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Prospects for Sustainable Development in Northeast Asia
Lawrence R. KLEIN

Benjamin Franklin Professor of Economics,

University of Pennsylvania, Emeritus

Before 1 begin my more formal remarks, let me say
why I like this situation. In the first place, it opens new
frontiers, an economic frontier, and a social froatier in
Asia. T think the world is in need of some promising
frontiers at this stage Being a frontier development, it
takes us to thinking about the long-term, not what is
going to happen tomorrow which 1 do everyday in my
econometric work

Second, it involves regional cooperation and coun-
tries within a region cooperating. That sounds very
attractive. At the end of my paper I will discuss how
cooperation or cooperated economic activities can it all
countries together at this time.

Third, it is very demanding if guantitative methods
of economic analysis, the kind that I am closely associat-
ed with, have been pioneered in this particular field of




work by Professor Shishido.

P want first to discuss where the world stands at this
moment, or where East Asia stands at this moment.
Although the focus of this conference is on a specific
regional grouping, it is important, nevertheless, to
account for worldwide economic impacts in this global-
ized environment, when there is so much interaction
among all the international partners That is a feature of
what we now call the information age, in which Northeast
Asia will be developing

The world economy is presently made up of diverse
countries or areas that are simultaneously thriving in
prosperous phases of their business cycles, while others
are experiencing extreme difficulty. Even in the restrict-
ed area of Northeast Asia, we find a striking mixture of
good and bad economic situations, They are categorized
as follows:

Japan - poor condition

China - good condition

Republic of Korea (RoK) - in the midst of a crisis
Democratic People's Republic of Korea (DPRK) -
poor condition

Russia - poor condition, long deep recession
Mongolia - relfatively poor condition.

The RoK is the main victim, even to be regarded as
the leading economy in precipitating the East Asian
Crisis. We can look back on 1998 as a year in which its
economy’s GDP fell by 6% or more, a very sigaificant
drop. That is why it is characterized as being in a crisis
and not simply in poor condition. But it can be hoped
that the RoK has already fallen as much as we can expect
to observe, and that 1999 will be a year in which recovery
begins. That's the standard forecast that there will be
some growth in a positive direction this year

Japan, too, is in a poor condition, but the situation is
not considered to be a crisis, except possibly in the bank-~
ing and other financial sectors. Japan has been in some
recessionary stage for most of the period since the asset
price bubble burst af the end of 1689 There were
attempts at recovery, but none were long lasting, and we
can hope that the stimulus package that was put together
in 1998, will finally succeed in uplifting the economy of
Tapan in the long-terms growth phase of its cycle Public
spending, tax reduction, and increased money supply
may, ail together, and in a sufficiently large amount, lead
to a sustained uptumn

The East Asian Crisis involves mainly developing
countries, but Japan is distinctive in being one of the
wealthiest countries of the world. Japan has been so pre-
occupied with internal problems that the country has not
played the role of lender-of-last-resort to step in and help
unfortunate neighbors who cannot help themselves
enough to get their economies back on a recovery path

While JTapan is listed as being in poor economic con-
dition, although wealthy and industrially advanced,
China, the other major power in East Asia, is in good
condition. China is very large, in area and in population,
but it is classified as an Asian developing country and not
an advanced industrial country. It is, however, moving
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upward on the economic scale with great speed and wili
undoubtedly be accorded advanced status in the near
future.

China has participated in the international assistance
programs for troubled countries in East Asia and has
armnassed enrormous international reserves, second only to
Japan, in the last two years it is probably the case that
China will share with Japan the responsibility of being a
lead country helping to siabilize and support other
nations in the Asian area, as the need arises That, how-
ever, is for the future,

At present, China has two immediate goals of macro-
economic balance to be achieved on a sustainable basis -
namely, to meet its growth target of 8% a year and to
maintain a steady exchange value for its currency in
international markets. At preseat, it is practically meet-
ing these targets for 1998, preliminary numbers would
say 7.8% growth last year, in spite of severe natural dis-
turbances, the floods of summer, 1998, and in spite of
some slowing of export expansion

In addition to these two largets, to be met in an non-
inflationary environment, China seeks to improve effi-
ciency in state-owned enterprises, manage financial bank-
ruptcy in some large enterprises, that are occurring at this
moment, keep inflation in check, and deal with unem-
ployment problems that accompany the quest for eco-
nomic efficiency. It is to the advantage of the world
economy at large for China to meet these goals, in the
interest of Asian stability, and things have worked out
that way in 1998

