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US - China Relations and Prospects for Northeast Asia

Robert A. Scalapino
Robson Research Professor of Government Emeritus
Institute of East Asian Studies, University of California, Berkeley

The US-China relationship is of importance to all
nations If the relationship is adversarial, there will be a

high level of regional tension. If the relationship is one of
cooperation, then we can hope that many issues wifl be
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resolved or contained This is recognized by both the US
and China. The leaders of both countries have repeatedly
stated that this is one of the most imporiant bilateral
refations in the Bast Asian area, indeed in the world. Bul
this refationship is certain to be complex. It will be a
combination of cooperation on some issues and
contention or difference on others with varying elements
of tension

Secretary of State Madeleine Albright has said that US
relations with China will depend on how China defines its
national interests. She added that there can be no early or
qaick resolution of such issues as China's tariff policy, its
human rights record, and similar matters, How China
treats these issues in the futare will be of critical
importance. Foreign Minister Qian Qichen recently said
that the key issue that will determine the future of US-
China relations is Taiwan, "how America handles the
Taiwan question will be critical to our future
refationship * He added, as ali Chinese leaders do, that
the US must cease interfering in the "internal affairs” of
Ching In my view, the risk of military conflict between
the US and China is very small  Even in the next 20-25
years China wiil be no military match for the US, but
certain issues will cause continued problems

In US-China economic relations, the picture is largely
favorable. Trade between the US and the PRC is steadily
rising [n 1996 according to US figures, trade reached
{US%57 billion The Chinese figure was considerably less,
US$42 8 billion, because it did not include
transshipments from Hong Kong But whatever figure
one uses, this trade has grown at a double digit rate and 1t
is very important to both sides. The US wansfer of high
technology is critical o the accelerating development of
key Chinese industries. And China is a significant
exporter to the US in many consumer goods. According
to Chinese figures, the US is the number two trading
pariner with China, next 1o Hong Kong. In the investment
area also the US is crucial; Clunese figures indicate that
the US has invested a total of US54 billion in 22,000
projects. Both trade and invesunent continue (o rise.

However, there are unfavorable aspects in the
economic picture. The American trade delicit with China
has risen rapidly in the recent past The US claims that
that deficit reached nearly US$40 billion in 1996 The
Chinese dispute that figure, asserting that il includes
Hong Kong transshipments and does not take account of
the value-added in Hong Kong. But even if the trade
deficit is US525 billion {closer to the Chinese estimate) it
is a significant sum, second only to the deficit with Japan

Naturaliy, the US complains vigorously about tayiffs,
quotas attached to imports, license requirements, and
other barriers to American access to the Chinese markel
According to World Bank figures, Chinese tariffs on
foreign products were an average of 36% in 1995 reduced
to 239 in 1996. The controversy over China's admission
to the World Trade Organization (WTQ) illustrates the
problem The question is, on what terms should China be
admitted? The Chinese insist that China is a developing
country, and it should not be required to meet the
standards applied to developed countries. The US and
other countries insist that China is more than just a
developing country, that with its huge outflow of exports

it should meet certain standards for admission to the
WTO The US also insists that China should open its
financial and agricultural markets more rapidly than is
currently planned.

There are other economic issues China has agreed to
fairly stringent protection of intellectual property rights,
but i¢ is still uncertain whether or not this protection can
be enforced Agreements have been reached but there is
continuing evidence of rather lax enforcement,
particularly when the industry concerned is operated by
the stine or the military authorities

There is also the question of military sales. The US is
deeply concerned about China's sales of missiles to Iran
and Iraq and the sale of nuclear compenents to Pakistan.
China has agreed to monitor these kinds of sales,
particularly, nuclear components sales, but the
enforcement guestion remains to be tested

How should we sumimarize the balance of positive and
negalive economic factors in the US-China relationship? |
believe the positive side will gradually increase in
strength, [ also befieve that the yearly review of China's
most-favored nation status will shortly be ended, and a
kind of permanent arrangement will result, and that a
compromise will be reached and China will be admitied
to the WTO. Moreover, certain mechanisms wili be set up
for constant monitoring of the economic agreements
between the US and China so that enforcement can be
tested

Increasingly economic issues will be debuted and
discussed on economic terms with political issues put in a
separate category. The American business community is
pethaps the strongest supporter of the theory of engaging
rather than containing China And business' influence on
Congress and the presidency will be sufficient to forward
the trends that I have suggested

In the political realm, the pictare is more complex. It is
important to point out that American foreign policy rests
on two foundations: perceived national interests and
moral commitment, When these two factors work
together, there is strong public and congressional support
for American foreign policy. When they are separated,
there is always debate and division in the US. The broad
trend in American {oreign policy today is towards
engaging authoritarian countries. The argument is that
only as these countries are brought into economic
intercourse, political dialogue, and cultural interaction is
there an enhanced chance for deveiopment on the
potitical from. US policies toward China, Vietnam, even
North Korea ijostrate this trend Even so, the human
rights issue will remain a factor in US-China relations,
This is an area where US moral commitment is relatively
strong.

In my opinion, the more important issue is what is
happening in China. China is being affected by the
external world, including the US Young people in
Shanghai or Beijing now dress very differently from the
Mao era: they eat different food, consume dilferent
drinks. The impact of Western music and television is
steadily growing China is no longer a closed society and
a huge number of influences from the West, from Japan,
from other parts of the world are entering this country
This demonstrates a broader phenomenon, namely the
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chunge in China's political system

China today is irretrievably moving away from
Muarxism-Leninism and moving toward "suthoritarian-
pluralism.” The politics of China remain authoritarian
with controls on various forms of freedom and a one-
party dictatorship. But a society apart from the state and
party is emerging with some autonomy, and the economy
is mixed with the private sector rising. This is
"authoritarian pluratism " [t is the kind of political
system that earlier was operative in South Korea and
Taiwan before the recent experiment with democracy. It
is5 the system still followed in Indonesia and in other
Southeast Asia countries

bt tries 1o combine stability and development, but it
places an enormous premium on the ability of leadership
to determine when fo change and how to change in an
evolutionary process Looking at China today, the
freedom to speak has been greatly enlarged. There is a
variety of criticism made orally about policies and
procedures, something that was unthinkable in the Maoist
period. But the freedom to write and 1o publish is much
more limited, and there are severe restrictions on film and
lelevision

There has also been an expansion of village elections
with villagers allowed 10 choose between candidates,
although all these candidates are screened by the
communist parly. [n the National People's Congress, there
are now meaningful debates over certain policy issues.
There is a greater flexibility in the system, although it is
still an authoritarian order,

In this respect, China faces grest political issues for the
future. First, can the system accept more collective
leadership or will there be recurrent factional struggles?
The third and {fourth generation that are coming to power
or are in power now are better educated and more
technocratically inclined. They have had more
administrative experience than the old revolutionaries,
but no one has that reach into total power that Mao and
Deng had at their zenith. China has always seemed 10
need one individual whe epitomized absolute power. But
given the diversity that is emerging in China with
economic development, that era, is coming to a close.
Therefore, whether or not leaders like Jiang Zemin, Li
Peng, Qao Shi, Zhu Rongji can work together in a
coliective fashion, wili determine the political future of
this society

The second political challenge is whether or not China
can move toward an institulionatized federal system. Can
it allocate power and authority among center, region,
province, and focality? With economic development has
come decentralization The center must still control
macroeconomic policy, but in the longer run, China needs
a federal structure to allocate authority legalty.

There remains another broad question that will
determine not only US-China reiations in the future, but
China's relations with all other countries. That issue is the
future of Chinese rationalism. The appeal of Marxism-
Leninism has declined, Chinese leaders are now
activating nationalism hoping 1o build the citizen's loyalty
and supporl. Will this nationalism be militant? Will it
result in a new "Middle Kingdom" complex--China as the
center of the world and willing to use force to impose its
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position? Or will China live up to the five principles of
peaceful co-existence as it repeatediy promises?

China in the next 25 years is almost certain to acqguire
significant power. [t will be in aggregate the largest
economic force in the world Its military capacity will be
greater than that of any other Asian state, though it will
net reach the US in strategic power. The Chinese insist
that they are now merely caiching up, that their military
expenditures are smali in comparison with those of the
US or Japan. The fact is that China has many sources of
funding for its military, the formal military budget, as
published, is only one source. However, China today does
not represen! a major mililary power Morcover, its
objective today is clearly toward a peaceful and
prosperous Asia that will benelit China's own economic
development.

