic Cooperation (CNAEC). As the author sees it, CNAEC would
pave the way to eventually creating formal economic integration in the
region while its immediate payoff is to strengthen the region’s voice in the
international arena. Although he argues for regionalism in Northeast Asia,
the author does not neglect to point out that regionalism is not to replace
multilateral liberalization, as to do so will be harmful to the region itself as
well as to the entire world economy. 

The paper by Jeffrey Schott and Ben Goodrich makes the important
point that proponents for an FTA in Northeast Asia should take into
account possible adverse effects of its formation on the economies of the
United States and the region’s other trading partners. This is a critically
important point because extraregional trade is at present more important
than intraregional trade for each of the three countries and because it can-
not assumed that their extraregional trading partners would not take retal-
iatory actions if a Northeast Asian FTA has adverse effects on their
economies. The authors also question whether a Northeast Asian FTA is
the most desirable goal for each of the three countries, as Japan, for
instance, may find it more advantageous to form an FTA with the United
States. By raising questions such as these, the paper provides a valuable
service of cautioning against rushing into establishing an FTA in the
region.

The paper by Rolf Langhammer makes the points that regionalization
in Northeast Asia should be done as a market-driven process—not as a
policy-driven process as in Europe—and that the three countries should
approach regionalization as a cooperative process before taking serious
steps for regional integration. This is basically a sector-by-sector approach,
taking steps toward harmonizing standards and norms, improving com-
munication infrastructure, disseminating market information, and so on.
The paper makes a valuable contribution by presenting several useful
hints from European experiences in creating economic integration in
Europe.

One of the basic themes underlying all three papers presented in the
session is that formal regional integration in the form of an FTA is not in
the region’s interest, at least in the foreseeable future. I agree wholeheart-
edly with this conclusion, especially as I see the necessary preconditions
lacking in the region. According to Lee and Woodall (1998), there are at
least three conditions that determine the likelihood of regional economic
integration being established. Likelihood is high (1) if the candidate coun-
tries are located in relatively close geographical proximity to one another
and do not have any major territorial disputes, (2) if they have compatible
political regimes and regime objectives, and (3) if they are at similar stages
of economic development. 



102 Chung H. Lee

China, Japan, and Korea are certainly in close geographical proximity,
but China and Japan have been in dispute over the Diaoyu/Sengaku
Islands in the East China Sea and Japan and Korea in dispute over the
Takeshima/Tok-Do Islands in the Sea of Japan/East Sea. Compounding
these disputes is a long history of political rivalry or, worse, political enmi-
ty between China and Japan and between Japan and Korea. The difference
between China and Japan and Korea in political regimes and regime objec-
tives seems rather obvious. And the three countries are all at different
stages of economic development. All these factors point to a low likelihood
of a regional economic integration being established in East Asia in the
foreseeable future. 

Further, it is highly unlikely that Japan would want to establish
regional integration in Northeast Asia that would weaken its ties with the
United States. As pointed out by Ichimura (1998: 116–117), Japan and the
United States have some basic interests and values in common: They share
a common geopolitical position in Asia and the Pacific; they are dedicated
to the same democratic values; they cooperate increasingly in science and
technology; and their economies are already highly interdependent. As
Ichimura sees it, the mutual benefits of the close relationship between the
United States and Japan are so great that it would be inconceivable for
Japan to take any action that would lead to deterioration of that relation-
ship. 

What further complicates economic relations among the three coun-
tries in Northeast Asia is the fact that there are three triangles involving
the United States and the three countries—the U.S.–China-Japan triangle,
the China-Japan-Korea triangle, and the U.S.–China-Korea triangle. The
first triangle is an uneven one in that the United States and Japan are much
closer to each other—militarily, economically, and diplomatically—than
either is to China. In the second triangle, Korea is squeezed between the
two major powers in the region and is forced to cope with the contending
ambitions and influences of the two. This triangle portends dangers for
Korea since it will be difficult for it to stay aloof in the Sino-Japanese com-
petition. But it may also present Korea with both hope and opportunity—a
hope because Korea can stay clear of potential rivalry and conflict between
China and Japan, and an opportunity because a close involvement of the
United States in the region will give Korea room to maneuver among and
between powers. Furthermore, as pointed out by Scalapino (1999), the
relationship between the United States and China is of vital importance to
Asia as a whole since positive relations between the two will support
regional peace and stability, whereas tension-dominated relations will put
a “dark cloud over the region.” In sum, the region’s prosperity is highly
dependent on the U.S. presence in Northeast Asia and, consequently, to
create an FTA that excludes the United States will not be beneficial to the
region—even if it does not incite any retaliation from that country. 
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Even if an FTA is feasible in Northeast Asia, will it be beneficial to its
member countries? This question was raised by Panagariya (1998) with
respect to forming an “East Asian” trade bloc consisting of the Asian NIEs,
the ASEAN-4, China, and Japan. He argues that the economic desirability
of forming such a bloc is difficult to assess because its effects go beyond
the simple efficiency effects of trade creation and trade diversion. As he
sees it, given the importance of the region in the world GNP and trade, the
creation of a discriminatory bloc will bring forth retaliation from the rest of
the world. Although his question is about a larger group of countries than
the three in Northeast Asia, there are reasons to believe that his argument
would also hold in the case of a Northeast Asian FTA. 

As mentioned earlier, the three countries in Northeast Asia account for
a significant portion of the world population and GNP. Furthermore,
China, Japan, and Korea individually depend heavily on trade with the
United States and Europe. Given the importance of that trade, one would
have to be extremely naïve, if not foolhardy, to think that the United States
and the European Union would not take retaliatory actions to the forming
of a Northeast Asian FTA. Taking such actions into account, Lee and
Woodall conclude that for East Asia, “open regionalism promises to bene-
fit the welfare of every country and people on the Pacific Basin.”

“Open regionalism” does not, however, exclude the possibility of what
Scalapino (1999) calls “natural economic territories,” which are “economic
entities that cut across political boundaries, combining resources, man-
power, capital, technology and managerial skills, taking advantage of the
reciprocal capacities of adjoining territories.” The forming of such natural
economic territories would be a bottom-up process that would be facilitat-
ed as political barriers between countries are lowered and cross-border
trade and investment grow. Since such territories are nondiscriminatory, it
is reasonable to assume there would be no retaliatory actions from the rest
of the world. 

As political barriers come down and as intraregional trade and invest-
ment grow in Northeast Asia, there might indeed emerge several natural
economic territories in the region, paving the way to an eventual integra-
tion of the three economies in Northeast Asia. In the meantime, however,
there are government actions that can accelerate the process by reducing
the potential for transborder disputes and conflicts. 

It is now widely recognized that global public goods such as interna-
tional regimes providing common frameworks for international trans-
portation and communication, trade, harmonized taxation, monetary poli-
cy, and governance are central to the well-being of the nations and
individuals of the world. For the same reason, there are certain public
goods that are specific to a region and are essential for the well-being of
the nations and individuals of the region. 
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For reasons well understood by economists, such public goods will
have to be delivered on the supranational level by a number of national
governments in the region acting in concert (Cook and Sachs 1999). A gen-
eral list of such regional public goods includes cross-border environmental
issues, infectious disease, financial market regulation and stabilization,
transport, telecommunications and data transmission, power grids, agri-
cultural research and extension, and law enforcement. As pointed out by
Cook and Sachs, regional public goods are generally underprovided and
often completely neglected. The reasons for this underprovision include
high transaction costs in managing regional public goods and the tenden-
cy of international assistance programs to be directed to national govern-
ments rather than supranational entities, which may not even exist. North-
east Asia is no exception to this general rule.

There can be many ideas and plans for institutionalizing economic
cooperation/integration in the region, but we know, as in the case of West-
ern Europe, that a modest but realistically achievable target can be the
beginning of an eventual economic integration if properly guided with a
far-seeing vision. At present, for the reasons presented above, efforts to
create institutions to provide regional public goods are more likely to suc-
ceed than any attempt to create regional economic integration or even an
FTA in Northeast Asia. Such institutions will serve to solve transborder
problems and contribute to creating a sense of community in the region,
thus paving the way to an eventual regional economic integration. 
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Progress of East Asian Integration and Cooperation

Regionalization is one of the most important trends in the world today. It
means growing intraregional economic interactions driven both by mar-
ket-based economic integration and the cooperation among regional mem-
ber governments. 

The level of regional integration is usually measured by the ratio of
intraregional trade. Taking East Asia as a whole, there was fast integration
in the 1990s when measuring from the growth of intraregional trade. East
Asian intraregional trade ratio was 34 percent in 1980 and increased to 50
percent by 1996. The ratio was lowered in the years immediately after 1997
due to the effect of the financial crisis, but it recovered again to about
48–49 percent. The integration process in East Asia is mainly driven by
market forces—that is, by growing business activities within the region
that benefited from market opening, either through unilateral liberaliza-
tion or the most favored nation (MFN) status of multilateral arrangements. 

Starting from the 1960s, the East Asian region has gradually built up a
chain of industrial progress. Japan took the lead in industrialization, the
“four dragons” followed the model, and then other ASEAN countries, as
well as China, began to emerge as high-growth economies. This industrial-
izing process and economic growth chain have provided increasing inter-
regional economic linkages based on growing demand, technological
transfer, and business transactions. Furthermore, due to the structural
advantage of different groups of economies, investment by multinational
companies (MNCs) created an interregional network of production and
other related business. As a matter of fact, the market-driven integration in
East Asia has created a very high ratio of intraregional trade—even higher
than in the NAFTA region.

With the growing interregional economic activities, the demand for
regional economic cooperation is increasing. By definition, economic coop-
eration means governments in the region cooperate on market liberaliza-
tion, trade and investment facilitation, and other functional programs.
Many different kinds of regional economic cooperation have been devel-
oped, although the level of institutional establishment is still very low in
East Asia. Generally speaking, these may be classified into three kinds
(levels) of economic cooperation development.

• East Asian regional cooperation. This is known as “10 plus 3,”—that is,
the ten ASEAN countries plus China, Japan, and the Republic of
Korea (ROK). It started as a leaders’ meeting in December 16, 1997,
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focusing on the ways to cope with the Asian financial crisis. The
leaders’ meeting has been held every year since then. Progress in
regional cooperation was made in the second leaders’ meeting. For
example, leaders agreed to establish a regular vice financial minis-
ters’ meeting and a vice governors’ meeting for regional coopera-
tion on financial and monetary affairs. At the same time, the East
Asia Vision Group (EAVG) was set up for the purpose of providing
a long-term vision for East Asian cooperation. Following the lead-
ers’ Joint Statement on East Asian cooperation in 1999, real steps in
cooperation were quickly moved forward through the Chiang Mai
Initiative on monetary cooperation and the Great Mekong River
Development Project in 2000. Until now, the ministerial meetings of
10 plus 3 are expanded to foreign ministers, economic ministers,
financial ministers, and agricultural ministers, which serves as a
strong mechanism to support the leaders’ meeting and deal with
specific measures for regional cooperation. EAVG called on an East
Asian community building with an East Asian Free Trade and
Investment Area as a core. It is expected that the 10 plus 3 leaders’
meeting will soon be changed into the “East Asian Summit,” which
means that the identity of East Asia is formulated for the first time
based on a long-term vision for regional cooperation. However,
there is a long way to go from the vision to reality. 

• Subregional institutional establishment. ASEAN is the only subregional
organization in the East Asian region that has made real progress on
trade and investment liberalization. The ASEAN Free Trade Agree-
ment (AFTA) will be mainly completed by 2003 (for new members
by 2007) by eliminating all trade and investment barriers within the
region. AFTA is based on binding agreements of a discriminating
nature. The incentive is to create the internal advantage to attract
more investment and to develop internal market potential. Interest-
ingly, 10 plus 3 is primarily initiated by ASEAN as a way engaging
the Northeast Asian countries (NEAs). But ASEAN has no intention
to extend AFTA simply to the three NEAs. A new trend has
emerged: the bilateral free trade agreement. But only one has been
completed—that between Japan and Singapore. This is hardly to be
considered a subregional institutional establishment.

• Functional cooperation programs. There have been many kinds of
functional cooperation programs. For example, efforts have been
made by geographical partners on the Tumen River Development
Project, the Yellow Sea and Bo Sea Economic Circle, and the Great
Mekong River Project. Regional programs for cooperation in envi-
ronmental protection, food production, energy, water, and cross-
border crimes have been launched. These programs were formerly
initiated by or involved some countries and not necessarily partic-



108 Yunling Zhang

ipated by all countries of the region. But real progress in these areas
is still limited.

East Asian regional cooperation has begun with a different approach
compared with either Europe (EU) or North America (NAFTA). In analyz-
ing Northeast Asian cooperation, we have to consider the whole East
Asian region since the level of integration of this large region is much
higher than any subregions. Should Northeast Asian cooperation be con-
ducted under the “grand framework” of East Asia, or should it move
ahead as a cornerstone for all East Asian cooperation? Furthermore, is it
feasible for Northeast Asia to constitute its own identity of economic coop-
eration? These are certainly the most important issues to be discussed in
detail in this regard. 

What Is Northeast Asia?

In a simple geographical definition, Northeast Asia is that part of East Asia
excluding Southeast Asia—a vast area including “Great China” (Mainland
China, Hong Kong, Macao, and Taiwan), South and North Korea, Japan,
Mongolia, and the far east region of Russia. This region has great diversity
in the levels of economic development and political systems. Japan, as the
second largest world economy, is the only developed country in this
region. Mainland China, with a population of almost 1.3 billion, is the
largest developing country. Hong Kong and Macao, as China’s special
administration regions—and Taiwan, still politically separated—all belong
to the newly developed economies (NIEs). The ROK, as a member of
OECD, is more highly developed than most other economies, excluding
Japan. But the People’s Democratic Republic of Korea (PDRK) is still a
closed economy with very limited economic transactions with other coun-
tries. Because of the less-developed nature of their economies and limited
economic linkage, both Mongolia and the far east region of Russia are on
the peripheries of the regional economy.

As a matter of fact, the major players in Northeast Asia are Japan,
China,1 and the ROK, the core of the regional economy. As pointed out by
Dr. Chang-Jae Lee, in GDP terms the share of these three countries in East
Asia is as high as 91 percent, and close to 70 percent in foreign trade
terms.2 But on the other hand, the gaps between the three countries are sig-
nificant, although China is making progress fast. As pointed by Jeffrey J.
Schott, according to the UN Human Development Index, both Japan and
ROK are classified as “highly developed countries,” with GDP per capita
ranked ninth and twenty-seventh respectively, while China, as a
“medium-developed country,” ranked eighty-seventh among UN mem-
bers.3 Compared with the high intraregional trade share in East Asia, the
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level of intraregional trade in Northeast Asia is rather low. The trade share
within the three major countries is even lower than that of ASEAN. 

Yet one has to be very cautious in accepting this conclusion. For exam-
ple, the intratrade share for the three countries is evidently higher when
including Hong Kong and Taiwan. Furthermore, it differs from one coun-
try to another. China’s intratrade with NEAs is higher than that of ROK
and Japan, while Japan’s intra–Northeast Asia trade share is the lowest—
only about 10 percent. The low level of intra-Northeast Asia trade reflects
on the one hand the low degree of their economic integration and on the
other hand the large potential in expanding markets, as pointed out by Dr.
Rolf J. Langhammer.4 Nevertheless, viewing from intraregional invest-
ment, the ratio is even much lower than that of trade. This is actually one
important reason that explains the low ratio of intratrade, since invest-
ment-related trade becomes increasingly important in trade transactions.
Of course, the low level of FDI in Japan and the ROK is the result of the
restricted policies adopted by the two countries a long time before mid-
1990s. This pattern is starting to change.

In recent years, the three countries have made new efforts toward pro-
moting economic integration. Aside from participating in the 10 plus 3
process, joint research teams were set up to study ways to enhance trade
and investment and other areas of cooperation. It seems that the train for
institutional building among the three core countries in Northeast Asia is
moving. But it is not clear in which direction the train is moving or how
fast, since aside from the differences of economic development levels and
economic structures, political relations among the three—especially
between China and Japan—are far from close and smooth.

Options for Northeast Asia

Based on the judgment that it will be difficult to conclude an FTA between
the three countries in the near future, Dr. Lee proposes a Council for
Northeast Asian Economic Cooperation (CNAEC) as a body to promote
regional cooperation. It intends to serve as a forum where the three coun-
tries will exchange views on preparation for regional economic fora such
as APEC, ASEM, and 10 plus 3.5 It is a good idea to create a body starting
from a forum. However, there is still the question for the three countries on
which direction to go and what kind of options they choose in promoting
regional economic cooperation.

Concerning Northeast Asian economic cooperation, there three possi-
ble options:

• Option 1: China, Japan, and the ROK work together and move
toward a free trade and investment area—or even a real community.
Considering the dominance of these three countries in the region,
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this would be very significant. Nevertheless, both economic and
political conditions at present and in the near future make it less
plausible. Even an FTA between Japan and ROK is highly question-
able, let alone one between China, Japan, and the ROK, although
three partners would be more beneficial than two according to the
simulation.6

• Option 2: The functional approach would involve cooperation that
focuses on issues (areas) rather than on formal institutional estab-
lishment. This is an easier way to start, or might be considered even
as a final optional approach. It is probably similar to what Dr. Lang-
hammer proposes. He calls it a business sector-driven approach,
with cooperation on standardization, improving transportation,
strengthening the information network, and many other areas.7 One
feasible way is to work jointly on trade and investment facilita-
tion—for example, setting up a trade dispute council, since trade
disputes are becoming more common. This functional approach has
its limitations, however, since pressure is still there for considering
the long-term view and also the crucial role of participating in and
promoting an East Asian framework (currently 10 plus 3). At the
same time, the major efforts for Northeast Asian cooperation in the
near future can also be more focused on projects such as regional
designing and working on infrastructure, telecommunication, and
energy, as well as the establishment of a business network. 

• Option 3: The East Asian approach would set East Asian regional
high-level cooperation and integration as a goal. As EAVG pro-
posed, it is necessary to establish the East Asian community (EAC)
as a goal, with the East Asian Free Trade and Investment Area (EAF-
TIA) as a core. EAFTIA can be arranged well ahead of the Borgor
goal—for example, by 2015. Thus, Northeast Asian cooperation and
integration would be under the framework of EAFTIA. In this
option, AFTA also needs to be readjusted within the framework of
EAFTIA. I support this approach because the benefits of EAFTIA
would be larger than either AFTA or NEAFTA,8 and also there
would be greater political gain for Northeast Asia and the whole of
East Asia.

Options 2 and 3 are closely interrelated and mutually supportive. Both
promise that the progress of Northeast Asian cooperation will be beneficial
to East Asian progress. 

Of course, one has to be both realistic and pragmatic in promoting
East Asian economic cooperation and integration. The most feasible way
to proceed is to begin with what is “easy first”—for example, the AFTA
approach: a flexible arrangement based on mutual benefits plus binding
principles for EAFTIA and the “let a hundred flowers blossom” concept—
starting from a lower level and encouraging different kinds of efforts, such
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as subregional and bilateral arrangements. All these efforts, however,
should be integrated and favorable to EAC. Thus we need a long-term
vision and goal, in addition to well-designed practical steps to realize it.
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Introduction

In the latter half of the 1990s, the Northeast Asian countries, particularly
Japan, Korea, and China, were pretty much tied up with their own prob-
lems. Japan experienced a decade-long recession with a number of struc-
tural problems. The memory of successful days was still too vivid to initi-
ate fundamental, critical reviews of the “Japanese” economic system.
Korea suffered from a major currency crisis, accompanied by a financial
crisis. Although it successfully fulfilled V-shaped recovery at the macro-
economic level, the economy again slowed down after the latter half of the
year 2000, with some microeconomic leftovers from economic reform.
China successfully blocked a wave of crisis contagion and became the
focal point of a growing Asia. However, the WTO (World Trade Organiza-
tion) accession process took a lot of time, and the substantial domestic
reform is ongoing. The Northeast Asian countries could not really afford to
catch up with worldwide transitions in the international commercial poli-
cy framework.

The world economy experienced unprecedented transformation in the
latter half of the 1990s. In particular, corporate activities were drastically
globalized through foreign direct investment (FDI), cross-border mergers
and acquisitions (M&As), and other channels of international transactions.
Together with the information technology (IT) revolution, the new rules of
the competition game were established in terms of managerial control,
technology management, internalization and interfirm relationships, seek-
ing network externalities, and the utilization of international commercial
policies.

The purpose and contents of preferential trade agreements (PTAs)
have also changed drastically. In the past, the elimination of tariffs for
trade in goods was at the center stage, and “deeper integration” was a
rather abstract concept. The discriminatory nature of regionalism was
emphasized, which inevitably conflicted with the GATT/WTO principle of
nondiscrimination. The fear of forming economic blocks prevailed, and the
opportunistic setting of sensitive commodities and rules of origin was
thought to provide room for protectionism. Although these potential prob-
lems have not completely been resolved yet, the function of accelerating
liberalization has recently been more emphasized. Rather than preserving
protectionism in sectors lagging behind, I observe that PTAs can be used
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to lock in and accelerate domestic structural reform. By exposing the
domestic regulatory structure to foreigners’ eyes, various types of hidden
barriers to trade can be detected. PTAs can also be designed so as to pro-
vide favorable institutional environment for new industries. Although the
liberalization effort at the multilateral level will continue to be important,
we must also face the reality that the WTO is becoming a rule-enforcing
organization rather than an efficient forum for liberalization talks. Policy
makers in many countries now think that they cannot wait for slow-mov-
ing WTO negotiations. Rather, they would like to engage in regionalism
and construct a network of free trade agreements (FTAs) to accelerate
liberalization.

In the latter half of the 1990s, the European Union (EU) was continu-
ously engaged in the expansion of membership as well as forming a net-
work of PTAs and economic cooperation to neighboring less-developed
countries (LDCs) and transition economies. Another important move was
the emergence of relatively small countries highly active in concluding
FTAs; such countries include Mexico, Chile, and Singapore. A number of
FTAs between countries in different regions were also negotiated and con-
cluded. The major motivation is to stimulate domestic economic reform
and maintain the momentum of worldwide trade liberalization, rather
than forming a closed regional community.

Now the world is fully covered with networks of FTAs, with North-
east Asia as the only major exception. In the ranking of countries/eco-
nomies by size of GDP, Japan is the second largest in the world, China the
seventh, Korea the thirteenth, Taiwan the seventeenth, and Hong Kong the

Figure 4.1. Inward FDI and cross-border M&As in the world

Inward FDI: figures net of divestiture
Cross-border M&As: gross figures
Source: UNCTAD (2000, Annex Tables A.IV.6 and B.1).
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twenty-fifth in 1999.1 Among the thirty largest economies in the world,
only these five countries/economies do not belong to any PTA. Yes,
regionalism may be a dirty measure opposed to the nondiscrimination
principle. But people in the world appreciate its virtue in accelerating lib-
eralization. Now is the time for the Northeast Asian countries to examine
the pros and cons of regionalism and seriously consider the adoption of a
new commercial policy framework.

This paper begins by discussing the surrounding environment of
Northeast Asia in the context of globalization and regionalism. Then I
review and evaluate the recent developments of regionalism in Northeast
Asian countries. Because it is my specialty, a major emphasis is on the
need for a drastic change in the international commercial policy frame-
work of the Japanese government, which is certainly one of the crucial fac-
tors in considering the future prospects of the region. Finally, the case of a
Korea-Japan FTA is examined.

Globalization of Economic Activities and Northeast Asia

While we East Asians were busy dealing with the Asian currency/finan-
cial crisis, the world economy began integrating itself at an unprecedented
pace. A clear evidence of globalization was an explosive increase in FDI in
Europe and North America, which mainly consisted of cross-border M&As
within Europe and across the Atlantic Ocean (see Figure 4.1). Although a
slowdown is expected in 2001 due to the U.S. recession and the trough of
IT product cycles, we must admit that the world economy stepped into a
completely new stage of integration after 1998.

Differences between greenfield FDI and cross-border M&As are dis-
cussed from various points of view, and the evaluation of the latter is
rather mixed.1 Some people emphasize the greedy behavior of investment
bankers and the danger of the bubbly characteristics of M&As. However, it
is true that various managerial ideas as well as ingenious technologies are
often internationally transmitted through M&As. Together with other
forms of international transactions, cross-border M&As seem to contribute
to deeper integration across countries.

Northeast Asia—particularly Japan and partially Korea—has been a
bit slow in responding to the wave of globalization. Japan and Korea tradi-
tionally attracted small amounts of inward FDI in the past, and the shares
of affiliates of foreign companies in the domestic economy were minimal.
The situation has drastically changed, at least on the flow basis, since 1998.
During the crisis, Korea took measures to attract inward FDI, which
included the removal of regulations on hostile takeovers. As a result,
Korea had inward FDI of $10 billion in 1999, which is more than three
times as large as that in 1997. Japan also successfully attracted inward FDI
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of $13 billion in 1999, a level quadruple that of 1997. Despite these
changes, however, the share of inward FDI or cross-border M&As coming
into Northeast Asia was not yet very large in 1999 (see Figures 4.2 and 4.3).
Although inflows to Japan were still increasing in 2000 and 2001, consider-
ing the size of its economy
Japan attracts proportion-
ally less FDI and cross-bor-
der M&As. Korea is now
receiving about an average
proportion of FDI or cross-
border M&As on a flow
basis, but the presence of
foreign companies in the
domestic economy is still
small on a stock basis.

The limited presence
of affiliates of foreign com-
panies is just one indicator,
not representing every
aspect of the economy, but
a symbolic one. This sug-
gests the existence of
industrial sectors in the
Japanese and Korean
economies not being fully
exposed to competition.
International commercial
policies are not a panacea
for domestic structural
reform. But they can be uti-
lized so as to stimulate and
accelerate economic reform.
The present lukewarm eco-
nomic environment togeth-
er with people’s short-
sighted views on domestic
reform may be partially
due to the past strategy of
not getting involved with
regionalism.

Meanwhile, East Asia—
including Southeast Asia—
has been constructing effi-
cient production networks

Figure 4.2. Shares in inward FDI by des-
tination

Source: Same as Figure 4.1.

Figure 4.3. Shares in cross-border M&As 
by destination

Source: Same as Figure 4.1.
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in industries such as machinery manufacturing through the activities of
multinational enterprises (MNEs). Table 4.1 presents the development of
production networks in machinery industries in the 1990s. The increase in
trade of machinery parts and components indicates that efficient fragmen-
tation and agglomeration are being realized in East Asia, supported by the
reduction in trade barriers and the deregulation on FDI. Table 4.2 presents
the estimated significance of affiliates of Japanese and U.S. firms in the

Table 4.1. Export pattern of machinery parts and components in East
Asian countries (US$ Thousands, %)

1992 1998 Annual average
Japan Export Share by Export Share by growth rates

values destination values destination in 1992-1998

To the world 77,467,161 100.0% 126,233,104 100.0% 8.5%
To China 1,025,845 1.3% 6,848,450 5.4% 37.2%
To NIEs 18,600,161 24.0% 29,899,264 23.7% 8.2%
To ASEAN4 7,242,129 9.3% 15,343,452 12.2% 13.3%

1992 1998 Annual average
NIEs Export Share by Export Share by growth rates

values destination values destination in 1992-1998

To the world 38,023,479 100.0% 112,606,063 100.0% 19.8%
To Japan 4,339,329 11.4% 8,516,888 7.6% 11.9%
To NIEs 6,911,196 18.2% 23,640,969 21.0% 22.7%
To ASEAN4 4,998,368 13.1% 21,651,891 19.2% 27.7%
To China 2,717,190 7.1% 5,488,830 4.9% 12.4%

1990 1998 Annual average
China Export Share by Export Share by growth rates

values destination values destination in 1990-1998

To the world 5,531,517 100.0% 20,764,684 100.0% 18.0%
To Japan 398,631 7.2% 4,037,592 19.4% 33.6%
To NIEs 3,653,217 66.0% 7,559,657 36.4% 9.5%
To ASEAN4 166,045 3.0% 1,099,187 5.3% 26.7%

1992 1998 Annual average
ASEAN4 Export Share by Export Share by growth rates

values destination values destination in 1992-1998

To the world 12,472,146 100.0% 61,792,642 100.0% 30.6%
To Japan 1,684,265 13.5% 6,916,826 11.2% 26.5%
To NIEs 4,290,158 34.4% 19,202,353 31.1% 28.4%
To ASEAN4 515,235 4.1% 5,458,115 8.8% 48.2%
To China 17,605 0.1% 883,198 1.4% 92.0%

NIEs: Korea, Taiwan, Hong Kong, and Singapore.
ASEAN4: Malaysia, Thailand, Philippines, and Indonesia.
Source: METI (2001).  Originally from AIDXT, Institute of Developing
Economies.
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East Asian economies. Particularly in the Southeast Asian countries, the
presence of affiliates of MNEs becomes quite pronounced. This suggests
that East Asia has good reason to implement more integrated policy
arrangements for trade and investment.

In the globalization era, it is very important for East Asia to maintain
economic dynamism by restructuring those sectors lagging behind, as well
as by providing a competitive environment for industries with foreign
exposure. There is thus a lot of room for international commercial policies
that encourage deeper integration.

Table 4.2. The significance of affiliates of Japanese and U.S. firms in the
East Asian economies, 1996 (%)

Value added Employment Exports Imports
Affiliates Affiliates Affiliates Affiliates Affiliates Affiliates Affiliates Affiliates

of of of of of of of of
Japanese U.S. Japanese U.S. Japanese U.S. Japanese U.S.

firms Firms firms Firms firms Firms firms Firms

Korea 0.46 0.49 0.33 0.17 6.95 n.a. 6.34 n.a.
Hong 

Kong 5.24 1.91 2.66 3.18 17.02 17.17 16.38 n.a.
Singapore 11.90 7.69 4.73 5.68 33.17 55.13 33.38 n.a.
Malaysia 4.61 4.68 2.67 1.62 13.11 18.47 15.19 n.a.
Thailand 4.54 1.89 0.89 0.26 33.28 n.a. 29.76 n.a.
Philippines 1.56 2.60 0.34 0.24 13.98 31.02 9.70 n.a.
Indonesia 1.12 2.61 0.26 0.06 11.33 18.93 15.26 n.a.
China 0.42 0.26 0.05 0.02 3.82 5.32 4.51 n.a.

Affiliates of Japanese firms: Affiliates abroad with more than 10% Japanese
ownership (except those whose parent firms are in finance & insurance or
real estates). Data for 1996 F/Y.
Affiliates of U.S. firms: Affiliates abroad with more than 50% American
ownership (neither parents nor affiliates are banks). Data for 1996.
Note that the ratio of returned questionnaires is as low as 59.1% for the
data of affiliates of Japanese firms.
The definition of “value added:” sales minus purchases for affiliates of
Japanese firms, and gross product for affiliates of U.S. firms.
Value added and exports/imports for affiliates of Japanese firms are esti-
mated by using the data for total NIEs and total ASEAN4.
Sources: MITI (1999), U.S. Department of Commerce (1998), and IMF
(2000). This table originally appeared in Kimura (2001a).
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The FTA Boom in the World

In the process of forming the North American Free Trade Agreement
(NAFTA) and the European Union (EU) in the first half of the 1990s, the
economic discussion on the pros and cons of PTAs was largely based on
the theoretical and empirical examination of Vinerian trade creation and
trade diversion effects.3 The fear of forming economic blocks—possibly
engaging in trade wars among them—was also strong in people’s minds.4

However, the atmosphere surrounding the idea of regionalism drastically
changed in the latter half of the 1990s.

An active player was the EU. After accomplishing deep integration
among member countries, the EU began negotiating a series of FTAs with
some of the European Free Trade Association (EFTA) member countries,
the East European countries, and the Mediterranean countries (see Table
4.3). Other aggressive players were relatively small countries in size,
including Mexico, Chile, and Singapore. These countries negotiated and
concluded a number of FTAs both with countries in the neighborhood and
with those at some geographical distance. Stimulated by these moves, the
United States is also becoming more positive about concluding new FTAs.

In the formation of the network of FTAs, the connection with FDI and
domestic economic reform has been emphasized. Rather than expecting
large direct effects from tariff reduction, FTAs are regarded as a policy tool
for locking in or accelerating domestic reform as well as promoting inward
FDI.5 Indeed, Mexico clearly had a positive impact on NAFTA in both host-
ing inward FDI and locking in domestic structural reform. The recent
boom in Ireland is also due to regional integration. The East European
countries have tried to lock in their drastic transition of economic systems,
and some of them have been very successful in hosting FDI.

In addition, people have begun to feel the high and growing cost of
remaining a nonmember in any regional arrangement.6 The cost includes
the loss of negotiating power in multilateral negotiations, missing oppor-
tunities to enjoy network externalities, and the overall delays in effectively
utilizing the wave of globalization. Mexico, Chile, and Singapore openly
advocate that they would like to become a hub of FTA networks and enjoy
the benefit of connections.

WTO policy imposes a minimal set of disciplinary measures on prefer-
ential regional arrangements—namely GATT Article XXIV and GATS Arti-
cle V. These may not be enforceable in dispute settlements, but they work
as a code of conduct to some extent. However, beyond the coverage of
these articles, there does not exist any policy discipline internationally
agreed upon. Regional arrangements can thus contain almost anything
beyond trade in goods and services. Table 4.4 illustrates what kinds of
items are included in representative FTAs or customs unions. We find that
FTAs, particularly the ones that were recently concluded, have diversified
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Table 4.3. FTAs by selected countries
Singapore Mexico Chile U.S.A. EC/EU*

*: including free trade areas, customs unions, and other arrangements
reported for GATT Article XXIX.
Some of the information must be confirmed.
Source: METI (2001), Information provided by JETRO and JMCTI.

FTAs
proposed

Canada,
Chile, EU,
Korea

Japan Japan FTAA

FTAs under
negotiations
or planned
to start
negotiations

U.S.A.,
Mexico,
Japan,
EFTA,
Australia

U.S.A., EU,
EFTA,
Korea,
Panama,
Cuba

Chile,
Singapore

MERCOSUR,
Chile,
Argeria,
Lebanon,
Syria

FTAs
concluded

New
Zealand

U.S.A. and
Canada
(NAFTA),
EU, EFTA,
Chile, Israel,
Singapore,
North
Triangle
countries
(El Salvador,
Honduras,
Nicaragua),
Dominica,
Nicaragua,
Costa Rica,
Bolivia

Canada,
Mexico,
Central
America
(Costa Rica,
El Salvador,
Guatemala,
Honduras,
Nicaragua),
Venezuela,
Colombia,
Equador,
MERCOSUR,
Peru  

Canada and
Mexico
(NAFTA),
Israel,
Jordan

Malta,
Cyprus,
Andorra,
Turkey,
Switzerland,
Liechtenstein,
Iceland,
Norway,
Czech,
Hungary,
Poland,
Slovak,
Romania,
Bulgaria,
Lithuania,
Estonia,
Latvia,
Faeroes Is.,
Slovenia,
Mexico,
Morocco,
Palestine,
Tunisia,
Israel,
Egypt,
Jordan,
South Africa



Toward Formal Economic Integration in Northeast Asia 123

Table 4.4. Major contents included in selected FTAs
U.S.A.- U.S.A.- MERCO- FTAA (to be Canada- Mexico- EU- AFTA ANZ-

Israel NAFTA Jordan SUR negotiated) Chile Chile Mexico AFTA CERTA

Tariff
elimination * * * * * * * * * *

Banning of
quantitative
restrictions * * * * * * *

Safeguard
measures * * * * * * * *

Anti-dumping
and
countervailing
duties * * * * * *

Rules of
origin
principles * * * * * * * * * *

Tariff
evaluation
and customs
procedures * * * * * * * *

Investment * * * * * * * *
Services * * * * * * * * * *
Standards and

conformity
assessment
(MRAs) * * * * * * *

Phyto-
sanitation * * * * * * *

Government
procurement * * * * * * * *

Intellectual
property
rights * * * * * * * *

Competition * * * * * *
Dispute

settlement * * * * * * * * *
International

balance of
payments
clause * * *

General
exceptions * * * * * * *

Economic and
technical
cooperation * * *

Joint
committees * * * * * *

E-commerce *
Movements

of natural
persons * * * * *

Environment + * +
Labor + * +

“+” stands for the item not in the main text but in supplementary agreements.
Source: JMCTI (2000, p. 15).
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FTAs, particularly the ones that were recently concluded, have diversified
contents in addition to tariff elimination and service-sector liberalization.

This flexibility provides a big advantage if countries target on hosting
FDI, accelerating domestic reform, or capturing network externalities. The
multilateral framework is based on the nondiscrimination principle, and
because of its clarity of policy principle, the WTO can be a rule-oriented
organization. However, it often faces difficulties in stepping into the issue
of institutional convergence or harmonization. In regional arrangements,
countries can easily enter the territory of institutional convergence, harmo-
nization, and mutual recognition. Such deeper integration can also work
as a benchmark for future multilateral negotiations.

The evil of discrimination is not completely gone. However, we must
realize that the recent trend toward regionalism carries a number of posi-
tive, novel values.

Japan’s Redirected Strategies for 
International Commercial Policies

There exist four channels of international commercial policies in general:
unilateral, bilateral, regional, and multilateral. Until quite recently, the
Japanese government was consistently opposed to regionalism. Discrimi-
natory treatment between member countries and nonmember countries is
an essential part of PTAs, which inevitably goes against the nondiscrimi-
nation principle of the GATT/WTO system. GATT Article XXIV and GATS
Article V are placed so as to mitigate conflicts between regionalism and
multilateral policy discipline, but the contradiction in logic is obvious and
cannot perfectly be reconciled. The Japanese government treated the
GATT/WTO as a prime channel of international commercial policies and
did not get involved with any regional arrangement.7

Three years ago, the Japanese government announced a drastic change
in the direction of international commercial policies. While it continuously
placed the multilateral channel as a core of policy framework, it began to
consider the possibility of engaging in regionalism. The new strategy is
called the “multilayered” approach. There still exist groups supporting the
traditional “WTO–only” approach in the government and academics, but
the new wave has gradually dominated them.8

As a background, a number of Japanese feel a sense of emergency in
the current situation of the Japanese economy. They think that Japan is
somewhat left behind in the wave of globalization, particularly in the con-
text of the internationalization of corporate activities and involvement in
the IT revolution. They are concerned with delay in the structural reform
of the domestic economy. They think it problematic that the majority of
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Japanese are still intoxicated with the past success story of the Japanese
economic system. They know that international policies cannot by them-
selves change everything, but they would like to try to utilize the stimulus
for accelerating domestic economic reform.9

Regionalism has merits in this regard. A virtue of an FTA is its speed.
While the multilateral negotiations are expected to take several years from
past experience, we can conclude and start implementing FTAs quickly if
the concerned countries would like to do so. Another virtue is flexibility in
scope, as shown in Table 4.4. These characteristics are appealing when one
of the main purposes of international commercial policies is to stimulate
domestic economic reform. Since the establishment, the WTO dispute set-
tlement mechanism has worked much better than we had originally
expected. Strengthening the rule-oriented characteristics, however, may
discount the WTO’s function as a forum for liberalization talks. The free
trade supporters in Japan do not think that they should set the speed and
scope of liberalization at the level of WTO negotiations.

Of course, regionalism is a dirty measure. Japanese know this very
well because they have occasionally experienced the inconvenience and
uneasiness caused by discriminatory treatments in regionalism and have
felt the fear of being segregated from regional blocks.10 All undesirable side
effects of regionalism—such as regional blocks and the “spaghetti bowl”
phenomenon due to the complication of rules of origin11—originate from
discriminatory characteristics of regionalism. In that sense, liberalization at
the multilateral level will become even more important when we have a
proliferation of FTAs. APEC may also have to take on this task.

The recent developments in bilateral talks on FTAs in which Japan has
participated are summarized in Table 4.5. The first discussion was with
Korea and was initiated by the leadership of President Kim of Korea with
the positive support of Japanese Ambassador Ogura. I will discuss the
Korea-Japan case in more detail in the next section. The talks with Mexico
and Chile were held in November 1998 and November 1999, respectively,
and the study reports have already been publicized. Discussions with Aus-
tralia are also ongoing. All of these studies have been conducted on an
unofficial basis, but they are directed toward future negotiations on the
governmental level. Keidanren, the most influential business association in
Japan, has been strongly supportive of the series of FTA initiatives. The
business community emphasizes the cost of being an outsider to the FTA
network, particularly in the case of Mexico.12
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Table 4.5. Bilateral talks on FTAs by Japan
Country Year Month Major developments
Korea 1998 October “Strengthening of economic cooperative

ties” included in annex to the Japan-ROK
Joint Declaration

November Discussion on a Japan-ROK FTA at the
first meeting of Japan-Korea Cabinet Min-
isters

December Inauguration by the private sector in both
countries of the Study Team “Toward
Closer Japan-Korea Economic Relations in
the 21st Century,” launching of joint
research

1999 March Announcement of the Japan-ROK New
Agenda for Economic Partnership at a
Japan-ROK Summit

2000 May Release of a joint research report by the
above team
Joint symposium held by the above team
(in Seoul)

September Agreement by the above group to the
early establishment of a Japan-ROK FTA
Business Forum and launching of consid-
erations in this forum
Joint Symposium held by the above team
(in Tokyo)

Mexico 1998 November Mexican President visits Japan, proposes
consideration of a Japan-Mexico FTA and
investment treaty

1999 February Based on the President’s proposal, Com-
mittee for Closer Economic Relations
between Japan and Mexico formed (non-
governmental base)

April Keidanren releases Report on the Possible
Effects of a Japan-Mexico Free Trade
Agreement on Japanese Industry

2000 April JETRO and the Mexican Department of
Commerce jointly release a report
Keidanren Japan-Mexico Businessmen’s
Joint Committee Meeting releases Joint
Statement Regarding the Early 
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Table 4.5. (Continued)
Commencement of Negotiations Leading
to a Free Trade Agreement between Japan
and Mexico

October The New Japan-Mexico Commission for
the 21st Century proposes launching gov-
ernment-level research on FTA

November Keidanren releases Results of a Question-
naire Survey on the Need for a Japan-
Mexico FTA

2001 January METI Minister Takeo Hiranuma visits
Mexico.  Mexican Minister of Commerce
proposes the early launching of negetia-
tions on a Japan-Mexico FTA

June Prime Minister Koizumi and the Mexican
President agrees to launch a joint study
group including government officials, pri-
vate people, and academics

Chile 1999 November External Relations Minister Juan Gabriel
Valdez visits Japan, announces that Chile
wants to launch research on a Japan-Chile
FTA

2000 February Chilean Vice-Minister for International
Economic Relationsof the Ministry of For-
eign Affairs Jara visits Japan (proposes
joint research with JETRO)

May Inauguration of the JETRO Japan-Chile
FTA Study Group

June The JETRO Study Group holds a seminar
2001 June The JETRO Study Group releases a report

Australia 2000 October Agreement reached between METI Minis-
ter Hiranuma and the Australian Trade
Minister to engage in wide-ranging dis-
cussion at the private-sector level concern-
ing measures to strengthen bilateral eco-
nomic relations for a new era

November Private-sector research groups established
in both countries

2001 March Research to be concluded
Most of the information is as of February 2001.
Source: METI (2001) and others.
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Talks with Singapore are most advanced (Table 4.6). Governmental
authorities have negotiated the Japan-Singapore Economic Partnership
Agreement (JSEPA). It is to be signed in January 2002, and it will become
effective soon. The name comes from the intention that the agreement will
include not only tariff reduction but also a wide range of liberalization and
bilateral cooperation (Table 4.7). Singapore is the eighth largest trading
partner of Japan, and Japan is the third largest trading partner of Singa-
pore. However, the tariff protection of both countries is minimal, except
for a small number of commodities, and thus the effect of tariff elimination
cannot be very large. The major motivation for Japan to conclude JSEPA is
to participate in a network of FTAs, as well as to stimulate structural
reform of the domestic economy.13

Table 4.6. Developments related to the Japan-Singapore Economic Part-
nership Agreement
Year Month Major developments
1999 December At a Japan-Singapore Summit meeting, Prime Minister Goh

Chok Tong proposes concluding an FTA, with leaders
deciding to launch joint research

2000 March- Japan-Singapore Joint Study Group meets five times 
September (Prominent academics, business leaders, and government 

officials)
September Release of the Japan-Singapore Joint Study Group report

October Keidanren announces Expectations for the Japan-Singapore
FTA
Japan-Singapore Summit.  Agreement to launch negotiations
toward concluding a bilateral FTA

2001 January First round of negotiations (in Singapore)
April Second round of negotiations schedules (in Tokyo)

by the end of Conclusion of negotiations scheduled
December

The information is as of March 2001.
Source: METI (2001).

Table 4.7. Proposition of the Japan-Singapore Joint Study Group on Japan-
Singapore FTA negotiations

Items Contents
(1) Liberalization Tariffs With considering the WTO rule of 
and facilitation of “substantially all the trade,” the 
trade and investment sensitivity of specific commodities

should be dealt with.
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Table 4.7. (Continued)
Rules of origin Confirm the necessity of proper rules

of origin in order to prevent from
circumventing trade from third
countries

Trade-related Make customs procedure simple and 
procedure efficient.  Electrify the trade

procedure.
Mutual recognition Seek the possibility of mutual

recognition agreements
Services Include the liberalization of trade in

services
Investment Construct the investment rule that

can be an ideal model for other
countries

Movements of Recognize the importance of 
natural persons movements of professionals, the

employment of skilled labor, and the
facilitation of training

Competition policy Confirm the importance of
constructing the framework of
competition policy in order to deal
with anticompetitive conducts

Others Antidumping, safeguards, intellectual
property rights, and government
procurement

(2) Bilateral Financial services Discuss coordination on regulatory 
cooperation supervision, linkage of capital

markets, technical cooperation for
third countries.  Agree on the
significance of discussions between
monetary/financial institutions

Information and Recommend (1) the protection of 
telecommunication individual data and privacy, (2) legal 
services arrangements relating to e-commerce,

(3) regulatory cooperation in
information and telecommunication
fields to maintain competition, and
(4) cooperation in various fields such
as estab

Science and Seek the possibility of collaboration in 
technology life sciences and environment-related

technology
Trade and Seek the possibility of cooperation on 
investment trade/investment missions, joint 
facilitation business seminars, database sharing,

and others by JETRO and Singapore
Trade and Development Board
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One of the reasons Japan chose Singapore as the first counterpart is
obviously the trade pattern between two countries. Singapore’s exports to
Japan do not include many agricultural products, which makes it easier
for the Japanese government to reach a consensus by putting agricultural
commodities in the sensitive exclusion list. GATT Article XXIV(8) states
that free trade areas or customs unions must eliminate duties and other
restrictive regulations of commerce for “substantially all the trade.”14 There
is no clear consensus on what “substantially all the trade” means, but the
Japanese government tentatively sets the admitted maximal exclusions at
10 percent of bilateral exports or imports. Because agricultural products
amount to less than 10 percent of Singapore’s exports to Japan, all the agri-
cultural products may be placed in the exclusion list. Another reason is
that Japan has a strong economic interest in Southeast Asia and thus
would like to ask Singapore to work as an intermediary when approach-
ing the ASEAN Free Trade Area (AFTA) in the future.

Interestingly enough, a number of hidden trade barriers have been
disclosed during the FTA negotiations. One of the symbolic cases is gold-
fish, on which Japan imposes an unduly high protection. The argument
justifying the protection by the Ministry of Agriculture is not persuasive to
the general public at all. In addition, the Japanese government is gaining
experience from FTA negotiations that can be applied to domestic regula-
tory reform. It is also expected that the Japanese can learn various innova-
tive economic/social systems from Singapore as a partner on equal
footing.

Table 4.7. (Continued)
Working holidays Seek the possibility of working

holidays
Sister town Seek the possibility of sister town 
arrangements arrangements
Others SMEs, personnel training,

Media/broadcasting, tourism,
transportation, and others

(3) Consultation Consultations Maintain the tight coordination 
and dispute between two countries by holding 
settlements meetings regularly and frequently.  In

the meetings, both countries mutually
suggest measures to improve
business environment

Dispute settlement Eatablish dispute settlement 
procedure procedure between two countries
Out-of-court Facilitate the use of out-of-court 
dispute settlement dispute settlement mechanism
mechanism

Source: METI (2001), translated by the author.
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Talks on the Korea-Japan FTA

The bilateral talks on the Korea-Japan FTA were initiated when Korean
President Kim Dae Jung visited Tokyo in October 1998. The Japanese
admired his great leadership, and his speech “touched the hearts of many
Japanese people when he expressed his proposal that the problems of this
century by resolved within this century, and called for Japan’s cooperation
in building a partnership in the 21st century” (JETRO-IDE 2000: 160). In
the following months, a number of ministerial meetings were held, and the
Japan-Korea Public-Private Joint Investment Promotion Council proposed
that the FTA be studied by both countries.

In March 1999, Japanese Prime Minister Obuchi visited Korea and pro-
posed to strengthen bilateral economic relations through the Japan-Korea
Economic Agenda 21, an agreement intended go beyond existing econom-
ic cooperative frameworks. The Agenda includes (1) promotion of invest-
ment, (2) a tax treaty, (3) cooperation in the standards certification sector,
(4) cooperation in the intellectual property rights sector, and (5) coopera-
tion toward the WTO’s coming negotiations. As an umbrella covering all
of these areas, the JETRO-IDE and KIEP study team began seeking the
possibility of concluding an FTA.

The study team publicized a joint research report in May 2000, and
held the joint symposiums in Seoul in May 2000 and in Tokyo in Septem-
ber 2000. The full text of the report is found in JETRO-IDE and KIEP
(2000). The summary report consists of a Japanese part and a Korean part.
Both advocate the significance of a Korea-Japan FTA with a comprehensive
scope and stress investment effects and dynamic effects on productivity
rather than static effects of tariff reduction. The Japanese report in addition
points out the possibility of expanding the network of economic integra-
tion toward the Asia-Pacific region. The Korean report explicitly mentions
the importance of the reduction of nontariff barriers and the liberalization
of the services sector.

The two joint symposiums were great opportunities for us to educate
ourselves. First, one of the serious concerns raised by Korean panelists was
a possible increase in Korea’s trade deficit due to the tariff elimination. It is
natural for the general public to worry about a trade deficit just after the
currency crisis, but it should be understood that the effect of tariff elimina-
tion, if any, would develop gradually over the ten-year period of tariff
reduction. Second, we learned the timing of static effects and dynamic
effects. We may misunderstand that the static effects of tariff elimination
come first, and then the dynamic effects on investment and productivity
arrive later, but the mechanism actually works in the opposite order.
Changes in investment behavior and productivity may start at the very
beginning of an FTA arrangement (or even in the negotiation period),
while the effects of tariff reduction are spread out over the transition peri-
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od. Third, both sides successfully visualized the significance of a Korea-
Japan FTA. The two economies are in proximity and of substantial size.
Once we establish the equal-footing relationship of economic integration,
enormous positive effects can be expected.

In my opinion, there are several key elements in order to successfully
conclude the FTA. First, the successful conclusion of FTAs currently being
negotiated would be a good stimulus for the Korea-Japan talks. Once the
Japan-Singapore FTA is concluded, it will clearly show the seriousness and
the ability of the Japanese government to develop a network of FTAs.
Korea is also negotiating with Chile and has projections of forming FTAs
with Thailand and Singapore. If some of these succeed, this will surely
stimulate Japan.

Second, how to deal with the agricultural sector is one of the condi-
tions necessary to conclude FTAs, particularly for Japan. The notorious
agricultural lobby declares that the agricultural sector should not make
any concession (i.e., liberalization) outside the WTO negotiations. If they
keep this stance, Japan cannot have any FTA after Singapore because the
requirement of “substantially all the trade” cannot be fulfilled. Some 25
percent of imports from Mexico, 50 percent of imports from Chile, and 15
percent of imports from Korea are agricultural/fishery products and food
products. Nobody can be very optimistic about the reform of the agricul-
tural sector in Japan. I believe, however, that the Japanese media and the
general public are beginning to realize that the protection of the agricultur-
al sector is costly, unfair, and unreasonable, and the agricultural lobby is
becoming isolated. Talks on FTAs help to educate people to a great extent.
The goldfish case in talks with Singapore and the salmon case in talks with
Chile15 are salient examples. The recent safeguard issue also made the gen-
eral public understand the absurdity of politically motivated protection.16

Japan is changing. The issue is whether it can change itself quickly
enough.

Third, the tariff reduction scheme must be carefully designed so as to
allow necessary industrial adjustment. It is understandable that the Kore-
an business community fears a sudden exposure to Japanese competition
in head-to-head areas. Although prolonged protection does not make
sense, the gradual removal of protection over ten years must be considered
if necessary. A different pace of liberalization can also be enforced in the
two countries.

Fourth, to maintain momentum, it is important to conduct pre–FTA
measures and exchange opinions frequently. An excellent example is the
communication between the Seoul Japan Club and the Korean government
in 1999–2000. The Seoul Japan Club submitted a list of questions and com-
ments on regulations and institutions to improve the business environ-
ment to the Ministry of Industry and Energy. The ministry responded with
highly detailed, conscientious answers in a written form and successfully
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won the heart of Japanese businessmen. This sort of close, sincere commu-
nication must be maintained in various fields in both directions. We could
also promote good will by improving the visa system or arranging more
flights between the two countries. The role of the Korea-Japan FTA Busi-
ness Forum is crucial in this regard.

Korea and Japan are two major countries ready for FTAs. Both coun-
tries must work hard to conclude an FTA as soon as possible and make it
the core of East Asian economic integration. If China shows an intention to
join us, it will surely be welcomed. But Korea and Japan should not wait
for China to be ready. A framework including North Korea and Russia
does not sound very appealing to me as a short-run strategy. But the con-
clusion of a Korea-Japan FTA would make the Japanese consider more
seriously the issue of North Korea as a regional problem. Prompt action is
important for Korea and Japan.

Concluding Remarks

Imagine the world in the year of 2015. In Europe, the deep integration of
the EU will likely expand its geographical coverage to most of the conti-
nent. North America and Latin America might form an FTAA (Free Trade
Area of the Americas), and even a TAFTA (Trans-Atlantic Free Trade Area)
might be concluded. Then what would become of East Asia? The actions of
Korea and Japan in the coming few years will be crucial for the future of
economic integration in East Asia. Korea and Japan have the opportunity
to establish a more equal relationship than ever and take responsibility for
maintaining the economic dynamism of the region.

Appendix

Presentation material prepared by the 21st Century Japan-Korea Economic
Relations Study Team (JETRO-IDE and KIEP) distributed in the Joint Sym-
posium held in Tokyo in September 2000.

Notes

1. The figures were prepared by JETRO.
2. For a recent discussion on cross-border M&As, see UNCTAD (2000).
3. As for the argument on trade creation and trade diversion, see Viner

(1950), Ohyama (1972), Kemp and Wan (1976), Frankel, Stein, and Wei
(1995), Deardorff and Stern (1994), and Winters (1997).
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4. Krugman (1991) is an influential article along this line.
5. Krueger (1999), Ethier (1998), the World Bank (2000), and other recent

works emphasize the effects of PTAs on inward FDI, domestic reform,
and the nexus of these.

6. Baldwin (1995) makes a persuasive argument on the “domino” effect
in the expansion of PTAs.

7. The Asia-Pacific Economic Cooperation (APEC) advocates open
regionalism or trade liberalization on the MFN basis, at least in the
Japanese interpretation, and thus is not treated as “discriminatory”
regionalism.

8. Kojima (2001) provides a lucid description of the process of policy
changes.

9. Kimura (2001b) argues that the new White Paper on International
Trade (METI 2001) clearly presents such a sense of emergency.

10. The Business Council on Facilitation of Trade and Investment (Japan)
every year publicizes a long list of issues and requests raised by Japan-
ese firms related to trade and investment abroad. It contains a number
of claims expressing uneasiness regarding NAFTA, EU, MERCOSUR,
and other PTAs. The lists, entitled “Barriers to Trade and Investment,”
are available on-line at http://www.jmcti.org.

11. For the “Spaghetti bowl” phenomenon, see Bhagwati (1995) and Bhag-
wati and Panagariya (1996).

12. Just after the conclusion of the EU–Mexico FTA, the Mexican govern-
ment raised non–NAFTA tariffs on some electrical machinery products
to make the Japanese government more serious about the FTA negotia-
tions between Mexico and Japan. This move greatly irritated the
Japanese business community.

13. Eguchi (2001) states the major motivation in an explicit manner, repre-
senting the view of government officials in MITI.

14. A more detailed argument on “substantially all the trade” from the
viewpoint of economists can be found in World Bank (2000: chapter 5).

15. As for the salmon case, please see Japan-Chile Free Trade Agreement
Study Group, JETRO (2001). Salmon is a major exported commodity
by Chile to Japan. The current tariff rate is only 3.5 percent, and the
number of domestic producers left in Japan is only 100. But even so,
the agricultural lobby unreasonably rejects any concession.

16. As for the recent safeguard measures imposed by the Japanese govern-
ment, please see my newspaper article in Nihon Keizai Shinbun, April
20, 2001, and Kimura (2001c).
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Wen Hai and Xi Zhang

When the world moved toward regional economic integration in early
1990s, Northeast Asia was an exception. The highly trade-dependent
economies of East Asia are not members of any discriminatory trade
arrangement. Asian countries are often regarded as globalists (Young
1993).

Since the late 1990s, however, the situation has changed. Countries in
Northeast Asia are considering promoting regional economic cooperation.
In particular, South Korea and Japan are actively working on the establish-
ment of a bilateral free trade area (FTA). The governments of South Korea
and Japan began to negotiate FTAs with Chile and Singapore, respectively,
while scholars in the former two countries are studying the possibilities of
a Japan-Korea FTA. Why have Northeast Asian countries developed an
interest in regional economic integration? What are the perspectives of the
proposed bilateral Japan-Korea FTA? How could a Japan-Korea FTA serve
the purpose of promoting regional economic integration? Is there an alter-
native arrangement Northeast Asian economies should consider? This
paper aims to discuss these issues. 

The paper begins with a review of the development of other regional
economic integration efforts and their impact on the Northeast Asian
Economies. Through analysis, we attempt to understand the background
and motivations of Northeast Asian economic integration and the goal of
such a move. We then analyze the benefits and possible problems of a
Japan-Korea bilateral FTA. Finally, we offer alternative ways to promote
regional economic integration.

Regional Trade Blocs: Implications for 
Northeast Asian Economies

With the world economy in the process of globalization, the regional eco-
nomic cooperation that began in early 1960s is still continuing. The region-
al trade areas (RTAs) that received the most attention are the European
Union (EU), the North American Free Trade Agreement (NAFTA), the
Association of South East Asian Nations (ASEAN), and the Southern Com-
mon Market (MERCOSUR). 

In Europe, twelve countries in the former European Community
(EC)—renamed the European Union in 1991—completed an open internal
market by the end of 1992 and moved toward further regional integration.
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Additional members have been admitted into the union since 1992. Mean-
while, many countries in Eastern and Central Europe have applied for
membership, and some may become members by 2002. In 1994, the EU
and the European Free Trade Association (EFTA), except Switzerland and
Liechtenstein, signed an accord to form the European Economic Area
(EEA). Within the EEA, all members are free to trade in goods and ser-
vices, with the exception of agricultural products. Capital and labor are
also free to flow. Europe is in the process of full economic integration.

On the other side of Atlantic, the North American Free Trade Agree-
ment was ratified on January 1, 1994. Under the terms of NAFTA, tariffs
on more than half the goods traded among these three countries were
removed immediately. By 2010, all remaining tariffs will be eliminated.
Most important, NAFTA has created a waiting list of would-be members
throughout the Western Hemisphere. There were thirty-four countries in
the Western Hemisphere that pledged in 1994 to begin working toward a
free trade area of the Americas. The initiative was formally launched in
1998. They are scheduled to complete the agreement no later than 2005. 

Another group of countries in South America (Brazil, Argentina,
Paraguay, and Uruguay) agreed in 1991 to form an FTA called MERCOSUR.
By 1995 the agreement shifted to a customs union. In 1996, Chile and
Bolivia became members of MERCOSUR. Colombia, Venezuela, Ecuador,
and Peru are also in the process of joining this South American FTA.

Within Southeast Asia, the ASEAN countries agreed to form the Asian
Free Trade Area (AFTA) in 1993. The time frame was initially set for fifteen
years. At the fifth AFTA Council meeting in September 1994, the ASEAN
economic ministers decided to shorten the timetable to ten years. 

In Australasia, the free trade arrangement between Australia and New
Zealand, known as the Australia–New Zealand Closer Economic Relations
Agreement (CER), came into effect at the beginning of 1983. The CER is
often regarded as comprising a single regional entity, both geographically
and culturally.

Interestingly enough, while most countries in the world have partic-
ipated in regional free trade arrangements, none of the countries in North-
east Asia is a member of any regional cooperation framework (either FTA
or custom union). Japan, China (including Taiwan, Hong Kong, and
Macao), and South Korea are the only countries among the top thirty
economies that have not joined or formed regional trade blocs (Xia 2001).
Currently, the only economic cooperation organization of which China,
Japan, and South Korea are members is the Asia-Pacific Economic Cooper-
ation Group (APEC). Although APEC aims at promoting international
trade, stimulating international capital flows, and pushing forward eco-
nomic cooperation among Asian and Pacific Rim countries, it is a noninsti-
tutional and nonbinding forum. In addition, APEC covers too many coun-
tries with too large a disparity in economic and political conditions.
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Compared to the EU and NAFTA, APEC is a much looser regional eco-
nomic organization.

What are the implications of regional trade blocs to the Northeast
Asian economies that are not in any FTA? Both economic theories and
empirical studies show that the overall welfare effects of the regional trade
blocs are ambiguous, but impacts on the outside economies are certainly
nonbeneficial. Since most regional integration, including the EU and
NAFTA, discriminates against the economies outside the region by remov-
ing internal barriers while maintaining the external barriers, the impact of
the development of regional trade blocs on nonmember countries is rather
negative (Krueger 1995, 1999; Ohr 1995). The negative effects are mainly
from trade diversion—the diversion of trade from nonmembers to mem-
bers caused by the discrimination inherent in the FTA. Some studies
(Kreinin and Plummer 1992a) have shown that the adverse effects of FTAs

Table 5.1. Exports and shares in world total exports, 1970–99
(US$ billion, %)

World
Total Japan South Korea China

Year Export Export Share Export Share Export Share
1970 300.1 19.3 6.4 0.8 0.3 2.3 0.8
1975 845.4 55.8 6.6 4.9 0.6 7.7 0.9
1980 1,931.7 130.4 6.8 17.5 0.9 18.1 0.9
1985 1,875.8 177.2 9.4 30.3 1.6 27.4 1.5
1986 2,048.5 210.8 10.3 34.7 1.7 30.9 1.5
1987 2,419.0 231.3 9.6 47.3 2.0 39.4 1.6
1988 2,765.2 264.9 9.6 60.7 2.2 47.5 1.7
1989 3,008.5 273.9 9.1 62.4 2.1 52.5 1.7
1990 3,423.4 287.6 8.4 65.0 1.9 62.1 1.8
1991 3,498.5 314.8 9.0 71.9 2.1 71.9 2.1
1992 3,713.9 339.9 9.2 76.6 2.1 84.9 2.3
1993 3,752.3 362.2 9.7 82.2 2.2 91.0 2.4
1994 4,266.0 397.0 9.3 96.0 2.3 121.0 2.8
1995 5,099.8 443.1 8.7 125.1 2.5 148.8 2.9
1996 5,267.6 410.9 7.8 129.7 2.5 151.2 2.9
1997 5,497.4 421.0 7.7 136.2 2.5 182.9 3.3
1998 5,405.8 387.9 7.2 132.3 2.4 183.6 3.4
1999 5,554.4 419.4 7.6 144.7 2.6 195.2 3.5
Note: All the volume refers to f.o.b price.
Source: IMF, International Finance Statistics Yearbook 2000.
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on Asian exports are small, but other evidence indicates that regional trad-
ing arrangements might have diverted more trade than it created (Pomfret
1986b, 1996). Since both Europe and the Americas have formed FTAs, it
more likely that the Asian products have been replaced, at least in relative
terms, by the member countries in these FTAs. One study shows that the
percentage of Mexican apparel products in the U.S. market had increased
from 4.4 percent to 9.6 percent, while the share of Asian apparel products
decreased from 39 percent to 30 percent from 1993 to 1996.1

Growing Motivation to Promote an FTA in Northeast Asia

The regional trade blocs have been established and in operation for
decades, but there have been no particularly strong reactions from
non–FTA members in Northeast Asian countries until recent years. This is
partly due to the strong export performance of East Asian countries in the
past decades. From 1970 to 1990, East Asia’s share in world exports
increased from 10 percent to 21 percent.2 As Table 5.1 shows, Japan’s share
increased from 6.44 percent to 8.4 percent. In 1986, the share was as high as
10.29 percent. South Korea also rapidly increased its relative position in
the world export market, from only 0.3 percent in 1970 to almost 2 percent
in 1990. 