The DPRK is an economy that is not yet reported on
a comprehensive basis in the world’s statistical annals,
but a quantitative picture is gradually falling into place
1t is known that food production was abnormally low in
1998 and that diets were on average inadequate In past
years, the DPRK has had more trade and support from
China and Russia, but these relationships have changed
unfavorably for the DPRK. Also, the military-civilian
mix has been biased away from the civilian emphasis,
and this can be a significant deterrent 10 good overall
econoric growth,

Political decisions have stood in the way of econom-
ic devices for obtaining & more dynamic economy. There
are signs of closer cooperation in an open economic envi-
ronment, and this can support future programs if the
changes are vigorously pursued North-South unifica-
tion, as between West and East Germany, could be a
source of gain for the country as a whole, but rapproche-
ment will not come quickly or easily, and even then
would require a few years to be translated into sound eco-
nomic growth,

Russia is a transilion economy, as is China and as are
other countries of Eastern Europe, Baltic republics, or
other states of the former Soviet Union Transition has
not been kind to Russia and certainly pales in comparison
with China's transition. Russia followed misguided
advice for market opening prior to the creation of appro-
priate state institutions. This has given rise to a chaotic
exchange economy and to extreme lawlessness, which
stripped valuable key resources.

Russia, being a formidable military power, must
receive reasonable political guidance internally and sensi-
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ble economic policies for the civilian sector before it can
realize the enosmous potential economic gains, as well as
a restructuring of its civilian economy, in harmony with
minimum military forces that are needed for national
defense At present, the most fruitful areas of economic
advance are in the use of natural resources - minerals
(including fuels), forest products, agriculture, and fish-
eries - to be followed by the creation of world class
industrial facilities.

Finally, among the six countries in Northeast Asia
we come 10 Mongolia in this brief commentary. Prior to
the fail of the Soviet Union, Monguolia enjoyed favorabie
economic relationships with China and Russia, but now
the small population is virtually a primitive agricultural
state. Mongolia, too, is a transition economy, that must
rely on some natural resources and pastoral-oriented eco-
nomic activities There may be possibilities for future
industrial gains, but there is not as much room for diversi-
fication as in the neighboring countries of Northeast Asia
It will start from a low level and will probably expand at
only a Jow growth rate of 2 or 3% per year.

In the tabie below, the six economies of Northeast
Asia are listed according to their ranking, both by the
Human Development Index of the UNDP and by esti-
mates of their respective per capita values of GDP (in
1995 prices, PPP basis).

Tablet: HDI Ranking and Per Capita GDP in Northeast Asia

Country HDi Rank GDP/Cap
Japan 8 $21,930
RoK 30 11,594
Hussia 72 4,531
DPRK 75 4,058
Mangolia 101 3,916
China 106 2,935

Source: Human Development Report 1998, UNDP

The Human Development Index (HDI) combines, for
each country, measures of life expectancy, literacy, and
school enroliment, adjusted per capita income in PPP
units. You can see in the ranking that China, which is
such a powerful economy, ranks low among the six listed
from Northeast Asia, but the population is so large that
the per capita amount is modest, while the aggregate
GDP is overwhelming. Also the information base for the
Mongolian figures is weak, and the estimates are admit-
tedly mote tenuous in this case. The same may be said of
the DPRK figures For Mongolia, the estimates of GDP
per capita have been falling recently, and about one-third
of the population fell below the poverty line

The figures in Table 1 refer to entire economies, and,
in a sense, nations are involved in any decisions or plans
about the Northeast Asian economic region, but, in fact,
the whole of China, Fapan or Russia is not directly
involved Chinese participation refers specifically to
three northeastern provinces - Liaoning, Heilongjiang,
and Jilin. Russian direct participation refers to Siberian
Russia, while Japanese direct participation is more rele-
vant for our host prefecture and the area along the Japan
Sea coast  For the RoK, the DPRK, and Mongolia, the
discussion refers generally to straightforward relations

among economic agents of the entire country in each
case. At the diplomatic level, all trade, capital, financial,
and governance issues must be settled among official or
business representatives of each of the six founding coun-
tries.

This analysis of the present economic condition in
the aren of concern referred to conditions for entire coun-
tries For example, Russia is in a poor economic condi-
tion presently, but bad as these magnitudes seem, there is
much more uncertainty about economic conditions in
Siberian Russia than in other parts of the country.