The risks of China taking military action in the near
future are very small. Its internal problems {with
economic issues, with ethnic minorities, with unilication)
will continue In the Zist century, China will be a major
power with major problems. The hope of other Asians
and of the US is that the combination of domestic
problems and growing international interdependence will
keep China a benign, constructive worker in the
international arena However, certain problems may
emerge in the 215t century that will cause China to use
force. In this respect, no issue is more crucial than that of
Taiwan.

China defines Taiwan as strictly a domestic issue and it
asserts that it will use force if Taiwan declares
independence Al present, economic intercourse between
Taiwan and mainjand China continues to grow, but
political relations are at an impasse, and relations could
worsen. Taiwan's President Lee Teng-hui and the KMT
party have taken the position that there is one China, but
Taiwan will not join the mainland until the PRC is
democratic ard economically developed.

Taiwan, moreover, pushes for international recognition
in a variety of different ways It is recognized by only
thirty states at present, and it has no chance ol getting
inte the UN because of Beijing's veto power, but it will
continue o push and it will continue to send its leaders
abroad on visitations. This is an issue that deeply
involves the US. US policies toward Taiwan are based on
two somewhat different legacies: the three communiques
pledging that the US recognizes only one China and the
Taiwan relations Act of 1979 which insists upon a
peaceful resolution and pledges that the US will furnish
Taiwan with defensive military equipment until such a
resolution is reached

Like Japan and Russia, the US now supports the status
quo. It does not want any upheaval or grest change But
what would happen i Taiwan suddenly became de jure
independent and China decided to use {orce? American
policy at present is one of "calculuted ambiguity *
Culculnted, that is, planned and ambiguity, meaning the
US won't say what it would do. Because if the US says it
will defend Taiwan it aids the independence movement,
and if it says it won't defend Taiwan, it aids the hard-line
elements in Beijing. However, this is a precarious policy
that is not easy to carry out in the long-term

Perhaps the situation could ultimately be resolved if

-G




ERINA REPORT Vol 19

Beijing were willing to propose a federation or
confederation with Taiwan, set the issue of sovereignty
aside for the time-being and provide a political
framework for interaction. This might interest Taiwan
But the government in China today is not strong enough
to move in that direction. The Taiwan issue is potentiaily
the most dangerous issue in Asia, more dangerous than
the Korean peninsula problem. A climax to China-
Taiwan relations is not likely to come in the near fuure
The larger question refates to the trends in the 21st
century In the coming decades, China's economic power
and military reach will increase. How will that power be
used with regard to issues such as the territorial disputes
with Japan and various Southeast Asian nations? How
will the US respond?

Both the US and China are committed to the process of
dizlogue and to trying to bring China into the Pacific Asia
region in a variety of ways. But the US will keep a
strategic presence in East Asia It will retain bilateral
alliances with Japan, South Korea, the Philippines, and
Thailand. In sum, it will gamble on China's being a
benign, constructive power in the early 21st century, but
it will have an alternative if that gamble is wrong. A
“wait and see” attitude wifl characterize US views on the
future of China

At present, China is seeking to improve its relations
with its neighbors China and Russia have proclaimed a
"strategic partnership” 10 work for a "multipolar world",
which some observers see as a reaction against American
"hegemonism.” The "stregic partnership” emerged at a
time when Russia was negative toward NATO expansion,
Although a Russia-NATO agreement has been reached,
this remains a delicate issue. Russian foreign policy in the
recent past teveals an effort 1o reestablish Russia as a
global presence, a turn from a primary emphasis on the
West to a new emphasis upon Asia and the Middle East.

President Boris Yeltsin has said that the Russian eagle
has two heads One faces West, one faces East. Thus,
Russia is secking to improve its relations with China, and
with Japan through some kind of arrangement for joint
development of the Northern Territories. Russia is also
attempting to reestablish relations with North Korea
while improving relations with South Korea 1t is in the
interest of ali Astan countries that Russian-Chinese
relations be positive. There is little dunger of a Sino-
Russian alliance in traditional form; there is no
ideotogical glue today to hold that relationship. There are
useful economic connections that can be advanced, but
there are also problems in the fact that the Russian Far
East is a vast territory with a very small population, and
China has a huge population just to the South. Issues of
immigration, legal and illegal, will be prominent. Japan
and the US should welcome Russia into a Northeast
Asian dialogue As this nation regains strength, and it will
al some point in the 21st century, it is important that it
play a responsible, interactive role.

Sino-Japanese relations remain delicate. China has
persistently used the issues of Japan's warlime activities
and its pust expansionist instincts to keep the pressure on
Japan, to prevent the re-establishment of a Japanese
military position. There was also the recent flare up over
the disputed Senkaku (Diaoyu) islands. The Chinese

=1

government, however, tried to keep {ension down over
that incident. It did not seek to exploit it extensively
Japan remaing very important t¢ Ching in terms of its
cconemic development China has no interest in seeing
relations with Japan move into tension and hostility.
Moreover, privately. Chinese leaders recognize that Japan
is not on the verge of becoming & mujor independent
military power. Sino-lapanese relations will continue 1o
be characterized by a low level of mutual trust, but they
will not eventuate in a sharp break or hostilities

The so-cailed China-Japan-US triangle will always be
an isosceles triangle, it will not be an equally-spaced one
The US-Japan relationship, despite problems, will
cortinue to be close and involve a strategic alignment. No
such relationship will develop between China and Japan
or China and the US. But it is important te involve China
in a number of dialogues relating to Northeast Asia.

China has been very helpful on the problems of Korea
This is a situsation where the major states have common
national interests China, Japan, the US, and Russia do
not want a coliapsed North Korea and they do not want a
nuclear North Korea All four nations want an
evolutionary process for North Korea, a gradusl turning
out economically that enables this society to survive. That
may or may not work. But the Chinese role has been a
positive one.

1 am cautiously optimistic about the future of East
Asia. First, every major state must place a high priority
on resolving its domestic challenges. Note the social
problems that face the United States. Japan, having gone
through a lengihy recession, must now make major
changes in the economic policies and strategies of the
past. As outfined earlier, China must tackle a wide range
of prablems if it is to continue io advance.

These domestic problems will cause any nation to give
pause before entering into a high-cost risk confrontational
policy Rising economic interdependence aiso heightens
the importance of dialogue and negotiation. And on the
strategic front, the advent of massively destructive
weaponry means that no one can win a major war

Violence we shall have, but generally, it will be
domaestic or subregional, the type of violence we are
witnessing in Cambodia today. Some states will {ail,
some internal revolutions will take place, but global war
of the type we recurrentiy had in the 20th Century is, in
my view, obsolete Hence, we can and should prepare to
strengthen bilateral and multilateral insitutions and
mechanisms for continuous dislogue Our task is to
coexist peacefully, with differences accepted when they
canno! be immediately resolved, but the door te
negotintions always Kept open

3 This article is based on an ERINA-sponsored lecture
by Prof Scalapino at the Niigata Grand Hotel on 28
July 1997,
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Prospects for Russia’s Economic Stabilization
(Summary)

Alexander G. Granberg
Chairman
Council for Location of Productive Forces and Economic Cooperation,
Ministry of Economics, Russia

Russia is now in an extremely complicated and
difficult transformation period politically, economically,
and socially. It has been eight years since the economic
crisis begun. Perhaps, there is no other country which has
suffered from such a long economic crisis  During these
eight years there has always been hope that the economy
would recover and grow  Government organizations and
economists have stated that the economy will recover and
business will experience an upturn - A few years ago and
again recently we heard that the economy has begun to
grow. However, the reality is that the GDP dropped 4%
in 1995 compared to the previous year, and 6% in 1996
Despite the fact that the GDP growth rate was expected to
reach 2% in the middle-term economic program
announced by the central sovernment in 1997, the GDP
fell §.2% according to efficial data half a year later
Looking #t macroeconomic indicators, it can be said that
the Russian economy has entered a stage of "little
change "

Changes in figures are very small according to official
data It is 100 early 1o jump to the conclusion that the
economy has begun o grow or that business has started
1o recover with a range of change from 0.1% to 1. First
of all [ would like to say, "do not trust data as it is shown”
because much information on the Russian economy is not
perfectly reliasble, and it is important to know how to
analyze it Since statistical methods bave changed very
much and international standards were introduced, it is
difficult 1o obtain accurate information on the transition
periad in the statistical system. Moreover, the black
market accounts for a refatively large portion of the
economy, but this is not reflected in official data. There
are various estimates, the size of the Russian black
market is said to be 20% to 50% of the officially
announced GBP. | emphasize that it is not possible to
casily judge whether the economy is growing or is
depressed by looking at the {ew percentage changes in
economic indicalors.