But the situation has changed since the 1990s. First of all, both Japan
and South Korea have experienced slower economic growth and export
growth. The Japanese economy has reached a new stage that is similar to
European countries in the 1970s and 1980s. Rapid growth of low-cost man-
ufactured exports from Asian newly industrialized economies (NIEs) and
China has been imposing a tremendous burden of adjustment on Japan.
Beginning in the early 1990s, Japan underwent a long period of stagnation,
with further deterioration during the Asian economic crisis of 1997 and
1998. Although there has been some positive improvement of the economy
in recent years, Japan’s economy is still undergoing painful adjustment.
South Korea’s economy has been facing a similar problem since the late
1990s. As one of the NIEs, South Korea experienced a miraculous growth
from 1960 until the 1980s. But rising costs in manufacturing and a limited
internal market size have forced South Korea to become less competitive
in the international market. South Korea suffered severely in the Asian
economic crisis in 1997 and 1998. Through a rash of emergency rescue
policies, South Korea’s economy has recovered from the recession. It is
interesting to note that GDP growth rate trends were very similar for
South Korea and Japan in the 1990s (see Table 5.2).

Secondly, the trade diversion effects from the other regional trade
blocs have begun (Krueger 1999; Norman 1995; Ohr 1995). European coun-
tries have further integrated since 1993 and NAFTA was ratified in 1994.
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Beginning from 1994, Japan’s exports in the EU market decreased about 1
percent, from 4.3 percent to little more than 3 percent in the late 1990s. The
share of Japan in Mexico’s total imports has also decreased almost 50 per-
cent in the last decade. The share of South Korean products in the EU mar-
ket has been stable, but its share in the U.S. market declined from 3.8 per-
cent in 1990 to 2.8 percent in 1999. Meanwhile, intraregional trade in both
the EU and NAFTA has expanded. Table 5.3 provides clear evidence of
trade diversion in regional FTAs. Since the EU formed its FTA a long time
ago, the impacts of the common market on trade diversion were not very
strong. But the growth of intraregional trade in NAFTA was very rapid in
1990s. Intraregional trade under NAFTA has been steadily increasing,
while both Japan and South Korea have lost their share in the North Amer-
ica market. If we examine the issues more closely, we find that the share of
South Korea’s products in the U.S. market and the share of Japanese prod-
ucts in the Mexican market have decreased even further. This reflects how
Japan’s exports to Mexico and South Korea’s exports to the United States
have been replaced by increasing intraregional trade. The negative effects
of trade diversion from other regional FTAs on Northeast Asian coun-
tries—in particular on Japan and South Korea—are quite real.

Table 5.2. Rates of GDP growth and export growth, 1970–99 (%) 
GDP Export

Japan Korea China Japan Korea China
1970 9.4 8.8
1975 2.6 6.5 0.6 10.8 8.2
1980 3.6 –2.1 7.8 27.5 16.3 32.9
1985 5.0 6.5 16.2 4.4 3.5 4.6
1986 2.6 11.0 8.9 19.0 14.6 13.1
1987 4.1 11.0 11.6 9.7 36.2 27.5
1988 6.2 10.5 11.3 14.5 28.4 20.5
1989 4.7 6.1 4.1 3.4 2.8 10.6
1990 4.8 9.0 3.8 5.0 4.2 18.2
1991 3.8 9.2 9.2 9.5 10.5 15.8
1992 1.0 5.4 14.2 8.0 6.6 18.1
1993 0.3 5.5 13.5 6.6 7.3 7.1
1994 0.6 8.3 12.7 9.6 16.8 33.1
1995 1.5 8.9 10.5 11.6 30.3 22.9
1996 5.1 6.8 9.6 –7.3 3.7 1.6
1997 1.4 5.0 8.8 2.4 5.0 21.0
1998 –2.9 –6.7 7.8 –7.8 –2.8 0.4
1999 –0.6 10.7 7.1 8.1 9.4 6.3
Source: IMF, International Finance Statistics Yearbook 2000.
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The slowdown of domestic economic growth, less competitiveness in
exports, and development of other regional trade blocs have changed the
views and positions regarding a regional FTA in Japan and South Korea.
The motivation for Western industrial countries to form regional FTAs
described by Young (1993) can now be used for Japan and South Korea.
Facing limits to flexibility at home, these countries have not been able to
make the necessary adjustments but are looking to create a bigger market
and promote cooperation through a regional FTA.

After the Asian financial crisis in 1997, scholars and officials in Japan
and South Korea have been actively working on regional economic coopera-
tion and FTAs (Cheong 1999; Lee 2000; etc.). Some Korean scholars have
suggested establishing regional economic organizations—for example, a
Northeast Asia Economies Cooperation Committee, a Northeast Asia Free
Trade Area, and a Northeast Asia Cooperative Investment Agreement. These
proposals mainly focus on economic cooperation among China, Japan, and
South Korea. Japanese scholars have proposed an Asian Monetary Fund to
cover all of East Asia in case of any future financial crisis. One of the con-
crete plans is to establish a Japan-Korea bilateral FTA in the region. 

The Japan-Korea Bilateral FTA

In October 1998, South Korean president Kim Dao Jung made big strides
in improving bilateral relations with Japan during his visit there. In return,
Japan has begun to regard South Korea as a real partner in the region.
Most importantly, Japan and South Korea committed to an “Action Plan
for the New Korea-Japan Partnership for the Twenty-First Century” and
reviewed the pending bilateral free trade agreement. 

Table 5.3. Trade diversion
From EU Japan Korea NAFTA Japan Korea Japan Korea

To EU EU EU NAFTA NAFTA NAFTA Mexico U.S.

1990 63.8 3.8 0.6 33.9 15.0 3.3 7.6 3.8
1991 63.0 4.1 0.7 35.0 15.3 3.2 7.4 3.7
1992 64.1 4.1 0.6 36.9 14.5 2.8 6.0 3.3
1993 63.8 4.3 0.7 37.7 14.6 2.6 6.1 3.0
1994 62.2 3.8 0.7 38.3 14.0 2.5 5.3 3.0
1995 65.8 3.7 0.8 39.2 13.1 2.7 4.9 3.1
1996 65.1 3.2 0.7 40.6 11.3 2.2 4.1 2.7
1997 61.7 3.1 0.7 41.2 10.7 2.0 3.5 2.4
1998 64.6 3.3 0.8 41.1 10.3 2.1 3.4 2.4
1999 64.3 3.5 1.0 41.4 10.1 2.4 3.1 2.8

Source: Statistics Canada 1999.
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In March 1999, Japan and South Korea finally agreed to conduct a joint
study on the feasibility of an FTA. When the study—conducted by the
Institute of Developing Economies (IDE), the Japan External Trade Organi-
zation (JETRO), and the Korea Institute for International Economic Policy
(KIEP)—was completed and made public in 2000, there were some posi-
tive conclusions from the research. The general conclusion is that the
Japan-Korea FTA would be feasible and beneficial for both countries. The
following are the main conclusions:3

• Target: The Japan-Korea FTA aims at a comprehensive framework
encompassing an array of market-integration measures such as
investment promotion, trade facilitation, and harmonized trade and
investment rules and standards. 

• Trade creation: Bilateral trade would expand through the abolition of
tariff and nontariff barriers between the two countries. Domestic
prices of imported items in sectors where either Japan or South
Korea has a clear comparative advantage would be reduced. Korean
exports of apparel, leather products, and agricultural and fishery
products to Japan would increase, and Japanese exports of sophisti-
cated machinery, metal, and chemical products to South Korea
would also increase.

• Trade diversion: A reduction would be seen in imports from third
countries, to which tariffs and other barriers would continue to be
imposed. 

• Dynamic effects: There would be a steady increase in intra-industrial
trade—travel, transport, construction, telecommunications, financ-
ing, and other service industries. Thus, the more integrated markets
would intensify competition between Japanese and Korean compa-
nies. The enlarged market would also attract more U.S. and Euro-
pean investment in Japan and South Korea. Through higher produc-
tivity and lower costs, corporations with a global competitive edge
would be fostered. The dynamic effects could be greater than those
foreseen in the static analysis. 

• Cooperation: Cooperation is particularly needed in the areas where
both Japan and South Korea have international competitiveness yet
severely compete with each other, where inefficient overcapacities
exist, and where intra-industry trade is underdeveloped. Efforts are
also needed to enhance the integration of the financial and capital
markets in Japan and South Korea. 

• Korea’s concern: There is fear that South Korea’s trade deficit with
Japan would increase. South Korea’s average tariff rate on Japanese
products is 7.9 percent, versus Japan’s 2.9 percent toward South
Korean goods. Therefore, the increase in Japanese exports to South
Korea would surpass the increase in Korean exports to Japan. As a
result, South Korea’s trade deficit with Japan would increase fur-



144 Wen Hai and Xi Zhang

ther. However, South Korea would enjoy a surplus in the service
trade and its overall trade balance would not deteriorate. 

The Japan-Korea FTA would directly contribute to the revitalization of
the two economies and also the reinvigoration of all the economies in the
Asia-Pacific region. In addition, it would boost the two countries’ liberal-
ization efforts and strengthen their initiatives toward liberalization under
the Asia-Pacific’s trade liberalization structure and its multilateral trading
regime. 

Needless to say, the research results on the impact of a Japan-Korea
Bilateral FTA are substantial. By forming an FTA, the trade and foreign
direct investment (FDI) between the two countries would increase. Other
benefits of market integration include creating an economy of scale, inten-
sifying competition, exploring comparative advantages, and invoking
domestic reforms. 

If we look at the issues more closely, however, there are still some
questions to be addressed. Our analysis will focus on two important ques-
tions: (1) What are the real economic benefits that the bilateral FTA can
bring to both Japan and South Korea? and (2) What is role of the Japan-
Korea FTA in the regional economic integration of Northeast Asia? 

First, we must consider the market sizes and trade creation. One of the
main motivations for both Japan and South Korea to form a regional FTA
is to look for alternative markets for their exports. While the rest of the
world—in particular the EU and NAFTA—have participated in discrimi-
native trade blocs, expansion of the intraregional market would make the
Northeast Asian countries less dependent on the extraregional markets
and hence less vulnerable to the trade diversions from other regional inte-
gration (Young 1993). Yet for large production and export capacity in both
South Korea and Japan, the market size of the bilateral FTA may not serve
the purpose of expanding the intraregional market. The population in the
Japan-Korea FTA is only 45 percent of that of the EU and only 43 percent
that of NAFTA.4

In addition, free trade between Japan and South Korea may not neces-
sarily improve the trade imbalances between the two countries. On the
one hand, South Korea has had a trade deficit with Japan for more than a
decade (see Table 5.4). On the other hand, South Korea has a higher rate of
trade tariffs than Japan. Currently, the average tariff rate in Japan is 2.2
percent, while in South Korea it is 8.56 percent. Once free trade is intro-
duced, South Korea should make more adjustments than Japan in terms of
removing the trade barriers. This indicates that South Korea should open
more markets to Japan than Japan should to South Korea, and it means
that South Korea likely would import more from Japan than it would
export to Japan, at least in the short run. This could worsen South Korea’s
trade imbalance with Japan.
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For South Korea, the Japanese market is already very open, and Japan
is already the second largest player (next to the United States) in South
Korea’s market. More than 20 percent of South Korea’s imports are from
Japan. Hence there are no significant opportunities for either country’s
market with the other.

Secondly, we must consider the economic structure and exploration of
comparative advantage. Another expected gain from creating an FTA is to
explore the comparative advantages through division of labor and free
trade. But this is heavily dependent on the economic structure of the coun-
tries in the region. What are the basic economic structures of Japan and
South Korea in the current situation? Are the Japanese and South Korean
economies more complementary or more competitive? 

Generally speaking, South Korea is still economically less developed
than Japan. Even so, after a period of protective industrial policies and
economic development, South Korea has established an industrial struc-
ture similar to that of Japan. Particularly in the sectors of electric and elec-
tronic products, automobiles and auto parts, steel, shipbuilding, and
chemical products, competition between Japan and South Korea is quite
keen. Table 5.5 shows the top export items of these two countries in 1997.
The top twenty items classified by three-digit Standard International Trade
Codes (SITCs) accounted for two-thirds of Japan’s exports. The same items
accounted for 46 percent of South Korea’s exports. It is interesting to note
that the first four items exported by Japan (28 percent of the total exports)
were also ranked as third, first, fourth, and fifth in the list of exports from
South Korea (27 percent of total exports). Both Japan and South Korea are

Table 5.4. South Korea’s trade flows with Japan, 1989–99
(US$ million, %) 

Exports Imports Trade
Year Amount % of total Ex. Amount % of total Im. balance

1989 13,167 21.8 17,167 28.5 –4,000
1990 12,638 19.4 18,574 26.6 –5,936
1991 12,356 17.2 21,120 25.9 –8,764
1992 11,599 15.1 19,458 24.1 –7,859
1993 11,564 14.1 20,016 24.7 –8,452
1994 13,523 14.1 25,390 24.8 –11,867
1995 17,088 13.6 32,597 24.1 –15,509
1996 16,002 12.3 31,396 20.9 –15,394
1997 14,771 10.9 27,907 19.3 –13,136
1998 12,238 9.3 16,840 18.1 –4,602
1999 15,863 11.0 24,142 20.2 –8,279
Source: IMF, Direction of Trade Statistics Yearbook 1995, 2000.
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Table 5.5. Structure of Japan and South Korea’s exports, 1997
Japan South Korea

SITC Items Rank Share Rank Share

781 Passenger cars, for transport
of passengers 1 11.3 3 4.9

776 Thermionic, cold, &
photocathode valves, tubes 2 8.0 1 14.2

764 Telecommunications equipment
and parts 3 4.8 4 4.0

752 Automatic data processing
machines & units 4 4.4 5 3.9

784 Parts & accessories of
722—, 781—, 782— 5 3.5 24 0.9

782 Motor vehicles for transport
of goods/material 6 3.3 42 0.5

778 Electrical machinery and
apparatus, n.e.s. 7 3.3 12 1.5

728 Mach. & equipment specialized
for particular 8 3.0 21 1.0

751 Office machines 9 2.9 7 3.2
931 Special transactions &

commod., not class. t. 10 2.7 17 1.1
772 Elect. app. such as switches,

relays, fuses, pl. 11 2.5 22 0.9
713 Internal combustion piston

engines & parts 12 2.5 63 0.3
674 Universals, plates and sheets,

of iron or steel 13 2.4 8 2.8
793 Ships, boats and floating structures 14 2.3 13 1.2
881 Photographic apparatus and

equipment, n.e.s 15 2.2 62 0.3
749 Non-electric parts and

accessories of mach 16 2.1 31 0.6
874 Measuring, checking, analyzing

instruments 17 1.9 61 0.3
736 Mach. tools for working metal

or met. carb., 18 1.9 40 0.5
741 Heating & cooling equipment

and parts 19 1.4 28 0.7
583 Polymerization and

copolymerization products 20 1.1 9 2.8
Total 67.5 45.6

Source: Statistics Canada 1999.
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very competitive in passenger cars, thermionic, cold, and photocathode
valves and tubes, telecommunication equipment and parts, and automatic
data processing machines and units. The Japan-Korea FTA might increase
intra-industrial trade, but it might not result in much inter-industrial trade
that is based on comparative advantages.

Thirdly, we must consider FDI and dynamic benefits of the Japan-
Korea FTA. People often believe that the FTA would increase capital flow
between countries to enhance the comparative advantage of the member
economies. NAFTA can be cited as an example in which capital flowed
from the United States to Mexico after the agreement was ratified. But the
FDI in the Japan-Korea FTA might not be so promising. 

According to common belief, the reasons people invest abroad include
the potential market (higher per capita income and/or large population),
acquisition of mineral or raw material deposits, avoidance of tariffs and
nontariff barriers, relatively low wages, and risk diversification. Based on
the reasons listed, there will be not much more incentive for Japanese
investors to expand FDI in South Korea than in other developing countries
after an FTA is ratified unless South Korea opens its service sectors. The
data in Table 5.6 shows that South Korean investment in Japan has
remained stable both in amount and shares, but the share of Japanese FDI
in South Korea has declined from more than 20 percent in the early 1990s
to about 8 percent at the end of the decade. 

Fourthly, we must consider impacts on the further integration in the
region. One of the objectives for the Japan-Korea FTA is to promote region-
al economic integration in Northeast Asia. Will this bilateral free trade
arrangement make a significant contribution or become an obstacle to it? 

There is no doubt that a bilateral FTA can be concrete step toward cre-
ating a multilateral regional economic integration. There has been discus-

Table 5.6. FDI between Japan and South Korea (US$ million)
1992 1993 1994 1995 1996 1997 1998 1999

Investment
in Japan 28 6 57 105 81 64 23 48

Share in Japan’s
total FDI 2.3% 0.5% 2.5% 3.4% 1.9% 2.0% 0.6% 1.9%

Investment in
South Korea 174 157 345 337 279 235 414 806

Share in Korea’s 
total FDI 21.6% 22.2% 34.8% 24.8% 12.1% 7.6% 8.0% 7.8%

Sources: KIEP Report. Korea Ministry of Finance and Economy, Current
Situation of Foreign Investment and Technology Inflow, January 1999; Ministry
of Finance and Economy, Current Status of FDI, December, 1999; Ministry
of Commerce, Industry and Energy, January 2000.
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sion about a regional economic bloc in Asia for years, but there has been
no real action. The proposed Japan-Korea bilateral FTA may not be essen-
tial in bringing significant gain to these two countries, but it certainly
would bring pressure to other countries in the region. For China, there is
no urgent need to join any FTA because it is still in the process of industri-
alization and economic transition from a planned economy to a market
economy. In terms of international trade, China is at a stage similar to that
of Japan from the 1960s to the 1980s and South Korea from the 1970s to the
1990s. In the last two decades, China’s export performance has been
remarkable. China has faced similar trade discrimination from other trad-
ing blocs, but the overall comparative advantage in labor-intensive prod-
ucts has kept Chinese manufactured products highly competitive. This is
part of the reason China has not actively worked on a regional trade bloc
in Asia. Once Japan and Korea establish a bilateral FTA, however, it will be
a real threat to China and other countries in the region.

Whether the Japan-Korea bilateral FTA will promote or create more
difficulties for regional integration depends on whether the concrete
arrangement is open or discriminative. The pressures on China and other
countries to join the regional economic bloc could be positive or counter-
productive. If the Japan-Korea FTA brings more economic benefits to both
countries and creates a larger market for other countries, it will influence
China to integrate itself into the region. In that case, the Japan-Korea bilat-
eral FTA will foster regional economic integration. However, if the
arrangement and outcome of the FTA is to protect the labor-intensive man-
ufacturing industries in the member countries, it will push China away
from regional integration to seek more export markets in the Western
Hemisphere and Europe. Since most FTAs are discriminative, we are skep-
tical about the role that the Japan-Korea bilateral FTA can play in regional
economic integration.

Furthermore, through a bilateral FTA, discriminative treatment may
protect the industries that have been losing comparative advantage in both
Japan and South Korea. This will bring short-run benefits to Japanese and
Korean enterprises or industries but make structure adjustment more diffi-
cult when China enters the regional FTA. 

Overall, the Japan-Korea bilateral FTA might not bring significant ben-
efits to these two economies, but the impacts of this arrangement on future
regional economic integration should be considered carefully. 

A Japan-Korea-China Trilateral FTA? 

While studies on the Japan-Korea FTA have almost come to a conclusion,
discussion on a possible Japan-Korea-China (J-K-C) Trilateral FTA is
underway. Some Chinese scholars are beginning to think about a broad
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economic integration in Northeast Asia (Hu 2001; Pu 2000; Chi and Tian
2000; Shi 1999). What are the benefits and costs of this J-K-C FTA, and is it
feasible?

Basic Economic Information and Current Economic Relations

Among these three economies, Japan is the largest one in terms of GDP. It
is also the second largest economy in the world. Japan is the most devel-
oped country in the region, but China is a developing country with great
prospects. Its economy ranks second in Asia and seventh in the whole
world (if Hong Kong is included, China ranks as the fifth largest economic
power in the world). From 1978 to 2000, China had an annual GDP growth
rate of 9.8 percent, one of the fastest growing economies in the past two
decades. South Korea is a newly industrialized economy. Korea experi-
enced a growth miracle from 1960 through the 1980s. Economically, it
ranks just after China as the third largest in Asia and the eleventh in the
world. 

Geographically, all three countries are located in Northeast Asia within
a relatively short distance. Since China adopted an open-door policy in the
late 1970s, the three countries have been actively engaged in trade and
FDI. Tables 5.7 and 5.8 show the trade and capital flow within the three
countries. Japan is a major market, as well as the main source of imports
for both China (16.6 percent of China’s exports and 14.1 percent of
imports) and Korea (11 percent of Korea’s exports and 19.3 percent of
imports). China is also a large market for Korea (9.5 percent of Korea’s
exports) and a significant supplier to Japan (10.4 percent of Japan’s
imports). Japan is an important investor in both China (7.4 percent of
China’s total FDI) and South Korea (10.3 percent of Korea’s FDI). Consid-
ering the size of the economy, South Korea is also a major investor in
China (3.2 percent of China’s total FDI). 

Table 5.7. Trade flow among three countries: Amounts and shares
(US$ million, 1999)

From \ to China Japan South Korea

32,399 7,808
China — (16.6% of C-Ex.) (4.0% of C-Ex.)

(10.4% of J-Im.) (6.5% of K-Im.)

23,450 23,089
Japan (5.6% of J-Ex.) — (5.5% of J-Ex.)

(14.1% of C-Im.) (19.3% of K-Im.)

13,685 15,863
South Korea (9.5% of K-Ex.) (11.0% of K-Ex.) —

(8.3% of C-Im.) (5.1% of J-Im.)

Source: IMF, Direction of Trade Statistics Yearbook 2000.
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Is a Japan-Korea-China FTA Better?

The above information shows that the three countries already have very
close economic relations. What, then, is the significance for them to form a
regional FTA? What are the benefits of a J-K-C trilateral FTA compared to a
Japan-Korea bilateral FTA? 

Larger Potential Market
First, one reason we should consider the benefits of a trilateral FTA is the
market size. One of the most important motivations for Japan and South
Korea to form an FTA is to gain a larger market for their exports given that
they are being discriminated against in other trade blocs. Compared to the
bilateral FTA, a J-K-C FTA would bring a much larger potential market to
absorb the products because they have comparative advantages. If China
were included in the FTA, the Northeast Asian markets would be similar
to NAFTA and EU (see Table 5.9). To deal with the problems that Japan
and South Korea are facing, a large market is essential.

Currently, Japan, South Korea, and China already have close economic
ties, but there are still other potentials to be explored. In contrast to other
trade blocs, the intraregional trade between these three countries is still
low. Table 5.10 compares the intraregional trade in major trade blocs.

Table 5.8. FDI among three countries, 1999 (US$ million)
From \ to China Japan Korea

736* 960*
Japan (1.1% of J-Outward) — (1.4% of J-Outward)

(7.4% of C-Inward) — (10.3% of K-Inward)

1,275** 93*
South Korea (30.4% of K-Outward) (2.2% of K-Outward) —

(3.2% of C-Inward) (0.4% of J-Inward)

Sources: *Ministry of Finance, Japan; **Ministry of Foreign Trade and Eco-
nomic Cooperation, China; Total Foreign Investment Abroad of Korea, Bank of
Korea, Statistics Database.

Table 5.9. Market sizes of NAFTA, EU, and Japan-Korea-China
NAFTA EU Japan-Korea-China

GDP (billion dollars, 1999) 10,384.4 7,452.3 6,263.3
Territory (10,000 sq km) 2,131.1 319.0 1,007.7
Population (million):

midyear estimates 1999 401.0 376.2 1,440.2
GDP per capita (dollar) 25,896.9 19,809.5 4,349.0
Sources: IMF, International Financial Statistics Yearbook 2000; EU, 100 Basic
Indicators from Eurostat Yearbook 2001.
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Although it has grown rapidly in the last few decades, the intraregional
trade among Japan, South Korea, and China is still low: 18.7 percent ver-
sus 59.9 percent in the EU and 44.1 percent in NAFTA. Therefore, trade
creation is more likely to occur when the J-K-C trilateral FTA is estab-
lished.

Better Exploration of Comparative Advantage
The second and perhaps most important consideration in the creation of
the J-K-C FTA is the comparative advantages for these countries. While the
Japanese and Korean economies are more competitive, the Chinese econo-
my is more complementary to both of them. China is still a large develop-
ing country with an enormous labor endowment and is relatively rich in
natural resources. Based on the factor endowment shown in Table 5.11,
both Japan and South Korea are capital-abundant economies, while China
is a labor-abundant country. On the other hand, when comparing the capi-
tal-labor ratio, Japan’s is thirty times higher and Korea’s is eight times
higher than China’s. On the other hand, China has the highest land-labor
ratio and labor-capital ratio among the three countries. The factor endow-
ment indicates the cost-comparative advantage in each country. China has
a comparative advantage in labor-intensive and land-intensive products,
while Japan has comparative advantages in technology-intensive and capi-
tal-intensive products and Korea has comparative advantages in capital-
intensive products (with China) and labor-intensive products (with Japan).

This theoretical predication is also supported by empirical evidence.
To identify the comparative advantages, we often use the revealed com-
parative advantage (RCA) index developed by the economist Balassa
(1965). Here we have calculated a series of regional (or bilateral) revealed
comparative advantage (RRCA) indices for China, South Korea, and
Japan.

The regional revealed comparative advantage index of product i of
country j in region R is calculated as follows:

RRCAij = (Xij/Xtj) ∏ (XiR/XTR)

Table 5.10. Comparison of intraregional trade (%)
1990 1995 1997

EU 64.6 61.1 59.9
NAFTA 36.9 41.6 44.1
East Asia 41.5 49.1 48.7
China, Japan, South Korea 12.4 18.7 18.7
Note: East Asia includes South Korea, Japan, China, Taiwan, Hong Kong, 
and the six countries of ASEAN.
Source: Chang-Jae Lee, A New Approach towards Enhanced Northeast Asian
Economic Cooperation.
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where Xij and Xtj are the value of product i and the value of total
products exported from country j, respectively. XiR and XTR are the value
of product i and the value of total products exported from the region,
respectively. If RRCAij > 1, it indicates that country j has a comparative
advantage of producing good i in the region. The higher the value of
RRCA, the greater the comparatives advantage. If RRCAij < 1, it means
that the country does not have a comparative advantage (or has a disad-
vantage) in this product.

To calculate the RRCA for each country, we used trade data compiled
by the SITC in 1997. Table 5.12 shows the values of regional revealed com-
parative advantage index by category in each country. 

Table 5.11. Factor endowments in Japan, China, and Korea, 1970–99
Land per capita (hectare) Capital (US$) per capita
Japan Korea China Japan Korea China

1970 0.36 0.31 1.16 693.3 69.5 –
1975 0.34 0.28 1.04 1,453.7 160.8 –
1980 0.32 0.26 0.96 2,862.7 528.2 88.3 
1985 0.31 0.24 0.90 3,054.3 660.0 84.0 
1990 0.31 0.23 0.83 7,633.0 2,197.9 85.6 
1995 0.30 0.22 0.79 11,660.3 3,980.8 199.2 
1999 0.30 0.21 0.76 8,994.3 2,427.5 282.7 
Note: Capital refers to Gross Fixed Capital Formation.
Sources: IMF, International Financial Statistics Yearbook 2000, and Monthly,
April 2001.

Table 5.12. Regional revealed comparative advantage (RRCA) index
among China, South Korea, and Japan (1997)
SITC 0 1 2 3 4 5 6 7 8

China/
S.Korea 3.37 5.58 1.63 1.25 18.08 0.77 1.05 0.53 4.54

China/Japan 14.59 5.38 3.18 7.34 26.26 0.80 1.73 0.34 4.02
S.Korea/

Japan 4.33 0.96 1.95 5.87 1.45 1.03 1.65 0.65 0.89
China/EU 0.49 0.14 1.35 0.36 0.26 0.64 0.92 0.67 2.95
China/USA 0.30 0.05 0.24 0.77 0.08 0.34 1.23 0.51 3.78

SITC: 0 = Food and Live Animals; 1 = Beverage and Tobacco; 2 = Crude
Malts except Fuels; 3 = Mineral Fuels, etc.; 4 = Animal, Vegetable Oil, Fat;
5 = Chemicals; 6 = Basic Manufactures; 7 = Machines, Transport Equip.;
8 = Miscellaneous Manufactured Goods.
Source: Statistics Canada 1999.
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Compared with all the countries listed in the table, China has explicit
comparative advantages in category 8 and disadvantages in category 7.
The goods in SITC category 8 include travel goods, clothing, footwear,
instruments, watches, clocks, sound recorders, and so on. These products
are mainly labor intensive. The products that China does not have com-
parative advantages in (SITC 7) are mainly capital/technology intensive,
including automobiles, electric machinery and equipment, and related
parts.

China also has comparative advantages over Japan and South Korea in
categories 0, 1, 2, 3, and 4 (resource-based products) and comparative dis-
advantages in category 5 (chemical products that are capital intensive). 

South Korea and Japan, however, have a similar economic structure.
Korea has “relative” comparative advantages in categories 0 and 3
(resource-based products) but a “relative” disadvantage in category 7
(transportation equipment). We use the term relative because the situation
will change if we bring China into the picture. This indicates that if Korea
forms free trade links with Japan, Korea may export more resource-inten-
sive products and import capital-intensive products, but these are not the
true comparative advantages. A Japan-Korea bilateral FTA might create
countries specializing in the wrong category and make it more difficult in
adjusting to regional economic integration.

The real trade data within these countries also supports this pattern.
Table 5.13 lists the top twenty export products (classified by four-digit
SITCs), which account for about 43 percent of China’s total exports. Most
of them are in category 8 (miscellaneous manufactured products) and cate-
gory 6 (basic manufactured goods). The exports of the same categories
account for less than 23 percent in South Korea and about 13 percent in
Japan. 

On the other hand, Japan and Korea are really competing for capital-
intensive goods. Tables 5.14 and 5.15 list the top twenty items exported by
Korea and Japan, when comparing to the other two countries. It is very
clear that the two lists have many items overlapping. The top twenty items
that accounted for 57 percent of total exports from South Korea were also
the major export items from Japan (accounting for 44.8 percent). The top
twenty items exported from Japan accounted for 65.1 percent and 34.1 per-
cent of Korea’s exports. The products exported from Japan and South
Korea may be differentiated, but it is clear that they are more competitive
than complementary. In the J-K-C trilateral FTA, more inter-industrial
trade based on comparative advantages can be created.

Feasibility of a Japan-Korea-China FTA

Needless to say, a trilateral FTA with greater potential is a better choice for
future regional integration than a bilateral FTA with a limited market and
a discriminative arrangement. The question, however, is this: Is it feasible
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to establish such an FTA in the near future? Due to differences in the level
of development and the economic-political systems, there are many diffi-
culties and challenges facing the implementation of a J-K-C trilateral FTA. 

Economic and Political Challenges
The important economic challenge is the internal structure adjustment
necessary in each country. In the proposed Japan-Korea FTA, the main
adjustment will be at the enterprise level. Increased competition and intra-
industry trade might restructure the industries but might not necessarily
restructure the whole economy. However, a J-K-C FTA would restructure
each economy based on comparative advantages. 

For both Japan and South Korea, agriculture is always a sensitive
issue. Compared to China, neither Japan nor South Korea has an advan-
tage is this category. China has a comparative advantage not only in land-
intensive products but also in labor-intensive agricultural goods. Once
China enters the FTA, imports of agricultural products will surge. This will
bring strong resistance from farmers in Japan and South Korea. The recent
trade dispute between Korea and China in garlic5 and between Japan and
China on leeks, mushrooms, and straw6 can be cited as good examples
reflecting this situation. With the very strong political influence of farmers
in these two countries, free trade in agriculture in Northeast Asia is a diffi-
cult issue to deal with.

For China, the challenges are not only in economic restructuring but
also in reform of the economic system. The current average tariff rate in
China is about 17 percent. After China joins the World Trade Organization
(WTO), the average tariff rate will decrease to 10 percent by 2005. Yet it is
still a big move from 10 percent to total free trade. For China to participate
in the J-K-C FTA, the biggest adjustment will be in the automobile catego-
ry (SITC category 7) and the chemical category (SITC category 5). Com-
pared to Japan and South Korea, China does not have comparative advan-
tages in these two industries, but it does have strong domestic producers
under protection. The current tariff rate on auto packages is as high as
80–100 percent. This rate will be reduced to 25 percent by 2006. 

There are also political obstacles for the Japan-Korea-China FTA. Part
of the problem is left over from history, but there are also on-going issues.
Political relations among these countries are crucial for economic
integration.

The main political barriers date back to World War II, when Japan
invaded both China and Korea. There are still some sensitive issues
remaining, including the omission of the Japanese invasion from history
textbooks, visitations to the Yasukuni Shrine by Japanese leaders, and
compensation of war victims. These issues are not directly related to free
trade, but it is hard to have economic integration when countries do not
really trust to each other. 
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The current problems are more or less related to international politics.
Since China is still under the leadership of the Chinese Communist Party
(the CCP), the relationship between Japan (and sometimes South Korea)
and China is often affected by the relationship between China and the
Western countries, in particular the United States. The most sensitive prob-
lems include the Taiwan issue and the recent Theatre Missile Defense
System (TMD).

Positive Developments for a Japan-Korea-China FTA
Despite the difficulties in forming a J-K-C trilateral FTA, there are positive
developments that will make this regional FTA feasible.

The first and most important fact is that all three countries have
undertaken economic reforms to prepare for globalization. China has car-
ried on its reform for more than twenty years, moving from a planned
economy to a market economy. On July 3, 2001, all the WTO member
countries agreed to accept China as a member. The documents will be
completed by September and passed in November 2001. China’s WTO
accession indicates that China has formally accepted the market economy
system. China is actively reforming its economy in line with WTO princi-
ples. Reform of the economic system and trade liberalization will make
China more open. In the WTO accession documents, China accepted the
condition of the EU and United States to maintain China’s nonmarket sta-
tus for fifteen years. Motivations from domestic enterprises and pressures
from international competition will force China to complete its economic
transition in less than fifteen years. 

Secondly, all three countries are members of APEC. One of the most
important commitments pledged by APEC member countries is that all the
developed countries in the region will liberalize trade by 2010 and all the
developing countries will liberalize trade by 2020. Recently, APEC has
been voluntarily pushing early sector liberalization. Based on this
timetable, it is not unrealistic to have free trade within Japan, South Korea,
and China (the Japan-Korea-China trilateral FTA) by 2015, five years earli-
er than free trade in the APEC economies. 

Thirdly, the global effort on trade liberalization continues. The WTO
may launch the new round of negotiations soon. Two of the most sensitive
issues—trade in agricultural products and textiles—will be brought into
the General Agreement on Trade and Tariffs (GATT) principles. The global
liberalization in agriculture and textiles will reduce the burden of adjust-
ment in each country. Free import of Chinese agricultural products by
South Korea and Japan is not at all implausible in the next fifteen years. 
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Conclusion

Development of discriminative regional trade blocs in other continents has
created trade diversions. Changes in external markets and problems in
internal structure have slowed the export growth and GDP growth in
Northeast Asian countries, particularly in Japan and South Korea. The
motivation to form regional trade blocs has been increasing.

The proposed Japan-Korea bilateral FTA aims to reduce the adverse
effects of regionalism by increasing market size, enhancing competition,
and gaining economies of scale. However, owing to the similarity of eco-
nomic structure and the potential size of the two-country market, it might
not necessarily bring much benefit to the countries in the area. A Japan-
Korea bilateral FTA may not necessarily serve the purpose of creating
more trade. In addition, some sectors such as agriculture and other labor-
intensive sectors may be wrongly protected within a discriminative trade
bloc. This would render it more difficult for the countries to make structur-
al adjustments in the future. In that case, the Japan-Korea bilateral FTA
will be an obstacle rather than a promoter of Northeast Asian regional eco-
nomic integration. 

The Japan-Korea-China trilateral FTA is a more ideal arrangement for
both trade creation in the short run and regional economic integration in
the long run. It has a much larger market to absorb the regional products.
The adjustments needed for each country are consistent with those
required in a more globalized free trade. 

Forming the Japan-Korea-China trilateral FTA has greater challenges,
both politically and economically. But there are also many factors that may
make it feasible, including China’s continuous economic reform and its
WTO accession, liberalization of world trade in agricultural products and
textiles, and the timetable for trade liberalization in APEC. If all three
countries begin now to consider this plan, it is not unrealistic to expect a
Japan-Korea-China trilateral FTA to become a reality within fifteen years. 

Notes

1. Data from John E. Cremeans, ed., Handbook of North American Industry:
NAFTA and the Economies of Its Member Nations, Lanham, MD: Bernan
Press, 1998.

2. See Soogil Young, “Globalism and Regionalism: Complements or Com-
petitors?” in R. Garnaut and P. Drysdale, eds., Asia Pacific
Regionalism:Readings in International Economic Relations (Haeper Educa-
tional Publishers), 1994.

3. See Institute of Developing Economies, JETRO, Korea Institute for
International Economic Policy, “Toward Closer Japan-Korea Economic
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Relations: Proposal for Formulating a 21st Century Partnership (Joint
Communiqué),” 2000.

4. Population in the fifteen EU countries is 376.2 million, in the three
NAFTA countries 400.99 million, and in Japan and South Korea is
173.37 million (all 1999 data).

5. South Korea vs. China, Garlic Case, June 8, 2000: South Korea puts in
place emergency import curbs against Chinese garlic until the end of
2002 to protect Korean growers. The Trade Commission of Korea also
decides to finance the cost of exhausting the import quota for Chinese
garlic when private companies do not completely use up the quota dur-
ing 2001 and 2002. Last year, China retaliated against South Korean gar-
lic import curbs by hiking tariffs on mobile phone equipment and South
Korean polyethylene exports. The case was solved in August 2000 by
compromises from both sides.

6. Japan vs. China, Leeks, mushrooms, and straw, April 23, 2001: Reacting
to a continuing surge in Chinese agricultural exports and to pressures
from Japan’s politically influential agricultural sector, the Japanese gov-
ernment imposed temporary safeguards on the importation of leeks,
mushrooms, and straw used in fashioning tatami mats from China. The
import curbs are to last two hundred days.
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Michael G. Plummer

Introduction

The relationship between economic reform and regional economic integra-
tion (REI) has been a neglected area of research in an otherwise vastly
expanding literature on preferential trading accords, particularly in the
context of developing countries. Related literature has been mainly aimed
at the economic effects of integration agreements on these countries (e.g.,
Kreinin and Plummer 1992; Anderson and Snape 1994; Plummer 1994;
Cuyvers 1996; Ariff 1996), descriptions and taxonomies of such arrange-
ments (e.g., World Trade Organization 1995; Pomfret 1997), or applications
to developing country groupings—but with the use of theoretical and
empirical models designed essentially for a developed country context
(e.g., Brown, Deardorf, and Stern 1995; DeRosa 1995; Adams and Park
1995). The literature focusing on “‘natural’ economic blocs” assigns a key
role for geography and evidence from preintegration trading patterns
(Krugman 1991; Frankel 1992; Kreinin and Plummer 1994) and has been
successful in circumventing the traditional need for standard neoclassical
assumptions and parametric estimation—an advantage for developing
countries in which such estimation is often difficult—but at the cost of
weak conclusions with respect to the effects on static resource allocation.
Moreover, the core academic debate over regional economic groupings as
“building blocs vs. stumbling blocs” (Lawrence 1991) has largely skipped
over the important relationship between REI and domestic economic poli-
cy formation.

This void in the literature is particularly problematic for developing
Asia, which has been strengthening existing REI accords and/or pursuing
incremental schemes at the same time that it has been engaging in policy
reform in real and financial areas. For example, ASEAN is in the final
stages of its free trade area and is developing other “deepening” policies,
such as an ASEAN investment area and the possibility of an ASEAN bond
market; ASEAN has enlarged to take on the CMLV (Cambodia, Myanmar,
Laos, and Vietnam) countries, each of which will eventually join the
ASEAN Free Trade Area (AFTA); Singapore is discussing a free trade area
with Japan; and South Korea and Japan are exploring a bilateral REI
accord, a topic of considerable interest in this volume. If the REI move-
ment were implicitly a threat to economic reform programs, officials
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would presumably be following contradictory policy stances. On the other
hand, if formal REI agreements strengthen economic reform, such accords
should be embraced, especially if they are also able to generate dynamic
benefits (which, as argued in this paper, tend to be more important in the
case of developing countries). In this case, the logical next step would be
to delineate areas in which REI accords would best suit the needs of devel-
oping countries.

The purpose of this paper is to address the issue of whether or not
these bilateral/plurilateral agreements complement or detract from the
outward-oriented reform programs of these Asian countries, with some
special attention to Northeast and Southeast Asia. The approach differs
slightly from that of the “building blocs versus stumbling blocs” literature,
which focuses on the consistency of REI agreements with the WTO. But in
the case of emerging markets and developing economies, the key question
centers around economic reform more generally, with, of course, the WTO
being an important part. 

In fact, the most damning statistic against the “stumbling bloc” camp
relates to the ex post relationship between REI accords and policy reform.
The 1990s saw a large upswing in the number of REI agreements, with the
biggest “spikes” in such deals coming in the late 1990s. The WTO home
page reports over two hundred FTAs. Just about all of these new arrange-
ments involve at least one developing country. Has this trend detracted
from multilaterlism? Has it harmed economic reform? Clearly, develop-
ing—and developed—countries are far more open today than they were
ten years ago. And there is little evidence that economic accords between
developing countries have been antitrade; there may be some specific
examples of problems, such as automobiles in MERCOSUR, but they are
relatively few. And besides, is it certain that the automotive sector in Brazil
and Argentina would be more open without MERCOSUR? This is perhaps
true, but perhaps not. Moreover, while NAFTA has some illiberal ele-
ments, is it correct to evaluate its relative merits while ignoring the posi-
tive effects that NAFTA has on domestic reform in Mexico (independent of
REI accord)? In sum, while it would be empirically difficult to draw a
direct causality between increasing REIs and outward-oriented reform, it is
clear that REIs are at least consistent with it.

The rest of the paper is organized as follows. The first section begins
with a review of the important characteristics of developing economies in
light of this debate, followed by an analysis of how REI accords might
influence policy reform in this area. The next section considers various
applications to cooperation in Northeast Asia. The following section con-
siders issues related to monetary union in Asia. The close relationship
between trade and financial integration has received increasing attention
in the literature (e.g., Dobson 2001) and is particularly important in the
case of developing Asia. The final section draws some conclusions.
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Regionalism and Developing Countries

Economists have already put a good deal of effort into addressing the
“building blocs vs. stumbling blocs” issue, but the debate is geared more
to developed than to developing countries. In this section, I first attempt to
give an overview as to why developing countries require some special
considerations in this debate. Next, I consider how REI accords can affect
these special circumstances. But it should be stressed at this point that the
analysis does not suggest that developing countries are different to the
extent of requiring a separate paradigm altogether, but rather as a group
requiring different emphases.1

First, developing countries are poorer and tend to have a less equal
distribution of income. This has a variety of implications for economic
reform, as it highlights the role of government in redistributing income
(see Rodrik 1996 and its sources) and in providing certain social safety
nets, as well as in taxation. It puts an important constraint on changes that
should be made in fiscal policies and often other financial areas such as
exchange rate management.2

Second, developing countries tend to have a less well developed
financial system, and the price mechanism does not work as well. This
makes modeling of the real and financial sectors in developing countries
more difficult. Moreover, data obtained in developing countries and
assumptions regarding market clearing that are so essential especially to
general equilibrium modeling present additional problems. For example,
financial closure of computational equilibrium models is complicated for
any country, but more so in the case of developing countries.3 Estimation
of import and cross-elasticities of demand—particularly at appropriate
levels of disaggregation—tend to border on the impossible, given the
paucity of reliable data, limited number of observations (usually on an
annual basis except at the very highest order of aggregation), and rapid
structural change, leading to paradigmatic shifts.4 Usually, modelers
attempting to estimate the effects of economic integration in developing
countries either borrow estimates from (often weak) developed country
estimates or assume a “reasonable” domain for them and apply sensitivity
analysis. Finally, as the “shocks” that drive these models pertain to
changes in prices through the liberalization of tariff and nontariff barriers,
the fact that developing countries tend to have far less transparency in
these areas precludes reliable estimation. 

Third, developing countries can encounter greater constraints in tap-
ping global liquidity, particularly in the 2000s. Although international cap-
ital markets have become far more fluid and access for developing coun-
tries has increased tremendously, financial risk and information costs tend
to be higher in the case of developing countries, and hence they face a fair-
ly high risk premium. As was well borne out in the Asian currency crisis
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and in problems continuing to date, they also suffer from overreliance on
bank intermediation, structural rigidities, insufficiently diversified loan
portfolios, insufficient debt and investment vehicles, and additional mar-
ket infrastructure problems.

Fourth, because of the financial risks associated with developing coun-
tries, less well developed financial markets, and the tendency to be more
open (in the sense that trade as a percentage of GDP is higher), they have
less flexibility in choice of exchange rate regimes.

Fifth, developing countries rely more on technology transfer than
developed countries. One reason developing countries are classified as
such is because of their low level of technological sophistication. At the
margin, they therefore tend to rely more on the transfer of (appropriate)
technology from developed countries (or advanced developing countries5).
In this sense, they are more dependent on FDI, not only as a source of
longer-term capital flows, but especially because of the technology transfer
dimension. 

Sixth, developing countries face different domestic resource mobiliza-
tion constraints. Unemployment and/or underemployment tend to be
higher in developing countries, and internal financial markets are less effi-
cient. At the margin, this makes the reallocation of resources more costly.
Still, unemployment rates differ greatly between developing countries,
with some of the richer ones (like Singapore and Malaysia) having lower
rates than even some developed countries, and the poorer ones sometimes
having severe problems. Also, in the case of rapidly growing developing
countries (as in the case of East Asia prior to the Asia crisis), while
resource mobilization may be constrained (as they are in all traditional and
many modern societies), structural change becomes easier because of the
internal economic dynamics of the economy.6

Seventh, developing countries tend to have small markets. Hence
these countries have less potential for internal scale economies. Of course,
to the extent that they are members of the WTO and benefit from General-
ized System of Preferences (GSP) programs, they have access to the
international marketplace on (at least) a most-favored-nation basis. How-
ever, protection in developed country markets continues to be quite high
in many of the sectors in which these countries have comparative advan-
tage, even accounting for Uruguay Round cuts. Moreover, items of interest
to developing countries (i.e., labor-intensive manufactures) are often
excluded from GSP schemes. 

Eighth, developing countries tend to face a different set of political
variables. Rodrik (1995) points out an interesting paradox in the economic
reform debate: If economic reform is clearly in the best interests of the
nation, why should it be politically unpopular? He notes—as does a great
deal of economics and political literature—that there could be a number of
reasons for this, but in most cases it is related to the fact that citizens hesi-
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tate to vote for long-run improvements if the short-run costs are high. Part
of this is because of the uncertainties of future success, especially when
measured according to the “good old days.” Moreover, the short-run per-
spective of politicians and the well-defined economic incentives of special
interest groups often result in resistance to reform.

These influences tend to be much stronger in the developing world. In
many countries, a small group of industrialists can exert enormous politi-
cal influence. Often, protection can be promoted under the guise of nation-
al prestige in order to gain domestic popularity, an argument all too com-
mon in Southeast Asia. In most developing countries, the demand for
greater democracy (or a weaker central state government in politics) could
even exacerbate these problems, as weaker governments are more prone to
such demands than strong governments.7

Ninth, developing countries suffer from shortcomings associated with
being smaller and weaker participants in the international system. This
puts them at a disadvantage in multilateral, regional, and bilateral negotia-
tions, a fact emphasized by Johnson (1965) and others. 

These special circumstances for developing countries render analy-
sis—both theoretical and empirical—of REI somewhat different. In partic-
ular, it is the dynamic elements of REI arrangements that are the most
important in the developing country context. The following discussion
delineates why formal REI can be useful to developing countries, making
use of the stylized characteristics of developing countries outlined above. 

1. Macroeconomic stability. There is general consensus in economics that
macroeconomic stability is critical to the continued success of any develop-
ment strategy. Even short-term bouts of instability can haunt an economy
for many years to come; Latin America’s long struggle with inflation is
only now beginning to be won, and this has been accomplished with con-
siderable economic cost (through unemployment and foregone output)
and social tension. Given the financial problems noted above, promoting
macroeconomic stability tends to be difficult in developing countries, and
external means to support this process are often a necessary part of the sta-
bilization process.

Until the Asian currency crisis, Asia seems to have had less difficulty
in keeping a stable macroeconomic environment, if by this we mean low
inflation, low budget deficits, and the like. Since 1997, however, essentially
all developing Asian countries—even those that have been quite conserva-
tive over the years—have had important and in some cases severe macro-
economic problems.

Exchange rate stability is also a vital area for the smooth functioning
of the economy, particularly in the tradeables sector. Developing countries
tend to rely on variations of fixed exchange rate regimes for a number of
reasons, including vulnerability to inflation. As noted in the “optimum
currency area” and subsequent related literature, the more open the econo-
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my, the less useful are expenditure switching policies in addressing macro
imbalances. In addition, weak forward exchange markets and other means
of privatizing currency risks make fixed rates more attractive in order to
facilitate international trade. And even in the case of fixed exchange rates,
the financial uncertainties associated with short-term capital inflows in
developing nations with underdeveloped capital markets leave them open
to currency attacks, underscoring the importance of prudent fiscal and
monetary policies and sufficient reserves to protect the currency against
speculation.

In this sense, the most important contribution that REI accords can
make to developing countries is to help support stable macroeconomic
policies. Obviously, it is possible to do this in the absence of a regional
grouping. But REI accords can help to encourage macroeconomic stability
in a number of ways. In particular, real financial links endemic to REI
agreements require stable macroeconomic policies if the agreement is to
function smoothly. For example, the 1999 depreciation of the Brazilian real
has caused severe problems in MERCOSUR, as the other major member
state, Argentina, could not depreciate (it has a currency board based on the
U.S. dollar) and hence lost competitiveness vis à vis Brazil.

Therefore, in order to ensure a stable partnership, countries must share
information, cooperate in advocating stable fiscal and monetary policies,
and engage in strong “peer pressure” against unstable policies. The Asian
currency crisis clearly showed the regional externalities associated with
macroeconomic policy, underscoring the importance of cooperation in this
area. 

In advanced regional agreements (and, as is noted later, there is evi-
dence that regional groupings such as ASEAN are moving in this direc-
tion), countries find that they must focus on nontraditional areas affecting
trade and investment if they are to advance economic integration, includ-
ing competition policy and government procurement. These “nonborder”
measures force a stronger market orientation, inject greater microeconomic
competition by reducing the power of domestic monopolies and “rent
seeking,” and put constraints on government spending through, say, the
abolition of export subsidies and restrictions on industrial policies. Also, as
noted in De Melo and Panagariya (1992), the influence of special interest
groups seeking protection will diminish, a dynamic policy element that
should facilitate openness. As these policies exacerbate transparency prob-
lems as well as making micro and macro reform difficult, they are often
the greatest culprits when instability and/or economic stagnation are in
evidence in developing countries. Thus, such “forced macroeconomic sta-
bility” could be highly beneficial to the economic development strategies
of participating countries. Moreover, these “deep” integration schemes
tend to be far more difficult to achieve in multilateral negotiations. 
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2. Technology transfer and direct foreign investment. Increasingly, develop-
ing countries have been placing a stronger emphasis on technology trans-
fer in their multilateral and bilateral relationships. The evidence of this is
ubiquitous, from the preponderance of requests for technical assistance in
development aid and cooperation programs to the “virtuous cycle” of pol-
icy liberalization stemming from the desire to promote FDI capital inflows
as a means of private sector-led technology transfer. Regional economic
integration accords can promote FDI inflows through reductions in trans-
actions costs (be they border or nonborder in origin). In doing so, they are
able to establish an attractive business environment within which multina-
tionals can easily profit from a vertical division of labor, as well as facili-
tate the emergence of multinationals within the developing region itself.
Of course, the same is true for developed countries (e.g., see Dunning and
Robson 1988). Nevertheless, developing countries will, at the margin, gain
more from technology transfer, given the greater technological gap taking
the form not only of production technologies, but also management tech-
niques, other business practices, corporate culture, and various training
programs. The AFTA, for instance, was created mainly as an instrument to
attract greater FDI to the region at a time when competition for such flows
was deemed to be increasing (especially from China, but also South Asia
and Latin America). Some have even described AFTA as more of an invest-
ment pact than a trade pact.8

Although the link between FDI and technology transfer has been firm-
ly established, the relationship between trade and technology transfer is
less well known. Through trade liberalization, countries are also able to
stimulate technological development. For example, trade leads to the
adaptations of new technologies from abroad by increasing the potential
for success in using these technologies to crack foreign markets; also,
increased competition forces domestic firms to place a higher priority on
creating their own or importing new technologies (Pissarides 1995). This
implies a strong incentive for developing countries emphasizing technolo-
gy transfer (e.g., all East Asian countries) to liberalize even unilaterally. 

Moreover, to best take advantage of these new technologies, countries
find that they must establish strong intellectual property protection laws
and means of enforcement. Without an attractive, protective environment
in which multinationals can operate and in which domestic firms can
invest in recent innovations, the process of technology transfer is signifi-
cantly inhibited. Formal REI agreements can help in creating a strong
underlying framework for the protection of intellectual property and “peer
pressure” in the implementation of associated laws.9

In the area of technology transfer, using the above analysis might sug-
gest that developing countries should seek partnerships with developed
countries, a conclusion that runs as counter to vinerian analysis as it does
to the structuralists/dependencia school. But it does present a powerful
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(though perhaps not overriding) argument; McCleery (1992), for example,
incorporates some aspects of investment and other dynamics into a region-
al model of NAFTA and finds much larger effects for Mexico than in a stat-
ic model. 

Nevertheless, developing country groupings can encourage technolo-
gy transfer together, either through internal promotional means (e.g., in
terms of training facilities, regional research and academic institutes, or
research consortia) or in jointly devising means to bring in appropriate
technologies from abroad.

In any event, REI can have an important impact on inflows of FDI and,
implicitly, technology transfer. Moreover, the use of REI in this way serves
to reinforce economic liberalization.10

3. Economies of scale. As developing nations are small (from an econom-
ic perspective), access to larger markets is important in industries in which
economies of scale are apparent. Modern technologies ensure that this is
the case for many industries. Regional trading agreements can be used as a
means to expand production at the margin and, hence, reap cost reduction
benefits. The need to obtain economies of scale is often cited by the private
sector as a useful element of REI and by policy makers as an important
goal.

The importance of economies of scale for developing countries is for-
mally developed in Cooper and Massell (1965) and elaborated by Bhag-
wati (1968). They note that the costs of import substitution policies used to
attain a given level of “industrial production” as a public good could be
reduced through regionalism. This is possible because it allows for internal
specialization in more efficient (from a regional viewpoint) industrial areas
and the possibility of realizing scale economies.

Yet the gains from economies of scale may be less than one might first
guess for three reasons: (1) Global markets tend to be fairly open already
(though, as noted above, there are important exceptions); (2) as developing
nations have small markets themselves, there are fairly strict limits as to
how much can be gained; and (3) the benefits of economies of scale them-
selves have been questioned (e.g., see Pomfret 1997). But in the rapidly
growing Asian economies characterized by an emerging middle class and
greater consumer orientation, scale considerations are becoming important
in the region.

4. Harmonization issues. The largest effects of the Single Market pro-
gram in the EU were gauged to be in many of the “nonborder areas” listed
above, but perhaps one of the most important areas of cooperation can be
classified under the rubric of “harmonization issues,” such as in product
testing, professional certification, standards conformance, and so forth.
Asian developing countries have greater divergence in these areas than the
EU, not only because of the colonial history of the region (that ended up
reflecting varied European differences plus the addition of others), but
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also because nation-state building has often meant taking pride in creating
such differences. They therefore stand more to gain from REI. And for
Asia, we must add to these areas such categories as investment codes, cus-
toms harmonization, and various legal impediments.

Again, gains in all of these areas would be maximized by adopting
global harmonization standards. Nevertheless, doing so at the global level
is much more difficult, particularly for developing countries who often
feel threatened by such programs. By conforming as a group to some glob-
al standards, the agreement clearly reinforces the global system. But even
when they do not, such agreements will reduce the “stock of divergen-
cies,” making global agreements that much more feasible. 

5. Political-economic issues. All existing formal REI accords were either
created as economic arrangements in support of political goals or at least
consistent with the diplomatic strategy of the founding countries. For
example, the European Economic Community was formed as a means to
strengthen European economies in the face of a Cold War aggressor, as
were subsequent arrangements to develop association agreements with
Greece and Turkey. ASEAN was created at a time of instability in South-
east Asia (the Cultural Revolution in China; war and Communist threat in
Vietnam), and the First ASEAN Summit was convened in 1975, when the
Communists unified Vietnam. NAFTA had as a special purpose the pro-
motion of economic liberalization and (indirectly) stable political reform in
Mexico, as was the case with the proposal to create a Free Trade Area of
the Americas (FTAA). Economic cooperation in these arrangements was
seen as an important vehicle through which political goals could be pur-
sued (which, in themselves, have important economic ramifications).

As developing countries throughout the world tend to have weaker
political (and economic policy) traditions, instability is always a potential
problem. This is not as true for developed countries. Hence, the beneficial
economic effects of formal REI in, say, the enlargement of the EU to
include the EFTA countries might be estimated without regard to the indi-
rect political stability factors without serious fear of underestimation. But
this is not true of developing country or developed-developing country
groupings, such as the EU and its eastern expansion. To say that the (inten-
tionally) weak economic cooperative initiatives in ASEAN had nothing to
do with the subsequent dynamic growth in the region is to seriously
understate its role.11 To the extent that these REI arrangements add to the
political stability of the region, they do service to economic development
in general and the goal of policy reform in particular, even if the arrange-
ments have very weak substance to them.

6. Static efficiency effects. While items 1–5 above were not listed in any
special order of importance, it is deliberate that I include “static efficiency
effects” last, for especially in the context of developing countries, they are
probably the least important. As part of an import-substitution develop-
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ment strategy, REI agreements are used as a means to promote regional
industrial development and displace extraregional imports. In this sense,
vinerian trade creation—in which inefficient domestic industries are
replaced by more efficient partner country exports—can still play a posi-
tive role. Still, from the individual interests of an acceding country, an
inward-oriented development perspective looks unkindly on any imports,
even if they come from partners. Strong political interests are also
opposed, making trade creation a hard sell in REI bargaining. On the other
hand, trade diversion—displacement of efficient nonpartner imports with
less efficient partner country imports—would technically be pleasing to
policy makers if they were one integrated political unit, as it implies a
reduction in imports. However, this is not the case with a standard REI
arrangement. The partner country reaps the benefits of trade diversion,
and the government of the home country loses tariff revenue (and buys
from a higher-cost source), meaning that trade diversion does not help
adoption of the agreement. It is not hard to predict, therefore, that inward-
looking REIs in the developing world will not last. 

On the other hand, if REI is used as part of an outward-oriented devel-
opment strategy, formal REI is actually a useful approach even from a stat-
ic efficiency perspective. This is because not only do the countries reap
efficiency gains due to trade creation (a goal of the outward-looking
regime), but they have a strong disincentive to pay the costs of trade diver-
sion. Hence, instead of importing inefficient goods from the higher-cost
partner country, an acceding nation has a strong incentive to lower its
external barriers to trade. This unambiguously reinforces its outward-ori-
ented development drive.

Thus it becomes difficult to separate the logic of pursuing formal REI
in lieu of unilateral/multilateral stance, which is undoubtedly why the
economics profession in normative and positive analysis has felt uncom-
fortable with such regional accords. It is argued here, however, that REI is
useful as means of reaping the numerous “dynamic” benefits discussed
above; moreover, the static economic effects will, through an endogenous
policy process, create a strong incentive to push the country toward unilat-
eral liberalization. Outward-looking developing countries are “forced” by
the market to minimize any negative consequence of trade diversion and
to use REI as a means of rendering the grouping more competitive (some
evidence of which is discussed in the next section). 

Applications to Northeast Asia

How well would a regionalism approach to economic integration in
Northeast Asia fit into the framework developed above? As is noted
throughout the contributions to this volume, the economic complementary
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between the countries of Northeast Asia could hardly be greater. Japan is
one of the most developed countries in the world; North Korea is one of
the least. South Korea has recently emerged into the “second tier” of
developed countries; China is arguably the most dynamic developing
country in the world, with a continuing strong comparative advantage in
labor-intensive goods but with an emerging high-tech sector as well. Chi-
nese accession to the WTO, formalized in mid-2001, will no doubt force
resources more into comparative-advantage areas, but greater efficiency in
the Chinese economy, a strong preference for development of high-
tech/new economy products, and an already large stock of scientists and
engineers will ensure the perpetuation and growth of this higher-end
production. 

Japan, South Korea, and China are already being integrated consider-
ably in terms of trade and investment, even though trade and investment
between Japan and South Korea have tended to stagnate over the past few
years, in part due to the Asian crisis and continuing economic problems in
both countries. As Kimura notes, there has been a decrease in, for example,
Japan’s share of South Korean exports to and imports from the world.
However, the shares continue to be high (at 11 percent and 20 percent of
South Korean exports and imports, respectively). Trade with China has
increased substantially for both countries, and FDI flows to China have
grown impressively.

The integration that has taken place between Northeast Asian coun-
tries has been the result of “market-driven” or “informal” integration—
that is, private sector rather than policy-led integration. But some pro-
posed REI groupings have already been tabled and studied carefully. Most
notably, the Japan-South Korea free trade area, which would have been the
first REI negotiated for both countries, has been put on hold for the time
being. It will likely stay on hold for at least the short (and most likely the
medium) term, for a number of reasons. First, there are the usual obstacles
of cementing an agreement between two highly competitive economies in
terms of exports (as well as highly protected agricultural sectors). Second,
Japan is currently in a recession and economic growth in South Korea has
slowed considerably. A major new bilateral accord will be difficult in such
circumstances. Third, with the launch of the new Development Round of
the WTO, energies will be focused elsewhere. Fourth, there continue to be
many (noneconomic) political issues that need to be resolved prior to the
arrangement, even though, for the political-economic reasons discussed
above, it is likely that the free trade area is being negotiated as way to
improve diplomatic relations.

Would such an arrangement make sense in the context of the analysis
in the previous section? It is not clear that the static efficiency effects
would be positive or negative; it is only clear that, given existing trade pat-
terns and levels of protection, the effects will be small (these effects are



174 Michael G. Plummer

dealt with extensively in the Kimura chapter). Direct foreign investment
flows, especially from Japan to South Korea, would likely pick up again
(after a dearth in the 1990s), but the levels will likely continue to be mod-
est in light of the continuing financial crisis in both countries. 