For China, the three Northeast Provinces are approxi-
mately a 10% component of GDP or population, or area,
as well as for certain broad characteristics for the PRC as
a whole. L

The Russian Par East has more trade potential than
does the whole country, but lacks infrastructure. The
entire country needs an upgrading of inlrastructure, gen-
erally, but the need for infrastructure is more pressing in
Siberian Russia

The RoK and Russia are neighbors, but the two
national economies have much to gain over present weak
relationships, if there is to be a regional organization that
can promote the trading and investment opportunities that
exist between the two countries. Complementarities have
been established and bilateral trade is making impressive
gains  Siberian Russia has natural resources that fit well
with the technology of the RoK, in such fields as elec-
tronics, cars, consumer goods, and construction, Bilateral
trade was $81 million in 1986, but reached $1.2 billion by
1092  There was a short cutback that was followed by &
pick-up 1o $33 billion in 1995 The bulk of this trade
was 10 the Far East  In many respects, Russia received
more economic interest from the Rok, through Far East
proximity, than from Japan after the end of the Cold War
and demise of the Soviet Union,

Every country, except China, among the six being
considered here in Northeast Asia, is experiencing poor
conditions at the present time, but there are reasons to
believe that they will realize better conditions in the near
term future, with or without regional ceoperation, but
what are some extra sources of gain that could be realized
through concerted efforts for the group as a whole?

The attractive aspect of the Northeast Asia study is
that it identifies an unexploited frontier in an area that has
been relatively neglected.  The living conditions in parts
of the area are quite harsh, and there is a serious lack of
infrastructure

A major shortfall is the lack of adequate transporta-
tion, o carry the basic resources by highway, water, or air
for ultimate transporiation out of the region or processing
within the region. The regional complementarities are
more fully exploited if the processing takes place within
the region, and the capabilities of China, the RoK, and
Japan are certainly well suited to that end.

In suppott of transportation as a service, there must
be not only the movement of goods and people, but also
terminal facilities, such as airports, port facilities, rail ter-
minal facilities and the like.

Transportation is only part of the infrastructure that
is being contemplated Economies everywhere are being
pushed or pulled into telecommunications. No country or




area can avoid implementing the properties of this field of
information flow or interchange. As in the case of trans-
portation, there are both the service flows o be reckoned
and the physical facilities - eguipment and lines, former-
ty of copper, but mainly now optical fiber

The infrastructure issues do not stop here, with just
transportation and communication. They involve such
things as education, health, water supply, sanitation, and
other common facilities that are esseatial for elevating
living conditions as well as for enhancing economic
activity  But whatever the kind of infrastructure being
considered, there are two important aspects of promoting
this secior of the economies involved - namely, the
effects of the construction phase plus the effects of the
performance phase

During construction, there must be employment and
acquisition of the relevant materiais and equipment. The
employment input is in place and available. It is impor-
tant to put people to work preparing the infrastructure
This, in itself will stimulate the economy, through aggre-
gate demand flows according to the principles of the
“Keynesian” multipliers They are out of fashion with
the young generation of economists these days, but they
should have been in fashion when plaaning for a reform
of Russia after the Cold War was taken into account, and
they wouid be very important for Japan today. This
phase is not expected to be brief because many of the
countries or areas involved have enormous needs that
must be met  After the physical infrastructure is in place
and ready for use (not all at once, but on a gradual step-
wise basis, while parts of complete systems are being put
into place), they will contribute to overall productivity of
the economy as a whole. This is the most important set
of steps to be set in motion on the supply side of the
economies involved,

Having seen what happened in 1997 and 1998 in
financing investment in East Asia, it is important for us,
as economic analysts, to give careful consideration to the
problems that could arise in finding the financial capital
for the substantial investment that will be needed. Some
of the pitfalls to be avoided are:

(1) heavy reliance on debt capital

(it} heavy reliance on highly mobile forms of equity
capital, e g portfolio investment or hot money,
which is in a big pool Hoating around the world.

(iiiYhasty liberalization of financial markets that can
be exploited by speculators, financial markets
should be open but on a step-by-step basis after
the financial infrastructure is in place.

{iv)excessive imbalances in macroeconomic struc-
ture, i e inflation in excess of 10% pa, high
ratios of domestic or foreign deficit to GDP in
excess of 5%.