An extremely interesting point is the correlation
between the GDP and other macroeconomic indicators.
For example, although the GDP is stable or i5 a litle
lower, real fumily income has increased. Real income in
the first half of this year increased 5% compared to the
same period last year, but total investments decreased by
9% From a macroeconomic point of view this shows
that the percentage of investment in the economy
decreased and the percentage of consumption expenditure
increased.  Although the increase in real income is
desirable, when it happens in tandem with an investment
decrease, future prospects are not hopeful.

Another interesting point is that the amount of trade

has increased steadily every year regardless of changes in
the GDP  This proves that the Russian economy is
becoming open and that trade expansion affects Russia'y
economic growth. The drop in living standards is not as
scrious a situation as the drop in production. In fact,
living standards have somehow been maintained  Trade
has expanded through Jiberalization. There is no export
tarifl in Russia at present and import tariffs will be
lowered The average import tarifl at present is 14%.
Russia has applied to the World Trade Qrganization
(WTO), and it may be accepted in 1998 or 1898,

Regarding the issue of stabilization of Russia’s public
finance and financing, a severe financial policy has been
implemented in the last few years; it has led to a lower
inflation rate. The inflation rate dropped to 26% in 1998,
it was 2,6009% in 1992, Since the beginning of 1997 the
average monthly inflation rite has been 10, Thus, it can
be said that the inflation problem has been solved At the
same time, the official rate has been lowered. During the
last half year, the official rute was lowered three times
down to 24%. The interest on national bonds also
dropped abruptly 1o 18% this year from 200% last year
Advantageous cenditions to expand investment in
production are being created by these drops in the
inflation rate, the official rate, and the interest on bonds

However, financial policy has not achieved its goals
yei There are still severul serious problems. First of ali,
there is a financial crisis.  For example, most of the tax
which should go to the national budget has not heen paid
When the budget is actually implemented, it is only one
third of the planned budget. The government does not
have enough capital to spend on the military, research
and development, education, and medical treatment  In
fact, the government is planning 1o reduce expenditures
uniformly. Expenditures in most items were halved.
This affects the salary of public servants and the national
debt is growing.

Another problem is outstanding debts. I do not know
how aware the Jupanese people are of this problem,
however, in Russia money which should be paid is not
always paid  This is our biggest problem  An enterprise
supplies products, but cannot receive the money for them,
so that the enterprise cannot pay another enterprise from
which it purchased materials. This becomes a vicious
circle, and negatively affects the whole economy  Thus,
privaie enterprises’ ability to pay taxes is lowered They
cannot pay taxes even if they want to

Therefore, it is difficult 1o assert that the economy is
growing and that the financial situation is stable
Although there are some positive changes in finance,
such as the lowered inflation rate, huge problems still
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eXist.

There are too may contradictions in Russia's current
economic situation 1t cannot be explained only as an
economic crisis or depression  Each economic sector or
each region has a different situation. There are industries
which are growing, such as the export industry and the
consumer goods industry. The production of goods for
the wealthy, such as cars, is also increasing. Owning a
car is a status symbol for the rich. The banking business
and distribution and intermediation business are also
growing In areas where the banking business and
distribution business are developing intensively the
economic situation is relatively good and there are high
incomes, e.g , the average income per capita per month is
approximately 4 million rubles (US$700) in Moscow  If
ihe black market (the actual conditions of which are
difticult to grasp) is taken Into account, it is likely that
real income is actually higher. However, this does not
mean that all inhabitants of Moscow are rich,

The reason why the average income is high is that
there are some people who earn an extremely high
income, but the number is very small. The ditference in
income in Russia is the biggest among any other
developed country in the world In Russia the difference
in income is shown by a comparison between 10% [rom
the highest income level and 10% from the bottom level
According to official data, the difference is more than 14
times. The difference in Japan with this method of
calculation is approximately seven times. The figure for
Russia seems underestimated because it does not include
income made through the bleck market. The rich are
somehow connected 1o the black market. The dilference
in income among regions appears 1o be more than 10
times.

These differences in income among economic sectors,
social classes, and regions suggest that there is some
potential for economic growth, economic activation, and
income increases, however, great social problems also
exist. In the process of economic growth, the various
contradictions thal occur between regions or social
clagses in the future cannot be avoided.

It is important {or enterprises that conditions for
profitable economic activities are prepared Many
enterprises have already benefited from the partial
improvement of conditions. However, we cannot foresee
that all economic sectors will start growing together in
the near future. Although the President has said that the
economy has started to grow, this is not based on reality.
Growth is in progress only in specific economic sectors.
It is difficult for investors to decide in which lield to
invest

The important point for each region is how its local
economy can be activated under Russia's contradictory
economic situation. Some regions have grown for the
Jast few years, such as Moscow, S8t Petersburg, and the
regions which can intensively exploit oil or natural gas.
On the other hand, there are regions whose economies are
in decline. The gap between them is growing wider

Japan appears to have a rather big interest in the
Russian Far East (RFE) The RFE functions as a
"window" to the Pacific for Russia, and the development
of Japan-Russia economic cooperation will definitely

strengthen this function There are some regions which
are beneliting from the transformation o a market
economy, however, the RFE is not one of them  Support
from the central government to the RFE was terminated,
and financial support by the government to key industries
stopped. There were many military related industries in
the RFE, however, the national defense budget was
largely reduced, and orders to military related industries
decreased dramatically.  Following price liberalization,
electricity and transportation costs rose faster than other
prices The amount of energy consumption in the RFE is
greater than in other regions, and transportation costs
increased because the region needs to import goeds from
other regions

Because of these reasons the RFE is in a particularly
difficult situation Favorable treatment was granted to the
RFE during the Soviet era, for example, wages in the
RFE were two 1o three times higher than in Moscow.
However, the standard of wages set by the state was
abolished, so the merits of working in the region were
losi. Commodity prices have risen faster than nominal
wages, real wages have not increased much  The decline
of the economy in the RFE has become a more serious
problem than in other regions. There are two trends that
give cause for concern. One is the outflow of people
from the region, particularly from the north. The other
trend is the weakening economic connection between the
REE and Central and West Russia due to high
transportation costs

The advantage of the RFE is its geographical proximity
to Asia-Pacific countries  However, the region is not in
the situation to fully utilize this advantage The
economic structure in the RFE is not yet sufficient, and
transportation infrastructure has not been improved
encugh It does not seem possible for the region to
escape from ils current economic ¢risis soon on its own.
Support by the state is necessary Lo integrate the RFE into
a marketl economy and to improve conditions for the
development of economic refations between the RFE and
Asia-Pacific countries. To achieve this the state
formulated the Program of Economic and Seocial
Development of the Far East and Trans-Baikal Region
{(Program). The Program was adopted by the government
in April 1996, and was given presidential status. The
Program spans the period of 1996-2005.

The Program needs a huge amount of funding 1o be
implemented. Although it is extremely difficult 1o obtain
the necessary funding within Russis, the expected
funding must be provided by Russia. What was done to
ruise funds? A new expenditure item was added to the
federal budget this year, i.e, Program of Long-Term
Development of the Far East and Trans-Baikal Region.
Although the amount is very smail, 80 billion rubles
(approximately US$14 million), this is to be used for the
management and implementation of the Program

There are many programs in Russia, but there are not
many programs which have the support of influential
organizations. A board of trustees for the Program will
soon be established  The board will organize actual
projects and raise funds. Offices of the board will be set
up in Moscow, Khabarovsk, and Chita. Also the Far East
and Trans-Baikal Region Recovery and Development




Fund will be established. The Fund is expected 1o raise
funds from the federal budget, the private sector, and
forgign investors

The major task since 1996 for Program implementation
is the creation of {avorable conditions, i.e., the creation of
new jaws and regulations.  Laws which will affect the
RFE are the Law Related to Free Economic Zones and
the Production Sharing Agreement Law (PS Law). These
laws were adopted by the State Duma. A st of mines to
be developed according to the PS Law was also adopted
as o law. The Program includes a plan to use enormous
investment {rom lapan for resource development,
Therelore, the adoption of the PS Law is significant. The
above mentioned list of mines, of course, includes oil and
natural gas fields in the Sakhalin continental shelf The
legal foundation for the Sakhalin continental shelf
development has been established.  According to the
Program, 20 million tons of oil and 20 billion m of
natural gas will be produced by the year 2005 from
Sakhalin continental shelf. US$250 million has already
been invested in the Sakhalin projects. The total amount
ol investment in the projects is estimated at US$20-50
billion. The law regarding the Security Fund is also
being prepared for adoption. This law is also important
for the implementation of the Program because it
provides guarantees for foreign investment.

