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Kinoshita Toshihiko: First let me say
thanks to the Sasakawa Peace Founda-
tion USA for inviting me to this memor-
able event. It’s my great pleasure to be
with you to talk about the topic of “Eco-
nomic integration in East Asia, and the
role of Japan.”

Recently, free trade agreements (FTAS)
and economic partnership agreements
(EPAs) have become very popular in
East Asia. An EPA is an agreement
which the Japanese government is trying
to realize; EPAs includes FTAs, devel-
opment assistance, human exchanges,
standardization, rulings and so on. Many
FTAs and EPAs are under negotiation in
East Asia, and surely they reflect in-
creased momentum for regional econo-
mic integration. Additionally, East
Asians aspire to set up an East Asian co-
mmunity, although it is not an imme-
diate, but instead a long run target. |
would like to contemplate why such mo-
vements have become very popular in
East Asia, what role Japan can play there,
and what problems East Asians are
facing.

Many of you may know the East Asian
region quite well. For such people, there
is no need to describe the following; but
let me begin with an introduction of ba-
sic matters related to the region. ASEAN
10 consists of Singapore, Thailand, Ma-
laysia, Indonesia and the Philippines—
the original five countries—plus Brunei,
which joined later. Afterwards, Cambo-
dia, Laos, Myanmar and Vietnam

(“CLMV?”) joined. In a later period,
ASEAN Plus Three, namely Japan, Chi-
na and Korea made a new (informal)
group which has been rather active. Next,
let me introduce several abbreviations
which | will use in my talk today:
ASEAN (Association of Southeast Asian
Nations), AFTA (ASEAN Free Trade
Agreement), ARF (ASEAN Regional
Forum), AMF (Asian Monetary Fund),
EAEC (East Asian Economic Caucus),
EAFTA (East Asian Free Trade Area),
and CMI (Chiang Mai Initiative).

Look at a map of East Asia (See Chart
1). It’s a very wide area with a large
population and diversities in various as-
pects as is shown in the table (See Chart
2). It illustrates how different those
countries are in terms of land size, popu-
lation, GDP, per capita GDP, main reli-
gions, and percentages of ethnic Chinese
citizens.

Laying the Groundwork for
Asian Regional Integration

The title of the next illustration is “Lay-
ing the Groundwork for Asian Regional
Integration, a Step to an Asian Economic
Community (AEC)”. The move for fur-
ther economic integration is related to
the emerging regionalism for FTAs and
EPAs in East Asia. East Asia used to be
satisfied with a GATT-WTO based
framework for integration, and it’s only
recently that it has embraced relatively
strong nationalism. There are four rea-



sons why these sentiments emerged ra-
ther recently.

The first reason is the general trend to-
ward regionalism of the world. We ob-
served the births of NAFTA, the EU,
and their expansion. The second reason a
strong nationalism has emerged is the
weak workability of the WTO. There
will be no need to elaborate. And thirdly,
the recent experience of the currency and
financial crises in the region that made
them feel a de facto dissolution of
APEC; APEC couldn’t do anything
meaningful to assist East Asians under
such difficulties during the crisis period.
We see that a mutually agreed, strong
mindset exists in the region that would
never allow them to repeat the currency
and financial crisis. This determination
is the strongest motivation for why such
regionalism emerged suddenly in the
region. Fourth, we have seen a physical
deepening of economic integration in the
region through increased, intraregional
trades and capital transactions, as well as
strong human networks. This makes an
ever deepening economic integration in
the region. These four reasons have
made East Asians take a new step in the
region.

De Facto Dissolution of APEC

In the next chart, you can grasp that the
currency crisis has resulted in a de facto
dissolution of APEC (See Chart 3).
Most of the regional people were dis-

satisfied with the response of APEC then.

It took some years for Asian countries to
revive their economic strength. And ano-
ther momentum is the growing regional-
ism in the world. NAFTA will merge
into the FTTA soon, and market integra-
tion in EU and currency integration in

EU has been realized, and we have just
seen ten new members join the EU.

And there has been a weak workability
of the WTO, which culminated in the
failure of the Cancun meeting. This is
one of the reasons why East Asians as-
pire to move to a new direction. China
entered the WTO a few years ago and
it’s only a matter of time until its capital
transactions will be opened. China will
face the risk of capital flight, like other
East Asian countries, as we saw in 1997-
98. These moves have brought about
strong regionalism in East Asia, and also
an expectation of an ASEAN Plus Three
cooperative framework for a community.

In the past, there was no such framework
in the region, until the time when
ASEAN Plus Three leaders met together
in 1997. Back in the early 1990’s, Ma-
laysia’s Prime Minister Mahathir pro-
posed an EAEC (East Asia Economic
Caucus), but the idea was strongly
opposed by the U.S. government. The
Japanese government had to show a
lukewarm attitude toward the idea, so
the idea was not realized. The word
EAEC became a taboo in the Asia-
Pacific area. Before the financial crisis,
East Asia had been widely recognized as
the best adaptor to globalization in the
developing world, partly by opening its
economies to international capital mar-
kets, and partly by adopting market-
friendly policies by most local govern-
ments. Their “excellent” performance
was endorsed by the World Bank in their
publication East Asian Miracle (1993).
But in 1997, the currency/financial crises
attached those East Asian economies,
which changed the whole situation in the
region dramatically. During and after the
crises, East Asians could do nothing but



identify themselves as passengers in the
same boat.

As you see in the chart, the exchange
rates of most of East Asian currencies
dropped dramatically against the U.S.
dollar in 1997 to 98 (See Chart 4). And
even afterwards, exchange rates didn’t
return to the former level, except for
China’s renminbi (RMB), which has
been pegged to the U.S. dollar. The
Japanese yen rates were either appre-
ciated or depreciated against the U.S.
dollar, but other currencies of East Asia
were devalued all of a sudden and have
not raised much until now, probably due
to the very strong price competitiveness
of products made in China.

Attempts to Form Asian
Economic Organizations

When the currency crisis happened,
Japan played an effective leadership role
while keeping a low profile. Although
the Japanese government failed to real-
ize its proposal of an Asian Monetary
Fund (AMF) to supplement the IMF, it
committed itself to providing huge fi-
nancial support to Thailand, Indonesia,
Korea and other Asian countries, totaling
70 billion U.S. dollars. East Asians con-
cluded that they needed a kind of group-
ing to protect themselves from repeating
financial difficulties because APEC—
including the United States and Aus-
tralia—wouldn’t help them in times of
need. Then a group of “ASEAN Plus
Three” started and they have tackled
how to reduce financial risk and how to
cooperate better for the future, and we
have seen some of these efforts bear
fruits.

The first is the Chiang Mai Initiative
(CMI), in which bilateral swap agree-

ments among “ASEAN Plus Three”
have been made. So if an emergency
happened again, they could use a sizable
amount of money to solve it. The second
is the Asian Bond Market Initiative
(ABMI) and the Asian Bond Fund
(ABF). They will be put into concrete
from now on. Japan has played a crucial
role to calmly help these schemes ma-
terialize. As aforementioned, the Asian
financial crisis drove East Asian econo-
mic growth to negative or very low rates
in 1998, except China and Taiwan. But
from the following year, their economies
began to grow rather robustly (See
Chart 5). High growth has continued in
China. But, in 2001, a few countries in
the region experienced negative growth.
This was mainly because of the burst of
the IT bubble in the U.S.

When you compare sizes of major re-
gional free trade areas in the world, you
would consider that the economic size of
an East Asian Free Trade Area (EAFTA),
were it set up, is not so small (See Chart
6). Its population is large, about 32% of
the world total. The aggregated GDPs of
the members reach 6.8 trillion U.S.
dollars, about 21% of the total. The agg-
regated export amounts are 26% of the
total, even bigger than those of any
FTAA-to-be. Thus, if the EAFTA were
set up, it would become a large econo-
mic entity.

As for the intra-regional trade ratio in
East Asia, it is not very high, but it is
also not very low—about 45% of the
whole trade volume (See Chart 7). The
Intra-ASEAN trade ratio is low—over
20%. That of China-ASEAN is a bit
lower than 20%. ASEAN-Japan is al-
most 25%. But among East Asia as a
whole, the intra-regional trade ratio is
over 45%. This next chart shows the



road map of economic integration in
East Asia through FTAs—EPAs, in the
case of Japan) (See Chart 8). Nego-
tiations on FTAs and EPAs are going on
here and there. The Japan-Singapore
EPA (JS-EPA) has already been signed
and implemented. A Japan-Korea EPA
negotiation begun at the end of last year
is expected to finish by early next year.

A China-ASEAN Free Trade Framework
Agreement was agreed in November
2001, and now the agreement has be-
come effective. The China-ASEAN tar-
iff will be zero by 2010. And CLMV,
four less developed ASEAN countries,
will join by 2015. EPAs between Japan
and Thailand, between Japan and the
Philippines and between Japan and Ma-
laysia are under negotiations, and nego-
tiations will end hopefully by the close
of this year. The China-Hong Kong Eco-
nomic Partnership Agreement became
effective starting this year. AFTA or the
ASEAN Free Trade Agreement was
realized at the end of 2002, and the
CLMV will join it by 2015. The ASEAN
economic community is to be built up by
2020. This is the road map of economic
integration in East Asia, from now on
and historically.

Increasing Tension Characterized
East Asia Regionalism

Regionalism in East Asia has become
increasingly rife, due to several reasons |
have already mentioned, but at the same
time, centrifugal vectors are there. FTAS
help economic development but cannot
solve “diversity problems” among mem-
bers, income disparity in particular. Pro-
active actions to correct such discrep-
ancies are necessary for further econo-
mic integrations. FTAs will not only be
important for proactive action, but so

will economic cooperation, dedicated to
regional public goods. That’s the recog-
nition of the Japanese government; that’s
why the Japanese government has pro-
posed economic partner agreements
(EPAS) to its neighbors, rather than mere
FTAs. Japan could and should take the
initiative by providing further financial
support, intellectual contributions, good
rules, as well as social capital in the
region.