The important kind of investment, the long-term
investment that transfers technology and stays in place is
foreign direct investment. That’s one of the secrets of the
success that China has had in the fast 15 years

In reviewing the present international economic situ-
ation in East Asia and its implications for Northeast
Astan development, it was stressed that the policies that
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were introduced in the early 1990s had faulty timing that
is hasty unrestricted liberalization of financial markets.
Excessive, free market liberalization of financial capital
fiows was placed ahead of structural reform to introduce
important, highly essential institutional reforms In
Parallel with the immediate introduction of institutional
change that will help markets work in the interests of a
stable growth economy, there must be elements of a
financial infrastructure, as distinct from the physical
infrastructure already discussed, to be put to work in the
interests of allowing all citizens to learn about and under-
stand the major principles of financial engineering and its
supervision or regulation in the interest of society. By
that I mean that the speculative funds have operated
under a fack of transparency. Nobody knows what they
are doing and they have almost put the world &t total risk.

The financial infrastructure must include the legal
aspects of bankruptey, the efficient economic ways of
emerging from or working out bankrupt situations.
Markets must be regulated and supervised to ensure fair-
ness. Market operations, by the large participants and by
small investors, must be made totally transparent. The
opaqueness or black-out conditions of offshore financial
operations must be prohibited, or tightly controlled, or
restrained to the point at which they cannot upset the sta-
bility of the world economy as they did in the last two
years

Regional economic cooperation in Northeast Asia is

fust the opposite of conflict and military build-up among

the participating countries. This is a potential gain of
Northeast regionalism as an alternative to the friction of
war, as in the past among some of the participants.
Nuclear testing, rocketry, sale of land mines, and mainte-
nance of large fighting forces are all things that should be
scaled back, and the countries involved should be making
plans for peaceful economic expansion. The major gains
to be realized from mutual arms reduction are the substi-
tution of productive capital formation that can produce
the goods and services that peopie really want

I said at the beginning that one of the aspects of the
Northeast Asian projects that interests me a lot is the
resort to high level and intricate economic databases and
the use of those databases to study the policies that
should be applied for development. In my opinion, the
way to proceed for analytical investigation of the region's
potential is to construct the following databases:

a input-output systems for each participant

b. trade matrices from whom to whom by product to
capture international flows of goods and services

c. systems of national accounts (SNA) for the indi-
vidual national economies, and something new that
must be looked at in light of the East Asia and
Latin America crisis

d. 1o the extent possible, the flows of fands need to
be deiineated, within and between nations or
agreed-upon coalitions, assuming smaller partici-
pants,

The first three accounting systems can be produced
in some detail, not always simultaneously, for ail six
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economies being discussed, but certainly pairwise, as
Professor Shishido has already done for Tapan, the United
States, and other countries in East Asia alone National
or regional income and product systems can be modeled
for each of the economies involved, although the regional
accounts - meaning the subregions within nations, require
much more approximation than do the truly national
accounts. Trade matrices have been produced, both on a
national and subnational basis, but they have not yet been
folded into a six nation (region) equation system for all
three accounts simultaneously.

These are very demanding and intricate databases.
Meodels based on them are equally difficult to prepare, yet
that is the appropriate way to research the problems at
hand The ERINA project and Professor Shishido are
doing, in my opinion, just the right thing to start the
analysis by jointly modeling the input-output systems
with production and income accounts. The next thing to
be done is to embed such systems for each of the six
economies into a set of 6x6 trade matrices.

The troubled world economy, not simply the East
Asian economy, needs policy simulations to see how a
world crisis can be avoided by putting the world economy
again on an expansion path. The feature of such simula-
tions that is central to the entire exercise is to construct a
coordinated policy scenario. That was why [ emphasized
in my opening remarks the international cooperation
aspect of this project We have already done this in some
calculations at the United Nations with the project LINK,
which is an international group of statistical models
among 90 countries or regions, groups of countries, cov-
ering the whole world economy. We asked the question
what can be done on a cooperative basis or coordinated
basis to lift up the whole world economy at the moment

I will very briefly describe the outline of one such
exercise of many that can be explored. We assume that
the major G7 countries, excluding Japan, institute much
lower interest rates 100 basis points in Westem Europe
and 150 basis points decline in North America, i.e.
Canada and the United States. Japan already has such

opment assistance, ODA. We assumed in this calcula-
tion, which is already part of the Japanese program, a $30
billion transfer. But for this calcolation we directed it at
five Asian countries in support of their recovery, In this
case, Indonesia, the RoK, Malaysia, the Philippines, and
Thailand. That gives Japan, a donor, and the RoK, one of
recipients, as participants in the Northeast Asia project