From political and economic perspectives, it would probably make
sense to include China in such an arrangement. A closer-knit Japan–South
Korea arrangement could make China somewhat nervous and, besides,
the potential for trade diversion would be considerable. Rising levels of
intraregional trade and investment flows in Northeast Asia derive mainly
from interaction with China, rather than between both Japan and South
Korea. If “the flag is to follow trade,” the agreement should be three-way,
if at all. 

Once again, however, it is likely that the short- to medium-term
prospects of a Northeast Asian free trade area are dim, for the same rea-
sons that a Japan–South Korean agreement would be difficult—and a few
more. First, there is the leadership issue: Most major free trade areas have
a major country that serves as the “leader,” for better or worse. Leadership
in the case of Japan–South Korea is fairly straightforward; if China is
included, it becomes more difficult, especially given the larger profile that
China takes at the global level—for example, with its seat on the UN Secu-
rity Council. Second, diplomatic issues between China and Japan are,
arguably, more intractable even than those of Japan and South Korea. Last
but not least, the sheer size of China will make many politically powerful
groups nervous, just as the prospect of integrating with the technologically
advanced Japan is disquieting to the Chinese (an analogous two-sided
“fear” was also in evidence in the creation of NAFTA, where some political
groups in the United States claimed that the U.S. economy could not com-
pete with low-wage Mexico, and other political groups in Mexico feared
dominance by U.S. technology). Thus, policy-led integration between
China and Japan will best be done in the context of the WTO or APEC,
where the focus will be more plurilateral.

In sum, while a free trade area in Northeast Asia between China,
South Korea, and Japan could make economic as well as political sense,
there are several critical problems that will likely attenuate the prospects
of such an accord. Most likely these countries will be concentrating their
effects on negotiations within the WTO. Nevertheless, it is worth noting
that, in terms of the “building blocs versus stumbling blocs” question, it is
unlikely that any accord that is hammered out in Northeast Asia would be
inward looking, for at least two reasons. First, by far the most important
markets for South Korea, Japan, and China lie outside the region, in North
America and Europe. An inward-looking approach would create signifi-
cant problems in the markets, in terms of both creating conflicts and retali-
ation, as well as possibly disturbing delicate diplomatic/security sensitivi-
ties. Second, as an inward-looking approach would generate gains in
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terms of trade diversion to partners, there would be a strong incentive,
especially in Northeast Asia, to make sure that markets remain open.
Japan’s average tariff rate is only 2.9 percent, and it will be only 1.7 percent
for manufactures once the Uruguay Round cuts are finished. Hence, China
and South Korea could not hope to gain much in terms of “trade diver-
sion” benefits in the Japanese market; why would they allow Japan to gain
from trade diversion in theirs? 

Next Step in Asian Regional Cooperation: Monetary Union?

Alongside the many negotiations aimed at the creation of new REI accords
in Asia has been the discussion of some sort of monetary union in the
region. How would this enter the debate regarding “building blocs versus
stumbling blocs”? First, as was noted above, monetary and real issues are
closely related. Second, I have argued that macroeconomic issues are of the
essence for developing countries, and the implications of REI accords for
macroeconomic policy in the region are extremely important. Third, mone-
tary cooperation, if not monetary union, will continue to be on the Asian
agenda for the near, medium, and long term. The Chiang Mai Initiative
(May 2000) was likely only the first of many financial cooperation deals in
the region. In this section, I discuss issues related to monetary union,
drawing on the European experience (where else?).

Essential Issues Regarding Monetary Union in Asia 

The Asian crisis, currency instability, uncertainties with respect to the
future of the global international trading system, and the perceived need
to cooperate in financial areas to complement regional integration initia-
tives in the areas of trade and investment have been important driving
forces behind recent discussions in ASEAN to create some form of curren-
cy area. Indeed, the perceived successful introduction of the euro, instabili-
ty in global financial markets, and country-specific political and economic
problems have led leaders of small and/or developing countries through-
out the world to consider the option of monetary union or the simple
adoption of a major currency. President Estrada of the Philippines suggest-
ed at the ASEAN Summit in December 1998 that the possibility of a com-
mon currency area in ASEAN should be studied, and a working group has
been set up to study the issue. The “ASEAN Plus Three” proposal, tabled
in 2000, would bring together the ASEAN countries, China, South Korea,
and Japan into some form of monetary union. A quick movement toward
Asian monetary integration is probably impossible in light of the continu-
ing economic (and, arguably, political) crisis in Japan. Moreover, China—
the second largest economy, with consistently high economic growth rates
likely to make it number one within the next few decades—would also be
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an unlikely candidate in the short run, as it continues to have closed capi-
tal markets, the yuan plays an extremely small role in international mar-
kets, and there are myriad political obstacles to overcome. Nevertheless,
the prospect of some sort of Asian monetary union is interesting in light of
current developments in international financial markets and within Asia
itself, and could emerge as a viable option in the medium or long run. It is
clearly an important consideration in any serious analysis of the future of
Northeast Asian economic cooperation. 

There exist several studies in the literature that attempt to address the
question of whether or not some sort of Asian currency area would make
sense, often using the experience of the monetary union in Europe as a
yardstick. Perhaps the most comprehensive work thus far undertaken on
the subject was by Bayoumi and Eichengreen (1999) and Bayoumi, Eichen-
green, and Mauro (1999). They use a variety of indicators consistent with
the Optimum Currency Area (OCA) literature—from analysis of intrare-
gional trade to correlations of aggregate supply shocks—to compare the
EU prior to Maastricht and Asia today.12 They find that, in general, Asia
comes as close to meeting OCA criteria as Europe did. They note, however,
that historically the essential preconditions for a durable regional mone-
tary arrangement depend critically on politics rather than economics. In
this sense, Asia looks much less like an OCA. Nicolas (1999) is somewhat
less sanguine with respect to the economics of monetary union in Asia,
and also emphasizes the political problems. 

Hence we come to two conclusions, one surprising and the other obvi-
ous. First, an ASEAN + 3 monetary arrangement would seem to meet the
economic test fairly well, at least if Europe is deemed the yardstick. Sec-
ond, the major problem with Asia is a political one. In what follows, I con-
clude my discussion of “building blocs versus stumbling blocs” with a
political-economic approach to monetary union in Asia, drawing lessons
from the ex-post experiences of several European countries and focusing
on ASEAN.

Prospects for Monetary Union between 
Northeast Asian and ASEAN Countries

Economic studies pertaining to monetary integration in Asia/ASEAN
agree that political support of monetary integration is of the essence. This
conclusion is not radical; political support of exchange rate regimes has
always determined choice and ultimate success of a given currency sys-
tem. Further, even economic cooperation in the real sector will ultimately
determine what sort of regional integration programs are feasible. Regard-
less of the myriad studies that are undertaken with respect to the econom-
ics of a given arrangement, it is generally the political/diplomatic aspects
of the arrangement that will dominate decision making, with the econom-
ics usually having small influence. 
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Including financial integration in the evolution of existing or potential
trade accords has become increasingly common in the world, both in
developing and developed-developing country groupings. For example,
the proposals to establish an FTAA, which would create a free trade area
composed of the entire Western Hemisphere beginning in 2005, and the
Asia-Pacific Economic Cooperation Group (APEC), which is committed to
creating an area of “open trade and investment” by 2010 (2020 for devel-
oping countries) between its twenty-one member states, would result in
the largest trading areas in the world. Given the expansion of the Euro-
pean Union (EU) to include Central and Eastern Europe and its negotia-
tions to form a series of free trade areas with its member states’ former
colonies, these trends suggest that the world could soon be separated into
three major spheres. While the euro has been experiencing considerable
difficulties in international financial markets in 2000, there is a good
chance that some of the Euroland “outs” will soon come “in,” as in the
case of Greece, which was admitted to the European Monetary Union
(EMU) in 2000.13 No doubt, after the introduction of the hard euro in 2002,
developing countries that already have preferential trading arrangements
and strong political ties with the EU will begin to consider euroization. 

Monetary union considerations are new in Asia. In the main they are
being driven by the success of the EMU in Europe, bad memories of
exchange rate chaos during the Asian crisis with the resulting perceived
need of stability and cooperation, and, arguably, interest in strengthening
regional cooperation in light of emerging possible threats elsewhere (e.g.,
the possibility of segmentation of the global trading system to ASEAN’s
disadvantage in light of the failure to launch the Millennium Round,
expansion of the EU to include transitional economies, expansion of
NAFTA and the possible creation of the FTAA, etc.). 

While the political arguments regarding monetary union in Europe are
not as pressing as in the case of Asia, one should not underestimate the
importance of the Asian crisis and its meaning: Economic cooperation in
both the real and financial sectors is clearly of the essence. There exist con-
siderable “policy externalities”; moreover, the possibility of competitive
exchange rate devaluations could be damaging to regional development
and integration. While monetary union at this point is probably unneces-
sary, greater levels of economic cooperation in finance and exchange rate
issues are in the works—for example, the Chiang Mai Initiative. The idea
of some sort of Asian fund that could be tapped in times of crisis would
not only decrease at the margin the potential for speculative attacks, but
would also force Northeast and Southeast Asia to cooperate more closely
in these financial areas. Moreover, the launching of such a fund would not
take a particularly strong political consensus in Asian countries. Obvious-
ly, creation of such a fund will take a great deal of effort.
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Conclusions

The relationship between REI accords and economic policy reform in
developing countries lies arguably at the core of the “building blocs versus
stumbling blocs” debate. In this paper, I have looked at this issue from the
real, financial, and political-economic perspectives. On the whole, I con-
clude that existing and emerging REI accords in Asia will tend to feed,
rather than detract from, outward-oriented policy reform. Many of the
most salutary effects are excluded from the more traditional “empirical”
approaches to REI accords; the fact that these empirical models tend to
show positive (static and some dynamic) effects anyway supports this con-
clusion.

A few caveats are in order. First, my conclusions are based on the fact
that Asian countries are committed to the WTO process. I do not maintain
that REI accords will always be building blocs, as there exist myriad exam-
ples in Latin America and Africa where this was not the case. There is no
substitute for a multilateral approach to regional cooperation and, indeed,
it serves as an effective anchor. However, the REI movement puts far more
pressure on the WTO process; if the WTO fails to move forward over the
next few years, the threat of the global trading system’s disintegration into
a few trading spheres is a real one. I specify “spheres” here, as there is no
guarantee that such a scenario would lead to warring “blocs,” as the
“stumbling bloc” protagonists advocate. Nevertheless, the loss in efficien-
cy stemming from, for example, trade and investment diversion in such a
scenario is clearly suboptimal. Second, the many accords that Asian coun-
tries are now developing and/or exploring are no doubt putting a great
strain on the technical abilities of some of these countries. There will also
be a good deal of confusion in many of these markets at customs if various
trade deals are negotiated with various countries under varying terms,
and problems such as processing delays could result. Hence these accords
must be accompanied by heavy investment in human capital, as well as
“soft” and “hard” infrastructure. 

In the wake of the Asian crisis, macroeconomic and financial issues
have taken a front seat in various regional organizations in Asia, from
ASEAN to APEC to new initiatives. It is likely that monetary cooperation,
if not integration, will take on increasing importance in the REI debate. I
argued above that, while there does not seem to be any pressing need for
monetary integration, there is a strong case to be made for closer coopera-
tion in monetary and financial affairs, and monetary integration need not
be completely excluded from a long-term scenario.

To conclude, there is no guarantee that REI accords in developing
countries will be building blocs. But in the modern Asian context, it is like-
ly that they will be, especially if the term building blocs is interpreted in the
context of this paper—that is, not merely as pro–WTO but more generally
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as proliberalization. There is no evidence in any Asian bloc to date of a
fortress-building approach; rather, there continues to be a strong emphasis
on “open regionalism,” an emphasis that seems to be lacking in other
hemispheres. 

Notes

1. This section draws from Plummer (1997).
2. One such constraint is the ability to remove popular—though ineffi-

cient—subsidies, such as on gasoline, electricity or public transporta-
tion, or in even deregulating the price of such staples as rice, as these
moves are seen as mostly affecting the poor. The worse the distribu-
tion of income, the more convinced people are of this (Rodrik 1996).
Attempting to change such policies, even when clearly essential to
solid macroeconomic management, is difficult. 

3. See Devarajan, Lewis, and Robinson (1994) for a thorough discussion
of the difficulties in choosing the correct form of macroeconomic clo-
sure in CGE models.

4. For a review of these problems, see Stern et. al. (1976), Plummer (1991),
and Lee and Roland-Holst (1998).

5. In fact, advanced developing countries like South Korea and Taiwan
have recently been major investors in developing Asian countries and,
arguably, the source of technology transfer in areas in which these
countries have comparative advantage. 

6. This is one reason why the process of economic policy reform is easier
in a rapidly growing economy than in a stagnant one.

7. In Asia, an obvious example of this has been the case of South Korea,
but it is also arguably applicable to several Southeast Asian countries
(notably Thailand and the Philippines).

8. Ariff (1996) and Petri and Plummer (1995).
9. Having recognized this, the ASEAN countries have developed a

regional framework for intellectual property protection.
10. For further discussion, see Yamazawa and Asano (1996), Petri and

Plummer (1995), and Plummer (1996).
11. Naya and Plummer (1991).
12. One problem with the Bayomi, Eichengreen, and Mauro (1999) paper

is that they define ASEAN to include all of its official member states,
including the most recent members (i.e., Vietnam, Laos, Cambodia,
and Myanmar). None of these countries would be a candidate for
monetary integration of various sorts in the short or medium run,
given their low level of economic and financial development, closed
financial markets, and unconvertible currencies. 
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13. Denmark once again voted “no” to the euro in 2000, and the continu-
ing weakness of the euro has tilted the scale in the United Kingdom in
favor of those opposing adoption of the euro. 
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Comments
Choong Yong Ahn

Before discussing the three authors’ insightful papers on the given topic—
Toward Formal Economic Integration in Northeast Asia: Beginning with a
Bilateral FTA—I would like to present my own views first. Then I will
comment on the individual papers in connection with my views on the
subject matter. 

The Asian financial crisis has taught a valuable lesson not only to the
crisis-hit economies but also the relatively unaffected economies in East
Asia on the need to design an effective regional economic cooperation
scheme. Despite the rising movement toward regional economic integra-
tion (REI) elsewhere in the world, East Asian economies have failed to
construct any form of regional preferential arrangement except a subre-
gional integration effort by ASEAN over the past two decades or so.

In defining East Asia, I would include the ASEAN + 3 countries as
well as North Korea, Taiwan, Mongolia, and the Russian Far East in order
to maximize the inherent regional linkages arising from the concept of
“natural economic territory” (Scalapino 1999) in terms of different stages
of development, geographical proximity, and different but complementary
resource endowment. Since ASEAN has already made substantial progress
toward REI, the question of how to create formal East Asian economic
integration simply boils down to the issue of how the three countries in
Northeast Asia can agree upon a regional integration process.

It is well known that the EU completed its economic integration move-
ment by establishing the euro as a single regional currency, and NAFTA is
likely to expand its membership to cover all Latin American countries by
creating an FTAA by 2005. This suggests that the world economy is likely
to form bipolar economic blocs in the very near future. But East Asian
economies have not achieved a meaningful level of economic integration,
other than forming APEC, which is still a consultative forum and proved
to be ineffective in dealing with the Asian financial crisis.

Surprisingly, however, the ASEAN + 3 countries have recently estab-
lished regular summit meetings and provided East Asian economies with
a new momentum for regional economic integration efforts. Furthermore,
the Northeast Asian economies at present are at a critical juncture in terms
of the future direction of the REI movement. In particular, as Prof. Kimura
points out, Japan has reached a point where it has no choice but to change
drastically after a decade-long economic slump. China, a rapidly rising
global economic power, has maintained an average growth performance of
10 percent per annum even in the midst of the Asian financial crisis and is
likely to join the WTO in early 2002. China is expected to continue reform-
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ing its transitional economic structure to integrate more firmly into the
global economic system. Professors Hai and Zhang elaborated quite well
on China’s process of integrating into the global economy. South Korea is
searching for a new development paradigm after the financial crisis while
pursuing peaceful coexistence with North Korea.

Over the past two decades or so, East Asian economies have deepened
financial linkages due to rising intraregional investment and heavy inflow
of foreign capital, seeking to take advantage of the region’s emerging mar-
kets. More importantly for the countries in East Asia, intraregional trade
grew far faster than interregional trade due to their export-oriented trade
policies and deepening economic interdependence. 

As a result, the currency crisis in Thailand in mid-1997 quickly trig-
gered regional contagion effects. As of the end of 2000, the top five coun-
tries in the world in terms of foreign exchange reserves were all located in
East Asia. Yet the East Asian economies are still not free from the risk of
another currency crisis like the one experienced in the late 1990s. 

Presently, the East Asian economies are undertaking economic reforms
after the financial crisis while simultaneously pursuing a regional integra-
tion movement. Today, regional economic integration has been gaining
new momentum, while multilateralism and globalism have not progressed
as originally envisioned. This trend is evident in the deepening process of
the EU and NAFTA, while new global rules of trade under the WTO are
still being negotiated. After witnessing APEC’s ineffectiveness during the
Asian financial crisis, many experts assert that if East Asian economies had
established a financial cooperation scheme, the impact of the crisis could
have been reduced substantially, if not avoided altogether. Regional finan-
cial cooperation might take place in each country by sharing information
on exchange rates, foreign exchange reserves, balance of payments, money
supply, interest rates, budget balance, and exercising an early warning sys-
tem as well as prompt corrective actions whenever necessary.

In view of the newly emerging financial order in East Asia, it is signifi-
cant that in May 2000 the finance ministers of ASEAN + 3 agreed upon the
Chiang Mai Initiative, a plan that allows for currency swaps among mem-
ber countries as a self-help and support mechanism. The Chiang Mai Ini-
tiative also formalized regular meetings of the finance ministers of South
Korea, China, and Japan. It is very important for the regional integration
movement that the regional financial policy framework stipulated in the
initiative be extended to regional FTA action programs between the three
largest economies in Northeast Asia.

According to the theory of the optimum currency area, conditions for
forming a currency bloc are as favorable in East Asia as they are in the EU.
If one considers the various conditions on which the convergence criteria
are based, the possibility of creating a common currency unit in East Asia
is as promising as it was for the EU during the inception stage of the euro.
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In order to create an Asian currency unit (ACU), East Asian countries need
to work on forming a composition of basket currencies and an agreeable
mechanism of exchange rate determination among regional currencies.

Another important development for REI in Northeast Asia is related to
the rapidly growing regional cyber economy that can be created by the IT
revolution and its rapid diffusion (Ahn 2000). The total number of Internet
users in Northeast Asia is likely to surpass that of NAFTA in the near
future. Both globalization and the cyber economy have encouraged a wide
degree of international outsourcing or vertical fragmentation of produc-
tion. The so-called supply-chain management system would provide
tremendous opportunities to small and medium-sized firms in Northeast
Asia. Under a regional FTA, the benefits of vertical fragmentation could be
further enlarged. 

Undoubtedly, the inherent dynamism of East Asia and how the super
economies of the United States, the EU, Japan, and China play the hege-
monic power game in East Asia can either deepen integration or destabi-
lize the world economic order. This is evident by the fact that the United
States maintained a position of benign neglect on the APEC movement at
the early stage, becoming more active in it later to spread American stan-
dards in financial and trade practices. The EU has also established linkages
with East Asia through ASEM. Since the return of Hong Kong, China has
expanded its economic network of overseas Chinese in Southeast Asia.
Japan has been exploring the possibility of a yen bloc in East Asia after the
plaza agreement in 1985 and a revised Japanese system by amalgamating
American standards and its own practices. We have already witnessed the
phenomenon that larger trading blocs have caused major trade disputes
on a global scale.

The success of regional economic integration depends on the ability of
member countries in the given region to create a mutually beneficial but
rule-based institutional framework. Bergsten (2000) points out that East
Asian economies could work together on financial cooperation rather than
on forming free trade agreements after experiencing the financial crisis
because of the relatively nondiscriminatory nature of financial cooperation
against nonmember countries. He further asserts that a tripartite economic
world that consists of the EU, NAFTA, and East Asia would contribute to a
stable world economic order as long as each bloc stuck to the principle that
a freer world economy will enhance global efficiency and welfare. 

Given this regional background, the three essays convincingly state
their cases with regard to the conference topic. Prof. Kimura’s essay rec-
ommends a Korea-Japan bilateral FTA first, whereas Professors Hai and
Zhang conclude that such an agreement might be detrimental to expand-
ing REI in Northeast Asia. Prof. Plummer provides a detailed analysis and
review on whether bilateral FTAs would become “building blocs or stum-
bling blocs” and concludes that existing and emerging REI accords in Asia
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will tend to feed, rather than detract from, outward-oriented policy
reforms, serving as building blocks in the proliberalization context. He
adds that most traditional empirical models tend to show positive (static
and some dynamic) effects that support this conclusion.

The following questions are addressed to Prof. Plummer. First, recent-
ly, East Asian countries have agreed to hold ASEAN + 3 summit meetings
on a regular basis and reached a concrete regional accord on financial col-
laboration. Should the three countries in Northeast Asia pursue regional
financial cooperation such as an Asian currency unit or some sort of mone-
tary union more aggressively than an FTA? An FTA between the three
countries still appears to be uncertain and a long way off due to such sen-
sitive issues as agricultural market opening, especially in Japan and Korea.
Could a success story on financial cooperation give us a workable format
in other areas?

Second, you mentioned noneconomic factors such as political goals
that need to be considered in FTA negotiations. How should the three
countries deal with the newly emerging economic hegemonic power
struggle between China and Japan and the unresolved historical legacies
of the Cold War era?

Third, evidence from the EU and NAFTA suggests that a successful
REI arrangement has been achieved by a few “leadership countries.” How
do you assess the issue of leadership countries in Northeast Asia given the
historical background and differences in the political systems of the three
countries?

I wish to address these next questions to Prof. Kimura. Perhaps my
questions are related to the leadership issue. How can Japan, as the second
largest economy in the world, demonstrate leadership toward regional
economic integration in Northeast Asia? Any bilateral FTAs can be easily
negotiated if two countries can realize mutual gains as well as efficiency, at
least in the long run if not the short run. Given Korea’s chronic and struc-
tural trade deficit against Japan in the past, a Japan-Korea FTA is expected
to have greater trade diversion effects than trade creation effects and is
likely to benefit Japan in particular. In fact, this point was made by Profes-
sors Hai and Zhang. How do you assess this possibility?

It is true that Japan has a lower average tariff rate than Korea. Japan
still has “invisible” regulatory practices and barriers. This is evident in the
large price differentials between Japan’s products in its domestic and
international markets. Japanese consumers have long been loyal to Japan-
ese products from its traditional “full-set economic structure.” Is Japan
really ready to remove those invisible trade barriers?

Agricultural issues have been hurdles for Japan and Korea in negotiat-
ing with other countries in the past. If this issue continues to be a problem
in the two countries, we might approach designing a Japan-Korea FTA
with a strategy similar to that taken by Japan and Singapore: negotiating
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under an “economic partnership” rather than a full-fledged FTA. What is
your opinion on this approach?

Recognizing that the de facto dollar-pegged exchange rate policy was
partly responsible for the Asian financial crisis, it is worthwhile for East
Asian countries to work on an alternative settlement scheme for further
expanding intraregional trade. As a first step, East Asian countries need to
settle regional trade with regional currencies. Obviously, the yen is the
most likely candidate for intraregional trade settlements, especially vis-à-
vis Japan. Japan has pursued the expansion of yen-based regional trade. It
could obtain this objective by importing more than before from its Asian
neighbors, while paying for the imports with yen. 

Japan’s economic recovery from a decade-long recession is necessary
not only for Japan’s own growth but also for the recovery of the crisis-hit
Asian economies. Prof. Morishima (1999) proposed the establishment of an
“East Asian community (EAC)” for Japan to escape from the current reces-
sion. The basic objective of an EAC is to develop a vast new frontier still
untapped in East Asia, taking advantage of geographical proximity and
the common regional cultural background, including the Confucian doc-
trine as well as Buddhism.

Northeast Asia is endowed with very rich and diverse mineral and
energy resources so that the region constitutes a “natural economic territo-
ry.” New frontiers in Northeast Asia include the hinterland of China, SOC
projects in North Korea, the Russian Far East, and Mongolia. Combining
the “northern resources” with southern technology and human capital
could ensure sustained development in Northeast Asia.

Given this background, Morishima proposed that Japan should
demonstrate a leadership role in terms of financing and technology trans-
fer to establish a “Northeast Asian community.” How is Morishima’s pro-
posal perceived by Japanese academics, businessmen, and bureaucrats?

Let me also comment on the essay of Professors Hai and Zhang. They
provide a very detailed analysis of the economic impacts of a Japan-Korea
FTA as opposed to a Japan-Korea-China trilateral FTA. The two authors
conclude that a Japan-Korea FTA would be an obstacle rather than a pro-
moter of Northeast Asian REI. They point out that some sectors, such as
agriculture and labor-intensive products, may be wrongly protected with-
in a discriminatory trade bloc. This may be true for agriculture, but labor-
intensive sectors have already shifted to China even in the absence of
regional FTAs. Statistics on intraregional FDI flows into China reflect this
trend. I would like to hear your response on this point.

As Prof. Plummer points out, “harmonization issues” are very impor-
tant to establishing regional FTAs. It is true that China is still under a
socialist market economic system. As a result, there exists a great diver-
gence in harmonization issues among the three countries. How can we rec-
oncile this divergence? You suggest that a Japan-Korea-China trilateral
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FTA could become reality within the next fifteen years. The time frame you
suggest is really too long. Again, any attempt to create a trilateral FTA
might be feasible by adopting a gradual and sectoral approach. Perhaps
we might speed up financial cooperation before concentrating our efforts
on trade so that we can learn how to effectively reach trilateral economic
accords. I wish to hear your response.
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Comments
Eiji Ogawa 

Comments on Kimura

Professor Kimura compares regionalism with a multilateral framework in
the field of international trade. He points out that policy makers like to
engage in regionalism and construct a network of free trade agreements
(FTAs) to accelerate trade liberalization, while the WTO is becoming a
rule-enforcing organization rather than an efficient forum for trade liberal-
ization talks. Regionalism can stimulate and accelerate liberalization and
domestic economic reform, although it may be a dirty measure opposed to
the nondiscrimination principle on which the WTO is based. In addition,
he considers Japan’s redirected strategies for international commercial
policies and key elements for inclusion in a Japan-Korea Free Trade
Agreement.

I have four comments on Professor Kimura’s paper. First, he explains
that the multilateral framework-based WTO faces difficulties in stepping
into the issue of institutional convergence or harmonization. In regional
arrangements, countries can easily enter the territory of institutional con-
vergence, harmonization, or mutual recognition. Such deeper economic
integration can work as a benchmark for future multilateral negotiations.
According to his explanation, we can understand that regionalism takes
the initiative in deepening trade liberalization in the world through a net-
work of FTAs. However, it is questionable whether the WTO can follow
initiatives of regionalism when we look at the difficulties it faces in decid-
ing on deeper economic integration in the world economy.

Second, Professor Kimura points out that a bilateral and regional FTA
can stimulate domestic economic reform. I think governments that intend
to promote domestic economic reform should use FTAs to stimulate it. But
FTAs are not sufficient to liberalize the domestic economy unless govern-
ments intend to promote domestic economic reform. An example is the
Japanese agricultural sector. The Japanese government keeps the agricul-
tural sector untouchable in the context of trade liberalization.

Third, I agree with Professor Kimura’s view that dealing with the agri-
cultural sector is one of the necessary conditions in concluding FTAs for
Japan. He points out that Japan is changing as the general public realizes
that the protection of the agricultural sector is costly, unfair, and unreason-
able. Yet it is true that the agricultural lobby is too strong for the general
public to change the Japanese government’s stance, even though it is
becoming isolated. We have to consider how to deal with the agricultural

189



190 Eiji Ogawa

sector and the agricultural lobby before Japan can conclude FTAs with var-
ious countries.

Fourth, what seems to be the most important obstacle to a free trade
agreement between Japan and Korea is the fear in the Korean business
community of the sudden exposure to Japanese competition after conclu-
sion of a Japan-Korea FTA. We must consider how we can approach this
problem and find effective measures to solve it.

Comments on Hai and Zhang

The authors investigate both backgrounds and benefits of a Japan-Korea
bilateral FTA. Also they offer an alternative way to promote regional eco-
nomic integration in Northeast Asia—that is, a Japan-Korea-China trilater-
al FTA. Professors Hai and Zhang have a comparatively negative view on
benefits of a Japan-Korea bilateral FTA. The most important factor is simi-
larity in industrial structures between Japan and Korea. They point out
that a Japan-Korea FTA might increase intra-industrial trade but not gain
much in inter-industrial trade that is based on comparative advantages.
Moreover, they are skeptical about the role a Japan-Korea FTA can play in
the regional economic integration of Asia because most FTAs are discrimi-
natory.

Hai and Zhang then discuss both the advantages and feasibility of a
Japan-Korea-China trilateral FTA. They use the Revealed Comparative
Advantage Index to identify comparative advantages of Japan, Korea, and
China. They point out that it is a more ideal arrangement for both trade
creations in the short run and regional economic integration in the long
run.

I have three comments on this chapter. First, I expect that a Japan-
Korea bilateral FTA would have dynamic effects on both Japanese and
Korean economies by making the industries of both countries more effi-
cient. Foreign direct investment and capital flows between Japan and
Korea would make the comparative advantages of the two economies
more distinct. This would contribute to solving overinvestment and over-
capacity resulting from explicit and implicit protection. I see a Japan-Korea
FTA from the positive viewpoint of making their industries more efficient.

Second, I agree with Hai and Zhang’s view that a Japan-Korea-China
trilateral FTA is more ideal than a Japan-Korea bilateral FTA. I think, how-
ever, that we need some steps toward a Japan-Korea-Chain FTA. It is real-
istic that we should take the first step by concluding a Japan-Korea FTA. It
is easier for the Japanese government to place a Japan-Korea FTA as the
core for a Northeast Asian free trade area and then to extend it to a Japan-
Korea-China FTA. I think that it is important for Japan and this region to
take the first step to regional economic integration through the FTAs.
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Third, as for the feasibility of forming a Japan-Korea-China FTA, agri-
cultural issues are very sensitive in discussing an FTA in Japan, as Profes-
sors Hai and Zhang point out. We have to consider how to cope with the
Japanese agricultural lobby’s resistance to trade liberalization in the agri-
cultural field, as I pointed out in my comments on Prof. Kimura. More-
over, we should not include any political issues when we discuss the free
trade agreements because we already have enough difficulties from an
economic viewpoint. Political issues would make our discussion about
FTAs unnecessarily complicated.

Comments on Plummer

Professor Plummer considers the relationship between regional economic
integration and developing countries. Regional economic integration can
help to encourage macroeconomic stability, which is critical to the contin-
ued success of any development strategy. Also, regional economic integra-
tion can promote foreign direct investment capital inflows as a means of
private sector-led technology transfer. Moreover, the use of regional eco-
nomic integration serves to reinforce economic liberalization. In addition,
regional economic integration may have gains from economies of scale
and harmonization issues such as in product testing, mutual recognition,
and so on.

In addition, Plummer discusses some issues related with monetary
union in Asia. He considers the issues with a political-economic approach
to monetary union in Asia. He stresses that the experience of the EMU
underscores the importance of political commitment to the process of
monetary integration, the need to establish fiscal and monetary policy
credibility, and the usefulness of integration as a means to adopt difficult
economic reform decisions. He is skeptical about monetary union in
ASEAN.

I have three comments on Plummer. First, according to his discussion,
there seem to be no “stumbling blocs” in regional economic integration if
it is used to complement the WTO framework to take an outward-oriented
development strategy. It is true that regional economic integration is not
protectionism but positive trade liberalization at the present time. If a gov-
ernment adopts an inward-oriented development strategy, it prefers keep-
ing its stable position within the WTO framework rather than using
regional economic integration to stimulate outward-oriented develop-
ments. Accordingly, success in regional economic integration depends on
whether a government takes an outward-oriented development strategy.
We need to discuss the merits of the outward-oriented development strate-
gy for developing countries, especially emerging market countries in Asia.
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Second, Plummer discusses monetary union in Asia as the next step in
regional economic integration. But it seems to be a big jump from free
trade agreements to a monetary union. European countries have experi-
enced integration of markets that included capital and financial markets as
well as product markets. Also, they have attempted to activate internation-
al mobility of labor. Afterward, their experiences have made people in
European countries feel the necessity to reduce the transaction costs of for-
eign exchanges and foreign exchange risks. Accordingly, we in Asia need
to take some steps toward market integration as did European countries. I
wish that Professor Plummer had discussed intermediary steps or a transi-
tion process from free trade agreements to a monetary union.

Third, Plummer stresses that the political issues are the most impor-
tant element for monetary union. It may be true that the political issues are
necessary for starting the process toward monetary union. But political
issues are not sufficient in succeeding with monetary union. We have to
consider economic elements such as optimal currency area conditions,
including symmetric shocks, mobility of labor, and economic openness.
The economic elements are sufficient and important in forming a sustain-
able monetary union.
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Introduction

Globalization of economic activities has contributed significantly to rapid
economic growth of developing countries in recent years. In particular,
developing countries in East Asia benefited substantially from global eco-
nomic activities carried out by multinational corporations. Until the mid-
1980s, foreign trade had been the major means of international economic
activities. Since the mid-1980s new developments began to take place, as
foreign direct investment (FDI) increased its importance as a means of con-
ducting international business. Several factors were at work behind global
FDI expansion. Deregulation and liberalization policies, which were
implemented by a number of countries in the world, reduced obstacles to
FDI. Remarkable technological progress in the information industry
reduced the costs of international communication, contributing to global-
ization of economic activities by multinational corporations. In addition,
substantial realignment of the exchange rates of the major currencies and
buoyant economic activities in the late 1980s and the 1990s played a role in
promoting FDI.

FDI inflows have brought the recipient countries not only the financial
funds for fixed investment, but also technology and management know-
how, which play important roles in promoting economic growth. In addi-
tion, FDI inflows have brought various important networks to the host
countries, including procurement and sales networks, which enabled the
countries to achieve efficient production and distribution of their products.
Indeed, through FDI international production networks have been set up
in various parts of the world, including East Asia.

Many East Asian countries were able to achieve rapid economic
growth by hosting FDI and by participating in international production
networks. Although the pace of FDI expansion slowed as a result of the
Asian economic crisis in the late 1990s, FDI proved to be more resilient
when compared to other forms of capital flows such as bank loans and
portfolio investment.

Recognizing the important contribution that FDI may deliver to the
countries involved in FDI, in this chapter I will examine the role that FDI
may play in the creation of international production networks in North-
east Asia—that is, China, Japan, and Korea. The structure of the chapter is
as follows. The first two sections examine the emergence of production
networks in Northeast Asia. The first section focuses on the changing pat-
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terns of foreign trade, FDI, and production in the form of input-output
relations in Northeast Asia in the 1990s, while the second section analyzes
the behavior of multinationals, promoters of FDI, in Northeast Asia. Rec-
ognizing the importance of FDI in the creation of international production
networks, I then identify the obstacles to attracting FDI in the next section.
The final section concludes the paper by providing some suggestions to
deal with the obstacles.

Trade and Foreign Direct Investment in Northeast Asia

Interdependence between China, Japan, and Korea can take many forms:
foreign trade, FDI, portfolio investment, bank loans and other forms of
financial resources, people, information, and so on. This section examines
the changing patterns of interdependence between the three countries via
foreign trade and FDI. The choice of these two parameters is due to their
increasing importance in the economic activities of these countries and to
accessibility of the information. In addition to foreign trade and FDI, I
examine the changing production structures of these countries by explicit-
ly taking into account intercountry flows of intermediate inputs. This
analysis will provide important information on the regional production
network, which is the main subject of the chapter.

Trade

Table 7.1 shows the changing patterns of exports for China, Japan, and
Korea during the 1990s. These three countries expanded their respective
exports substantially from 1990 to 1999.1 Particularly notable is the sharp

Table 7.1. Trade between China, Japan, and Korea
Exports (US$ million)

Exporting Export Destinations
country Japan China Korea East Asia NAFTA EU 15 World
All commodities

Japan 1990 0 6,130 17,457 85,379 99,890 58,461 286,948
1999 0 23,340 22,891 151,171 141,117 74,580 417,610

China 1990 9,011 0 1,260 41,115 5,716 5,932 62,091
1999 32,411 0 7,808 93,179 45,229 30,251 194,931

Korea 1990 12,638 1,365 0 22,883 21,737 10,028 65,016
1999 15,862 13,685 0 62,558 33,256 20,285 143,685

Manufactures
Japan 1990 0 5,685 15,861 79,242 97,108 57,017 275,072

1999 0 21,192 20,804 137,784 134,781 71,563 392,897
China 1990 3,646 0 579 30,034 4,270 4,348 44,311

1999 25,610 0 5,522 77,575 43,434 27,630 172,092
Korea 1990 10,160 1,162 0 19,507 21,404 9,780 60,596

1999 11,435 11,453 0 52,112 32,357 19,665 128,669
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Table 7.1. (Continued)
Exports (%)

Exporting Export Destinations
country Japan China Korea East Asia NAFTA EU 15 World

All commodities
Japan 1990 0.0 2.1 6.1 29.8 34.8 20.4 100.0

1999 0.0 5.6 5.5 36.2 33.8 17.9 100.0
China 1990 14.5 0.0 2.0 66.2 9.2 9.6 100.0

1999 16.6 0.0 4.0 47.8 23.2 15.5 100.0
Korea 1990 19.4 2.1 0.0 35.2 33.4 15.4 100.0

1999 11.0 9.5 0.0 43.5 23.1 14.1 100.0
Manufactures

Japan 1990 0.0 2.1 5.8 28.8 35.3 20.7 100.0
1999 0.0 5.4 5.3 35.1 34.3 18.2 100.0

China 1990 8.2 0.0 1.3 67.8 9.6 9.8 100.0
1999 14.9 0.0 3.2 45.1 25.2 16.1 100.0

Korea 1990 16.8 1.9 0.0 32.2 35.3 16.1 100.0
1999 8.9 8.9 0.0 40.5 25.1 15.3 100.0

Imports (US$ millions)

Importing Import Sources
country Japan China Korea East Asia NAFTA EU 15 World

All commodities
Japan 1990 0 9,011 12,638 58,547 54,610 30,739 167,046

1999 0 32,411 15,862 102,299 60,735 34,392 222,283
China 1990 6,130 0 1,365 16,174 6,259 7,271 33,915

1999 23,340 0 13,685 56,707 14,500 18,910 100,088
Korea 1990 17,457 1,260 0 24,933 15,516 8,140 53,289

1999 22,891 7,808 0 41,458 23,519 10,392 83,183
Manufactures

Japan 1990 0 3,646 10,160 27,875 26,953 26,283 87,032
1999 0 25,610 11,435 73,540 38,602 28,596 146,558

China 1990 5,685 0 1,162 13,472 3,950 6,423 26,305
1999 21,192 0 11,453 47,590 11,387 15,888 79,302

Korea 1990 15,861 579 0 19,224 8,888 7,237 36,799
1999 20,804 5,522 0 34,207 17,705 8,918 63,210

Imports (%)

Importing Import Sources
country Japan China Korea East Asia NAFTA EU 15 World

All commodities
Japan 1990 0.0 5.4 7.6 35.0 32.7 18.4 100.0

1999 0.0 14.6 7.1 46.0 27.3 15.5 100.0
China 1990 18.1 0.0 4.0 47.7 18.5 21.4 100.0

1999 23.3 0.0 13.7 56.7 14.5 18.9 100.0
Korea 1990 32.8 2.4 0.0 46.8 29.1 15.3 100.0

1999 27.5 9.4 0.0 49.8 28.3 12.5 100.0
Manufactures

Japan 1990 0.0 4.2 11.7 32.0 31.0 30.2 100.0
1999 0.0 17.5 7.8 50.2 26.3 19.5 100.0

China 1990 21.6 0.0 4.4 51.2 15.0 24.4 100.0
1999 26.7 0.0 14.4 60.0 14.4 20.0 100.0

Korea 1990 43.1 1.6 0.0 52.2 24.2 19.7 100.0
1999 32.9 8.7 0.0 54.1 28.0 14.1 100.0

Source: Computed from World Bank’s database on foreign trade.
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increase in China’s exports, since China’s overall exports more than
tripled—from $62 billion to $194 billion—during the 1990–99 period. As a
result of rapid expansion of exports, China became the ninth largest export-
ing country in the world in 1999.2 Although less spectacular, Korea’s
exports more than doubled during the same period. Among the three coun-
tries, Japan’s exports grew the least, as they increased by just 46 percent.

The nature of interdependence among these countries in terms of
exports changed differently for the three countries from 1990 to 1999. For
China, the importance of both Japan and Korea as its export destinations
increased. For Japan, China became a more important export destination,
but Korea’s importance declined. A similar pattern can be observed for
Korea, as the importance of China as its export destination increased but
not that of Japan. 

Concerning the changes in commodity composition of exports, one
notes a sharp increase in the share of manufactures in total exports for
China. Specifically, the share of manufactured exports in total exports for
China increased from 71 percent in 1990 to 88 percent in 1999, reflecting a
rapid expansion of manufactured exports.3 The importance of manufac-
tured exports in China’s overall exports increased remarkably for its
exports to Japan and Korea: The shares of manufactured exports in its
overall exports to Japan and Korea increased sharply from 40 percent and
45 percent in 1990 to 79 and 79 percent in 1999, respectively. Despite the
increase in the shares of manufactured exports in total Chinese exports to
Japan and to Korea, these shares are still substantially lower when com-
pared to Chinese exports to other countries. I will later argue that the
rapid expansion of manufactured exports from China is largely due to the
increasing role of foreign firms in China’s export activities.

For Japan and Korea, the shares of manufactured exports in their total
exports vis-à-vis the rest of the world remained high—around 90–95 per-
cent—during the 1990s. High shares of manufactured exports are also
found for Japan’s exports to China and Korea. It should be noted, howev-
er, that for Korea the share of manufactured exports in its overall exports
to Japan was significantly lower—around 70 percent in 1999—when com-
pared to the corresponding value for its exports to the rest of the world.

An examination of the changes in exports by different manufactures
reveals a dramatic increase in China’s exports of office machines/telecom-
munications equipment and electrical machinery/apparatus.4 From 1990
to 1999, China’s exports of these commodities increased 9.6- and 13.5-fold,
respectively. Similar upward trends, albeit at much lower rates, were
observed for the export expansion in these products for Japan and Korea.
Having noted the increasing importance of electronic machinery exports
for China, textiles and clothing still have important positions in China’s
exports. In 1999 the value of exports of textiles and clothing combined
amounted to just about the corresponding value of office
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machines/telecommunications equipment and electrical machinery/appa-
ratus combined.

It was noted earlier that for China, Japan and Korea became more
important export destinations, and this observation may be applied to the
cases of exports of textiles and clothing as well as those of office
machines/telecommunications equipment and electrical machinery/appa-
ratus. In particular, the importance of the Japanese market increased
remarkably. For example, Japan’s share of China’s exports of clothing
increased from 14.1 percent in 1990 to 29.3 percent in 1999. Similarly,
Japan’s share of China’s exports of office machines/telecommunications
equipment and electrical machinery/apparatus increased from 1.3 and 3.5
percent to 12.0 and 13.7 percent during the same period, respectively.

For Korea, as was the case with overall commodities, for many prod-
ucts—including office machines/telecommunications equipment and elec-
trical machinery/apparatus—the importance of Japan in its exports
declined, while the importance of China increased. Despite the decline,
Japan still has an important position for many Korean exports.

For Japan, China became a particularly important market for its tex-
tiles, as the share of China in its textile exports increased from 7.4 percent
in 1990 to 34.3 percent in 1999. This rapid expansion reflects the behavior
of Japanese firms, which export textile materials to China, where clothes
are manufactured with imported textile materials. A large portion of the
clothes manufactured this way are then exported to Japan. For Japan,
Korea is an important market for intermediate goods and semimanufac-
tures such as iron and steel and chemicals.

Turning to the imports of China, Japan, and Korea, one finds that
China’s imports increased by almost three times from 1990 to 1999, while
the rates of the increase for Japan’s and Korea’s imports were significantly
lower at 33 and 56 percent, respectively. It is interesting to note that the
nature of the change in interdependence among the three countries was
similar to that observed for exports. Specifically, for China, Japan and
Korea increased their importance as import sources, as the shares of Japan
and Korea in China’s overall imports increased from 18.1 and 4.0 percent
in 1990 to 23.3 and 13.7 percent in 1999, respectively. For Japan, China’s
importance as its import source increased, while Korea’s importance
declined. For Korea, China’s importance as its import source increased,
while Japan’s importance declined. Coupled with the observations on the
changing patterns of interdependence among the three countries in terms
of exports, the findings here indicate that China became a more important
trading partner for Japan and Korea, while for China, Japan and Korea
became more important trading partners. In contrast to these develop-
ments, Japan and Korea became comparatively less important trading
partners for each other.
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On the changes in the commodity composition of imports, the share of
manufactured products in overall trade increased for the three countries.
The change was substantial for Japan and Korea, as the shares of manufac-
tured imports in overall imports for Japan and Korea increased from 52
and 69 percent in 1990 to 66 and 76 percent in 1999. For China, the change
was less noticeable, as the corresponding share increased only slightly,
from 78 to 79 percent, during the same period. What should be noted is the
remarkable increase in the share of manufactured products in overall
imports for Japan and Korea from China. Indeed, the shares of manufac-
tured imports in Japan’s and Korea’s overall imports from China increased
from 41 and 46 percent in 1990 to 72 and 70 percent in 1999, respectively.

An examination of the changes in the importance of these countries for
each other by different commodities reveals several interesting patterns.
First, in electric machinery and apparatus, the interdependence between
China and Japan in terms of imports increased sharply during the 1990s.
For Japan, China’s share of its imports of electric machinery and apparatus
increased from 1.2 percent in 1990 to 23.4 percent in 1999, while for China,
Japan’s share of its corresponding imports increased from 23.2 percent to
41.5 percent. A similar pattern of changing interdependence can be identi-
fied between China and Korea. These findings appear to indicate the emer-
gence of international production networks under which electric and elec-

Table 7.2. Japan’s trade with China in electronic products
(100 million yen, ratio)

Exports Imports
1994 1999 99/94 1994 1999 99/94

Air conditioning units 235 30 0.13 0 33 —
Air conditioning

units/parts 13 32 2.46 4 37 9.25 
Video cassette

recorders (VCRs) 337 9 0.03 6 141 23.50 
Television sets (TVs) 622 50 0.08 46 375 8.15 
Audio equipment 31 3 0.10 68 178 2.62 
Cathode-ray tubes 13 120 9.23 22 20 0.91 
Facsimile machines 26 15 0.58 5 51 10.20 
Copying machines 9 7 0.78 22 95 4.32 
Copying machines/parts 92 214 2.33 36 188 5.22 
Computers 19 107 5.63 35 16 0.46 
Electronic tubes 128 348 2.72 29 40 1.38 
Discrete semiconductors 88 472 5.36 24 134 5.58 
Integrated circuits (ICs) 148 1045 7.06 4 250 62.50 
Sources: Nihon Kanzei Kyokai Japan Tariff Association, Nihon Boeki Geppyo
Monthly Trade Statistics, various issues.
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tronic parts and components are exported to China from Japan and Korea,
electronic apparatus is assembled in China, and the finished products are
exported to Japan and Korea.

The emergence of international production networks involving China
and Japan can be seen clearly from the figures shown in Table 7.2. In the
table, Japan’s trade with China in selected electronic products is shown.
One notices a substantial increase in Japan’s exports of electronic parts to
China from 1994 to 1999. For example, cathode ray tubes used for TVs and
ICs used for many electronic products increased ninefold and sevenfold,
respectively, while other electronic parts such as copying machine parts
and electronic tubes also increased, albeit at slower rate. By contrast,
Japan’s exports of finished electronic products such as air conditioning
units, TVs, audio equipment, facsimile machines, and copying machines
declined during the period.

An examination of the changing patterns of Japan’s imports of elec-
tronics products from China reveals a striking development: Japan’s
imports of electronic products from China increased notably from 1994 to
1999. The products whose imports increased sharply include VCRs and
facsimile machines, among others. These changes in the patterns of trade
in electronic products between Japan and China reflect shifts in assem-
bling operations of electronic products from Japan to China. Under the
emerging international production networks, Japan specializes in the pro-
duction of electronic parts and China specializes in the assembly of the fin-
ished products.

Second, similar patterns of international production can be found for
textiles and clothing for China and Japan as well as for China and Korea.
In both cases, China specializes in production of clothes by using textile
materials imported from Japan and Korea. Clothes manufactured in China
are then exported to Japan and Korea for final consumption.

Analysis of the patterns of foreign trade in Northeast Asia seems to
reveal the emergence of an international production network in electronic
and textile products involving China, Japan, and Korea. Such develop-
ments seem to result from active internationalization of Japanese and
Korean firms, which will be discussed in detail in the following sections.

Foreign Direct Investment

Foreign direct investment (FDI) began to increase rapidly in many parts of
the world in the mid-1980s.5 Major investors as well as recipients have
been developed countries, although the magnitude of FDI involving
developing countries has been increasing. Among the developing coun-
tries, China has become one of the most successful countries in attracting
FDI. Indeed, by the late 1990s China had become by far the largest recipi-
ent of FDI among the developing countries. In 1999 inward FDI stock in
China stood at $306 billion, or 20 percent of inward FDI stock in develop-
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ing countries and 6 percent of global FDI stock.6 By contrast, inward FDI
stock in Japan and Korea were much smaller: $39 billion and $28 billion,
respectively.

Several factors may be identified to explain the large FDI stock in
China. First, the abundant supply of low-wage labor attracted FDI with an
objective of low-cost production. Second, FDI promotion policies that have
been pursued by the Chinese government had an expected impact. Third,
the huge market with over 1.1 billion people provides a big business
opportunity for foreign firms. Finally, political and economic stability
played important roles in attracting FDI. This is particularly important for
FDI in developing countries, where political and economic risk is general-
ly high.

Figure 7.1. Japan’s foreign direct investment in China and Korea

Figure 7.2. Korea’s foreign direct investment in Japan and China
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Unlike the case for inward FDI, Japan has been active in undertaking
outward FDI since the mid-1980s. In 1999 the outward FDI stock for Japan
stood at $292 billion. China and Korea increased their outward FDI in the
1990s, reaching $26 and $22 billion, respectively, in 1999. Rapid expansion
in outward FDI for Japan and Korea from the mid-1980s through the 1990s
was attributable to similar factors. First, appreciation of the currencies in
the latter part of the 1980s and early 1990s vis-à-vis the U.S. dollar reduced
the international competitiveness of the products produced in these coun-
tries. The increase in wages in Korea, resulting from strong demand by
labor unions, further contributed to the decline in price competitiveness of
Korean products in foreign countries. To deal with the problem of decline
in international competitiveness, Japanese and Korean firms shifted the
location of production to countries where the production cost was low.
Second, the emergence of the bubble economy in both countries facilitated
Japanese and Korean firms to finance FDI. Appreciation of the value of
assets such as stocks and land increased the value of collateral, making it
easy to borrow money for investment. Third, accumulated experiences in
international business mainly through foreign trade enabled Japanese and
Korean firms to undertake FDI.

Let us turn to the analysis of interdependence in FDI among China,
Japan, and Korea. Figure 7.1 shows Japanese firms’ FDI in China and in
Korea, while Figure 7.2 shows Korean firms’ FDI in China and Japan.
These figures reveal that both Japanese and Korean firms increased their
FDI in China from the early 1990s through the mid-1990s, before they
reduced the level of FDI in the latter half of the 1990s. It is interesting to
observe that unlike their FDI in China, both Japanese and Korean firms
did not undertake FDI actively in their counterparts.

These developments are shown clearly by the figures in Table 7.3. In
1990 the value of Japanese outward FDI stock in Korea was greater than
the corresponding value in China, but in 1998 the situation was reversed.
A similar development is identified for Korean outward FDI stock. In 1990
the value of Korean outward FDI stock in Japan was larger than the corre-
sponding value in China, but the situation was reversed in 1997.

The preceding analysis found that China became a very attractive FDI
host country for Japanese and Korean firms. In addition to the availability

Table 7.3. Foreign direct investment stock (US$ million)
China Japan Korea NAFTA EU World

Japan 1990 2,823 4,138 138,059 53,414 311,348
1998 23,882 9,925 121,472 na na

Korea 1990 22 51 1,108 96 2,339
1997 3,292 361 4,980 1,487 16,546

Source: OECD, International Direct Investment Statistics Yearbook 1999.
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of low-wage labor and stable political and economic conditions, which
were noted earlier, geographical proximity contributed to the increasing
attractiveness of China for Japanese and Korean firms.

Sectoral distribution of Japan’s FDI in China and Korea shows that the
electric machinery, commerce, and services sectors had a large amount of
FDI both in terms of the number of cases and value (Table 7.4). For Japan-
ese FDI in China, the textile sector also had a large number and value of
FDI projects. Recalling the earlier finding that foreign trade in textiles and
electric machinery was active between China and Japan, the findings here
appear to indicate that Japanese FDI plays a role in promoting bilateral

Table 7.4. Japan’s foreign direct investment in China and Korea
(1951–99 cumulative value) (number, billion yen)

China Korea World
# of # of # of 
cases value cases value cases value

Manufacturing 3,502 1,472 1,661 655 28,911 14,337
Food 270 97 93 24 2,465 882
Textiles 1,348 197 147 79 3,860 269
Wood and pulp 76 24 32 5 1,171 587
Chemicals 203 99 167 134 2,988 1,552
Ferrous/non-ferrous

metals 250 125 166 74 3,086 1,082
General machinery 249 184 228 64 3,360 1,156
Electric machinery 410 378 350 133 4,948 5,177
Transport machinery 155 145 80 72 1,946 1,630
Other manufacturing 541 223 398 70 5,087 2,002

Non-manufacturing 959 767 453 504 21,764 27,495
Agriculture, forestry 37 5 16 4 1,487 117
Fishery 60 12 13 0.4 990 41
Mining 20 6 14 1 1,923 604
Construction 53 44 10 19 1,416 373
Commerce 222 100 146 30 17,759 5,192
Finance and insurance 7 11 33 30 4,245 5,472
Services 381 299 188 408 8,783 6,883
Transportation services 76 25 10 2 6,398 264
Real estate 99 111 6 8 9,427 8,024
Other 

non-manufacturing 4 154 8 1 3,151 525
Branches 50 65 61 81 449 247
Real estate ownership 1 2 29 0.3 2,005 130
Total 4,512 2,307 2,204 1,241 31,173 42,208
Note: Reported basis.
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trade between these countries probably through the creation of a produc-
tion network, which will be examined in more detail later.

An examination of the sectoral distribution of Korea’s FDI in China
reveals active FDI in metal products, textiles and apparel, chemicals, and
machinery (Table 7.5). Coupled with the earlier observation that Korea’s
trade with China is conducted actively in office machines/telecommunica-
tions equipment and electric machinery/apparatus, as well as textiles and
clothing, the active FDI in metal products and machinery and textiles and
apparel suggests a close linkage between Korea’s FDI and trade vis-à-vis
China probably through the creation of a production network.

Interdependence in Production

We have examined the patterns of international trade and FDI in North-
east Asia. We have found that interdependence between Korea and Japan
on the one hand and China on the other has increased, while the interde-
pendence between Korea and Japan has declined relatively vis-à-vis their
other partners. These findings on the patterns of international trade and

Table 7.5. Korea’s foreign direct investment in China and Japan
(Cumulative value at the end of 1998 in US$ million)

China Japan World
Overall total 3,896 383 20,313
Mining 10 0 1,180
Forestry 0.4 0 99
Fishery 8 0 99
Manufacturing 3,165 88 10,600

Food and beverages 154 1 414
Textiles and apparel 402 0.1 1,158
Leather goods and footwear 195 0 356
Wood products and furniture 46 0 183
Paper and printing 53 0.1 177
Chemicals 340 0.3 887
Non-ferrous metals 188 0.5 343

Basic metals 196 0.8 968
Metal products 967 81 4,838
Machinery 298 0.5 458
Other manufacturing 326 4 816

Construction 144 0.3 449
Transportation services 32 7 178
Commercial services 22 161 4,719
Others 514 126 2,990
Source: Ministry of Commerce, Industry and Energy, Overseas Direct Invest-
ment Statistics Yearbook.
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FDI may indicate the emergence of an international production network
involving the three countries—especially the production system centered
on China. In this section, I undertake a more direct approach to discern the
emergence of an international production network in Northeast Asia by
utilizing the information obtained from international input-output tables
compiled by the Institute of Developing Economies in Japan.

The international input-output tables used for the analysis provide
information on input-output relationships for twenty-four sectors between
ten countries: Indonesia, Malaysia, the Philippines, Singapore, Thailand,
China, Taiwan, Korea, Japan, and the United States. The tables were con-
structed for 1975, 1985, 1990, and 1995, and I use the tables for 1985 and
1995.

Table 7.6 shows the input-output relationships for China, Korea, and
Japan for total industry as well as textile and machinery sectors. The fig-
ures in the table indicate the percentage shares of inputs purchased from
the three countries in total inputs used for production. For example, 92.31
percent of inputs for China’s overall production were purchased from Chi-
nese producers in 1985, while those purchased from Korean and Japanese
producers amounted to 0 and 1.75 percent.

The figures for total industry indicate that the shares of inputs pur-
chased from Korea increased both for China and Japan from 1985 to 1995,

Table 7.6. International production system in Northeast Asia
(percentage shares of intermediate inputs in total intermediate inputs)

China Korea Japan
1985 1995 1985 1995 1985 1995

Total industry
China 92.31 90.05 0.00 0.98 0.36 0.32 
Korea 0.00 0.65 77.48 79.33 0.19 0.23 
Japan 1.75 1.54 4.21 3.63 90.78 93.51 
Total 100.00 100.00 100.00 100.00 100.00 100.00
Textiles
China 94.13 84.28 0.00 5.08 1.80 1.01 
Korea 0.00 2.24 78.65 72.56 0.84 0.76 
Japan 0.59 1.97 4.80 2.99 88.56 89.69 
Total 100.00 100.00 100.00 100.00 100.00 100.00
Machinery
China 87.19 83.05 0.00 0.71 0.05 0.44 
Korea 0.00 1.01 66.53 68.43 0.20 0.74 
Japan 4.73 5.31 14.55 11.30 96.18 93.36 
Total 100.00 100.00 100.00 100.00 100.00 100.00
Source: Institute of Development Economies, International Input-Output
Tables for 1985 and 1995.
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while those of inputs purchased from Japan declined both for China and
Korea. The share of inputs purchased from China increased for Korea,
while the corresponding share declined for Japan. These findings indicate
an increasing interdependence between China and Korea in production
and a declining dependence on Japan for China and Korea. Despite the
declining importance of Japan for production in China and Korea from
1985 to 1995, Japan still holds relatively important positions for production
in China and especially in Korea.

The patterns of interdependence in production at the overall level
mask variations among different sectors. The figures for textiles and
machinery show that, unlike in the case of the total sector, dependence on
Japan for production in China increased. It is also interesting to observe
that, contrary to the overall pattern, Japan’s dependence on China
increased in the production of machinery. As for the patterns of produc-
tion for Korea, similar to the case for total industry, dependence on Japan
declined while that on China increased for both textile and machinery sec-
tors. Yet it is important to note that the level of dependence on Japan is
very high for Korea’s machinery production, indicating the presence of a
production network involving Japan and Korea.

The analysis of international input-output tables reveals the emer-
gence of increasing interdependence in production between Korea and
China. Although the degree of dependence on Japan declined for both
China and Korea, Japan is an important supplier of inputs for China and
Korea, particularly in the machinery sector. A lack of information pre-
cludes us from carrying out a similar analysis at more detailed sectoral
levels, but the analysis in the previous sections tends to indicate increasing
interdependence in production in electronics in Northeast Asia.

Trade and FDI Linkages in Northeast Asia

I have examined the changing patterns of international trade and produc-
tion in Northeast Asia. The analysis found increasing interdependence
between China on the one hand and Korea and Japan on the other hand.
These findings suggest the emergence of a production network involving
these countries in the region. To explore the validity of this observation, I
will examine the activities of multinational companies that play important
roles in the development of international production networks. Because of
the availability of data, the activities of Japanese multinational companies
will be reviewed in this section.

Regional Production Network of Japanese Firms

Many foreign companies find the availability of low-wage labor one of the
most important reasons behind establishing a production base in China.7
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According to the results of a survey conducted on Japanese firms with
overseas operations by the Japan Bank for International Cooperation, 46.3
percent of the respondents indicated the availability of low-wage labor as
an important factor in making an FDI decision in China.8 The use of low-
wage labor is also an important motive behind FDI in ASEAN, as the cor-
responding response rate was 39.1 percent. By contrast, availability of low-
wage labor is not an important motive behind FDI in the NIEs, because
only 15.9 percent of the respondents indicated so.9

Table 7.7. The role of production facilities in China for Japanese firms:
1999 (%)

Inter-process division of labor with Japan
Tech level compared to Japan

High Same Low Total

Affiliates in China
Manufacturing 0.1 14.6 14.9 29.6
Textiles 0.0 14.6 12.7 27.3
General machinery 0.0 14.9 21.9 36.8
Electric machinery 0.0 16.4 15.5 31.9
Transport machinery 0.0 7.6 21.0 28.6

Inter-process division of labor with
countries other than Japan

Tech level compared to Japan
High Same Low Total

Affiliates in China
Manufacturing 0.3 9.1 8.7 18.1
Textiles 0.4 9.6 9.2 19.2
General machinery 0.0 7.9 9.6 17.5
Electric machinery 0.3 12.3 7.3 19.9
Transport machinery 0.0 1.0 17.1 18.1

Independent, integrated
production system

Tech level compared to Japan
High Same Low Total

Affiliates in China
Manufacturing 0.8 26.0 25.5 52.3 
Textiles 2.3 29.2 21.9 53.4 
General machinery 0.0 15.8 29.8 45.6 
Electric machinery 0.3 27.9 19.9 48.1 
Transport machinery 0.0 11.4 41.9 53.3 

Source: METI (2001).
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Many Japanese firms use their production facilities in China as a way
to conduct interprocess division of labor (Table 7.7). Some 48 percent of the
Japanese manufacturing firms who responded to the METI 1999 survey
indicated that they assigned a particular production process in their over-
all production system to their Chinese affiliates, while the remaining 52
percent indicated that they set up independent integrated production
units.10 These patterns are more or less the same across manufacturing sub-
sectors, although the proportions of the firms being involved in inter-
process division of labor are somewhat higher for general machinery and
electric machinery sectors.

An international interprocess division of labor production system,
which is carried out to maximize profits by undertaking FDI, typically
takes the following form.11 An overall production system, which consists of
several production processes, is divided into several production processes,
and each process is located in a country or a region where that particular
process can be carried out most efficiently. For example, in the case of TV
production, the following interprocess division of labor may be carried
out. A firm may assign the production of cathode-ray tubes (TV tubes) to a
factory in Japan, where high-quality technology and labor are available,
and it assigns the production of ICs to its affiliate in Korea, where the
required resources are abundantly available. An affiliate in China assem-
bles TVs with abundant low-wage labor by using the TV tubes, ICs, and
other parts and components procured from the production network,
encompassing the parent office in Japan and overseas affiliates in Korea
and other countries. The figures in Table 7.7 show that Japanese firms
locate the processes that require similar or lower levels of technology at
the affiliates in China, in comparison with the technologies used in Japan.
The interprocess division of labor reflects the rational behavior of Japanese
firms as they take advantage of the differences in the capabilities of the
countries in Asia.