Prablems regarding the tax system will be solved based
on the tax code. The tax system bill was already passed
in the first examination at the State Duma. Conditions
applying to investing foreign enterprises are explained in
detail in the bill It is possible that this law, when passed,
will clear worries which foreign investors have had for
the fust few years

The luw regarding border areas will be discussed by
the end of this year. This is to facilitate the flow of
exports and imports by supporting improvements in
customs infrastructure in border areas. This also aims 1o
improve the environment for the establishment of special
economic zones near borders, e g, special zones for
factories of export goods and bonded warehouses,

The RFE has adopted lower transportation fees for
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coal, timber, food, construction materials, and marine
products, down to 50%, and a reduction ol electricity
charges. Through these measures conditions for
production will slightly improve. Issues which should be
solved in the future are, first of all, that part of the import
tariff income should remain in the RFE. If 30% of the
import tariff can remain in the RFE, it is desirable that the
amount be invested in the establishment of a security
fund and the improvement of infrastructure  As well,
there is a plan to use gold extracted from the RFE as a
guarantee to establish the fund. The fund will be used to
promoie investment in the RFE made by international
financial organizations

The Ministry of Economics is preparing to sign
agreements or contracts with foreign enterprises based on
the following conditions: if a foreign investmen! amounts
to more than US$100 million, and more than US$10
million is invested as capital of the loreign enterprise, the
tax rate will be halved. Favorable tax measures will also
be implemented for the import of materials needed for
foreign enterprises’ activities. Furthermore, a resolution
for the exemption of value added tax and benelit tax on
some import goods has been adopled. Now, the legal
foundation to implement the Program of Development of
the Russian Far East and Trans-Baikal Region is being
prepared. The aim is to allow foreign investors to invest
in the Program under preferential terms,

Finally, 1 would like to propose cooperation with
ERINA 10 make various requests and provide advice for
the improvement of conditions for atiracting investment
made by foreign enterprises, lapanese in particular
There are many suggestions from the ouiside regarding
how Russia can propose practical and appropriate
investment projects  We have discussed on various
occasions, such as seminars and meetings, solutions to
this problem, however, a {inal solution has not vet been
found Therefore, [ suggest we study all suggestions and
criticisms, and {ind measures to create conditions that
will attract investment
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Japan and Russia in Northeast Asia:
Building a Framework for Cooperation in the 21st Century

Viadimir I Ivanov, Senior Researcher, Research Division, ERINA
Karla Smith, Researcher, Research Division, ERINA

Through the sponsorship of the Japan Foundution,
ERINA held a two-day international workshop in an
effort 1o contribute to the process of policy-relevant
exchanges between Japan and Russia. The participants--
eminent povernment officials, analysts and academics.-
attempied o consolidate their views and expertise, to
muke practical recommendations, and to inform the
research community and general public in Japan, Russia
and other countries It was a concerted effort 1o examine,
evaluate, and envision the future of this bilateral
relationship and its role in Northeast Asia This article
provides an overview of the workshop discussions

The workshop participants addressed domestic,
regional and international issues related to Japan-Russia
relations Their assumption was that most developments
since Qctober 1993, when the Tokyo Declaration was
adopted, were favorable for Japan and Russia and
contributed to the process of bilateral accommodation
The main goals of the workshop were to discuss the key
political issues that can bring Japan and Russia closer, 1o
analyze the prospects for economic engagement and to
idendify the means for facilitating it, and to assess the
potential for Japan-Russia cooperation in Northeast Asia.

Participants submitted papers for review in five
sessions: (1) International and Domestic Factors: (2)
Political Economy of Bilateral Relations; (3) Economic
Engagement, Trade and [nvestment Opportunities: (4)
Security, Resources and Environment: (5) Prospects for
Cooperation in the 21st Century.

International and Domestic Factors

The general consensus among the participants was that
Japan-Russia bilateral relations are moving from a phase
of political accommaodation to one of cooperative
engagement. Three key interrelated issues were analyzed
in this context. First, what produced the change in
Japanese and Russian policies? Second, what obstacles
must be overcome 1o further improvement and create a
lasting and mutaally beneficial refationship? Third, how
does the shift to cooperative engagement respond to the
national interests of Japan and Russia and affect
Northeast Asia, a region of importance to both countries?

On the positive side, the workshop participants noted
that bath countries’ initiatives to end the political
deadlock, complicated by the disputed Northern
Territories/South Kurils, were aided by various domestic
and international factors. The main reason for change,
however, was the transformation of Russia, its
demoecratization and economic reform. Changes in
Russia's system now allow the two countries to speak the
same political language Russia's improved relations with
the West are afso a contributing factor. The Russian
government has abandoned the negative strategic posture
the Soviet Union held in Asia and reduced its military
force in the area [t has discontinued many nucleas-

weapons related programs and the accumulation of more
nuclear weapons. The military roles of Russia, the United
States. and Japan in the Pacific have been redefined
Military exchanges are now a part of Japan-Russia
relations and aim lo maintain the stability of Northeast
Asia and Asia-Pacific conperation.

Japan's policy also has undergone a transformation.
Japanese assistance to Russia is the third largest after that
of the U.8 and Germany. Tokyo supports Russia's
intention to be a part of Asia-Pacific regional
cooperation Closer relations with Russia are now seen in
Japan as complementing its national interests and
capacily to deal more effectively with global issues and to
enhance its diplomatic reach. The new Russia is viewed
as o factor of stability and security in Northeast Asia The
ties between Japan and the Far Eastern provinces of the
Russian Federation have expanded, they include
significant trade in fish and marine products, direct air
flights, improved telecommunication services, and the
presence of Japanese company representative offices in
major Far Eastern cities

Compared witls the early 1980s, the negative elements
in bilateral dialogue have been removed, significantly
changed or are fading away The territorial dispute is no
tonger the point of departure for bilateral dialogue.
Previous characteristics of the Japan-Russia relationship
such as military confrontation, incompatible ideology,
and the inability of the two economies to interact beyond
basic trade exchanges have disappeared. Instead the two
courtries are building new pillars 1o strengthen relations,
inciuding (1) support for Russia’s democratization,
matket oriented reform, and its accommodation with the
West: (2) growing mutual interest in international
organizations, including the United Nations and its
Security Council, the transformation of the G7 to the G8,
WTO, QECD, APEC and others; and {3) stability and
conflict prevention in Northeast Asia

The 24 july 1997 speech by Prime Minister Ryutaro
Hashimoto to the Association of Corporale Executives is
a symbol of major shifts in political attitudes.
Hashimoto's speech, referred to at the workshop as a
politicai and psychological breakthrough, offers a concept
for broad unrestricted relations between the two
countries; it represents a green light {or closer economic
engagement. Fhe speech contains a new approach to the
Northern Territories issue.

As some participants indicated, although Japan will not
relinguish demands over the islands, there is hope that
from now both parties can act tegether to reach a positive
sum solution based on muinal benefits and cooperation.
The issues that test the new policy are fisheries and how
Japan will respond to Russia's praposal tor joint
development of the Northern Territories/South Karils.
foint development can provide benefits to both sides far
beyond simple resource allocation and exploitation of




fishing grounds [t can create more trust and a sense of
moving forward in bilateral relations.

