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Preface

By 2015, the ASEAN Economic Community (AEC), enoigéd as a single common market and
production base, will become a reality. This wéladl to the freer flow of goods, services, investmen
capital and skilled labour in the region. Tariffdamon-tariff barriers will be reduced, which wilhie
implications for intraregional trade and investmeww opportunities for growth and prosperity are
likely to emerge, but the challenge is to ensuat ginowth is inclusive and prosperity is shared.

Ultimately, the success of ASEAN regional integratwill depend on how it affects the labour market
and therefore how it improves the quality of lifevamen and men in the region. To prepare for the
impact and find the opportunities to seize, thenmational Labour Organization initiated with thgidn
Development Bank a joint study to examine the inpéthe AEC on labour. Findings from the series
of studies that were initiated are collected in28&4 publicatioMRSEAN Community 2015: Managing
integration for better jobs and shared prosperithat report highlights the challenges and opmitits
that will accompany the AEC, including managingdabmigration, boosting productivity and wages
and improving job quality. The report offers poliogcommendations for creating better jobs and
ensuring that the benefits of the AEC are equitabhigred among different countries and sectors.

The background papers to the joint publicationaas@lable as part of the ILO Asia—Pacific Working
Paper Series, which is intended to enhance the dioklyowledge, stimulate discussion and encourage
knowledge sharing and further research for the ptmmn of decent work in Asia and the Pacific. This
paper by Hitoshi Sato examines how ASEAN and Japammutually benefit from ASEAN economic
integration.

The ILO is devoted to advancing opportunities fanven and men to obtain decent and productive
work. It aims to promote rights at work, encourageent employment opportunities, enhance social
protection and strengthen dialogue in handling wetlted issues. As countries in the Asia and the
Pacific region continue to recover from the globadnomic crisis, the ILO’s Decent Work Agenda and
the Global Jobs Pact provide critical policy franoeks to strengthen the foundations for a more
inclusive and sustainable future.

Yoshiteru Uramoto
Assistant Director-General and
Regional Director for Asia and the Pacific

Regional Office for Asia and the Pacific iii
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Abstract

This paper reviews the evolution of the economid palitical relationship between Association of
Southeast Asian Nations (ASEAN) Member States apad since the 1970s and examines how they
can mutually benefit ASEAN economic integrationeTdmalysis looks at the perspectives of trade in
goods and services, foreign direct investment (FiDIY international labour movements. ASEAN
economic integration is highly likely to yield matubenefits for both ASEAN Member States and
Japan through gains from specialization based pipacative advantage and increasing returns to scale
and/or geographical agglomerations. In particulas,expected that the larger ASEAN market wilt no
only attract new Japanese FDI but also urge Japamesdtinational enterprises to relocate their
affiliates, giving rise to an enhanced agglomeragffect and increases in the new host economy’s
productivity. To fully realize these gains, appiaf monitoring of the integration progress is
important. Some extensions of the ASEAN Economien@uinity deserve consideration to enhance
the effect of integration. They include furtherdiblization in services trade and FDI, arrangements
government procurement and expansion of the scoipéeonational labour movements.
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1. Introduction and background

It has been 40 years since Japan and the Associ@tiSoutheast Asian Nations (ASEAN) Member States
initiated their first cooperation (in 1973) — redgoh business disputes in the production of syitthetber.
Since then, Japan and the ASEAN Member States staadily developed cooperative relationships i bot
economic and political fields, especially deepertimgjr economic interdependence. Japan has tradiljo
relied on ASEAN Member States for natural resouesesfood, whereas countries in the region relyapan

for various manufactured products. Furthermoregsesthe late 1980s, Japanese multinational entegghiave
developed international production networks thraughsia, and ASEAN Member States have functiorsed a
a production base for Japanese multinational emges

International production fragmentation has beetoba] trend for decades, becoming especially ingdrin
Asia, which Baldwin (2006) calls “factory Asia”, mhich the manufacturing process is fragmentedstages
and dispersed around the region. Observers noeMeelhat joining global production networks is ¢alifor

a country’s successful economic development. TASEAN Member States’ effort to build the ASEAN
Economic Community (AEC) by 2015 should be undedtivom the perspective that economic integration
would contribute to enhancing this region’s rolel @erformance in global production networks.

Emphasizing this viewpoint, this paper examines KSEAN economic integration would affect Japan—
ASEAN economic relationships and how Japan and tcegnof the region can mutually benefit from
economic integration. In essence, ASEAN integraeeks to generate a larger integrated market,hwhic
provides opportunities to exploit gains from spkzadion (by increasing returns to scale and aggl@tion
effects). Reduced trade costs within ASEAN woulldate the division of labour in the region, whicbud

in turn yield not only standard gains from tradédso new production networks that stretch toGhenbodia,
the Lao People’'s Democratic Republic, Myanmar amet Wam (CLMV) countries. Furthermore, a larger
unified market and better business environmentemgéed by ASEAN integration likely would attractwne
foreign direct investment (FDI) flows. Several sasdreveal that FDI tends to create “good jobs”jciwh
provide higher earnings and greater productivitiemalities in the host countriéslapanese multinational
enterprises are expected to fill such a role amtribute to further development of the producti@tworks in
ASEAN.

Nevertheless, the gains from economic integratrercanditional on its appropriate implementationu3 the
progress of ASEAN integration must be monitored &wen before its launch, the current ASEAN intégra
plan has at least three flaws: (i) insufficieneliglization in services trade; (ii) lack of rules government
procurement; and (iii) insufficient labour moveméngiedom. These issues require serious consideratio

1 For a recent survey, see Javorcik (2012).
Regional Office for Asia and the Pacific 1



2. Japan'’s historical engagement with ASEAN

Japan and ASEAN Member States have developed aomerelationships in both political and economic
fields since the early 1970s. The first cooperaséiorerged in 1973 as the Japan—ASEAN Forum on Symthe
Rubber, a business-level dialogue that soughtstave commercial disputes between ASEAN latex pceds
and Japanese synthetic rubber firms. At the govemevel, the announcement of the Fukuda Docirine
1977 was the first stepping stone for Japan—ASE&bperatiort. The Fukuda Doctrine, a backbone set of
principles of Japanese foreign policy towards Sdtdht Asian countries, emphasized the importance of
Japan’s developing cooperative relationships willelogovernments as equal partners (see the Ammex f
chronology of Japan—ASEAN cooperatidn).

Japan—-ASEAN relationships have deepened througlatpribusiness trade and investment as well as
government support. Indeed, in a development carpeixate businesses and official developmenistasce
(ODA) are closely intertwined by their mutual complentarity. The Japanese Government has engaged in
various assistance activities in ASEAN on the gdsuthat the development and stability of the regiom
crucial for Japan’s security and prospefifjable 1 illustrates that ASEAN has received suttisthportions

of Japanese ODA over the decades. Although Ja@dss recently tended to be dispersed geographically,
ASEAN has maintained significantly large sharesgia (Table 1, third column).