Another interesting international strategy adopted by many Japanese
firms via FDI is the product differentiation strategy. Under this strategy,
firms assign the production of high-quality products to their factories in
developed countries and low-quality products to the factories in develop-
ing countries. This strategy is rational not only from the point of view of
the supply conditions and the availability of necessary resources, but also
from the point of view of demand conditions. Consumers in developed
countries tend to demand high-quality products, such as TVs with the
capability to receive satellite broadcasts, while consumers in developing
countries tend to demand standardized products such as 14-inch color
TVs. Close contact with consumers is important to firms; in order to
respond quickly to the changing taste of the consumers, TV producers
assemble high-quality TVs in developed countries and standardized TVs
in developing counties. According to the METI survey, 30 percent of the
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manufacturing firms with Chinese affiliates shifted their product mix
toward high-quality products in Japan as a result of their operations in
China.

The “hollowing out” of the Japanese economy and/or an industry has
become an issue, as a result of increasing relocation of part of the produc-
tion process or an entire production process to foreign countries by Japan-
ese firms. The METI survey reveals that 5 percent of the respondents in
manufacturing that have invested in China indicate the closure of their
production facilities in Japan. The proportions differ notably among differ-
ent industries. For textiles, some 11 percent of the respondents have closed
or are planning to close their operations in Japan. The problem of hollow-
ing out is likely to increase as China successfully catches up with Japan in
many manufacturing sectors.

Increasing Importance of Intrafirm Trade

Implementation of the interprocess division of labor strategy and product
differentiation strategy by Japanese firms has promoted intra-industry,
intrafirm trade in Northeast Asia. An examination of the figures in Table
7.8 shows that Japan plays important roles both as a source of parts and
components and as a destination of their products for the Chinese affiliates
of Japanese firms. As for overall manufacturing, 35 percent of the parts
and components used by the Chinese affiliates are procured from Japan,
while 31 percent of their products are sold to Japan. Dependence on Japan
for their procurement and sales differs among manufacturing subsectors.

Table 7.8. Procurement and sales of Chinese affiliates of Japanese firms:
1999 (%)

Procurement Sales
Local Local

market Japan Asia market Japan Asia
Manufacturing 46.8 34.9 17.5 47.0 31.2 16.6 
Textiles 41.6 44.9 12.1 34.6 51.4 5.7 
General machinery 66.5 28.2 5.2 19.6 55.0 12.8 
Electric machinery 42.1 31.4 25.8 41.7 28.7 25.3 
Transport machinery 52.2 43.1 1.8 88.2 8.1 1.4 
Intrafirm transactions as percentage of overall transactions
Manufacturing 10.5 84.6 78.3 18.2 96.3 73.7 
Textiles 14.8 89.3 87.8 15.2 87.3 43.9 
General machinery 4.1 92.8 100.0 12.5 99.3 95.2 
Electric machinery 13.5 79.2 85.6 23.9 95.2 88.5 
Transport machinery 1.1 73.3 93.3 3.5 99.0 8.4 
Source: Ministry of Economy, Trade and Industry (2001b).
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Among those shown in the table, dependence on Japan for the supply of
intermediate inputs is high in textiles and transport machinery, while
dependence on Japan for sales is high in textiles and electric machinery.

It is important to note that a large proportion of the sales of transport
machinery takes place in China, or the host market, indicating that pro-
duction of transport machinery is not competitive in China. Moreover, the
high protection of the automobile industry in China provides an incentive
to sell to the domestic market and thus discourages exports. One finds that
the rest of Asia—that is, Asia excluding China—has an important position
in the operation of Chinese affiliates of Japanese electric firms; up to 25
percent of their procurements as well as sales are conducted with other
Asian countries. This finding reflects the presence of well-developed pro-
curement and sales networks in the electric industry, which in turn are
built upon well-developed, efficient supporting industries or part and
component suppliers.

A large proportion of procurement and sales vis-à-vis Japan and the
rest of Asia are conducted inside the firm, or intrafirm trade. Some 84.6
and 78.3 percent of the procurement from Japan and the rest of Asia is con-
ducted in the form of intrafirm trade, while the corresponding proportions
for sales are 96.3 and 73.7 percent, respectively. Intrafirm trade has several
advantages over arm’s-length trade. Under the highly competitive envi-
ronment existing today, adoption of low-cost production methods and
development of competitive products are very important to successful
operations. Low-cost production requires speedy and timely delivery of
inputs and outputs, while successful development of new products
involves development of new parts and components. To achieve these
goals, close coordination and cooperation between parts production and
product assembly are required. This is an important reason behind the
high proportion of intrafirm trade in the operation of Japanese firms.
Despite the many advantages of intrafirm trade, it is sometimes pointed
out that Japanese firms should open up their transactions in the light of
the rapidly changing technological and business environment, under
which firms must have access to the best parts and components, technolo-
gy, and managerial know-how in order to be competitive.

International Subcontracting Production System

So far I have discussed the emerging production network, which is con-
structed via FDI. There are other forms of production arrangement involv-
ing Japan and Korea on the one hand and China on the other. One of the
well-developed and widely used production arrangements is the interna-
tional subcontracting system. Under this system, a firm in Japan or in
Korea consigns the manufacturing process to firms in China. Generally, the
consignor or primary firm provides not only design and technological
know-how but also input to consignees or subcontractors.
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The international subcontracting system has been practiced by Japan-
ese and Korean firms in several manufacturing sectors, including textiles
and food processing. For example, many large Japanese retail stores have
such an arrangement with Chinese firms for the production of many
apparel products. As a typical case, Japanese firms consign the sewing
process in shirt production to Chinese firms by providing design and
materials, and they purchase all the finished products for sale in Japan and
other countries. It is interesting to note that a recent trade dispute between
China and Japan regarding the sharp increase in Japan’s imports of mush-
rooms and other agricultural products from China is largely due to the
international subcontracting system successfully developed by Japanese
firms.

Several arguments may be noted for choosing the international sub-
contracting system over FDI. The first and the foremost reason is the dif-
ference in the costs involved in these two business strategies. FDI incurs a
substantial cost in the form of financial and human resources, and it is also
subject to various types of risk such as business, political, and economic
risks, especially in the case of FDI in developing countries. Compared to
FDI, international subcontracting requires fewer resources, as it does not
involve investment. A firm prefers FDI to international subcontracting
when the technology and management know-how involved are sophisti-
cated. This is because the firm can protect its technology and management
know-how by using them inside the firm. It may be reasonable for the
firms engaged in apparel production, which does not require complicated
or sophisticated technologies when compared to high-tech electronic prod-
ucts, to be active in international subcontracting.

Obstacles to FDI in Northeast Asia

Foreign direct investment has played an important role in promoting eco-
nomic growth for many developing countries in recent years and in estab-
lishing regional production networks.12 Particularly notable is the case of
China, where foreign firms contributed to the remarkable economic
growth by promoting exports and by transferring technology and manage-
rial know-how. Similar patterns of economic development may be
observed in many countries in East Asia. Recognizing the important con-
tribution that foreign firms make toward economic growth of the host
countries, many developing countries are interested in attracting FDI. To
attract FDI, it is important to realize the problems that foreign firms face in
conducting business in the host countries. With this observation in mind,
this section investigates the problems that foreign firms face in doing busi-
ness in China. The choice of China and the exclusion of Korea stem from
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the availability of data. In the following, I use the results of the METI sur-
vey. In order to highlight the characteristics of the problems in China, I
compare the results of the survey conducted on Japanese firms in the
NIEs–3 (Korea, Singapore, and Taiwan) and the ASEAN–4 (Indonesia,
Malaysia, the Philippines, and Thailand).

The problems that may be encountered by Japanese firms operating
overseas can be divided into two groups. One group consists of the prob-
lems associated with the FDI policies pursued by the host countries, and
the other is the problems related to economic and political situations in the
host countries.13 It is important to differentiate these types of problems
because policy prescriptions required to deal with the problems are
different.

Table 7.9 shows the results of the survey conducted on Japanese firms
in Asia. The figures in the table indicate the percentage of the responding

Table 7.9. Problems in doing business in Asia for Japanese firms (%)
China NIEs-3 ASEAN-4

Manufac- Electric Manufac- Electric Manufac- Electric
turing machinery turing machinery turing machinery

Problems related
to policies
Local content 

requirement 4.1 4.8 3.8 4.2 3.6 4.6 
Export requirement 2.1 2.6 1.4 0.4 1.7 1.6 
Trade balancing 

requirement 1.1 1.7 0.9 — 0.5 0.3 
Domestic sales 

requirement 1.1 1.3 1.2 0.9 0.7 0.2 
Technology 

transfer 
requirement 1.9 2.3 4.1 4.9 2.1 2.3 

Production 
restriction 1.0 1.2 1.6 1.8 0.7 0.6 

Local equity 
participation 
requirement 1.1 1.1 0.7 0.7 2.2 1.8 

Restriction on 
foreign borrowing 6.0 5.8 1.5 1.3 3.3 3.9 

Restriction on 
profit repatriation 6.9 7.3 2.0 1.3 2.7 3.6 

Restriction on 
expatriate 
employment 1.9 2.4 3.7 4.9 3.8 4.3 

Requirement on 
localization of 
ownership 0.3 0.2 0.4 — 2.1 1.0 
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firms that indicated the presence of the problem in question out of the total
number of respondents. To begin with, the problems related to the policies,
high tax burden, restriction on foreign borrowing, restriction on profit
repatriation, and local content requirement are found to be the problems
encountered by a relatively large number of Japanese firms in China. A

Table 7.9. (Continued)
Restriction on 

working visa 2.7 2.6 2.4 2.7 3.5 3.7 
Restriction on 

government 
procurement 0.1 — 0.2 0.2 0.3 0.1 

High tax burden 9.7 10.2 2.6 2.2 3.7 3.8 
Inadequate tax 

system for 
transfer pricing 3.2 3.4 4.3 6.5 2.2 3.0 

Other policy 
related problems 2.4 2.2 1.4 2.2 1.0 0.8 

Economic and 
political problems
Political instability 3.4 3.7 5.3 5.4 8.8 7.9 
High inflation 2.9 2.2 5.4 5.1 7.4 6.4 
Underdeveloped 

distribution 
system 8.1 6.7 2.1 2.2 5.1 6.1 

Severe sales 
competition 11.7 11.5 23.9 24.3 10.7 9.7 

Insufficient 
infrastructure 7.7 7.1 3.6 3.6 8.3 9.0 

Underdevelop-
ment of sup-
porting industry 6.0 6.0 6.8 6.0 7.0 8.1 

Labor dispute 1.0 0.7 2.7 1.8 3.5 3.2 
Difficulty in 

recruiting 
capable workers 7.0 6.9 11.2 12.3 8.8 9.4 

Problems with 
local partners 4.9 4.8 4.5 2.5 4.0 2.3 

Problems with 
local citizens 0.4 0.3 0.8 0.7 0.8 0.7 

Others 1.4 1.2 1.4 1.8 1.4 1.7 
The number of 

respondents 4,190 1,041 1,689 448 4,528 1,242

Note: The figures indicate the percentage of firms with positive response in total
number of respondents.
Source: METI, Wagakuni Kigyo no Kaigai Jigyo Katsudo [Comprehensive Survey of
Overseas Activities of Japanese Firms], No.7, 2001.
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comparison of the responses from Japanese firms in other parts of Asia
shows that restrictions on foreign borrowing and profit repatriation and
the high tax burden are particularly serious problems faced by Japanese
firms in China. Some examples indicating the difficulty concerning profit
repatriation include the restriction on the possession of foreign currency
and cumbersome procedures to obtain an approval for remittances.14

Turning to the economic and political problems in China, severe sales
competition, underdevelopment of the distribution system, insufficient
infrastructure, difficulty in recruiting capable workers, and underdevelop-
ment of supporting industry were identified as serious problems by many
Japanese firms. It should be noted that severe sales competition is not the
kind of problem that should be corrected. This is because increased com-
petition is indeed a desirable impact of FDI on the host countries, con-
tributing to economic growth, although severe competition is a problem in
the eyes of the firms. When compared to the responses given by Japanese
firms in other parts of Asia, the underdeveloped distribution system is a
serious problem in China. It is also found that insufficient infrastructure is
a more serious problem for Japanese firms in China in comparison with
those operating in the NIEs–3.

Conclusion: Achieving a Northeast Asian 
Production Network

The analysis of foreign trade, foreign direct investment, and regional pro-
duction structures in Northeast Asia in the preceding sections identified
the emergence of a regional production network involving China, Japan,
Korea, and other Asian countries. Regional production networks so far
have been actively developed in the manufacturing sectors, whose produc-
tion requires many components and processes such as machinery and tex-
tiles. In the regional production network, China’s part is mainly in assem-
bling finished products by importing parts and components from Japan
and Korea, while Japan and Korea play the role of developing new prod-
ucts and technologies. Although this type of division of labor may not last
for long as China successfully catches up with Korea and Japan, the com-
parative advantages of these countries over the next ten or twenty years
are likely to remain in the activities identified above.

China has already become a major producer of many manufactured
goods, not only with the help of foreign firms in the forms of FDI or other
types of business alliances but also as a result of self-help efforts by its
own firms. Indeed, some of the manufactured products for which China
has the world’s largest production include color TVs, washing machines,
refrigerators, motorcycles, and air conditioning units. In light of the rapid
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gains in China, all three countries will engage actively in the creation and
development of new products and become competitors in high-tech areas.
It should be expected that enhanced competition will improve the compet-
itiveness of the three countries. Even when China becomes competitive in
high-tech areas, a large portion of its workers is likely to be engaged in
labor-intensive manufacturing or assembling activities. 

To achieve economic growth jointly in the region, the three countries
have to promote structural adjustment by expanding the sectors and
processes with a comparative advantage and by reducing the sectors and
processes with a comparative disadvantage, which will enable these coun-
tries to utilize their resources most efficiently. In the world of capital
mobility, the creation of regional production networks involving foreign
firms is an effective way of achieving rapid structural adjustment and thus
promoting economic growth. In the remaining part of this section, I exam-
ine several specific issues that must be dealt with in order to create and
promote a regional production network.

First, the establishment of a business-friendly environment has to be
pursued. Despite substantial improvement in this regard through deregu-
lation, trade, and FDI liberalization, developing hard infrastructure such
as telecommunication systems and soft infrastructure such as a legal sys-
tem, the three countries must make strong efforts in implementing policies
to improve the situation. In the case of Japan and Korea, one of the serious
problems is the inefficient use of resources in agriculture and other prima-
ry sectors that are heavily protected owing to political pressures. It is
important for Japan and Korea, which are facing strong competitive pres-
sures from China, to use their resources efficiently. They have to liberalize
agriculture and other primary sectors to make them competitive and not
indulge in inefficient use of resources. China has a similar problem, but its
severity is relatively less when compared to the cases in Japan and in
Korea.

One effective method to promote deregulation and trade and FDI lib-
eralization is to establish a free trade area (FTA) among the three countries,
under which barriers on trade and FDI on FTA members are removed.
Indeed, the number of FTAs and other regional trading arrangements has
increased substantially in recent years in many parts of the world. One of
the reasons for the proliferation of FTAs is the difficulty in multilateral
trade and FDI liberalization under the WTO. Countries interested in liber-
alization form FTAs with like-minded countries to reap the benefits of lib-
eralization. Japan signed an FTA with Singapore, while Korea is negotiat-
ing an FTA with Chile. China has announced the beginning of negotiations
toward an FTA with ASEAN countries. Although it is recognized that for-
mation of an FTA among China, Korea, and Japan would promote the cre-
ation and further development of a regional production network, various
obstacles remain. One of the toughest obstacles is liberalization of the
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heavily protected agriculture sector in Japan and Korea, as noted above.
Policy makers in Japan and Korea must realize that without liberalization
of the agriculture sector, we cannot expect our economies to gain strength
and to achieve sustainable economic growth. Having noted the need for
liberalization of the protected agriculture sector, one realizes the impor-
tance of gradual and steady liberalization in order to avoid serious
impacts.

Improving hard and soft infrastructure is a particularly important
agenda for China. Their improvement would benefit Chinese firms as well
as foreign firms tremendously. An FTA may be used to overcome the prob-
lems related to infrastructure by including economic assistance programs
that can be extended to China by Japan and Korea. Indeed, the Japan-Sin-
gapore FTA has such economic assistance components.15

Another important issue is development of human resources. This is a
serious problem not only for China, a developing country, but also for
Korea and Japan, more developed countries. China faces a shortage of
capable managers and engineers as a result of its exceptionally rapid eco-
nomic growth. Expecting continued rapid economic growth in the near
future, the problem is likely to get worse unless adequate human resources
are developed. Korea and Japan face similar problems of shortage in capa-
ble researchers and managers. As the technological levels in these coun-
tries approach the technological frontier, it becomes increasingly difficult
to be competitive in the technology race in the world. To overcome the
problem, they must succeed in nurturing creative engineers and scientists.
As to capable managers, Japan and Korea are particularly in short supply
of managers with international experience. This is partly due to the fact
that these societies have been closed to foreign influence in many respects.
For example, the levels of inward FDI in these countries are very low, indi-
cating a limited influence of foreign firms.

China, Japan, and Korea should cooperate in providing education and
training in order to develop human resources. As China is likely to attract
Korean and Japanese firms that are interested in setting up manufacturing
bases, these firms need managers who can communicate effectively with
Chinese workers. Naturally, Chinese language training of Korean and
Japanese personnel can be provided most effectively by Chinese teachers
through jointly developed programs. Joint research is also very important
as participants from the three countries can benefit from active exchange
of their ideas. An FTA involving China, Japan, and Korea could include
such a cooperation program, as is the case with the Japan-Singapore FTA.

Having discussed the need for an arrangement such as an FTA to cre-
ate an effective regional production network for China, Japan, and Korea,
it should be emphasized that these three countries must increase mutual
understanding. It is an undeniable fact that we do not share a common
understanding of some historic events. This has been a serious obstacle to
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a closer relationship. To remedy the situation with a view toward future
cooperation, it is important to examine the issues objectively. It is also very
important that many people—especially the young people in all three
countries—have active exchanges to get to know each other. Although it
may take time to create mutual trust, without it any cooperation programs
such as a regional production network cannot work smoothly and effec-
tively. 

Table 7.10a. Trade between China, Japan, and Korea
(exports, US$ million)

Exporting Export Destinations
country China Japan Korea East Asia NAFTA EU 15 World

Iron and steel
China 1990 0 299 92 1,003 74 73 1,282

1999 0 469 478 1,897 518 393 3,199
Japan 1990 1,059 0 1,351 6,881 2,602 490 12,576

1999 1,547 0 1,924 9,067 2,057 434 13,526
Korea 1990 139 1,406 0 2,159 724 120 3,729

1999 1,007 1,134 0 3,683 1,196 322 6,034
Chemicals

China 1990 0 476 148 2,031 332 822 3,750 
1999 0 1,199 596 4,439 1,594 2,186 10,230 

Japan 1990 735 0 2,378 8,084 2,587 2,875 15,399 
1999 2,910 0 3,365 16,253 6,554 4,935 29,668 

Korea 1990 211 491 0 1,387 287 287 2,469
1999 2,971 864 0 6,973 892 929 10,589

Other semi-manufactures
China 1990 0 241 138 2,076 364 560 3,697

1999 0 1,782 386 5,710 3,836 2,851 14,721
Japan 1990 390 0 978 5,103 4,329 2,050 14,000

1999 1,292 0 968 7,648 6,038 2,757 19,055
Korea 1990 74 749 0 1,582 1,271 597 4,335

1999 1,536 800 0 4,338 1,784 965 8,867
Machinery and transport equipment

China 1990 0 341 86 8,654 528 401 10,833
1999 0 7,270 1,988 26,934 14,864 10,857 58,749

Japan 1990 2,685 0 9,223 49,205 78,564 44,149 202,595
1999 11,582 0 11,834 85,169 106,839 54,757 285,923

Korea 1990 514 2,912 0 6,975 9,416 4,721 25,542
1999 3,517 5,385 0 26,028 22,227 14,852 77,911

Power generating machinery
China 1990 0 41 4 125 15 13 2026.4

1999 0 574 114 1,270 228 195 1,901
Japan 1990 43 0 314 1,473 895 372 3,489

1999 483 0 349 2,238 1,781 786 5,604
Korea 1990 3 65 0 119 404 20 589

1999 97 75 0 290 403 85 878
Other non-electrical machinery

China 1990 0 62 17 1,465 178 121 2,278
1999 0 551 81 1,899 1,263 918 5,297
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Table 7.10a. (Continued)
Japan 1990 883 0 4,243 15,169 9,368 6,166 35,637

1999 3,700 0 3,171 21,569 13,918 9,014 49,959
Korea 1990 51 244 0 793 564 166 1,796

1999 820 504 0 2,460 1,603 928 6,591
Office machines and telecommunications equipment

China 1990 0 41 2 2,777 108 83 3,126
1999 0 3,604 1,043 13,934 8,400 5,891 30,139

Japan 1990 1,025 0 2,678 16,194 26,584 18,863 67,007
1999 3,629 0 4,657 35,682 32,418 19,720 91,372

Korea 1990 284 1,983 0 4,444 5,314 2,825 14,339
1999 1,977 4,043 0 19,143 13,607 7,252 42,918

Electrical machinery and apparatus
China 1990 0 38 2 791 83 38 1,091 

1999 0 2,031 441 7,131 3,590 2,689 14,780 
Japan 1990 331 0 1,300 6,712 5,424 3,733 18,235 

1999 2,592 0 2,979 16,365 8,780 5,964 33,456 
Korea 1990 73 393 0 803 772 349 2,295 

1999 488 554 0 2,108 1,668 831 5,808 
Automotive products

China 1990 0 154 60 3,189 108 59 3,479 
1999 0 141 4 246 381 123 884 

Japan 1990 199 0 428 6,276 32,210 12,191 61,806 
1999 680 0 457 5,755 40,354 14,242 76,688 

Korea 1990 85 39 0 174 1,556 119 2,157 
1999 103 117 0 714 4,051 3,453 12,813 

Other transport equipment
China 1990 0 5 0 307 37 87 658

1999 0 369 304 2,455 1,001 1,042 5,748
Japan 1990 205 0 259 3,381 4,083 2,823 16,421

1999 499 0 221 3,559 9,588 5,031 28,844
Korea 1990 18 189 0 641 806 1,241 4,365

1999 31 92 0 1,313 896 2,303 8,901
Textiles

China 1990 0 663 94 4,856 574 768 7,219 
1999 0 1,603 1,000 7,790 1,241 1,125 13,193 

Japan 1990 436 0 556 3,141 678 773 5,854 
1999 2,265 0 371 4,602 616 686 6,597 

Korea 1990 143 520 0 2,602 785 550 6,084 
1999 1,770 385 0 5,365 1,379 851 11,621 

Clothing
China 1990 0 1,361 5 6,125 1,279 1,007 9,669 

1999 0 8,844 669 17,411 4,389 3,103 30,146 
Japan 1990 17 0 20 173 174 158 573 

1999 48 0 23 239 84 112 460 
Korea 1990 12 2,441 0 2,501 3,733 1,370 8,020

1999 140 1,114 0 1,357 2,448 719 4,883
Other consumer goods

China 1990 0 265 16 5,290 1,119 718 7,859
1999 0 4,444 405 13,394 16,992 7,116 41,854

Japan 1990 362 0 1,355 6,654 8,173 6,521 24,076
1999 1,548 0 2,318 14,807 12,593 7,882 37,669
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Table 7.10a. (Continued)
Korea 1990 68 1,641 0 2,300 5,187 2,136 10,418

1999 513 1,754 0 4,369 2,430 1,027 8,763

Source: Computed from World Bank’s database on foreign trade.

Table 7.10a’. Trade between China, Japan, and Korea               (exports, %)
Exporting Export Destinations
country China Japan Korea East Asia NAFTA EU 15 World

Iron and steel
China 1990 0.0 23.3 7.2 78.2 5.8 5.7 100.0

1999 0.0 14.7 14.9 59.3 16.2 12.3 100.0
Japan 1990 8.4 0.0 10.7 54.7 20.7 3.9 100.0

1999 11.4 0.0 14.2 67.0 15.2 3.2 100.0
Korea 1990 3.7 37.7 0.0 57.9 19.4 3.2 100.0

1999 16.7 18.8 0.0 61.0 19.8 5.3 100.0
Chemicals

China 1990 0.0 12.7 4.0 54.1 8.9 21.9 100.0
1999 0.0 11.7 5.8 43.4 15.6 21.4 100.0

Japan 1990 4.8 0.0 15.4 52.5 16.8 18.7 100.0
1999 9.8 0.0 11.3 54.8 22.1 16.6 100.0

Korea 1990 8.6 19.9 0.0 56.2 11.6 11.6 100.0
1999 28.1 8.2 0.0 65.8 8.4 8.8 100.0

Other semi-manufactures
China 0.0 6.5 3.7 56.2 9.9 15.1 100.0

1999 0.0 12.1 2.6 38.8 26.1 19.4 100.0
Japan 1990 2.8 0.0 7.0 36.5 30.9 14.6 100.0

1999 6.8 0.0 5.1 40.1 31.7 14.5 100.0
Korea 1990 1.7 17.3 0.0 36.5 29.3 13.8 100.0

1999 17.3 9.0 0.0 48.9 20.1 10.9 100.0
Machinery and transport equipment

China 1990 0.0 3.2 0.8 79.9 4.9 3.7 100.0
1999 0.0 12.4 3.4 45.8 25.3 18.5 100.0

Japan 1990 1.3 0.0 4.6 24.3 38.8 21.8 100.0
1999 4.1 0.0 4.1 29.8 37.4 19.2 100.0

Korea 1990 2.0 11.4 0.0 27.3 36.9 18.5 100.0
1999 4.5 6.9 0.0 33.4 28.5 19.1 100.0

Power generating machinery
China 1990 0.0 20.5 1.8 62.2 7.3 6.4 100.0

1999 0.0 30.2 6.0 66.8 12.0 10.2 100.0
Japan 1990 1.2 0.0 9.0 42.2 25.7 10.7 100.0

1999 8.6 0.0 6.2 39.9 31.8 14.0 100.0
Korea 1990 0.5 11.0 0.0 20.2 68.6 3.4 100.0

1999 11.1 8.6 0.0 33.0 45.8 9.7 100.0
Other non-electrical machinery

China 1990 0.0 2.7 0.8 64.3 7.8 5.3 100.0
1999 0.0 10.4 1.5 35.9 23.9 17.3 100.0

Japan 1990 2.5 0.0 11.9 42.6 26.3 17.3 100.0
1999 7.4 0.0 6.3 43.2 27.9 18.0 100.0

Korea 1990 2.8 13.6 0.0 44.2 31.4 9.2 100.0
1999 12.4 7.6 0.0 37.3 24.3 14.1 100.0
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Table 7.10a’. (Continued)
Office machines and telecommunications equipment

China 1990 0.0 1.3 0.1 88.8 3.5 2.7 100.0
1999 0.0 12.0 3.5 46.2 27.9 19.5 100.0

Japan 1990 1.5 0.0 4.0 24.2 39.7 28.2 100.0
1999 4.0 0.0 5.1 39.1 35.5 21.6 100.0

Korea 1990 2.0 13.8 0.0 31.0 37.1 19.7 100.0
1999 4.6 9.4 0.0 44.6 31.7 16.9 100.0

Electrical machinery and apparatus
China 1990 0.0 3.5 0.2 72.5 7.6 3.5 100.0

1999 0.0 13.7 3.0 48.2 24.3 18.2 100.0
Japan 1990 1.8 0.0 7.1 36.8 29.7 20.5 100.0

1999 7.7 0.0 8.9 48.9 26.2 17.8 100.0
Korea 1990 3.2 17.1 0.0 35.0 33.6 15.2 100.0

1999 8.4 9.5 0.0 36.3 28.7 14.3 100.0
Automotive products

China 1990 0.0 4.4 1.7 91.7 3.1 1.7 100.0
1999 0.0 16.0 0.5 27.8 43.1 13.9 100.0

Japan 1990 0.3 0.0 0.7 10.2 52.1 19.7 100.0
1999 0.9 0.0 0.6 7.5 52.6 18.6 100.0

Korea 1990 3.9 1.8 0.0 8.1 72.1 5.5 100.0
1999 0.8 0.9 0.0 5.6 31.6 26.9 100.0

Other transport equipment
China 1990 0.0 0.7 0.0 46.6 5.6 13.2 100.0

1999 0.0 6.4 5.3 42.7 17.4 18.1 100.0
Japan 1990 1.2 0.0 1.6 20.6 24.9 17.2 100.0

1999 1.7 0.0 0.8 12.3 33.2 17.4 100.0
Korea 1990 0.4 4.3 0.0 14.7 18.5 28.4 100.0

1999 0.3 1.0 0.0 14.7 10.1 25.9 100.0
Textiles

China 1990 0.0 9.2 1.3 67.3 7.9 10.6 100.0
1999 0.0 12.1 7.6 59.0 9.4 8.5 100.0

Japan 1990 7.4 0.0 9.5 53.7 11.6 13.2 100.0
1999 34.3 0.0 5.6 69.8 9.3 10.4 100.0

Korea 1990 2.4 8.5 0.0 42.8 12.9 9.0 100.0
1999 15.2 3.3 0.0 46.2 11.9 7.3 100.0

Clothing
China 1990 0.0 14.1 0.1 63.3 13.2 10.4 100.0

1999 0.0 29.3 2.2 57.8 14.6 10.3 100.0
Japan 1990 3.0 0.0 3.5 30.3 30.4 27.5 100.0

1999 10.4 0.0 5.1 52.0 18.3 24.4 100.0
Korea 1990 0.2 30.4 0.0 31.2 46.6 17.1 100.0

1999 2.9 22.8 0.0 27.8 50.1 14.7 100.0
Other consumer goods

China 1990 0.0 3.4 0.2 67.3 14.2 9.1 100.0
1999 0.0 10.6 1.0 32.0 40.6 17.0 100.0

Japan 1990 1.5 0.0 5.6 27.6 33.9 27.1 100.0
1999 4.1 0.0 6.2 39.3 33.4 20.9 100.0

Korea 1990 0.7 15.8 0.0 22.1 49.8 20.5 100.0
1999 5.9 20.0 0.0 49.9 27.7 11.7 100.0

Source: Computed from World Bank’s database on foreign trade.
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Table 7.10b. Trade between China, Japan, and Korea
(imports, US$ million)

Importing Import Sources
country China Japan Korea East Asia NAFTA EU 15 World

Iron and steel
China 1990 0 1,059 139 1,224 51 309 2,166 

1999 0 1,547 1,007 2,789 85 334 4,104 
Japan 1990 299 0 1,406 2,198 228 249 3,534

1999 469 0 1,134 2,074 204 123 2,654
Korea 1990 92 1,351 0 1,538 205 256 2,423

1999 478 1,924 0 2,539 75 179 3,166 
Chemicals

China 1990 0 735 211 1,866 1,275 780 4,422 
1999 0 2,910 2,971 8,251 2,362 1,319 13,033 

Japan 1990 476 0 491 1,779 4,891 4,713 12,747 
1999 1,199 0 864 3,903 5,844 6,093 17,633 

Korea 1990 148 2,378 0 2,781 1,872 1,341 6,211 
1999 596 3,365 0 4,694 2,206 1,603 8,991 

Other semi-manufactures
China 1990 0 390 74 1,447 152 340 2,028 

1999 0 1,292 1,536 4,180 687 1,088 6,268 
Japan 1990 241 0 749 3,456 1,885 2,663 8,960 

1999 1,782 0 800 6,149 2,378 1,862 11,245 
Korea 1990 138 978 0 1,628 604 732 3,093 

1999 386 968 0 1,678 598 743 3,194 
Machinery and transport equipment

China 1990 0 2,685 514 5,414 2,147 4,591 13,347
1999 0 11,582 3,517 21,664 7,206 11,914 42,244

Japan 1990 341 0 2,912 8,448 14,528 11,071 35,000
1999 7,270 0 5,385 35,799 22,641 13,313 72,814

Korea 1990 86 9,223 0 10,703 5,257 3,923 20,262
1999 1,988 11,834 0 19,497 13,114 4,704 38,052

Power generating machinery
China 1990 0 43 3 118 205 729 1,107

1999 0 483 97 768 523 762 2,250
Japan 1990 41 0 65 320 795 184 1,316

1999 574 0 75 1,034 1,162 386 2,647
Korea 1990 4 314 0 367 250 155 775

1999 114 349 0 545 561 302 1,435
Other non-electrical machinery

China 1990 0 883 51 1,335 678 2,325 4,710
1999 0 3,700 820 5,409 1,362 4,462 11,741

Japan 1990 62 0 244 1,051 2,067 3,186 6,879
1999 551 0 504 2,437 3,024 2,568 8,493

Korea 1990 17 4,243 0 4,427 1,461 2,415 8,573
1999 81 3,171 0 3,539 1,941 1,648 7,523

Office machines and telecommunications equipment
China 1990 0 1,025 284 2,489 316 348 3,184

1999 0 3,629 1,977 9,813 2,120 3,499 15,568
Japan 1990 41 0 1,983 4,894 5,402 671 11,077

1999 3,604 0 4,043 25,485 9,180 3,090 37,950
Korea 1990 2 2,678 0 3,576 1,821 344 5,778

1999 1,043 4,657 0 10,197 7,733 1,180 19,173
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Table 7.10b. (Continued)
Electrical machinery and apparatus

China 1990 0 331 73 862 112 386 1,428
1999 0 2,592 488 4,176 555 1,371 6,243

Japan 1990 38 0 393 1,256 975 966 3,289
1999 2,031 0 554 5,205 1,949 1,384 8,680

Korea 1990 2 1,300 0 1,449 383 269 2,138
1999 441 2,979 0 4,065 725 548 5,393

Automotive products
China 1990 0 199 85 294 51 314 948 

1999 0 680 103 837 243 397 1,559 
Japan 1990 154 0 39 273 1,369 5,435 7,133 

1999 141 0 117 609 1,998 5,173 7,838 
Korea 1990 60 428 0 512 240 242 996 

1999 4 457 0 474 454 256 1,237
Other transport equipment

China 1990 0 205 18 316 785 313 1,771
1999 0 499 31 661 2,404 1,423 4,883

Japan 1990 5 0 189 653 3,920 621 5,298
1999 369 0 92 1,028 5,328 712 7,205

Korea 1990 0 259 0 371 1,102 450 1,952
1999 304 221 0 676 1,700 769 3,291

Textiles
China 1990 0 436 143 1,460 69 72 1,649

1999 0 2,265 1,770 4,891 85 195 5,510
Japan 1990 663 0 520 1,741 291 1,236 3,819

1999 1,603 0 385 2,881 234 572 4,172
Korea 1990 94 556 0 884 127 293 1,477

1999 1,000 371 0 1,780 193 208 2,545
Clothing

China 1990 0 17 12 290 5 9 304
1999 0 48 140 2,317 8 39 2,374

Japan 1990 1,361 0 2,441 5,181 306 1,570 7,183
1999 8,844 0 1,114 10,796 444 1,420 12,819

Korea 1990 5 20 0 44 8 85 142
1999 669 23 0 719 14 167 930

Other consumer goods
China 1990 0 362 68 1,771 252 296 2,363

1999 0 1,548 513 3,499 952 998 5,769
Japan 1990 265 0 1,641 5,073 4,824 4,782 15,790

1999 4,444 0 1,754 11,940 6,856 5,212 25,222
Korea 1990 16 1,355 0 1,646 814 600 3,183

1999 405 2,318 0 3,299 1,505 1,315 6,331

Source: Computed from World Bank’s data base on foreign trade.

Table 7.10b’. Trade between China, Japan, and Korea (imports, %)
Importing Import Sources
country China Japan Korea East Asia NAFTA EU 15 World

Iron and steel
China 1990 0.0 48.9 6.4 56.5 2.4 14.3 100.0

1999 0.0 37.7 24.5 67.9 2.1 8.1 100.0



224 Shujiro Urata

Table 7.10b’. (Continued)
Japan 1990 8.5 0.0 39.8 62.2 6.5 7.0 100.0

1999 17.7 0.0 42.7 78.1 7.7 4.6 100.0
Korea 1990 3.8 55.8 0.0 63.5 8.5 10.5 100.0

1999 15.1 60.8 0.0 80.2 2.4 5.6 100.0
Chemicals

China 1990 0.0 16.6 4.8 42.2 28.8 17.6 100.0
1999 0.0 22.3 22.8 63.3 18.1 10.1 100.0

Japan 1990 3.7 0.0 3.8 14.0 38.4 37.0 100.0
1999 6.8 0.0 4.9 22.1 33.1 34.6 100.0

Korea 1990 2.4 38.3 0.0 44.8 30.1 21.6 100.0
1999 6.6 37.4 0.0 52.2 24.5 17.8 100.0

Other semi-manufactures
China 1990 0.0 19.2 3.7 71.4 7.5 16.8 100.0

1999 0.0 20.6 24.5 66.7 11.0 17.4 100.0
Japan 1990 2.7 0.0 8.4 38.6 21.0 29.7 100.0

1999 15.8 0.0 7.1 54.7 21.1 16.6 100.0
Korea 1990 4.5 31.6 0.0 52.6 19.5 23.6 100.0

1999 12.1 30.3 0.0 52.5 18.7 23.3 100.0
Machinery and transport equipment

China 1990 0.0 20.1 3.9 40.6 16.1 34.4 100.0
1999 0.0 27.4 8.3 51.3 17.1 28.2 100.0

Japan 1990 1.0 0.0 8.3 24.1 41.5 31.6 100.0
1999 10.0 0.0 7.4 49.2 31.1 18.3 100.0

Korea 1990 0.4 45.5 0.0 52.8 25.9 19.4 100.0
1999 5.2 31.1 0.0 51.2 34.5 12.4 100.0

Power generating machinery
China 1990 0.0 3.9 0.3 10.7 18.5 65.8 100.0

1999 0.0 21.5 4.3 34.1 23.2 33.9 100.0
Japan 1990 3.1 0.0 4.9 24.3 60.4 14.0 100.0

1999 21.7 0.0 2.8 39.1 43.9 14.6 100.0
Korea 1990 0.5 40.5 0.0 47.4 32.2 20.0 100.0

1999 8.0 24.3 0.0 38.0 39.1 21.1 100.0
Other non-electrical machinery

China 1990 0.0 18.7 1.1 28.3 14.4 49.4 100.0
1999 0.0 31.5 7.0 46.1 11.6 38.0 100.0

Japan 1990 0.9 0.0 3.6 15.3 30.1 46.3 100.0
1999 6.5 0.0 5.9 28.7 35.6 30.2 100.0

Korea 1990 0.2 49.5 0.0 51.6 17.0 28.2 100.0
1999 1.1 42.1 0.0 47.0 25.8 21.9 100.0

Office machines and telecommunications equipment
China 1990 0.0 32.2 8.9 78.2 9.9 10.9 100.0

1999 0.0 23.3 12.7 63.0 13.6 22.5 100.0
Japan 1990 0.4 0.0 17.9 44.2 48.8 6.1 100.0

1999 9.5 0.0 10.7 67.2 24.2 8.1 100.0
Korea 1990 0.0 46.3 0.0 61.9 31.5 6.0 100.0

1999 5.4 24.3 0.0 53.2 40.3 6.2 100.0
Electrical machinery and apparatus

China 1990 0.0 23.2 5.1 60.3 7.9 27.0 100.0
1999 0.0 41.5 7.8 66.9 8.9 22.0 100.0

Japan 1990 1.2 0.0 11.9 38.2 29.6 29.4 100.0
1999 23.4 0.0 6.4 60.0 22.5 15.9 100.0

Korea 1990 0.1 60.8 0.0 67.8 17.9 12.6 100.0
1999 8.2 55.2 0.0 75.4 13.4 10.2 100.0
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Table 7.10b’. (Continued)
Automotive products

China 1990 0.0 21.0 9.0 31.1 5.3 33.1 100.0
1999 0.0 43.6 6.6 53.7 15.6 25.5 100.0

Japan 1990 2.2 0.0 0.5 3.8 19.2 76.2 100.0
1999 1.8 0.0 1.5 7.8 25.5 66.0 100.0

Korea 1990 6.1 43.0 0.0 51.4 24.1 24.3 100.0
1999 0.4 36.9 0.0 38.3 36.7 20.7 100.0

Other transport equipment
China 1990 0.0 11.6 1.0 17.8 44.4 17.7 100.0

1999 0.0 10.2 0.6 13.5 49.2 29.2 100.0
Japan 1990 0.1 0.0 3.6 12.3 74.0 11.7 100.0

1999 5.1 0.0 1.3 14.3 73.9 9.9 100.0
Korea 1990 0.0 13.3 0.0 19.0 56.5 23.0 100.0

1999 9.2 6.7 0.0 20.5 51.7 23.4 100.0
Textiles

China 1990 0.0 26.4 8.7 88.5 4.2 4.4 100.0
1999 0.0 41.1 32.1 88.8 1.5 3.5 100.0

Japan 1990 17.4 0.0 13.6 45.6 7.6 32.4 100.0
1999 38.4 0.0 9.2 69.1 5.6 13.7 100.0

Korea 1990 6.3 37.7 0.0 59.8 8.6 19.8 100.0
1999 39.3 14.6 0.0 70.0 7.6 8.2 100.0

Clothing
China 1990 0.0 5.7 4.0 95.4 1.6 3.0 100.0

1999 0.0 2.0 5.9 97.6 0.3 1.6 100.0
Japan 1990 19.0 0.0 34.0 72.1 4.3 21.9 100.0

1999 69.0 0.0 8.7 84.2 3.5 11.1 100.0
Korea 1990 3.5 14.2 0.0 30.7 5.6 60.2 100.0

1999 71.9 2.5 0.0 77.3 1.5 18.0 100.0
Other consumer goods

China 1990 0.0 15.3 2.9 75.0 10.7 12.5 100.0
1999 0.0 26.8 8.9 60.7 16.5 17.3 100.0

Japan 1990 1.7 0.0 10.4 32.1 30.5 30.3 100.0
1999 17.6 0.0 7.0 47.3 27.2 20.7 100.0

Korea 1990 0.5 42.6 0.0 51.7 25.6 18.9 100.0
1999 6.4 36.6 0.0 52.1 23.8 20.8 100.0

Source: Computed from World Bank’s data base on foreign trade.

Notes

1. Urata 2001 provides various factors behind rapid trade expansion for
the East Asian countries, including China and Korea. They include
trade liberalization in East Asian countries and in other parts of the
world, stable macroeconomic performance on the part of East Asian
countries, and active FDI, which will be discussed below.

2. WTO 2000.
3. These figures are not shown in the table.
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4. The patterns of trade for selected manufactured products are shown in
the appendix table.

5. Urata 2001 discusses the factors that led to rapid FDI expansion, in
particular in East Asia. They include FDI liberalization, substantial
realignment of exchange rates, particularly the yen-dollar exchange
rate, and progress in information technology.

6. UN 2000. The figures on FDI in this section are taken from UN 2000,
except the figures on FDI interdependence in Table 7.3, which are
taken from OECD 1999.

7. It is difficult to compare wages internationally, mainly because of the
differences in the quality of labor. According to METI 2001a, the aver-
age annual wage in China is one-thirtieth that of Japan.

8. The Japan Bank for International Cooperation has conducted an annu-
al survey on FDI by Japanese companies. The 2000 Survey was con-
ducted in the summer of 2000. The survey questionnaire was sent to
786 manufacturing firms and 472 firms, or 60.1 percent, responded.
The results of the survey are published in Japan Bank for International
Cooperation 2001.

9. Urata and Kawai 2000 found that the availability of low-wage labor in
the host country is an important determinant of the location of Japan-
ese FDI.

10. The Ministry of Economy, Trade and Industry, or METI (formerly
MITI), has conducted a comprehensive survey of overseas activities of
Japanese firms every three years. For other years METI has conducted
a shorter survey. The most recent comprehensive survey was conduct-
ed in 1999 (METI 2001b). The survey, which inquired about activities
in 1998, was sent to 3,841 firms and 2,151 firms, or 56 percent of total,
responded.

11. Urata 1994 discusses the emergence of the interprocess production sys-
tem developed by Japanese firms in Asia.

12. See Borensztein et.al. 1998 and UN 1999 for empirical investigations of
the impact of FDI on economic growth. In both studies, the importance
of educated human resources in the host countries is identified in
order for the host countries to utilize the benefits of FDI.

13. See Urata and Kawai 2000 for a statistical analysis of the importance of
these factors on the locational determinants of FDI.

14. The Japan Machinery Exporters’ Association publishes various reports
discussing the problems faced by Japanese firms in their overseas
operation. 

15. Because of its wide coverage beyond elimination of tariffs and nontar-
iff measures, the Japan-Singapore FTA is formally named an economic
partnership agreement (EPA).
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Introduction

It is a historical fact that Northeast Asia—comprised of China, Japan, and
South and North Korea—has not fully exploited its potential benefits from
closer and more practical economic cooperation in the region. Even though
the recent world economic trend has witnessed active regional cooperation
typified by the North American Free Trade Agreement (NAFTA) among
the United States, Canada, and Mexico, MERCOSUR among the Southern
Cone countries of Brazil, Argentina, Paraguay, and Uruguay, the fifteen-
member European Union soon to be expanded further, ASEAN among
South Asian countries, and many others, there has been a surprising lack
of any formalized regional economic cooperation among the four coun-
tries of Northeast Asia. According to the latest IMF estimate, the total
world GDP in 2000 was $31.4 trillion at market exchange rates, up from
$30.5 trillion in 1999.1 The combined GDP of the four countries of North-
east Asia in 2000 was about $6 trillion, accounting for about one-fifth of the
world GDP, and the combined foreign exchange reserves of the four coun-
tries at the end of 2000 stood at $740 billion, about 40 percent of the total
world foreign exchange reserves of $1.9 trillion at that time. If we add $220
billion of foreign exchange reserves held by Hong Kong and Taiwan, the
Northeast Asian region accounts for half the total world reserves. Thus, as
a regional economic bloc, Northeast Asia can have a significant impact on
both the world economy in general and on its own economic development
in particular if the countries of Northeast Asia can devise practical ways to
strengthen economic cooperation as a win-win strategy.

As the ASEAN + 3 Summit Meeting has become an annual event in
recent years, along with more frequent ministerial and other subcabinet-
level meetings among the ASEAN + 3, there have been parallel three-way
meetings among China, Japan, and South Korea to discuss possible ways
to deepen economic cooperation in Northeast Asia. In recent years there
have also been a number of encouraging signs and certain tentative devel-
opments indicating that North Korea may be seriously interested in broad-
ening its relationship with the international community as part of the
effort to emerge from its prolonged isolation. Many observers ascribe its
motivation to the North Korean desire to develop its battered economy by
emulating in part the Chinese model of adopting limited economic
reforms while maintaining its socialist political system. 
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The desperate state of the North Korean economy has been well docu-
mented and widely reported.2 In rebuilding its economy, the country faces
perhaps one of the biggest challenges in securing a vast amount of needed
investment capital, especially in the critical area of infrastructure develop-
ment and modernization. For example, poor infrastructure accounts for
the unusually high transport costs in North Korea, where the cost of trans-
porting a 20-foot container from Inchon in South Korea to Nampo in North
Korea is four times higher than the cost of shipping the same container to
China. Any meaningful economic development of North Korea will
require huge sums of investment capital—especially external capital in
convertible foreign currencies—in order to procure the essential equip-
ment needed in modern technology. 

Nevertheless, development of North Korea’s infrastructure can also
contribute to closer economic cooperation among all Northeast Asian
countries and stronger competitiveness of these countries in the world
economy. For example, if the railway link between South and North Korea
is successfully established to resurrect the Trans-Korean Railway (TKR),
the two-way freight traffic between Japan and China can benefit from
much lower transport costs than the existing sea or air transport modes.
Similarly, if the TKR is connected to the Trans-Siberian Railway (TSR),
both Korean and Japanese exporters to Europe will be able to reduce their
transportation costs significantly, thereby enhancing their European trade
competitiveness. At the same time, North Korea can earn substantial for-
eign exchange by charging both Japanese and South Korean shippers user
fees for using its own railways in the TKR grid.

In addition to many political barriers to achieve a mutually beneficial
economic cooperation among the four Northeast Asian countries, success-
ful infrastructure development requires enormous sums of capital, espe-
cially foreign capital. This chapter discusses potential sources of foreign
capital for infrastructure development in Northeast Asia, especially North
Korea, which might be available in the near and medium term. There is
general agreement among experts that North Korea needs a large sum of
investment capital to resurrect its battered economy. While the precise
amount is extremely difficult to project by its very nature, South Korean
research institutes have come up with estimates ranging anywhere from
$40 billion to $2.24 trillion as the potential total cost for North-South unifi-
cation. This is based upon the German unification experience, where the
new unified German government expended annually a sum equivalent to
about 5–6 percent of the German GDP. 

Broadly, we can think of five potential sources of external capital for
infrastructure development in North Korea: international financial institu-
tions (IFIs), bilateral donor agencies, private international capital markets,
international bank loans, and foreign direct investment (FDI). These
sources of funds can act singly or collaboratively in providing funds for
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infrastructure development in Northeast Asia in general and for North
Korea in particular. For example, both IFIs and bilateral donor sources can
work together through international trust funds, as in the case of the Trust
Fund for Gaza and West Bank to support Palestine, where the funds came
from IFIs such as the World Bank as well as from other donor countries
directly. Similar arrangements have been made for financial assistance to
Kosovo, East Timor, and Bosnia. 

External development financing sources can vary among countries
depending upon a country’s development stage, its external credit rating,
and its degree of access to international financing sources. Among the four
countries of Northeast Asia, Japan has been generally a capital export
country during the past several decades due to its huge current account
surpluses accumulated over the years, resulting in its position as the
largest foreign exchange reserve holder in the world. China has enjoyed in
recent years its status as the largest recipient of foreign direct investment
among all the developing countries of the world, and it also has been high-
ly active in tapping both international capital markets and IFIs for long-
term development financing. South Korea has mainly relied upon interna-
tional capital markets for long-term financing, even though foreign direct
investment has also played an increasingly important role in recent years,
since the 1997 financial crisis. Like Japan, South Korea has graduated from
IFI financing due to its high per capita income, except for the temporary
reliance on IFIs in the immediate aftermath of the 1997 financial crisis, but
such financing was more for macroeconomic objectives than for financing
development projects. North Korea, on the other hand, has been relatively
isolated from international financing sources up until now due to its delib-
erate juche (self-reliance) policy.

Infrastructure and Economic Development

Infrastructure is an umbrella term for many activities sometimes
referred to as “social overhead capital,” and it may be classified into three
broad categories. First, public utilities include power, telecommunications,
piped water supply, sanitation and sewerage, and piped gas. Second, pub-
lic works include roads and major dam and canal works for irrigation and
drainage. Finally, other transport sectors include railways, urban trans-
port, ports, waterways, and airports. Infrastructure represents, if not the
engine, the wheels of economic activity. Good infrastructure raises produc-
tivity and lowers production costs, and it has to expand fast enough to
accommodate economic and population growth. The adequacy of infra-
structure helps determine one country’s success and another’s failure in
enhancing production, expanding trade, coping with population growth,
reducing poverty, and improving environment conditions. 
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A World Bank study finds that infrastructure capacity grows step-by-
step with economic output—a 1 percent increase in the stock of infrastruc-
ture is associated with a 1 percent increase in GDP in all countries.3 For
these reasons, each year developing countries invest about 4 percent of
their national output in infrastructure, representing a fifth of their total
investment. While most infrastructure services are provided by the private
sector in industrialized countries, the exact opposite has been the case in
developing countries, where governments own, operate, and finance near-
ly all infrastructure. Thus the record of success and failure in infrastructure
in developing countries is largely a story of government performance.
Infrastructure can deliver major benefits in economic growth, but only
when it provides services that respond to effective demand and does so
efficiently. While major investments have been made in infrastructure
stocks, in many developing countries these assets are not generating the
quantity and quality of services demanded. The costs of this waste are
high in terms of foregone economic growth and lost opportunities for
poverty reduction and environmental improvement.

To ensure efficient, responsive delivery of infrastructure services, a
number of developing countries in recent years have attempted to
improve the service delivery through commercial management, competi-
tion, and stakeholder involvement. Such a new focus includes managing
infrastructure like a business, not a bureaucracy, as has so often been the
case in many developing countries. Infrastructure can be viewed as a ser-
vice industry that responds efficiently to customer demand, and private
sector involvement in management, financing, or ownership is often need-
ed to ensure a commercial orientation in infrastructure. Private sector
involvement in infrastructure has been a growing phenomenon even in
developing countries. Such a development has been most noticeable in the
area of financing infrastructure with the use of private capital instead of
public funds.

Traditionally, new infrastructure projects in developing countries have
been predominantly financed with official funds. Even now, about 90 per-
cent of financial flows for infrastructure are channeled through a govern-
ment sponsor that bears almost all project risks. Tax revenues and govern-
ment borrowing are the predominant sources of infrastructure finance.
Borrowing, whether from official or private sources, is backed by a gov-
ernment’s full faith and credit and thus by its taxation powers. Under this
system, governments bear virtually all risks associated with infrastructure
financing. In recent years, however, innovative and diverse financing tech-
niques have been employed to support an accelerating transition from
public to private sector risk bearing in infrastructure projects. Private
sponsorship and financing offer the twin benefits of additional funds and
more efficient provision—especially valuable because substantial new
investments are needed to meet the growing demand for modern infra-
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structure services in Northeast Asia. Mechanisms for financing specific
stand-alone projects are contributing to the learning process as govern-
ments shift from being infrastructure providers to becoming facilitators
and as private companies and lenders take a more direct role. Private
financing is needed to ease the burden on government finances, but, more
importantly, it will encourage better risk sharing, accountability, monitor-
ing, and management in infrastructure provisions.

Since the late 1980s, private participation in infrastructure exploded in
both size and scope principally in two ways: through the privatization of
state-owned utilities and through policy reform that made possible the pri-
vate construction of new facilities in competition with, or as a complement
to, existing infrastructure entities. The principal new infrastructure entre-
preneurs are international firms seeking business in developing countries.
These multinational firms bring to bear not only their management exper-
tise and technical skills but also their credit standing and ability to finance
investments in developing countries. Major electric, telecommunications,
and water utilities in industrial countries face slowly growing demand
and increased competition due to deregulation in their home markets. As a
result, these private firms are vigorously seeking high-yield investments in
developing countries. Construction conglomerates are active in toll road
construction and in power projects, where they sometimes take an equity
interest. Some companies also specialize in stand-alone infrastructure pro-
jects, putting together financing packages and overseeing project develop-
ment and operation.

Many new infrastructure projects in the private sector are built by
“special-purpose corporations” that bring together private sponsors and
other equity holders. Project financing, which permits sponsors to raise
funds secured by the revenues and assets of a particular project, is often
used in new ventures that have no track record. New companies, as in
electric power generation, toll roads, or environmental infrastructure, have
only the prospect of a future earnings stream to support borrowing. For
them, a key issue is what recourse lenders have if investments fail to pro-
duce the expected returns. The use of nonrecourse or limited-recourse
financing, also known as project financing, is a market response to the
growing need for private sector involvement in infrastructure projects.
Such financing involves some of the sophisticated new techniques such as
BOT (build, operate, and transfer), BOO (build, own, and operate), and
BTO (build, transfer, and operate). Northeast Asian countries, especially
North Korea, can benefit from using both traditional and new financing
techniques in their infrastructure development. 
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International Financial Institutions

Since the end of World War II, a number of IFIs have been established for
the express purpose of providing external finance and technical assistance
to developing countries. The oldest and best known among them is the
World Bank Group, which is composed of three operational agencies: the
International Bank for Reconstruction and Development (IBRD), the
International Development Association (IDA), and the International
Finance Corporation (IFC). Along with the World Bank, the other twin IFI
born at the 1944 Bretton Woods Conference is the International Monetary
Fund (IMF). IBRD loans have maturities of fifteen to twenty years in gen-
eral at an interest rate of 6 to 7 percent, calculated on the basis of annual
weighted long-term borrowing costs of the World Bank’s international
bond issues plus a 0.5 percent margin. IDA credits have much longer
maturities of thirty-five to forty years and carry no interest except for
annual service charges of 0.5 to 1 percent, and they are available to poorer
developing countries whose per capita GNP as of 1996 was below $925.
According to an estimate by the Bank of Korea, the per capita GNP of
North Korea stood at $573 in 1998, thus making the country eligible for
IDA assistance. Both IBRD and IDA made total new commitments of $29
billion in 1999 and $15.3 billion in 2000. That year some 26 percent of these
commitments were for infrastructure projects, including electricity and oil
and gas, and 22 percent for human development projects such as educa-
tion, which is a sort of “soft infrastructure” compared to the hard infra-
structure projects such as transportation and power projects.

The IFC is the private sector assistance arm of the World Bank Group.
While IBRD and IDA loans are extended to governments and government
agencies of developing countries, the IFC makes loans as well as equity
investments exclusively for the private sector firms in developing coun-
tries, without any government guarantees. Since private firms in North
Korea are almost nonexistent at present, the IFC might be less relevant at
this stage; but it can play a useful role later when foreign direct investment
leads to the establishment of private business entities either as stand-alone
companies or as joint venture firms in partnership with North Korean host
organizations. The IMF has many lending facilities, ranging from five-year
credit tranche loans to ten-year extended fund facilities. The IMF equiva-
lent to IDA credits is the Poverty Reduction and Growth Facility (PRGF),
available only to the poorest developing countries with the same per capi-
ta GNP cap of $925 as of 1996 as for IDA credits.

The real problem, though, is that normal financial assistance from the
IMF and the World Bank Group is available only to their member coun-
tries. The same is true of other regional IFIs such as the Asian Develop-
ment Bank, the Inter-American Development Bank, the African Develop-
ment Bank, and the European Bank for Reconstruction and Development.
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Unfortunately, North Korea is not a member of any IFI. In April 1997, the
country made its first formal attempt to join an IFI by officially applying
for a membership in the Asian Development Bank (ADB). The ADB, head-
quartered in Manila, has IDA credit equivalents known as the Asian
Development Fund (ADF) credits. ADF credits have a maturity of thirty-
five to forty years and carry no interest rates except for an annual service
charge of 1 percent. Despite strong support for the North Korean member-
ship application from China, South Korea, and several other Asian devel-
oping countries, the two largest ADB shareholders—the United States and
Japan—have been against admitting North Korea into the ADB, and their
vetoes have effectively stalled the North Korean application. North Korea
has continued to show its interest in the ADB membership by writing a
formal letter in the summer of 2000 reminding the ADB board of its 1997
application.

Admission of North Korea into such IFIs as the ADB, the World Bank,
and the IMF is contingent in practical terms upon the agreement of both
Japan and the United States. The U.S. government withholds its agreement
primarily due to the fact that since 1988, North Korea has been on the U.S.
government’s list as one of the seven countries supporting international
terrorism. The other six countries on the list are Cuba, Iran, Iraq, Libya,
Sudan, and Syria. Furthermore, North Korea is considered a violator of the
missile technology control regime. U.S. government officials have hinted
on various occasions that North Korea has to satisfy the United States on
the terrorism issue, ballistic missile-related matters, and transparency in its
nuclear program before they can support North Korean membership in
IFIs. Japan, on the other hand, wants a satisfactory conclusion of the case
of alleged North Korean kidnapping of Japanese citizens before it can con-
sider supporting North Korean membership. Any membership in the
World Bank has to be preceded by North Korean admission to the IMF. It
is generally understood that North Korean membership in the IMF would
be similarly opposed by the United States and Japan, thus effectively pre-
cluding North Korea from becoming a member of both the IMF and the
World Bank.

Since it will take some time for North Korea to be admitted into the
IFIs, it might explore the avenue of international trust funds administered
by IFIs even for their nonmembers. As mentioned previously, in 1993 the
World Bank participated in establishing the Trust Fund for Gaza and West
Bank for the express purpose of assisting Palestine, which is still not a
member of the World Bank. This trust fund raised over $400 million
through June 2000—including almost $300 million from the World Bank
out of its accumulated net profits and the rest from other donor coun-
tries—and these funds have been disbursed for various development pro-
jects in Palestine. In 1999, the World Bank and the Asian Development
Bank collaborated to establish the Trust Fund for East Timor, which
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received funds from the World Bank Group as well as many individual
donor countries such as Japan, Portugal, and Australia. These funds have
been used to finance many development projects in East Timor, which was
not yet a member of the World Bank and the ADB. Similar trust funds
were also established to assist Bosnia in 1996 and Kosovo in 1999, both of
which were not members of any IFI at that time. North Korea should
explore a similar approach until it becomes a formal member of the ADB
and the World Bank. 

Some prominent experts in the United States and South Korea have
recently proposed establishment of a new Northeast Asian Development
Bank (NEADB) as a separate IFI with the implicit purpose of assisting
North Korea. NEADB would be engaged in development financing in
northeast China, Siberia, and Mongolia, along with North Korea. At this
point, however, it is not clear whether potential donor countries such as
the United States and Japan are likely to participate in such a bank. Both
the U.S. and Japanese governments might feel that it would overlap simi-
lar functions already being performed by the World Bank and ADB, except
for assistance to North Korea. But it is critical to persuade these two coun-
tries, as well as Western European countries, to join in the new NEADB.
Without the active support of these major donor countries, the new bank is
not likely to collect enough capital to become a viable IFI with the requisite
triple-A credit rating, which is essential for NEADB in order to tap interna-
tional capital markets to raise funds successfully. All IFIs fund their opera-
tions mainly by issuing bonds in international capital markets, and thus
high credit ratings are essential for successful bond issues. Both the ADB
and the World Bank carry the highest credit rating of triple-A due to the
strong financial backing of major industrialized member countries such as
the United States, Japan, the United Kingdom, and Germany. Without
their active support, the new NEADB is not likely to receive a high credit
rating, and thus its ability to issue bonds successfully at reasonable interest
rates in international capital markets would be severely handicapped.

Private Foreign Direct Investment

If North Korea provides a favorable environment for foreign direct invest-
ment (FDI) by enacting the necessary laws and regulations regarding
property rights, profit remittances, accounting and taxes, labor standards,
and so on, it could attract FDI as in the cases of China and Vietnam. The
country possesses potential attractions for certain projects with labor-
intensive assembly and manufacturing components, given the low-cost
but highly adaptable labor forces there. North Korea has developed a spe-
cial economic zone (SEZ) in the Rajin-Sonbong area, which has so far suf-
fered from its remoteness to potential market places and poor infrastruc-
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ture. Fortunately, there are plans to develop other SEZs in places such as
the Haeju District on the western coast just north of Inchon, which is a
major South Korean port and next to the main airport for the Seoul metro-
politan area, as well as in Kaesong City just north of the demilitarized
zone, with easy access from South Korea. It is reported that the Hyundai
Group would develop the necessary infrastructure and then lease the sites
to Korean and other foreign investors. Most initial FDI would be export
oriented, given the negligible local market in North Korea. Furthermore,
most FDI might employ modern project finance methods that are not
dependent upon the host entity’s credit standing or balance sheet but
rather upon the potential cash flows of the project itself. In such cases,
some of the modern innovative project financing techniques such as BOT
or BOO can be very useful in minimizing project risk on the part of foreign
investors.

In recent years, many countries have been moving toward the use of
limited-recourse financing techniques as a way to avoid the risks involved
in major new project developments. The popularity of the techniques lies
in the belief that they might prevent losses and reduce the danger of piling
up large debts. The trend marks a definite move away from recourse deals
financed mainly by conventional credits carrying full sovereign guaran-
tees. Limited-recourse financing techniques are part of off-balance-sheet
project financing, which also includes various forms of lease as well as the
take-or-pay contracts.