On the negative side, however, opinton polls show that
sympathy for Russia in Japan is low. One cannot ignore a
pervasive pessimism in Russia, and particularly in Japan,
over the {uture of bilateral relations. This pessimism is
deeply rooted in negative historical experiences,
perceptions and cultural differences. It is part of the
greater problem ol an underdeveloped psychological
infrastructure in Japanese-Russian relations. It is
encapsulated in the routine argument that relations will be
forever stalemated over the disputed territories and that
the forces of nationalism will not allow mutually
beneficial engagement

Indecd. economic bilateral relations are too
insignificunt today to keep the parties interested in one
another. Moreover, a belief that not much can be
expected from bilateral economic contacts remains,
Although government can not diclate to private
companies, 1ts attitude is important and can facilitate
economic interaction. In this sense Hashimoto's speech
provides direction for Japanese business leaders On the
part of the Russian government, there is a need to counter
this negative belief by minimizing and removing
impediments for economic interaction With regard to the
behavior of Japanese companies vis-u-vis Russia one can
point out some specific problems, including complex
collective decision-making, risk prevention tactics,
specific traditions and standards in planning and
muanagement, eic

Several workshop participants expressed the view that
lapan-Russia relations will hinge on the domestic
situation in Russia and that the images coming from
Russia need to be more positive to nurture the interest of
Japan and factlitate trade and Japanese investment in
Russia. But another view holds that Japanese opinions are
not based on a dislike of Russia, but rather indiffercnce
and a lack of knowledge about Russia. It may be possible,
therefore, o build a new image of Russia which presents
the benefits of cooperation including doing business
together.

The two governments must play a role in influencing
public opinion to facilitate the process of psychological
accommodation. Both countries should disseminute more
objective inlormation about each other. It is particularly
important to reach the younger generations For this, it
was proposed that Japan and Russia cooperate in
information technology und computer networks to link
Russian and Japanese educational instilutions,
professional associations and local communities. The
imporiant role of regional administrations also was
emphasized. In Russia, local governments and leaders
(Governor Victor Ishaev, for instance) can play more
significant roles in Russia-Japan relations. There is a need
to dedicate more attention 1o regional leaders’ personal
and prolessional contacts. Other suggestions included
visa-free visits. cooperative academic projects, and trade
lies at the lacal level.

A better understanding of Japan's value as partner to
Russia must take root in the Russian Pacific and eastern
provinces which can benefit most from Russia's opening
towards Asin-Pacific markets For Japan, the benelits of
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integrating Russta into the Asia-Pacific region must be
directly linked with concrete gains and opportunities.
Japan has to view its relations with Russia in o wider
context in order to make the general public understand
the strategic importance of having a peaceful democracy
with a market economy as its neighbor

It is important 10 study how various opinions can be
influenced and what explanations cun be offered on why
good relations with Russia are important. Public opinion
in Japan must be engaged to creale constituencies that
support better Japan-Russia relations. There is a need o
forge an alliance with opinion leaders in Japan to present
Russia as a crucial factor in Northeast Asian stability and
as a critical international partner

Palitical Econemy of Bilateral Relations

In the past it wus possible for Russia and Japan to
interact without expecting much from euch other
However, from now, with mutual confidence growing, a
stronger economic basis for the relationship should be
created to provide it with stronger underpinnings. After
all, economic cooperation and people-to-people contacts
constitute the two major arcas for future bilateral
engagemen! in the absence of adversarial military
intentions, "third party” threats, or ideological
differences.

A comprehensive approach to economic cooperation is
needed. An opinion was expressed that Japanese
businesses are not only interested in natural resources
development and trade, rather 1t is not easy for them to
find good opportunities In manufacturing and processing
industries However, recently leading manufucturers such
as Toyota Motor Company, Mitsubishi and Mitsul have
signaled an interest in Russia, while NEC has formed a

Joint venture with a Russian electronic company in St

Petersburg

The Russian economy % now more open and it may be
wrong to judge Russian economic performance solely on
the basis of macroeconomic indicators. The foreign trade
figures show a considerable export capuacity in resources
and for the fust several years Russia has maintained a
handsome trade surplus. The foreign investment volume
for 1996 was estimated at US$13.5 billion, including
US%6.8 bitlion in direct investment. But in 1985 enly
USH74 5 million in total investments came form fapan; it
is unlikely that 1896 brought major increases

However, some large-scale business ventures such as
Sakhalin-1 and Sakhalin-2 show progress. These are
trilateral Russin-US-Japan projects with great potentia
for success. In the future, trifateral investment
cooperation involving Japanese, Russian, and American
companies can be repeated in other areas. Last February,
the State Puma of the Russian Federation adopted in the
first reading a bill on changes and additions in the Law on
Foreign Investment. [ also is discussing & draftl on
changes in the product-sharing agreement law. Two other
legislative acts have receatly been passed, one on
depuosits 1o be developed on product-sharing terms, and
one on concession agreements with Russian and foreign
investors

Responding to the content of Prime Minister

Hushimoto's speech, the workshop participants discussed
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the need to design a concept {or economic engagement--
bilateral and regional--based on shared interests and a
long-term and concrete agenda I was proposed that
nateral resources can constitute the first der in the time-
frame of this agenda, while the second tier could include
co-production and manufacturing, and the third tier
linkages in advanced technology

The two sides should differentiste their efforts in
promoting mutually beneficial linkages in the areas of
high and fow economics. Diversified economic relations,
including energy projects, processing industries, and
high-tech cooperation will benefit both nations as well as
the Northeast Asian subregion Promotion of economic
complementarily couid give Japan access to a huge
Russinn market, as well as assured sources of energy
Russia can benefit from Japan's investment in industries,
from new products creation, access to advanced
technologies, management know-how, and financial
resources.

There is significant potential in the rapidly emerging
{inancial sector and equity markets of Russia The
Russian central government and some regional
governments (Moscow and St Petersburg) successfully
Jaunched their ‘Eurobonds’, with & 9-10% annual rate of
return. Other regional governments will tikely follow suit,
Even today cconomic invoivement by Japan in various
Russian industries can be facilitated through portfolio
investment and investment in Russian government bonds.
Despite risks, U.S. investors are increasing the scope of
their portfolio investment in Russian companies {oil, gas,
electricity production, and telecommunications) whose
stocks generated outstanding returns last year, Moreover,
many Russian stocks are still undervalued, particularly
those of the larger regional enterprises Over the long
term, there is a potentiai for continued expansion of the
Russian equity market due to Russia's reserves of natural
resources., the size of its domestic market, and the well.
trained and inexpensive work force.

At the same time new approaches must be considered
{or the implementation of the Program for Economic and
Social Development of the Far Eust and Trans-Baikalia,
1996-2005. Enterprises and businesses in Russia and ils
Far Eastern economic region need access to Asia-Pacific
markets and sources of investment. Japan can offer both
Efforts must be made to link Russian and Japanese
bureaucracies and business communities for the
Program’s realization. Although the Program was
awarded the status of a presidential program, the
administrative, legal and political mechanisms 10
implement it are weak or rudimentary. In addition, the
volume of capital investment into the industrial sector in
different Far Eastern provinces has decreased between 2
and G limes in the iast five years The outflow of people,
particularly from northern areas strongly hit by the
economic crisis, is becoming # major probfem. This has
promoted criticism that the Program is not taken seriously
in Moscow and it is unrealistic. It has created pessimism
and frustration among Russians living in the Far East and
among Japanese who look for consistent policies in
Russia to justify their corporate interests and investment
decisions

Although, it is unwise to limit economic engagement to

the eastern areas of Russin alone, technical assistance
offered to Russia by the government of Japan should first
facilitale closer investment links with the enterprises of
the Far Fastern and Siberian regions It is desirable, as
some experts indicated. to promote joint feasibility
studies. Economic exchanges based on complementarity
depend on pragmatic calculations and contacts between
businesses. Both sovernments, therefore, should assist
these contacts and expanded channels of communication
at the private level. Companies, private banks and
industrial groups should cultivate ties with their
counterparts at the senior managers level, participate in
exhibitions, conlerences and other business events.
Graduates from the Russia-Japan Centers for Small and
Medium Enterprises Promotion can also play a useful
role in contacts between the two business communities.

Economic Engagement, Trade and Investment
Opportunities

In 1992-1986, Japan’s trade with Russia was affected
by Russta's radical departure from a highly centralized
and predictable pattern to more or less free trade
exchanges The volume of bilaeral trade decreased
sharply in 1992, reached US$5.93 billion in 1995, and
fell again slightly in 1996 However, neither Russian nor
Japancse authorities have accurate figures for trade
because of illegal exporis and imports, and because of
indirect trade in Japanese consumer goods that is not
included in official statistics. But in relative terms
interdependence in trade is smalf In 1995, Japan's
exports 10 Russia accounted for only 0.26% of its total
exports, while Russia's share in Japan's imports was only
b.42%.