Table 1. Regional distribution of Japan’s official development assistance, 1970-2010 (%)
Year ASEAN Asia ASEAN/Asia
1970 38.9 94.4 41.2
1980 36.3 72.8 49.9
1990 34.7 61.7 56.3
2000 33.2 60.1 55.3
2010 26.8 53.1 50.4

Source: MOFA, Japan.

ASEAN Member States have been important supplienatural resources and food for Japan. For example
in 2011, Malaysia, Indonesia and Brunei Darussdtagether supplied roughly 35 per cent of Japarta to
natural gas demand. Thailand provided roughly 8@eet of Japanese sugar imports (imported sugjafiea

90 per cent of Japan’s sugar demanih).contrast, ASEAN substantially relied on Japanemnufactured
products: approximately 30 per cent of the regianmiports of transport equipment originated fromalap
during the 2000s. This relationship reflects thassical comparative advantage theory, which isrgooitant
aspect of Japan—ASEAN bilateral trade.

2 Prime Minister Fukuda revealed principles of Jgsarforeign policy towards South-East Asian coastduring his tour to the first
ASEAN-Japan Summit.

3 The establishment of the ASEAN Cultural Fund in 8@nhd the ASEAN-Japan Centre, an international @gtan located in
Tokyo, in 1980 are immediate achievements of tHaiBa Doctrine. The ASEAN—-Japan Centre has promateperative ASEAN—
Japan activities, from business to cultural excleang

4 This view is expressed in Japan’s Official Devehgmt Assistance White Paper 2012, available at
www.mofa.go.jp/policy/oda/page_000016.html [accdszé Sep. 2014].

5 These trade figures are for 2011 and come froliowsisources.
2 Regional Office for Asia and the Pacific



In addition to this classical economic interdepemge Japan and ASEAN Member States have developed
another interdependent relationship within the nfacturing sector. To exploit the labour—cost adaget
Japanese firms aggressively increased their FBEBAN Member States in the late 1980s and 1990a As
result, the region comprises a substantial poforapanese multinationals’ global production nekso

The aggressive investment by Japanese multinatien&rprises shifted labour-intensive production
processes, such as assembly lines, to foreigndosafvertical FDI). This trend was especially rekadle in
the Japanese electrical machinery set@plitting production processes and shifting thtveet are labour-
intensive to labour-abundant countries helped redoe total production costs and increased proolustale.
Yet, Japanese FDI in ASEAN is mutually benefictabbth host and source countries. For example néspa
multinational enterprises’ local procurement acdedrior 36 per cent of electrical machinery angp80cent

of transport equipment in 1987 (UNCTAD, 1991). Thire multinational affiliates in Asia procured
substantial portions of intermediate goods andisesvirom the local markets, even at this relayiverly
stage of Japanese FDI.

The Asian financial crisis that began in 1997 atuated how economic stability within ASEAN is vitair
Japan. The financial crisis not only motivated ¢iségablishment of a cooperation framework by ASEAN+3
(the People’s Republic of China, Japan and the BRepaf Korea) in 2000 but also encouraged Japan to
assume leadership in supporting ASEAN Member Sthtdact, during and after the crisis, Japan asgively
assisted ASEAN Member States, producing two new @DAs: the Japan—ASEAN Solidarity Fund in 1999
and the Japan—-ASEAN General Exchange Fund in 2000.

During the 2000s, Japan enhanced its relationshitis ASEAN Member States in several respects. In
particular, the 2003 ASEAN-Japan Commemorative SiinnmTokyo launched a cooperation package
spanning many topics. The cooperation package fegalyi included a regional economic partnership
agreement, which eventually produced the 2008 ASEXsdan Comprehensive Economic Partnersiiipe
Summit highlighted the necessity to reduce the ldgveent gap between the older ASEAN Member States
and the CLMV countries and declared that Japan/®BEAN would cooperate in global issues, such as
counter-terrorism, anti-piracy, environmental potiten and infectious disease containnfent.

Starting with Singapore in 2002, Japan createdaoanpartnership agreements with seven ASEAN Member
States in the 2000s (Malaysia in 2006, Thailan2(d@7, Indonesia in 2008, Brunei Darussalam in 20,
Philippines in 2008 and Viet Nam in 2009). As sarctl describes, the extent to which these agreasmétht
generate economic gains for each country is nat clehis uncertainty occurs partly because ASEANr\der
States unilaterally reduced most favoured natidffdafter the conclusion of the agreements. Hosveit is
likely that the agreements have at least encouregeununication between each country and Japandghrou
dialogue models built into the agreements and tielized to improve business environments.

6 For example, in this sector, Japanese affiliateated in Asia generated around 57 per cent dfgatas from the Japanese and third-
country markets (UNCTAD, 1991).

7 When the Partnership began in 2008, it was inefavith four ASEAN Member States: Singapore, the Paople’s Democratic
Republic, Myanmar and Viet Nam. It was then in fowdth Brunei Darussalam, Malaysia, Thailand and Catidoa 2009 and
with the Philippines in 2010; it has yet to be @éadavith Indonesia.

8 At the Summit, the Japanese Government committedritributing $1.5 billion for the Mekong Region\@éopment Project within
three years.

Regional Office for Asia and the Pacific 3



Japan’s support for the Mekong countries was revas2eASEAN Member States set a goal for establishin
the ASEAN Community by 2015After the Master Plan on ASEAN Connectivity wasiannced in 2010,
the Japanese Government solidified its politicaifan to support the ASEAN Community.

3. Japan’s trade and foreign direct investment with the
ASEAN region over the past two decades

3.1 Merchandise trade

Table 2 illustrates the pattern of trade betwegradand the ASEAN region. The first two columngdate
how the value of Japan'’s total manufacturing exgtarthe region is divided among 13 manufacturewas.
Similarly, the third and fourth columns present gextor distribution of Japan’s imports from ASEAN
Member States. In both 1990 and 2011, Japan’s reajuorts were general machinery, electrical mackine
and transportation equipment, whereas exportspgantaere oil and coal products, pulp, paper anddwand
food products. In the general machinery and elsdtrnachinery sectors, the share of exports excetde

of imports, implying Japan’s advantage over ASEAdImpetitors. It is not surprising that Japan lacks
advantage over ASEAN in the oil and coal, pulp,gvagnd wood, and food product sectors. Japan export
more sophisticated products (such as general mawghito ASEAN in exchange for natural resources and
low-technology products (such as pulp, paper, warutifood).