In an operating lease, the lessor not only keeps the title but also carries
out routine upkeep such as maintenance and repairs of the leased proper-
ty. In a financial lease, however, the lessee, who also pays the property tax
and insurance premium to protect the leased property, performs these
tasks. If the lessee has the right to purchase the leased property at the end
of the lease period, such a financial lease is also called a hire purchase.
Some countries, however, do not permit leases of a hire purchase type.
Another type of financial lease is the project lease, in which the facility to
be leased is financed by conventional bridge financing during its construc-
tion period. Only when the construction process is complete, the project
lease comes into effect. Similar to the project lease is a sale-and-lease-back,
under which a facility that has been in operation is sold to the lessor and
leased back.

The take-or-pay contract, typical in a large pipeline construction pro-
ject, is signed, for example, between a pipeline company (the project enti-
ty) and a group of oil or gas companies that will actually utilize the
pipeline. Under the contract, the users agree to pay the project entity a
fixed sum per annum for an extended period of time regardless of whether
the full pipeline capacity is utilized or not. The fixed payment is set at such
a level as to be sufficient to service the long-term debt incurred to finance
the pipeline construction as well as an adequate return on equity for the
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project sponsors. The debt financing is on a nonrecourse basis, collateral-
ized by the long-term take-or-pay contract.

The limited-recourse financing was first pioneered in the early 1970s
for developing the North Sea oil fields. It took some elements of risk off
the balance sheets of the oil companies and handed them to the creditor
banks. For a number of smaller companies, without the assets to back con-
ventional loans, financing off the back of the future proceeds of their oil
was the only way of raising the necessary capital. The concept of limited-
recourse financing, which relies more on the project’s future cash flows
than on the creditworthiness of a project entity, has since been applied to
other revenue-generating projects, including certain infrastructure pro-
jects. As the trend toward privatization has become more fashionable, lim-
ited-recourse infrastructure projects have also gained popularity. There are
two main categories of limited-recourse financing: BOT and BOO.

BOT and BOO Schemes

In both BOT and BOO, the project is designed, built, and then operated by
a private entity. With BOT, the project developer is provided a certain
number of years of positive revenues to compensate for his investment,
after which the project reverts to the government. An example is the Chan-
nel Tunnel, where Eurotunnel—a private company created for the pur-
pose—has been granted a fifty-five-year concession on Channel Tunnel
traffic before the UK and French governments take it over. In BOO, how-
ever, the title to the project does not revert to the government. BOT and
BOO have been promoted as a way for LDCs to build infrastructure pro-
jects without having to pay out of the government expenditure budget.
The World Bank is keen to promote some private sector initiative and first
tried the concept with three BOO power plants in Pakistan, among others.
It put up 15–20 percent of the initial equity for two plants built by Saudi
Arabia’s Xenel Industries and the United Kingdom’s Hawker Siddeley
Power Engineering. The third was built by the U.S.–Pakistani venture
Pyropower-Parkland-Bechtel. When the plants became fully operational,
the new companies floated their shares on local stock exchanges.

The World Bank’s interest in limited-recourse techniques is also shared
by many private financial institutions, which consider BOT and BOO as
appropriate for many LDC projects. Although the concept is not new—
many railways throughout the British Empire were built this way, as were
the Suez Canal and Hong Kong’s Cross-Harbor Tunnel—it has yet to gain
wide acceptance outside Europe and the United States. One country that
has also shown interest in BOT is Turkey. The first of five thermal power
stations has been awarded to a consortium led by Australia’s Sea-Pac Con-
trol Services. But the excessively long gestation period for the project has
been agonizing, and Sea-Pac’s bid won only because the State of Queens-
land matched the Turkish government in taking an equity stake in the pro-
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ject. Part of the deal is a port and coal terminal with an annual capacity of
10 million tons of (Australian) coal, although the power station will use
only 3 million tons a year. This does give the impression to many
observers that the project is simply a cheap way of distributing Australian
coal to Europe.

The stickiness of raising the equity for Sea-Pac’s $1.2 billion project
brings into question whether BOT or BOO are suitable for larger projects
like the proposed $3.2 billion nuclear power station in Indonesia. The pro-
ject requires a 25 percent equity investment from private developers, but
this does raise serious questions as to whether any private sector investor
is prepared to plow $800 million of equity into Indonesia. Another prob-
lem is repatriating funds. Unless BOT or BOO are natural foreign
exchange producers such as a mining project whose products are destined
for exports, a developer will have to convert local currency earnings into
convertible currencies. This is further complicated in infrastructure pro-
jects (such as roads or bridges) by sociopolitical issues, including keeping
tolls down and the question of government cross-subsidies. 

In Pakistan’s projects, this problem has been resolved by the World
Bank’s intervention to secure the private sector ’s investment. Parts of the
power-purchasing agreement guarantee the private developer an adequate
return adjusted to foreign exchange fluctuation. There is also an agreement
that the central bank will provide foreign exchange to foreign project spon-
sors in order to repatriate the profits. Many governments in developing
countries are using BOT and BOO to get the private sector to rekindle pro-
jects the public sector could not make happen due to the projects’ inherent
weakness in future cash flows.

Application for Northeast Asian Countries

With North Korea’s weak economic and financial position, it may be espe-
cially difficult to arrange conventional long-term credits for project financ-
ing. Thus it is important to isolate the project as much as possible from the
country risks. If adequately structured for certain infrastructure projects,
both BOT and BOO schemes can provide a viable alternative for project
financing. Malaysia provided one of the early examples of BOT in a devel-
oping country with the L30 million Labuan Water Supply Project. The state
water authority awarded a concession to a private consortium (Labuan
Water Supply Bhd) for the construction and operation of a water treatment
plant and pipeline for the island that lies off the coast of Sabah. Similarly,
in order to upgrade North Korea’s railways as part of TKR, South Korea’s
Railways Agency might provide the needed guarantees.

Why are private contractors willing to take on the additional risks that
limited-recourse financing in general, and BOT in particular, bring with
them? These techniques have several advantages. For many engineering
companies, running a project can be a useful diversification away from
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just construction and engineering work. In what is a cyclical business, it
enables them to permanently retain a higher proportion of their skilled
staff when the construction market is in a down cycle. At the same time it
diversifies their income stream. BOT has emerged as developing countries
have sought to obtain a longer-term commitment from contractors by
imposing equity requirements and technical or operating support on
potential projects. Given the competitive environment in Northeast Asia,
requiring equity in the company set up to build and operate a project can
become increasingly accepted as part of the cost of a project deal to be
used by Japanese and South Korean firms.

A similar technique can be used to develop a mining project in North
Korea, as in the case of Chile’s $1.1 billion Escondida copper mine project.
The world’s third largest copper vein was discovered in 1981 in Escondi-
da, Chile. But it wasn’t until 1986 that the supporting finance package took
form, coordinated by the project finance team at NM Rothschild (London),
which acted as advisers to the project sponsor, Mineral Escondida. The
structure is composed of a debt package worth $680 million and equity
making up the shortfall between loans and final costs. Debt financing com-
prises both import and export financing, with import financing making up
the bulk of funds. The operator is Mineral Escondida Limited, a joint ven-
ture company comprising Rio Tinto Zinc (RTZ, UK), BHP Utah Interna-
tional (a subsidiary of Broken Hill Proprietary, Australia), and a Japanese
consortium comprising Mitsubishi Corporation, Mitsubishi Mining, and
Nippon Mining. Around $100 million was initially invested in the joint
venture, with more to follow. BHP Utah holds 57.5 percent, RTZ 30 per-
cent, IFC 2.5 percent, and the Japanese consortium holds the rest. Mineral
Escondida has a twenty-year foreign investment agreement with the
Chilean government, although the mine has an expected life span of over
fifty-two years, with reserve deposits in the region of 2.1 billion tons; the
mine itself is expected to exploit only 660 million tons.

In both BOT and BOO, the private sector company has the technical
expertise to operate the plant, such as a power plant BOT organized by an
electric utilities company. If the private investors do not have such techni-
cal expertise to operate the plant, as in the case of a power plant BOT
invested by a trading company or a bank, the private company may lease
the plant for a fixed number of years to the government utilities agency
that will operate the plant to generate electricity. After the investment
costs, as well as the required returns on investments, are recovered
through the lease receipts by the private investors, plant ownership will be
transferred to the public utilities agency. Such an arrangement is known as
a build, lease, and transfer (BLT) contract.

Under a lease, operate, and transfer (LOT) contract, a foreign company
such as a Japanese or South Korean electric power company leases the pre-
maturely mothballed power plant from a local public utilities agency,
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which has decided to shut down the power plant prematurely due to
neglected regular maintenance and repairs resulting from recurring bud-
get shortfalls. In many developing countries, the capital expenditures are
often more easily available from public sources, while the recurrent expen-
ditures for timely repairs and maintenance, once the plant is completed
and in operation, are not readily available due to tight budgetary situa-
tions. As a result, many plants experience frequent shutdowns due to the
lack of regular maintenance and become increasingly costly to operate. In
these cases, the public agency may decide to mothball the whole plant. A
foreign company can then come in and lease the mothballed plant for a
fixed number of years and, after the needed repairs with new parts and
other necessary supplies, operate the plant and generate electricity to sell
to the public utilities agency or others. After the necessary investment
returns are realized during the lease and operation period, the foreign
company will return the plant back to the public agency.

If the North Korean government is reluctant to have a foreign private
company own the title to its public infrastructure projects such as power
plants, toll roads, or railways, they may be interested in the concept of
build, transfer, and operate (BTO). In a BTO project for a new port or toll
road, private firms first build the facility at their own cost and immediate-
ly transfer the title to the government, while still operating the facility and
collecting the revenues for a fixed number of years, long enough to recover
their investment costs and agreed-upon profits. Some South Korean infra-
structure projects have been built on a BTO basis. Under North Korea’s
strict socialist system of government ownership of all industrial and infra-
structure facilities, BTO—rather than BOT or BOO—might be more
relevant.

International Capital Markets

North Korea might someday be able to tap the vast international capital
markets by issuing different types of bonds, initially guaranteed by IFIs as
in the case of the first Hungarian Eurobond issue guaranteed by the World
Bank. Before tapping the international capital markets, however, North
Korea has to resolve its international debt arrears. According to a recent
estimate, North Korea owes a total of $12 billion to foreign creditors. A sig-
nificant portion of the debt is owed to Western creditors such as banks,
while the rest is owed mainly to China and the former Soviet Union. These
debts are practically in default, and their resolution should first be accom-
plished through the Paris Club for debts owed to foreign governments and
their agencies and the London Club for debts owed to private bank credi-
tors. Most developing countries have resolved their foreign debt problems
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through such forums, and North Korea would not be unique in resorting
to these well-known international debt-restructuring mechanisms. 

Once North Korea resolves its foreign debt problem—and if the coun-
try is admitted into such IFIs as the World Bank and ADB with the support
of their financial guarantee programs—it might be able to tap international
capital markets by issuing international bonds similar to Eurobonds. The
size of international financial markets is huge and growing rapidly. In
2000, an amount of over $1.1 trillion in new long-term bonds was raised in
international capital markets, while the total amount of new syndicated
long-term international bank loans was about $1.5 trillion, for a total of
$2.6 trillion of long-term funds raised in international financial markets. In
addition, about $850 billion was raised in 2000 in the form of short-term
international money market instruments such as euro commercial paper.

Size of International Financial Markets (in US billions of new
funds raised)

1999 2000
International bonds 1,215 1,138
Syndicated bank loans 1,026 1,460
Short-term instruments 710 850
Total 2,951 3,448
Source: Bank for International Settlements, International Banking and
Financial Market Developments, March 2001.

There are a number of debt-financing sources available for project
financing. Some of these instruments have equity features such as convert-
ible bonds and bonds with warrants. Others are purely debt-financing
instruments. For example, Euronotes are short-term euro commercial
paper (ECP) backed by long-term Euronote guarantee facilities such as
NIF (note issuance facility), RUF (revolving underwriting facility), and so
on. Suppose North Korea wants to borrow $50 million at a floating interest
rate for seven years to build a cement plant. The country usually has two
alternatives: seven-year Eurocredit from an international syndicate of
banks at, say, six-month LIBOR (London inter-bank offered rate for
Eurocurrency funds) plus a spread of 3 percent; and seven-year floating-
rate notes (FRNs) at six-month LIBOR plus a spread of 2 15/16 percent.
FRNs are likely to cost slightly less (in this example, 1/16 percent) due to
the liquidity of FRNs as compared to generally illiquid Eurocredit. How-
ever, the borrower has a third alternative: issuing six-month Euronotes at
six-month LIBOR plus a spread of only 2 percent backed by seven-year
NIF. The spread over LIBOR in this case is 2 percent because Euronotes are
short term with only a six-month maturity. Since the borrower needs the
money for seven years, not six months, the seven-year NIF takes care of
the maturity mismatch.
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In this case, NIF is a guarantee provided by a group of banks to the
borrower that—if the borrower cannot sell $50 million six-month
Euronotes at the maximum rate of LIBOR plus 2 percent during any of the
fourteen times that Euronotes are issued—the guarantee banks would pur-
chase any unsold portion of the Euronotes. In this sense, either NIF or RUF
is a purchase guarantee or backup credit availability guarantee provided
by a group of banks to the borrower. Therefore, even though the Euronotes
are short term in a strict legal sense, in fact they are equivalent to long-
term borrowings. Unlike a normal revolving credit line, a short-term
Euronote issue backed by a long-term guarantee facility should be consid-
ered a long-term borrowing due to the ironclad guarantee facilities such as
NIF or RUF. Any saving in the spread over LIBOR due to a positive yield
curve between short-term and long-term rates—in the above example, the
difference between 2 percent and 3 percent—would be divided between
the borrower and the guarantor banks, which are compensated for their
backup guarantee facilities in the form of management fee, facility fee, uti-
lization fee, and so on. 

NIF and RUF are different from a revolving credit line in that the latter
involves actual credit extension by a bank to its client on a revolving basis,
while the former involves only the provision of a contingent credit facility
in case the beneficiary of NIF or RUF cannot resell or reissue its short-term
Euronotes at a prespecified rate. In this sense, the banks providing NIF or
RUF facility act only as the backup credit sources, while the primary credit
sources are the investors who purchase the short-term Euronotes. Origi-
nally, Euronotes were issued with the RUF guarantee, under which the
guarantee banks provided the backup purchase facility, while an invest-
ment bank would handle the marketing of Euronotes to potential investors
every six months. However, many guarantee banks gradually demanded
the role of market makers as well, which is known as NIF. There are other
Euronote guarantee facilities, such as the multiple options facility (MOF),
the global note facility (GNF), and the transferable RUF (TRUF). Under
MOF, the borrower is allowed to get financing for the six-month period,
when the issuer cannot sell Euronotes successfully, through any of the
many possible ways such as a six-month bank loan, banker’s acceptance
facility, and so forth. GNF allows the borrower to switch back and forth
between the U.S. and euro commercial paper market, whichever is more
advantageous to the borrower at the time of each issue. Under TRUF, each
guarantor bank has the ability, usually subject to the prior approval of the
borrower, to transfer all rights and obligations under its underwriting
commitment to another bank at any time during the life of the facility.

Since their emergence in the mid-1980s, euro medium-term notes
(EMTNs) have now become the predominant way of issuing international
debt. The EMTN market has become bigger than its parent, the U.S. MTN
market. Originally, the MTN market was established in the early 1970s in
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the United States as an alternative to short-term financing in the commer-
cial paper market and long-term borrowing in the traditional bond market;
thus the name medium term. In the 1980s, the U.S. MTN market evolved
from a relatively obscure niche market dominated by the automobile
finance companies into a major source of debt financing for several hun-
dred large corporations. By the mid-1980s, the EMTN market also
appeared to compete with the U.S. MTN market. Most MTNs are non-
callable, unsecured, senior-debt securities with fixed coupon rates. They
have generally differed from traditional bonds in their primary distribu-
tion process. MTNs have traditionally been sold on a best-effort basis by
investment banks and other broker-dealers acting as agents. Hence,
EMTNs normally do not have a feature equivalent to a commitment
amount. Unlike traditional bond issues, there was no underwriting syndi-
cate for typical MTN issues. Also, unlike corporate bonds, which are typi-
cally sold in large, discrete offerings, MTNs are usually sold in relatively
small amounts either on a continuous basis or on an intermittent basis. 

Borrowers with MTN programs have great flexibility in the types of
securities they may issue. As the market for MTNs has evolved, issuers
have taken advantage of this flexibility by issuing MTNs with less conven-
tional features. Many MTNs are now issued with floating interest rates or
with rates that are computed according to unusual formulas tied to equity
or commodity prices. Also, many include calls, puts, and other options.
Furthermore, maturities are not necessarily “medium term”—they have
ranged from nine months to thirty years and longer. Moreover, like corpo-
rate bonds, MTNs are now often sold on an underwritten basis and offer-
ing amounts are as large as those of bonds. Indeed, rather than denoting a
narrow security with an intermediate maturity, an MTN is more accurately
defined as a highly flexible debt instrument that can easily be designed to
respond to market opportunities and investor preferences.

A convertible bond is a fixed-rate bond that may, at the option of the
bondholder, be converted into the equity of the borrower or its parent. The
price at which the bond is convertible into shares, known as the conver-
sion price, is set at the time of issue and will be at a premium to the market
price of the equity at the time of issue. The conversion option on the bond
may be exercised at one specified future date or within a range of dates
known as the window period. The conversion right cannot be separated
from the debt. The instrument allows an investor to participate in the
appreciation of the underlying share value while limiting the entire equity
holder risk. A convertible bond will generally pay a coupon rate higher
than the dividend rate of the underlying equity at the time of issue but
lower than the rate of a comparable bond without a conversion option.

An exchangeable bond is similar to a convertible bond, except that the
bond will be convertible into the shares not of the issuer but of a third
party. Such bonds are often issued by a government agency that cannot
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sell their own shares but can promise to exchange the bonds for some of
the shares of a state-owned enterprise held by the government agency.
Exchangeable bonds are used as part of the privatization of state-owned
enterprises. For example, early in 2001 the government of Pakistan floated
a large dollar-denominated Eurobond issue whose bonds are exchangeable
into the government-held shares of a state-owned enterprise that Pakistan
wants to privatize anyway. The issue was hugely successful, leading Pak-
istan to raise the amount of the Eurobond issue.

Equity warrant bonds are debt securities that incorporate warrants
giving the holder the option to purchase equity in the issuer, its parent
company, or another company during a predetermined period or on one
particular date. The warrants are detachable and may be traded separately
from the debt security. The exercise of the equity warrant will normally
increase the total capital funds of the issuer because the debt is not
replaced by equity, remaining outstanding until the date of its redemption.
The warrant on the bond has a fixed strike price. The issue of equity war-
rant bonds reduces the funding costs for borrowers because the investor
will generally accept a lower yield in anticipation of the future profit to be
gained from exercising the warrant.

The international capital markets have been a fertile ground for finan-
cial innovations during the past couple of decades. In addition to the mar-
ket instruments described in the previous sections, there are standard,
more traditional debt instruments utilized by borrowers around the world.
Eurobonds were first issued in 1963, perhaps the oldest and first interna-
tional bonds created in the post–World War II period. They are different
from foreign bonds in that they are issued without being subject to any
country’s securities laws or regulations and generally underwritten by
international syndicates of banks without being registered with any
national securities regulators. However, in order to attract institutional
investors that may be limited to investing in only listed securities, they are
often listed on London or Luxembourg stock exchanges, even though sec-
ondary market trading takes place over the counter. In contrast, foreign
bonds are issued in a domestic capital market by nonresident issuers, and
they are subject to the market country’s securities regulations and registra-
tion requirements. There are many types of Eurobonds: convertible, zero-
coupon, indexed, dual-currency, and step-up put Eurobonds. The last one
includes a put option given to the investors who can exercise the options
at the end of the first period; otherwise, the bonds become due at the end
of the second maturity period at a higher coupon rate.

Global bonds are a combination of foreign bonds and Eurobonds,
launched simultaneously in the U.S., European, and Asian markets. Trad-
ing takes place in and between all three markets, and transactions can be
settled through both domestic and international clearing systems. Global
bonds are an attractive financing source for issuers wishing to access a
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wide investor base. The first global bonds were issued mostly by multina-
tional corporations from developed countries and supranational issuers. In
recent years, however, a number of sovereign issuers from developing
countries such as Argentina, Mexico, and China have utilized them. Global
bonds may be issued in any currency, but, since the first global bond issue
in 1989, they have been denominated in only five currencies: U.S. dollar,
Japanese yen, Canadian dollar, German mark, and Australian dollar.
Investors have been predominantly institutional rather than retail, with a
minimum trading size of $1 million and up.

Brady bonds, named after the former U.S. Treasury secretary, are
issued in exchange for commercial bank loans (and in some cases, unpaid
interest) of developing countries in order to reduce their debt service bur-
den. First issued by Mexico in early 1990, Brady bonds provide a mecha-
nism by which debtor countries can repackage their existing commercial
bank loans into marketable bonds in a debt-for-bond swap. They are dollar
denominated and issued in the Euromarkets in exchange for bank loans.
The principal of the bond is usually (but not always) collateralized by spe-
cially issued U.S. thirty-year zero-coupon Treasury bonds purchased by
the debtor country with funds provided from the IMF and World Bank
loans and their own foreign exchange reserves. Interest payments on
Brady bonds, in some cases, are partially guaranteed by securities of high
credit quality held with the Federal Reserve Bank of New York to cover
interest payments of about one to two years. There are several different
types of Brady bonds. Par bonds are issued to the same value as the origi-
nal bank loan, but the coupon on the par bonds is below market rate. Dis-
count bonds are issued at a discount to the original bank loan, but the
coupon is at market rate. Debt conversion bonds are issued at the same
value as the original loan but on the condition that “new” money is pro-
vided in the form of new money bonds. Front-loaded interest reduction
bonds are issued with low initial fixed-rate coupons, which step up after
the first few years. Other Brady bonds are past due interest bonds, interest
due and unpaid bonds, and interest arrears bonds.

International Bank Loans

North Korea might in the future access the international banking commu-
nity the way it did in the 1960s and early 1970s until it started to default on
foreign bank loans from the mid-1970s. Of course, it has to resolve the out-
standing foreign bank debt arrears through the London Club, as men-
tioned earlier. These days, the most prevalent way for developing coun-
tries to tap the international banking market is through syndicated bank
loans known as Eurocredits, at floating interest rates. Many of these syndi-
cated loans could be coupled with project financing in which a credible
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foreign company acts as the project sponsor. Syndicated loans are general-
ly medium to long term in maturity, and they can raise a large sum rela-
tively quickly because many international banks join together in the loan
syndicate, thus spreading each bank’s credit risk to a manageable level.
Syndication has been and will continue to be a central tool that banks use
to meet their customers’ needs for large-scale funds. Through syndication,
banks can offer a customer the total service that would be beyond any one
institution’s capacity (no matter how large) to provide. Even where syndi-
cation can meet only part of the total need, it can represent important
incremental business beyond what any one financial institution could do. 

It is important that the syndicating entity has the ability to market syn-
dication participation to other financial institutions, and that it performs
the necessary prior task of structuring and pricing. To accomplish this, it is
often necessary that the syndicating entity be backed up by a far-flung
geographical banking network that can seize potential syndication oppor-
tunities and do the necessary credit and sovereign risk analyses for a bor-
rowing country—such as North Korea—that are an integral part of the
loan itself. To be maximally effective, this process should be completely
interactive. 

The syndicated loan must be satisfactory to both the borrower and to
its creditor banks. As a result, the importance of proper technical work
cannot be overemphasized. A manager ’s technical reputation is a major
element in his ability to sell loans to other participating banks. Also, the
lawyer used in the transaction is an important part of the syndication
effort. The bulk of a syndicate agreement is not usually different in concept
from a normal loan agreement. Outlined below are several aspects worth
highlighting:

• The Commitment: It should be clear that the commitment is several,
and not joint, among the participating banks and that the draw-
downs are pro rata among all lenders. This means that there is a cer-
tain risk that the borrower, such as North Korea, will not get all of
his money and that when selecting lenders the manager must pick
those capable of meeting their obligation, especially when there will
be a long drawdown period for a large infrastructure project.
Although there is no legal obligation for the manager to do so, there
would be a great deal of pressure on the manager bank to cover
defaulting lenders. 

• Drawdowns: Syndicate lenders prefer a few large drawdowns, as
these are operationally simpler and less costly to administer. The
drawdown multiple should be such as to generate round amounts
for the syndicate participants, as such amounts can be funded more
easily; and the amount should be at least $100,000. The borrowers
might prefer smaller drawdowns so that they do not need to borrow
in advance of their actual need. In some instances, lenders may also
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want this in order to avoid the risk of diversion of the funds. Occa-
sionally, the manager or principal lender might make interim
advances to bridge funding gaps on an ongoing large project such
as infrastructure. 

• Pricing: Eurodollar loans are priced over LIBOR (London Interbank
Offered Rate), SIBOR (Singapore Interbank Offered Rate) or other
short-term Eurocurrency interbank rates. Rather than using the
LIBOR or SIBOR of only one bank, it is customary to use the aver-
age LIBOR or SIBOR of two, three, or more “reference banks.” This
average is rounded up to an even multiple of 1/16 percent or 1/8
percent and is an aspect of negotiation that should not be ignored.
Traditionally, the reference banks have been the major lenders in the
transaction. They are normally major banks that have the best cost
of funds. This practice can be detrimental to lesser lenders who can-
not borrow funds in the Eurocurrency interbank market on terms as
favorable as the major lenders and therefore cannot get the full
interest spread. 

The selection of interest periods has some importance. Even though
the entire loan maturity is long term—such as six, seven, or even more
years—interest periods are usually for six months, although a three-month
option is not onerous and gives the borrower the best opportunity to man-
age his funding position. Longer or odd periods can be difficult for some
lenders to fund. In actuality, the interest period can be for any period
agreed upon by all parties. 

In syndicated loans with many drawdowns, as a matter of operational
convenience it is important that advances are consolidated early on so that
there are not too many small rollover amounts. Rollover dates are made to
coincide with predictable repayment dates. However, where loans are rela-
tively large, the case may be made for consolidating the advances in two
or more tranches. A syndicated loan is like any other product; it must be
designed with reference to the customer ’s needs and a project’s specific
requirements and in line with current prevailing market demands. The
primary job of the international banker is the disciplined process of per-
ceiving the changing requirements and adapting to them. Since the
requirements are always changing, there are really no fixed rules, although
there are relationships between manager banks and larger financial institu-
tions that may endure over multiple transactions. 

Syndicated loans can be used in infrastructure projects as limited
recourse or nonrecourse financing sources, if sufficient safeguards can be
erected to ensure that lenders have a secure prior access to the project cash
flows through a mechanism such as an escrow account. For example, for-
eign shippers using the Trans-Korea Railway (TKR) may be required to
pay their railroad tariffs in foreign exchange directly into an escrow
account maintained at a Western bank in Hong Kong or Tokyo, from
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which the debt service payments can be made first to creditor banks and
then only the residual may be returned to the operators of the TKR. Thus
the creditor banks will be paid only from the railway revenues generated
from foreign shippers in foreign exchange—not from the other domestic
operating revenues of TKR generated in local currency.

International banks can be helpful not only in medium- to long-term
syndicated loans but also in providing short-term working capital loans
for new infrastructure and other projects in North Korea, especially for
those projects that would generate streams of foreign currency cash flows
through exports of their products. Imports of needed capital goods or raw
materials into North Korea can be arranged through traditional trade
financing methods utilizing letters of credit and banker ’s acceptances for
short-term financing, and long-term trade financing can be accomplished
through forfeiting, a technique originally developed in the 1960s to finance
international trade between Western European exporters and Eastern
European importers.

Conclusion

Even though Northeast Asia as an economic bloc accounts for one-fifth of
the world economy and 40 percent of the world’s foreign exchange
reserves, there has been a surprising lack of regional cooperation compara-
ble to other regional blocs such as NAFTA, the European Union, and
MERCOSUR. Still, there have been some encouraging developments in
recent years toward closer regional coordination among the three North-
east Asian countries. Also, one can detect some early signs that North
Korea might be interested in broadening its relationship with the interna-
tional community. If a closer cooperation among Northeast Asian coun-
tries can be achieved in the spirit of a win-win strategy, the region’s
economies will be able to benefit significantly in terms of lower production
and transport costs and greater opportunities for regionwide trade and
investments. One of the main problems in realizing the full potential of
such a regional economic cooperation is the lack of modern infrastructure
in North Korea. Infrastructure is essential to any economy. Infrastructure
services, including power, transport, telecommunications, provision of
water and sanitation, and safe disposal of wastes, are central to economic
development and environmental health. One of the priority areas for clos-
er economic cooperation in Northeast Asia is to upgrade North Korea’s
infrastructure, which can in turn contribute to enhanced competitiveness
of all Northeast Asian economies.

There are a number of potential international financing sources for
North Korea’s infrastructure development. They range from various lend-
ing instruments available from IFIs to international trust funds, innovative
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project financing techniques for promising FDIs, a number of fixed income
securities that can be issued in international capital markets, and interna-
tional bank loans. In recent years, there has been a significant increase in
private sector participation in infrastructure projects both as their
financiers and their operators. Such participation has been based on cre-
ative financing techniques such as BOT, BTO, BOO, and so on. These tech-
niques require active public-private partnership in the financing of new
infrastructure projects.

Access to all these financing sources requires a careful strategy on the
part of policy makers in the Northeast Asian countries in general and in
North Korea in particular in terms of proper sequencing and preparation.
Such international financing skills are woefully inadequate or almost
nonexistent in North Korea. Perhaps one of the first technical assistance
programs that the IMF and the World Bank can embark upon would be to
provide such expertise to the relevant North Korean authorities so that
they can develop a systemic approach to accessing international funding
sources for their infrastructure projects.

Notes

1. IMF, World Economic Outlook, May 2001, p. 165. The world GDP at pur-
chasing power parities was $44.5 trillion in 2000 and $41.6 trillion in
1999.

2. For example, Marcus Noland, Avoiding the Apocalypse: The Future of the
Two Koreas, Institute for International Economics, Washington D. C.,
2000.

3. World Bank, World Development Report, 1994.
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Blank



Deok Ryong Yoon

Introduction

North Korea is on the move. The last Stalinist country in the world is pon-
dering whether to open its doors and reform its economy after experienc-
ing negative economic growth for about the last ten years. Change began
after the country’s GDP was cut in half. North Korea agreed to a summit
with the president of South Korea and has established diplomatic relations
with thirteen European countries and the EU.  These changes show that
North Korea has decided to escape from the poverty trap by inducing for-
eign capital.

The active exchanges on an official basis between South and North
Korea were suspended after U.S. President George W. Bush took office.
North Korea wanted to get what it needed without losing face; however,
the Bush administration required reciprocity and transparency, which
could undermine North Korea’s sense of self-respect. North Korea
returned to the dialogue table when the South Korean government decid-
ed to offer support to revive the Mt. Kumkang project in March this year.
The Mt. Kumkang project, however, can provide the North with only tem-
porary relief. It is meaningful, therefore, to seek ways to advance stable
economic relations between the two Koreas and also to support the pro-
reform group within the country.

The goal of this essay is to provide a brief analysis of the possible
financing needs—particularly for rehabilitation of infrastructure—and
ways to meet them. Following the introduction, North Korea’s economic
situation will be explained on the basis of economic growth theory, and the
North’s strategy for economic growth will be reviewed. The next section
will discuss the current condition of North Korea’s infrastructure, especial-
ly with regard to the energy and transport sectors. The following section
presents possible action plans to meet the financing needs of North Korea.
Finally, there is a brief summary and conclusion. 

Understanding North Korea’s Economy

Economic Downturn in North Korea and Its Impact

Economic Downturn in North Korea
North Korea suffered negative economic growth for almost a decade, from
the beginning of the 1990s until 1998. According to the estimates of the
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Bank of Korea (BOK), the North Korean economy has shrunk about 40 per-
cent since 1990. North Korea itself reported economic figures to the UN—
in order to obtain food aid—that showed an enormous decline, and the
UN Development Program’s office in Pyongyang indicated that the GDP
was nearly halved between 1992 and 1996.1 In 1999, the negative economic
growth turned positive after a nine-year economic downturn and North
Korea again realized a positive economic growth of 1.3 percent in 2000
(See Table 9.1.). 

Economic Problems in the Short Run
The disastrous decline of North Korea’s economy has raised many prob-
lems, food shortage being the most pressing one. According to reports by
international aid organizations, the number of starving people in the 1990s
is estimated to be between 300,000 and 2 million, with famine being most
serious from 1994 to 1996.2 Floods and drought, shortages of fertilizer and
oil, as well as the lack of arable land, which accounts for only 18 percent of
all land, were also factors contributing to the problem. Even though the
food situation has improved with outside aid, North Korea still reported a
1.5-million-ton grain shortage in 2001.3 It is reliant on imported oil to gen-
erate fuels and fertilizer. Oil imports have been squeezed by a foreign
exchange shortage and by the reduction in subsidized supplies from Rus-
sia and China.

Second, North Korea is suffering under a severe shortage of electricity.
Electricity is mainly generated using coal and hydropower. North Korea’s
installed generating capacity was estimated at 7.14 million kW in 1990,
with 60 percent—4.29 million kW—from hydropower and the remainder
from thermal sources.4 Electricity generation has been hampered by diffi-
culties in extracting increasingly inaccessible and low-quality domestic
coal reserves. Beyond the problem of lack of energy input, the power grid
(which has been largely placed underground for security purposes) is said
to be suffering from extraordinarily large transmission losses.

Third, North Korea needs new production facilities. Its industrial
equipment is out of date. Most of the facilities were established with tech-
nology from the Soviet Union immediately after the Korean War and some
even date back to the Japanese colonial period. The use of these outdated
production facilities was sustained because North Korea was dependent

Table 9.1. North and South Korea’s real (GDP) growth rate (%)
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

North –3.7 –3.5 –6.0 –4.2 –2.1 –4.1 –3.6 –6.3 –1.1 6.2 1.3
South 9.0 9.2 5.4 5.5 8.3 8.9 6.8 5.0 –6.7 10.7 8.8
Source: The Bank of Korea.
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on subsidized production materials from the old socialist countries. North
Korea specialists believe that, at most, only 30 percent of the industrial
equipment would be operable without subsidization. This implies that
North Korea cannot produce enough to cover necessary consumption
without new investment in its production capacity.

Fourth, North Korea needs hard currency to run the economy. No
viable production facility can be put into production if North Korea cannot
provide the necessary materials owing to the shortage of hard currency.
Stocks of necessary and important repair components are also dwindling
and therefore adversely affecting production capacity. Yet the prospects of
North Korea earning hard currency remain bleak.

Economic Problems in the Medium Run
North Korea has much to do in order to develop its economy in the medi-
um run. Important tasks are outlined below.

First, infrastructure should be built as soon as possible. The transport
and communication systems are outdated and in poor condition. North
Korea uses railroads as its main mode of transportation, but most are old,
single sets of track, limiting speeds to under 30 km (20 miles) per hour. On
the other hand, many harbors cannot handle containers that are longer
than 18.3 meters (20 feet). The telephone system is manually operated and
has a very limited network capacity. The poor infrastructure creates bottle-
necks and lowers North Korea’s productivity capacity. Without improve-
ments to the infrastructure, economic development will be almost impossi-
ble.

Second, the transformation of the economic system is indispensable
for North Korea’s economic development. A new system that contains
more characteristics of the market economy is required. But North Korea
has two hurdles in achieving such a system. One is the incompatibility of
the market economy with the country’s authoritarian political system. The
other is that it is impossible to guarantee successful reform. North Korea
continues to maintain its rigid, authoritarian political system, which does
not allow for any political risk; that is, the authoritarian system will not
take the risk of a failed reform. Still, it is difficult to imagine that the North
Korean situation will deteriorate any further. Because the people already
live at a very low level, more sacrifice would provoke resistance even if the
system reform requires only normal adjustment costs.

Third, North Korea should build up a new international network.
Since the destruction of its network with the old socialist countries, North
Korea has been unable to establish a new network because of political and
economic restrictions by the United States. It is important to note, howev-
er, that North Korea cannot survive without international cooperation due
the fact that its economy is not self-sufficient. The country needs to interact
with international markets as well.
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Theoretical Understanding of the North Korean Economy

Economic Downturn
North Korea’s economic downturn can be explained by economic growth
theory. Economic growth means continuous growth of GNP or per capita
GNP. In classical theory, a country’s product potential is determined by the
following relation:

Y = π h L (1)
where Y = potential GNP, L = the number of human labor, h = average
hours of labor per year, and π = average product per labor unit.

The potential GNP per capita can be reformulated as: 
Y = π h L (2)
N N

where N = total population and L/N = portion of working population.
The product potential will increase with growing h and L. However,

there are limits to extensive growth by enlarging h and L because there is a
certain range in the Leontief relation between labor and capital. In a capi-
tal-scarce economy, if capital equipment fails, the working population will
decrease. Many workers in North Korea nowadays are unemployed. The
employment potential has decreased following capital destruction. 

Equation 1 can be reformulated in the traditional Solow model. The
traditional Solow model of economic growth explains that the production
capacity in an economy is determined by the quantity of production fac-
tors and the technology that combines the production factors. With grow-
ing acknowledgement of the government’s role, institutions and policy
have become important factors in deciding the economic growth of a
country. Barro and Sala-I-Martin (1995) introduced the government into
the traditional Solow model of economic growth. According to them, this
relation can be written as follows5:

Y = F(K,L,G) (3)
where Y = production capacity, K = capital stock, L = quantity of labor, G =
efficiency of the state sector, and F(…) = technology.

The production function in Equation 3 can be reformulated as follows,
if we assume a Cobb-Douglas type neoclassical production function:

Y = AG�K�L11-� , (0<�<1) (4)
This equation implies that the production function of the economy

exhibits constant returns to scale in the inputs L and K. A denotes here the
technical level and G represents all public goods, including institutions
and systems. An economy’s production decreases when capital stock is
reduced and/or the quantity of labor decreases and/or technology is
downgraded. Lack of infrastructure, inappropriate policy measures, and
an inefficient institutional framework can also cause negative economic
growth.
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The economic downturn in North Korea began with the decline of its
capital stock. The main reason for capital decline was the collapse of the
international cooperation network among socialist countries. The most
severe shock came from the abrupt severing of economic relations with the
Soviet Union. The capital stock in North Korea decreased for the following
reasons:

• Capital destruction through increases in import prices: The destruction
of the cooperative network among socialist countries abolished
socialist-friendly prices, which usually ranged between one-fourth
to one-third of the normal prices prevailing in the international mar-
ket. Import prices climbed abruptly as socialist countries demanded
normal market prices. North Korea imported mainly important
investment goods and necessary production materials and resources
such as crude oil and coke. The three to fourfold rise in the prices of
important production materials drastically raised the input value
over the output value.6 This has had a detrimental effect on capital
stock in North Korea, which intensively used cheap materials and
resources from socialist countries. Because the capital using import
materials was employed mainly in the industrial sector, this capital
destruction resulted in severe deindustrialization, not unlike that in
East European countries in the early 1990s.7

• Decline of capital utilization through a change in payment system: The
payment system among the former socialist countries changed from
a clearing system using transfer rubles to one with hard currencies.
North Korea was not prepared to pay for necessary import goods
because of a traditional deficiency of hard currency. This caused a
decline in capital utilization, which had adverse effects on produc-
tion through capital destruction.

• Demand decline through market contraction: The cooperation network
among socialist countries secured export markets by a clearing sys-
tem. The breakdown of this cooperation network resulted in market
contraction and a decrease in demand. The decreased demand for
exports constrained North Korea’s capability to earn foreign curren-
cy, thereby affecting her imports (i.e., import capacity of important
materials was reduced, which exacerbated the decreased capital
availability).

• Capital pullout by the Soviet Union: The Soviet Union stopped provid-
ing loans in 1987. Moreover, it demanded the repayment of loans
and pulled capital out of North Korea, in effect transforming the
main capital provider into a capital extractor.

All of these factors severely reduced real capital volume in North
Korea. The capital decrease initiated abrupt negative economic growth in
the beginning of 1990s. 



258 Deok Ryong Yoon

Economic Growth in 1999–2000
In 1999, North Korea realized positive economic growth after almost ten
years of economic downturn. The sustained negative economic growth in
North Korea after the abrupt initial downfall can be explained also by the
continuous decrease of capital stock. Capital has a limited life span
because of natural decay and technical deterioration. Capital stock
changes may be modeled as follows:

�K = I – �K = s • F(K,L,G) – �K (5)
where � represents the depreciation rate and s is the savings rate, which is
exogenously given, and 0 s (•) 1. This formula shows that the savings
must be greater than the depreciation, if the capital stock is not to
decrease, so that the national production does not decrease. If domestic
production is not great enough to cover depreciation and consumption,
foreign capital should flow in to compensate the capital deficiency. Other-
wise, capital volume will decline, as will domestic production. The present
famine threatening the economy in North Korea reveals that its production
cannot even cover its basic consumption needs, which means that capital
has diminished by dK every year. The diminishing capital stock has been
the main reason for continuous negative economic growth in North Korea. 

North Korea’s economic situation seems to fit into what has been
called the “poverty trap.”8 The supply of domestic and foreign savings is
so low that, as shown in Figure 9.1, the depreciation of physical stock was
not replaced. In fact, GDP per capita fell to such a low value that soon
North Korea reached k1, the point at which further capital decline is
impossible; k2 is not a stable point. If k deviates just slightly from k2—
unstable equilibrium—k approaches stable equilibrium k1 or k3. Let us
imagine that an international organization or South Korea donates a dis-
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Figure 9.1. North Korea in a “poverty trap”
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crete quantity of capital to North Korea. If this donation raises k to a level
below k2, then the economy would still return over time to k1. It would
thus enjoy temporarily higher levels of income and consumption but
would not permanently escape from poverty. A relatively low level of
international assistance will not achieve long-term economic development. 

North Korea’s economic growth in 1999 and in 2000 is a typical exam-
ple of that kind of temporary economic growth. It was boosted by external
capital inflow, especially from South Korea. The Hyundai Group of South
Korea invested over $200 million in the Mt. Kumkang tourism project in
1999, and it intended to invest a further $150 million yearly.9 Furthermore,
China and Russia have increased their economic assistance in 1999 so as
not to lose their influence over North Korea. Humanitarian assistance from
the United States and other countries has increased as well. All of this has
contributed to the economic growth of North Korea in the last two years.
North Korea, however, still does not have enough production capacity to
satisfy domestic consumption and to compensate for capital depreciation.
This suggests that the recent positive economic growth in North Korea
may reverse at any time, particularly if external capital inflows cease. 

North Korea’s Two-Track Strategy for Economic Growth

Leapfrogging Strategy
The general method for achieving economic growth is to imitate the lead-
ing economies because the costs of doing so are lower than innovation
costs. But profits from innovation are much greater than from imitation.
Imitators will normally try to innovate when they acquire the capital need-
ed for innovation. The monopolistic rent from innovation lures the pro-
ducers into becoming innovators. In time, after beginning with imitation,
almost all countries come to innovate as well as imitate. 

North Korea seems to be following a two-track strategy for economic
growth. It is endeavoring to induce investment in traditional industries
with a low level of technology such as the light industries on the one hand
while inducing high-tech industries, especially the IT industry, on the
other. North Korea accepts all visitors related to the IT industry. As such,
many South Koreans from the IT industry have visited North Korea in
recent years. There are plans for the codevelopment of software and the
establishment of joint ventures with North Korean companies as well as an
education center for IT personnel. There are also plans to import and sell
software produced in North Korea. Active exchanges between the two
Koreas in the IT industry are based on mutual interest. South Korean com-
panies will make use of the relative cheap labor, while North Korea hopes
to acquire IT–related technology and foreign currency. The North intends
to develop the IT and biotechnology industries to construct a modernized
economy. For this, North Korea expects support through the Inter-Korean
Economic Cooperation Program. As part of the program, the two Koreas



260 Deok Ryong Yoon

have agreed to establish a university for information, science, and technol-
ogy in Pyongyang that will foster experts to lead North Korea toward the
era of high-tech industries. The expansion of economic cooperation in the
IT sector between the two Koreas has been driven mainly by North Korea.
The North Korean government has shown great interest in expanding
cooperation in the IT industry, especially since North Korean leader Kim
Jong-il visited Shanghai, implying that it expects IT cooperation with the
South to provide an escape from the poverty trap, rather than merely tech-
nology or foreign currency.

North Korea‘s economic growth policy seems to emphasize ultramod-
ern industries such as telecommunications, computers, software, and
information systems. The North will concentrate all investment and tech-
nology on the IT industry and make use of this industry to lead other
industries. The economy can then leap to high-tech industries without
going through the traditional development process of beginning with light
industries. This strategy will save time and capital. 

In its 2000 New Years’ Common Editorial, North Korea emphasized
science and technology as one of three pillars for becoming a strong and
great country, along with military power and ideology. 

In opting for the leapfrogging strategy via high-tech industries, North
Korean leaders are likely to have considered the following points. First,
North Korea’s economic gap with other countries is not likely to be
reduced by pursuing the strategy of developing labor-intensive light
industries. Second, concentrating on the IT industry could be a viable path
to becoming a competitive country, especially since North Korea is not so
far behind other countries in this sector since it is still a beginning sector
and because North Korea has a strong foundation in the basic sciences.
Third, North Korea can avoid fundamental reforms by using the leapfrog-
ging strategy. It can improve economic efficiency while letting the system
continue as is. The development of science and technology is the ideal
means to this end.  

Conditions for Success
There are, however, many problems with North Korea’s development
strategy. The first problem is the lack of communication infrastructure.110 In
socialist countries, SOC does not stand at the top of national investment
priorities. The economic crisis in the 1990s prevented the improvement of
communication infrastructure. The present basic level of communication
equipment is estimated to be similar to South Korea’s level in the late
1970s. 

Pyongyang and some other large cities are equipped to some degree
with telephones, but small and medium-sized cities and the countryside
have very little access. According to the estimates of the South Korean
government, North Korea had 1 million telephone lines and an equipment
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rate of 4.3 units per hundred people in 1993. This is just 5 percent of the
number of lines and one-ninetieth of the equipment ratio in South Korea
for the same year. 

North Korea has begun to expand and modernize its communication
equipment. Light cable was installed between Pyongyang and Hamheung,
Pyongyang and Shineuiju, Shineuiju and sixteen cities, and between
regions in North Pyungan province by 1998. North Korea says that it has
switched from manual to automatic switchboards in Pyongyang and sev-
enty other cities and regions. Some governmental organizations, universi-
ties, research institutes and factories have intranets for data searching and
e-mail. 

Despite these endeavors, the overall communication infrastructure in
North Korea is poor. Even with North Korea’s modernized communica-
tion network, it will still be unable to expand communication lines or
transmit rapid data and images because connecting facilities such as
switchboards have not yet been introduced. Current intranets are experi-
encing trouble as well because telephone lines are too old.

The second problem is the lack of IT equipment. The computer indus-
try in North Korea is one of the most backward.11 North Korea’s produc-
tion capacity for hardware especially lags behind. It can produce only a
small number of elements and depends on Japan, China, and Russia for
key elements or completed computers. 

The absolute lack of computer equipment is obvious given the coun-
try’s low level of technology and lack of foreign currency. Excluding com-
puters for military use, computers for private use numbered 130,000. Of
these, 100,000 are of 386 class, 30,000 are of 486 class, and just under 500
computers are of the 586 class.12 This implies that the problem of IT equip-
ment is not only because of a lack of computers but also because existing
computers are old and cannot function properly.

The third problem is that the government strictly controls information
to secure its system. While the Internet is used in North Korea, it is not
accessible to average North Koreans. The government keeps an eye on the
Internet, fearing that it could become a conduit for capitalism to flow into
North Korea, finally destroying socialism. Only an exclusive group of peo-
ple needing international information has permission to access foreign
Internet sites. North Korea is not connected to the Worldwide Web. It is
impossible for foreigners or South Koreans to access computer networks in
North Korea or to send e-mails to North Koreans. The North Korean gov-
ernment endeavors to build an intranet among governmental organiza-
tions, research institutes, and factories in order to improve efficiency and
not endanger the system. A high-speed information system on the private
level may become a factor threatening the system. This is one of the rea-
sons that North Korea cannot actively expand and improve its information
system.
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The fourth problem hindering North Korea’s development strategy is
the international prohibition on exports of certain strategic goods to North
Korea. These restrictions limit imports from South Korea and other coun-
tries. For example, computers above 486 class and certain types of elec-
tronic and communication equipment are all banned from export to North
Korea. These prohibitions are based on the Wassenaar Agreement, which
prohibits the export of dual-use goods (goods that can be used for military
as well as nonmilitary purposes) to possibly troublesome countries like
North Korea.13 Even though the Wassenaar Agreement is an international
agreement, the influence of the United States is strong: It restricts the
export of dual-use goods comprising over 10 percent of U.S. services or
parts. South Korea faces significant restrictions in bringing high-tech
industries into the North because the technology-intensive equipment in
the South—such as machines for semiconductor production and commu-
nication equipment—depends mainly on U.S. technology. This implies
that North Korea’s strategy for economic growth using IT development
will come up against numerous barriers if relations between North Korea
and the United States do not improve. 

Infrastructure in North Korea

If we put aside the problems resulting from the system, the fundamental
task for economic development in the North is to induce outside invest-
ment. Escape from the poverty trap presupposes capital inflow. Direct
investment, however, flows to the location where it can obtain the greatest
rewards. North Korea has diverse problems in attracting foreign invest-
ment. According to a survey of the Federation of Korean Industries (FKI),
the most important problem besides the political problem is
infrastructure.14 The energy problem and transportation costs in particular
were regarded as the greatest hindrances to investment. 

The Energy Problem and Infrastructure 

Current Status
In following Soviet-style economic development for four decades, North
Korea constructed an energy-intensive and industrialized economy with
great emphasis on heavy industry. The Soviet Union, the world’s largest
oil producer at the time, provided North Korea with heavily subsidized oil
during the Cold War. As a result, North Korea’s per capita energy con-
sumption grew much higher than other countries.15

North Korea’s energy policy has two main characteristics. First, self-
dependence (the juche ideology) is the basic principle: The country has
tried to make the utmost use of domestic resources. Resources such as oil
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and coke not available within the country were imported, but their use
was strictly controlled. Second, North Korea’s energy supply structure is
based mainly on coal, which accounts for 66 percent, supplemented by
hydropower (18 percent), oil (10 percent), and others (6 percent).16 The
application of the Juche ideology to every policy has brought about this
result. The coal-centered energy policy did not cause any trouble until the
end of the 1970s. The policy’s weakness is, however, that all industrial pro-
duction—even the generation of electricity—is jeopardized if coal produc-
tion does not run as planned. 

North Korea pursued industrialization using abundant domestic ener-
gy resources and invested in the construction of hydropower plants to
make use of rich natural resources. Oil consumption was restricted and
used mainly for transportation. 

North Korea’s energy supply began to shrink after 1989, dropping to
14 million TOE in 1998—below the 18.1 TOE level of 1970. Table 9.2 shows
that the coal production levels fell 50 percent and crude oil imports were
reduced by over 70 percent. Therefore, the production of electricity
dropped by 38.6 percent in the period of 1990–98.

As with coal, the bulk of the electricity demand in North Korea is in
the industrial sector, with the residential and military sectors also account-
ing for significant fractions of electricity consumption. The shortage of
energy hinders the rehabilitation of North Korea’s economy.

Energy Sector Problems in North Korea
The fundamental reason for the energy problem in North Korea lies in the
principle of self-sufficiency and the abrupt decrease in the subsidized oil

Table 9.2. North Korea’s energy supply

Unit 1990 1991 1993 1995 1997 1998
Energy 1,000 23,946 21,920 19,013 17,280 14,746 14,030

supply TOE
Coal % 69.2 70.0 71.3 68.6 69.9 66.3
Oil % 10.5 8.6 7.2 6.4 6.8 10.0
Hydropower % 15.6 17.1 17.5 20.5 18.0 18.2
Others % 4.7 3.6 4.1 4.5 5.3 5.5
Per capita 1,000 1.18 1.07 0.90 0.80 0.68 0.64

supply TOE
Coal pro- Mill. 33.2 31.0 27.1 237 20.6 18.6

duction M/T
Imported 1,000 2,520 1,890 1,360 1,100 506 504

crude oil tons
TOE: heat capacity of crude oil, one ton.
Source: Chung (2000), p. 39.
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supply from the old socialist countries. The principle of self-sufficiency
prevented a flexible reaction to the changes in the external environment.
The main causes of the energy crisis are as follows.

First, there were problems with the coal supply. Structural problems
like deepening coal mines, primitive mining methods, and old equipment
due to the lack of investment made coal mining more difficult. Flooding in
the coal mines and lack of investment in new infrastructure and spare
parts reduced coal production. Railroad lines and equipment maintenance
problems caused bottlenecks in coal shipments, and the miners’ physical
weakness due to food shortage became another reason for decreased coal
production. 

Second, problems with the oil supply were encountered. North Korea
could buy crude oil from the Soviet Union and China at socialist-friendly
prices without foreign currency until the end of the 1980s. Oil supplies
from Russia fell abruptly after the dissolution of the Soviet Union, and
China has stopped providing favorable socialist prices and trading on
book accounting.17 Soaring oil prices and a lack of foreign currency to pay
for imports of crude oil and refined products shut down a great portion of
the production facilities.

The third factor is equipment problems at power plants. Power gener-
ation facilities are in generally poor condition because they are based on
technologies adopted from the former Soviet Union or China. The down-
turn in North Korea’s economy since 1989, coupled with a sharp reduction
in the amount of concessionary aid available from Russia, has left it unable
to afford key spare parts (including boiler tubes for thermal power plants).
As a result, the generation efficiency of the thermal power stations in
North Korea is reportedly low and breakdowns are frequent. Flood dam-
age to hydroelectric plants is another problem. A significant portion of
North Korea’s hydroelectric generating capacity has been rendered unus-
able by the floods of 1995 and 1996.18 Although the damage caused by the
floods was not severe, the country cannot afford to buy the parts necessary
for repairs due to the economic crisis.

Fourth is the poor condition of North Korea’s transmission and distri-
bution grid. The country’s unified electrical grid dates back to 1958. The
system of electricity distribution is inefficient, minimally automated or not
automated at all, and prone to failure. Estimates of transmission and dis-
tribution losses vary from 16 percent up to more than 50 percent. Connec-
tions between the elements of the transmission and distribution system
were, as of the early 1990s, reportedly operated literally by telephone and
telex, without the aid of automation or computer systems. This system
results in poor frequency control, poor power factors, and power outages.
Outages on the grid are reportedly frequent, and the process of reacting to
outages and isolating areas where the outages occur is cumbersome and
slow, often resulting in a cascading series of outages. The transmission and
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distribution system also suffers from poorly maintained transmission lines
and substations. Poor frequency control and low power factors can dam-
age end-use equipment and shorten the life of transmission and distribu-
tion components. In addition, outages result in significant economic losses
as a result of lost industrial production and services. 

Much of the energy-using infrastructure in North Korea is antiquated
and poorly maintained. Industrial facilities are likewise either aging or
based on outdated technology and often are operated at less-than-optimal
capacities. 

Measures to Solve Energy Problems
The North Korean economy is now stumbling due to a lack of energy. To
find a way out of the energy problem, North Korea needs fuel and new
equipment for the generation of electricity, as well as new facilities for
transmission and distribution. North Korea has tried to construct small
and medium-sized hydroelectric plants actively in outlying regions since
1997 to expand its generating capacity.19 Each region should be able to pro-
duce the electricity it needs at these plants. This is another type of self-suf-
ficiency in the energy sector. North Korea built 300 plants in 1997 and
around 4,000 plants in 1998. However, the plants do not function well
because of poor maintenance and a lack of spare parts. The old transmis-
sion and distribution system reduces the usable volume of electricity. This
means that the energy problem in North Korea cannot be improved
substantially without a fundamental restructuring of the energy
infrastructure.

Transportation Infrastructure Problems
In general, North Korea’s transportation system is in poor condition. The
antiquated transport facilities have not been repaired and have been dam-
aged several times by flood. The lack of new investment in infrastructure
contributed to the reduction of the economic efficiency of the whole econo-
my. The energy problem damaged the transportation system, which in
turn hampered the fuel supply. This vicious cycle between energy and
transportation woes has dragged down the whole economy.

The current status of the various transportation systems is as follows:
• Railways: Rail is the main mode of transport within North Korea.

The railways account for 60 percent of passenger transport and 90
percent of freight transport. Total length is estimated at 5,000 km
(3,125 miles), and 90 percent of it is electrified. The rail system suf-
fers, however, from severe power shortages, which afflict the nation
as a whole. The railway has a largely mono-track system, with only
5 percent double track, which causes bottlenecks. The trains cannot
run over 30 km (20 miles) per hour in many sections because of the
antiquated rail ties. 
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• Roads: Road transport has been regarded as merely complementary
to rail. Reasons for this are the lack of fuel and the mountainous
topography. The total length of roads is around 76,000 km (47,500
miles), and highways total 661 km (410 miles).20 Over 90 percent of
the roads are unpaved; the road system is in need of expansion and
repair.

• Seaways: Seaways play a minimal role in the transport system of
North Korea. The first reason is that the seaway between the coun-
try’s east and west coasts is cut off. Secondly, the most important
trade partners, Russia and China, are connected by land. Thirdly,
North Korea has pursued a strictly closed economy. For this reason,
its harbors are not well equipped for shipping; only small and
medium-sized ships can come alongside the piers. Because North
Korea will first open its coastal areas, improvements to harbors will
be needed first of all.

Financing Needs for Infrastructure Reconstruction

Reconstruction of infrastructure requires capital. North Korea’s energy
infrastructure consists of antiquated and obsolete equipment from the old
Soviet Union. Although North Korea is still seeking a way out by rationing
fuel and electricity and promoting local energy self-sufficiency at the coun-
ty level, the existing energy infrastructure in the North is beyond repair
and should be replaced. Comprehensive reconstruction of the energy sys-
tem in the North requires huge investments because a great part of the
existing energy infrastructure must be replaced and substantially upgrad-
ed. The estimated capital cost varies from a few billion to hundreds of bil-
lions of dollars, depending on the goal. Williams, Hayes, and Von Hippel
(2000) have estimated the cost at $20–50 billion over twenty years. 

Jun, An, and Lee (1998) estimated the cost for reconstruction of the
transport system at 91 trillion won—44 trillion won for construction of the
rail system and 46 trillion won for roads. They calculated the cost based on
raising the transport system in the North to the level of the South. 

Others have taken different approaches to estimating the cost for
reconstruction of infrastructure. For example, the Construction and Eco-
nomic Research Institute of Korea estimated that the cost of improving
North Korea’s infrastructure up to South Korea’s 1990 level would be
more than $6 billion. 

Noland (2001) took a more practical approach. He estimated the whole
cost of reconstructing the infrastructure and raising living standards at $2
billion annually. William, Hayes, and von Hippel estimated that the reha-
bilitation program would cost $2–3 billion over five years.

Given the lack of foreign currency, North Korea cannot pay even the
lowest estimated cost. This implies that North Korea cannot escape from
the present economic crisis without finding a financing source abroad. 
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Action Plans to Meet Financing Needs

Possible Ways of Financing at the National Level: South Korea

South Korea is the greatest stakeholder in North Korea’s economic recov-
ery because it would reduce tension on the Korean Peninsula and unifica-
tion costs in the end. From a long-term perspective, South Korea’s financ-
ing of infrastructure reconstruction in the North can be regarded as an
investment or saving for the future. South Korea, however, cannot meet
the estimated financing needs. The financing capacity of South Korea itself
shrank after the Asian economic crisis. In addition, the people of South
Korea do not wholly support the engagement policy of the government
because North Korea has not reacted as hoped. Under the given circum-
stances, direct financial support from South Korea is not to be expected. A
possible way of financing is through joint investment with other countries
or international organizations, which would lessen the financing burden
on South Korea and be more palatable to the South Korean people.

Among individual countries, Japan is a potential source of financing
for the reconstruction of infrastructure in North Korea. North Korea has
begun talks with Japan to establish diplomatic relations and is expected to
raise the issue of compensation for Japan’s colonial and wartime offenses,
which South Korea and other Asian countries have received. North Korea
would want a similar level of compensation as South Korea. South Korea
received a total of $800 million in 1965. If the amount is adjusted for inter-
est, inflation, appreciation of the yen and so on, the figure would be more
than $20 billion. This volume of capital can cover the estimated cost of
infrastructure reconstruction. The problem is that it will take much time.
Japan will try to reduce the amount of compensation, and in addition to
the economic problem, there are some political problems such as the kid-
napping of Japanese citizens by North Korea and the rights of Japanese
women married to North Korean men to visit their homeland. Solving
these problems will need much time, but North Korea needs the capital as
soon as possible as it stands at a critical juncture. 

Possible Ways of Financing at the Regional Level

Another possibility is to obtain financing resources by building a regional
financial institute. The East-West Center in Hawaii and a group of scholars
proposed the establishment of a Northeast Asian Development Bank
(NEADB). They argue that traditional resources cannot cover the expected
financing needs in Northeast Asia. For this reason, a bank like the NEADB
should concentrate on developing the region. 

If NEADB were already in existence, it might be helpful in financing
the reconstruction of North Korea’s infrastructure. However, it will take
too much time for North Korea to enjoy the benefits if such an institute
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were to be formed from scratch. Also, it is not clear whether the NEADB
would be an appropriate way of financing North Korea because it would
also focus on other countries.

Possible Ways of Financing at the International Level

International Financial Institutes
The best way to get the financing needed for infrastructure reconstruction
in North Korea is for North Korea to join an international financial insti-
tute (IFI). If North Korea becomes a regular member of an IFI, it can
receive financial, technical, and international development assistance.
North Korea has thus far expressed interest in participating in IFIs and
even applied for membership to the Asian Development Bank (ADB) in
April 1997, subsequently following up with reminder letters to the ADB
board.21 The IMF and World Bank have sent officials to North Korea and
received visits from the North, but the membership talks have not made
much progress. 

The greatest stumbling block to gaining membership in these organi-
zations is the political problem between North Korea and the United
States. North Korea is still on the U.S. State Department’s list of states sup-
porting terrorism. The U.S. administration does not support the provision
of financial assistance from IFIs to such countries. There are several unre-
solved political issues between North Korea and Japan, too. It is not possi-
ble for North Korea to join an IFI if the United States and Japan, the most
influential members, do not agree to its membership. Another problem is
North Korea’s reluctance to give IFIs access to the economic data and
information required for membership.

It seems that all these problems will not be solved soon; assistance
from IFIs in the next few years is not expected.22

Assistance from the European Union
North Korea has established diplomatic relations with almost all the Euro-
pean Union (EU) members except France and Ireland within the last two
years. The European Union will support the inter-Korean reconciliation
process and international efforts to promote peace and maintain stability
on the Korean Peninsula. It has provided various forms of assistance,
mainly through community interventions since 1995, such as $168 million
over the last four years in bilateral food aid, the World Food Programme,
and NGOs.

The EU began to give humanitarian assistance in 1995, when North
Korea made its first appeal for international aid. It has provided $38 mil-
lion for humanitarian aid. The EU has been a member of the executive
board of the Korean Peninsula Energy Development Organization (KEDO)
since 1997, providing $73 million in funding up to 2000.
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Assistance by the EU will be increased, as indicated by the Council
Conclusions of October 9 and November 20, 2000. This will be in the form
of technical assistance to support North Korea’s economic and social
development. The EU commission sent an expert team to North Korea in
mid-February 2001 to assess technical assistance needs. A pilot project will
be launched relatively soon that will include training in the market econo-
my, rehabilitation of the energy sector, and rural development. The new
assistance program will be administered in close coordination with mem-
ber states. The member states, which have established diplomatic relations
with North Korea, would undertake individual assistance programs, too.
In addition, the EU improved market accessibility through a 60 percent
general increase in its quota on imports of North Korean textile products
in 2001. The EU will play a major role in improving North Korea’s infra-
structure in the near future, even though the investment volume will not
be great. It will not be a major long-term player regarding the North Kore-
an problem; it intends to play only a supporting role in the international
efforts to reduce tensions on the Korean Peninsula.23

Action Plans to Meet the Financing Needs

The general circumstances for meeting North Korea’s financing needs do
not seem promising, although North Korea is in a critical period with
regard to an active open-door policy and possible reform. North Korea
should be given a tangible taste of success in its opening policy to encour-
age and accelerate its policy changes. Yet a possible donor is hard to find.
It seems that there will be only a small amount of financing in the near
future. To overcome this problem, reorientation of engagement is needed. 