The next table shows that although rela-
tively high economic growth rates (in
local currencies) have been seen in most
East Asian countries since 1998, sub re-
gional totals of the GDPs in U.S. dollars
of the four NIES and ASEAN countries
are lower than those in 1996, respective-
ly, because of the sharp devaluations in
1997 and ‘98 (See Chart 9). Only China
increased its GDP in U.S. dollar sizably
during the same period. That’s the main
reason why there has been so much FDI
in China and not in other countries.

Income gaps in terms of per capita GDP
among East Asian countries widened
during the period from 1996, one year
before the financial crisis (See Chart
10). Take Indonesia, for instance. Its per
capita GDP in 1996 amounted to $1,160,
but it dropped to $819 in 2002. The dis-
parity between Indonesia and Korea
used to be 9.8 times in 1996, but now it
is 12.2 times. China’s per capita GDP
was only 60% of Indonesia in 1996, but
now it’s 20% higher than that of Indo-
nesia; thus disparity between the rich
and the poor widened, or the north-south
problem in East Asia has exacerbated,
not to mention in CLMV, late comers in
ASEAN.

Is Japan competing harshly with China
and ASEAN countries in trade in the



same destination, say, the U.S.? We can
largely say no. Japan’s trade and indus-
trial structure is supplemental to those of
China and ASEAN countries. A general
lack of a challenge by the Japanese in
the world and in East Asia was not attri-
buted to its industrial or trade structure,
but to its long-term economic sluggish-
ness or its “lost decade.” A revival of its
economic growth is being awaited. If
Japan revives, then a virtuous circle
would begin — more exports, more im-
ports, more FDI. That will give stimulus
to East Asian countries. In fact, China is
harshly competing with ASEAN coun-
tries in its external trade (See Chart 11).
ASEAN countries have recognized this
phenomenon as inevitable, and are trying
to find new opportunity in their trade
and tourism with China as regional part-
ners. Like in trade, China and ASEAN
countries are competing in attracting

FDI from Japan and the rest of the world.

Additionally, China, as a national policy,
has begun to make foreign direct invest-
ments in ASEAN countries, though
currently in small amounts.

In this chart, as | already explained,
there is not such a wide overlapping area
where the same items of products from
Japan and China were exported to the
U.S.—about 21% of combined export
amounts (See Chart 12). But if you
study carefully, you would recognize
that an overlapping area includes such
export items as TVs, etc. True, Japan ex-
ports TVs to the U.S., and China also
exports TVs to the U.S. But Japan ex-
ports digital or plasma TVs, while China
exports ordinary color TVs. There are
many other items like TVs. There exists
little real competition between the two,
although there is an overlapping area in
the chart. In contrast, Hong Kong, Sing-
apore, Indonesia, Malaysia, Philippines

and Thailand have far bigger over-
lapping areas with China in their exports
to the U.S. This is the main reason why
non-Chinese countries or regions could
not raise their exchange rates for many
years after the currency crisis.

Japan’s Trade With East Asia
Growing Quickly

Japan’s trade with East Asia has grown
quickly, while trade with the U.S. has
stagnated. Look at the next chart (See
Chart 13). Japan’s exports to East Asia
went up by 22% last year, and its im-
ports by 16%. But Japan’s exports to the
U.S. decreased by 3%, and its imports
from the U.S. increased only by 2%.
This occurred because major items
which Japan had exported to the U.S. be-
came the targets of trade conflicts, and
the localization of manufacturing pro-
gressed rapidly. Although we will still
see some growth from now on in Japan’s
trade with the U.S., the growth rate will
not be very high. In East Asia, since
Japan’s trade structure is supplemental,
and the economic growth of China,
Thailand and other East Asian countries
are expected to be rather high, Japan’s
trade with East Asia will grow at a faster
pace.

Now back to the topic of FDI in East
Asia (See Chart 14). China has received
the lion’s share of FDI because of its
huge market potential, improved social
infrastructure and stable political situa-
tion, while some ASEAN countries are
still in transition to recovery. FDI inflow
to ASEAN from the world as a whole
has stagnated. China began its FDI in
ASEAN, as ASEAN provided limited
amounts of FDI in China. But now, the
FDI in ASEAN from China exceeds that
of ASEAN in China.



Look at FDI in-flows in East Asia, divi-
ded by the GDPs of respective countries.
These ratios show that the economic
growth rate is generally related to the
FDI inflow (See Chart 15). If one coun-
try records a higher FDI inflow ratio, it
can grow more quickly than the average;
if the FDI is less, the growth rate would
be lower. Take Indonesia, for instance: it
shows a minus net inflow, namely con-
tinuous net outflow, while China keeps a
3 or 4% FDI inflow ratio vis-a-vis GDP
every year. That’s the basis of China’s
quick growth. Thus, they are competing
severely with each other in inviting FDI.

FTAs and EPAs in East Asia

Let’s move to FTAs and EPAs in East
Asia. How has Japan’s EPA with East
Asia proceeded and how will it proceed?
Japan and Singapore have already signed
an EPA, negotiations with other ASEAN
countries and Korea have begun, and the
agreements will hopefully be made in
one year. A good piece of news for
Japan is that the Japan-Mexico EPA was
basically agreed last April. As China and
Korea called for Japan-China-Korea
FTASs, Prime Minister Koizumi answer-
ed that Japan understood the significance
of the Japan-China-Korea FTA, but
because of the existence of the “history
problem” and other difficult problems
with China, a Japan-Korea EPA shall
come first. A Japan-China EPA seems to
be the most difficult to realize, due to
complex political and economic reasons.
The U.S. may be concerned about the
Japan-China FTA/EPA. Just recently, a
famous economist from the U.S. came to
Japan and called for a U.S.-Japan FTA. |
don’t think the proposal is quite viable
and we had better use the WTO frame-
work to expand mutual trade for the
world, rather than to have an FTA agree-

ment between the two giant countries.
But the economist seemed to be con-
cerned about a future Japan-China EPA.

China’s approach to FTAs is quite stra-
tegic, and so far, it looks very good for
China. China and ASEAN signed the
FTA framework agreements, and it’s go-
ing quite well, since China offered a
special treatment called “early harvest,”
in which China is to open agricultural
markets soon, such as fresh vegetables,
fruits, and ornamental plants, among
others. The offer looked very lucrative to
ASEAN countries, and Thailand became
the first beneficiary last year.

Currency Direction of Asia

As for the currency strategy, which way
will East Asia go? The currency crisis is
the main reason why nations became
serious about concluding FTAs. They
can minimize foreign exchange risk if
the free trade areas become wider in the
region. To realize a common currency
like the euro in East Asia is a far-
reaching target; it would be almost im-
possible to attain in 10 years, or even 20
years. Instead, taking a two-stage app-
roach looks useful before having a
common currency.

The first stage is to realize a common
currency peg system. Most local curren-
cies in East Asia, as you know, have
been substantially pegged to one single
currency, the U.S. dollar, which created
problems when the Japanese yen depre-
ciated a lot. Hard currencies will be
pegged with local currencies, which
would be the U.S. dollar, the Japanese
yen and the euro. To peg to the three
currencies, for instance, each will be
pegged one-third. Participants will in-
clude East Asian countries and some



Pacific countries, like Australia and New
Zealand. They can minimize foreign ex-
change risks on trade and FDI by this
new scheme. Japan will not join. Instead,
they will keep a free-floating exchange
system.

The second stage is to create an Asian
Currency Unit (ACU)—not a currency,
but a unit for accounting. The Asian cur-
rency unit will be a basket currency unit
consisting of Asia-Pacific, convertible
currencies which are pegged to the said
three currencies. East Asian local curren-
cies would not disappear indefinitely.
The problem is guessing when the RMB
will become convertible; we cannot ex-
pect it in a short time—say, in 10 years,
for instance. For the moment, each re-
gional monetary authority is expected to
adopt a good monetary policy to stabi-
lize its exchange rate. This is the begin-
ning of the currency management of the
region, and it will have a good impact
not only on the region, but on the world.

Referring to EPAs in the region, Japan is
facing some difficulties, although I am
not so pessimistic in the mid-term. We
have seen slow decision-making in Ja-
pan on trade issues, including EPAs with
East Asian countries, due to strong
opposition by domestic vested interests.
But luckily, Japan could meet the con-
ditions for a Japan-Mexico EPA, and
even farmers understand well that they
cannot maintain the status quo in the
coming decade. Policy changes have
begun, for instance, to give subsidies to
bigger farmers, rather than to scatter
them to every farmer. But the group has
conceded too little, and is too slow for us,
the promoters of EPAs. | believe, how-
ever, that EPAs with Thailand, Malaysia,
the Philippines and Korea will be real-
ized, although we have to pay high costs

domestically. Very severe negotiations
will continue in the coming months, but
eventually, Japan will be able to realize
these EPAS.

Issues on Path to an Asian
Economic Community

Let me state key issues on the path to an
Asian Economic Community. We cannot
set up an EU-type community in the
foreseeable future. Sub-regional group-
ing and good sequencing toward the
final target will be a realistic approach.
To realize FTAs or EPAs one after
another on a bilateral, sub-regional or
regional basis will be a shortcut to the
final destination.

An obligation of the members of East
Asia is to pay the cost of regional public
goods. What are the regional public
goods in the region? First, not to repeat
the currency crisis. Second, to nurture
Asian bond markets. Third, to stabilize
fluctuations of exchange rates of region-
al currencies. Fourth, to finance an East
Asian or ASEAN-wide social infrastruc-
ture altogether. Fifth, to reduce income
gaps among members. Sixth, to protect
the environment in the region. Seventh,
to fight against terrorists and pirates.
Eighth, to cooperate on energy-saving
and conservation. These comprise the
regional public goods.

And who should pay the cost? None
other than member countries. China will
have to pay its cost, Japan will have to
pay a sizable portion, and so on. Out of
all the members, Japan, China, and
Korea, which are relatively big econo-
mic powers, will and should be the main
players.