In addition, Japan already has a stimulus program.
For this particular computer simulation, we assumed that
Japan would create public works of ¥ 17 5 willion in
1989 and ¥7.5 willion in the year 2000, and reduce taxes
by ¥ 1 willion for 1999 and for 2000, The cortesponding
monelary policy for Japan would be to keep interest rates
steady and carry out the structural reforms of the private
banking system for the institutions that are in trouble

In this kind of scenario, the Asian countries are
expected to gain, including Japan, the world as a whole,
both in terms of production and world trade growth gain,
The biggest gains, off course, are in Asia. ! added to this
scenario a second enhanced scenario in which we assume
that the Asian countries, who are experiencing trouble,
institute some of their own fiscai stimuli. 1f they all suf.
fered, a contagious decline, could they all underge conta-
gious expansion if you reverse the directions of effects ?

If we extend the scenarie, and each of the Asian
countries have a fiscal stimelus amounting to 1 5% of
their GDP, one by one, including the RoK, then we get
even stronger gains. My argument is that by adopting
these coordinated growth policies on an international
basis, everybody will come out ahead T want to remind
you that, in the end, the big thing that changed the United
States from a huge public deficit to a huge public surplus
were two or three years of strong growth. The process
got its start by cutting back on the military after the Cold
War  Two years of military cutback followed by strong
growth, and that is the prescription that will fit East Asia,
and consequently Northeast Asia

Tabie3: Some Specific Couniry Results; UN Stimulus Scenario

low interest rates that is not the policy. Japarn production growlh rate (%) 1898 2009
On the other hand, Japan is a leader in official devel- Haseiine -8 16
Scenaric 10 17
. . . . . Extended Scenario 1.1 1.8
Table2: Broad Regional Effects: UN Stimulus Scenario Thina production growth rate
World product growth rate (%) 1999 2000 Hasaiine 80 75
Baseline 17 27 Scenario 84 78
Scenario 23 28 Extended Scenatio B.5 7.7
Extended Scerario 25 2.8 RoK production growth rate
World trade growth rate Baseline -26 43
Baseline 38 4.8 Scenarig 05 48
Scenario 54 64 Extended Scenario 25 8.2
Extended Scenario 5.4 59 Indonesia production growth rale
Developed countries production Baseline -1.5 (X
growth rate Scenario 29 13
Baseline 1.5 22 Extended Scenario 4.8 3.9
Scenario 22 23 Malaysia production growth rate
Extended Scenario 2.2 2.4 Baseline 15 38
Daveloping countries praduction Scenario 0.6 38
growth rate Extended Scenaric 0.6 3.6
Baseiine iz 47 Philippines production growth rate
Scenario 39 48 Baseline 33 45
Extended Scenario 4.3 52 Scenario 4.7 45
Transition countries production Extended Scenario 8.5 6.3
growth sates Thailand production growth rate
Baseline -1.4 16 Baseline 08 a5
Scenario -1.3 1.7 Scenario 10 35
Extended Scenario -13 1.7 Extended Scenario 2.9 5.4
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TOWARD AN OPEN NORTHEAST ASIA ECONOMIC ZONE -
Ippei YAMAZAWA

Professor, Hitotsubashi University

President, Institute of Developing Economies/ JETRO

1. Japan Sea Trade in the Early 20th Century

i have been centering my studies on APEC, and
looking at the increases in economic caoperation in its
subregional economic zones. With regards to the
Northeast Asia Economic Zone (NEAEZ) and its charac-
teristics, [ would like to mention four points.

First of all, the NEAEZ is not a new proposal in the
1990s, but was a reality in the early 20th century. There
was active trade across the Japan Sea, The exporis from
mainland Japan to ‘Russian Asia’ amounted to 10 percent
of Japan’s total exports in 1915-16. The figure increased
to 17-18 percent with the addition of ‘Chosen” and
‘Kwangtung Province’ to ‘Russian Asia’

This may have reflected the special circumstances at
the beginning of the First World War. Before the First
World War, Russia’s major partner in trade was
Germany, but along with the First World War the trade
stopped. Then Viadivostok became a major trading port
The trade volume through Viadivostok increased by 25 to
30 times, not just with Japan, but rather with the United
States which was also a major trading partner at that time.