If the financing capacity is too small, it must be used most effectively.
To do so, “targeting” is a necessary step, which should be undertaken
according to the following procedure.

• Divide the goal: There have been numerous long-term project plans
that have not taken actual conditions into consideration. Long-term
plans are difficult to launch because of their high cost. Long-term
projects cannot move the North Korean government because it
wants to see immediate results. So, the plan for infrastructure build-
ing should be divided into many small projects. For example, a pro-
ject to construct a double-track railway will take a great deal of
money and time. The plan should be divided into numerous smaller
plans—for example, to build double tracks along the 50-km section
north of Pyongyang.

• Shorten the time span: North Korea needs a quick improvement of
reality and a self-assuring experience of success. The time span of
projects should be cut down so that achievements can be seen in a
short period of time. 
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• Target the region: The same project could bring totally different
effects according to the region. If we follow the railway example,
there should be several sections with bottlenecks on the whole
track. The effect will be immediately observable if one of the bottle-
necked sections is double-tracked.

• Target the sector: First priority can be given to the energy, transport,
or agricultural sector. The sector with the highest marginal utility
should be targeted first.

Until now, most researchers and policy makers have thought about
long-term plans and possible ways to meet the financing needs. However,
if the long-term plan is divided into smaller plans, the financing burden
will be lessened and the effect will be much greater. The reasons are as
follows.

First, diverse projects could be undertaken even with small financing
capacity. Second, the effect will be most remarkable, because those parts
with the greatest marginal utility from each project would be undertaken
first. Third, the conspicuous results will encourage the policy makers to
expand their policy changes.

The targeting strategy is already observable in the diverse recommen-
dations of field workers. Von Hippel, who is conducting an energy project
in North Korea, proposed to target the rural energy sector. He argues that
“major improvements in agricultural and rural energy can be achieved at
much lower cost, and in a shorter time, than rehabilitation of the entire
North Korean energy infrastructure.”24 Dr. Davies, the former OIC of the
Tumen Secretariat for the Tumen River Area Development Programme,
suggested developing short-term rehabilitation plans.25 He recommended
North Hamgyong Province as a target region, implying that the rehabilita-
tion project should be undertaken according to a targeting strategy to be
most successful.

Summary and Conclusion

North Korea is in a poverty trap, and it needs capital from outside to
escape. Even though the North has experienced positive economic growth
in the last two years, this could be reversed at any time when the capital
from external sources dries up. Because North Korea is not yet experienc-
ing economic growth, it will require outside capital for several years. 

North Korea needs investment in infrastructure first of all. The energy
and transport sectors should have priority because these sectors are the
Achilles’ heel of North Korea’s economy. Although the financing needs for
the reconstruction of these sectors vary greatly, there is no viable means
among the various national, regional, and international alternatives of
meeting the needs in the near future. A possible way is to adopt a targeting
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strategy. In this strategy, policy makers should divide a long-term plan
into many smaller plans and select the most effective part to launch initial-
ly. This strategy will allow diverse projects to be undertaken even with a
small volume of financing material and while ensuring the greatest effect. 

In times of low financing, the targeting strategy will be a unique alter-
native to encourage North Korea’s policy makers to accelerate their open-
door policy. 

Notes

1. See Noland (2000), p. 97, on GDP change in North Korea.
2. See Noland, Robinson, and Wang (1999).
3. Yonhap News, March 21, 2002. North Korea annually lacks 2 million

tons of cereal (Eberstadt 1999, p. 66). 
4. See “North Korea: A Country Study” on the website of the U.S. Library of

Congress: http://lcweb2.loc.gov/cgi-bin/query/r?frd/cstdy:@field(DOCID
+kp0091. 

5. See Barro and Sala-I-Martin (1995), p. 158.
6. The price of crude oil from China rose from $60 per ton in 1989 to $135

in 1992. 
7. Deindustrialization was not a result of the transformation process but

a result of abrupt price increases. In particular, a rise in energy prices
led to inefficient capital vintage (Falk, Raiser, Brauer 1996).

8. See Barro and Sala-I-Martin (1995), p. 49.
9. The value of this capital injection is over 20 percent of North Korea’s

total export volume, which in 1999 was $1.48 billion. 
10. Kim (2002), p. 64.
11. Park (1997, p. 127) compared the industrial standards of South and

North Korea. He found that North Korea did not have industrial stan-
dards for the computer industry, which means that North Korea did
not produce computers. 

12. Yang (2001), p. 3.
13. The full name of the agreement is “The Wassenaar Agreement for

Export Controls on Conventional Arms and Dual-Use Goods and
Technologies.” See http://www.wassenaar.org for details.

14. See FKI (1999), “Some Suggestions for the Promotion of Inter-Korean
Trading.”

15. In 1990, estimated per capita energy use in North Korea was 71 giga-
joules, which is equivalent to 2.4 tons of coal, more than twice the
amount used by China in the same year, and over half that of Japan.
See von Hippel et al. (2000).

16. See Chung (2000), p. 38.
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17. The price of Chinese crude oil exported to North Korea was $128 per
ton in 1995. This was higher than the average world price, $119, and
South Korea’s import price, $121, at that time.

18. Von Hippel et al. (1997) estimated the portion to be as high as 85 per-
cent of the whole hydroelectric generation capacity.

19. The construction of small and medium-sized plants began in the late
1980s, according to the resolution at the 19th General Meeting of the
Fifth Central Committee of the Workers Party.

20. Jun, An, and Lee (1998), p. 6.
21. See Zang (2000), p. 5.
22. Zang (2000) proposed building an interim assistance group as an aid

coordination group. However, this interim group will not function
properly if the United States and Japan do not support it. This propos-
al has the same problem as membership in IFIs.

23. European Union (2001), p. 2.
24. Von Hippel (2000).
25. Sisa Journal [weekly news magazine], July 20, 2000, pp. 62–63.
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Comments
Shinji Asanuma

The questions dealt with in the Urata,1 Y.-S. Park, and Yoon chapters are all
related to the increasing intraregional dependency in East Asia in recent
decades and its future prospects, and in particular to its implications on
possible economic cooperation in the Northeast Asia region. Specifically,
the questions are: What kind of effort will be needed for the economies of
the region to benefit from intraregional trade, foreign direct investment
(FDI), and economic growth? And how can the governments of the region
enhance FDI and infrastructure development in the People’s Republic of
Korea (North Korea), currently a missing link in the region?

Regional Economic Integration in East Asia

Urata argues that trade and FDI of the East Asia region expanded rapidly
beginning in the mid-1980s due to internal as well as external factors.
There is no doubt that the export-oriented, external resources-dependent
industrialization strategy adopted by most of the governments in the
region and the policy of trade and FDI liberalization pursued by them con-
tributed much to this trend. At the same time, the external conditions
under which they found themselves were favorable. In the 1980s the
Japanese economy underwent a considerable structural transformation, as
a result of which its imports of manufactured goods increased steadily and
rapidly. The realignment of the yen exchange rate in the mid-80s not only
made the Japanese economy more open to international trade—and
notably to imports of finished consumption goods—but it also induced
massive relocation of Japanese manufacturing industries abroad, particu-
larly in the neighboring East Asian countries.

In the process, intraregional trade and investment dependence, how-
ever we may measure it, increased considerably. Moreover, there emerged
a strong nexus between trade and investment. In other words, increasing
trade appears to have induced FDI, and this contributed in turn to
increased trade. While the region’s trade and FDI do not in any way form
a closed circuit, the mutually reinforcing trade and investment nexus led
to the creation of a kind of intraregional production system in East Asia,
characterized by interlinked interindustry relationships and by increasing-
ly larger roles played by Asian multinational corporations as crucial
synapses of the system. The intraregional production system, involving
FDI and intrafirm trade, seems to have made technology transfer easier

274
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and more effective and contributed to economic growth in the region. 
These trends in intraregional trade, FDI, and integrated production

systems in East Asia are also reflected generally in the tripartite relation-
ship among China, Korea, and Japan. Thus, interdependence between
China on the one hand and Korea and Japan on the other has been increas-
ing, while it should also be noted that between Korea and Japan, in rela-
tive terms, it has somewhat weakened.

Urata’s discussion presents a very convincing case of the increasing
trend of intraregional dependence and close-knit economic relationships
on the basis of extensive statistical evidence. He is silent, however, on the
prospects of such a trend continuing in the future—say, in the coming
quarter of a century. 

North Korea: Missing Link in Northeast Asian Cooperation

In his chapter, Y.-S. Park wonders about “a surprising lack of any formal-
ized regional economic cooperation among the four countries of Northeast
Asia” (i.e., China, Japan, and South and North Korea). In the ASEAN + 3
setting, there are discussions between the three of them, but there are no
signs for moving economic cooperation between them beyond essentially
bilateral ones, the most concrete idea being the possible bilateral free trade
agreement between Japan and Korea. North Korea, of course, must be per-
ceived as a “failed state” in its present condition, and it is a completely
missing link in the Northeast Asian regional economy. 

Yoon documents North Korea’s economic deterioration in the past
decade ever since the collapse of the Soviet system. The COMECON trad-
ing system, of which North Korea was a part, collapsed together with it,
and North Korea lost captive export markets and the provision of import-
ed goods of vital importance to its economy, such as energy, at subsidized
“friendly socialist prices,” as well as aid. I have some reservations about
Yoon’s characterization of the economic deterioration as a capital “decu-
mulation” process, as decapitalization resulted from economic deteriora-
tion rather than being caused it. But there is no doubt that, together with
inopportune climatic conditions, the economy deteriorated, there were
food and energy shortages, production declined, and deterioration of the
industrial infrastructure took place. Yoon indicates that North Korea is
entertaining policy reforms to reverse the negative economic trend, and
the basic strategy appears to look for primary stimulus from external capi-
tal for infrastructure rehabilitation and FDI for export production.

Park argues that, given the overall size of the constituent economies
rivaling other economic blocs such as NAFTA and EU, economic coopera-
tion among the countries of Northeast Asia should yield substantial gains
to the region. Yet the lack of modern infrastructure in North Korea current-
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ly presents a formidable hindrance from realization of its full potential, as
it keeps transport and production costs high and frustrates trade and FDI
opportunities—not only in North Korea, but throughout the region. There-
fore, investment in North Korea’s infrastructure is of high priority for
Northeast Asian economic cooperation. 

If conditions were put right, there are five sources of financing that
could be usefully tapped for this purpose. These are, firstly, international
financial institutions (IFIs) such as the World Bank Group—including IDA
and IFC—and the Asian Development Bank (ADB). Although North Korea
made formal and nonformal approaches to them for possible membership,
the United States and Japan, their two major shareholders, stand in the
way for political reasons. If and when the international political conditions
become more amenable, they could be expected to lead other potential
investors into North Korea. Financing from IFIs could also be supplement-
ed by that from North Korea’s bilateral donors, and they together could
provide funding in the form of the creation of international trust funds
(like the one for Gaza and the West Bank), even before North Korea
becomes a full member of these institutions. 

Private sector FDI would be able to make contributions to North
Korea’s infrastructure investments. In addition to proper institutional
arrangements, such as an appropriate body of laws and of standards,
North Korea could expand special economic zones, similar to those devel-
oped by China and Vietnam, and try to attract FDI. In the past decade or
so, international investors as well as host governments have learned a
great deal about the use of modern project finance techniques such as BOT,
BOO, BTO, and other limited-recourse financing methods with a view to
managing investors’ risks. These techniques might be useful for encourag-
ing infrastructure investment in North Korea. 

In addition to these, if the experience of other transition economies can
serve as a guide, North Korea could access international bank loan mar-
kets to satisfy part of its external financing needs, and, although somewhat
in the future, it should also become eligible for tapping international capi-
tal markets.

East Asia in the Next Quarter Century

What will happen to the economies of Northeast Asia in the next quarter
of a century? Their prospects are an important background against which
the propositions, explicit and by implication, of Urata’s and Park’s contri-
butions should be considered. 

Northeast Asia is an ill-defined geographical concept. Both Urata and
Park define the region to include four countries: China, Japan, and the two
Koreas. China itself may or may not include Hong Kong. For the purpose
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of our discussions, I don’t think we need to be precise, and I propose to
include Mongolia and Eastern Siberia of the Russian Federation, depend-
ing on the issues we discuss. 

Whatever the definition of Northeast Asia may be, the most significant
development in the region in the coming twenty to thirty years will cer-
tainly be the emergence of China as a regional superpower, a gargantuan
economy of unprecedented size. As of 2000, Chinese GDP, measured in its
purchasing power parity, was already one-third larger than that of Japan.2

If it is assumed that the Chinese economy will continue to grow at a real
annual rate of 7 percent, the Japanese economy at 2 percent, and the U.S.
economy at 3 percent, the size of the Japanese economy will be only one-
third of that of China and China will exceed the United States in GDP size
in a twenty-year period.3 At that point, Chinese per capita income is likely
to still be a fraction of those of Japan and the United States, and China will
still have a high potential growth. 

Thus Northeast Asia will come to have a new regional giant. If we
believe that the law of gravity also applies to economic matters—and I cer-
tainly do, along with Urata—China will create around it a very strong
gravitational field covering most of Asia.4 Intraregional trade, FDI, and
finance will continue to expand, and all indicators of intraregional interde-
pendence will increase considerably. What will happen, however, will not
be a continuation of the regional trend of the past twenty to thirty years
that Urata so convincingly describes: The gravitational center will gradual-
ly shift from Japan to China, and this shift of the center of growth is likely
to change the nature of the intraregional economic structure. 

The growth pattern of the Chinese economy can be expected to be
anything but smooth for a number of reasons. China is often cited as an
example of success in the gradualist approach to its transition to a market
economy. But this also means that the Chinese transition is not nearly fin-
ished. The genuine private sector still accounts only for a quarter of total
GDP, if we exclude village and township enterprises whose governance
structure and behavior patterns are not clear. The future task of converting
the vast number of state-owned enterprises and state-owned banks that
support them is likely to present China’s policy makers with many diffi-
culties. The government institutions are regarded as embodiments of inef-
ficiency and corruption. Further, the Chinese political leadership after
Deng Xiao Ping does not seem to have a robust vision of China’s economic
modernization and development, as characterized by the concept of a
“socialist market economy,” an oxymoron expressing only the contradicto-
ry position in which they find themselves today. 

With all these internal political and economic problems, it is uncertain
if the Chinese government will be able to conform to “international norms
and standards” in its policy and to commit itself to international and
regional cooperation. China is now gaining accession to the World Trade
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Organization (WTO)—which in itself is a good thing for China and the
whole world—but even WTO is proposing a set of special rules for
enabling the other members to use safeguard measures against China for
the coming ten years.5

In the process of the stipulated power shift, Japan will lose its gravita-
tional power in relative terms. It is still likely to keep its technological lead
over other economies in the region, but its dominance in trade, FDI, and
finance will have to diminish in the face of the gigantic Chinese economy.
It is feared that in the slow growth situation, Japan may turn protectionist,
thus working against furtherance of intraregional trade. Japan’s powerful
agricultural lobbies are already working on the government for building
up barriers against the so-called develop-and-import activities of Japanese
trading companies and distributors, and the possibility of these protection-
ist policies spreading to small- and medium-scale industries cannot be dis-
counted. The increasingly protectionist tendency of the slow-growing
Japanese economy will be something that should be guarded against in the
coming decade or so.

In the past, the changes in comparative advantages of the constituent
economies of the region took place dynamically and sequentially as each
of them made progress in industrialization and moved up the technologi-
cal ladder. This gave rise to a regional “flying geese” pattern of industrial-
ization. This also created a large degree of complementarity in the regional
economic structure. The intraregional production system Urata describes
is indeed a manifestation of this complementarity. Given the prospects of
Northeast Asian economic relations, however, there may emerge stronger
competition and possible conflicts in intraregional interfaces, as China will
not only catch up but overtake other “geese” in the formation. Because of
China’s enormous gravitational force, the East Asian production network
will be strengthened for a time, but the Chinese economy as an export
market and investment field—as well as its productive capacity—may
eventually turn out to be too big for the current regional economic leaders
such as Japan, Taiwan, and Korea to completely satisfy. In all likelihood,
the intraregional economic relationships will be as disharmonious in the
future as they were harmonious in the past. All this means that the past
pattern of trade and FDI nexus and the intraregional production network
may undergo significant changes in the coming decade or two. For exam-
ple, Japanese and Korean dependence on Chinese markets for export and
FDI may increase, but China’s dependence on these two economies may
decline in relative terms—just the opposite of what happened in the past
two decades or so. The changed relationship is bound to change China’s
policy stance toward Northeast Asian economic cooperation.
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The North Korea Problem

It is interesting to note that Urata seems to maintain that the economic
integration in East Asia has been achieved without formal institutional
arrangements, except for the ASEAN Free Trade Area (1992) and ASEAN
Investment Area (1998), unlike the NAFTA, EU, and MERCOSUR areas.
While expressing wonder at the absence of any formalized regional eco-
nomic cooperation among the countries of Northeast Asia, Park also seems
to believe that, if North Korea put in place the “right” policies and institu-
tional arrangements, international finance and FDI will become available
to it through the existing international organizations and markets and that
a new institution or institutional arrangements may not be necessary. He
refers to the recent proposal for establishing a new Northeast Asian Devel-
opment Bank (NEADB), a major objective of which would be assisting
North Korea’s transition, but he believes that it would not do much more
than duplicate IDA and ADB functions.

The political accommodation of North Korea is at the moment the
most important factor in determining its economic future. It may follow
the fate of East Germany in being absorbed by the South; it may decide to
form a loose union with the South; or it may take a step-by-step approach
in establishing relations with the South and the international community,
beginning in whatever fields of cooperation possible. It may yet decide to
prolong the current international isolation at the expense of the disastrous
consequences on the economy and welfare of the population. The
prospects are extremely unclear, and the only way in which we can discuss
regional cooperation including North Korea may be to assume that some
sort of political accommodation will be made so as to enable it to enter the
international community. Another assumption that would be necessary for
our discussion is in the event that North Korea opts to carry out economic
reforms to make it a market economy. 

Should these assumptions become reality, North Korea would be well
positioned to benefit from the increasing regional trade, FDI, and finance.
The experiences of many transition economies may not be reassuring in
many respects, but the experiences of China and Vietnam in attracting
FDI, rebuilding infrastructure with external finance, and building up
export industries appear to provide successful policy guides. The econom-
ic developments of China’s coastal provinces, such as Guangdong, Fujian,
Shandong and Liaoning, and Shanghai and Jiangsu, owe much to the
spillover effects of the neighboring Hong Kong, Taiwan, Korea and Japan,
and the world at large, respectively, in much the same way Urata
described regarding the trade–FDI–growth nexus of East Asia, but on a
smaller and locally limited scale.6 As park argues, establishing a number of
Special Economic Zones and gradually opening up the whole economy
would attract international finance for infrastructure rehabilitation/con-
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struction and FDI for export production. This should enable North Korea
to avoid the serious economic dislocation and attendant loss in GDP that
many transition economies had to go through in the initial periods of
transition.

Possibilities of Northeast Asian Economic Cooperation

What are the possibilities of formalized economic cooperation among the
countries of Northeast Asia? What kinds of institutional arrangements
could be made to serve useful purposes for the region as a whole? What
are the enabling conditions for various types of formalized cooperation?
These are questions that neither Urata nor Park directly addressed. The
answers implied in their respective chapters, however, appear negative
toward the feasibility and usefulness of regional institutions for economic
integration. Urata would argue that East Asian economic integration has
been achieved regardless, largely due to liberal trade and investment
regimes put in place by the governments of the region and to overlapping
gravitational forces major economies imparted to the neighboring coun-
tries as they grew. There is no reason to doubt that this trend will continue
in future. 

Likewise, Park seems to believe that, should North Korea open up its
economy and introduce the correct policies and institutional arrange-
ments, the existing international institutions, aid agencies, and private sec-
tor financial and capital markets should be able to provide external finance
for infrastructure investment and FDI for manufacturing production. He
argues that difficult infrastructure investments might be handled on a pro-
ject-by-project cooperation basis.

Northeast Asia comprises China, Japan, and the two Koreas, as well as
Eastern Siberia of the Russian Federation and Mongolia. Their economies
are at different stages of economic development and are growing at differ-
ing paces. Their resource endowments are also quite different, as are the
structural characteristics of their economies. Furthermore, some of them
have different economic policy orientations from the rest. Two of them are
actual and potential regional economic giants, while one is only part of a
vast country with its center in Europe.

For all these reasons, it is readily understandable that the feasibility of
their establishing a common market à la MERCOSUR or NAFTA, if not
EU, or forming a currency union is hardly conceivable. Recent experience
of the Asian crisis also tells us that it may not be viable even to establish a
fixed exchange rate regime among the currencies of these countries, as
does the theory of an optimum currency area. Hoffman characterized the
EU as having “been built on a mix of material interests and visionary faith.
… A Europe based on pure reason is certainly conceivable, but it needs a
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vision that transcends dry computations of interest.”7 I don’t believe there
is or could be such a commonly shared vision of Northeast Asia that
would guide attempts to build such institutions through periods of crises
and stagnation.

For a number of reasons already mentioned, a regional FTA involving
China, Korea, and Japan does not seem realistic, and an ASEAN FTA and
multilateral trade liberalization in the context of APEC or ASEAN + 3 may
be the most that East Asian governments are prepared to entertain as poli-
cy targets at the moment. Still, this does not mean that no formalized
cooperative arrangements are feasible or desirable. While a lot of research
should be done before making a judgment, there is a prima facie case for
establishing regional cooperative institutions to develop regional infra-
structure, following the example of the European Coal and Steel Commu-
nity that was established as a basis for European economic recovery after
World War II and as a precursor to the European Economic Community.
These regional institutions would have as their primary objective the facil-
itation of intraregional trade and FDI, as well as the building up of inte-
grated production networks. Regional infrastructure for transportation,
communication, and the provision of energy would be of vital importance
to this objective. 

We should put on our agenda for research the feasibility of a North-
east Asian Transport Community, a Northeast Asian Telecommunications
Community, and a Northeast Asian Energy Community. These communi-
ties, to be established as intergovernmental organizations by the members
of the Northeast Asian region, could contribute to the development of
regional infrastructure by coordinating development plans and programs;
sharing common engineering and other standards; providing to each other
planning and technical assistance where needed; providing assistance in
mobilizing external finance for investments; and by comanaging cross-bor-
der systems wherever possible and relevant. The transportation sector
should cover not only railways and highways but also shipping networks
and airways, all of which should be interconnected to yield low transport
costs to intraregional traffic. Telecommunications should also be thorough-
ly interconnected, as are the electric power grids across borders.8

These infrastructure communities are a different concept from a
regional development or investment bank, such as the Northeast Asian
Development Bank. The latter is a regional, multilateral financing vehicle
for national investment programs and projects. The infrastructure commu-
nities would also have their own capital contributed by founding member
governments and have borrowing authority in international capital mar-
kets for relending on projects with government guarantees. The difference
lies in that they aim at development of specific sectors only and that the
whole planning, programming, and budgeting process is shared by the
regional members in such a way that the regionwide development vision,
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standards, and cross-border interconnectedness are commonly shared by
the member governments. 

As Park implies in reference to North Korea, the best way to further
enhance regional integration in Northeast Asia appears to be through
improved regional infrastructure. The constituent economies in the geo-
graphically contiguous area (although Japan is separated by the Sea of
Japan) would benefit from increased trade and FDI and stronger produc-
tion networks due to lower intraregional transaction costs. Should North
Korea decide to join in these communities, it would be well positioned to
gain the greatest benefits.

Notes

1. Urata’s conference paper focuses on the trade and FDI relationships
among China, Korea, and Japan. He analyzed a wider East Asian
intraregional relationship in his recent essay, “Emergence of an
FDI–Trade Nexus and Economic Growth in East Asia,” chapter 11 in
Joseph E. Stiglitz and Shahid Yusuf, eds., Rethinking the East Asian Mira-
cle (New York: Oxford University Press, 2001).

2. GDPs at the purchasing power parity estimated by the World Bank staff
are used. See World Bank, World Development Report, 2000/2001; and
Attacking Poverty, 2000 (Washington, D.C.: World Bank). 

3. For a more authoritative projection of China’s growth, see World Bank,
China 2020: Development Challenges in the New Century, 1997 (Washing-
ton, D.C.: World Bank).

4. A gravity model, embodying the law of gravity and applying it to eco-
nomic matters, works as a powerful explicator and predictor of the
structures and their changes in international trade and investment. An
average transportation cost (measured as a difference between C.I.F.
and F.O.B. values of imports) ranges around 5–10 percent of trade value
for Asian countries. For an international investor, the cost of informa-
tion on a host economy is lower the closer it is geographically to the
investor. The geographical proximity is thus a strong factor promoting
trade and investment between economies located in close proximity to
each other.

5. Nihon Keizai Shinbun, August 18, 2001.
6. Shenzhen, which has been developed by the powerful spillover effects

of Hong Kong, is an extreme example.
7. Stanley Hoffman, “Classic Diplomacy in the Information Age,” Foreign

Affairs 80:4 (July/August 2001).
8. Inland waterways (including water rights issues) and oil and gas

pipeline networks may best be dealt with separately from these
communities.



Comments
Kwang Doo Kim

The investment cooperation issue involves financing, production network
via FDI, and several other areas. Among them, investment duplication is
one of the most important problems to be coordinated in achieving effec-
tive investment cooperation. For example, China’s ten-year plan includes a
huge investment in the shipbuilding industry, which South Korean firms
are also intending to expand. With this sort of investment duplication
going on, the investment cooperation program, if any, will not be very
fruitful. I would like to have seen this issue raised by some authors in this
session.

Prof. S. Urata’s Essay

The relationship between foreign direct investment and technology trans-
fer is not as simple as suggested in this essay. Statistically, international
capital flow and international technology flow correspond only within
very limited ranges. It is important to understand the technology strategy
of multinational corporations to analyze the relationship between FDI and
technology transfer, which is not suggested by Prof. Urata.

The argument that the internationalization of Japanese and Korean
firms has resulted in the emergence of international production networks
in electronic and textile products involving China, Japan, and Korea is not
demonstrated by any hard evidence. In dealing with investment coopera-
tion issues, it would be more helpful to analyze case studies and suggest
some real obstacles to overcome in the cooperation process.

The bureaucracy problem is well known as an outstanding difficulty
in doing business in Asia. Yet this essay totally neglects the issue, which is
not very desirable in discussing the current cooperation subject.

It is quite appropriate to refer to an efficient legal system as a part of
the business environment. But the legal system concept is not defined
here. Considering the broad scope of the legal system, a concise and
refined definition needs to be presented.

Finally, North Korea is not touched at all. North Korea—even though
its economic importance is not great—will be an important integral part of
Northeast Asian production networks in the near future. It needs to be
included in this kind of discussion. 
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Yoon-Shik Park’s Essay

All of the potential sources of project financing for the construction of
infrastructure in North Korea depend basically on the credibility of its
government. Capitalist countries’ global standards in financial practice
might be quite different from those of North Korea, and it is hardly possi-
ble to find a recommendable track record of project financing in the North.

Without such track records, international guarantee facilities would be
reluctant to support any type of project financing in North Korea. South
Korea might be expected to play the role of guaranteeing facilities. But the
present South-North relationship and the stagnant South Korean economy
make it doubtful that such an expectation will be realized. Symbolically,
the Hyun-Dai Group is currently struggling to overcome deep financial
trouble.

Deok Ryong Yoon’s Essay

The “action plans” assume the validity of the value of a market economy
in North Korea, which is nonexistent as of now and hardly expected in the
near future. To encourage the North Korean policy makers to accept the
suggested procedures, frequent meetings between experts on both sides to
exchange their views will be required. Such international institutions as
the East-West Center and the Asian Development Bank can play a signifi-
cant role in promoting these kinds of meetings.



Comments
Duck Woo Nam

I enjoyed the excellent presentation of Prof. Park on the financing invest-
ment projects in developing countries in Northeast Asia. I would like to
make one or two comments. 

As I understand it, the gist of Dr. Park’s argument is that North Korea
will not be able to access membership in the World Bank, IMF, and ADB as
long as the international issues (such as terrorism, nuclear proliferation,
human rights, etc.) pending with the United States and Japan remain unre-
solved. Given this situation, the United States and Japan are not likely to
support the idea of creating a Northeast Asia Development Bank. A more
realistic option, therefore, is to make recourse to private direct investment
in the form of the so-called BOT (build, operate, and transfer), BOO, BTO,
and BLT, which were found to be successful in the Philippines and other
countries.

My first comment is that North Korea, in my view, does not necessari-
ly pose an impediment to the creation of the proposed bank. We started to
discuss the idea of creating an NEADB about ten years ago. At that time,
the North-South relations on the Korean Peninsula were such that North
Korea was simply out of the question in the deliberations of the proposal.
What we envisaged from the beginning was to create a development bank
for the benefit of the region as a whole, taking North Korea’s participation
as a marginal issue. The North-South relations have changed since then,
and we are now sincerely hoping that North Korea’s relations with the
United States and Japan will be normalized as soon as possible and that
North Korea becomes eligible for membership in the international finan-
cial institutions as well as in the proposed bank. Yet it is clear that creation
of the NEADB does not depend on the participation of North Korea; it is
quite possible to inaugurate the proposed bank without the presence of
North Korea if that is inevitable. 

My second comment relates to the mode of direct investment that
Prof. Park has recommended for North Korea and elsewhere. I wonder
whether this type of private investment is feasible in North Korea, whose
socialist economic settings are quite different from the Philippines, based
on the market economy. 

Even if it is applicable to North Korea, the scope of application is nar-
rowly limited to investment projects generating commercial profit, such as
power generation, as cited by Prof. Park. However, it should be noted that
there are many types of infrastructure investments that are not amenable
to profit making, such as investment in educational facilities and programs
to develop human resources, building up of dams for flood control and
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irrigation, environmental and sanitary protection, and so on. How can we
expect private investors to take up such investments? Without doubt a
full-fledged development bank can do a much better job, providing loans
not only for profit-making but also for nonprofit-making public projects
essential for economic development. Moreover, the bank will be in an ideal
position to coordinate multilateral investment projects, to collect informa-
tion and conduct research on the policy issues, and to provide technical
assistance for training public officials and introducing new institutions in
developing countries in the region. 

The type of private investment illustrated by Prof. Park is in no way
contradictory to the purpose and function of a development bank. It
would be one of the important businesses of a development bank to foster
such private investment by playing the role of intermediary between pri-
vate investor and government agency on the strength of the bank owned
and supervised by the shareholding governments. 

I fully agree with Prof. Park that the proposed bank can hardly func-
tion without participation of the United States and Japan as shareholders.
Without them, the credit rating of the bank in the international money
market will be low, making it difficult for the bank to float bonds in the
capital market, which is the primary function of the bank. That is why the
Northeast Asia Economic Forum has been making a great effort in the past
ten years to clarify what is involved in the proposal and what are the
attendant issues so that the proposal is better understood by the govern-
ments in the region, as well as by the existing international financial insti-
tutions. At present there is speculation within the Northeast Asia Econom-
ic Forum that if Japan takes the initiative in creating the NEADB and other
countries in the region follow, the United States is not likely to abstain—or
vice versa. 

I am pleased by Prof. Park’s explanation that the portion of the paid-in
capital of the development banks—actual participation cost in the bank—
is small, amounting to only 6–7 percent of the total subscribed capital, the
remainder being callable capital. The callable capital is the non-paid-in por-
tion of a country’s subscription. It represents a commitment on the part of
the country to pay cash for the remaining shares, if and only if the bank
needs the funds to service its borrowings in the capital markets. So far, nei-
ther the World Bank nor the regional banks have ever exercised the
callable provisions, and they expect never to have to do so in the future. In
the case of ADB, between its inauguration in 1966 and 1998, the paid-in
capital from more than thirty member countries amounted to $3.3 billion,
on the basis of which ADB has been able to mobilize more than $87 billion
(net of special fund) in the international capital market—twenty-five times
the amount of the paid-in capital. This low cost of participation reinforces
the argument for establishing an NEADB. 
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Prof. Park also points out that about 40 percent of the total internation-
al reserves are held by countries in Northeast Asia, notably Japan. One can
plausibly argue that part of the reserve money could be channeled to
Northeast Asian developing countries to aid infrastructure development.
Failure to do so is, in my view, mainly due to the lack of institutional appa-
ratus. This again reinforces the argument for establishing an NEADB. 

Thus, contrary to the somewhat skeptical tone of Prof. Park on the
proposal for the NEADB early in his presentation, his data and analysis
seem to reinforce rather than detract from the need for a development
bank in Northeast Asia. 

Let me take this opportunity to say a few words about the counterpro-
posal that instead of duplicating the function of the ADB by creating
another development bank in Northeast Asia, a special fund be created
within the ADB to assist developing countries in Northeast Asia. One seri-
ous drawback of this alternative is that a special fund, unlike capitaliza-
tion, does not produce a multiplier effect. In other words, when a special
fund comes from a donor country and is passed to the recipient country,
that’s all without any linkage with financial mobilization in the interna-
tional money market. By contrast, in the case of capitalization we have
shown earlier that the ADB has been able to mobilize twenty-five times
more than its paid-in capital since its inauguration in 1966. Needless to
say, a special fund has its own merits and objectives, yet it is no more than
an auxiliary means of fund mobilization for the bank. 



Comments 
Michael G. Plummer

The essay by Professor Urata is an excellent overview of the microlinks
between China, Japan, and South Korea. In addition to a comprehensive
review of trade linkages by direction and commodity composition, Urata
focuses on foreign direct investment (FDI) flows as a key protagonist of
economic integration in Northeast Asia. In this discussion, he not only
underscores the growing and/or high level of integration between these
countries in various sectors, but also gives an excellent account of the phe-
nomenal performance of China over the past decade, using Japan and
South Korea as yardsticks. 

Given the important role that FDI can play in economic development,
as well as in fostering economic integration, Professor Urata’s focus on
FDI flows is highly appropriate. By the end of the 1980s it became widely
recognized that FDI flows were an important engine of global growth.
They serve as a source of efficient distribution of productive factors among
countries and regions of the world and a prime vehicle for the transfer of
technologies and innovations from one country to another. In recent
decades, FDI has grown at a faster rate than international trade, which in
turn has grown faster than output. About 30 percent of total international
trade is intra–MNC trade. And the total stock of global FDI approaches $3
trillion. Global sales of foreign affiliates are a large and growing share of
global output. One of the most impressive figures cited by Professor Urata
regards the dominance of China’s share of FDI inflows to Northeast Asia:
While Japan and South Korea constitute economies that are far larger than
China’s, their combined stock of FDI inflows amounts to only $58 billion,
compared to $306 billion for China, which is 20 percent of the FDI to all
developing countries and 6 percent of global FDI.

Another important contribution of this essay relates to Prof. Urata’s
careful treatment of production networks in the region. Drawing as much
from business perspectives as economic ones, he is able to give a clear
vision of how microlevel relationships are being established in the region,
using empirical data when appropriate and available. Insights gained from
the input-output tables linking China, South Korea, and Japan shed some
important light on trilateral production patterns.

In his conclusion, Professor Urata gives some recommendations as to
how to increase intraregional FDI flows, all of which make sense. In partic-
ular, his suggestion that a free trade area might reduce obstacles to region-
al integration—especially in areas relevant to FDI where multilateral
approaches are difficult—is probably a good one. However, I would have
liked to see a bit more on the theory of regionalism applied to FDI. For
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example, beyond the basic “investment creation” and “investment diver-
sion” framework, Dunning and Robson (1987) provide an interesting
model about how one might view regionalism and FDI, in the context of
how the Single Market Program in the EU would affect intra–EU FDI
flows and those from nonpartner countries to the EU. They reach the (per-
haps counterintuitive) conclusion that the effect on intra-EU FDI flows is
ambiguous, while that of nonpartner countries will likely be positive. This
is because reductions in transaction costs within Europe may lead to an
investment creation effect, but it also could reduce intra–EU flows if previ-
ously existing FDI in the EU member states existed because of
pre–Common Market barriers to trade. On the other hand, the latter effect
is irrelevant to nonpartner countries because barriers to trade with the EU
do not change. But there is still the potential for an investment-creation
effect and, therefore, inflows from nonpartner countries should unambigu-
ously increase. Dunning and Robson conclude that, in effect, the United
States and Japan will likely gain more from the Single Market Program
than European firms, as the former countries tended to be more “Euro-
pean” in their corporate activities, whereas European firms continued to
be saddled with a national corporate culture. It would have been interest-
ing to discuss how a free trade area in Northeast Asia would affect these
FDI patterns. It may very well be that affiliates of U.S. and European firms
in Northeast Asia—particularly China—might be equally or even more
enthusiastic about a Northeast Asian free trade area than some of their
Northeast Asian counterparts. 

While Professor Urata focuses on Japan, South Korea, and China, Pro-
fessors Park and Yoon focus on North Korea. Prof. Park’s approach is logi-
cal and straightforward: As one of the poorest countries in the world,
North Korea has a long way to go before it will be in any condition to par-
ticipate in regional cooperation schemes or be part of regional production
networks (in Prof. Urata’s terminology) that the other countries have been
able to exploit. Any such development will have to be facilitated by signifi-
cant investments in basic economic infrastructure. Prof. Park then goes on
to consider various potential means of financing this infrastructure and
possible modes of operation. 

Park’s review of potential approaches to financing long-term infra-
structure projects is impressive and, in my opinion, constitutes an impor-
tant resource for any less-developed country seeking long-term develop-
ment finance. He gives a cogent, well-written, and insightful survey of the
complicated issues inherent in the finance and implementation of develop-
ment projects. In the case of North Korea, he notes that the country has not
been able to join any international financial institutions (IFIs), though it
has applied to join the Asian Development Bank. There has also been a
proposal to create a Northeast Asian Development Bank (NEADB), which
would focus on North Korea. None of these has taken off due to opposi-
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tion of the United States and Japan for various political reasons. To these
he might have added the recent statement by President George W. Bush
that North Korea forms part of an “Axis of Evil,” along with Iraq and Iran.
Hence, official support for infrastructure financing for North Korea is a
long way off—something that Park acknowledges and, ostensibly, regrets,
as he believes it is “critical” that the United States, Japan, and the Euro-
pean countries be persuaded to support the NEADB. Park also considers
private finance; however, large-scale, long-term investment in a country
like North Korea that does not have backing from any of the major powers
is probably even less likely than official finance. Indeed, one complaint of
heavily indebted developing countries is that, even though in theory they
could seek private financial resources rather than face the demands of the
IMF, in practice these private sources will not consider them without a
blessing from the Bretton Woods Institutions. He notes, however, that
there is some hope for FDI in the North, but it would be far more success-
ful if the country were to have sufficient infrastructure. Park reviews how
one might try to go about financing such infrastructure through alterna-
tive arrangements, including limited-recourse infrastructure projects, and
he notes how such arrangements have worked in various developing
countries. This “case study” review is impressive.

In my view, the shortcoming in Park’s interesting essay is his failure to
address the problems with the North Korean regime, which continues to
be autarkic in its orientation and unstable in many ways. A strong commit-
ment to economic reform will be necessary before North Korea will be able
to explore the many possibilities that Professor Park so effectively delin-
eates. Vietnam, for example, has been able to benefit greatly from its eco-
nomic reform program (doi moi), cutting the poverty rate from about one-
half to one-fifth of the population, but it has had to overcome many
political obstacles before doing so. It took very strong political support to
accomplish this. Is there any indication that North Korea is inclined to
embrace such reform?

This is a theme that Prof. Yoon considers with quite a bit of pessimism.
After reviewing the critical economic situation facing North Korea and
what approaches it might take to ameliorate its economic performance in
the short and medium runs, he stresses that the economic reforms that
North Korea would have to take up are incompatible with the current
political regime. The optimism he provides is rather dark: It is hard to
imagine that the situation could get worse!

The bulk of Yoon’s essay is dedicated to a review of the sources of
growth (or lack thereof), using a version of the Solow growth model. He
notes that the diminishing capital stock is a critical problem and that
North Korea has actually entered into a classic poverty trap, pointing out
that the country continues to have insufficient capital accumulation to sat-
isfy domestic consumption and to compensate for capital depreciation. In
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such a situation, bursts of growth are possible when using foreign savings,
but such capital inflows are unpredictable. He then goes on to discuss pos-
sible strategies open to North Korea, as well as conditions for success. It is
an excellent review of the many short- and long-term problems facing the
country. His conclusions are generally consistent with those of Prof.
Park—that is, the country must focus on development of its infrastructure. 
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Pradumna B. Rana

Introduction

While a lot has been said and written on regionalism in trade and the need
to promote intraregional trade and investment, relatively less attention
was paid, until recently, to the need for promoting regional monetary and
financial cooperation (or a new regional financial architecture). This is a bit
surprising, because cooperation in finance provides participating members
more opportunities for “win-win” situations as it does not involve “loss of
competitiveness vis-à-vis trading partners and trade diversion,” as could
cooperation in trade and investment. One argument for focusing on trade
cooperation is that the benefits from monetary and financial cooperation
increase with the level of trade integration. However, others (Rose 2001;
Glick and Rose 2001; and Persson 2001) have shown that joining a mone-
tary union could have significant multiplier effects on trade. Rose shows
that trade between countries that share a common currency is on average
more than three times what would be predicted from a gravity model of
trade. Persson has found similar benefits, but less than 300 percent.

In the postcrisis period, the pace of monetary and financial coopera-
tion has picked up in an encouraging manner and the countries in East
Asia appear to have mustered up a certain amount of “political will” to
propel the process further. Some may disagree with this assessment—for
example, by noting that only 10 percent of the financing available under
the bilateral swaps under the Chiang Mai Initiative (CMI) is free of
International Monetary Fund (IMF) conditionality. But once institutional
arrangements are in place, increases in size and loosening of conditions
could perhaps be relatively easy and more a regional initiative.

In this context, this paper has two major objectives: (1) to review the
evolving postcrisis efforts to promote a new regional financial architecture
in East Asia, and (2) to identify activities of various groups, such as the
ASEAN, ASEAN + 3 (ASEAN plus People’s Republic of China [PRC],
Japan, and the Republic of Korea [henceforth Korea]), and the Asia-Europe
Finance Ministers (ASEM), that are presently underway to further
strengthen the process. 

East Asian policy makers are aware that at the present level of trade,
monetary, and labor market integration, a “single currency” is at best a
long-term objective. They are, however, keen to consolidate the successes
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so far and to extend integration further by identifying the transitional steps
in the areas of macroeconomic policy and exchange rate harmonization.

The rest of the paper is organized as follows. The first section outlines
the arguments for and against monetary and financial cooperation and
how the context has changed in the past year or so. It will be argued that
the case for a new regional architecture extends beyond the perceived
inadequacies of the initial IMF prescription. The next section will review
efforts to promote monetary and financial cooperation in East Asia by
facilitating exchange of information and the establishment of regional sur-
veillance systems and by developing self-help regional financing mecha-
nisms. Some see the CMI narrowly as the establishment of a network of
currency swap arrangements. The CMI actually goes beyond this and
reflects the ministers’ desire to strengthen information exchange and the
peer review process and to further enhance monetary and financial coop-
eration within the region. Thus the CMI—together with the establishment
of the ASEAN and the ASEAN + 3 Surveillance Processes—marks a water-
shed in the new regional financial architecture of East Asia. The section
following this reviews ongoing efforts to enhance cooperation beyond the
CMI and harmonize macroeconomic and exchange rate policies. The final
section contains the conclusions of the paper, including the role of the
Asian Development Bank (ADB). 

The Case for and against Monetary 
and Financial Cooperation

In the immediate aftermath of the Asian crisis, a number of cases were
made both for and against a new regional financial architecture in the
region.

The Case for Monetary and Financial Cooperation

Globalization and Spillover Effects
Globalization of commodity and factor markets has led to increased inter-
dependence among countries. Transborder challenges, including the
spillover of policies across national boundaries, have become important
forces to contend with. These externalities can be global (e.g., malaria,
HIV/AIDS control) or regional (e.g., controlling financial contagion). In
this context, national and international policies have to be complemented
by regional responses, because a single country cannot fully internalize the
benefits and costs of its actions. Unfortunately, while the demand for
international public goods to countervail the negative externalities has
increased, their “supply” has tended to decline in the post-hegemonic
world (Guerreiri and Falautano 2000).
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East Asian Crisis: A Type II Crisis
Initially the East Asian crisis ignited the debate between the macrofunda-
mentals and the investor panic views. According to the former, the crisis
resulted from weak macroeconomic fundamentals; in other words, it was a
question of solvency. The competing view held that the crisis was an out-
come of self-fulfilling prophecies and financial panics, including bank runs
and outflow of hot money, because of structural weaknesses in financial
and governance systems. The consensus view favors the crisis-of-confi-
dence-cum-structural weakness stance (Rana and Lim 1999; Rana and Yap
2001). The East Asian crisis differed from previous crises in several key
respects. First, it was a capital account crisis, not a traditional current
account crisis (Yoshitomi and Ohno 1999). Second, unlike other crises of
confidence of the 1980s and 1990s, its root causes were structural—prema-
ture financial sector liberalization, weak governance, and policy mistakes
in managing private capital flows. Another important characteristic of the
crisis was that financial contagion tended to be mainly regional, requiring
regional solutions.

Viner’s Stages of Economic Cooperation
Viner (1961), focusing on economies of scale, identified three stages of
cooperation in ascending order of sophistication: (1) trade cooperation, (2)
monetary cooperation, and (3) full economic union. Since the early 1990s,
many of the East Asian countries have made sustained efforts to deregu-
late and open domestic markets. As a result, intraregional trade and
investment have increased. In terms of importing country data, intrare-
gional trade in East Asia (ASEAN + 3 and Taipei, China) was more than 50
percent of the region’s total trade in 1998, even when many of the coun-
tries were in crisis. The benefits of such trade could be maximized by fur-
ther efforts to promote monetary and financial cooperation.

Increased Dependence on Short-Term Capital
East Asia traditionally has had high levels of savings (about 30–40 per-
cent). Because of weak national and regional capital markets, these savings
were invested in the more advanced industrialized countries and were
recycled to meet the development finance needs of the region, mainly in
the form of short-term bank loans from industrialized markets. This led to
the growing vulnerability of East Asian countries and eventually precipi-
tated the crisis (Kuroda 1999). Development of a regional capital market,
including a regional bond market, would therefore reduce vulnerability in
the future.

The Case against Monetary and Financial Cooperation

The idea of regional monetary and financial cooperation, especially the
Asian Monetary Fund (AMF), was initially opposed by the IMF, the Unit-
ed States, and the European Union (EU) for a number of reasons.
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Regional Approaches Could Aggravate the Moral Hazard Problem
It is argued that the global economy does not need a proliferation of
regional efforts as it could lead to “soft conditionality” and aggravate the
moral hazard problem. While it is true that regional funds might find it
difficult to impose politically unpopular policies, moral hazard is not a
problem associated with only regional facilities. The IMF itself is not total-
ly immune to this problem and the Council of Foreign Relations, among
others, has alluded to the problem and advised the IMF to adhere consis-
tently to normal lending limits to redress the moral hazard problem.

Lack of “Political Will” in East Asia
The argument goes that the East Asian countries, while satisfying many of
the criteria for an optimal currency area, have not developed political con-
ditions necessary for a durable regional arrangement—certainly not as
much as Europe had accomplished when it started the exercise. East Asia
lacks “integrationist” thinking and the web of interlocking agreements
that encourage monetary and financial cooperation.

While the importance of preconditions cannot be denied, recent devel-
opments in East Asia suggest that political integration has become less of a
constraint than before, mainly because democratic principles are taking
root in the governance of these countries. East Asian central banks are also
acquiring a greater level of independence (Park 2001). East Asia is chang-
ing and may be on the brink of a historical evolution, as Europe was half a
century ago (Bergsten 2000). Having survived the crisis, East Asian coun-
tries are prepared to set aside their differences and work together to devel-
op a self-help support mechanism, in an effort to prevent future crises.

Single Currency is a Premature Idea and the Focus Should Be on Structural
Reforms
The European experience emphasizes the need for satisfying preconditions
and a relatively long transition period. A typical argument suggests that
East Asian countries should focus more on financial and corporate reforms
to avoid future crises rather than on a “single currency.” While this is a
legitimate argument, few East Asian policy makers are naive enough to
believe that they can establish a single currency in the near future. What
they would like to do is to continue the pace of monetary and financial
cooperation and initiate actions on the transitional steps toward a full
monetary union, which is a long-term objective at this stage. Also, reforms
and regional architecture address two different sets of issues. While the
former is oriented to efficiency and growth, the latter is an attempt specifi-
cally targeted to manage, if not to prevent, a crisis. 
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Changed Context

Gradually, however, the situation has changed, and there is growing con-
sensus that efforts to promote regional monetary and financial cooperation
should be continued.

IMF, G-7, and ASEM Support Regional Monetary and Financial Cooperation
In a recent interview with the Far Eastern Economic Review (FEER), Horst
Kohler, the managing director of the IMF, commented: “Our advice [to the
East Asian region] is to pursue regionalization, not in opposition to the
IMF, because the IMF is a global institution, but to do it in a complemen-
tary fashion. That is exactly what is happening now and it makes a lot of
sense” (FEER 2001).

A regional financial cooperative scheme such as the CMI could be
structured to complement the IMF in various ways. First, a regional facility
could provide resources in addition to those provided by the IMF, while
joining forces to work on matters related to the prevention and manage-
ment of financial crises. Second, it could also support the work of the IMF
by monitoring economic developments in the region and taking part in the
IMF’s global surveillance activities. Finally, “competitive pluralism” pro-
vides a menu of options to clients and places them on the driver’s seat.

Regionalism Can Supplement Multilateralism
Any argument for regional arrangements must begin by answering the
most fundamental question of whether regional groupings—whatever
form they may take—are conducive to, or likely to interfere with, multilat-
eralism. Despite misgivings and their “second-best” nature, regional trad-
ing arrangements are increasingly being seen as building blocs rather than
stumbling blocs for an integrating world. Some 170 regional trading
arrangements, including bilateral areas, have been registered with the
WTO. Those being studied or negotiated in Asia and the Pacific are Japan-
Singapore Free Trade Agreement (FTA), Korea-Chile FTA, Korea-Japan
FTA, Korea–PRC FTA, PRC–ASEAN FTA, Korea–ASEAN FTA, and
ASEAN + 3 FTA. There is no evidence suggesting that an East Asian finan-
cial arrangement will be oriented toward a withdrawal from the global
economy and hence erect barriers to global financial integration. The IMF
managing director agrees that “the IMF has increased its support for
regional cooperation and integration, as a way to promote strong policies
and institutions in neighboring countries and [as a] stepping stone toward
successful integration into global markets” (Kohler 2001).
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Evolving Regional Financial Architecture in East Asia

Efforts to promote monetary and financial cooperation in East Asia have
focused on two areas: (1) information exchange and surveillance processes
and (2) resource provision mechanisms.

Information Exchange and Surveillance Processes

Manila Framework Group
The Manila Framework Group was established in November 1997, when
the proposal for the AMF was shot down, for the overriding purpose of
regional surveillance. This group meets semiannually and brings together
deputies from the finance ministries and central banks of fourteen coun-
tries, both within and outside the Asia-Pacific region. In these meetings,
ADB, IMF, and the World Bank provide surveillance reports. Australia is
now coordinating a working group to explore the possibility of establish-
ing a “regional financing facility” under this group. The proposal is to be
discussed at the next meeting of the group in New Zealand (December
2001). 

The ASEAN Surveillance Process
In October 1998, the ASEAN finance ministers signed a Terms of Under-
standing that established the ASEAN Surveillance Process. Based on the
principles of peer review and mutual interest among ASEAN member
countries, the overall purpose is to strengthen the capacity of policy mak-
ing within the ASEAN group. In addition to the usual monitoring of
exchange rates and macroeconomic aggregates, the ASEAN Surveillance
Process monitors sectoral and social policies and includes provisions for
capacity building, institutional strengthening, and sharing of information.
The ASEAN finance ministers meet twice a year for policy coordination
under the ASEAN Surveillance Process.

The ASEAN Surveillance Process is an important initiative by a group
of developing countries to exchange information on economic develop-
ments and policies and to consider individual and collective responses to
events that could negatively impact subregional economic well-being.

The ASEAN + 3 Surveillance Process
The ASEAN + 3 group was formalized in November 1999, and the first
peer review meeting under the ASEAN + 3 Surveillance Process was held
in May 2000 on the sidelines of ADB’s annual meeting. The ASEAN + 3
Surveillance Process is similar to the ASEAN Surveillance Process, and
under it the finance ministers of the thirteen countries and the secretary-
general meet twice a year for policy coordination.
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Mechanisms for Resource Provision

The Asian Monetary Fund/Regional Financing Facility 
The notion of regional monetary cooperation in Asia was introduced ini-
tially by Japan in September 1997. A $100 billion fund was to be created,
half of which was to be provided by Japan and the remainder by the PRC;
Hong Kong, China; Singapore; and Taipei, China. It was argued that this
would provide sufficient liquidity that could be quickly mobilized to fore-
stall speculative attacks on the region’s currencies. Despite the strong sup-
port of Malaysia, the idea was turned down at the fifth Asia Pacific Eco-
nomic Cooperation (APEC) meeting in Manila. It was argued that a
regional fund would unnecessarily duplicate IMF’s activities and lead to
moral hazard problems. 

But the regional monetary fund or an equivalent structure continues to
feature prominently in regional consultative meetings and in academic
papers and articles. A Regional Stability Forum (RSF) was proposed by
Hajime Shinohara (1999) of the Japanese Institute for International Mone-
tary Affairs. The RSF would (1) promote regional policy dialogues, (2)
establish a mechanism for emergency financial support, and (3) prevent
future crises through regional economic surveillance and cooperation.

The ADB Institute in Tokyo and the Asia Policy Forum network that it
has established have similarly suggested the establishment of a regional
financing arrangement to (1) serve as a lender of last resort, (2) provide
effective regional surveillance, and (3) promote financial and corporate
restructuring (Yoshitomi and Shirai 2000).

The need for a regional monetary scheme has also been a prominent
feature of discussions outside of Asia. Former vice-minister of Germany
Heiner Flassbeck (1999) was among the first to suggest that Asia should
have a joint supervisory/academic body as a precursor to a regional cur-
rency regime. The body could undertake economic surveillance and advise
governments, in addition to prompting and coordinating their responses.
It could even provide liquidity to countries during financial crises.

The belief that the IMF could not monitor and respond appropriately
to crises has led Robert Wade and Frank Venoroso (1998) to support a
regional fund. They make a strong case for the creation of the AMF, sug-
gesting that it could build on Asia’s saving surplus, foreign exchange
reserves, and net-creditor status (including reserves and Treasury bills).
AMF could also raise the necessary funds for its core financing from sub-
scriptions by member governments.

Andrew Rose of the U.S. Federal Reserve Bank of San Francisco is also
in favor of establishing a regional monetary fund parallel to the IMF. Rose
(1999) notes that currency crises tend to be more regional and spread along
the lines of trade linkages, disrupting regional trade flows. Since currency
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crises create regional costs, the region would have an incentive to mitigate
these by providing a financial safety net.

The IMF Board of Directors reiterated in its meeting of September 1999
that “surveillance should pay more attention to the vulnerabilities of indi-
vidual countries and to the international and regional aspects of surveil-
lance.” As discussions on a regional monetary fund gain impetus, the IMF
appears to favor the regional surveillance process over a regional fund,
while not completely ruling out a regional fund that could complement
the IMF’s efforts in the region in the longer term. The Joint Ministerial
Statement of the seventh APEC finance ministers’ meeting also noted that
“cooperative financial arrangements at the regional level designed to com-
plement resources provided by the IFIs in the support of IMF programs
can be effective in crisis prevention and resolution.”

The Chiang Mai Initiative of the ASEAN + 3 Finance Ministers

At their May 2001 meeting held in Chiang Mai, on the sidelines of the ADB
annual meeting, the ASEAN + 3 finance ministers came up with the CMI.
In addition to reiterating the need for strengthened policy dialogues and
regional cooperation activities, the CMI called for:

1. An expanded ASEAN swap arrangement that would include all
ASEAN countries, and a network of bilateral swap and repurchase agree-
ment facilities among ASEAN countries, the PRC, Japan, and Korea.

2. Use of the ASEAN + 3 framework to promote the exchange of con-
sistent and timely data and information on capital flows.

3. Establishment of a regional financing arrangement to supplement
existing international facilities.

4. Establishment of an appropriate mechanism (early-warning system)
that could enhance the ability to provide sufficient and timely financial
stability in the East Asian region.

Encouraging progress has been achieved in each of the above areas.
Expanded ASEAN Swap Arrangement (ASA) and Network of Bilateral

Swaps and Repurchase Agreements (BSA)
Subsequent to the Chiang Mai meeting, the deputies of the ASEAN + 3

negotiated the details that produced the framework paper for the ASA and
BSA. This framework paper was approved in a meeting of the deputies in
Beijing in November 2000.

ASA. In 1997, five ASEAN countries—Indonesia, Malaysia, the Philip-
pines, Singapore, and Thailand—agreed to establish the ASA to provide
liquidity support for the participating countries that experience balance-
of-payment difficulties. In November 2000, the ASA was expanded to
cover all ASEAN members and the total amount was also increased from
$200 million to $1 billion. 

Under the ASA, apart from the U.S. dollar, currencies available include
the yen and euro, with euro-yen and euro–LIBOR interest rates, respective-
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ly, as the applicable base rates. The contributions from participating coun-
tries are characterized into two groups based on their ability to pay (Table
10.1). The maximum drawdown amount by each participating member
remains limited to twice their committed amount under the ASA. The
swap transactions have a maturity not exceeding six months, subject to
rollover for a period not exceeding six months.

BSA. The BSA is a facility designed to provide short-term liquidity
assistance in the form of swaps of U.S. dollars with the domestic curren-
cies of a participating country. Participating countries can draw on the
BSA for a period of ninety days. The first drawing may be renewed seven
times. The interest rate applicable to the drawing is the LIBOR plus a pre-
mium of 150 basis points for the first and the first renewal drawings.
Thereafter, the premium is increased by an additional 50 basis points for
every two renewals, but not exceeding 300 basis points. While the frame-
work paper lays out the basic principles, each bilateral agreement could be
slightly different.

The BSA is complementary to the IMF’s assistance in that countries
drawing from the facility are required to accept an IMF program for
macroeconomic and structural adjustment. The BSA, however, allows an
automatic disbursement of up to 10 percent of the maximum amount
of drawing without any linkage to an IMF program or conditionality.
This limit is to be increased as the region develops its own surveillance
capacity. 

Repurchase agreements (repos) are also to be established to provide
short-term liquidity to a participating member though the sale and buy-
back of appropriate securities. Securities eligible under the repos are U.S.
Treasury notes or bills with a remaining life of not more than five years
and government securities of the counterparty country of the repo.

After the ASEAN + 3 summit in November 2000, the PRC, Japan, and
Korea began negotiating BSAs with the ASEAN countries. So far, five
BSAs have been signed and another five are at an advanced stage of nego-
tiation (Table 10.2). Good progress has thus been made in ten out of the
thirty possible BSAs.1

Table 10.1. Contributions to ASA
Group I Amount (US$ million)
Indonesia, Malaysia, Philippines,

Singapore, Thailand, and Brunei 150 each
Group II

Vietnam 60
Myanmar 20
Cambodia 15
Laos 5
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Monitoring Capital Flows
A joint ADB/ASEAN Secretariat Workshop on Monitoring Private Capital
Flows in ASEAN + 3 was held April 26–27, 2000. Subsequently, a draft
data template has been developed to monitor capital (especially short-
term) flows to the region. The template is being finalized.

Establishment of a Regional Financing Facility
The swap arrangements that are in place between the ASEAN countries
and the ASEAN + 3 group will be utilized only when one or several coun-
tries encounter short-term and temporary balance-of-payment difficulties,
a situation that may or may not arise in the near future. To enhance cross-
border financial interactions within the framework of existing financing
facilities, the ASEAN Secretariat commissioned a study on “Regional
Financing Arrangement.” This study has recommended that each mone-
tary authority set aside a modest percentage, say 5 percent, of its interna-
tional reserves and place the funds with the other twelve central banks on
a “pro rata” basis, to be determined by some equitable formula. This mul-
ticurrency placement is designed to achieve the dual objective of increas-
ing the role of currencies within the region while decreasing that of out-
side currencies. The proposal is also to let each country borrow multiples
of the placement amount, a concept similar to the much-practiced margin
loans in the securities business. 

Establishment of the ASEAN + 3 Early-Warning Systems
The establishment of ASEAN + 3 early-warning systems was also alluded
to in the communique of the ASEAN + 3 finance ministers’ meeting in
Honolulu in May 2001. The ADB is now implementing technical assistance

Table 10.2. Bilateral swap agreements
Amount (US$ billion)

Signed
Japan/Korea 2 + 5 a

Japan/Thailand 3
Japan/Malaysia 1 + 2.5 a

Japan/Philippines 3
PRC/Thailand 2
Advanced Stage of Negotiation
Japan/PRC
PRC/Thailand
Korea/Thailand
Korea/Philippines
Korea/Malaysia
a Under the New Miyazawa Initiative.
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to support collaborative efforts among the ASEAN + 3 countries leading to
the development of a regional early-warning system that would help
detect emerging macroeconomic, financial, and corporate sector vulnera-
bilities, in an attempt to prevent financial crises in the future. The TA will
finance: (1) the development of an early-warning prototype based on exist-
ing approaches of the IMF, the academic community, and various coun-
tries; (2) the identification of a “core set” of macroprudential indicators rel-
evant to establishing an early-warning system; and (3) workshops to
finalize, disseminate, and implement the prototype model among the
ASEAN + 3 countries.

Monitoring/Surveillance Unit and Decision-Making Body
As already discussed, at the institutional level, efforts are being made to
establish early-warning systems and to monitor short-term capital flows.
A task force has also been set up to identify a Monitoring or Surveillance
Unit for the successful implementation of the CMI. This unit is to monitor:

• liquidity positions as well as economic fundamentals of its member
countries;

• implementation of common standards agreed upon among mem-
bers;

• policy implementation and reforms;
• coordination and harmonization of economic policies among the

member countries.
Efforts are being made to establish a decision-making body for

the CMI.
So far only ten out of thirty possible BSAs have either been negotiated

or are at an advanced stage of negotiation. Also, the amounts involved are
relatively small compared to large cross-border capital flows. But, as
already noted, the CMI extends beyond the ASA and a network of BSAs. It
also seeks to strengthen existing information exchange, surveillance, and
financing mechanisms. In this sense, the CMI is a watershed and lays the
foundation for enhanced monetary and financial cooperation in the region.
It also attempts to fill an important niche in the international financial
architecture.

Beyond the Chiang Mai Initiative

Efforts are also underway to go beyond the CMI and harmonize macroeco-
nomic and exchange rate policies. For example, an ASEAN task force on
ASEAN Currency and Exchange Rate Mechanism was established in
March 2001, and its deliberations are continuing. Additional impetus to
this work is being provided under the Kobe Research Project, which is an
initiative of the ASEM group.
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At their meeting in January 2001, the ASEM finance ministers encour-
aged cooperative activities in economic and financial areas, such as shar-
ing experience and lessons in fostering regional economic and monetary
cooperation, exchange rate regimes, and public debt management. 