In conclusion, | would like to say, firstly,
Japan could take a low-profile but effect-
ive leadership role to realize good qual-
ity free trade agreements in the region,
attaining a business-friendly climate for
all. It will not be like Mr. Bush’s way:
“I’m going, so follow me.” This is not
the way Japan should take the initiative.
Japan should walk harmoniously with
other members. So, while paying the
largest share of costs for regional public
goods, Japan could cooperate with China
and other East Asian countries for deep-
er economic integration, and eventually
realize an Asian Economic Community.
But as aforementioned, to create a
community will require a long, time-
consuming process for decades to come.

Secondly, Japan will continue to be an
important economic power of the world
and it should not forget its role in world
politics and economics. For instance,
Japan should also contribute to reviving
a new round of WTO and to fighting
terrorism globally. If Japan only stuck to
FTAs and EPAs in the region and forgot
the world, the results would be miserable
for everybody. Japan should never forget
this fact.

Thirdly, the U.S. should understand the
aspiration of East Asians to realize an
Asian Economic Community in the long
run, though creating East Asian Free
Trade Areas (EAFTA) will come earlier.
When Mr. Mahathir proposed the EAEC
more than 10 years ago, the United
States rejected the idea, and Japan could
not support it. But the situation has
dramatically changed since then. | wish
the U.S. would not break the dream of
East Asians again. Japan’s responsibility
will be to give the U.S., Japan’s only
true ally, assurance that the creation of
the Community or the EAFTA would

not harm the United States. This role of
Japan could not be replaced by China.
Transparency and openness of the re-
gional economy will be the key to keep
the trust of the United States. While
keeping its trust, Japan could play a
clever leadership role in its own way in
the region. Thank you very much.

Richard Katz: Instead of commenting
on Kinoshita-san’s presentation directly,
I will comment on Japan’s role in this
integration, because | think it’s quite
clear integration is proceeding. What is
Japan’s role in it? | would like to make
just a couple points.

Japan’s Role in Asian
Economic Integration

One, asymmetry: while Japan is be-
coming more dependent on Asia, Asia is
not in turn becoming more dependent on
Japan. In fact, one can see in certain re-
gard, particularly as an export market,
Asia is becoming less dependent upon
Japan than it used to be.

Secondly, several years ago, ten years
ago, even five years ago, there were
people who were saying that Asian inte-
gration would be Japan-centric—that
Japan would be the leader, Japan would
be the hub, it would be the brain. I think
this is actually not true in the trade flows,
which I’'m going to focus on, and it’s
also not even true, in say, FDI. | just
read the other day that Korea has now
surpassed Japan in terms of foreign di-
rect investment into China. This is also
true in terms of foreign direct investment
into ASEAN. So Japan is not the center
of this integration. If any country is the
center, it’s China—and even that may
not be true, so it may be a more compli-
cated situation than just one hub.



Thirdly, while Japan has increased its
trade with Asia, this is not in addition to
ongoing trade with other countries, but is
instead a substitution. The result is that
in terms of the general trade openness, or
the trade to GDP ratio in Japan, we
really see no secular increase. And that
is a problem for Japan, as well as the
region.

Finally, while we do see an increase in
Japan’s trade, the question is: does this
involve Japan integrating with Asia, or is
it mostly integrating with Japanese com-
panies who happen to be located in
Asia? So, Japan could be exporting to
itself and importing from itself, both in
the homelands, and in Asia.

Now, certainly we see that Japan and its
dependence on Asia have risen, both on
the exports side, and the imports side
(See Chart 1). And we can show the
same chart from any other countries, in-
cluding the U.S., and all that really tells
us is that Asia’s role in global trade has
increased. It does not necessarily involve
Japan-Asia integration (See Chart 2).

What we see here next is the asymmetry
(See Chart 3). While Japan is more de-
pendent upon Asia, the reverse is not
true. Japan is not the main customer for
Asian exports. In fact, in every major
Asian country, except for Indonesia, the
U.S. imports more from them than Japan
does, and Europe imports more from
them, in most cases, than Japan does.
And in many countries, China imports
more from these Asian countries than
Japan does. In fact, there’s an interesting
pattern here. If we look at the ASEAN
countries—Indonesia, Philippines, Thai-
land and Malaysia—there we’ll see that
Japan imports more from these countries
than China does. But once we get to the

New Industrializing Countries (NICs)—
the countries with higher per capita GDP,
the more industrialized countries—then
China is a bigger customer for them than
Japan is. And this may have to do with
the question of Japan's willingness to
import manufactured goods.

China: Both Export and
Import Superpower

I know many, many countries in Asia
and elsewhere are very afraid of China,
on the grounds that China is this huge
export superpower that's going to take
direct investment, take away export mar-
kets and eat their lunch. And the Chinese
response is that, “Well, yeah, we are an
export superpower, but we’re also trying
to be an import superpower as well.”
The statistics show that there’s some-
thing to that argument.

This chart shows China's exports to
Japan, to the U.S. and to Europe, as a
share of Chinese GDP (See Chart 4).
And what we see is that, in fact, in 2003,
as a share of Chinese GDP, Chinese ex-
ports to Japan were no higher than they
were in 1995, whereas they are higher
both to the EU and to the U.S.

Now, let's look at South Korea (See
Chart 5). As a share of Korean GDP,
exports to Japan are actually lower in
2003 than they were in 1993, ten years
earlier. Exports are up in the other areas,
particularly to China.

Now, the third point is the substitution
effect. This is Japan’s trade to GDP ratio,
and we see that it’s virtually the only
industrialized country where the ratio of
trade to GDP is no higher today than it
was fifty years ago (See Chart 6). This
is absolutely remarkable. The entire



world has become more trade dependent.
In the case of the U.S. or European
countries, the figures have doubled, or
tripled, or even quadrupled, but not so in
the case of Japan. So what we see is that
as they’re trading more with Asia, they
are trading less elsewhere (See Chart 7).
This goes from 1997 to 2004, the last
seven years. There was a lot of growth in
Japanese exports to Asia, but not so
much growth elsewhere. There was also
a lot of growth and imports from Asia,
but an actual decline in imports from
other countries. These, by the way, are
all nominal figures, because that’s what
is available on the sites I have.

Is Japan Trading with Asia
or with Itself?

And that brings me to the final point I
want to make, which is that Japan is do-
ing more trade with Asia, but is it really
trading with Asia, or is it trading with it-
self? And what we look at here is what
the METI called reverse imports—I call
them “captive imports,” a little pejor-
ative, but that’s okay (See Charts 8-17).
Look at the imports that Japan imports
from Malaysia. How many of those are
from Matsushita’s plant in Malaysia—
sending TVs back to Japan, or air con-
ditioners—as opposed to buying things
from indigenous Malaysian firms, or
from the firms of practically all the sub-
sidiaries of other countries in Malaysia?

This is on a global basis, so what we see
is that in the late 1980s, there was a lot
of growth in captive imports, but even
more growth in imports from indepen-
dent partners. In the last decade however,
globally, there’s been a big increase in
the exports, the reverse exports from the
Japan subsidiaries, with an actual decline
in Japan’s exports to non-Japanese com-

panies. Most of the growth that we see in
Japanese exports is actually growth in
exports to itself, to its own subsidiaries
offshore. And we see the same thing in
terms of the import side. Back in the late
80’s, most of the growth in Japan’s im-
ports was not from Japanese subsidiaries,
but from independent firms. Yet in the
last decade, perhaps two thirds of the
total growth in Japanese imports—and if
it was only manufactured imports, it
would be even more—the overwhelming
share of the growth in Japanese imports
is from Japan’s own affiliates offshore,
rather than from independent companies.

It’s a little bit different in Asia because
trade has grown so much more, so it’s a
little bit more balanced. But look at the
imports side: it’s about even, with the
captive imports being a bit less than half.
This is covering the last decade, 1990 to
2002. But half of the growth of imports
are from these captives, and half from
independent companies. On the exports
side, this is very different in Asia. In
Asia, most of the exports are to indepen-
dent customers, not to subsidiaries. That
was surprising to me, but nonetheless is
the case, so that Asia, in this way, is a
little different from the global trend.

I just want to say one point on this,
which is that some people will say,
“Doesn’t everybody do inter-firm
trade?” That’s a big part of the world.
But, in fact, when we look at the U.S., it
looks a little bit different. That is to say,
“Yeah, the U.S. does a lot of inter-firm
trade, but that’s in addition to intra-firm
trade. It’s not substituting for it.” So if
we look over the period from 1994 to
2001, again we see both on the exports
side, and even more on the imports side,
the vast majority of the growth in U.S.
trade is really to independent customers



or independent suppliers, not to captive
suppliers or to captive customers. So the
trend in Japan here really is different. It
is an outlier on this side. And so, what |
would argue is that, yes, there is inte-
gration in Asia, and | think Kinoshita-
san is absolutely right about this. Japan
is participating in the sense that Japan is
hitching a ride on it. Japan is orienting
its trade more toward Asia, but Asia is
not orienting particularly towards Japan
—it’s not the focus, it’s not the hub.
MET]I is not the brain coordinating in-
dustrial policy in Asia. It’s part of the
picture, but it’s only one player among
many.

Adam Posen: Before | start though, |
just want to say thanks again to the
Sasakawa Peace Foundation USA and to
John Ikenberry. This is the second time
I’ve gotten to speak at one of these
events in the Asian Voices series and
I’ve attended others. It’s been a great
series, and | know it will continue to be
so under the Washington office, but I
want to say | think all of us are grateful
to Professor Ikenberry for his leadership
in keeping it together the last few years.
I wish him well as he moves on.

Let me try to make four points. Since
Rick Katz excellently covered the real
side, meaning the actual economic inte-
gration that is sort of going on indepen-
dently from policy, | want to talk a bit
more about the policy aspects, the for-
eign policy and direct economic policy
aspects of Asian economic integration.
Like my co-panelists, it will be emphasi-
zing Japan, but it will not be solely
Japan. And | want to address these in
some way to Professor Kinoshita’s pre-
sentation.