However, if you put aside the special circumstances
of the First World War, there has been so called ‘staples-
trade’ across the Japan Sea ‘Staples’ means main prod-
ucts or key products. The econamic development of new
continents, such as America or Australia, was successful
by the production and trade of staples. In the case of
North America, for example, fur, gold, timber, wheat, and
raw cotton were staples, The new continents with not so
big populations were able to produce these goods and
expand trade Then investment began and economic
development took place. This is the famous Staples
Theory. Actually, there was staples trade across the
Tapan Sea.

One of the staples was the big catches of sardines in
the Japan Sea. Fishoil was made from the sardines and

exported to Germany through the Trans-Siberian
Raiiway, while the remaining fishmeal was sold to Japan
as fertilizer. The other one was soybeans, which were
grown in Manchuria (the three Northeast Provinces of
China, Laioning, Jilin, and Heilongjiang). Soybean oil
was exported to Europe, while its remainder was shipped
to lapanese farmers as fertilizer. Thus, there were two
staples, the sardine catch from the Japan Sea and the soy-
bean crop in Manchuria, which produced intensive trade
across the Japan Sea. [n that sense, the NEAEZ was not
fust a concept  The memory of the prosperous Japan Sea
trade has been passed down 1o the people along its coast
line, which may be encouraging them today to revive it as
the NEAEZ

Regarding the story of the sardines and soybeans, |
heard the story from the chairman of a general trading
company a few years ago, but have been unable to verify
it as yet. Teruyuki Hara published a book called the
“Viadivostok Story” in October 1998 Although the book
is about the Japan Sea trade in the past, particularly the
relationship between Japan and Vladivostok, the sardines
and soybeans are not mentioned. The old trade statistics
of Japan recorded that exports of sardines increased three
or four times in 1889 and 1960-1991. Fishmeal, which
was imported to Japan between 1900 and 1903, recorded
an increase. Probably the ‘staples trade’ of sardines
occurred around 1900, The trade of soybean remainder
was a lttle more recent, and its peak was between about
1918 and 1927. I have not been able to investigate any
further So, if any of you have more details, I would like
you to give me some advice

These ‘staples trade’ activated the trade across the
Tapan Sea in the past When we think about the revital
ization of the NEAEZ, | wonder what kind of staples we
could have today.




2. Northeast Asia as a Sub-Regional Economic Zone
(SREZ)

The second topic T would like to tatk about is the
characteristics of the NEAEZ The NEAEZ proposal is
an attempt to strengthen regional economic cooperation
in the region Regional economic cooperation varies
from a tightly structured institutional integration, such as
the European Union, based on the Maastricht Treaty and
aiming to establish a single central bank and single cur-
rency, to free trade areas such as the North American
Free Trade Agreement {NAFTA) and the ASEAN Free
Trade Area (AFTA) designed to liberalize trade and
investment among member economies, and the Asia
Pacific Economic Cooperation Forum (APEC) of much
lower stages of regional integration. The NEAEZ is
described as a subregional economic zone (SREZ), a fur-
ther stage lower of regional integration in its institutional-
ization.

Asian SREZs include the Growth Triangle, with
Singapore at its center, Johor in Malaysia, and Riau
Island area in Indonesia, the Baht Economic Zone,
including the border area of Thailand, Laos, Cambodia,
Myanmar, and Vietnam, and the Greater South China
Economic Zone, including Hong Kong at its center,
Guangdong Province, and Taiwan.  There are also small
ones, such as the Horai Economic Zone, connecting
Taiwan and Fujian Province This could include
Okirawa

The mechanism underlying the development of the
Asian SREZs is characterized as follows It is important
to know these characteristics to understand the different
factors of the NEAEZ compared with other regional eco-
nomic cooperation.  First, each SREZ forms a natural
economic territory across national borders. Professor
Robert Scalapino of the University of California gave it
the name ‘natural economic territory,” in which neighbor-
hood trade has been activated on one occasion or another.
Second, there is a center and a periphery in each SREZ,
where the growth of the center tends to be constrained by
its limited space or labor force and is transmitted to the
periphery through trade, investment, and labor move-
ment. Singapore and Hong Kong are good examples.
Third, no formal agreement has been made between the
national governments concerned, although there may be
negotiations conducted at local government level.
Fourth, all Asian SREZs, except the Growth Triangle, are
located along the borderline between market economies
and former socialist planned economies These economic
cooperations started at the Growth Triangle and expanded
further north to the Baht Economic Zone, the Greater
South China Economic Zone, the Horai Economic Zone,
and 1o the Northeast Asia Economic Zone. These are all
across the borders between former socialist economic
zones and market economy zones excluding the Growth
Triangle. Trade and investment between the two regimes
used to be severely restricted, but with the demise of the
Cold War and the adoption of open economic policies by
the socialist countries, those restrictions were removed,
and these border areas have begun to show signs of eco-
nomic vitality natural to such neighboring areas.