Table 2. Japan—ASEAN merchandise trade, by sector, 19 90 and 2011

Intra-industry trade

Share of total exports (%) Share of total imports (%) (Grubel-Lloyd index)
1990 2011 1990 2011 1990 2011
Foods 0.8 0.6 11.4 8.2 0.16 0.12
Textile 2.3 1.0 2.2 3.8 0.88 0.41
Pulp, paper and wood 1.9 2.0 15.0 10.1 0.27 0.32
Chemicals 9.4 11.2 2.0 6.9 0.30 0.79
Oil and coal 0.4 4.8 49.1 35.8 0.02 0.23
Stone, clay, glass and concrete
products 1.2 1.3 1.8 0.9 0.90 0.86
Iron and steel , nonferrous metals 13.0 20.4 7.8 8.1 0.65 0.59
General machinery 25.8 21.6 3.4 5.5 0.19 0.43
Electrical machinery 21.0 20.8 2.9 10.9 0.20 0.71
Household electric appliances 5.3 1.2 1.3 3.9 0.32 0.46
Precision machinery 1.9 2.9 0.4 1.6 0.27 0.74
Transportation equipment 15.4 10.3 0.1 1.9 0.01 0.33
Miscellaneous goods 1.6 1.7 2.6 2.5 0.88 0.79

Note: Sector distributions of Japan's exports to and imports from ASEAN are shown.
Source: Author's calculation of RIETI-Trade Industyr Database (RIETI-TID), 2012.

9 Roadmap for an ASEAN Community 20092045 published in 2009.
4 Regional Office for Asia and the Pacific



At first glance, the trade pattern between JapaABEAN does not seem to have substantially changed

the past two decades. General machinery and elestichinery are still Japan’s two major exportiagtsrs,
while oil and coal is the primary importing sectétowever, certain sophisticated goods sectors have
substantially increased in Japan’s share of totpbrts; for example, electrical machinery increasech 2.9

per cent in 1990 to 10.9 per cent in 2011. Chemiakslo increased, from 2 per cent in 1990 to 6rT@et in
2011. Even in transportation equipment, Japan allgumported nothing from ASEAN in 1990, but that
import share increased to 1.9 per cent in 2011sd&lodhanges in Japan’s import patterns indicatetegrea
ASEAN industrialization in this time period.

An examination of the intra-industry trade furtledarrifies that indication. The last two columnsTiable 2
present each sector’s degree of intra-industryetiadl990 and 2011 by the standard Grubel-Lloya»nd
which approaches 1 as intra-industry trade becodwesinant!® Several sectors in which Japan has a
comparative advantage over ASEAN Member States#xdubstantial increases in intra-industry trefde:
example, the index increased from 0.20 to 0.71datecal machinery; in chemicals and precision hiaery,

it increased from 0.30 to 0.79 and from 0.27 talpréspectively. For the merchandise sector asaewthe
index increased from 0.24 in 1990 to 0.48 in 204t (eported in Table 2.

The structural changes in Japan—ASEAN bilateraetralso can be observed in trade by productiorestag
Table 3 breaks down the merchandise trade intodategories: primary goods, processed goods, amsl pa
and components are intermediate inputs, whereasiogstion and capital goods are final go&dghe first
two columns present the distribution of Japan’soetgpto ASEAN in 1990 and 2011. More than 60 pet ce
of Japan’s exports to ASEAN were intermediate gdpdscessed goods, and parts and components) h 199
This trend increased in 2011: More than 70 per oémxports were categorized as intermediate goods.
contrast, primary goods comprised a substantidgiggoof ASEAN’s exports to Japan in 198iowever, the
share of primary goods declined, and that of martscomponents increased from 4 per cent to appetgly

13 per cent in 2011. In addition, capital goodsiciwtaccounted for less than 3 per cent in 1990¢gamsed to
approximately 8 per cent. By expanding the expbmparts and components and capital goods, ASEAN's
exports to Japan have become diversified in thdymtion-stage classification over the past two desa

10 The standard Grubel-Lloyd index is given by:
|EXijic — IMyji|
whereEX;j, andIM,;j, are country’s exports to country and countryi’s imports from country in sectork, respectively. The index
approaches 1 when intra-industry trade prevaithénsector.
11 The sector average of the Grubel-Lloyd indexvggiby the following formula:
2 x min{EX;jx, M}
- Tk EXije + XM
12 The product categories depend on RIETI-Trade ImgBtabase (RIETI-TID)’s definition, which in tuuses the Broad Economic

Categories (BEC) codes. For details, refer to wwiitig.com. Processed goods comprise BEC codes 21ar2l 32. Parts and
components comprise BEC codes 42 and 53.

13 Processed goods had the largest shares in botha®92011, but that occurred because oil and mmalucts belonged to this
category.

Regional Office for Asia and the Pacific 5



Table 3. Bilateral merchandise exports, by producti on stage, 1990 and 2011 (%)

Production stage Japan ASEAN

1990 2011 1990 2011
Primary goods 0.3 0.5 30.4 18.9
Processed goods 33.1 38.3 47.1 42.6
Parts and Compornents 27.6 35.2 4.1 125
Consumption goods 10.0 5.4 15.4 18.1
Capital goods 29.0 20.5 2.9 7.8

Note: Production stage in RIETI-TID is based on the Broad Economic Categories (BEC) classification.
Source: Author's calculation of RIETI-TID (RIETI-Trade Industry Database), 2012

Thus, the characteristics of the Japan—ASEAN meidibea trade are twofold. First, trade based ogltmssical
comparative advantage theory still carries substaneight. ASEAN’s supply of natural resources doold

has been patrticularly important for the Japanesea@uy. Second, however, intra-industry trade instetors
where Japan has comparative advantage over ASEAMMbieased over the past two decades, which isplie
that gains from specialization arising from incieggeturns to scale and agglomeration effects haeeme
more important for Japan and ASEAN. Additionallgpdn—ASEAN trade reflects the increasing importance
of production fragmentation between Japan and ASEAdxhber States.

3.2 Trade in services

As is commonly known, statistics for services trade not as well organized as those for the tnadmpods,
partly because services are less visible than gandsheir transactions are more complex. The ifileetson

of services trade by the General Agreement on Tire8ervices (GATS) uses the following four supmigdes
of services trade: direct cross-border trade inises (Mode 1), movement of the customer to thentrguof
the provider (Mode 2), sales of services througloféshore affiliate (Mode 3) and temporary movemeit
natural persons to provide services (Mode 4). Tdlartte of payment statistics cover Modes 1, 2 atd 4
Mode 3 is included in the statistics of foreignlaffes’ sales.