One, | want to echo and, in fact, amplify
something the professor said about how
many motivations are contributing to
this effort. I thought the chart he put up
early with the picture of all the different
factors—*“...And here’s Japan up here,
and here’s Korea down here, and here’s
the U.S. with their regionalism...”—I
actually thought it was very good. But |
want to emphasize that there are even
more factors underlying this move than
people give credit to, or that people
recognize.

Second, | want to talk a little bit about
the direct parallels with the EU ex-
perience. | think that’s very much in the
back of people’s minds both as an inten-
tion and as sort of a benchmark. And
there was some mention of that in the
end, when there was discussion about
the possibility of an Asian Economic
Community. | want to talk a little bit
about that, too.

Third, I want to stress—and this is pick-
ing up on something that | think was
made in the presentation—that there is a
gap of leadership from the U.S. and from
the international organizations, and that
is part of the reason for this effort, but it
is not just the WTO. | think, in particular,
the lack of leadership and the lack of
support for and from the IMF has been a
real issue, and we’ve got to recognize
that there are some very real dangers
there.

Then finally, | want to just pose a ques-
tion which | think was underlying, to
some degree, both Rick’s and Professor
Kinoshita’s comments. Are China and
Japan going to feel the same if we are in
the situation of a steadily growing Japan
and perhaps a not quite so steadily grow-
ing China? And | want to raise that



question for thinking about. Let me just
quickly go through those points.

First, multiple motivations. In the initial
presentation, there were several moti-
vations mentioned. There was a question
about the response to a worldwide trend,
the stumbling of the WTO route, the
dissolution with APEC and following
the Asian crisis, and then the physically
deep economic integration—the types of
things Rick put up in those charts. |
think all of those are there, but I think
there are additional factors as well. And
in a paper | did for the U.S. State De-
partment a couple of years ago, | talked
about some of these.

Push for Assertive
Foreign Policy in Japan

There is also a basic foreign policy need,
that the Ministry of Foreign Affairs
wanted some sort of positive agenda, the
Koizumi government wants some way of
asserting Japan in world affairs—send-
ing troops to Irag, of course, is one way
to do that, and another way is to try to
say, “Okay, we’re going to try to forge
ahead with Asian regionalism.” There’s
a strong impetus among people in the
Diet and in the foreign policy com-
munity in Japan to think about how we
can get reconciliation in Asia. There’s
been huge progress since WWII, but

obviously there’s still some hard feelings.

It would be nice to move forward to-
wards that.

And so there’s this tension between
people who are pushing for more assert-
ive foreign policy: a Japan that can not
only say no, but a Japan that actually
stands up and does things in foreign
affairs, compared with a Japan that is
better integrated and more accepted in

East Asia. These two don’t necessarily
contradict, and in the short term, in fact,
they reinforce each other as pressures for
more economic integration and regional
integration. But they are also part of the
mix.

Part of Economic Reform
Is Related to Domestic Reform

There is also an issue, which I think was
implied, but not really directly addressed,
which is that a lot of economic region-
alism in Japan, and elsewhere, is about
achieving domestic reform. So there was
mention made of the Japan-Mexico Free
Trade Agreement, and | asked Rick
about his opinion on that while we were
sitting here. And | know there’s a study
under way at the Sigur Center at GWU
by a METI official that’s also dealing
with some of these issues. There had
been this very strong hope, from METI
and from various reformers in Japan
over the last couple of years, that this
would be the way to finally break the
agricultural lobby. If you went and tried
to integrate with less developed econo-
mies that are busy exporting agriculture,
this would be a way to break down some
of the resistance. And | was personally
always skeptical about this. To me, it al-
ways sounded very sensible in principle
and commendable as a goal, but it was
not clear to me that if you couldn’t break
the lobby strength on a domestic issue
directly, why did the international issue
give you so much more leverage, par-
ticularly in a Japanese context?

What has been interesting and surprising
is the Japan-Mexico FTA, which looked
like it was going to founder in orange
juice, the same way these other ones
have foundered on agricultural issues,
and the same way the U.S. made an FTA



with Australia and | think excluded
sugar. It’s a general problem, but there
seems to have been a real potential
breakthrough in Japan-Mexico. One can
hope that this will, in turn, create it’s
own success, both that it will give more
room for liberalization, and also will
give more impetus to the people to say,
“Ah, yes, international integration feeds
domestic reform.” But that’s an addition-
al motivation.

There’s also a bunch of institutional mo-
tivations of the various bureaucratic act-
ors in Japan, for which we don’t need to
go into, but, if you’re METI and you’ve
really lost your seat at the table and a lot
of your role has gone away, maybe you
want to push for regional FTAS, because
that gives you something to do. If you’re
the Ministry of Finance and your hopes
of having a yen block are no longer there,
maybe pushing for regional currency
gives you something to do. But | think
we also have to admit—and this was
mentioned in the opening presentation—
in part, this is a reaction to the failure of
the hegemon. This is a reaction to the
failure of the U.S. to keep providing a lot
of the public goods it implicitly or ex-
plicitly agreed to provide, be they aid in
times of needs, or progress on free trade.

And so, one has to view in part, for all
these other motivations, the regional eff-
orts in Asia as a statement of the failure
of the multilateral system to give them
what they want. Now, part of this is just
sort of a vindictive, post-Asian crisis,
and part of this is from unrealistic ex-
pectations of the multilateral system, but
a significant part of this is legitimate.
And | think we have to recognize that.

My second point, which will go much
faster, is to look at the parallels to the

EU and U.S. response. Now, | think we
all recognize, and those of you who also
follow U.S.-EU relations will see, that
right now the U.S. is, as always, of two
minds in European integration. You put
somebody up from the State Department,
or the Defense Department, or even the
Treasury in front of Congress, and you
ask them the question: “Are you in favor
of deeper European integration?” And
they will say, “Oh, Senator, it is the
stated policy, not only of this admini-
stration, but all U.S. administrations go-
ing back to the Marshall Plan, that a free
and whole Europe is in the interests of
the United States,” or some variant
thereon. But then, of course, if the free
and whole Europe stands up and says,
“Well, we would like our military corps,
and maybe we would like our own re-
presentation at the G7, or at the UN
Security Council,” the U.S. says, “Well,
maybe we’re not so sure.” And, you
know, this is actually a very reasonable
response, right? Because you’re scared
that if you opposed integration, you’re
seen very visibly as “dividing and con-
quering.” The Bush administration tries
to call it “cherry picking,” which | find
just an even more patronizing version of
“divide and conquer.”

U.S. Response to Asian
Economic Integration

It’s a rational thing, because you don’t
want to see it break down, but on the
other hand, you don’t want to have a co-
herent rival. And so there’s this similar
dualism in the U.S. response to Asian fi-
nancial and Asian trade integration. So
this we saw in terms of the ill-fated
Asian Monetary Fund example. There
was the case where Japan seemed to be
pushing for it and was calling it the
Asian Monetary Fund, and so the U.S.



government said, “We don’t want that
competing conditionality, it’ll be bad.”
And then we say, “Okay, well, we’ll call
it the Chiang Mai Initiative.” And the
U.S. says, “Oh, that’s fine, go ahead,
we’ll send an observer.”

It does in part depend on how it’s pack-
aged, and this was true throughout EU
integration as well. It was always being
driven by local, European factors, but
the packaging vis-a-vis the US was very
important in terms of getting U.S. sup-
port, or not. And I think also in Japan, in
East Asia, as in Europe, there’s a com-
bination of economic and political moti-
vations. There’s a tendency for the
economic benefits to be oversold as a
way of drumming up political support,
whereas the actual motivations, in many
ways, are political. But then again, it’s
inherent in the nature of the enterprise,
and we should not be surprised by that.

I think the thing where the parallel be-
tween the EU and East Asia breaks
down is two-fold. One is the point the
professor raised, which I think is very
important: enormous diversity in Asia of
the countries’ sizes, of the levels of de-
velopment, of the cultures, of the reli-
gious content, of the overseas Chinese
content—again, there was a very helpful
chart that he put up. It’s one thing to
joke about giving Malta a seat at the
table in European unification—Malta’s
what, 700,000 people? | mean, | think
it’s smaller than Luxembourg. This is a
really small country. But when you are
talking about combining Japan and the
ASEAN countries and China, you’re just
really mixing apples and oranges. | think
it’s worthwhile to recognize that differ-
ence.

No Agreed Upon Engine of
Asian Cooperation Exists

But the other difference, which I think
has to be recognized, is that we don’t yet
have an agreed upon engine of Asian co-
operation. In European unification, there
was always a Franco-German alliance at
its core. You occasionally had to con-
vince the UK to come along or not come
along, but there was no three-way com-
petition within Europe. It was always a
Franco-German alliance pushing things.
We do not yet have that in the trium-
virate of Korea, China and Japan. And |
think any member of the three who saw
that happening with the other two would
be very correctly concerned. And I think
that, ultimately, is a break on the process.

I’m going on too long, so let me just
very quickly skip over the IMF being as
worrisome as the WTO point, just to
suggest that when we worry about the
costs to regionalism, even though there
are benefits, the costs to regionalism—
that we are ignoring the Doha trade
round, that if you set up regional agree-
ments you may divert both attention and
resources and distortions of trade, versus
what you get if you have a multilateral
round go forward—I think the same
thing applies in monetary affairs. One
wouldn’t argue necessarily that Euro-
pean monetary unification has been bad
for the world economy, but it certainly
hasn’t offered distinct benefits.

Japan Is on the Path to
an Extended Recovery

Let me turn to my final issue, which is
this question—I pretty much want to
raise it as a question, as an opening point
to the discussion. Rick and | may differ
somewhat on this point, but | would be-



lieve Japan is—barring major meltdown
in China—on the path to an extended
recovery. It already has been recovering
strongly for two years. The leadership of
Heizo Takenaka in the Economics Mini-
stry, and the new book governor of the
Bank of Japan Toshihiko Fukui has
made a huge difference; they basically
stopped doing the stupid things that got
Japan into a mess in the first place. They
got out of the economy’s way, and that,
combined with some recapitalization in
the banking system, was enough. That is
not exactly a common point of view, but
that’s my point of view.