As regards the center of a SREZ, Singapore has
played the leading role in the Growth Triangle, and Hong
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Kong has done the same in the Greater South China
Economic Zone, in developing respective SREZs. The
Baht Economic Zone was named after the Thai currency,
Baht, because it was used for the trade in the national
border areas of Thailand as a key currency. However, the
weaker leadership of Thailand, compared with Singapore
and Hong Kong, has constrained the development of the
Baht Economic Zone Which member will play a center
role in developing the NEAEZ? Its development is
apparently constrained by the inward-looking policy of
the DPRK, reflecting the incompleted demise of the Cold
War in Northeast Asia.

3. Open Regionalism of APEC

I would like to bring up the topic of how-the NEAEZ
can be connected to the APEC. The above mentioned
five SREZs are all included within APEC  Since the for-
mal participation of Russia and Vietnam in 1998, APEC,
has covered fully all SREZ members. APEC includes
three formal Sub-Regional Trading Arrangements
(SRTA), NAFTA, AFTA, and the Australia-New Zealand
Cleser Economic Relationship Treaty Agreement
(ANZCER) {all are FTAs) as well.

The issues of a SRTA and its relation with APEC are
difficult issues, which have not been settled yet. On the
contrary, the SREZs, inciuding the NEAEZ, are sponta-
neous, and have not officially been institutionalized thus
far Both being informal regional groupings, the APEC’s
relationship with the SREZs has never been questioned.
However, NAFTA, AFTA, and ANZCER are officially
institutionalized free trade agreements, and the relation-
ships of these agreements with APEC have been dis-
cussed within APEC, but this issue has not been solved.
APEC Leader’s Declaration in Bogor in 1994, led by
President Suharto, referred to this issue and assigned its
study to the APEC Eminent Persons Group (EPG)

I discussed their positioning as a member of the
EPG. As a result, the Third APEC/EPG Report in 1995
proposed ‘Open Sub-regionalism’ at the seventh APEC
general meeting held in Osaka  Subregionalism could be
called quasi-regionalism. There are two different treat-
ments of SRTA member economies toward non-SRTA
member economies, That is, in NAFTA’s case, how the
United States, Canada, and Mexico treat other APEC
eConOmies

One of the ireatments is to allow SRTA members to
apply their SRTA liberalization to non-SRTA members
on an unconditional MFN basis. That is, when trade and
investment are liberalized within 2 SRTA, non-member
countries can also enjoy the liberalization. The other one
is to limit its application only on a reciprocal basis, that
is, only to non-SRTA members which concede similar
liberalization. The latter could be called either condition-
al MEN or discriminatory treatment  The EPG could not
reach a conclusion, and recommended that members
should choose either of them.

I personally supported the non-discriminative treat-
ment.  However, two thirds of the 18 members of APEC
at the time of 1998 belong to one of these free trade
agreement areas. QOnly five economies - lapan, the
Republic of Korea (ROK), China, Hong Kong at the time,
and Taiwan - do not belong to any of the FTAs. Thus,
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the majority led the conclusion. 1 myself think that MFN
should be given unconditionally, and would like 10 utilize
the idea for regional cooperation in the NEAEZ

APEC has ahways been advocating ‘open regional-
ism.” Open regionalism may sound self-contradictory
because ‘regionalism’ means doing something within a
region. [ prefer to rephrase it ‘open regional coopera-
tion,” meaning promoting regional cooperation in a man-
ner consistent with the rules of international organiza-
tions such as the WTQO, IMF, and World Bank

APEC has been implementing two main tracks of its
action agenda, that is the Trade Investment Liberalization
and Facilitation (TILF), and the Economic and Technical
Cooperation (Ecotech). Not only does TILF include so
called border measures, such as tariffs, non-tariff goods,
services, investment, standards and conformance, cus-
toms procedures, and intellectual property, but also
domestic measures  Ecotech includes 13 areas, such as
capacity building, industrial science technology, small
and medium sized enterprises, infrastructure, energy,
transportation, telecommunications, and information
technology