About 380 Japanese companies are registered in
Russia. 2.4% of the total number of registered foreign
enterprises More than 60% of companies formed with
japanese participation provide consulting and other
services, 8% are in lumber processing, 5% in fishery and
agriculture, and 4% in light industry. More than 300 joint
ventures with Japanese participation are registered in the
Far Fastern economic region. Bul Japan lags far behind
the United States in investment in Russia including the
Far Eastern provinces.

Cooperation in expost-orienied joint ventures is mostly
fimited to timber and fish But projects for raw materials
extraction do not effectively contribute to job creation.
Only investment in co-production activities in various
{ields can lead 1o new trade flows and facilitae changes
in the trade structure. Some Russian enterprises are well
positioned for consumer goods production and as joint
veniures could substitute currently imported products,
This would help improve the local employment situation,
raise the standard of living, and contribute to industrial
restructuring and exports of manufactured and processed
products

Although Iapan's technical assistance facilitates
bilateral economic exchanges, Russian-proposed projects
are not always attractive for Japanese counterparts. In
1995, two governmenial commissions were formed to
discuss this and other economic matters, including
official support by Japan extended in the form of credits
by the Ex-Im Bank and export insurance by MITI. Both



the Ex-Im Bank credits and MIT! insurance funds have
not been fully utilized for three yeuars due to the
complexities of the selection procedure as well as the
requirement that selected enterprises contribute 15% of
the required funds in advance.

Japanese corporations hesitate 1o invest in Russian
enterprises without federal guarantees and are unwilling
to accept the guarantees of regional administrations or
leading commercial banks. The Russian federal
government extends credil guarantces but they must be
approved through the State Budget and their volume is
limited. Only a small number of big investment projects
can secure such guarantees: small and medium
enterprises and projects are lefi out.

It is necessary to change the practices of opening credit
lines first and filling them with selected projects later.
Instead, the selection process should focus on projects
with a high tevel of prefitability and investment
readiness. The process should allow for decisions to be
made on a case by case basis. MIT] has made a step
forward by acknowledging the Letters of Comfort issued
by nine Russian banks as a form of guarantee for projects
finuniced with MITI export insurance funds. More can be
done to facilitate cooperation in private financing,
investment risk sharing, and mixed guarantee provisions

The Japanese government wants to focus more
economic resougces on the Far Eastern region. Economic
cooperation with the eastern part of Russia is a separate
subject in official bilateral dialogue. Many experts in
Japan support the Program, thus it is unfortunate that
funding for it is being delayed by the Russian {ederal
government. For example, the program's budget proposal
for 1997 was estimated at about Rbl 40 wrillion (half of
the funds needed to finsnce all the activitics planned
under the program during this year) but only Rbl 1 trillion
wits approved.

The critical shortage of investment endangers not only
the Program’s credibility but the economic future of the
region and i1s people Federal and local budgets are too
tight to implement the program, and the Russian private
sector is still too weak to play a major role. However, the
natural resources of the Far Eastern economic region can
be wused more efficiently for the Program's
implementation. The reserves of oil and gas on Sakhalin
Island and its continental shelf, deposits in central and
south-western Yakutia, the huge energy resources of
Irkutskaya and Krasnoyarskaya oblasts (the Siberian
Platform} can play a significant role in satisfying the
energy needs of Northeast Asia. The "look east” approach
in energy resources development is needed not only to
create a solid foundation for future economic growth in
Stberian and the Far Eastern provinces bul also 1o boost
export revenues and establish closer cconomic links with
Northeast Asia

There is a network of 'special’ relations emerging
between some Russian provinces uand Japanese
prefectures Bishery, for example, has become an area
where problems of iHegal trunsactions and concems over
border violations and stock depletion are entwined with
hopes for cooperation and long-term commercial
opportunities. Japan imports about 30% of the world
tishery output. Russia exports more than 50% of the total
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production and Japan is its main market More than 80%
of the Russian catch belongs to Far Eastern enterprises. In
1895, Russian "official” exports of fish to Japan were
estimated at USE1 .35 billion. But significant amounts of
fish and ¢rabs chunge hands on the high seas. Poaching,
smuggling, and shadow deals constitute a rather separate
area for bilateral cooperation between the law
enforcement agencies of the two countries. Legal matiers
and fishery quotas, complicated by the territorial dispute,
traditionally were areas of conflict management, now
they may lead 1o cooperation.

Another important ares that requires attention from
Japan is transportation links between Tapanese and
Russian ports. Most of Russia's major Pacific ports plan
or are proceeding with modernization activities that will
aliow them to handle more and new kinds of cargo. The
interest in expansion and modernization creates potentiaj
opportunities for Japanese and other foreign investors and
producers of port equipment. Zarubino port has relatively
good chances of receiving Japanese investment in the
form of an Ex-Im loan. The Zarubine project can create a
positive momentum for Russia-Japan relations and
facilitate Japan’s participation in other development
projects in Russia The potential role of the project for
Tapan-Russia-China trilateral cooperation is significant
too

Security, Resources and Environment
Participants of the workshop made several references
to the interconnection between regional economics and
security. Broadly defined, security issues transcend the
traditional political and military problems of the Cold
War Emerging sources of insecurity relate to the
environment, human rights, and mass migration caused
by domestic instability. Divided nations and territorial
disputes are also potential sources of conflict China's
future course and relations between the mainland and
Tuiwan remain a major source of apprehension
Questions were raised by the participants regarding the
geostrategic implications of a protracted decline of the
North Koreant economy, as well as the Russian economic
crisis and the decline of the Far Eastern economic region
An opinion was expressed that issues affecting regional
confidence and stability may be better addressed in a
multilateral framework, but multilateralism can be based
only upon close, stable and weli-developed bilateral
relations involving the major powers of Northeast Asia
and the US In April 1996, Japan and the U.S, indicated
in the "Joint Decluration on & Security Alliance for the
215t Century” that ongoing processes of reform in Russia
contribute to regional and global stability and merit
cooperation and encouragement Japan and the US want
peace and prosperity in East Agia, to obtain these
conditions, a cooperative participating Russia is essential,
How Northeust Asia evolves over the coming years
will depend primarily on relations among mujor powers,
and the Russo-Japanese dimension is crucial. Japan and
Russia share responsibility for the security of the region
but there is a misalignment in their geostrategic and
¢conomic thinking. Tokyo has traditionally
overemphasized the importance of economics to the
neglect of strategic implications. Russia, on the other
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fnand. has concentruted on military security, therefore. it
lacks business experience and economic networks. This
gap in the international profiles and self-perceptions of
both countries may divide them in the future or, for
pragmatic reasons, bring them closer together in eflorts 10
correct the geostrategic and economic misalignment

One such reason may be the situation in the Korean
peninsula which is of immediate concern for Japan and
Russia. Nortly Korea represents  possible source of threat
or instability, not oniy to South Korea but to cvery
country of Northeast Asia and the United States. Any
outbreak of hostilities there would have a severe impact
on regionul neighbors. There is no regional mechanism o
deal with potential contlict but there is a potential for
Japan-Russiz policy coordination on the Korean
peninsula aimed at preventing the outbreak of war.

Both Japan and Russia can be counted among the
"involved parties” when it comes to preventing conflict
on the Korean peninsula. Russia lost much political
influence in Asia when it scrapped its channels of
communication with North Korea It also lost an
opportunity to use ity diplomatic influence in Northeast
Asia and became isolated from KEDO and the four party
talks. Moscow's proposal of six-party talks was not
accepted. Japan. on the other hand, feels it already is
included in the four-party talks indirectly through regular
meectings with U.S and South Korean counterparts
Through these meetings Jupan's opinions are integrated
into the four-party talks; Russia remains isolated from the
process.