We’re looking at a situation where Japan
is no longer going to be in a lost decade,
or the lost twelve years, or the great re-
cession, or however you want to put it,
where a lot of what seemed to be moti-
vating this effort was Japan trying to get
its head around, “Gee, we’re no longer
as dominant in Asia, and our future is
not necessarily as bright on our own as it
once was.” Now, | don’t want to pretend
that a recovery from this terrible period
means Japan no longer has a demograph-
ic problem, or that Japan will suddenly
go back to being the dominant feature in
Asia, because it won’t. But it is going to
be interesting to see how the political
dynamic changes over the next few years,
especially if at the same time that Japan
is coming out, China has to slow down
some.

Now, obviously, if China slows down
quickly and severely, given the trade
numbers that were put up, this would
have a very deleterious effect on Japan
as well. So their fates are intertwined,
but one can imagine a softer landing for
China and some continued exports of
Japan to the rest of the region, and in
fact, continued exports to China if its

two Japanese subsidiaries there, as Rick
points out, let Japan continue to do well.
And then you have to wonder how the
dynamic plays out. 1 would point out, in
one contrast to Rick with his very useful
comparison of the U.S. and Japan, in
terms of the internal exports, or the “cap-
tive exports” | think was what you said,
is that there is something good about the
Japanese doing this, in that it goes with
business communities’ recognition, that
“Made by Japan” is as good as “Made in
Japan.” That was the recognition Kei-
danren made about two years ago in
their public statements. That’s a very im-
portant shift, because it means Japan is
willing to serve as the hub, the investor,
the transfer of technology, and doesn’t
insist on having the actual production
and plants in-country, which is an effi-
ciency gain, and it’s a whirlwind.

Let me wrap up with one last point, and
this will echo something | said last time |
spoke here and on various occasions
about Japan. In fact, it goes back to a
panel that Rick and | were both on at the
Japan society in January, 2002 | think it
was. To me, one of the great losses to
the world from Japan’s lost decade was
not just economic. It was the loss of
Japan as an exemplar of ‘soft power,” to
use Joe Nye’s phrase. It was the loss of a
country that was very much trying to
punch above its weight, in military terms,
by the provision of global public goods.

Japan Should Assert Itself
In International Affairs

Our guest speaker today made a very
strong pitch, | think correctly, for the
role of Japan as one that provides public
goods, meaning things like environ-
mental leadership, overseas development
aid, and the stability of various capital



flows. There are other things that can be
listed, such as energy and responsibility,
but he made the pitch in a regional
context, and | think that would be very
sad. | think it’s understandable. As I said,
there are dozens of reasons why things
are converging in this direction, and it’s
very easy to understand why people are
going regional, but I think it would be
very sad, particularly in a context where
the U.S. has led the world down in the
provision of global public goods. There
is still a need for public goods provided
in a multilateral, global framework, and
Japan, | think, is one of the very few
actors in the world who could do this.
And culturally, throughout the post-war
period, Japan seemed to be building to a
point of doing just that, of providing that
kind of leadership, and was starting to do
so in the early 90’s, when the economic
failures pulled the rug out from under it.

And so, while I’m very glad that Japan is
recovering and that Japan is asserting
itself more in international affairs, I am
saddened that it is choosing to do so in a
regional fashion. It is completely under-
standable, given the activities of the U.S.,
particularly since 2000, why Japan might
do this, but it is still unfortunate. Thank
you.

John lIkenberry: Professor, would you
like to respond to that last point about
Japan, or any of the other points you
heard?

Kinoshita: | appreciate the opinions
made by the two excellent discussants.
Let me first touch on Mr. Posen’s re-
sponse. | agree with his response that
Japan’s role should be in the global
arena, not only in East Asia. And also |
agree to his recognition on Japan’s revi-
val, not only in its economy but other

areas as well. It has been largely done by
the enormous efforts of the private sector.
There is quite an agreeable point in his
remarks on which way Japan should
follow from here and how it should pay
more attention to the world and to the re-
gion. To respond to Mr. Katz’s present-
ation where he stated that Japan’s share
in both export and imports to East Asia
has been declining, it’s quite true. But |
would say that it’s not so abnormal that
the time has come that Japan becomes
not-so-outstanding in trade with East
Asian countries—the time may be too
belated. Such a situation could well have
happened ten or twenty years ago, but
because of the politico-economic turmoil
in China for many years, this situation
was late in occurring. China began its
spurt substantially from the early 1990’s.
But still, Japan’s GDP shares are around
60% in the region and it remains a strong
supplier of capital and technologies.
Asian countries including China badly
need “appropriate” technologies which
many Japanese firms are providing. | am
convinced that Japanese firms are
strongly invited to invest by all Asian
countries.

China Faces Serious Problems

On the point contrasting a stagnant Japan
and rising China, I’d like to point out
that China’s growth is remarkable, but
the real problem is China’s future. The
seriousness of difficult problems in Chi-
na seems bigger than that which Japan is
facing after becoming a mature society.
China will face problems such as how to
manage a huge population and the demo-
graphic problem, which it will face in
ten to twenty years, how to tackle a
quickly expanding energy demand, wor-
sening environmental problems, water
supply, and so on. | am convinced that



China has huge potential, but she will
have to be very cautious about how to

handle domestic issues such as the above.

China’s capacity to share the cost of the
public goods in East Asia outside of Chi-
na will be limited. Until the time comes
when China can equally share the cost
with Japan, Japan has to bear substantial
costs. |1 hope that China will catch up
sooner to replace Japan to a large extent
in the region, so that Japan could take
more responsibility for the global public
goods, beyond the region.

Q&A

Ikenberry: Thank you. We’ll open it up,
and I’ll wait with my question.

Questioner: 1I’d like to ask this particu-
lar question: In the globalized world to-
day, or even in regional economic inte-
gration, how does nationalism and inter-
nationalism play out in terms of each
country’s sovereignty, or international
cooperation? How do they conflict?
How can we solve this particular innate,
nationalistic sentiment, including Japan,
China, and Korea, as such? But I’m kind
of curious, where are we going? Is it
more toward internationalism, based on
the United Nations, or are we going to
break away from that particular inter-
national body, more toward individual
regions, or particular areas, or among the
different nations? In this connection, if
you can clarify for me, what’s the differ-
ence in nuances between Free Trade
Agreements and Economic Partnership
Agreements? I’m not quite sure what the
differences are, in terms of the impli-
cations. Thank you.

Nationalism and Internationalism
Can Coexist

Kinoshita: | believe that nationalism
and internationalism shall coexist. With-
out rational nationalism, you can’t be a
good internationalist. But, if the nation-
alism becomes excessive, that will cause
isolationism and the big problems that
you just mentioned. As for the difference
between an FTA and an EPA, an EPA
covers not only the FTA, but other
things such as improving investment cli-
mates in developing countries in the re-
gion, desirable standardization of IT
software or other things like port facili-
ties, containers, terminal size, human ex-
changes and so on. Those things are to
be included in the EPA, so the EPA is a
broader concept by which we can con-
quer some problems that the FTA alone
cannot solve.

I want to just add one thing about the
nationalism and the internationalism in
Northeast Asia. While Japan’s relation-
ship with China, specifically its political
one, is still very problematic, the econo-
mic relationship between the two has
become closer and closer. | should think
it will take some time until it reaches the
political arena, but I am very optimistic
about it in the long run, as the political
relationship between Japan and Korea
has dramatically changed by gradual
mutual understanding.

| pay respect to President Kim Dae-jung
who took the initiative to change the
Japan-Korea relationship. Yet it was not
only due to his efforts, but because
Korean society had also changed: Ko-
reans became rich, they came to Japan
frequently, Korean students stayed at the
homes of Japanese families, and vice
versa; then they came to realize what



had happened and what is happening in
Japan. An important fact is to recognize
that the Korean grass roots movements
have changed a lot. Since both countries
are democratic countries, people in both
countries can understand that there may
be some extremists; there are leftists and
rightists in both countries. Even though
strong criticism came up—of course,
both criticize each other from time to
time—both can understand that these are
not the voices of the majority. | believe
that a similar phenomenon will emerge
sooner or later between Japan and China.
But China is a very large country, and
special education on history by the state
will continue; it may take much more
time than in Korea, but 1 am less pessi-
mistic in the long run.

Posen: Just to add one point, | think Mr.
Kim is absolutely right. Of course, this is
the issue of the day, in a sense. If you
substitute the word civilizations or reli-
gions for nationalisms, in the limited
sense of economic integration, the belief
I think most people who think about it
would share is that it’s a two-edged
sword. At one point, it is ultimately lib-
eralizing; it doesn’t recognize borders, it
rewards individuals, and ideally is de-
racinating, in the best sense, that maybe
Samuel Huntington no longer likes, but
most of us do. On the other hand, it is
clearly destabilizing for various oppre-
ssive regimes, or reactionary forces. We
saw this in Europe in the 20’s and 30’s,
and we’re seeing it now throughout the
developing world. The hope is that over
the long term, the first force—I’m sorry
if I’m stating the obvious, but the hope is,
the assumption is, that over the long
term the more liberalizing force wins out,
because its asymmetric reach extends
everywhere without being responded to

equally. Any individual can choose to
participate, one hopes.

The problem is that in the short run, you
need a certain amount of not just public
goods and soft power, but also security
provided. And that ultimately does fall
back on nationalism, the one place
where we have to admit it and be very
realistic and it: there’s not going to be a
multinational UN force keeping the
world in peace. It’s going to be the U.S.
plus or minus allies for the foreseeable
future. And so, the question is: can the
U.S. fulfill that role without sparking
nationalist responses elsewhere? And it’s
a very, very tough question, and as you
know, that’s what a lot of people around
town are trying to make the judgments
on. That’s a policy-by-policy call; |
don’t think it’s a general issue that will
ever be settled.

Katz: Let me just point out one other
thing. It’s an interesting question here,
because here you have, first of all,
nationalist governments all over Asia,
which saw globalization as a way to
achieve benefits themselves. Certainly,
Mahathir is a nationalist if anybody is,
but despite his rhetoric against global-
ization he knows that Malaysia’s econo-
my was built by globalization.