Table 4 reports the distribution of bilateral seed trade between Japan and ASEAN, based on thaekp
balance of payment statistics. Although the tableadt free from the caveats cited previously, tmeresting
changes are evident between 1996 and 20Hitst, the share of other business services exgdrom Japan
grew, from 31 per cent to 42 per cent. This categocludes production services, such as tradeedlat
services. Thus, the increase appears to refletU#pmnese multinational enterprises developeduptimh
networks within ASEAN during the 2000s. Second, pheportion of royalties and license fees in Japane
services imports increased markedly, from 1 pet teedl4 per cent. The same category in Japanesetexp
also increased, from roughly 14 per cent to 1&pat. This data suggest that technology transachetween
Japan and ASEAN have become bidirectional in peralith the evolution of production networks thrbug
Japanese FDI.

14 Another difficulty with services-trade statistics data availability. It is much harder for govemmts to track international
transactions in services than in goods trade bedhey are less “visible”.

15 As an example of insufficient data collection é@msces trade, Japan’s balance of payment statiiticservices transactions classify
sectors and countries only after 1996.

6 Regional Office for Asia and the Pacific



Table 4. Japan—ASEAN bilateral services trade, by sec  tor, 1996 and 2011 (%)

Export Import

1996 2011 1996 2011
Transportation 27.3 30.5 26.1 21.6
Travel 28.8 1.0 35 3.8
Communication 2.2 1.0 14 0.3
Construction 12.8 7.9 21.8 12.8
Insurance, finance 1.8 15 2.0 1.0
Information 0.9 14 0.8 0.4
Royalities 0.9 13.6 13.7 18.0
Other business 25.4 25.6 30.6 42.0

Source: Authour's calculation of the balance of payment statistics, BOJ.

3.3 Foreign direct investment

Japanese FDI in the ASEAN region heavily increaauhg the late 1980s, especially after the 19&&#!|
Accord, which caused sharp real appreciation inJdganese yen. While Japanese multinational eigespr
increased their FDI in industrialized countriegtsas the United States, to penetrate the markitewvtrade
conflicts (horizontal FDI for tariff jumping), theglso began to shift labour-intensive goods andlycton
processes, such as assembly, to industrializedresinncluding the newly industrialized economaesl the
ASEAN Member States, to exploit inexpensive labagosts (vertical FDI). Indonesia, Malaysia, the
Philippines and Thailand (ASEAN-4) were the mogtydar FDI destinations at that tinfe.

In the early 1990s, China replaced ASEAN as thetpopular destination for Japanese FDI. But thee, t
FDI boom towards China and the ASEAN-4 plunged fribrm impact of the 1997 Asian financial crisis.
Japanese FDI in China revived after 2000, parttbutiuring the period immediately after China’'s ession
to the World Trade Organization. However, the ralf Japanese FDI in ASEAN did not occur on theea
scale as it did in China.

Figures 1A and 1B depict these trends in the redidrstribution of Japanese FDI in the manufacwirin
sectort” In 1998, the ASEAN-4 was the most important desim among three Asian destinations (ASEAN-
4, the three newly industrialized economies (or3)I& the Republic of Korea, Singapore and Taiwaimiga)

as well as China) in terms of both the number odifm affiliates and their sales. Japanese foraffiiates in
ASEAN-4 accounted for approximately 23 per cenheftotal foreign affiliates, which was the largesgjional
share in Asia (panel A). However, in 2011, Chinaswlae most popular destination, although ASEAN-4
slightly increased its share relative to that i®8,9with a similar tendency in foreign affiliatesales (panel
B). The sales share of Japan’s foreign affiliateASEAN-4 increased, from approximately 11 per dant

16 ASEAN-4 includes Indonesia, Malaysia, the Philiggs and Thailand. Asian newly industrialized ecoiesmepresent Hong Kong
(China), the Republic of Korea, Singapore and Tai{@inina).

17 The data are obtained from the Survey of OverBeamess Activities, a firm-level survey conductgdtibe Japanese Ministry of
Economy, Trade and Industry (MET]I). This surveyudes Japanese firms that own or have previousheovwoverseas subsidiaries.
Overseas subsidiaries are defined as foreignaaédiin which Japanese firms have invested cagfithD per cent or more or as
foreign firms in which Japanese foreign affiliatesre invested capital of 50 per cent or more. Huéce of sample years, 1998 and
2011, reflects data availability. China includesfgn affiliates established in Hong Kong (China)r fuos study, NIEs 3 includes
three countries/regions but not Hong Kong (China).
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1998 to 19 per cent in 2011. The growth in China wauch faster, though, where the sales share seulea
more significantly, from approximately 7 per cemtli998 to 24 per cent in 2011.

Figure 1A. Distribution of FDI, 1998 and 2011

Number of affiliates

200 "1998
®2011
10.0 1
0.0 “
China ASEAN-4 NIES3
Note: NIEs3 = The three newly industrialized economies of the Republic of Korea,
Singapore and Taiwan (China).
Source: Author’s calculation of Survey of Overseas Business Activity, METI.
Figure 1B. Distribution of FDI, 1998 and 2011
Affiliates' sales
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China ASEAN-4 NIES3

Note: NIEs3 = The three newly industrialized economies of the Republic of Korea,
Singapore and Taiwan (China).
Source: Author’s calculation of Survey of Overseas Business Activity, METI.
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Table 5 presents the sector distribution of JapaRed in ASEAN affiliates’ sale® In 1998, the largest sector
was electrical machinery, accounting for approxahyats0 per cent of affiliates’ sales in that region
transportation equipment followed, at approximatiedyper cent. The FDI sales distribution in ASEABSw
skewed towards electrical machinery relative todiséribution in all regions. This distribution dnatically
changed during the 2000s: In 2011, transportatippripenent occupied the greatest share, at approaiya?
per cent, with electrical machinery following, aughly 18 per cent. This structural change in tbé¢ $ales
distribution reflects changes in Japanese indlisiiapetitiveness. The increasing transportatianpygent
share and the decline in the share of electricehimary represent a general trend observable er oégions
(the columns for all regions in Table 5). Note ttia influence of such a Japanese FDI structur@hgé in
the 2000s can be observed in changes in Japan—ASidafdral trade. In Table 2, Japan’s export sludre
transportation equipment declined, from 15 per t@d0 per cent, indicating production localizattbrough
FDI in transportation equipmetit.

Table 5. Distribution of FDI sales, by sector, 1998  and 2011 (%)

ASEAN-4 All regions

1998 2011 1998 2011
Foods 2.3 1.8 24 3.0
Textiles 4.7 1.4 24 1.0
Pulp, paper and wood 0.7 0.5 1.0 0.7
Chemicals 9.1 7.3 8.2 10.0
Oil and coal 0.1 0.2 0.5 1.2
Stone, clay, glass and concrete products n.a. 1.0 n.a. 1.3
Iron and steel, nonferrous metals 6.7 8.0 4.4 55
General machinery 3.1 5.4 7.5 8.0
Electrical machinery 48.9 18.3 34.3 18.5
Transportation equipment 16.4 51.8 31.9 44.2
Miscellaneous goods 6.3 4.3 7.4 6.6

Source: Author's calculation of Survey of Overseas Business Activity, METI.