Under the Kobe Research Project, a large number of studies are being
undertaken by institutions/individuals in Asia and Europe to further
enhance monetary and financial cooperation in the Asian region. The ADB
is conducting a study on “Monetary and Financial Cooperation in East
Asia.” Three in-depth technical core studies have been commissioned on:
(1) information exchange, surveillance systems, and institutional arrange-
ments; (2) mechanisms for resource provision, including multilateraliza-
tion of the CMI swap agreements and regional financing facilities; and
(3) transitional regional exchange rate arrangements and coordination
mechanisms. The emphasis is on identifying the transitional steps that
could perhaps facilitate the adoption of a single currency in the long term.

At a recent lecture at the ADB, Professor Mundell (2001) argued that
eventually Asia needs a common currency like the euro. In the interim,
however, some transitional regional cooperative arrangement (e.g., a par-
allel currency to be used for international transactions) could be consid-
ered to bring about greater coherence of macroeconomic policies across
countries.

Eichengreen and Bayoumi (1999) have calculated an optimum curren-
cy index (based on trade patterns, openness, nature of disturbance) for
East Asia and found that this index is not very different from what it was
in Europe before the Maastricht Treaty was signed. Bayoumi and Mauro of
the IMF (1999) and Plummer (2001) have reached a similar conclusion for
the ASEAN countries. All of them argue also that some of the conditions
for successful economic integration are endogenous; that is, they arise after
financial cooperation is initiated.

Conclusion

In the postcrisis period, there has been a significant change in the thinking
of East Asian policy makers in developing a new regional financial archi-
tecture by promoting self-help efforts. In this context, the establishment of
the ASEAN and ASEAN + 3 Surveillance Processes are not only historic
but also regional watersheds. So is the Chiang Mai Initiative. Efforts are
also being made to expand the CMI to harmonize macroeconomic and
exchange rate policies. “Political will” has to be developed for more con-
certed actions. The Macroeconomic Monitoring Group of MERCOSUR in
South America has set convergence targets to be met by the end of 2002.
Similarly, the Economic Community of West African States is heading for a
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full monetary union by 2003 and 2004. East Asia has to catch up with these
other subregions.

As a regional development bank, the ADB continues to support the
efforts of the ASEAN, ASEAN + 3, ASEM, and Manila Framework groups.
In early 1999, ADB established the Regional Economic Monitoring Unit
(REMU) to support regional monetary and financial cooperation. REMU
prepares the “ASEAN Economic Outlook” and “East Asian Economic Out-
look” reports for the meetings of the ASEAN and ASEAN + 3 finance min-
isters, and/or finance and central bank deputies. Through capacity-build-
ing activities, REMU assists in establishing a network of institutions to
support the ASEAN Surveillance Process: National Surveillance Units in
the Ministries of Finance, the ASEAN Surveillance Coordination Unit at
the ASEAN Secretariat, and the ASEAN Surveillance Technical Support
Unit at ADB. Through regional technical assistance funded entirely by a
grant from the Australian government, REMU also maintains and devel-
ops the Asia Recovery Information Center web site (http://aric.adb.org)
and prepares the “Asia Recovery Report” semiannually. REMU supports
the Asia-Europe finance ministers’ meeting and the Manila Framework
meeting by providing monitoring inputs.

Notes

1. Singapore has decided not to avail itself of BSA at the present time. 
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Eiji Ogawa and Kentaro Kawasaki

Introduction

After the East Asian countries experienced the Asian currency crisis, it has
been regarded that regional financial cooperation is necessary among East
Asian countries in order to prevent a currency crisis in the future, as
shown in the Chiang Mai Initiatives by ASEAN + 3 (China, Japan, and
Korea). These movements give us momentum to activate policy dialogues
in a field of international monetary arrangements among East Asian coun-
tries. This chapter’s objective is to consider a common currency area for
East Asia, which is expected to be an important topic in policy dialogue
among East Asian countries in the future.

Our experience in the Asian currency crisis reminds us of the fact that
the de facto dollar peg was dangerous for East Asian countries. It follows
that we should create a common currency that has linkages not with a sin-
gle major currency but a currency basket. The European Union (EU) has
created a single common currency—the euro—which was based on the
European Currency Unit (ECU). In the case of the ECU, member country
currencies were linked with the ECU, while the ECU was floating against
the U.S. dollar and the Japanese yen. A possible common currency in East
Asia will be in contrast to the ECU.

In addition, we investigate an optimal currency area in East Asia. Bay-
oumi, Eichengreen, and Mauro (2000) used a structural VAR model to
make an empirical analysis on an optimal currency area in East Asia. We
use a Generalized Purchasing Power Parity (G-PPP) model to analyze the
issue. We investigate which East Asian countries might be able to create a
common currency region. We reach the analytical conclusion that there are
two separate groups that might form common currency regions in
ASEAN. This implies that it is difficult for all East Asian countries to create
a single common currency region given the current situation in the area. 

The chapter’s first section places stress on creation of a common cur-
rency basket for East Asian countries in order to resolve a kind of coordi-
nation failure in exchange rate policies among them. Next we consider two
methods of creating a common currency unit: first, by taking into account
the stability of home currencies against a currency basket that is composed
of the U.S. dollar, the Japanese yen, and the euro; and second, the merits
and demerits of monetary integration are considered. In the following sec-
tion we consider the feasibility of a common currency area in East Asia by
taking into account the demerits that we point out in the previous section.
Then we empirically analyze an optimal currency area for East Asia. We
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use a G-PPP model to investigate which of the East Asian countries can
create a common currency area. Finally, we refer to the relationship
between a common currency area and a free trade area. In conclusion, we
summarize our considerations for an Asian currency union.

A Common Currency Basket for East Asian Countries

Some empirical research has found that an optimal currency basket system
would contribute to stabilizing trade balances and capital flows for East
Asian countries. Ito, Ogawa, and Sasaki (1998) estimated optimal weights
on the U.S. dollar and the Japanese yen in a currency basket that stabilized
trade balances for East Asian countries before the Asian currency crisis.
Results of the estimates showed that the optimal weights on the U.S. dollar
were smaller than the actual weights estimated by Frankel and Wei (1994)
and Kawai and Akiyama (1998). This implies that it was not a de facto dol-
lar peg system but a currency basket peg system that would have stabi-
lized their trade balances. 

Ogawa and Sun (2001) simulated capital inflows to three crisis-hit
countries—Thailand, Indonesia, and Korea—under a currency basket peg
system where weights on the U.S. dollar and the Japanese yen had been
fifty-fifty in a currency basket. Results of the simulation concluded that the
de facto dollar peg system stimulated capital inflows to the crisis-hit coun-
tries before the Asian currency crisis.

We should consider why the monetary authorities of East Asian coun-
tries tended to choose a de facto dollar peg system rather than a currency
basket peg system. In fact, linkages of East Asian countries to the U.S. dol-
lar recently have returned to the high level before the crisis, as McKinnon
(2000) and Ogawa (2001) pointed out. One reason why the monetary
authorities are unwilling to adopt a currency basket peg system is related
to a kind of coordination failure. The first one to adopt a currency basket
peg system might temporarily destabilize its relations with neighboring
countries that still peg their home currencies to the U.S. dollar, as shown in
the prisoners’ dilemma in game theory.1

Ogawa and Ito (2000) used a theoretical two-country model to exam-
ine an optimal exchange rate regime for East Asian countries that export
goods to the United States, Japan, and neighboring countries in order to
minimize the fluctuation of trade balance in an environment where the
yen-dollar exchange rate fluctuates. It was shown how an East Asian coun-
try’s choice of the exchange rate regime (or weights in the basket) is
dependent on the neighboring countries. The dollar weights in the curren-
cy baskets of the two countries are determined as a Nash equilibrium. In
general, there are multiple equilibriums, and a “coordination failure” may
result.
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Suppose that all of the monetary authorities in East Asian countries, in
fact, have kept the de facto dollar peg system. Consequently, the exchange
rates of their home currencies vis-à-vis the U.S. dollar have been kept
almost fixed while the exchange rates of the home currencies vis-à-vis
other major currencies—which include the Japanese yen—have been fluc-
tuating. On the one hand, if the monetary authorities of a country switch
their exchange rate policy from the de facto dollar peg system to a curren-
cy basket peg system, the currency basket peg system increases the fluctu-
ation in the exchange rate of the home currency vis-à-vis the U.S. dollar
while it reduces the fluctuation of the exchange rate of the home currency
vis-à-vis the Japanese yen.

In the case where the U.S. dollar appreciates against the Japanese yen,
the home currency also appreciates against the Japanese yen, while the
exchange rate of the home currency vis-à-vis the U.S. dollar is kept fixed
under the dollar peg system. On the other hand, the home currency appre-
ciates against the Japanese yen less widely, while the home currency
depreciates against the U.S. dollar under the currency basket peg system.
Therefore, an appreciation of the U.S. dollar against the Japanese yen
makes the home currency appreciate more widely under the dollar peg
system than under the currency basket peg system. 

In contrast, in the case where the U.S. dollar depreciates against the
Japanese yen, the home currency also depreciates against the Japanese
yen, while the exchange rate vis-à-vis the U.S. dollar is kept fixed under
the dollar peg system. On the other hand, the home currency depreciates
against the Japanese yen less widely, while the home currency appreciates
against the U.S. dollar under the currency basket peg system. Therefore, a
depreciation of the U.S. dollar makes the home currency depreciate more
widely under the dollar peg system than under the currency basket peg
system.

If there were certainty about future movements in the exchange rate, it
is rational to expect that all of the monetary authorities would behave the
same. If it were certain that the U.S. dollar would appreciate against the
Japanese yen in the future, all of the monetary authorities in the East Asian
countries would have no hesitation about switching their exchange rate
policy to a currency basket peg system. On the other hand, if it were cer-
tain that the U.S. dollar would depreciate against the Japanese yen in the
future, they would have no hesitation about maintaining the dollar peg
system. 

There is in reality, however, an uncertainty about the future move-
ments in the exchange rate of the U.S. dollar vis-à-vis the Japanese yen.
Suppose that independently, the monetary authorities of one country
switch their exchange rate policy to the currency basket peg system, while
the monetary authorities of the neighboring countries keep the dollar peg
system. The currency of the country that adopts the currency basket peg
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system would appreciate against the currencies of the neighboring coun-
tries if the U.S. dollar depreciates against the Japanese yen. Therefore,
under such an uncertainty, the monetary authorities tend to work out a
strategy to “wait and see” if they are averse to risk. 

All of the monetary authorities are likely to “wait and see” if they are
averse to risk. The situation is called the “prisoners’ dilemma” in game
theory. All of the monetary authorities cannot help but choose to keep the
dollar peg system—the Nash equilibrium—even though they should
know that there is a better cooperative solution. Coordination among some
of the monetary authorities in the East Asian countries is necessary for
shifting the situation from the Nash equilibrium to a cooperative solution.

A form of cooperation is international policy coordination on arrange-
ments for an international monetary system. For example, all of the mone-
tary authorities of the countries in a regional area might agree on an
arrangement to create a common currency that consists of a currency bas-
ket. They might make references to the common currency in conducting
their exchange rate policy. A rigid arrangement is that all of the monetary
authorities in the regional area peg their home currencies to the common
currency basket. On the other hand, one of the more flexible arrangements
is that they target the home currencies in a wider band around a central
exchange rate of the home currencies vis-à-vis the common currency
basket. 

In either case, it is necessary to create a common currency basket that
the monetary authorities of these countries make reference to when they
conduct their exchange rate policies. Such regional currency arrangements
might help to prevent competitive devaluation among the related curren-
cies in a region. If the monetary authorities of a country devalue their
home currency, the devaluation worsens price competitiveness of products
made in neighboring countries. For this reason, the monetary authorities
of the other countries should have an incentive to devalue their home cur-
rency, following the first country’s action. The regional currency arrange-
ments that the monetary authorities in a region make include a commit-
ment to a coordinated exchange rate policy linked to a common currency
basket that would prevent this possible competitive devaluation.

From a Common Currency Unit to an Asian Currency Union

A common currency basket is composed of currencies of trading partner
countries, given that the objective is to stabilize the balance of trade. A
common currency basket for the East Asian countries might in fact be com-
posed of the U.S. dollar, the Japanese yen, the euro, and neighboring coun-
try currencies from the viewpoint of their trading partners. Under a com-
mon currency basket system, the monetary authorities of countries peg or



Toward an Asian Currency Union 315

target their home currencies to a common currency basket. In a rigid sys-
tem where the monetary authorities peg their home currencies to a com-
mon currency basket, the currencies are pegged with each other. In a more
flexible system where they target their home currencies within an
exchange rate band around a central parity rate against the common cur-
rency basket, the currencies are linked to each other within an exchange
rate band. Thus, if they adopt a common currency basket system, their
currencies will be linked with each other at a parity rate or within a band
around a central parity rate.

It is more logical for the monetary authorities to link their home cur-
rencies to a common currency unit that is equivalent to the common cur-
rency basket. For the East Asian countries, a common currency unit might
be composed of the U.S. dollar, the Japanese yen, and the euro, as well as
the home currencies of the participating countries (Ito, Ogawa, and Sasaki
1998). The European Union countries adopted the European Monetary
System (EMS)—in which their home currencies were linked to a common
currency unit called the ECU—during the period from 1979 to 1998. The
ECU is composed only of home currencies of the EMS member countries.
Their home currencies were linked to the ECU with an exchange rate
band. The monetary authorities had an obligation to intervene in foreign
exchange markets in order to keep the exchange rates of the home curren-
cy against the other EMS currencies within an exchange rate band. This is
called the grid method. On the other hand, the ECU was floating against
the other major currencies, including the U.S. dollar and the Japanese yen.2

A method of adopting a common currency basket system is that the
monetary authorities create a common currency unit that consists of home
currencies of member countries like the ECU and link their home curren-
cies to the common currency unit. Moreover, they link the common cur-
rency unit to a currency basket consisting of the U.S. dollar, the Japanese
yen, and the euro. This is the two-stage linkage method.

The monetary authorities of the participating countries have an obliga-
tion to intervene in foreign exchange markets in order to link their home
currencies to the common currency unit and, in turn, link their home cur-
rencies to each other. At the same time, the monetary authorities of the
participating countries might coordinate the intervention in foreign
exchange markets in order to link the common currency unit to a currency
basket that is composed by the U.S. dollar, the Japanese yen, and so on.
Such intervention is complicated for the monetary authorities. If the par-
ticipating countries establish an intraregional institution, it could intervene
in foreign exchange markets in order to link the common currency unit to
a currency basket on behalf of the monetary authorities of the participating
country.

Another method is that they create a common currency unit consisting
of the U.S. dollar, the Japanese yen, and the euro as well as their regional
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home currencies and link their home currencies directly to the common
currency unit. This is the direct linkage method. The monetary authorities
of the participating countries have an obligation to intervene directly in
foreign exchange markets in order to link their home currencies to the
common currency unit. In this case it is more difficult to calculate a com-
mon currency unit consisting of the U.S. dollar, the Japanese yen, and the
euro as well as their regional home currencies.

The two methods might theoretically be equivalent to each other.
However, which method should be adopted depends on their implemen-
tation. It would be easier for the monetary authorities of each country to
implement the two-step linkage method if they could establish an intrare-
gional institution for the participating countries. The monetary authorities
of the participating countries would target the home currencies to the
common currency unit.

The next step is to proceed toward currency union. Why should we
seek a currency union in East Asia? What benefits do we expect from
regional monetary integration? 

One of the benefits of regional monetary integration is to save the
transaction costs associated with the exchange of different currencies.3 Eco-
nomic agencies need to spend transaction costs to exchange different cur-
rencies in a situation where they use their home currencies as a medium of
exchange in a region. An international monetary unification would avoid
this kind of transaction cost. Moreover, network externalities have shown
that the function of a currency as a medium of exchange works better the
fewer currencies economic agents use. As for the function as a value mea-
sure, fewer currencies in a region make it more efficient.

East Asian countries have their own home currencies that the mone-
tary authorities link to the currency unit before they achieve regional mon-
etary integration. This situation implies that there is a possibility for the
monetary authorities to realign exchange rates of the home currencies vis-
à-vis the common currency unit or to quit linking their home currencies to
the common currency unit. The possibility might induce speculators to
make speculative attacks against weaker currencies. It is one option for the
monetary authorities to make a strong commitment to link their own
home currencies to the common currency unit. The strongest commitment
is to participate in a currency union where the monetary authorities of the
participating countries have no option to withdraw from it. The strongest
commitment would contribute to the stability of exchange rate regimes
because the monetary authorities build up their confidence from private
economic agents. The monetary authorities can make this strong commit-
ment to solve the so-called peso problem, which means that the future
possibility of exchange rate collapse increases domestic interest rates in
terms of their home currencies through expected depreciation and risk
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premium. Accordingly, a currency union contributes to a decrease in
domestic interest rates in terms of the home currencies.

Moreover, in recent years, the world economy has seen a trend toward
bilateral and regional free trade agreements parallel with the WTO system.
Movements toward the free trade area contribute to elimination of some
trade obstacles, including tariffs and nontariff barriers. But economic
agents would regard exchange rate risks as an important trade obstacle
after they conclude free trade agreements with several countries. Even
though we use forward contracts to avoid exchange rate risks, we still
have to pay some costs. This is a kind of transaction cost. In this situation
we would face an increased necessity to eliminate exchange rate risks and
the related transaction costs. Economic agents would face no exchange rate
risks under the situation of a common currency union, with the strong
commitment to continue linking their home currencies against the neigh-
boring countries’ currencies.

On the other hand, some demerits of international monetary integra-
tion should be pointed out. First, economies will face costs if a currency
union is formed in a situation where they do not satisfy conditions for an
optimal currency area. The economies need costs related with asymmetric
shocks because they cannot adjust any asymmetric shocks by making
realignment of exchange rates forever. Asymmetric shocks change the
terms of trade among countries in a currency union. In this situation, the
economies would be forced to adjust through changes in prices. Some
countries would receive deflationary pressures, while other countries
would receive inflationary pressures. The deflationary countries especially
would face reductions in GDP. This would in turn increase unemployment
in the countries with international labor immobility and tend to reduce
wage rates.

The second cost of international monetary integration is that national
central banks would be forced to give up their own seignorage because
they are unified to a single central bank. This implies also that national
central banks would postpone the autonomy of their monetary policy. It is
true that we do not face any problems as long as a single unified central
bank in a currency union conducts a monetary policy that is optimal for all
of the participating countries. The unified central bank cannot always con-
duct optimal monetary policies for all of the participating countries in the
cases where asymmetric shocks occur or where domestic central banks
have different objective functions on monetary policy. Moreover, there is
no guarantee that a unified central bank will agree with all of the national
central banks, as in situations that are necessary for a lender of last resort.
The unified central bank might tend to take a negative stance over the
lender of last resort if it regards disinflation as the most important objec-
tive of the monetary policy.



318 Eiji Ogawa and Kentaro Kawasaki

The third cost of monetary integration is that the monetary authorities
of the participating countries are forced to give up their own seignorage as
well as monetary sovereignty. If a country participates in a currency union,
its government will be forced to give up seignorage as one of its fiscal rev-
enue sources. Governments of the member countries will face a redistribu-
tion problem in which the unified central bank obtains seignorage instead
of the domestic central banks. It is possible to solve this problem through
international coordination in the redistribution of seignorage among the
governments of the participating countries.

Feasibility of a Common Currency Area in East Asia

So far we have suggested that East Asian countries should try to resolve
the coordination failure in exchange rate policies. One of the solutions is
that East Asian countries should form a currency union where economic
agents use a common currency basket as a single common currency unit.
In this section we consider the feasibility of a common currency area in
East Asia by taking into account the demerits of an international monetary
integration that we pointed out in the previous section.

What are the conditions under which we can use a common currency
basket among some countries? It is clear that optimal weights on curren-
cies in a currency basket should be almost the same among the counties.
The first condition is related with the “optimality.” It is necessary that the
monetary authorities have the same objectives for their exchange rate poli-
cy among the countries. There is controversy as to whether or not this is
the case. In the academic literature we can find different views on what
objectives the monetary authorities should have in conducting their
exchange rate policy.

One of the objectives is stability of the real effective exchange rate
(Lipschitz and Sundrarajan 1980). The objective implicitly implies that the
trade balance is stable as long as the monetary authorities keep the
exchange rate stable at or near the equilibrium. Another objective is to
keep the balance of trade or current accounts at an optimal level or to sta-
bilize the trade or current balances (Flanders and Helpman 1979; Flanders
and Tishler 1981). Turnovsky (1982) proposed that the objective to stabilize
domestic income was a more general objective of economic policy. For
domestic income stabilization, there are policy options other than the cur-
rency basket weights. Bhandari (1985), extending Turnovsky, considered
four criteria or a combination thereof at the same time: domestic price-out-
put stability, stability of domestic prices, reserve stock stability, and stabili-
ty of an external competitiveness.

Moreover, there is a question about what objective the monetary
authorities in fact have in conducting their exchange rate policy. They
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might have an objective that is different from that supposed in the acade-
mic literature. The monetary authorities might have adopted the dollar
peg system with the objective of attracting U.S. dollar-denominated for-
eign capital to the domestic direct and portfolio investments. They might
have been unable to devalue the home currency against the U.S. dollar
because the economy had a large amount of the U.S. dollar-denominated
foreign liabilities.

The second condition is that trade patterns are similar among the
countries in a currency area in some points, given that an objective of the
exchange rate policy is to stabilize their trade balances. As Ito, Ogawa, and
Sasaki (1998) pointed out, optimal weights of currencies in a currency bas-
ket depend on shares of the relevant countries in total exports and total
imports and their price elasticities. Therefore it is necessary that the shares
and the elasticities of exports and imports are similar among the countries
in a currency area.

Kwan (2001) pointed out that some East Asian economies are competi-
tive with the Japanese economy in trade structures, while other East Asian
economies are complementary to the Japanese economy. The competitive
relationship means that export products made in an East Asian country
compete with those made in Japan. On the other hand, the complementary
relationship means that an East Asian economy imports capital goods, raw
materials, or parts from Japan. If the home currency of the country that
competes with the Japanese economy depreciates against the Japanese
yen, it will improve the price competitiveness of export products made in
the relevant country. On the other hand, if the home currency of the coun-
try that is complementary to the Japanese economy depreciates against the
Japanese yen, it will increase their import prices in terms of the home cur-
rency and, in turn, production costs.

Table 11.1 shows elasticities of export volume with regard to real
exchange rates and real GDP of Japan and the United States, which were
regressed for six East Asian countries by Ito, Ogawa, and Sasaki (1998). We
can find that the elasticities of export volume with regard to the real
exchange rates against the Japanese yen are significantly different from
zero for Thailand, Korea, Taiwan, and the Philippines among the six coun-
tries. On the one hand, the elasticities are between 0.10 and 0.34 for the six
countries, except for Taiwan (1.35), although the elasticities are insignifi-
cantly different from zero for Indonesia and Singapore. Thus, some
economies in East Asia have a similar response of trade balances to the real
exchange rate against the Japanese yen.

Next, according to the optimal currency area theories, feasibility of a
common currency area in a region depends on whether the region is an
optimal currency area or not. It is pointed out in the optimal currency area
theories that several factors determine an optimal currency area. Mundell
(1961) regarded mobility of labor as a necessity of a common currency
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area, while McKinnon (1963) regarded openness of economy as another
necessity. Moreover, symmetry of shocks was pointed out as a factor for an
optimal currency area (Bayoumi and Eichengreen 1993). It is possible to
form an optimal currency area because it is unnecessary to make intrare-
gional adjustments in a region where symmetric shocks happen. Symme-
try of supply shocks is focused on because supply shocks have long-run
effects on GDP, while demand shocks have no long-run effects on GDP in
a situation where the natural unemployment hypothesis holds. Supply
shocks are those that have an effect on production functions, such as pro-
ductivity shocks and oil price shocks.

Bayoumi, Eichengreen, and Mauro (2000) conducted an empirical
analysis of an optimal currency area in the East Asian region.4 Their results
are shown in Table 11.2. Correlations were relatively higher among
Malaysia, Indonesia, and Singapore. Also, the correlation is higher
between Singapore and Thailand. These four ASEAN countries, therefore,
might be able to form an optimal currency area. Moreover, supply shocks
in Japan have a positive correlation with Taiwan, Korea, and Australia. On
the other hand, they have a lower correlation with ASEAN countries,
except for Thailand.

Table 11.1. Elasticities of exports
RER RER

Country against US against JP US real JP real
(period) Constant $ Yen GDP GDP R-bar-sq.

Thailand 0.14 0.42 (1.45) 0.34 (1.87) 1.43 (0.36) 0.91 (1.29) 0.126
(86:Q1-96:Q4) (3.17)

Indonesia 0.19 –0.08 0.10 (0.48) –2.76 –1.68 –0.048
(88:Q1-96:Q4) (4.38) (–0.06) (–1.64) (–1.80)

Korea 0.10 –0.03 0.17 1.13 (3.41) –0.22 0.114
(81:Q1-96:Q4) (2.96) (–0.10) (1.72) (–0.29)

Taiwan 1.01 –0.25 1.35 (4.64) 1.27 (1.19) 1.00 (1.32) 0.304
(85:Q1-96:Q4) (0.15) (–1.14)

Singapore 0.08 –0.89 0.16 (1.54) 1.47 (3.22) 0.17 (0.14) 0.209
(81:Q1-96:Q4) (1.99) (–2.62)

Philippines 0.13 –0.67 0.27 (3.26) –1.00 –0.97 0.253
(81:Q1-96:Q4) (3.53) (–2.83) (–1.81) (–1.17)

D(Export volume(t)) = a*D(RER(A/D)(t)) + b*D(RER(A/Y)(t)) +
c*D(USGDP(t)) + d*D(JAGDP(t)) + e(t) where D(*) is the difference over
the four quarters. The “Robusterrors” option (RATS) is used to correct for
autocorrelation in error terms. 
Note: Figures in parentheses denote t-statistics. 
Source: Ito, Ogawa, and Sasaki (1998).
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Empirical Analysis of an Optimal 
Currency Area for East Asia

We extended the earlier work of Kawasaki (2000) in order to analyze
empirically an optimal currency area for East Asia. We show the results of
our empirical analysis here. We used a Generalized Purchasing Power Par-
ity (G-PPP) model5 to conduct the empirical analysis. The G-PPP model is
extended from a simple PPP model by taking into account as a reason for
the difficulty in holding PPP that frequently occurring nominal and real
shocks continuously have effects on macrofundamentals. Even in the long
run, changes in a bilateral exchange rate depend not only on changes in
relative prices between the related two countries but also those in other
countries. Price levels in other countries have effects on the domestic price
level because prices of intermediate goods imported from abroad may
have an effect on prices of domestic products. Therefore, it is assumed in
the G-PPP model that there are common factors among some bilateral real
exchange rates of the home currency vis-à-vis currencies of foreign coun-
tries with which the home country has strong economic relationships.
Thus the real exchange rates have a stable equilibrium in the long run. The
G-PPP model explains that a PPP holds if a linear combination of some
bilateral real exchange rate series has equilibrium in the long run even
though each of the bilateral rate series is nonstationary.

Mundell (1961) pointed out that factor mobility is an important criteri-
on for the optimal currency area. It can be said that countries with a higher
degree of factor mobility should share a common trend in real exchange
rates. Now let us suppose that several countries have relatively similar
economic structures because of higher degrees of factor mobility among

Table 11.2. Correlation of aggregate supply shocks in East Asia (1968–96)
Hong

Indo- Singa- Philip- Kong
Malaysia nesia pore pines Thailand SAR Japan Taiwan Korea

Malaysia 1.00
Indonesia 0.49 1.00
Singapore 0.40 0.32 1.00
Philippines 0.05 0.16 0.01 1.00
Thailand 0.02 0.16 0.33 0.14 1.00
Hon Kong SAR 0.12 0.40 0.42 0.00 0.33 1.00
Japan –0.02 0.03 0.02 0.03 0.32 –0.23 1.00
Taiwan 0.00 0.32 0.42 0.15 0.54 0.40 0.23 1.00
Korea 0.17 0.11 0.21 0.07 0.21 0.18 0.17 0.01 1.00
Australia 0.00 0.14 0.08 –0.16 0.25 0.13 0.36 0.27 0.04
New Zealand 0.04 0.22 0.19 –0.01 0.21 0.00 0.22 0.07 0.01

Source: Bayoumi, Eichengreen, and Mauro (2000).
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the countries. Output levels will have correlations among the countries.
Even though real exchange rates of their currencies have a nonstationary
relationship, they have a common stochastic trend because output shocks
have a symmetrical effect on the real exchange rates. Even though we can-
not find any stationary relationship among bilateral real exchange rates of
home currencies vis-à-vis the anchor currency, the existence of a common
stochastic trend will bring the currencies in the economic area into a con-
stant relationship. Therefore, we focus on this relationship to consider the
possibility of introducing a single common currency in an economic area.
We can thus say, according to the G-PPP model, that in an optimal curren-
cy area, countries in an economic area share common real exchange rate
fluctuations or their common trend.

The G-PPP model-based analysis on an optimal currency area has
common characteristics with the VAR model-based analysis by Bayoumi
and Eichengreen (1993) and Bayoumi, Eichengreen, and Mauro (2000).
Both of the analyses implicitly compared fluctuation patterns of outputs
and, in turn, real exchange rates among the countries. However, the sym-
metry of supply shocks focused on in the VAR model-based analysis is no
more than a sufficient condition for an optimal currency area. Asymmetric
shocks do not always prevent countries from forming a currency union or
participating in it. Countries that face asymmetric shocks form a currency
union if any other factors can adjust disequilibria among their economies.

We show results of empirical tests for the G-PPP model by cointegra-
tion analysis. The sample period covers from September 1985 to December
1998. The sample countries are Korea, Singapore, Malaysia, Thailand, the
Philippines, Indonesia, the United States, Germany, and Japan. Real
exchange rates were computed from monthly data of nominal exchange
rates and wholesale price index or producer price index of the related
countries. The source is IMF’s International Financial Statistics (CD-ROM).

We regarded each of three major currencies—the U.S. dollar, the
Deutche mark, and the Japanese yen—as an anchor currency. We analyzed
which of the six East Asian countries (Korea, Singapore, Malaysia, Indone-
sia, Thailand, and the Philippines) could form a currency union with each
of the three major currencies as an anchor currency. Each of the combina-
tions that consist of 2, 3, 4, 5, or 6 countries was examined for an optimal
currency area. In addition, the same analysis was conducted supposing the
Singapore dollar as an anchor currency for East Asian currencies in order
to analyze the possibility that the East Asian countries form a currency
union with a regional currency as an anchor currency.

Because all of the real exchange rates in a linear combination are
assumed to be nonstationary in the G-PPP model, we should exclude the
real exchange rate for which a null hypothesis of stationarity cannot be
rejected. Unit roots for each of the real exchange rates were tested by two
methods of the ADF test and the KPSS test. From the unit root tests, we
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obtained results that nonstationarity could not be rejected for all of the real
exchange rates. Accordingly, we analyzed a test of currency union for fifty-
seven combinations in the case where each of the three major currencies is
an anchor currency and for twenty-six combinations in the case where the
Singapore dollar is an anchor currency. 

We used the Johansen method (Johansen and Juselius 1990) to test a
long-run relationship that is shown in equation A.2 in the appendix. We
used the error correction model (ECM) as shown in the following
equation:

T m+1
�Rt = ��1�Rt-1 + �Rt-1 + �t,� = ��. (5.1)

i=1

We tested whether products of nonstationary vector Rt and Matrix �,
which contained the cointegration vector, were stationary or not. Results
of the Johansen test are shown in Table 11.3.

In Table 11.3, we show the results of the Johansen test conducted in
197 cases for each of the anchor currencies. We determined the rank of the
cointegration vector with a significance level of 95 percent. We can find
cointegration relationships in 42 cases for the U.S. dollar, 33 cases for the
deutsche mark, 34 cases for the Japanese yen, and 26 cases for the Singa-
pore dollar.

With the U.S. dollar as an anchor currency, both the Singapore dollar
and the Korean won have a tendency to be included in a currency area.
With the deutsche mark as an anchor currency, both the Singapore dollar
and the Indonesian rupiah have a tendency to be included in a currency
area. With the Japanese yen as an anchor currency, both the Singapore dol-
lar and the Malaysian ringgit tend to be included in a currency area. With
the Singapore dollar as an anchor currency, the Indonesian rupiah has a
tendency to be included in a currency area.

It is quite natural that we found more cointegration relationships with
the U.S. dollar as an anchor currency than the deutsche mark, the Japanese
yen, and the Singapore dollar because East Asian countries had de facto
pegged their nominal exchange rate with the U.S. dollar. What is worth
noting here is that an optimal currency area can be formed not only with
the U.S. dollar as an anchor currency but also with the Japanese yen, the
deutsche mark, or the Singapore dollar as anchor currencies. We can see
some options in the choice of an anchor currency in order to form a curren-
cy union in an East Asian region. 

Next, in the case where rank tests found a long-term cointegration
relationship among the variables, we conducted three additional tests: (1)
exclusion of the long-term relationship: testing �ij = 0; (2) stationary test:
testing �iri = 0; and (3) weak exogeneity test: testing �ij = 0. These statistics
are based on an LR test. Results of the additional tests are shown in
Table 11.4.
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Table 11.4. Additional tests
Combination Singa- Malay- Philip- Thai-

CHISQ Korea pore Indo- sia pines land
r DGF 10% 5% (Won) ($SG) nesia (Ringgit) (Peso) (Baht)

6601 US 1 1 2.71 3.84 1.32 26.02** 68.36** 26.31** 21.97** 37.08**
1 5 7.78 11.07 90.82** 80.31** 81.57** 85.58** 79.99** 75.61**
1 1 2.71 3.84 1.12 43.18** 37.81** 0.01 0.55 1.41

DM 1 1 2.71 3.84 0.79 40.94** 30.49** 0.67 23.06** 28.00**
1 5 7.78 11.07 47.75** 54.46** 46.91** 45.27** 44.41** 48.00**
1 1 2.71 3.84 14.29** 2.06 36.08** 14.83** 17.61** 21.82**

JP 2 2 4.61 5.99 4.52 17.29** 20.53** 22.82** 18.21** 11.14**
2 4 6.25 9.49 24.81** 29.84** 24.13** 21.63** 22.32** 30.41**
2 2 4.61 5.99 13.79** 10.11** 22.84** 9.00** 8.64** 6.87**

6501 US 1 1 2.71 3.84 0.59 0.98 10.52** 22.31** 0.37
1 4 7.78 9.49 33.84** 26.64** 29.23** 32.73** 24.45**
1 1 2.71 3.84 4.89** 19.19** 2.95* 0.19 1.16

JP 1 1 2.71 3.84 0.43 7.60** 8.64** 15.95** 10.28**
1 4 7.78 9.49 23.23** 26.42** 24.11** 22.52** 21.65**
1 1 2.71 3.84 0.57 5.01** 4.04** 0.45 0.58

6502 US 1 1 2.71 3.84 11.73** 2.75* 23.72** 14.51** 2.31
1 4 7.78 9.49 45.51** 30.57** 32.23** 36.97** 30.75**
1 1 2.71 3.84 1.23 18.24** 25.53** 2.65 1.17

DM 1 1 2.71 3.84 0.47 18.74** 6.24** 2.11 2.25
1 4 7.78 9.49 27.96** 36.42** 27.67** 25.34** 22.00**
1 1 2.71 3.84 7.81** 0.32 23.68** 11.88** 18.60**

JP 1 1 2.71 3.84 18.62** 12.59** 14.19** 6.45** 6.10**
1 4 7.78 9.49 30.82** 36.53** 28.64** 26.83** 27.76**
1 1 2.71 3.84 2.89* 4.30** 17.69** 2.83* 6.30**

6503 DM 1 1 2.71 3.84 0.22 26.56** 25.47** 16.88** 16.95**
1 4 7.78 9.49 34.32** 39.26** 33.30** 31.48** 35.69**
1 1 2.71 3.84 8.80** 1.19 29.46** 10.72** 20.02**

JP 1 1 2.71 3.84 13.09** 4.77** 7.23** 2.75* 0.03
1 4 7.78 9.49 21.92** 30.80** 20.72** 17.21** 23.63**
1 1 2.71 3.84 8.44** 0.75 14.12** 4.03** 8.04**

6504 US 1 1 2.71 3.84 0.48 11.66** 10.05** 0.33 0.16
1 4 7.78 9.49 22.20** 17.47** 24.01** 17.63** 17.27**
1 1 2.71 3.84 2.68 11.95** 0.86 0.15 0.67

JP 2 2 4.61 5.99 6.87** 12.46** 23.20** 25.15** 19.50**
2 3 6.25 7.81 11.03** 16.17** 10.13** 11.20** 9.10**
2 2 4.61 5.99 8.43** 5.49* 7.82** 4.48 14.07**

6505 JP 2 2 4.61 5.99 5.88* 14.31** 26.65** 21.99** 12.53**
2 3 6.25 7.81 12.83** 13.86** 12.88** 12.98** 4.32
2 2 4.61 5.99 13.64** 1.77 11.80** 5.33* 10.64**

SG 1 1 2.71 3.84 2.56 19.60** 1.22 15.12** 15.30**
1 4 7.78 9.49 29.22** 27.50** 27.47** 27.23** 30.80**
1 1 2.71 3.84 4.08** 19.31** 6.35** 8.17** 5.61**

6506 US 2 2 4.61 5.99 10.83** 16.01** 14.99** 11.92** 11.92**
2 3 6.25 7.81 12.51** 12.41** 12.66** 12.06** 18.11**
2 2 4.61 5.99 25.58** 25.02** 6.84** 7.92** 2.56
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Table 11.4. (Continued)
DM 1 1 2.71 3.84 30.23** 24.76** 1.22 18.61** 24.40**

1 4 7.78 9.49 42.68** 36.04** 34.29** 32.92** 44.15**
1 1 2.71 3.84 0.46 32.59** 11.59** 10.87** 16.36**

JP 3 3 6.25 7.81 27.16** 23.90** 26.71** 21.31** 18.92**
3 2 4.61 5.99 8.09** 5.90* 4.17 1.99 11.62**
3 3 6.25 7.81 10.22** 32.46** 16.69** 13.39** 7.69*

6401 US 1 1 2.71 3.84 1.70 2.15 7.56** 17.44**
1 3 7.78 7.81 32.53** 23.15** 26.17** 29.09**
1 1 2.71 3.84 0.91 21.57** 5.81** 0.07

DM 1 1 2.71 3.84 0.20 9.30** 1.41 0.31
1 3 7.78 7.81 21.49** 25.04** 21.74** 19.93**
1 1 2.71 3.84 5.19** 0.44 10.54** 8.10**

JP 1 1 2.71 3.84 6.00** 7.01** 5.06** 2.35
1 3 7.78 7.81 19.65** 21.45** 19.00** 17.30**
1 1 2.71 3.84 1.10 1.07 4.51** 0.37

6402 US 1 1 2.71 3.84 1.68 3.26* 0.41 0.03
1 3 7.78 7.81 17.80** 8.93** 13.04** 9.79**
1 1 2.71 3.84 0.76 8.85** 6.71** 2.34

6411 JP 1 1 2.71 3.84 7.04 ** 6.76 ** 0.03 20.02 **
1 3 7.78 7.81 20.52 ** 20.70 ** 20.11 ** 7.86 **
1 1 2.71 3.84 16.40 ** 0.20 6.58 ** 12.89 **

SG 1 1 2.71 3.84 6.90 ** 18.51 ** 10.97 ** 7.70 **
1 3 7.78 7.81 22.94 ** 21.00 ** 20.80 ** 24.51 **
1 1 2.71 3.84 4.67 ** 20.88 ** 7.56 ** 9.67 **

6412 US 1 1 2.71 3.84 0.40 2.05 2.41 3.01 *
1 3 7.78 7.81 3.11 4.84 6.37 12.70 **
1 1 2.71 3.84 13.59 ** 9.38 ** 4.66 ** 1.69

DM 1 1 2.71 3.84 22.51 ** 19.77 ** 13.06 ** 16.94 **
1 3 7.78 7.81 29.83 ** 24.98 ** 23.16 ** 31.93 **
1 1 2.71 3.84 1.21 26.25 ** 12.59 ** 15.35 **

6413 US 1 1 2.71 3.84 3.87 ** 6.71 ** 4.44 ** 3.50 *
1 3 7.78 7.81 10.51 ** 20.20 ** 19.32 ** 16.33 **
1 1 2.71 3.84 3.31 * 13.20 ** 1.94 0.18

JP 1 1 2.71 3.84 6.36 ** 3.53 * 0.22 4.77 **
1 3 7.78 7.81 18.47 ** 16.14 ** 16.26 ** 6.78
1 1 2.71 3.84 8.82 ** 10.78 ** 10.31 ** 10.28 **

6414 US 1 1 2.71 3.84 4.97 ** 2.39 1.59 0.52
1 3 7.78 7.81 9.96 ** 13.72 ** 13.33 ** 11.17 **
1 1 2.71 3.84 9.09 ** 0.86 0.47 0.10

DM 1 1 2.71 3.84 14.58 ** 5.30 ** 1.55 2.42
1 3 7.78 7.81 28.14 ** 16.35 ** 15.71 ** 20.14 **
1 1 2.71 3.84 5.06 ** 16.48 ** 9.72 ** 7.10 **

JP 1 1 2.71 3.84 22.16 ** 23.47 ** 21.27 ** 22.88 **
1 3 7.78 7.81 32.41 ** 26.33 ** 25.64 ** 28.92 **
1 1 2.71 3.84 3.82 * 6.62 ** 0.73 0.17

6415 JP 1 1 2.71 3.84 21.22 ** 25.73 ** 22.72 ** 25.57 **
1 3 7.78 7.81 34.30 ** 31.59 ** 31.82 ** 28.28 **
1 1 2.71 3.84 1.07 4.59 ** 0.27 0.95
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Table 11.4. (Continued)
6301 US 1 1 2.71 3.84 1.71 0.84 0.02

1 2 7.78 5.99 14.65 ** 8.68 ** 11.67 **
1 1 2.71 3.84 0.82 6.18 ** 4.90 **

DM 1 1 2.71 3.84 0.49 12.82 ** 6.29 **
1 2 7.78 5.99 22.08 ** 24.70 ** 21.00 **
1 1 2.71 3.84 4.91 ** 0.50 12.67 **

6302 US 1 1 2.71 3.84 0.45 13.56 ** 8.80 **
1 2 7.78 5.99 17.80 ** 13.66 ** 18.38 **
1 1 2.71 3.84 0.59 13.92 ** 0.12

DM 1 1 2.71 3.84 0.24 5.41 ** 0.90
1 2 7.78 5.99 13.27 ** 20.25 ** 10.63 **
1 1 2.71 3.84 1.81 3.99 ** 9.26 **

JP 1 1 2.71 3.84 3.76 * 4.25 ** 9.1 **
1 2 7.78 5.99 17 ** 16.43 ** 14.77 **
1 1 2.71 3.84 3.59 * 9.11 ** 11.9 **

6303 US 1 1 2.71 3.84 0.83 12.24 ** 10.66 **
1 2 7.78 5.99 18.70 ** 15.42 ** 17.01 **
1 1 2.71 3.84 0.02 6.52 ** 0.75

SG 1 1 2.71 3.84 13.81 ** 8.54 ** 3.89 **
1 2 7.78 5.99 20.49 ** 19.11 ** 18.94 **
1 1 2.71 3.84 3.76 * 13.00 ** 8.17 **

6304 DM 2 2 4.61 5.99 20.21 ** 36.34 ** 37.33 **
2 1 6.25 3.84 17.57 ** 11.62 ** 9.76 **
2 2 4.61 5.99 11.33 ** 29.46 ** 17.45 **

JP 2 2 4.61 5.99 14.65 ** 12.94 ** 13.49 **
2 1 6.25 3.84 12.25 ** 13.49 ** 12.49 **
2 2 4.61 5.99 9.58 ** 13.91 ** 13.25 **

6305 US 1 1 2.71 3.84 6.91 ** 6.36 ** 0.19
1 2 7.78 5.99 26.30 ** 8.10 ** 12.02 **
1 1 2.71 3.84 3.24 * 16.35 ** 1.47

DM 1 1 2.71 3.84 1.26 5.19 ** 0.28
1 2 7.78 5.99 11.27 ** 18.14 ** 7.92 **
1 1 2.71 3.84 4.39 ** 4.10 ** 8.45 **

6317 DM 1 1 2.71 3.84 2.76 * 0.29 13.72 **
1 2 7.78 5.99 18.70 ** 16.83 ** 8.42 **
1 1 2.71 3.84 0.68 0.42 3.90 **

JP 1 1 2.71 3.84 4.93 ** 4.46 ** 20.54 **
1 2 7.78 5.99 23.24 ** 21.05 ** 5.02
1 1 2.71 3.84 13.96 ** 4.86 ** 15.82 **

SG 1 1 2.71 3.84 3.59 * 0.01 8.48 **
1 2 7.78 5.99 10.00 ** 9.46 ** 11.16 **
1 1 2.71 3.84 0.25 4.82 ** 0.00

6318 US 1 1 2.71 3.84 6.94 ** 7.03 ** 5.23 **
1 2 7.78 5.99 14.47 ** 20.29 ** 7.26 **
1 1 2.71 3.84 21.06 ** 0.16 0.11

JP 1 1 2.71 3.84 6.37 ** 8.78 ** 1.17
1 2 7.78 5.99 20.46 ** 6.69 ** 9.48 **
1 1 2.71 3.84 0.09 5.02 ** 0.39
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Table 11.4. (Continued)
6319 SG 1 1 2.71 3.84 12.77 ** 9.41 ** 13.72 **

1 2 7.78 5.99 14.17 ** 13.73 ** 17.50 **
1 1 2.71 3.84 15.55 ** 12.29 ** 8.26 **

6320 US 1 1 2.71 3.84 6.23 ** 7.50 ** 27.11 **
1 2 7.78 5.99 31.10 ** 29.85 ** 7.68 **
1 1 2.71 3.84 7.64 ** 0.03 3.01 *

DM 1 1 2.71 3.84 3.17 * 1.39 7.38 **
1 2 7.78 5.99 10.93 ** 9.02 ** 11.80 **
1 1 2.71 3.84 0.53 0.00 1.37

SG 1 1 2.71 3.84 8.89 ** 6.14 ** 10.52 **
1 2 7.78 5.99 10.84 ** 10.57 ** 13.53 **
1 1 2.71 3.84 7.88 ** 1.90 0.30

6201 SG 1 1 2.71 3.84 19.82 ** 17.30 **
1 1 7.78 3.84 17.30 ** 19.82 **
1 1 2.71 3.84 14.18 ** 1.33

6202 US 1 1 2.71 3.84 0.41 27.17 **
1 1 7.78 3.84 27.17 ** 0.41
1 1 2.71 3.84 6.23 ** 3.24 *

SG 1 1 2.71 3.84 29.13 ** 27.59 **
1 1 7.78 3.84 27.59 ** 29.13 **
1 1 2.71 3.84 13.12 ** 0.73

6203 US 1 1 2.71 3.84 0.13 10.55 **
1 1 7.78 3.84 10.55 ** 0.13
1 1 2.71 3.84 12.88 ** 0.00

DM 1 1 2.71 3.84 3.00 * 9.52 **
1 1 7.78 3.84 9.52 ** 3.00
1 1 2.71 3.84 2.14 1.56

6204 US 1 1 2.71 3.84 1.15 16.5 **
1 1 7.78 3.84 16.5 ** 1.15
1 1 2.71 3.84 18.23 ** 0.22

DM 1 1 2.71 3.84 1.33 13.37 **
1 1 7.78 3.84 13.37 ** 1.33
1 1 2.71 3.84 11.21 ** 6.58 **

6205 DM 1 1 2.71 3.84 2.23 10.10 **
1 1 7.78 3.84 10.10 ** 2.23
1 1 2.71 3.84 0.10 6.55 **

JP 1 1 2.71 3.84 0.37 11.03 **
1 1 7.78 3.84 11.03 ** 0.37
1 1 2.71 3.84 11.69 ** 9.68 **

6207 DM 1 1 2.71 3.84 2.86 * 7.38 **
1 1 7.78 3.84 7.38 ** 2.86
1 1 2.71 3.84 1.94 12.27 **

JP 1 1 2.71 3.84 3.76 * 11.75 **
1 1 7.78 3.84 11.75 ** 3.76
1 1 2.71 3.84 4.03 ** 15.85 **

SG 1 1 2.71 3.84 10.55 ** 11.43 **
1 1 7.78 3.84 11.43 ** 10.55 **
1 1 2.71 3.84 0.02 6.70 **
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Table 11.4. (Continued)
6402 DM 1 1 2.71 3.84 0.76 11.08 ** 4.63 ** 0.06

1 3 7.78 7.81 20.69 ** 22.01 ** 20.76 ** 16.82 **
1 1 2.71 3.84 6.01 ** 0.62 10.67 ** 4.00 **

6403 US 2 2 4.61 5.99 6.87 ** 24.09 ** 17.41 ** 9.25 **
2 2 6.25 5.99 11.52 ** 14.90 ** 16.94 ** 10.83 **
2 2 4.61 5.99 8.46 ** 16.27 ** 6.98 ** 1.79

JP 1 1 2.71 3.84 6.14 ** 2.00 14.85 ** 15.50 **
1 3 7.78 7.81 16.86 ** 21.08 ** 17.52 ** 17.42 **
1 1 2.71 3.84 4.11 ** 5.40 ** 1.13 0.18

6404 US 3 3 6.25 7.81 15.15 ** 20.81 ** 21.19 ** 17.67 **
3 1 4.61 3.84 11.56 ** 11.69 ** 11.54 ** 8.35 **
3 3 6.25 7.81 11.41 ** 12.48 ** 13.33 ** 8.30 **

JP 1 1 2.71 3.84 10.56 ** 2.97 * 19.29 ** 12.46 **
1 3 7.78 7.81 24.31 ** 24.22 ** 22.16 ** 21.10 **
1 1 2.71 3.84 2.89 * 0.69 5.02 ** 0.50

6405 DM 2 2 4.61 5.99 16.50 ** 30.39 ** 19.73 ** 0.47
2 2 6.25 5.99 17.37 ** 12.51 ** 10.97 ** 9.20 **
2 2 4.61 5.99 11.98 ** 28.05 ** 15.70 ** 8.86 **

JP 2 2 4.61 5.99 17.18 ** 14.32 ** 14.04 ** 6.98 **
2 2 6.25 5.99 14.16 ** 14.70 ** 13.95 ** 13.04 **
2 2 4.61 5.99 12.79 ** 18.39 ** 10.90 ** 7.04 **

6406 US 1 1 2.71 3.84 4.90 ** 2.43 5.06 ** 3.53 *
1 3 7.78 7.81 22.21 ** 8.51 ** 10.22 ** 11.90 **
1 1 2.71 3.84 0.56 11.15 ** 15.32 ** 0.75

DM 1 1 2.71 3.84 0.99 12.21 ** 12.82 ** 1.05
1 3 7.78 7.81 19.63 ** 25.18 ** 18.32 ** 18.51 **
1 1 2.71 3.84 3.34 * 0.07 22.15 ** 13.40 **

JP 1 1 2.71 3.84 13.71 ** 3.09 * 17.41 ** 5.95 **
1 3 7.78 7.81 22.63 ** 30.14 ** 21.45 ** 22.57 **
1 1 2.71 3.84 7.71 ** 0.42 13.63 ** 15.56 **

6407 US 1 1 2.71 3.84 0.08 11.12 ** 8.57 ** 1.37
1 3 7.78 7.81 20.80 ** 10.94 ** 18.18 ** 13.47 **
1 1 2.71 3.84 0.04 19.92 ** 0.20 0.11

JP 1 1 2.71 3.84 7.67 ** 0.14 8.49 ** 11.51 **
1 3 7.78 7.81 15.60 ** 20.53 ** 13.95 ** 9.35 **
1 1 2.71 3.84 8.67 ** 0.00 8.65 ** 13.91 **

6408 US 2 2 4.61 5.99 0.89 26.95 ** 29.85 ** 6.81 **
2 2 6.25 5.99 12.11 ** 8.36 ** 8.64 ** 0.66
2 2 4.61 5.99 2.12 19.76 ** 9.34 ** 3.20

JP 2 2 4.61 5.99 3.12 5.08 * 11.38 ** 15.79 **
2 2 6.25 5.99 11.85 ** 12.17 ** 9.51 ** 2.38
2 2 4.61 5.99 14.61 ** 2.09 12.56 ** 11.17 **

SG 1 1 2.71 3.84 15.73 ** 13.57 ** 6.95 ** 0.39
1 3 7.78 7.81 22.22 ** 19.41 ** 19.72 ** 21.45 **
1 1 2.71 3.84 8.29 ** 21.99 ** 15.21 ** 16.92 **

6409 US 1 1 2.71 3.84 0.60 4.00 ** 6.49 ** 0.13
1 3 7.78 7.81 7.13 7.97 ** 11.45 ** 17.91 **
1 1 2.71 3.84 21.18 ** 10.29 ** 3.83 * 2.13
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Table 11.4. (Continued)
DM 2 2 4.61 5.99 18.32 ** 21.50 ** 19.64 ** 4.85 *

2 2 6.25 5.99 19.54 ** 14.40 ** 11.33 ** 16.96 **
2 2 4.61 5.99 8.10 ** 28.88 ** 24.64 ** 21.19 **

JP 2 2 4.61 5.99 15.08 ** 13.15 ** 12.71 ** 1.43
2 2 6.25 5.99 12.73 ** 9.99 ** 7.84 ** 10.57 **
2 2 4.61 5.99 8.04 ** 14.71 ** 11.52 ** 7.56 **

6410 US 1 1 2.71 3.84 0.73 3.27 * 4.71 ** 7.73 **
1 3 7.78 7.81 27.61 ** 12.68 ** 18.12 ** 7.37
1 1 2.71 3.84 0.21 25.17 ** 0.57 0.53

JP 1 1 2.71 3.84 6.69 ** 2.40 10.37 ** 8.64 **
1 3 7.78 7.81 12.60 ** 19.34 ** 10.15 ** 11.76 **
1 1 2.71 3.84 3.95 ** 0.00 5.36 ** 12.92 **

6411 US 1 1 2.71 3.84 1.38 0.21 1.77 8.40 **
1 3 7.78 7.81 17.84 ** 11.70 ** 10.10 ** 2.94
1 1 2.71 3.84 0.12 10.75 ** 2.69 0.51

6306 US 1 1 2.71 3.84 2.84 * 0.00 3.53 *
1 2 7.78 5.99 16.65 ** 10.93 ** 6.80 **
1 1 2.71 3.84 0.87 9.87 ** 4.50 **

SG 2 2 4.61 5.99 18.78 ** 13.00 ** 6.65 **
2 1 6.25 3.84 6.57 ** 6.43 ** 4.95 **
2 2 4.61 5.99 2.83 18.83 ** 10.77 **

6307 US 1 1 2.71 3.84 6.36 ** 4.12 ** 2.74 *
1 2 7.78 5.99 4.98 6.87 ** 6.47 **
1 1 2.71 3.84 8.08 ** 7.16 ** 0.15

DM 1 1 2.71 3.84 5.74 ** 2.93 * 0.35
1 2 7.78 5.99 13.64 ** 9.46 ** 7.66 **
1 1 2.71 3.84 3.15 * 4.24 ** 4.61 **

6308 US 1 1 2.71 3.84 11.61 ** 9.00 ** 2.88 *
1 2 7.78 5.99 13.31 ** 18.12 ** 15.89 **
1 1 2.71 3.84 0.17 9.79 ** 0.21

6309 US 1 1 2.71 3.84 30.04 ** 11.14 ** 2.69
1 2 7.78 5.99 34.24 ** 34.96 ** 34.10 **
1 1 2.71 3.84 20.40 ** 8.19 ** 0.11

6310 DM 1 1 2.71 3.84 5.29 ** 3.58 * 0.06
1 2 7.78 5.99 8.74 ** 7.22 ** 5.83
1 1 2.71 3.84 0.77 3.33 * 1.11

SG 1 1 2.71 3.84 30.60 ** 17.45 ** 0.04
1 2 7.78 5.99 30.39 ** 30.87 ** 30.83 **
1 1 2.71 3.84 19.85 ** 4.15 ** 2.97 *

6311 US 1 1 2.71 3.84 0.02 1.25 1.87
1 2 7.78 5.99 19.70 ** 3.01 5.67
1 1 2.71 3.84 0.04 24.31 ** 0.78

6312 US 1 1 2.71 3.84 0.04 0.24 6.92 **
1 2 7.78 5.99 20.20 ** 10.16 ** 3.14
1 1 2.71 3.84 1.10 23.02 ** 0.22

JP 1 1 2.71 3.84 3.68 * 3.94 ** 16.04 **
1 2 7.78 5.99 19.09 ** 20.22 ** 3.97
1 1 2.71 3.84 11.85 ** 1.42 12.27 **



Toward an Asian Currency Union 339

Table 11.4. (Continued)
6313 US 1 1 2.71 3.84 0.02 0.08 0.51

1 2 7.78 5.99 0.80 3.11 7.58 **
1 1 2.71 3.84 18.19 ** 9.13 ** 1.74

DM 1 1 2.71 3.84 23.19 ** 23.37 ** 4.88 **
1 2 7.78 5.99 32.21 ** 25.62 ** 23.66 **
1 1 2.71 3.84 0.76 25.20 ** 18.59 **

6314 US 1 1 2.71 3.84 2.47 0.29 3.18 *
1 2 7.78 5.99 9.69 ** 17.27 ** 6.70 **
1 1 2.71 3.84 4.43 ** 11.41 ** 0.47

DM 1 1 2.71 3.84 1.97 2.86 * 4.33 **
1 2 7.78 5.99 11.62 ** 10.44 ** 3.82
1 1 2.71 3.84 1.63 0.44 0.82

JP 2 2 4.61 5.99 12.47 ** 16.29 ** 19.12 **
2 1 6.25 3.84 12.55 ** 10.00 ** 1.59
2 2 4.61 5.99 14.24 ** 20.49 ** 21.85 **

6315 DM 2 2 4.61 5.99 13.44 ** 29.95 ** 23.20 **
2 1 6.25 3.84 13.86 ** 8.35 ** 1.73
2 2 4.61 5.99 10.75 ** 20.47 ** 8.26 **

JP 1 1 2.71 3.84 17.06 ** 18.53 ** 8.80 **
1 2 7.78 5.99 30.05 ** 17.20 ** 19.16 **
1 1 2.71 3.84 0.13 8.12 ** 0.24

6316 DM 2 2 4.61 5.99 10.94 ** 19.09 ** 15.01 **
2 1 6.25 3.84 7.79 ** 6.41 ** 2.19
2 2 4.61 5.99 3.56 13.97 ** 3.36

JP 1 1 2.71 3.84 7.27 ** 8.99 ** 1.62
1 2 7.78 5.99 11.20 ** 7.67 ** 11.82 **
1 1 2.71 3.84 2.72 * 8.42 ** 1.72

SG 2 2 4.61 5.99 17.74 ** 19.99 ** 3.54
2 1 6.25 3.84 3.39 3.29 6.23 **
2 2 4.61 5.99 18.02 ** 9.87 ** 7.66 **

6208 US 1 1 2.71 3.84 13.39 ** 12.49 **
1 1 7.78 3.84 12.49 ** 13.39 **
1 1 2.71 3.84 13.54 ** 0.07

DM 1 1 2.71 3.84 6.22 ** 15.92 **
1 1 7.78 3.84 15.92 ** 6.22 **
1 1 2.71 3.84 3.56 * 16.24 **

JP 1 1 2.71 3.84 3.77 * 15.90 **
1 1 7.78 3.84 15.90 ** 3.77
1 1 2.71 3.84 0.98 15.30 **

6210 US 1 1 2.71 3.84 14.82 ** 14.34 **
1 1 7.78 3.84 14.34 ** 14.82 **
1 1 2.71 3.84 10.46 ** 0.94

DM 1 1 2.71 3.84 6.55 ** 10.05 **
1 1 7.78 3.84 10.05 ** 6.55 **
1 1 2.71 3.84 0.30 10.00 **

JP 1 1 2.71 3.84 3.53 * 8.27 **
1 1 7.78 3.84 8.27 ** 3.53
1 1 2.71 3.84 1.83 12.71 **

SG 1 1 2.71 3.84 31.67 ** 31.34 **
1 1 7.78 3.84 31.34 ** 31.67 **
1 1 2.71 3.84 19.44 ** 4.07 **
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Table 11.4. (Continued)
6211 US 1 1 2.71 3.84 31.87 ** 30.22 **

1 1 7.78 3.84 30.22 ** 31.87 **
1 1 2.71 3.84 25.04 ** 6.72 **

DM 1 1 2.71 3.84 8.94 ** 17.38 **
1 1 7.78 3.84 17.38 ** 8.94 **
1 1 2.71 3.84 5.47 ** 16.49 **

JP 1 1 2.71 3.84 5.19 ** 15.74 **
1 1 7.78 3.84 15.74 ** 5.19 **
1 1 2.71 3.84 2.99 * 15.84 **

6212 US 1 1 2.71 3.84 17.24 ** 13.68 **
1 1 7.78 3.84 13.68 ** 17.24 **
1 1 2.71 3.84 4.00 ** 14.34 **

SG 1 1 2.71 3.84 12.15 ** 13.62 **
1 1 7.78 3.84 13.62 ** 12.15 **
1 1 2.71 3.84 0.24 8.45 **

6213 US 1 1 2.71 3.84 5.08 ** 2.98 *
1 1 7.78 3.84 2.98 5.08 **
1 1 2.71 3.84 12.97 ** 4.17 **

DM 1 1 2.71 3.84 10.93 ** 17.09 **
1 1 7.78 3.84 17.09 ** 10.93 **
1 1 2.71 3.84 7.17 ** 6.58 **

JP 1 1 2.71 3.84 11.82 ** 17.97 **
1 1 7.78 3.84 17.97 ** 11.82 **
1 1 2.71 3.84 3.35 * 8.77 **

6214 US 1 1 2.71 3.84 7.84 ** 15.82 **
1 1 7.78 3.84 15.82 ** 7.84 **
1 1 2.71 3.84 0.01 18.73 **

DM 1 1 2.71 3.84 9.51 ** 9.29 **
1 1 7.78 3.84 9.29 ** 9.51 **
1 1 2.71 3.84 2.24 4.92 **

SG 1 1 2.71 3.84 16.10 ** 18.00 **
1 1 7.78 3.84 18.00 ** 16.10 **
1 1 2.71 3.84 2.43 20.69 **

6215 US 1 1 2.71 3.84 11.78 ** 11.84 **
1 1 7.78 3.84 11.84 ** 11.78 **
1 1 2.71 3.84 0.01 13.48 **

DM 1 1 2.71 3.84 12.48 ** 7.58 **
1 1 7.78 3.84 7.58 ** 12.48 **
1 1 2.71 3.84 8.11 ** 9.91 **

Significance Level **: 95% *: 90

In the additional tests, we should focus on the cases where there are
more than two currencies in the area whose statistics are significant in all
three LR tests. As a result of the additional tests, we obtained the following
results. When we used the U.S. dollar as an anchor currency in a currency
area, we found significant results in twelve cases. We found significant
results in eight cases with the Singapore dollar, fifteen cases with the
deutsche mark, and twenty cases with the Japanese yen as an anchor cur-
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rency. The different results obtained between the original Johansen test
and the additional three tests indicate that the Japanese yen was the most
applicable as an anchor currency in the additional tests.