Take a look at the differences between
China and the Soviet Union; China is
certainly a nationalist government, but
one which hitched its start to not only
economic globalization, but the need for
stability on its borders. And, as | said, if
you just look at the import patterns of
China, it is not only different from the
Soviet Union, it’s incredibly different
from Japan. It is both an import and an
export superpower and is open to manu-
factured goods.



Most of the countries in the region are
really quite open to foreign direct invest-
ment and to imports, including intra-in-
dustry trade and competing imports. And
yet—and this is what | really think needs
to be a topic of research by people at a
higher pay rate than me—this is why
some countries have been very, very
successful at exploiting globalization for
their advancement, while other countries
have appeared to be the victims of glo-
balization, sort of blown around like
leaves in the wind. What is the differ-
ence? What patterns can we see? And so,
I think the dichotomy between national-
ism and internationalism may not be as
great as you say it is, at least in this
sphere, as opposed to those who sort of,
instead of having economic ambition,
end up having ideological wars with
their neighbors. Certainly, the Asians
have chosen economics as their route to
success.

Questioner: When we first started
thinking about Asian regionalism in the
80’s and early 90’s, it was kind of in the
context of a defensive move, that if we
are going toward a world of closed re-
gional trade blocks on the European side,
maybe in the US, Asia needed to have
something, too, but more as a defensive
mechanism. And one of the interesting
aspects about Professor Kinoshita’s pre-
sentation was all of the positive ration-
ales for why this is a good thing to do in
and of itself. It’s no longer defensive,
but it’s providing positive benefits—
certainly he envisions a very positive
role for Japan, and a more regionalized
Asia. But | also have to think there’s an
element in which the response or the
lessons of the Asian financial crisis are
that Asian regionalism can provide some
insulation from the global economy, or
from the multinationals. And that’s an

element | wonder if any of the panelists
would like to explore a little bit. What
are the positive rationales that are seen
from Asian regionalism?

Katz: First of all, I think one of the mis-
takes that people made was the idea that
it’s an Asian bloc, as opposed to being
global. Asia has no choice but to be a
global player. It’s not going to turn in-
ward. | mean, the countries are growing
so fast that if you simply look at intra-
regional trade, compared to total trade,
it’s going to grow. But that’s just an ari-
thmetic artifact because the countries are
growing so fast, so the number that | like
to use—and | think it was Professor
Jeffrey Frankel who first clued me into
this—was exports as a percentage of the
GDP. And while they may be more de-
pendent upon each other, they are no less
dependent upon the U.S. than they ever
were. In fact, they are more dependent;
Japan really is the outlier here. So it’s
not an Asian bloc, as opposed to being
globalized, it’s that they work hand in
hand. At least that’s what my sense of
what the numbers show and what the
intention of the leaders in the area shows,
and that certainly makes sense.

Financial Crisis Produced
by Policy Mistakes

In my view, the 1997-98 financial crisis
was a 90% unnecessary crisis, produced
by horrible policy mistakes, both before
and during the crisis. But one of the
lessons that | think the Asian nations de-
rived from it was that you damn well
better not be a deficit country, particular-
ly if you’ve got money flows coming in
to the tune of 15 or 20 percent of GDP,
or if you have a pegged currency. So
there is, | think, besides a thrust for re-
gionalism and stability agreements, per-



haps also a thrust for neomercantilism in
the sense of “Let’s not be vulnerable.”
They saw that it was really the countries
in deficit who suffered the danger of
capital flight. And that’s sort of a bad
lesson, an unfortunate lesson.

Posen: | think you’re right that the real
impetus in the late 90’s was this defense
of impetus and a lot of it coming out of
the Asian financial crisis. | think, how-
ever, on the facts of it, what one has to
look at as a policy wonk is that this
wouldn’t work in defense. So it’s good
that they are coming up with positive
reasons for it, because if you use it in de-
fense, it isn’t going to happen. And it is,
in part, the general spirit of Rick’s com-
ments that they have to be global to get
enough markets, and that mercantilism,
unless you are a very small economy at a
very low level of development, is not a
very sustainable policy.

This is what China is finding out right
now. | mean, you can have a People’s
Liberation Army, but if you’ve got
millions of people whose purchasing po-
wer is being stopped off by not letting
the currency rise, not letting them con-
vert currency, not letting them diversify,
and not letting them buy ex-ports, it’s
not usually terribly sustainable. But the
more one looks at, say, the financial
side—you look at what Chiang Mai is
and the amount of money involved is
trivial, and a lot of us are quite dubious
about the effectiveness of exchange rate
intervention in that kind of circumstance,
even if not more broadly. So it’s just
very hard to see those defensive mech-
anisms working.

Again, just to make an analogy with the
EU, the Europeans in 2000 and 2001, in-
cluding the European Central Bank, in

official forecasts, were very explicit in
saying, “Look, the Americans screwed
up with their IT bubble. We’ve got a
different system, we’ve got it locked, we
are not part of that, and it’s not going to
hit us.” Well, that was not salvation for
them. | think you’re right to raise the
question, but | would suggest that the de-
fensive motivation was always politi-
cally understandable, but never going to
actually work.

Kinoshita: As for the first part, East
Asia cannot be isolated. East Asia has to
acquire technology from all over the
world; it has to get FDI from all over the
world. East Asia has to export to the rest
of the world and import from the rest of
the world. So even though East Asian
countries aspire to set up an Asian Eco-
nomic Community in the long run, they
also wish to keep shaking hands with the
rest of the world. Actually, Singapore
has concluded FTAs with Australia and
the United States, and Thailand and the
United States will begin negotiations on
FTAs very soon. Besides, Thailand and
Singapore wish to have a stronger rela-
tionship with India, so they don’t wish to
entrench themselves in an isolated place.
This goes for Japanese firms, as well.
Toyota, for instance, is selling many cars
in the United States, and it cannot be
contained in Asia.

On the second point, as for the Asian
currency crisis, | have a different view
from Mr. Katz. There were apparently
mistakes made by the IMF and the
World Bank. They had praised Asia’s
economic performance until just a month
before the Asian financial crisis took
place. Further, the IMF’s diagnoses to-
ward the seriously affected countries
proved to be unsuccessful. It could have
been cleverer. If they had found policy



mistakes in Asian countries before the
crisis, they should have warned the auth-
orities to amend their policies, but they
didn’t. That is the sentiment which most
East Asians have shared.

Katz: | meant mistakes by the IMF and
the U.S. Treasury more than by countries
themselves. For example, the combina-
tion of pegged currencies and mobile
capital, as well as too much capital liber-
alization before enough preparation was
made in terms of the financial system.

Kinoshita: On the World Bank and the
IMF—there were mistakes of judgments
by the IMF. The IMF, World Bank, as
well as OECD asked East Asians to open
their capital markets as soon as possible.
China didn’t listen to it. That’s why it
was immune to the currency crisis, while
those which had accepted requests from
the U.S., OECD, etc., unluckily became
victims,

Posen: Well, also exchange rate pegs.

Kinoshita: It’s related to the exchange
rate pegging system, but no good advice
was given to them. And although there
was some undesirable behavior on the
part of big conglomerates in Asian coun-
tries, they were urged to practice good
governance. But it’s not easy to change
everything over night; conditionality in-
cludes changing corporate cultures. Take
Korea, for instance. They tried and tried
and tried, but still there are problems.
You cannot move from indirect finance
to direct finance in a short time. Natural-
ly, small firms cannot get money easily
in the market, so we have to give them
enough time, namely, a gradual ap-
proach. If you urge globalization very
quickly to an immature society, capital
outflow will easily happen, for instance,

by U.S. investors, and then huge capital
flight would follow. However, such
countries like the U.S. and European
countries tended to say, “Hey, it’s your
problem,” leaving the hard-hit countries
at a loss. And that’s the main reason why
the East Asians identified themselves in
the same boat, saying that “We were iso-
lated in an emergency. When we were
strong economically, everybody treated
us as the best client, but when the crisis
took place, nobody took care of us, ex-
cept our regional friends.”

Japan’s Short-Sighted Economic
Policies Contributed to Crisis

Posen: This is going a bit far for my
taste. The regional friends didn’t do any-
thing either. You make mention, and
various people make mention of the
Miyazawa Plan, but what Japan was
giving with one hand, it was taking away
from the rest of East Asia with the other
hand, in terms of cutting back on how
much it was investing, cutting back on
how much it was importing, and all be-
cause they were doing a lot of very self-
ish things internally. In fact, you can
argue that one of the sources of the crisis
was Japan’s short-sighted economic
policies that led to the contraction in
Japan that led to the collapse in 96 of a
lot of trade volumes and capital flows.
They were more concerned about pro-
tecting the bankers in Japan than they
were about maintaining capital flows to
the rest of Asia. That doesn’t mean that
Japan is to blame, but what it means is
this stuff about being helpful—China
maintained its exchange rate peg, and at
the time that seemed like praise-worthy
leadership. Well, of course, it was also
just opportunism on the part of China,
and now we find out they probably
would have maintained their exchange



rate peg no matter what had happened.
Well, A, that’s life, and B, their regional
friends didn’t help that much either.

Ikenberry: 1 would just add that af-
ter ’97, 98, the American market was
taking in more goods from the region
than Japan. That’s basically what you
were saying, that for Japan to have
stepped forward as a regional hegemon
was not simply in the form of a proposal
of financial aid, but in some ways the
tougher form of leadership would have
been to make choices that would have
allowed for expansion of imports, as
Kindleberger and his notion for hege-
mony includes markets for distressed
goods, in addition to countercyclical fi-
nancing.