As mentioned in section 2, Japanese multination&rprises’ affiliates in Asia purchased considkrab
portions of intermediate inputs from local marketgen at the relatively early stage of JapanesgthBllate
1980s). Table 6 shows the evolution of local praoiduc networks since the 1990s. The numbers are
remarkable: The share of local procurement incbdsem about 30 per cent in 1996 to 40 per ce0h0

in electrical machinery while it increased from abd7 per cent in 1996 to 72 per cent in 2010angport
equipment?

18 ASEAN-4 is used here because the data for ASEAM IM98 was not available.

19 Japan’s import share in transportation equipmesreiased from 0.9 per cent to 2.9 per cent. Thatseaste consistent with anecdotal
evidence that Nissan and Honda in Thailand beggpisiy their products to Japan during the 2000s.

20 Not surprisingly, local procurement is much greateransport equipment than electrical machin&te difference is attributable
to the fact that transportation costs for interratalinputs in transport equipment are higher thasd in electrical equipment.
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Table 6. Local procurements, by Japanese multinatio  nal enterprise affiliates in Asia, select years (%)

Year Electrical machinery Transport equipment
1996 29.9 46.7
2000 32.2 51.0
2005 38.5 66.5
2010 40.2 72.0

Source: White Paper on International Economy and Trade 2012, METI.

4. Impact of ASEAN integration on ASEAN-Japan
economic and political relationships

4.1 Trade and foreign direct investment

Established in 1992, the ASEAN Free Trade Area (AFiE a core of the ASEAN Economic Community
(AEC). Because AFTA is a preferential trade arramgat, it is not free from the usual concerns tpacsl
interest groups will distort tariff reductions ¢t trade diversion might outweigh trade creatiod that the
reduction in external tariffs would stall. Howevitiis highly unlikely that these concerns regagdikFTA are
legitimate for the following reasons. First, frotse outset, AFTA covered a broad range of prodactd,tariff
reductions were substantial, even though the remtuctchedule varied among member countries and
occasionally altered. In fact, except for the CLMdUNtries that joined AFTA in 1995, AFTA memberslha
eliminated tariffs for virtually all products by 20.

Second, AFTA countries often unilaterally reducedsimfavoured nation (MFN) tariffs after AFTA was
enacted! Empirical studies support the view that AFTA diat nonstrain the reduction in external tariffs (see
Calvo-Pardo, Freund and Ornelas, 2009). Third andiss to the second reason, most ASEAN MembereStat
(Indonesia, Malaysia, the Philippines, SingaporeEmailand) joined the Information Technology Agremt
(ITA) in 1997, which is another example of MFN tareduction. The ITA, enacted in 1997 as one oksal
World Trade Organization agreements executed tifteruguay Round, eliminated tariffs on a broawyea
of IT products by 2000 on a most favoured natiogidyauch as telecommunication equipment and cargut
Ornelas (2005) and others formally demonstrated ¢bantries participating in the free trade areaewe
incentivized to reduce external tariffs after srhation. Thus, AFTA countries’ unilaterally redagiMFN
tariffs and joining the ITA can be interpreted aasonable responses after preferential tariff feshe by
AFTA.

Based on the previous analysis, it appears thartierging economic integration in the goods tradeving
no negative effect on external tariffs. But whatattthe effects of the emergence of an integradedg market
in the region on ASEAN-Japan trade?

21 For example, applied MFN tariff rates were occaalty even lower than AFTA’s preferential rates fmme products during
AFTA's tariff reduction. For a theoretical explaiwat of countries’ incentive to reduce externalffaréfter forming free trade areas,
see Ornelas, (2005).
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Standard trade economics provides good guidanaeTdre two major explanations for internationadiér.
comparative advantage and gains from specializagtamming from increasing returns to scale or
geographical agglomeration. Trade based on comyparatlivantage results from differences in technglog
factor endowments (including natural resources)jtutions and other influences. The trade datention 3
suggest that trade between ASEAN and Japan idastikly explained by comparative advantage: Jagane
exports in machinery industries in exchange for ASEnatural resources and food. Given that tariff
reductions within ASEAN Member States stimulateeexal-tariff reductions, economic integration would
accentuate trade on the basis of comparative aalyarind increase trade volumes with Japan.

The more important effects of economic integratmnASEAN-Japan trade probably will arise from intra
industry specialization because of a larger ASEAXtket. The standard trade theory indicates thatget
market size increases the total varieties of prtsdavailable to consumers and producers. Giverescal
economy at the firm level, a larger market enafitess to expand their operation and reduce prodaatbsts
(Krugman, 1979). It is known that decreases indradsts, such as tariff reductions in ASEAN, have
encouraged industry agglomeration within ASEAN. ISagglomeration will probably generate gains from
specialization (resulting from increasing returostale and/or agglomeration externalities) anceases in
industry competitiveness. ASEAN integration thugxpected to further increase intra-industry tredté
Japan.

As discussed in section 3, Japanese FDI is coratedton transportation equipment and electricahinacy
(Table 5). ASEAN Member States’ tariff reductiof®th AFTA and MFN tariffs) have thus far motivated
Japanese multinational enterprises to relocate #iffliates within this region, which acceleratediustry
concentration. An example of this phenomenon isatitemobile and related industries in Thailand. ASE
integration is expected to strengthen the tendehggographical agglomeration and division of labwithin
ASEAN.

Additionally, ASEAN integration will probably stinkate new Japanese FDI. Recent FDI statistics stigges
resurgence of Japanese FDI in ASEAN, partly attable to business environments in China havingntice
worsened and Japanese multinational enterprisesisnéor risk diversification having increasédThe
findings from a survey of Japanese multinationaémarises indicate that in addition to the recdrdised
relationship between Japan and China, increases@es and less transparent and unstable regulatiens
two major disadvantages of the Chinese economy. slingey also revealed that Japanese multinational
enterprises regard the ASEAN region as an impoetk@tnative to China as an FDI destinatioi.ASEAN
integration can improve business environmentstagimn will probably attract further FDI from Japan

22 The balance of payment statistics in 2013 repdttatiJapanese FDI in ASEAN recorded ¥2,333 trillf@bout $23 trillion), while
in China (including Hong Kong (China)) it was ¥1,Gtiftion (about $10 trillion).