There are five cases in which all countries in a currency area had sig-
nificant statistics. The largest combination of a currency area was com-
posed of Korea, Singapore, Indonesia, Malaysia, and Thailand, with the
Japanese yen as an anchor currency. Other cases were composed of four
countries: a combination of Korea, Indonesia, Malaysia, and the Philip-
pines with the U.S. dollar as an anchor currency; a combination of Singa-
pore, Indonesia, Malaysia, and Thailand with the deutsche mark as an
anchor currency; a combination of Singapore, Indonesia, Malaysia, and the
Philippines with the Japanese yen as an anchor currency; and a combina-
tion of Korea, Indonesia, the Philippines, and Thailand with the Singapore
dollar as an anchor currency.

Next we also took into account cases where the statistics are insignifi-
cant for some currencies in a currency area. Then we found some common
combinations for a currency area in all possible cases of an anchor curren-
cy. Especially among Singapore, Malaysia, and Indonesia, there tend to be
common combinations for a currency area. Thus the three countries seem
to be core countries for an Asian currency area because they have a strong
influence on linear combinations of the real exchange rates in the Johansen
tests.

Moreover, we found that the Philippines and Thailand tend to be
excluded from a currency area in which Singapore and Malaysia are
included. One or the other of the Philippines or Thailand can be included
in a currency area in which Singapore and Malaysia are included, but it is
difficult for both the Philippines and Thailand to contribute to a conver-
gence process toward a long-term relationship if both are included in the
currency area. This implies that the convergence process cannot approach
a long-term relationship if there are economic shocks in the Philippines or
Thailand. Accordingly, it is difficult for the currency area of the four cur-
rencies to achieve equilibrium by canceling out possible asymmetric
shocks among the countries.

On the other hand, we found that Indonesia can exist in a currency
area with either of two groups: a group including Singapore and Malaysia
and a group including the Philippines and Thailand. This means that the
Southeast Asian countries can be divided into the above two groups. It
seems that Singapore and Malaysia have highly developed manufacturing
sectors, while the Philippines and Thailand are in the developing process
in these sectors. Accordingly, each of the two groups has a different long-
term equilibrium. According to our interpretation, Indonesia is on the bor-
der between the two groups.
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A Common Currency Area and FTA

In promoting progress toward a common currency area in East Asia, it is
most realistic to begin with efforts aimed at international currency cooper-
ation to stabilize bilateral exchange rates among East Asian countries that
share very strong economic relationships with each other. For this purpose
as well, it is important that East Asian countries should rapidly strengthen
their economic relationships with the real economic aspects of other East
Asian economies through intraregional trade transactions and direct
investment. Strengthening relationships in the real economy would give
the governments of East Asian countries an incentive to stabilize the bilat-
eral exchange rates among their currencies and to establish a foundation
for circulation of a common currency in international trade and financial
transactions among the countries.

The ASEAN countries have already concluded that the ASEAN Free
Trade Area (AFTA) will begin in 2002. Also, some governments of East
Asian countries, including Japan and Korea, are studying about the effects
and feasibility of bilateral free trade agreements with other East Asian
countries. The ASEAN + 3 countries (Japan, Korea, and China) have sug-
gested establishing an East Asia Free Trade Area in the ASEAN + 3. Bilat-
eral and regional free trade agreements are complementary to a multilater-
al trade arrangement represented by the WTO. It is expected that bilateral
free trade agreements among East Asian countries would strengthen both
their trade relationships and capital relationships. Economic agents in East
Asian countries will face foreign exchange risks in the bilateral exchange
rates that impede international trade transactions and direct investments
even after we remove tariff and nontariff barriers under free trade agree-
ments. The economic agents will have to cope with the foreign exchange
risks and will enhance their interest in foreign exchange risks. 

The movements toward bilateral and regional free trade agreements
might gain momentum to form a common currency area in East Asia if the
East Asian countries undertake the international cooperation to stabilize
bilateral exchange rates among the countries in an international monetary
field. For example, if the free trade agreements include a clause that gov-
ernment and private sectors in East Asia should make efforts to use their
own currencies in their trade and financial transactions, the clause might
gain momentum to depart from the situation of exclusively using the U.S.
dollar as a settlement currency in their transactions. Moreover, East Asian
countries can pursue another form of international monetary cooperation
by creating a foreign exchange market for their currencies.

The governments of East Asian countries should thus seek bilateral
and regional free trade agreements with many other countries in the
region, including international monetary cooperation, which will con-
tribute to the momentum for a common currency area in East Asia. The
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free trade agreements are expected to contribute to the movement toward
an Asian currency union through strengthening trade and financial rela-
tionships among East Asian countries, as well as through direct interna-
tional monetary cooperation.

Conclusion

This essay suggests that it is necessary to create a common currency basket
in order to resolve coordination failure in selecting an optimal exchange
rate policy. From this point of view, it is natural that a future regional cur-
rency union in East Asia should be related to a common currency basket.
The European experiences of the ECU should provide us with useful infor-
mation in considering a common currency unit in East Asia. In the case of
East Asian countries, we have an international trade relationship with a
variety of regions, including the intraregion, the United States, and the EU.
Therefore, a possible common currency unit in East Asia would consist of
the U.S. dollar, the Japanese yen, the euro, and so on. It is in contrast to the
ECU case, in which the ECU consisted only of intraregional currencies.

Still, questions remain about creating the Asian Currency Union in the
near future. We face difficulties in the feasibility of a common currency
area in East Asia. We pointed out two factors: the likelihood of internation-
al policy cooperation and determining the optimal currency area. Needless
to say, the monetary authorities have to commit to the premise that they
create a common currency area as a part of international policy coordina-
tion. It is difficult for them to achieve international policy coordination
unless they have common policy objectives. It is particularly important
that they have common objectives in their monetary and exchange rate
policies in order to create a common currency area.

Another factor is whether East Asia is an optimal currency area or not.
We used the Generalized Purchasing Power Parity (G-PPP) model to
investigate which parts of East Asia are candidates for an optimal currency
area. We found that the Southeast Asian countries could be divided into
two groups: a group including Singapore and Malaysia and a group
including the Philippines and Thailand. Of course, because our results
were obtained from past data, it is difficult for us to extrapolate the future
situation from the results. East Asia itself might be one common currency
region. 

Appendix: Generalized PPP Model

We suppose an economic area that consists of m small countries. A home
country (country 1) is located geographically near m – 1 countries. We
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assume that there is a large country outside the economic area, which has
a strong influence on trade and capital transactions in the economic area.
In addition, we assume that the monetary authorities of the countries in
the economic area link their own home currencies to an anchor currency.
Under perfect capital mobility, each of the countries faces a given world
real interest rate. 

In a situation of clear markets, aggregate supplies and aggregate
demands are equal to each other. Because international trade and capital
transactions have effects on aggregate demands, aggregate demands in
one country depend on incomes in the other countries, real exchange rates
of the home currency vis-à-vis the other countries, and the real interest
rate. Accordingly, we can write aggregate demands in each country as a
function of incomes in the other countries, real exchange rates of the home
currency vis-à-vis the other currencies, and the world real interest rate.

m+1 m+1
yjt = �	jtyit + �
jtrjit – � jit j = 1, , m + 1 (A.1)

i=1 i+1,i�j

where yit is the logarithm of GDP in country i, rji is the logarithm of
the real exchange rate of country j currency vis-à-vis country i currency, 	
is a propensity to import from country j, 
 is a price elasticity of demand,
and � is responsiveness of aggregate demands to interest rate. In addition,
it is assumed that each of the real exchange rate series is nonstationary.

It is known that a real exchange rate of currency j vis-à-vis currency i
should be constant if purchasing power parity holds between both of the
currencies. However, the real exchange rate will fluctuate when asymmet-
ric real shocks occur in outputs of the two countries. If occurrence of the
shocks follows a stochastic process, a time series of the real exchange rate
should be nonstationary. 

Now assume that there occur asymmetric real shocks in country i and
an anchor currency country. A real exchange rate of currency i vis-à-vis the
anchor currency fluctuates because of the shocks. The real shocks in coun-
try i should spill over to other countries that have close economic relations
with country i. It follows that real shocks in a country have spillover
effects on real exchange rates of other currencies vis-à-vis the anchor
currency.

Thus, we can represent the spillover effects as shown in the following
equation:

r12 = b13r13 + b14r14 + + b1ir1i = �t (A.2)
where b is a coefficient of real exchange rate comovements and �, is a

disturbance term that indicates a white noise. 
There is a constant relationship of a common trend among the real

exchange rate movements that were caused by the shocks. We can rewrite
equation A.2 as follows:
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�12r12 + �13r13 + �14r14 + + �1ir1i = 0
�Rt = 0 (A.2)’

where the R(m+ 1) vector consists of bilateral real exchange rates r. 
Each factor in the R(m + 1) vector is a nonstationary time series. However,
this vector is cointegrated by each factor of � vector, so that nonstationary
real exchange rates are combined to a stationary relationship in the long
run. We can transform equation A.1 into the following equation in terms of
vectors:

Rt = AYt (A.3)
where vector Y is a (m + 1)  1 vector that consists of aggregate

demands of each country, matrix A is m  (m + 1) depending on parame-
ters, 	, 
, �.

In equation A.1, factors of the vector Rt are cointegrated. According to
Stock and Watson (1988), we can convert the equation A.1 to an equation
that includes factors that have m+ 1 common trends, as shown the follow-
ing equation:

Yt = ��t (A.4)
where � is a (m+1)  (m+1) matrix and each of its factors is nonstation-

ary and � is a m+ 1 vector that contains nonstationary stochastic trends �it.
Substituting equation A.4 into equation A.3, the real exchange rate can be
defined as follows:

Rt = A��t (A.5)
From the equation A.5, it is clear that the real exchange rates depend

on common trends in the income process.

Notes

1. Bénassy-Quéré (1999) and Ohno (1999) analyzed how the monetary
authorities peg the home currency to the U.S. dollar as a result of a
coordination failure.

2. Kim, Ryou, and Wang (2000) suggested that the Asian Currency Unit be
composed of only the East Asian currencies including the Japanese yen.

3. De Grauwe (1992) summarized the merits and demerits of international
monetary integration.

4. Sato, Zhang, and Mcaleer (2001) used a similar structural VAR method
to investigate an optimal currency area for East Asia.

5. The G-PPP theory was developed by Enders and Hurn (1994).
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Comments 
Byron Gangnes

The papers in this session demonstrate that the issue of financial coopera-
tion in Asia has become an area of both policy and academic interest. The
two papers take nicely complementary looks at this issue. The first paper,
by Pradumna Rana, is the broader of the two, looking at the range of activ-
ities underway to enhance monetary and financial cooperation. The sec-
ond, by Ogawa and Kawasaki, focuses more narrowly on exchange rate
arrangements in Asia and the possibility of an Asian currency union. I’ll
begin by discussing the Rana paper, then turn to Ogawa and Kawasaki,
and conclude with some questions about the appropriate direction for
policy.

Monetary and Financial Cooperation in Asia

In his conference paper, Dr. Rana undertakes two tasks: first to assess the
likely gains from increased regional monetary and financial cooperation in
Asia and second to review the progress to date and ongoing efforts to
implement greater cooperation. In the first part, Dr. Rana makes the case
that the increasing globalization of factor and goods markets means that
negative developments in national economies create externalities warranti-
ng a supranational response. At the same time, the experience of the
1997–98 crisis demonstrated that crisis contagion may be largely a regional
phenomenon, suggesting a regional response. In addition, the increased
reliance on short-term financing increases the need for regional asset mar-
kets to limit the dependence on dollar flows.

Against these advantages, Dr. Rana acknowledges the primary con-
cerns of regionalism skeptics: that regional efforts could undermine IMF
conditionality and increase moral hazard problems, and that an unrealistic
focus on rapid monetary unification could siphon away needed efforts
toward structural reform. (He also acknowledges concerns that East Asia
lacks the political will for tight monetary integration, an issue that I’ll
defer until later.) 

Dr. Rana’s view is that the “pros” have won the day over the “cons”
and that there is a consensus emerging that regional solutions will not
undermine multinational efforts or needed reforms. In fact, he cites the
IMF’s own pronouncements to back this up. I’m not entirely convinced.
The timing of calls for an Asian Monetary Fund suggest to me that con-
cerns about IMF conditionality—and perceived IMF policy errors—were

348
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an important impetus for these efforts, with the implication that an AMF
would have done things differently (better?) than the IMF. That at least
raises the risk that a combination of multinational and regional financing
agencies would send mixed signals to financial market participants,
increasing moral hazard problems. And I’m not completely reassured by
statements of acquiescence from the IMF. Like the World Trade Organiza-
tion, the IMF may simply have decided that they are going to have to live
with regional arrangements, so they might as well make the best of things.

I don’t want to overemphasize these concerns. The additional moral
hazard risks may not be very large, and there are many other aspects of
monetary and financial cooperation other than resource provision that are
likely to make important contributions to financial stability in the region.
These are taken up in the remainder of the paper, where Dr. Rana brings
us up to date on these efforts and gives us an indication of where they are
heading. The Chiang Mai Initiative is clearly the centerpiece of regional
efforts to date, and Dr. Rana sees this as a watershed agreement that sets
the stage for additional coordination down the road.

The Chiang Mai Initiative includes measures for resource provision as
well as cooperation to facilitate monitoring of capital flows of the ASEAN
+ 3 countries, information exchange, implementation of common stan-
dards, and harmonization of economic policies. The countries agreed to
establish early warning systems to help head off an impending crisis. The
efforts to provide financial stabilization resources may not be terribly
important, since the funds allocated to date are fairly limited. Although
less dramatic, it is really the other efforts toward institutionalizing regional
cooperation that may have the most lasting effects by encouraging a more
uniform movement toward state-of-the-art financial regulation, reporting
practices, and economic policies.

Let me say a bit more about the plan for early warning systems, since
that is an area where there has been a fair amount of academic research.
Following the Mexico crisis of 1994–95, a number of researchers have used
econometric models to evaluate predictors of crisis (Kaminsky, Lizondo,
and Reinhart 1998; Sachs, Tornell, and Velasco 1996; Frankel and Rose
1996). Typically using probit or logit models, these studies find some evi-
dence that a variety of macroeconomic and political variables can help to
predict crises, including output and export fluctuations, real exchange rate
misalignments, the level of reserves, and a buildup of short-term liabilities.
Radelet and Sachs (1998) offer a similar analysis of the Asian crisis, and
Berg and Patillo (1999) evaluate the predictions of several existing models
for the Asian Crisis case. Other studies of the determinants of the Asian
crisis onset include Oh (2000) and Park and Rhee (1998). This research is
promising but also clearly indicates the inherent difficulty of devising
effective early warning systems. It is possible to find indicators of crisis
that successfully predict for some countries during some episodes; it is not
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clear whether we can find predictors that work reliably in a range of cases.
And as Berg and Patillo find, existing models are particularly poor at pre-
dicting the timing of a crisis. 

It is promising to hear about the wide-ranging research now under-
way under the Kobe Research Project, at ADB, and under other auspices
regarding Asian financial cooperation and reform. This research should
help to inform practical work on financial cooperation in the region.

Toward an Asian Currency Union

The second paper, by Ogawa and Kawasaki, focuses on exchange rate
arrangements in Asia and a potential Asian currency union. The authors
start with the observation that the widespread de facto dollar peg in Asia
was a contributor to the Asian financial crisis and then go on to evaluate
potential gains from adopting a common basket peg in Asia or, ultimately,
a single currency for the region. 

These are really two separate issues. On the issue of optimal exchange
rate peg, the authors follow Ogawa and Ito (2000), who argue on theoreti-
cal grounds that the interdependence of pegging decisions leads to higher
dollar weights in Asian portfolios than is optimal. Empirical evidence
tends to support that view. If this is the case, then a coordinated decision
around a common peg may be welfare improving. That seems fine as far
as it goes, although it is less clear that Asian countries would solve the
practical problem of reaching an agreement on common pegs, since they
could not favor all countries equally (see, e.g., Eichengreen 2000).

The move toward a currency union in Asia is much more controver-
sial. Ogawa and Kawasaki review the standard arguments for and against
such a union. On the plus side are efficiency gains and network externali-
ties that may come from having a shared currency. In addition, giving up
the ability to devalue may go a long way to discourage speculation that
can precipitate a currency crisis. This in turn may mean lower interest
rates since there will be no (smaller?) devaluation premia. Of course,
adopting a currency union means giving up the ability to use monetary
policy to offset adverse asymmetric shocks or to achieve differing national
policy objectives. 

Ogawa and Kawasaki observe that in large part this comes down to
assessing how similar are the candidate economies. A common currency
will be most appropriate where countries have similar production and
trade structures, so that they are more likely to experience common
shocks. As they report, previous evaluations have suggested similarities
among some subgroups of Asian countries—but not for the region as a
whole.
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It also matters how flexible the production structures of economies
are. In particular, if labor markets are quick to adjust to economic shocks,
full employment can be restored with less need for changes in internation-
al relative prices. In this regard, Asia stacks up fairly well, with past stud-
ies (e.g., Bayoumi and Mauro 1999) demonstrating more flexible labor
markets in Asia than in Europe.

Ogawa and Kawasaki add to the empirical evidence by applying the
Generalized PPP approach of Enders and Hurn (1994) to Asian economies.
The intuition behind the G-PPP approach is that although real exchange
rates vary over time (they are nonstationary), it may be the case that, for a
group of countries, they tend to share common nonstationary trends. If
that is reliably the case, then an arrangement that eliminates bilateral cur-
rency movements among these countries may not be constraining any nec-
essary relative price realignment. 

Ogawa and Kawasaki consider all possible combinations of currencies
for six Asian countries (Korea, Singapore, Indonesia, Malaysia, the Philip-
pines, and Thailand) in a potential union with the U.S. dollar, the Japanese
yen, or the German mark, as well as groupings with the Singapore dollar
as a possible anchor currency. For each of the potential anchor currencies,
they find subgroups of Asian countries for which there appear to be sta-
tionary real exchange rate relationships. Notably, they find that the Japan-
ese yen features in at least as many groupings involving two or more
Asian countries as does the dollar or the German mark (although the
“additional tests” underlying the latter conclusion are not discussed fully
enough to permit a careful review). Their interpretation of these results is
that there may exist optimal currency areas within Asia, with or without
the dollar, although they probably would not include all Southeast Asian
countries.

This is interesting work and certainly provocative. It seems to me that
there are some serious difficulties interpreting the results. First, while the
authors acknowledge that important linkages exist between Asia and each
of the developed regions, they do not consider currency areas with multi-
ple anchor currencies. Might we not expect that a common currency that
spans Asia would move in response to developments in the United States
and also in Japan—or in Europe? Multiple anchor currencies were consid-
ered in the original Enders and Hurn article and may also have been con-
sidered in more recent applications. 

The short sample period (September 1985 to December 1998) is also
worrisome. It is not clear that apparent exchange rate relationships over
this fourteen-year period would necessarily be robust over time, especially
for such a dynamic region. It may well be that behavior in this period was
unusually dominated by common shocks—the end of the 1980s dollar
cycle and the Asian crisis—rather than country-specific ones. If this is the
case, evidence that the real exchange rates moved together during this
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period may not be evidence against the need for relative price changes in
the future. 

The G-PPP results may also be dependent on the existing exchange
rate regime. One reason for the dollar to show up in many stationary
exchange rate relationships may be the de facto dollar peg itself. It stands
to reason that many Asian currency paths move with the dollar if coun-
tries are effectively pegging to the same (Eichengreen and Bayoumi 1999).
Practitioners of G-PPP models seem to downplay the importance of exist-
ing exchange rate regimes, perhaps because they believe that nominal peg-
ging should not affect real exchange rates over the long run, where instead
real supply factors should be most important. However, a casual review of
the graphical paths of these exchange rates (see Enders and Hurn 1994) is
suggestive that pegging may be behind the observed linkages. This is
important, because if real exchange rate regularities are primarily driven
by nominal exchange rate policy, it is impossible to say anything from
these tests about whether there would be common driving forces under
another exchange rate regime.

In fairness, the authors do acknowledge the potential importance of
the sample period and the exchange rate regime. I am just not sure they
give enough “air time” to these issues, since I think they imply substantial
qualification of the empirical results.

There are some technical issues that I have questions about as well.
Without going into detail, let me simply raise several questions. First, in
many cases their tests reveal multiple stationary relationships among cur-
rencies. How should we interpret these cases? Also, there appear to be
cases where the system has full rank. This outcome is inconsistent with
nonstationary real exchange rates, so further consideration may be in
order. I would like to see a more complete explanation of the relationship
between G-PPP tests and optimal currency areas, as well as of the various
tests employed. Finally, I have a general unease about interpreting results
when one has searched for significant results across every conceivable
combination of currencies. How is this handled in other studies? Remem-
ber that at a 95 percent confidence level, we can expect at least 5 percent of
the combinations to appear significant simply by chance!

What Goals for Policy?

These two papers demonstrate that the topic of regional monetary and
financial cooperation covers a wide range of very different actions and
policies. Some of these undertakings, such as efforts to improve informa-
tion exchange or to harmonize financial regulation, are hard to quibble
with; they are clearly efforts that can support financial stability and that
will be attractive to most countries’ governments. Other measures, such as
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establishing a regional financing facility or especially moving toward
monetary union, are harder to call; there are potential gains but also real
costs and substantial practical barriers that must be considered.

At a fundamental level, I have some difficulty with the presumption,
apparent in both papers, that a currency union is the ultimate goal toward
which Asia should head. This is of course an issue about which there is a
very active ongoing debate. (In the Asian context, see the discussion in Ito
2001.) On the one side are people like Mundell (2001) and McKinnon
(2001) who see little need for exchange rate flexibility and put great stock
in the efficiency gains from permanent fixing. They are staunch supporters
of more exchange rate stability, although they may doubt the efficacy of
single currency for the Asian region. (McKinnon argues for a stronger dol-
lar standard for Asia with efforts to fix the yen/dollar rate.) 

On the other side are those who argue for more rather than less flexi-
bility in developing country exchange rates. Eichengreen et al. (1999) and
Mussa et al. (2000) argue that for all but a handful of countries that can
adopt a hard peg (or single currency), a floating exchange rate will be the
best solution for developing economies, since this provides more flexible
response to shocks and prevents balance of payment crises. And despite
the apparent move toward the two extremes, there are still others such as
Williamson (2000) and Frankel (1999) who see life yet for middle-of-the-
road regimes such as crawling pegs or target zones. 

My point is not to survey the large literature on optimal exchange rate
regimes, but simply to make the point that this is by no means a settled
question. Countries in East Asia will want to consider other alternatives in
addition to a possible currency union.

Even if a currency union were deemed advisable, there is good reason
to doubt that it could actually be achieved. Martin Feldstein (1997) has
observed that in Europe, monetary integration was ultimately about politi-
cal integration. It was not that the countries truly represented an optimal
currency area, but that monetary union was seen as a way to further politi-
cal integration. They were willing to accept some economic cost in order to
achieve this goal. 

It is hard to see a similar momentum toward political integration in
Asia. In this century, and perhaps going back earlier (Eichengreen and
Bayoumi 1999), Asia’s political development has not had an ideological
focus toward unification, nor has it experienced the gradual process of
institution building that Europe has seen since World War II. There are
also large differences in economic systems between China and Japan. All
these factors make it harder to imagine the political compromises and ced-
ing of sovereignty needed to accomplish monetary union in the foresee-
able future (Mundell 2001). 

But is there any harm in talking about an Asian monetary union that
may never come about? There may be. On the positive side, the emphasis
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on institution building and policy convergence that accompanies efforts
toward monetary integration may lead to fundamentals more consistent
with exchange stability. At the same time, it is important that Asia build
exchange rate arrangements now that will help avoid the next crisis.
Investing in a fixed exchange rate system that is not ultimately credible
could be worse than a move toward greater flexibility. In any case, it is
important that Asian economies continue to build on the consultative and
structural reform efforts embodied in the Chiang Mai Initiative. These
efforts promise to pay off, regardless of any particular future monetary
arrangement.
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Rolf J. Langhammer

“Consolidation of the Chiang Mai Initiative and Beyond”
by Pradumna Rana

Pradumna Rana reports on work in progress. Hence, this paper reflects the
ongoing efforts after the Asian crisis to establish both a workable regional
crisis prevention mechanism as well as a regional crisis management pro-
cedure. It goes without saying that my comments have to adjust to the pre-
liminary nature of this paper and depart from European perspectives and
experiences. 

It should be noted that the paper mirrors an implicitly sympathetic
view toward regional initiatives in crisis prevention and management.
Given my modest knowledge on the latter, which is basically confined to
regional payments and clearing arrangements in Latin America, Africa,
and also Asia, my position is that the sympathy cannot yet be satisfactorily
founded on past experience with success stories. In most cases, regional
financial cooperation failed, so the driving force of new initiatives in East
Asia must differ from old approaches. Instead, as a driving force, there
might be strong dissatisfaction with the role of the IMF after the Asian
financial crisis and the firm belief of Asian policy makers that they could
have done somewhat better in the regional context. 

In my comments I will concentrate on three major aspects:
1. What is the constituent element of a “region” with respect to the

establishment of a financial infrastructure?
2. Do we need a proper sequence of institutional arrangements and

is this sequence given in East Asia?
3. Can regional arrangements complement or substitute the IMF, for

instance, with respect to the amount of financial resources available in a
situation of crisis and with respect to the lender of last resort function?

Starting with the first question, the European experience and the large
number of failures of financial cooperation in developing economies
strongly suggest that the institutional foundations of the region are very
important in the financial field, at least not less important than in trade. If
members of a region are also members of a multilateral arrangement such
as the IMF, it has to be conveyed to the public why it is important to top
up the multilateral standby commitments by a regional component. The
real sector contagion threat via the current account (income and exchange
rate effects) can be helpful to convey this message to the public that some
countries are sitting in a common boat by still remaining members of a
fleet consisting of many boats. This requires a minimum amount of homo-
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geneity, mutual interdependence, and eventually a leading economic
power in the region that can provide public international goods—one of
which is financial stability. Such a power would necessarily and also will-
ingly shoulder larger parts of the burden either by adjusting its national
monetary policy to the needs of the neighboring country or by financing
the lion’s share of regional standby arrangements. 

It is difficult for me to judge, based on Pradumna Rana’s paper, which
country in East Asia should produce international public goods and where
we should draw the borderline of the region. The ASEAN core countries,
beyond any doubt, meet the requirements of a region since they have an
institutional arrangement for trade in goods and services and are mutually
interdependent in current and capital account transactions. The Southeast
Asian countries are economically weak and—what matters more—they are
still far from meeting the requirements of a stable national institutional
network. Southeast Asia has not taken part in the regional initiatives and
does not yet have open capital accounts. The Northeast Asian countries
seem to be prepared to offer swap arrangements more to the Southeast
Asian states than among themselves. Thus, the subregional level seems to
offer more reason for hope in favor of workable and substantial regional
arrangements than the entire regional level of East Asia. However, the
ASEAN swap arrangements are basically symbolic in terms of magnitude
(Table 10.1) and will not overly impress international financial markets. It
is a major weakness of all regional standby agreements that they are a pri-
ori endowed with an upper limit. Such limits can easily be overrun by
financial disturbances unlike in the EMS system in Europe, where standby
arrangements were not capped by a maximum amount but subject to ex
ante conditionality. 

Second, the available experience outside Asia recommends a clear-cut
pattern of policy sequences. Regional financial arrangements are easier to
implement if a credible regional trade agreement accompanied by multi-
lateral current account liberalization exists. Trade agreements can help to
build up a reliable institutional framework that can be complemented by
regional financial arrangements departing from the definition of a region
as a trade arrangement (arrangement not to be understood as a strongly
discriminatory agreement but as an arrangement with intraregional and
extraregional trade liberalization). I am not aware of a regional arrange-
ment that has followed the other sequence, with financial arrangements
coming first and trade arrangements coming later. The proposed sequence
is identical with what has been suggested in the timing and sequencing
debate in the late 1980s, when at the national level the opening of the trade
account was proposed to precede the opening of the capital account. In
this respect, the subregional swap arrangements seem to carry more
weight than the regional arrangements that include nonmembers of
ASEAN. 
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My third point covers the function of the lender of last resort within a
regional financing arrangement. Here I have to express doubts vis-à-vis
the paper. Preferably, a lender of last resort should not have credit limits
but unlimited resources—or at least resources that are not a priori limited.
Second, it should have strong enforcement capabilities, for instance as a
lawmaking or law enforcing agency. Neither the IMF nor the community
of national central banks meets these two requirements together. Even in
Europe, where the division of labor between the Stability Pact at the politi-
cal level and the European Central Bank at the monetary level should
guarantee the role of a monetary authority as a law enforcing agency,
member states and their governments still have options for maneuvering
space. In East Asia, any regional initiative is still far from meeting the
requirements of a lender of last resort. The supporters of a regional mone-
tary fund have made normative statements that are not based on a positive
analysis.

Having expressed my reservation with respect to the possible perfor-
mance of crisis management at the regional level, I can fully endorse Prad-
umna Rana’s view for a stronger role of regional institutions in crisis pre-
vention. However, the value added of a regional over a multilateral
institution like the IMF has not yet fully become clear to me. Why would
countries be more prepared to release information to a regional rather than
to a multilateral institution? Would regional institutions themselves be
more able to collect relevant early warning signals than the IMF? Should a
regional institution compete by creating its own early warning system dif-
ferent from that of the IMF? My hunch would be that a regional preven-
tion system would be more able to collect microeconomic evidence,
including information from regionally operating banks, trading houses,
and chambers of commerce, than a still macroeconomically oriented insti-
tution like the IMF. In any case, a regional prevention system should not
duplicate the multilateral system of the IMF. 

Finally, the European example does not reject the view that the condi-
tions for successful economic integration deepening are to some extent
endogenous and therefore can only be created after financial cooperation
has started. However, one should not ignore the limits of such comparison.
European integration in the real sector had already been very deep before
financial cooperation was credibly started by the mid-1980s. Furthermore,
it always departed from the internal anchor role of the German Central
Bank, which was accepted by all other monetary authorities in Europe
because of its credibility and clear signaling. Yet, starting monetary and
financial cooperation without a minimum base of institutionalized current
account integration could mean putting the cart before the horse.
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“Toward an Asian Currency Union” 
by Eiji Ogawa and Kentaro Kawasaki 

I honor the seemingly deliberate intention of the organizers of this confer-
ence to assign the task of commenting on a paper dealing with regional
monetary cooperation and integration in Asia to a European researcher.
He is probably expected to enthusiastically sell the idea of regional mone-
tary integration to other regions outside Europe. In this respect, I have to
disappoint the organizers since—because I am familiar with the European
process, from the EMS to EMU–I doubt whether the case for early region-
alism is as strong in the monetary field as it is in trade. Beyond this scepti-
cism, I enjoyed very much reading the paper as it develops a comprehen-
sive discussion of various alternatives of monetary integration at different
stages based on in-depth econometric analyses. Before I deal with some
details of this paper, I will raise a number of more general issues that I
regard as the empirical and theoretical underpinnings of the questions
raised in the paper. 

1. Exchange rates today are driven more by capital account flows than
by current account transactions. In particularly, the different degree of
openness to short-term portfolio inflows may explain why the pressure
upon rigid single-country currency pegs has been so different in Asia,
spanning from China and (for different reasons) Taiwan on the low pres-
sure side to Thailand, South Korea, and Indonesia on the high pressure
side. Any discussion of monetary cooperation and integration within Asia
has to take into account different degrees of openness in the capital
account. 

2. The internal coordination failure in exchange rate policies among
East Asian countries, which is correctly stated in the paper, is not the
prime problem. The prime problem instead is the instability of exchange
rates among the three major currencies—the dollar, the euro, and the
yen—with the latter currency being the only regional one. In a recent
paper, Stanley Fischer (2001) has correctly argued that this instability cre-
ates difficulties for third countries, especially for those that pegged to one
of these currencies. One might call this a coordination failure, as it might
be a policy failure. Yet I would prefer to call it a market failure since capital
markets obviously lack foresight to anticipate monetary policies of the
three countries’ monetary authorities and the impact of these policies on
output and inflation. Proposals to introduce target zones among the three
major currencies have not materialized in binding agreements. In my view,
such agreements would not be credible if the target zones were small, and
they would be ineffective or even redundant if the target zones were wide.
Today, there are episodical interventions of two or three of the big curren-
cies to stabilize exchange rates, but these are informal and noncommitting
systems.
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For Asia, this means that any common currency basket based on trade
weights would have to cope with a large amount of injected instability
because of the fluctuations among the three major currencies and because
of the influence of capital account flows, which remains uncovered by
trade weights. The recent attempt of the Argentine government to escape
from the rigid currency board type of peg to the U.S. dollar by introducing
a basket peg that includes the euro is a shining example of this difficulty.

3. One cannot ignore the trends toward the two corner solutions of
either fully fluctuating exchange rates or very hard pegs (Fischer 2001).
There are good economic cases against soft pegs after the Asian currency
crisis. Eiji Ogawa and Kentaro Kawasaki still tend to share some confi-
dence in soft pegs in a currency basket system and therefore will have to
face the question of how credible and sustainable such systems are in the
future. 

4. Unlike in Europe, trade blocks, currency blocks, and capital blocks
do not overlap in East Asia. This has been the finding of Agnès Bénassy-
Quéré (1999), and the authors of this paper acknowledge the fact. That
makes the calculation of an optimum currency area a very difficult task
since it is not sufficient to look at the intensity of intraregional trade or
intraregional factor flaws. Furthermore, one has to look at similarities in
the currency composition of long-term debt and official holdings in order
to identify suitable candidates for regional monetary cooperation.

5. Again, unlike in Europe, there is no regional anchor currency in
East Asia. This finding is not new, and it has been nicely portrayed in the
paper. Asian countries followed a real dollar peg along with a nominal peg
until the crisis, and it is correct to argue that a switch toward a yen peg
would certainly require regional coordination in order to resolve the so-
called Nash equilibrium problem. Again, this is convincingly shown in the
paper. However—and this is not as strongly shown as one could have
done it—the yen is in a weak position to take up this role. Sato (1999) has
shown that use of the yen is quite limited in the region and that this can be
explained by the underdevelopment of yen-denominated money and capi-
tal markets in Japan. I would add the serious problems of Japanese banks
as a further point. Sato shows that Japanese exporting firms, even in
exporting to East Asia, strongly prefer invoicing their products in U.S. dol-
lars in order to stabilize the export price. One can estimate the so-called
ratio of internationalization of a currency as a share of exports in world
exports that is denominated in a specific currency relative to the share of
the country of that currency in world exports. Estimates from Hendriksen
(1998) presented at a workshop of the Association of the Monetary Union
of Europe in Copenhagen show a ratio for the U.S. dollar of 3, of the euro
between 1.4 and 2, and for the yen of 0.9. Hence, world exports invoiced in
yen are lower than the share of Japan in world exports. It is very unlikely
that the Singapore dollar—mentioned in the paper as an alternative to the
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yen—can take up the role as a regional currency simply because Singa-
pore’s weight in East Asian trade is too small. The Chinese currency
(China, unfortunately, is outside the scope of this paper) cannot yet play
this role given the rudimentary stage of Chinese capital markets and
because of closed capital accounts. 

6. If there is no regional internal anchor currency and if the currency
basket approach is threatened by both the instability of exchange rates
among the three leading currencies and of short-term capital flows, one
rapidly arrives at policies trying to intensify intraregional transactions.
This is also done in this paper, where a free trade area or other forms of
regional trade integration are recommended. Here I dare to disagree with
the authors, who (perhaps only implicitly) suggest that a regional free
trade area should be the vehicle to facilitate monetary integration. This can
be questioned because it might lead us to the view that increasing intra-
area trade shares is per se a good thing and thus would lead us to the inef-
ficiencies of trade diversion under the old customs union theory. Further-
more, to argue that a free trade agreement could include a clause that the
private sector in East Asia should make efforts to use Asian currencies in
their trade and financial transactions reminds me of socialist practices that
should be dismissed. If Asian traders use the U.S. dollar as an invoice cur-
rency, they have their good reasons. No government should try to commit
them to change their practices.

Yet the link between trade integration and monetary integration cov-
ers a more general issue. In Europe, monetary integration is either seen as
a “coronation” of almost complete goods and factor market integration (a
view widely held in the past by the German authorities) or as a “vehicle”
to further intensify goods and factor market integration (a view mostly
held by the French authorities). The paper seems to favor the latter
approach. But this leads us to the increasing risk of asymmetric shocks in a
regional scheme that is not yet bad-weather-proof just because of incom-
plete goods and factor market integration. In short, since both the regional
export structure and the currency composition of debts differ strongly
among the countries, a common basket could lead to further fluctuations
in the real effective exchange rates. 

7. The international experience does not support the view that one
should switch from a single peg to a basket peg under the target to decou-
ple from the appreciating anchor currency because of export interests. One
reason against this proposal is that nobody knows how sustainable
exchange rate trends of individual major currencies are. The other reason
is that lowering appreciation pressure against the national currency by
including a depreciating currency into the basket would have to be paid
by an additional debt service burden if the international debts are primari-
ly held in the former single peg currency. The currency composition of six
Asian countries’ long-term debt in 1999 shows that the majority of the
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countries (except for the Philippines and Thailand) had primarily bor-
rowed in U.S. dollars (see Table C.1). Hence, should the switch from a sin-
gle currency peg to a multiple currency peg result in a depreciation against
the U.S. dollar, the debt service burden for Asian countries would be high-
er than under the peg to the dollar.

To sum up, all my points lead me to similar conclusions: By reducing
heterogeneity to a reasonable minimum level, one ends with a group of
Southeast Asian countries such as Malaysia and Singapore or the Philip-
pines and Thailand as a nucleus for monetary cooperation. However, the
more one expands the group to all of East Asia (even not including China),
the more increasing heterogeneity sounds a strong warning signal with
respect to asymmetric shocks as a potentially destabilizing element. This is
a valid argument in favor of the coronation theory and against the vehicle
theory. And if stability of intraregional exchange rates is still seen as a
valuable policy target in East Asia, the de facto peg to the U.S. dollar auto-
matically leads to stable intraregional exchange rates. To protect the region
against speculative attacks is a different story, which can be pursued by
establishing regional standby arrangements (see Pradumna Rana’s paper
and my comments above), and it would not be necessary to have a com-
mon currency basket. No policy action can escape the conclusion that the
best way to monetary stability and low transaction costs at the enterprise
level is to remove restrictions against current account transactions and fac-
tor flows preferably at the multilateral level, and only in a second-best
solution by a parallel strategy of both regional and multilateral efforts.

I have some minor comments on a few details regarding the following
issues.

1. It is mentioned in the paper that the home currencies of the EMS
member states were linked to the ECU by an exchange rate band and that
the authorities had an obligation to intervene in the markets. This is cor-
rect. One should note, however, that after August 1993 the band was

Table C.l. Currency composition of Asian countries’ long-term debt, 1999
Indonesia Malaysia Philippines Thailand S. Korea China

DM 3.3 0.3 1.0 1.1 1.6 2.0
FF 2.0 0.3 0.6 0.5 0.4 1.8
Yen 35.2 29.9 39.7 46.3 21.1 16.4
P. Sterling 1.4 0.8 0.2 0.1 0.5 0.1
Swiss Franc 0.5 0.0 0.1 0.0 0.2 0.1
US Dollar 47.4 60.0 37.9 44.2 72.5 70.2
Multiple currency,

SDR other
currencies 11.2 8.7 20.5 7.8 3.7 9.4

Source: World Bank, Global Development Finance, 2001.
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widened from plus/minus 2.25 percent to plus/minus 15 percent. In retro-
spect, it is fairly clear that without widening the band in such a substantial
way it would not have been possible to enter the third stage of the Euro-
pean Monetary Union in January 1999 with twelve member states. It is still
subject to academic debate whether widening the band “post-Maastricht
Treaty” was not contradictory to the prerequisites of membership in the
Monetary Union as laid out in the Maastricht Treaty of 1991.

2. The literature on the optimal currency area departs from an exoge-
nous decline in the demand for goods exported in one of two regions
together making up a currency area. The reestablishment of external equi-
librium would require a real depreciation in the area suffering from the
demand shock. In addition, one could think of a shock of domestic origin
such as an autonomous national wage expansion. Empirical analyses are
inconclusive about whether the EU or the United States are optimal cur-
rency areas, but it is found that asymmetric shocks hardly matter empiri-
cally unless they are really large, such as in the case of the German unifica-
tion. What is relevant for the Asian context is the advice suggested by the
optimum currency area literature that labor market flexibility is a very
powerful tool to adjust to shocks. This means that a direct wage adjust-
ment in flexible labor markets is superior to an exchange rate adjustment,
and it follows that an automatic fine tuning of exchange rate adjustment
via a common basket in Asia is perhaps not even necessary since there is a
better and more precise instrument available through flexible labor mar-
kets. This is what Eichengreen and Bayomi suggest. 

3. It would be interesting to know what is behind the differences in
export volume elasticities shown in Rana’s Table 10.1. One could think of
different export structures, including raw commodities. In particular, the
different degree of dependence of the countries on commodity exports
with volatile prices could be mentioned as a reason.

4. To understand the driving forces behind the G-PPP model, it would
be useful to know why different Asian countries “qualify” for membership
in an Asian currency area if the anchor currency role switches from the
U.S. dollar to the Deutsche mark and the Japanese yen or the Singapore
dollar. Given the overall small role of the Deutsche mark both in the cur-
rent account as well as in the capital account of Asian countries, it is some-
what puzzling to me that it could theoretically qualify as an anchor
currency.

5. As concerns the calculation of a real exchange rate using the PPP
approach, I wonder whether the same results arise if the real rates would
be computed as a ratio between prices for nontradables and tradables, the
former approximated by the price for public utilities or wage rates instead
of prices of tradables only.
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Comments
Il SaKong

General Observations on East Asian Regionalism

Before making specific comments on the two papers, I would like to make
a few general observations on East Asian regionalism. There are visible
trends toward regionalism in East Asia today. A few bilateral free trade
agreements (FTAs) are already either being negotiated or are under serious
scrutiny. An important regional monetary financial arrangement, the Chi-
ang Mai Initiative—involving currency swap arrangements, policy dia-
logue, and surveillance mechanisms—is being established across the
region.

One wonders if these kinds of regional arrangements, particularly
involving Northeast Asia—namely China, Japan and Korea—were possi-
ble only a few years ago. I don’t think they were. The question is, “What
changed the situation?” If I were asked to single out the most critical factor
that provided a strong push to this regionalism, I would point to the recent
Asian financial crisis.

Without the recent financial crisis, I don’t think that any two leaders
from Seoul and Tokyo would have been able to talk officially about an FTA
between the two neighbors at a summit meeting, considering the fact that
there is still lingering mutual suspicion and mistrust between the two
countries.

World economic history is replete with financial crises of all sorts. The
recent Asian financial crisis, however, was unique in its rapid and broad
contagion, first among neighboring economies and then throughout the
world. It highlighted for East Asians the fact that closer economic coopera-
tion among neighboring economies is necessary and important in the age
of globalization—financial globalization in particular. Obviously, the Asian
financial crisis changed people’s attitudes toward regional cooperation to
a greater extent. Consequently, FTAs and even monetary unions became
the subject of public discussions. Of course, there have been other impor-
tant factors that have contributed toward strengthening regionalism across
East Asia. They include, for example, the expansion of NAFTA, the launch
of the euro, and the WTO ministerial breakdown in Seattle in November
1999. With the change in people’s attitudes toward regional cooperation,
government officials and politicians in the region became serious about
institutionalizing regional economic cooperation, particularly through
FTAs.

During the recent financial crisis, East Asians saw the rapid globaliza-
tion of financial markets bring about systemic uncertainties across the
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globe. Nevertheless, the existing global financial architecture is not ade-
quate to deal with the new challenges brought by financial globalization
and the possibility of contagion. To put it differently, global public goods
are in short supply, so the gap that the countries in the region feel needs to
be filled at the regional level for the provision of public goods.

Regionalism can be seen as a pragmatic regional response to global
systemic risks and uncertainties. It is in fact a second-best option for the
region. This being the case, regional institutions should be made comple-
mentary to multilateral institutions.

Specific Comments

Now I will make a few specific comments on the papers. First, Mr. Rana’s
paper is a very good summary of the current status of monetary and finan-
cial cooperation in East Asia and the future direction of such cooperation
in the region. I don’t have much disagreement with Mr. Rana’s major
points. I would like to suggest, however, that the financial contagion that
Mr. Rana describes as being solely a regional phenomenon is actually a
global phenomenon. Otherwise, why would Korea worry about financial
problems occurring in, say, Argentina? It is because of this financial global-
ization and deep integration of financial markets that financial crises can
quickly become contagious across the globe.

I also have a few comments on Mr. Ogawa’s paper. Mr. Ogawa
assumes that the main policy objective of adopting a common currency
basket pegged exchange rate regime is to minimize the fluctuation of trade
balances by preventing competitive devaluations. I suppose one can think
of other important policy objectives, such as monetary policy indepen-
dence or policy autonomy. Despite its various shortcomings, however,
many countries do adopt flexible exchange rate regimes so as not to give
up their monetary policy autonomy. So my question is, “How would the
different objectives affect Mr. Ogawa’s model?”

Now, the common currency basket pegged exchange rate regime
requires strong leadership in coordinating policy dialogues, and so on. So
a second question is, “Who in the region would provide the leadership
without Japan directly participating in the mechanism?” If East Asian
countries have the strong determination to form some type of currency
arrangement, then Japan must be one of the participants and should play a
leading role. Can you imagine European currency arrangements without
German participation? The main problem with Mr. Ogawa’s paper is that
when he talks about East Asia, he is talking about East Asia minus Japan.
Even during his discussion on a common currency, he does not include
Japan. I really don’t think that is viable for the region.
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Mr. Ogawa argues that the yen bloc is a viable option for East Asian
countries, even without Japanese participation. But the establishment of a
common currency without a common central bank is almost impossible,
and the question is, again, “Which country would play the role of central
bank?”

The Japanese yen is certainly the most appropriate anchor currency in
the region. However, without the yen becoming further internationalized
and without Japanese financial markets further deepening and widening
to improve liquidity, I don’t see how adopting the yen would ever be feasi-
ble. Remember that even most Japanese traders today use U.S. dollars for
their invoices.



Comments 
Yongding Yu

The issue of East Asian financial cooperation can be roughly divided into
two parts: the creation of a regional financial architecture and the manage-
ment of regional exchange rate arrangements. Mr. Rana’s paper provides a
detailed account of the efforts made by East Asian countries in creating a
regional financial architecture. Prof. Ogawa’s paper is an impressive effort
in exploring a sustainable regional exchange rate arrangement among East
Asian countries. Before making any comments on the two papers, I would
like first to congratulate the two authors on their excellent papers. 

I admire Mr. Rana’s enthusiasm and the sense of urgency for the estab-
lishment of an East Asian financial architecture whose functions mainly
include the exchange of information, promoting transparency, and provid-
ing rescue packages. I entirely agree with Mr. Rana’s following comments:
“The [Asian financial] crisis was an outcome of self-fulfilling prophecies
and financial panics, including bank runs and outflow of hot money,
because of structural weaknesses in financial and governance systems.
…The East Asian crisis differed from previous crises in several key
respects. First it was a capital account crisis, not a traditional current
account crisis. … Second, unlike other crises of confidence of the 1980s and
1990s, its root causes were structural—premature financial sector liberal-
ization, weak governance, and policy mistakes in managing private capital
flows. Another important characteristic of the crisis was that financial con-
tagion tended to be mainly regional, requiring regional solutions.”

Asian countries’ desire for establishing a regional financial architec-
ture is a natural response to the disappointing performance of the IMF
before, during, and after the Asian financial crisis. Yet we must admit that
so far what we Asians have achieved in building such an architecture is
still very limited and, to a large extent, symbolic. The main arguments
against the establishment of a regional financial architecture are duplica-
tion and moral hazard. With regard to the duplication argument, I am very
happy to cite the metaphor about setting up several small fire brigades in
the neighborhood, coexisting with a big fire brigade located in the city cen-
ter. As long as the role of the regional financial architecture is complemen-
tary to the global financial architecture, the duplication argument cannot
hold water. As for the moral hazard argument, my opinion is that there is
nothing wrong with regional conditionality and that it is less harsh than
that of the IMF. Conditionality is not a panacea for avoiding moral hazard.
Due to the better understanding of the local situation, regional condition-
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ality can be more carefully designed and the risk of moral hazard can be
reduced within a regional framework of financial arrangements.

Experience over the past several years shows that the progress in East
Asian financial cooperation is determined by the degree of mutual trust
that exists among East Asian nations. For example, the failure of the AMF
is attributable not only to the objection by the United States and the IMF,
but also to the reservations of some East Asian economies, including
China. Why was China reluctant to embrace the proposed AMF when the
Japanese government put it forward? The reason is simple: China was not
prepared and was caught by surprise. More fundamentally, China was
suspicious about Japan’s true motivations for the proposed AMF. To com-
mit a large proportion of hard-earned foreign exchange reserves to a
regional body over which China has no control is really a very serious
problem indeed. Here I am not blaming anybody. My point is that the
process of establishing an East Asian financial architecture is a process of
trust building, which should start from some less grandiose endeavor and
forge ahead gradually. If you want to leap forward, you are bound to fail.

After its initial hesitation, China has become much more positive
toward regional financial cooperation in more recent years. China’s active
participation in the regional financial cooperation culminated at the Chi-
ang Mai Initiative. While agreeing with all the possible fields of financial
cooperation proposed by Mr. Rana, I would like to emphasize the impor-
tance of coordination of macroeconomic policy. As a first step, each East
Asian economy should make its domestic economic policy transparent to
other economies. Asian governments should regularly study and exchange
views on their partner’s macroeconomic situation and coordinate each
other’s macroeconomic policy based on these studies and exchanges. For
example, the Japanese government’s macroeconomic policy will decide
not only the course of Japan’s domestic economy but also have important
implications for its neighbors. Only when progress in easier but nonethe-
less serious cooperation has been made can trust be created and consoli-
dated gradually. The existing forums of policy dialogue that Mr. Rana has
cited in his paper should be strengthened and expanded.

It is worth mentioning that Japanese government officials appear to be
much less enthusiastic about regional financial and monetary cooperation
in recent years. Privately, many Japanese government officials confess that
they themselves do not believe in regional financial cooperation. This time
it is the Japanese government officials who are suspicious of China’s moti-
vations. I often encounter Japanese government officials who ask me ques-
tions such as why China has become so active in regional financial cooper-
ation. This is an extremely unfortunate tendency. Without Japan’s
initiative, the regional financial cooperation will be stalled or put on the
shelf. I sincerely hope that this will not happen.



370 Yongding Yu

Prof. Ogawa’s paper comprises mainly two parts. The first part dis-
cusses why there is lack of progress in shifting exchange rate regimes from
the dollar peg to pegging to a basket of currencies in the East Asian region.
The second part is mainly about various tests on the possibility of forming
an optimal currency area in East Asia. Prof. Ogawa tries to use game theo-
ry to guide his discussion of regional exchange rate arrangements. His
effort is highly valuable and admirable. I do not believe, however, that the
“prisoners’ dilemma” in its simple form can explain the behavior of East
Asian countries in their choice of exchange rate regimes and their reluc-
tance to leave the dollar peg. In a typical prisoners’ dilemma situation, the
two prisoners are assumed to be the same in every aspect. If we assume
that the two prisoners are different in that one is the leader and the other a
junior partner, the result will be vastly different. Even without collusion,
the pair would not confess. As a leader, the first prisoner has a much larger
stake in making a confession. He knows that the payoff matrix he is facing
will be very different from that faced by his junior partner. As the main
culprit, he will be punished severely whether confessing or being
betrayed. Knowing the leader’s situation and having some trust in his
intelligence, the junior partner will bet on the leader ’s refusal to confess
and decide not to confess either. In short, if there is a leader who has a
large stake and there is minimum trust in the leader by his junior partner,
the prisoners’ dilemma will disappear. I am wondering whether it is possi-
ble for Prof. Ogawa to introduce some more realistic assumptions into his
game and use some more sophisticated models of game theory (e.g., the
Stackelberg game) to analyze the possible equilibrium of East Asian coun-
tries’ game of choosing exchange rate regimes. If Prof. Ogawa can make
additional efforts in this direction, his paper will provide more insight in
the management of regional exchange rate arrangements.

In his paper, Prof. Ogawa assumes that the only consideration behind
a country’s choice of an exchange rate regime is trade balance. This
assumption makes Prof. Ogawa’s conclusions much less relevant than they
could be. Besides trade, there are other considerations too. For Prof.
Ogawa’s information, I would like to provide a brief account of the evolu-
tion of China’s exchange rate policy since the beginning of the 1980s. 

In the first stage (1980–85), China’s official exchange rate changed fre-
quently, mostly for devaluation. In the second stage (1986–91), the official
rate was kept constant with occasional—but dramatic—devaluation.1 In
the third stage (1991–93), the RMB exchange rate fluctuated frequently,
depreciating most of the time. In 1994 China’s exchange rate policy
entered into its fourth stage. The most fundamental change after 1994 was
the emergence of a more market-orientated exchange rate determination
mechanism. In 1994 the dual exchange rate system was abolished and the
official exchange market was merged with the exchange swap market,
where exchange rates were determined by market forces. In 1996 the RMB
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was made convertible under the current account. In short, up until the
Asian financial crisis, China’s exchange rate was characterized by a real
targeting approach. The objective of exchange rate policy was to ensure
the competitiveness of the real exchange rate so as to maintain trade
balance. 

During the Asian financial crisis—especially in the summer of 1998
when the Japanese yen devaluated sharply vis-à-vis the U.S. dollar—
despite the tremendous devaluation pressure on the RMB, the Chinese
government chose and stuck to a “no devaluation” policy. In other words,
in contrast to its Asian neighbors, instead of shifting from the dollar peg to
floating, China shifted from real targeting to pegging to the U.S. dollar.
The main reasons behind this decision are as follows. 

• China needs financial stability. With a very vulnerable financial sys-
tem, the devaluation and the devaluation expectations would trig-
ger financial panic and lead to a financial crisis in China. 

• The devaluation of the RMB probably will lead to the collapse of
Hong Kong’s pegging to the U.S. dollar and a financial crisis in
Hong Kong.

• The RMB’s devaluation may lead to competitive devaluation in
Asia, which would worsen the Asian crisis and boomerang. 

• The substitution effects of the devaluation of the Japanese yen and
other Asian currencies on China’s exports were much less obvious
than the income effects of Japanese and other Asian economies’
recession on China’s export. In other words, the devaluation of the
RMB would fail to promote China’s exports very much. 

• Chinese exports’ foreign content was as high as 57 percent; the com-
petitive edge achieved by devaluation would be offset immediately
to a large extent by the price increases in foreign inputs of export
goods.

• By means of other policy measures, China would still be able to
maintain a trade surplus, current account surplus, and capital
account surplus. For example, China could use an export tax rebate
to encourage enterprises to increase exports. 

• Because China has strict and effective capital controls, as long as it
could maintain a current account surplus it would be able to main-
tain the RMB’s exchange rate without being subject to pressures
caused by capital flight. 

• It seems that China’s adoption of the dollar peg can be explained
partially by the “original sin” hypothesis (Eichengreen and Haus-
mann 1999). During the Asian financial crisis, due to the contagion
effect, China’s financial fragility was exacerbated. Any devaluation
or sign of weakness on the currency issue could trigger a financial
panic that in turn would lead to a self-fulfilling financial crisis. 
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• After the Asian financial crisis, there were basically two alternatives
for China: to maintain the dollar peg or return to managed floating
characterized by real targeting. 

So far China has maintained the dollar peg. Can this be explained by
the prisoners’ dilemma? No. In my view, the following are the reasons for
China’s continuation of the dollar peg policy.

• China’s REER has not deviated significantly from the fundamentals
yet.

• China is still running a twin surplus (though the trade surplus relies
on tax rebates and other measures heavily). There is no internation-
al balance of payments consideration that warrants devaluation. On
the other hand, the Chinese government does not wish to see appre-
ciation in the RMB, which is harmful to China’s export drive. The
Chinese government has to intervene in the foreign exchange mar-
ket to keep the RMB–dollar exchange rate at 8.27 yuan /dollar,
within a very narrow range. In 1999, to prevent the revaluation of
the RMB the central bank had to buy up to U.S. $9.7 billion and
inject more than 80 billion RMB yuan into the circulation.

• If the Chinese government wants to devaluate the RMB, the govern-
ment would have to buy an even larger quantity of U.S. dollars and
to further increase foreign exchange reserves. This constitutes a
heavy burden on the government. I see no reason why the Chinese
government should do so. If the government withdraws tax rebates
and concession loans to export enterprises, a trade deficit may
appear. Under this circumstance, market forces would force down
the RMB exchange rate. However, because this will involve the
redistribution of incomes among different vested interest groups,
the government may not want to do so. Finally, the government can
loosen capital controls to allow freer outflows of capital. However,
at the moment, China’s capital controls are still very tight due to the
fear of capital flight.

• Governments tend to take actions only when they are forced to do
so. It is also possible that just because of the policy inertia, no policy
initiative has been taken. 

What I am trying to say here is that at least in China’s case, the prison-
ers’ dilemma did not play any part in the government’s decision to opt for
the dollar peg during the Asian financial crisis and maintain the de facto
dollar peg after the crisis. Another point is that trade balance consideration
is just one of several reasons behind China’s decision of sticking to the dol-
lar peg. Therefore, trade balance should not be specified as the only vari-
able in an objective function.

Up to the present, the issue of the return to managed floating has not
been high on the Chinese decision makers’ agenda. But China has made it
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very clear that it has no obligation to hold the current exchange rate con-
stant in the future.

China had never relied on the U.S. dollar as a nominal anchor to com-
bat inflation, which is supposed to be the most important merit of a peg
regime. 

If China chooses to maintain the dollar peg, despite all the benefits to
offset real effects of changes on trade, the government will have to rely on
export tax rebates and concession loans to export enterprises. These mea-
sures will create distortion in resource allocation and increase financial
burdens on the government. In fact, tax rebates have become an increas-
ingly important incentive for export enterprises and an increasingly heavy
fiscal burden for the government. 

The worsening global economic situation and the devaluation of the
currencies of China’s neighbor’s will prompt China to take actions to
adjust the RMB’s exchange rate when China’s export growth is threatened.

According to McKinnon (1998), the post-crash management of
exchange rates in East Asia remains a collective problem. A collective
problem needs a collective solution. At the annual conference of directors-
general of the ministries of finance from China, Japan, and Korea held in
Shengzhen, as one of the keynote speakers I pointed out that: “If each
country just takes into consideration its short-term national interests in
deciding its exchange rate regime and exchange rate policy, the final result
may be detrimental for the country as well as the region. For example,
according to [McKinnon 2000], due to the temptation to target the real
exchange rate, contagious devaluation would actually be built into the
rules of the currency basket game. Even if just for self-interest, each EA
economy should take a regional view of exchange rate stability. East Asian
governments need to cooperate in the management of exchange rates in
the region. Otherwise, when a new shock wave strikes, EA countries’
exchange rate alignment may be in disarray again. EA countries may not
be able to avoid beggar-thy-neighbor devaluation one more time.” The
quotation shows that I share Prof. Ogawa’s ideas about the challenge fac-
ing the region and the approach that we should use to meet the challenge.

China’s Asian neighbors are concerned about how long and under
what conditions China will maintain its no-devaluation policy. As pointed
out by McKinnon (2000b), the optimal exchange-rate-cum-interest-rate
structure for China is contingent on arresting the economic slump in Japan
and on reviving the East Asian Five, while stabilizing their exchange rates.

It is unfair and unrealistic to ask China to maintain its exchange rate
forever unconditionally. If China’s neighbors (Japan especially) are truly
serious about a collective solution for the management of exchange rate
arrangements in the East Asia, China will definitely participate in the
regional effort to avoid a possible competitive devaluation in the region in
the future.
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In my view, no matter what China’s neighbors do, the most likely
course China will take in the near future is to return to managed floating
in the form of targeting a basket of currencies, with increased weights of
the yen and euro in the basket and a widened band that allows the RMB to
fluctuate. To return to managed floating is in the best interest of China.
Increasing the yen’s weight in the basket will lessen the pressure on the
RMB when the Japanese yen devalues dramatically as it did in the middle
of 1998. At the same time, the instability caused by a devaluation after a
peg fails to withstand the devaluation pressure will be reduced somewhat.
This is a middle path. Chinese always prefer middle paths to corner
solutions.

If China returns to managed floating characterized by pegging to a
basket of currencies, what should be the optimal weights for the dollar,
yen, and euro, respectively? If China has decided the weights in the cur-
rency basket to which the RMB is pegging, would China’s chosen currency
basket be compatible with the exchange rate regimes and the currency bas-
kets of other economies in the East Asian region? To a very large extent,
China’s exchange rate policy will be conditional on its neighbors’
exchange rate policies. These are very interesting problems that need game
theory to solve. I had been very keen on finding clues to how China
should behave in the game of East Asian exchange rate arrangements in
Prof. Ogawa’ paper. Much to my regret, I found that China had been
excluded from the game in his paper. I hope that China can be admitted as
a player in Prof. Ogawa’s paper, which is supposed to be on East Asian
monetary cooperation.

Having said all this, I must emphasize that I have no intention to
downplay Prof. Ogawa’s contribution to the study of East Asian monetary
cooperation. On the contrary, I think that game theory is the best instru-
ment available for us to analyze the possible equilibriums of East Asian
countries’ exchange rate arrangements. In contrast to the plentiful discus-
sions on the establishment of the regional financial architecture, especially
on the providing of emergency rescue packages, so far few discussions
have tackled the problem of the management of exchange rates in East
Asia. This makes Prof. Ogawa’s paper even more valuable.

Note

1. During this period, the swap exchange market gained rapid develop-
ment, rendering the effective exchange rate in China flexible.
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Before closing this session, I would like to share with you some of my
observations on the current meeting in the last two days. 

Yesterday we had lively discussions about the rationale and possibility
of economic cooperation among countries in Northeast Asia. The confer-
ence brought out many factors that would make regional cooperation in
Northeast Asia rather difficult and even pessimistic. To be sure, Northeast
Asia is characterized by political disunity, different economic and political
systems, varying degrees of economic development, and a lack of experi-
ence in multilateral cooperation. But I believe there is a growing awareness
in the region that Northeast Asia has its own identity in terms of what is
often referred to as a “chopstick culture” or “Siniculture.” In this regard I
am reminded of Professor Chung Lee, who stressed the importance of cul-
tural foundation on regional cooperation. There is also a growing sense of
identity in this part of the world that Northeast Asia is playing an impor-
tant role in the world economy, while a large part of the region still
remains as the last economic frontier in Asia. Naturally, there is growing
awareness that the countries can work together to promote economic
development in the region.

First, our attention was drawn to the development of infrastructure
connecting the countries in the region. For example, the possibility of
developing a network of transportation, communication, and pipelines
transporting natural gas from Russian Siberia to China, Korea, and Japan
has been discussed in detail in the Northeast Asia Economic Forum for
many years. Since these interregional investments call for availability,
among other things, of financial resources, it was logical for the forum to
take the proposal on establishing an NEADB under serious consideration. 

The current conference somewhat deviates from the tradition of the
Northeast Asia Economic Forum in that it has chosen to discuss much
broader and more general issues such as formal economic integration, free
trade areas, and Asian currency union. As such, this conference was highly
successful, shedding much light on the difficult issues confronting North-
east Asia. The eleven papers presented in this conference were indeed
informative, farsighted, and interesting, invoking valuable comments from
commentators and from the floor. 

As one of the supporters of this conference, I am pleased to say that
we have learned a lot as to the long-term perspectives of regional coopera-
tion in Northeast Asia. In particular, we take it as valuable advice when
Dr. Rolf J. Langhammer says that we should start the easiest thing first and
when Dr. Jeffrey Schott says that regional cooperation may begin with
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“physical integration,” with which the Northeast Asia Economic Forum is
most concerned. 

Thank you once again for your participation and cooperation that has
made this conference a great success. 
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