Katz: It really pains me to have to agree
with Adam in public about anything, and
I’ll find something to disagree with him
later on about his forecast on Japan, but
nonetheless he’s right. Including the fact
that while many countries drew down
their loans to the Asian afflicted coun-
tries, Japan’s banks did it even more
quickly. I wouldn’t attribute this to self-
ishness, however. The point is that Japan
was in a very weak position, the econo-
my was very weak. | would also add, by
the way, that one of the contributing
factors was that when Japan was in
trouble in 95, Eisuke Sakakibara of the
Finance Ministry sold a bill of goods to
Larry Summers of the U.S. Treasury.
Sakakibara said, in effect, “Unless we
are allowed to really depreciate the yen,
we’re going to go to hell in a hand
basket.” Japan did not cause the Asian
crisis, but had Japan not been in such a
weak economic situation, the crisis
would not have been as bad. | still say it
is the policy mistakes from the IMF and

Treasury that were a much bigger culprit.

Japan Can Act as a Counterweight
to a Rising China

But it does raise the issue that this is one
of the reasons why, in the early stages,
the Bush administration was very, very
eager for Japan to resolve its banking
crisis and deal with economic reform.
And this was not from an economist in
the administration, but from people like
Condi Rice. The motive was how to deal
with China as a rising power. The world
has a very poor record of integrating
peacefully rising powers, particularly
ones that are as huge as that. We’re go-
ing to have a much better chance of
success doing it well, doing it peacefully,
and doing it stably, if Japan is a counter-
weight. Japan cannot be a counterweight
if it is so weak.

Now, | tend to believe that, although the
worst of the financial crisis in Japan may
be past us, I still think that all the pro-
ductivity problems remain. That means
sluggish growth continues. We’re pro-
bably back to the early 90’s, 1.5%
growth—that’s the IMF forecast, that’s
the OECD forecast for the medium
term—which means that given the com-
bination of a lower growth and the fact
that Japan still has a relatively insular
policy on trade, in terms of being a cus-
tomer, then you wonder, who are these
countries going to orient to? Who will
buy from indigenous firms? Is China the
market? What does that mean politi-
cally? I think there are all kinds of geo-
political as well as economic ramifi-
cations for the role that Japan is willing
and able to play in the region. And if the
FTAs were to succeed—I do agree with
what Adam quoted me in saying: that the
Mexico FTA was a step forward in deal-
ing with the agricultural lobby. But if all
those steps can go forward in terms of



really raising the level of trade to GDP
in Japan, the level of competing imports,
that will be helpful to both Japan and to
the region. I think that’s one of the lead-
ing indicators that we have to look on, so
far as Japan playing a role in regional
integration.

Questioner: There was a mention at the
beginning by Professor Kinoshita about
the ASEAN Plus Three. And what about
ASEAN Plus Three versus APEC?
APEC seems to have just dropped out of
the American vocabulary in recent years.
Maybe it’s because of American pre-
occupation elsewhere. Maybe the Asian
emphasis now on ASEAN Plus Three is
a reflection of this lack of attention from
the U.S., or a desire to try to go back and
do something on their own. Is there any
real sense that East Asia is anything like
Europe, in terms of being a region that
can be integrated, and are we perhaps
going down the wrong road in looking as
ASEAN Plus Three as a way to get a
regional integration going? And maybe
we should be going back to APEC as a
rather loose arrangement of economic
exchanges, rather than sort of a political
community, which seems to be the focus
in the last couple of years.

Ikenberry: That will provide a good
question to wrap up comments from our
three panelists, so we’ll start with the
professor.

Kinoshita: Japan’s role is to keep APEC
as one of the intermediaries in which
Japan and Asian countries can connect
East Asia with the United States and
Australia. East Asians tend to think that
they should rely much more on ASEAN
Plus Three for immediate problems, be-
cause the U.S. is very busy taking care
of NAFTA and FTAs, and it cannot have

a substantial role in the everyday pro-
gress. But in the basic framework and
security arena, in the basic world trade
framework, the U.S. presence is a must.
So in that sense APEC is also very im-
portant. In the long run, APEC is quite
necessary, but ASEAN Plus Three are
also the key factors which drive to
strengthen the centripetal vector in the
region.

Posen: | guess the way | would put it is
that given the professor’s list, which
then | added to, of all the motivations
that seem to be behind this, very few of
those worked for APEC. In terms of the
historical, political legacy, in terms of
manageability, in terms of economic
low-hanging fruit, or even foreign policy
assertiveness—because once you bring
in the U.S., Canada and Australia, it has
a very different view for China and for
Japan—about the only one motivation
that would carry over to an APEC from
ASEAN Plus Three, in my opinion,
would be the domestic reform agenda,
the kind of Mexico issues we’re talking
about. But if you believe you’re going to
do it that way, then you either do it bi-
laterally, or go all the way to multilateral.
It’s not clear what the halfway house of
APEC gets you in that regard. To me,
there just aren’t the same kind of under-
lying set of motivations to push APEC.

Whereas, the ASEAN Plus Three—I’'m
sorry to go back to something | said
earlier, but just very quickly—it’s a very
different dynamic than Europe. ASEAN
is sort of the ball that the Japanese and
the Koreans and the Chinese are fighting
over, in the sense that not that they’re
going to dominate it, but the Chinese and
the Japanese talk about an FTA because
they are worried that the other one will
get the FTA with ASEAN and shut them



out. You could put, as my boss Fred
Bergsten would, a good competitive
liberalization spin on this. | have a little
more mixed feelings about that dynamic.

Katz: You know, just thinking out loud
here, so many things are happening on
the ground, in terms of just the private
activities of companies on the trade front,
the investment front, cooperative strate-
gic alliances, and all sorts of things, so
we have to ask: what is the additional
role that government can play? | think
that government accelerates the pace by
doing good things and they can de-
celerate the pace by doing bad things.
However, even without additional action
by government, the train of integration

has left the station, and it’s just going on
in terms of the every day kinds of things
that are occurring. The U.S. is preoccu-
pied elsewhere, such as in Irag. So when
it does go to APEC summits, it really
wants to talk about Irag, or about global
terrorism, more than what’s going on in
the region economically. But I’m not
sure how much of a problem that ends
up being, because the U.S. is involved
through activities of private firms.

Ikenberry: Well, on that note, | want to
thank our panelists, so would you join
with me in thanking them for a very
interesting conversation.

[End]
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Today’s Issue:

Recently, various free trade agreements (FTAS) or
economic partnership agreements (EPASs) have been
concluded In East Asia. Surely, they reflect increased
momentum for regional economic integration.
Further, East Asians aspire to set up an East Asian
Community (EAC) in the long run.

Let’s contemplate why such movements have become
popular there , what role Japan is expected to play
and what are the problems.




ASEAN-10. Singapore, Thailand , Malaysia,
Indonesia, Philippines+ Brunel
+ 4 new members (Cambodia, Laos, Myanmar,
Vietnam or ‘CLMV’)
East Asia- ASEAN-10 +3 (Japan, China, Korea)

Abbreviations:
o ASEAN: Association of Southeast Asian Nations
« AFTA: ASEAN Free Trade Area
o APEC: Asia Pacific Economic Cooperation Conference
 ASEM: Asia Europe Meeting
 ARF: ASEAN Regional Forum
 AMF: Asian Monetary Fund
 EAEC: East Asian Economic Caucus
« EAFTA: East Asian Free Trade Area




LLaying the Groundwork for Asian
Regional Integration, a step to an
Asian Economic Community
(AEC)

Belatedly, strong regionalism for FTAs
emerged In East Asia mainly due to 4 reasons:
a. World trend of regionalism (NAFTA, EU,--)
b. Stumbling of the WTO
c. Bitter experience of Asian Currency Crisis
- Disillusion on APEC-> ‘Never repeat Crisis’

d. Increased intra-regional trade/capital transactions
and strong human network




CHART 1 Map of East Asia
Population and GDP per capita (US$) in 2002
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CHART 2 Diversities of Major East

Asian Economies (i 2002)
Land Pop. |[GDP |Per- Main % of

km)

Indonesia | 1,919 217| 173 798| Islam| 3~5
Thailand 515| 64| 126| 2,034| Buddhism|  1Q
Malaysia 330 24 95 3,958 Islam 24
AnllliEs 300f 79| 78 992 | Catholic 7
Singapore 0.7 4 87 20,806 -- 77
China 9,561|1,295]| 1,266 978 -- --
Japan 378| 127|3,986 32,805| Buddhism >1
Korea 99| 47| 477| 10,050| Buddhism/| n g

Christianity




CHART 3 Sentiments in East Asia changed  Japan
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CHART 4

Exchange Rates of Asian CUIrencCIeS | . e —e misones —— vt
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CHART 5

Asian Financial Crises and Unequal Recovery
Annual Averaged Economic Growth Rates (%)

1998 | 1999| 2000| 2001|2002 | 2003
Korea AG67| 109 8.8 30| 63| 3.1
Taiwan 4.6 5.4 6.0 A22 35| 3.1
Hong Kong A 53 3.0/ 105 06| 23| 21
Singapore 0.3 5.9 99| A20| 23| 05
Malaysia A 74 6.1 8.3 04| 41| 4.1
Thailand A 108 4.2 4.4 19| 53| 6.0
Philippines A 06 3.4 4.0 33| 40| 4.0
Indonesia A 131 0.8 4.8 33| 37| 34
China 7.8 7.1 8.0 73| 80| 9.1

(note)2003: estimates but China (act.) (Sources)ADB, Sept., 2003 (Updated).



CHART 6

Comparison of Regional Free
Trade Areas and RFTA-to-be

(World Share %)

Population GDP Export Amt.

(Million U.S.$) |(Trillion U.S.$) | (Billion U.S.$)
NAFTA 424 (7) 11.8 (37) 1,109 (18)
FTAA 841 (13) 12.8 (40) 1,288 (21)
EU (15) 391 (6) 8.7 (27) 2,458 (39)
Expanded EU 465 (7) 9.1 (28) 2,584 (41)
(25)
EAFTA(15) | 2,034 (32) 6.8 (21) 1,639 (26)




CHART 7

Intra—regional Trade Ratio in East Asia
in 2002 (%)

ASEAN ASEAN-China ASEAN-Japan East Asia total

(Sources) IMF, Direction of Trade



CHART 8
Road Map of Economic Integration in East Asia

2005 2010 2015 2020
Jpn.-Sing. EPA became By "12, Jpn.- By "17, CLMV
effective in ‘02. ASEAN-6 EPA | is to join Jpn-

IS to realize. ASEAN EPA.