23 A study group that included the author conduckes survey on business environments in China in 208 survey counts about
360 respondents that have manufacturing affiliateShina as of 2012. As is expected, the majoiitys listed inexpensive labor
costs and increasing demands for their productshasmajor attractiveness of China. Interestinghg tmost considerable
attractiveness was a large number of downstreamsfio which Japanese multinationals sell their pct&l Another interesting
observation from the survey is that about 55 pat oéJapanese multinationals answered that theydvaot alter China’s share in
their worldwide production. Almost the same numblerespondents answered that either they wouldedserthe production share
in China or increase it. A preliminary summary dof gurvey is available from the author.
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4.2 Structural transformation and emerging industries

It is not easy to predict how ASEAN integration fitighfluence the industry structure from the pecsipe of

the Japan—ASEAN economic relationship. Employingutisector computable general equilibrium model,
Urata and Kiyota (2003) simulated the impact oEast Asian-wide free trade area on trade patterisst
Asia and found that the creation of such an agreéthd not greatly change trade patterns acrossdustries
examined”* However, the standard trade theory is, againingve. On one hand, certain conditions, such as
a comparative advantage arising from factor endavsnésuch as natural resources) will not change
noticeably; energy-related products (such as ail @wal) and food products will continue to be intpat
exports to Japan. On the other hand, certain factdowments are changeable.

Figure 2 depicts the human capital distribution®s& countries in 1990 and 20?0’ he two panels suggest
that developing countries tended to accumulate huoapital during those two decades, leading to the
rightward-skewed distribution in 2010 relative bat in 1990. However, the CLMV countries appealatp
behind the older ASEAN Member States in human abptcumulation: While the older countries increase
their human capital stock by 0.47 per cent, the @Ldduntries did so by only 0.28 per cent. This i
implies that ASEAN integration may trigger two chas. First, an integrated ASEAN will become lesH sk
abundant, stimulating increasing exports of uns#tilabour-intensive products to Japan. As Tablegiates,

for example, the export share of textiles in ASEARStal exports increased from 1990 to 2011.

Figure 2. Changes in human capital, 1990 and 2010

1990

ASEAN1.78

CLMV1.60 China 1.86 Rasanzst

2010

Density

ASEAN2.25 Japan 3.24

el China 2.40

© T T T T

1 2 Human capital stock 3

Note: CLMV: Cambodia, the Lao People’s Democratic Republic, Myanmar and Viet Nam

Source: Author’s calculation of Barro and Lee (2012).
Second, the older ASEAN Member States will lose petitiveness in the unskilled labour-intensive gesct
In fact, in the automobile industry, the productgupply chains organized in Bangkok and its neighing

24 They used the Global Trade Analysis Project (GTA®)el developed by Hertel (1997). In their exercen East Asia free trade
area includes ASEAN-4 plus Viet Nam, the newly isttlialized economies, China and Japan.

25 Using average school years for people older tHarfrdm Barro and Lee (2013); human capital is dated using the method
proposed by Hall and Jones (1999).
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areas already have begun stretching to bordermegnosurrounding countries, such as Cambodiatantado
People’s Democratic Republic. Plants in those teontries lead in labour-intensive production preess
whereas those in Thailand have shifted to capitairsive (or more skilled labour-intensive) proess$Vith
the support of transportation infrastructure depelent in the Mekong region, this trend will increas
Reduced trade costs stemming from ASEAN integratidiraccentuate the current industrial agglomenati

A similar international division of labour within@EAN is occurring in electrical machinery. For exda)
after first attracting Japanese multinational euises in the late 1980s, Malaysia formed eledtradustry
clusters. But multinational enterprises, includihgse in Japan, have begun to shift labour-intensiectrical
products manufacturing from Malaysia to Viet Nand éine Philippines. The Malaysian government is now
working to attract FDI for more sophisticated eleetl products and thus seeking product upgrading.

With integration, services trade will increaseiitgportance in two respects. First, production sswiwill
increase with the further evolution of internatibpaoduction networks in Asia. ASEAN integrationliwi
probably expand production networks by reducinggpartation and border-transaction costs. Additlgna

if the AEC can promote liberalization in servicemde in this region and can concomitantly impregional
production services, the international productietworks between Japan and ASEAN would be enhanced,
leading total productivity gairn.Second, if ASEAN Member States’ economic develapnpogresses
further, the demand for consumption services, sisctiavel, education and finance, would also irsgekor
example, Japan relaxed tourist visa requirementivids ASEAN Member States in 20%3Although it is too
early to evaluate the effects of this particulbetalization policy, increases in the trade volwhservices are
expected.

4.3 Productivity and wages

Prior studies suggest several mechanisms by whécte tiberalization increases productivity. Fiistport
competition arising from tariff reductions stimwatdomestic producers to improve their X-efficieriegr
example, Hay (2001) empirically examined the effaiftthe 1990 Brazilian trade liberalization on thtl
factor productivity and found both large produdivijains and large decreases in market sharesrafitsp
among Brazilian firms. Second, trade liberalizataables firms to access less expensive but higledity
imported inputs (Coe, Helpman and Hoffmaister, 19&enstra et al., 1999). Recently, using Indomesia
plant-level data, Amiti and Konings (2007) lookedthe effects of tariff reduction on final goodsdan
intermediate inputs simultaneously and found thafftreductions on intermediate inputs generatedhmn
greater productivity gains than those on final godichird, recent trade literature referring to aedée range
of enterprises emphasized that trade liberalizatigoroves sector productivity by reallocating irgditom
unproductive firms to productive firms (Melitz, 280 Using Chilean plant-level data, Pavcnik (2002)
empirically demonstrated that the reallocationnpfut resources from less efficient plants to mdfieient
plants was an important channel of productivity iayement. Fourth, trade liberalization encouragessfto
adopt new technologies. Bustos (2011) examinedmhgian exporting firms and found that increasefirim

26 personal contact between customers and cliemssisntial in many services, and geographical piibxibetween suppliers and
markets is key. Thus, trade in services tendsise #nrough FDI or natural persons’ travels achusslers. The AEC can potentially
improve the efficiency of services provision by mating non-discrimination, domestic regulatory refe and natural person
movements (by mutual recognition agreements).

2T The five ASEAN Member States are Indonesia, Madayke Philippines, Thailand and Viet Nam. Thisiggowas implemented in
July 2013.
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revenue caused by the Mercado Comun del Sur (ConMiaoket of the South) encouraged them to upgrade
their technology. These four mechanisms can beaetdo ASEAN integration.