Russis is now making efforts to establish a genuine
wwo-Korea pelicy. Together with Russia, Jupan may
consider making a joint proposal to expand the four-party
talks 10 "six-party talks” in the future. It was proposed
that dislogue among the two countries be carried oul in
parailel to the four-party 1atks

Energy development projects also were discussed not
only in terms of economics but also from the perspective
of energy security and stability in Northeast Asia The
implementation of Sakhalin oil and gas exploration
projects opens the door to energy supplies within
Northeast Asia and to further investment in the region
This can contribute 10 political stability and to economic
growth, trade exchanges and subregional coaperation.
The concept of an Asiz Energy Community in Northeast
Asia. an analogue to the European Energy Charter, was
put forward as a potential link between political security
and economics. The goal is to develop an oil and gus
pipeline network that connects Northeast Asian countries,
thereby deepening interdependence and strengthening
security

Early in the next century the annual demand for natural
gas in China. South Korea, and Japan is predicied to be
100-150 biflion ni. The Siberian Platform afone has an
estimated 3.600 billion oi of natural gas. 40-50 billion nf
of natural gas could be extracted annually from the
Eastern Siberian fieids Prospects for development of
Kovytkinskoe gas field near Irkutsk are under discussion
with Korea, China and Japan The Siberian platform also
has large deposits of oil There are more than 30
discovered oil and gas fields in Yakutia Japanese
companies including Marubeni, Sumitomo, Nippon Steel,

Tokyo Gas, Osaka Gas and others tormed a consortium to
review possible scenarios for their participation in the
energy projects Jupanese investors are interested in the
development of Verhne-Chonskiy oif field (Irkutskaya
Obiast) and the oil field at Urubcheno-Takhomskoye
(Krasnoyarskiy Krat)

Russia will continue 1o experience a shostage of
investment for large-scale oil and gas development
projects in Eastern Siberia and the Far Eastern regions
Japan can participate in filling the investment gap. Japan
will continue to be dependent on imports of oil and gas.
and in view of arowing domestic sentimenls against the
construction of more nuclear power plants, the potential
for Russia to supply Japun with fuel and energy resources
is great. A relationship centered on the energy sector can
aid the economy of the Russian Far East, ensure this
area's energy self-sulficiency, and it can enhance the
energy security of Japan Moreover, the energy links
between the two countries will stimulate subregional
economic cooperation in Northeast Asia

Northeast Asia needs an international environmental
regime and system of environmental monitoring, data and
information exchange and cooperation. The environment
has emerged as an area of concern in & global, regional,
and bilateral context. Transboundary environmental
problems are considered a potential future security issue.
In relations between Russia and Japan environmental
problems have already led to friction and have
undermined the improvement of public perceptions. In
particular the dumping of nuclear waste into the Sea of
Japan by the Russian navy and the oil spill from the
Russian tanker Nakhodka aggravated negative views ol
Russia in Fapan and f{or short periods of time
monopolized high-level dialogue between the two
countries. However, these unfortunate events have led to
cooperative projects and have highlighted the need for the
1wo countries to consider environmenta issues jointly
and in a comprehensive manner. Environmental
cooperation must be integrated into a more clearly
articuiated framework of working bilateral relations

Because the priorities of Japan and Russia overlap in
nuclear waste management and marine protection, they
will likely remain the two most prominent areas for
environmental cooperation However, cooperation should
not be limited to these, Fapan and Russia can consider the
establishment of a working group to jointly examine and
promote environmental projects in the sustainability of
the marine environment (including the protection of the
fisheries resource base), natural resource management,
the living environment. cleaner production and
environmental management systems. Ongoing and future
environmental projects between Japan and Russia require
parallei aid or programs that provide financial and
technical support for Jegal and institutional reforms. This
will help strengthen environmental governance and
rational natural resource use and the agencies and groups
within Russia backing the projects

Once adopted as a busic element in the [ramework for
bifaterai relations, both Japan and Russia must ensure that
the financial resources are available to implement and
monitor cost-effective environment related projects.
Mechanisms for information, data, and personnel




exchuanges need to be established or strengthened at
varions levels This will aflow experts and policy makers
on both sides o recognize environmentul cooperation not
as un isolated area for imteraction, but in connection to
other bases ol engagement--politics, economics, and
security

Prospects tor Cooperation in the 21st Century

By 1996. four decades after the restoration of
diplomatic relations, Moscow and Tokyo were showing
an interest in advancing political dialogue und economic
contacts The Tokyo Declaration (1993), the G-7
framework, including the nuciear safety summit in
Moscow, the G-8 summit in Denver, foreign minister
level contacts, and military exchanges have transformed
the Russia-Japan relationship into something quite
different from what it was before 1991

One of the main owcomes of the workshop, equally
important for practitioners and researchers, is a
reatization that our envisioning of the dimensions and
areas of Japan-Russia cooperation has thus far been
limited. Despite improvements and changes, bilateral
relutions remain adrift, lacking both a shared concept and
efficient organization.

The importance of Russia {or Japan's national interests
is growing Japan has developed an interest in supporting
Russian national economic reform that aflects the Far
Eastern economic region. The natural resources of easteen
Russia (timber, fish, coal, metals) play a significant role
in the calculations of fapanese businesses. Russia’s
cconomic transformation creates potential markets for
Japanese goods, as well as a demand for investment and
technologies. In the not-too-distant future. Russia's oil
and gas and even the manufacturing base and
technological potential may be in demand as well
However, Japan's new formula for relations with Russia,
based on a multidimensional or multilayered approach,
remains ambiguous.

Russtan foreign policy aims to become a source of
support for domestic economic needs, but it does not
have a special focus on Japan as a potential source of
investment, 1echnologies and know-how That Russia is
short of investment funds and its Far Eastern region and
Siberia need investment from Japan and other countries
to deal with immediate and iong-term issues is well
understood. As noted in the workshop, success in
economic reform and return to the status of a4 majos
international power will be impossibie without promoting
economic growth in the Russian Far East and without a
greater Russian presence in East Asian markets.

The quality of engagement in Japan-Russia bilateral
relations is changing slowly and mostly on the political
and diplomatic fronts, not in trade and investment or
public perceptions The public in both countries appears
hesitant to accept that, in the long run, the fundamental
interests of Japan and Russia converge and that a
relationship based on a complementarity of national
interests must be nurtured.

We must indicate what mechanisms are needed to
forward these relations, and what capacities need 1o be
built on both sides to successtully develop interdependent
economic links. We must also ideatify what specific
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proposals have the potential 1o become model prajects,
and what specific programs are needed to assist economic
projects that will have a positive effect on job creation,
market economy development, the conversion of the
military industry, the construction of infrastructure, and
the environment The two countries need success storfes
in bilateral refations that will influence public opinion
and facilitate policy and investment decisions

[t was pointed out that Russia's economic system lacks
equitable starting conditions for producers. "Speciul
relationships” between the government and selected
businesses stifle competition. Therefore, for the Russian
Far East special mechanisms are needed to pressure the
tederal government into establishing "# dependable set of
property rights and regulations” that promote
entreprencurship and competition, investment,
productivity, labor efficiency and employment.

The interest ol Japan in the Program for Economic and
Social Development of the Far East and Trans-Baikalia,
1996-2005 must be maintained However, a basic
question regarding the Program's viability needs to be
answered: are the Program's proposed measures sufficient
to integrate the Russian Far East into international
cooperation in the Asia-Pacific Region, and more
particularly Northeast Asia? The Russian povernment
must provide companies interested in investing in priority
projects of the Program with the best possible options in
terms of taxes and investment guarantees. but perhaps
under the condition that most of the profits will be
reinvested. Recommendations put forward regarding the
Program must pressure the Russian and the Jupanese
governments, and they must encourage capucity-building
and transparent monitoring of plans and programs.

Russia and Japan should develop more contacts at
multilateral arganizations such as WTO, APEC, G-8. etc
These international channels present new areas for
engagement APEC for example, provides an opportunity
for discussions on energy und environment, as well as
investment chimate and trade liberalization International
and regional bodies must be secen more as an instrument
for the realization of concrete plans and goals rather than
simply an additional venue for dinlogue.