Jpn.-Korea EPA nego.

Is to end by ‘05 _ ;
> O PR China-ASEAN-6 | By "15, CLMV is
China-ASEAN FTA | | FTA is to be to join China-
F/A was signed In 02. | | effective by 10. | ASEAN FTA
Jpn.-Thal, Jpn.-Phil,
Malaysia & Jpn. EPA negos.

are to end by ‘04-end. ASEAN Econ.
China-Hkg FTA became Comn?unity
effective in ‘04. 3y 2

AFTA was realized in ‘02 | CLMV is to join AFTA by ’15.




CHART9 GDPs of East Asia
by Country/region

(billion U.S. $)
1996 2000 2001 2002
NIES-4 1,045 1,028 957 1,007
Korea 520 462 427 477
Singapore 91 91 85 87
Taiwan 280 310 281 282
Hong Kong 154 165 164 163
ASEAN-4 594 438 417 472
Indonesia 227 150 141 173
Thailand 182 123 115 127
Malaysia 101 90 88 950
Philippines 83 75 72 78
China 822 1,079 1,191 1,237
Total (exc. Japan) 2,460 2,545 2,556 2,717

(Sources) World Bank



CHART 10 Per-capita GDPslin U.S.$ ] of East
Asia before the currency crisis and Iin
the recent period

Per-capita GDP Disparity
(in U.S. dollar) (Indonesia=1)
"96(A) "02(B) B/A 96 02
(%) (A) (B)
Korea 11,420 10,014 87.7 9.8fold | 12.2fold
Singapore 25,290 20,906 82.7 21.8 25.5
ASEAN-5 ;
Malaysia 4,690 3,869 82.5 4.0 4.7
Thailand 3,020 1,994 66.0 2.6 2.4
Philippines 1,150 953 82.9 1.0 1.2
Indonesia 1,160 819 70.8 1.0 1.0
China 670 963 143.7 0.6 1.2

(Sources) World Bank



CHART 11

Ratio of competing area with China by
exporting country to the U.S. (%)

1990 | 2000 | 2002
Japan 3 8 21
Korea 24 38 41
Taiwan 27 49 57
Hong Kong 43 56 64
Singapore 15 36 44
Indonesia 85 83 84
Malaysia 37 49 55
Philippines 46 46 57
Thailand 42 65 76

(C.H. Kwan)



CHART 12

Competition Between China and Japan
Degree of Overlap in Industrial Exports

Amount

Japan (B)

Product Sophistication Index ($)
Shoes TV Semiconductor

<+«——Low-tech Products High-tech Products ——»

(C.H. Kwan)



CHART 13
Japan’s trade with East Asia grows quickly,
while that with the U.S. stagnates.

Period: CY2003

(Unit: Billion U.S.$)

Export 122.8( A 3%) Export 211.0 (+22%)

e
u.S. -

E—
Import 66.2(+2%)

East Asia

<

Import 161.7(+16%)

Same trend will continue indefinitely.




CHART 14

China and ASEAN countries:
Competing harshly in trade and FDI, despite
growing potentials

China

Competitive trade structure

Sl —

ASEAN Big potential

In transition Market
to recovery Improved social
Infrastructure
Big backlog /_- FDI ‘Stable’ political
of FDI from the situation
world




CHART 15
FDI Inflow In East Asia/ GDP
Ratio by Recipients (%0)

1995 | 1999 | 2000 | 2001 | 2002
China 5.1 3.9 3.6 3.7 4.0
Korea 0.4 2.3 2.0 0.8 0.4
Singapore 10.6 14.3 5.8 10.1| n.a.
Thailand 1.2 5.1 2.8 3.3 0.8
Malaysia 4.7 4.9 4.2 0.6/ n.a.
Indonesia 2.5 -2.0 -3.0 2.3 -0.9
Philippines 2.0 0.8 1.7 2.5 n.a.

(Sources) IMF, International Financial Statistics




East Asian Economies before the
currency crisis

World Bank’s recognition on East Asia in Its
publication in 1993 --East Asian Miracle:

‘East Asia has a remarkable record of high and
sustained growth.’

Briefly, they were regarded among all developing
countries as best adapted to the globalization trend,
by opening their economies and by market-friendly

government policies.




Pre-history of ‘ASEAN+3’

East Asia lacked such a cooperative
mechanism until ASEM meeting was held In
1997.

Malaysian PM Mahathir had proposed to set
up EAEC covering entire East Asia.

The U.S. government strongly opposed the
Idea.

Japan could not support the idea .




But, the currency crisis which occurred first
In Thailand in 1997 changed the whole
situation dramatically.

When the currency crisis took place in East Asia,
Japan showed leadership by providing strong
financial support of totaling U.S.$ 70billion ) to
Korea, Thailand, Indonesia, etc..

East Asians concluded they need a group to
protect themselves. Thus, ‘ASEAN+3’ made a good
start on financial cooperation.-> Chiang Mai
Initiative and Asian Bond Market.




Regionalism in East Asia Is real, but
centrifugal vectors shall not be neglected.

Only FTAs cannot solve diversity problems among
members, ‘losers’ and CLMV In particular. =
Necessity for proactive actions to correct the trend
Imperative for further economic integration.
->Economic partnership through sharing regional
public goods.

Japan can take an initiative in this field by
crystallizing financial cooperation, providing
Intellectual contribution as well as social capital In
the region.




Future Currency Strategy
In East Asia

1. To avoid the exchange risks in East Asia while FTA area
widens, East Asian authorities began to consider creating
Asian Currency Unit (ACU) not in a distant future.

2. ACU is a basket currency unit, consisting U.S.$, Japanese
yen, euro, Korean won, RMB, Singapore $, Malaysian $, etc.
So, Asian local currencies will not disappear indefinitely.

3. Each regional monetary authority iIs expected to adopt a
monetary policy to stabilize the exchange rate of its own
currency against ACU. This is the beginning of the currency
management in the region and will have no basic
contradictions with authorities in the U.S. and EU.




Japan’s Economic Partnership
Agreements with East Asla

EPA with Singapore became effective in Nov. 2003.

Negotiations with Thailand, Malaysia, the
Philippines and Korea began. Expected to get
agreement in one year or so. Japan-Mexico EPA was
basically agreed in March 2004.

China and Korea called for Japan-China-Korea
FTAES.

Japan-Korea EPA will be concluded in a year or so.
Japan admits the significance on Japan-China EPA.

But it will be most difficult due to political reasons:
e.g. domestic vested interests in agriculture and the
possible intervention by the U.S.




Japanese weak points

Takes too much time to decide

Strong oppositions by domestic vested interests
particularly in agriculture

Japan could narrowly clear the conditions on
Japan-Mexico EPA.

Even farmers understand they cannot maintain
the status-quo.

Progress relies much on the result of the next
election.




China’s Strategic Approach on FTA

Strategy-oriented from political viewpoint:

In November 2002: China and ASEAN signed a
framework agreement for economic cooperation,

aiming to achieve FTA in 2010-15 (negotiation on
tariff will end by 2004-end)

China offered an idea ‘Early Harvest’ to liberalize
eight agro-products; fresh vegetable, fruits &
ornamental plants. Thailand is the first beneficiary.




Key iIssues on a way to an AEC:

(1)

2)
(3)

(4)
()

Cannot set up an EU type community from the beginning.
To consider sub-regions and sequencing is a realistic
approach.

To increase FTAs (EPASs) on bi- or sub-regional basis will
be a short-cut to the destination.

Obligations include how each member pays the cost of
regional public goods, e.g. (a) not to repeat currency crisis,
(b) to nurture Asian bond market, (c) to realize ACU, (d)
to finance Asian/ASEAN-wide social infrastructure, (e) to
reduce income gaps among members, (f) to protect
environment, (g) to fight against terrorists and pirates, (h)
cooperation in energy conservation.

Japan, China (and Korea) will be main players. Japan
could be a leader in its own low-profile way.

U.S.-Japan security treaty shall continue.




Conclusion

Japan with its strong economic power must take leadership to
realize good quality free trade area with business-friendly
climate in East Asia by its way. Through sharing the
substantive cost of regional public goods, Japan can cooperate
with China and other East Asian countries to deepen
economic integration, eventually to realize an AEC. But AEC
will require a really time-consuming process for decades.

Japan, an important part of the world economy, should not
forget its role in the world politics and economy. For instance,
Japan should contribute the revival of a new round of WTO
and international peace.

To bridge the U.S., the Japan’s ally, with East Asia effectively
must be one of the roles of Japan which China could not.
Transparency and openness will be a key. That will increase
the U.S.’s trust on a creation of AEC, a duty-free area in
entire East Asia.




Thank you all!




Some recent statistics on Japan,
for reference



Changes of Japanese Economy
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Japanese economy
under recovery

- Real GDP growth rate has been positive for 7
consecutive quarters though weak deflation continues

« Good news: Increased corporate profits = higher
stock prices = new investment on equipment and
R&D has risen

 Bad news: Government’s debt still increasing
( = Further restructuring of government sector
Imperative)




CHART 4 - Katz

No Rise In China’s
Export-Dependence on Japan
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CHART 10 - Katz

Captive Imports Almost Half of
Import Growth from Asia
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CHART 11 - Katz

Captive Exports Only A Small %
of Export Growth to Asia

3,000

2,500 -
2,000 -

1,500 1 Other
exports
Captive

1,000 -
exports

500 -

Growth in Exports to Asia 1996-2002
(billion yen)




CHART 12 - Katz

“Captive Import” % of Total
(85% of captive imports are from Asia)
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CHART 13 - Katz

“Captive Exports” % of Total
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CHART 14 - Katz

Captives a Small % of
US Trade Growth
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CHART 15 - Katz

Imports from Non-Asia Slip
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CHART 16 - Katz

Japan vs. US
on Captive Exports
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CHART 17 - Katz

Japan vs. US
on Captive Imports
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Japan’ s Macro-Economic Indicator
<GDP>
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