The impact of international trade on wages is @sital topic in the international trade literatufide
Heckscher—Ohlin theory predicts that trade libeedion increases the relative returns to abundzstofs,
which are generally unskilled labour for developoauntries (the Stolper—Samuelson theorem). However
observers acknowledge that once the Heckscher—@tdatel is extended, the prediction of factor reward
becomes more complex. For example, in a Heckschdir-@odel with three types of countries — high-,
middle- and low-income — the impact of trade lilhesdion on skill premium (relative wage of skilled
unskilled workers) is ambiguous for the middle-imeocountrie€® Alternatively, if technological catch-up by
a developing country is allowed in a two-countryckicher—Ohlin model, with a continuum of final gepd
the skill premium rises in both the industrializattl developing countries (Zhu and Trefler, 2003hd@ugh
Japan is a skilled worker-abundant economy relativdSEAN Member States, the latter have greatrditye

in skilled and unskilled labour endowments. Thhe,éxisting studies suggest that careful attenti@manges
in labour demand and supply is needed when exagthmimpact of trade liberalization on wages.

Recent empirical studies carefully dealt with saomplexity and validated the Stolper—Samuelsonrérao
For example, Chiquiar (2008) examined changesilhmiemium in Mexico caused by the North American
Free Trade Agreement, exploiting regional wageatams. He found that regions with a larger exgolime

to international markets (such as regions closéhéoMexico—United States border) exhibited a redati
increase in wages and a decrease in skill premasmredicted by the Stolper—Samuelson theorem.iAnt
Cameron (2012) studied the impact of tariff reduwdiin Indonesia on skill premium by using plaveladata.
They found that reducing tariffs on production itgpdecreased the skill premium within firms thaparted
their intermediate inputs because they are skiflrigive, and the tariff reduction regarding sucbdpcts
decreases the relative demand for skilled workers.

Based on the premise that multinational enterpiimssess superior proprietary assets, such asotegyn
managerial skills and brands, it has been argusdiritvard FDI contributes to host countries’ prattity.
First, multinational enterprises might improve tveductivity of acquired local firms by introducinbeir
superior proprietary assets. Second, the entryudfimational enterprise affiliates is likely to for the least
productive indigenous firms to exit, leading to moyements of sector productivity. This channel ésyv
similar to the one in which trade liberalizationghmi encourage productive firms’ expansion and utpctve
firms’ contraction (and exits). Third, multinatidrenterprise affiliates might create technologylepers to
indigenous firms. Such spillovers might arise bseaui) rival indigenous firms might improve thefr
efficiency (competition effects); (ii) indigenousnis might learn from the multinational affiliatéisrough
observation or establishing business relations ¢hatnation effects); or (iii) local workers who wedrained
and increased their job skills at multinationall@ffes might move to local firms (labour turnowedfects).

Expecting these FDI effects on productivity, depalg countries, including ASEAN Member States, have
offered special incentives to foreign firms, such tax incentives, tariff reductions and subsidies f
infrastructure, to lure increased FDI. Based onidlea that local participation with multinationatlterprises
might facilitate spillovers from the affiliates, ¢@rnments often impose restrictions on foreign awime.

28 More rigorously, the present study discusses &stder—Ohlin model with multiple cones.
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The empirical studies on host countries’ produttigains from FDI, however, have provided mixeditess
Using Italian firm data and dealing with the sadfection problem, Benfratello and Sembenelli (20@6nd

that foreign ownership had not affected affiliatpsdductivity?® In contrast, Arnold and Javorcik (2009)
revealed that changes in ownership from domesfmréagn significantly improved Indonesian manutasig
plant productivity. They concluded that such prdaoity improvement came from restructuring because
acquired plants tended to increase their investrimentachinery and equipment, employment, wages and
output. These studies thus suggest that the priedudtansfer from multinational enterprises teithforeign
affiliates may depend on specific situations, saslthe gap between the investment country ancethgient
country.

As for FDI spillovers on productivity, Aitken andartison (1999) examined Venezuelan manufacturiagtpl
and found that foreign equity participation wasipesly correlated with plant productivity only famall
plants and that inward FDI negatively affected Iq@ants’ productivity. More recent literature fams on
identifying channels of FDI spillovers. Blalock afartler (2008), for instance, asserted that mailiimals
operating in emerging markets have an incentivteatosfer technology to raise local suppliers’ praitlity;

the authors empirically demonstrated that Indomegiants that supplied foreign entrants exhibited
productivity gains.

The literature on FDI spillovers often identifiessjtive effects in industries other than those hiclv foreign
affiliates operate (see Bwalya, 2006 for Zambiamd). In particular, a backward link is an impottalnannel
through which spillovers occur (see Javorcik, 2@6¢ Lithuanian firms; Liu, 2008 for Chinese firms;
Machikita and Ueki, 2012 for ASEAN firms). In addit, some recent studies highlighted labour turnase

a conduit for FDI spillovers, using matched emplepenployee data (see Balsvik, 2011 for Norwegian
manufacturing plants and Poole, 2013 for Brazil@ants). Although Balsvik found that workers with
multinational enterprise experience contributegh@0cent more to the productivity of their plardtworkers
without such experience, Poole found that FDI epdl through worker turnover was pronounced among
skilled workers.

Nevertheless, local participation with multinatibeaterprises does not necessarily warrant FDlosts to
local firms. Although local firms that participaitejoint ventures with multinational enterprisegyini access
their technology or managerial skills more eashg, multinational enterprises may be discouragedhtesfer
them to the affiliates out of fear of their propaigy asset eroding. The effect of local participativith
multinationals on the degree of FDI spillovers bl been empirically studied. For example, Tai0b)
studied Indonesian plant data and found that tiyeegeof spillovers tended to be small in industvwibere the
presence of majority-foreign or wholly foreign pliaiis greater. Using Romanian firm-level data, deikand
Spatareanu (2008) also found that vertical spilleweere observed among projects with shared dooresti
foreign ownership but not with fully owned foreignbsidiaries.

In short, the empirical studies suggest that matiimal enterprises may contribute towards imprguime
productivity of host countries by enhancing thedurivity of the acquired firms and the local suprd from
which the affiliates purchase inputs. Labour movetsidrom the affiliates to indigenous firms are tueo
channel for FDI spillovers. However, the empirisalidies also suggest that the FDI effects on tts ho
countries’ productivity are likely to depend on te@r conditions, such as the technological gap éetw
investment countries and host countries and therptisn capacity of local firms and workers. Rigaso

29 |t is widely acknowledged that multinational eptése affiliates on average have higher produgtitiitan local firms. Several
empirical studies have reported this tendency. Hewefor identifying productivity gains by acquirddms, controlling self-
selection bias (in which multinational enterprifféiates might be more productive if multinatiorenterprises tend to acquire more
productive indigenous firms) is important.
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empirical studies on the effect of Japanese FDASEAN on recipient countries’ productivity are soar
leaving a gap in needed analysis.