Japan and Russia must construct a framework for
cooperation not only for bilateral relations but also for
long-term and strategic regional cooperation that
responds to issues of territorial sovereignty, proliferation
of weapons of mass destruction, environmental
degradation, population growth, the gap between rich and
poor, and lood security. However, regional and
subregional dinlogue aimed at cooperation and
interdependent economic relations could be a futile
exercise il it does not address the pragmatic goals of the
nations involved. Therelore, a cooperative agenda for
Northeast Asia must consider the long-term needs and
interests of the individual states of the region and
correspond with the global trend of economic
interdependence Events such as the Northeast Asia
Economic Conference in Niigata should be used to
forward this agenda creation.
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Defense Enterprises in the Russian Far East:
Problems of Conversion and Economic Crisis
(Summary)

Evgeniya V. Gudkova

Senior Researcher, Economic Research Institute, Far Eastern Branch,

Russian Academy of Sciences, Khabarovsk, Russia

Before the Soviet Union was dissolved in 1991 the

production of military goods was the highest priority of




the potlitical feadership. economic planners, and the
military The entire Soviel economy was held hostage to
the requirements and needs of the oversized military-
industriai complex The defense industry received
enormous financial resources, the most advanced
technologies and equipment, the best designets, engineers
and technicians. Towards the end of the 1980s both the
shortcomings of the Soviet economic system and
improved relations with the United States, other westem
countries, and China created an incentive to reduce
military spending and defense contracts and to replace
parl of the military output with consumer goods, non-
mifitary industrial equipment and products

Through 1988-1990, the idea of the defense
enterprises’ retooling was officially endorsed and the
Defense Industry Conversion Program for [991-1995 was
adopted. The Program's main goal was to increase the
production of non-military goods by the defense industry
In 1982, after the Soviet Union ceased to exist, a Law
was adopted in the Russian Federation on defense
industry conversion, it was followed by numerous
governmental decrees and orders. The Federal Program

for 1993-1995 was drafied later to manage the process of

diversilication and restructuring of the defense industry in
the Russian Federation Both programs, however, were
based on assumptions that new defense orders would
continue, the level of employment would be maintained,
and investment needed for restructuring wouid be limited
but available Moreover, the plan suggested that the
defense conversion would not negatively affect the
potential of enterprises to produce military goods and that
research and development {acilities would be maintained

Ali this proved to be highly unrealistic and the entire
process of defense industry conversion hecame chaotic
The limited amount of federal budget funds heing
distributed among an excessive number of cnterprises did
not sofve their problems. Reul restructuring was delayed
and the production of military goods started to falt
sharply from 1994

In the Russian Far East 32 enterprises with "mixed"
{military #nd non-military) output were selected for
defense conversion In addition, seven plants under
construction, all in the southern areas of the Far Eastern
region, were nominated for restruciuring In 1995, 20
enterprises were still in the business of military
production but non-payments by the federal government
for completed defense orders reached astronomic
proportions. On the other hand, federal funds promised
for restructuring did not come at all Enitially, some
defense enterprises tried to aliract foreign investors by
offering vacant production facilities and skilled labor but
only a few succeeded Others sold their idle equipment,
rented out their available floor space as warehouses, or
went into commercial deals themselves Hopes for
significant investment projects involving foreign partners
were abandoned.
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High inflation in 1992-1993 and the anti-inflationary
measures that soon followed undermined the financial
viability of muny defense enterprises. In the vears that
followed, a sharp reduction in the volume of defense
contracts, huge arrears on the part of the federal
government, the rising cost of electricity and heat made
the situation even worse undermining their capacity to
produce defense equipment and non-military goods In
1995, in Primorskiy Krai, the non-military output was
only 28 8% of the 1992 level, while mititary production
was kept at a 52.2% level

Regions, arcas and localities with a high concentration
of delense industry were badly atfected, including those
in the Russian Far East. Khabarovskiy Krai, for example,
houses more than 60% of the defense industry of the Far
Eastern region, Primorskiy Krat about 35%, and
Amurskaya Oblast 4% Most of the Far Eastern military
indusiry was represented by ship building, ship repair,
and aircraft building plants, which accounted for about
90% of the military production in the region in 1989
‘These plants played a key role in the economic and urban
development of the Far East providing about 9% of the
industrial output and 13% of the working places in the
industry. Therefore, their difficulties strongly affected
related non-military enterprises, the iocal economic
situation, and social infrastructure Many local
communities were dependent on the defense plants for
heat supply, housing maintenance, medical and other
services,

The most recent federal program for defense enterprise
conversion covers the period ol 198§5-1997 It aims to
reduce the total number of companies and plants entitled
for defense contracts which in the future must be
distributed on a competitive basis. These specialized
entities are likely to remain under federal control. Some
shipbuilding plants and aircraft manufactiurers are
expecied to develop extra capacity to produce civilian
equipment, in addition to defense hardware It is quite
realistic to expect that these plants will export their
products, particuiarly military and civilian aircraft and
helicopters. Federal authorities are likely to retain some
comrol over these newly diversified corporations through
the ownership of stocks, technology transfer, and defense
contracts Other military-oriented producers, according to
the program's concept, must go private and scale down
their defense-related praduction facilities and develop the
capacity to manufacture non-military goods However,
they are expected to retain a "dual” capability in terms of
technalogies and manulacturing skills. But their main
markel will be the key industries of the region, including
transporiation, mining, agriculture and food processing,
equipment for the petrochemical industry and the
construction seclor,

{Original script in Russian translated by ERINA)
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Two -Region Interregional Input - Qutput Table for China
(Summary)

Takahiro Akita, Professor, International University of Japan, Visiting Researcher, ERINA
Kazumi Kawamura, Researcher, Research Division, ERINA

The Economic Research Institute for Northeast Asia
(ERINA} constructed a Chinese two-region interregional
input-output {I-O) table for 1992 based on the Chinese
national 1-O table  The constructed interregional 1-O
1able consists of the northeast region (i e., Hetlongjiang,
Tilin, and Liaoning provinces) and the rest of China This
short paper analyzes interregional economic
interdependence betwees the northeast region and the rest
of China based on this two-region interregional 1-O table
Though the table is still preliminary in nature due to the
jack of data, we found a number of interesting
characteristics concerning interregional interindustry
linkages between these two regions. Since the northeast
region is rich in natural resources, it specializes in mining
and resource-based heavy industries  The complementary
structure between the northeast region and the rest of
China facilitated interregional transactions. In 1992, the
northeast region exported 73% of the output of crude oil

and natural gas and 35% of the output of coal to the rest
of China The region also shows a very high export ratio
in the iron and steel industry (34%)  On the other hand,
the northeast region relies on the rest of China for textile
products, eleetronic appliances, communication
equipment, and precision instruments, as it recorded very
high import ratios [or these industries, According to the
backward linkage index, which measures the relative
strength of interindustry linkages with upstream and
selling industries, the textile industry, the electronic and
communication equipment industry, the metal product
indusiry, the transportation equipment industry, and the
electric machinery industry presented higher-than-
average backward linkages. However, these industries do
not necessarily stimulate regional economic growth as
they have low backward linkage effects on the northeast
region due 1o high interregionui leakages to the rest of
China through imports
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A Comparative Analysis of Ten Prefectures’ Export Performance
with an Input - Output Regional Model in the Context of Trade Linkages to Northeast Asia
(Summary)

Shuntaro Shishido, Deputy Chairman of the Board of Trustees and Director, ERINA

As in many other countries, regional disaggregation of

custom statistics by prefecture or state does not serve the
regional analysis of export performance at prefecture -or
state-level  This is because of the statistical difficulty
involved in distinguishing between external shipments for
domestic use and those for exports  In Japan, there have
been severul field surveys on export and import firms
with respect to their sales to and from abroad. Even these

surveys reveal that the distinction between their sales of

local prefecture products and others is ambiguoys,
leading to arbitrary judgments. Moreover, many
manufacturers dealing directly with forgign trade tend to
be left oul from such surveys on trading firms.
Accordingly, an alternative approach based on a regional
input-output table is proposed which relies upon the use
of a sectoral trade coeflicient matrix.  Although regional
input-output tables available at prefectural level in Japan
do not distinguish exports from other external trade, the
tables do provide us with an important trade coeflicient
matrix which can be obtained as a matrix of the ratios ol
external shipment, whether domestic or abroad, to the
totad domestic and external demand of the country as a
whole for each sector Once we have a national input-
output table with an export vector, and its derived inverse
coeflicient matrix of Leontiel type and prefectural trade
coellicient mutrix {diagonal), we can easily approximate

exports at the prefectural level. Although this approach is
still an approximation in the absence ol reliable local
export data, we have succeeded in estimating prefectural
exports for ten prefectures along the Japan Sea coast,

Alter we obtained sectoral prefectural exports,
Niigata's exports are disaggregated into trading partner
countries with special reference to Northeast Asiz. An
experimental exercise with this approach was conducted
for Niigata prefecture and many interesting findings have
been derived Especially noteworthy is the significance
of the trade linkage between Niigata and Northeast Asia,
which has been rather neglected because of the smailness
of the trade linkage obtained from conventional custom
statistics at the prefectural fevel

Another aspect of this regional input-output approach
deals with a comparative study of ten prefectures in terms
of their export performance  Niigata ranks first in exports
even though it stands second in terms of population
Hokkaido, with the largest population, ranks seventh
among ten prefectures because of low values in trade
coeflicients in export related sectors.

The proposed approach is expected 1o be used for the
analysis of sub-regions of other countries such as in
Northeast Asia where regional input-output tables are
available.
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