These action plans already started their implementa-
tions two years ago. As [ mentioned above, since the for-
mal participation of Russia last year, which was realized
with Prime Minister Hashimoto's strong support, ali
members of the Northeast Asian Economic Zone, except
Mongolia and the Democratic People’s Republic of
Korea (DPRK), have become members of APEC. So, it
could be said that these member countries are prepared to
implement the TILF and Ecotech jointly. 1 would like to
suggest that the advocates of NEAEZ should study the
APEC’s agenda and incorporate their NEAEZ's interest
with APEC activities.

4, A Closer Economic Relationship between Japan
and the ROK

The last topic of mine is the recent rather conspicu-
ous development of the economic relationship between
Japan and the ROK. Both Japan and the ROK are leading
members of NEAEZ. A new attempt has emerged recent-
ly to work out an institutional framework for a closer eco-
nomic relationship between the two countries  Japan's
Institute of Developing Economies (IDE/JETRO) and
Korea's Korean Institute of International Economic
Policy (KIEP) have started jointly to explore its feasibili-
ty on the request of the central governments of both coun-
tries. I, myseif, on Japan’s side and Dr Lee, who is par-
ticipating in this coaference as a speaker of the conclud-
ing session, are leaders of the joint study, and a joint
study meeting is planned to be held soon.

Although the study has just taken place, [ would like
to deliver its rough direction. Economic transactions
between the two countries have intensitied since the no-
malization of diplomatic relations This is of a practical
nature, not an institutionalized one  However, bilateral
economic conflict was also aggravated in the 1980s. The
ROK has repeatedly complained about the persistent

trade deficit with Japan and requested more technology
transfers from Japan, while Tapan keeps asking the ROK
to resolve conflicts on taxes and industrial relations for
Japanese firms operating in the ROK. Both governments
and business sectors of the two countries have continued
1o cope with these problems.

In the 1990s trade and investment between Japan and
the ROK have tended to decrease relative to other direc-
tions, while the conflicts have continued unresolved.
These conflicts have not been solved, and the percentage
of each other’s trade in the total trade decreased foliow-
ing the expansion of trade and investment of both coun-
tries. Japan's share in the totai trade of the ROK
decreased dramatically, and the amount of investment by
Japan in the total foreign direct investthent in the ROK
decreased as well  Although the trade conflicts seem 1o
have decreased as a result of a rather distant trade rela-
tionship, the ROK still has a 315 bitlion deficit to Japan.
Professor Klein referred to the New Miyazawa Initiative,
which consists of 330 billion of assistance by Japan for
the recovery of the Asian economic crisis. Tapan has
already committed to the ROK 38 billion out of the $30
billion. This proportionates to a half of the deficit to
Japan. The situation of Tapan and the ROK’s relationship
in the 1990s is that the intensified relation was loosened a
little, but the roots of the conflicts still remain unsolved.

In October 1998 President Kim Dae Chon reversed
this tendency in his visit to Japan He proposed that the
Japan-Korea conflicts that occurred before the Second
World War should be resolved within this century, and
the two nations should try to establish a new partnership
for the 21st century. The President’s proposal was wel-
comed by the Japanese, and the two governments started
their efforts to advance further a closer relationship

A Japan-Korea Investment Treaty is now being nego-
tinted This bilateral investment treaty is to protect main-
ly investment capital from confiscation by sudden nation-
alization, and so on.

Two research institutes are in charge of formulating
an institutional framework in which closer economic rela-
tions between Japan and the ROK can be fusther strength-
ened. Newspapers reported it as the ‘Japan-Korea Free
Trade Agreement,” in which Japan and the ROK agreed
on a FTA first, and then invited neighboring economies
to join without discrimination against third countries

‘That is, Japan and the ROK shouid promote liberal-
ization and facilitation between the two in advance of the
APEC agenda. Since there are many countsies participat-
ing in the implementations of these programs, it is not
casy to do so jointly. So, Japan and the ROK should pro-
mote beralization and facilitation between the two in
advance, and later urge other APEC members to join
them, which will enable Fapan and the ROK 10 take a

joint initiative in APEC  The solutions to the Japan-

Korea conflicts should be sought in this context. |
believe that this will lead to the realization of the NEAEZ
in the next century.
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