FDI also might affect wages in host countriessltvell established that multinational affiliatesygagher
wages on average than domestically owned firmss@yp2004). Several reasons for this wage premawa h
been suggested. Fearing technological spilloverdtimational enterprises might offer wage premiutms
lower the labour turnovers; multinational entergsismight compensate for their higher labour demand
volatility; or multinational enterprises might sityshare rent with local workers. Additionally, FDlight
raise wages paid by local firms through market-vimderovements in the marginal product of labour étfier
multinational enterprises indeed offer “good jobslocal workers has an important welfare implicatfor
FDI, especially if inward FDI yields the positivetlour market externality in host countries.

Empirical studies on the effect of FDI on wagebast countries also are not decisive. Although nsungies
find that multinational affiliates pay higher wagbkan local firms after controlling for worker quigl it could

be a situation of self-selection (“cherry-pickingy multinational enterprises). Recent empiricatigts that
carefully dealt with this possible selection biasirid that wage premiums in foreign-owned firms were
considerably small (see Almeida, 2007 for Portugudns; Heyman, Sjoholm and Tingvall, 2007 for
Swedish firms). However, these studies are limitethdustrialized countries, and there is a needrfore
studies using developing country data to assedalboerr market outcomes of inward FDI.

As for wage spillovers, empirical studies are egearcer. Some of the empirical studies on proditgtiv
spillovers already cited suggest that wage spillove also likely (especially Poole, 2013). Theesef$ of
Japanese FDI in ASEAN on wages in host countriee lyat to be known. Anecdotal findings suggest that
Japanese multinational enterprises might transfeskills to local workers. For example, when nmational
affiliates located in Thailand were damaged by iiwasffooding in 2011, Japanese multinational enises
temporarily relocated local employees to their lgghments in Japan until the Thai affiliates resdm
operations.

Available literature suggests that trade and FDdhhimprove developing countries’ productivity thgh
various channels. Productivity improvements wowdd to an increase in real wages on average. But th
literature also indicates that the productivitynster and wage improvement effects of FDI might be
conditional. The absorption capacity of local firamsl workers could be important for the productitiansfer
from multinational enterprises to host countries. oted, rigorous empirical studies that examirtes t
Japanese FDI effects on the productivity and wagtee recipient countries are scarce. Based oaxisting
studies, the effects of Japanese FDI in ASEAN skehave been positive because of the technologimal
between Japan and ASEAN and the skewedness ofelapkDI to machinery products, in which technology
is relatively matured and easy to be absorbed ¢l foms and workers.

Whether local firms’ participation increases FDillspers is disputable. It is not surprising thagulations
on the degree of foreign ownership are unpopulaorgmmultinational enterprises, including Japanese

16 Regional Office for Asia and the Pacific



multinational enterpris€®. Such regulations may discourage FDI. Although At€C has provisions to
regulate performance requirements with respecbig iEs level is not necessarily sufficietit.

In terms of wage inequality, it is not immediatelgar whether trade liberalization decreases w&de s
premium in developing countries. However, recenpieical studies have indicated that careful exatmma
could obtain results consistent with the theory.

4.4Human resources and skill development

The changes in industrial structure discussed atige 4.2 would substantially influence human calpit
investment. Integration will heighten the impactooinparative advantage within ASEAN on the regional
industrial structure. Such changes, in turn, wifeet the regional labour demand. In the past, dapa
multinational enterprises have tended to shift timskilled labour-intensive products (and production
processes) from the older ASEAN Member StatesadhMV countries. Skill upgrading has been observed
within the region, partly because the multinatiogratierprises tend to offer “good jobs” in their hosuntries.

4.5Labour migration

Available international migration data indicate ttiggographical proximity and historical ties, alongh
cross-country income disparity, may strongly infloe patterns of labour migration. Table 7 presdata on
bilateral migrant stocks in East Asia (with sendiogintries in rows and host countries in columdapan is
not a primary destination of labour emigration friva ASEAN region; in fact, it receives immigramainly
from China and the Republic of Korea. Consequeittlg unclear how ASEAN economic integration will
affect labour migration between Japan and ASEAN.

The Japanese Government encourages skilled foveagkers to stay in Japan, tightly restricting utiekii
foreign workers. Given the policy on foreign workemigrant workers from ASEAN to Japan will probabl
not increase substantially, even after ASEAN irdaégn. In some areas, Japan and ASEAN Member States
already cooperate to encourage migrant workersexample, Japan formed mutual recognition arrangéme
for IT technicians with several Asian countrfésSuch arrangements are helpful in reducing infoionat
asymmetry between employers and employees and xqected to encourage workers’ international
movement. Additionally, some economic partnersigigaments between Japan and ASEAN Member States
arrange Japan’s acceptance of foreign workersudsimg and certified health cateThese agreements ask
foreign workers to pass a qualification exam inalapfter working there for a designated periodiroet
Because of language barriers and other difficylpassing the exam is more difficult for foreigrpbpants

30 For example, a brief report publicized in 2011Nigpon Keidanren, Japan's largest lobbying grouppmsed of 1,281 companies
and 129 industrial associations, claims that peréorce requirements, including technology trangfier lacal firms’ participation
with multinationals, by recipient countries shobklabolished to realize an integrated market irAgia—Pacific region. The report
is available at www.keidanren.or.jp/japanese/pdf6y1/110/ [accessed 24 Sep. 2014].

31 The AEC will regulate performance requirements,itsulievel is essentially the same as that fortoeld Trade Organization (the
Agreement on Trade Related Investment Measures).

32 Such countries/regions include China, India, thdiglines, the Republic of Korea, Myanmar, Mongol&ingapore, Taiwan
(China), Thailand and Viet Nam.

33These are bilateral free trade agreements (foymalled economic partnership agreements) with megi, the Philippines and Viet
Nam.
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than for indigenous applicants. The Japanese Goesrhoffers several supportive measures for foreign
applicants, including language-training programries.

34 Recently, foreign applicants based on the econparimership agreements took the qualification ef@roare workers for the first
time. Their passing rate was roughly 38 per cehéraas the overall passing rate was 64 per certresl in a Japanese Government
announcement in March 2012).
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Table 7. Bilateral migrant stocks, 2010

Hong

Republic Lao Emigration To East

Brunei  Cambodia F(?rqgr]ua) Indonesia  Japan of Korea PDR Malaysia ~ Myanmar  Philippines  Singapre  Thailand total Asia

Brunei 0 0 0 0 0 0 0 8 0 1 0 0 24 37
Cambodia 0 0 0 0 3 3 1 0 0 0 0 50 350 16
China 3 7 2225 77 614 282 2 126 41 44 498 376 8 345 51
Hong Kong (China) 1 1 0 0 0 0 0 0 0 0 3 0 719 1
Indonesia 7 1 0 0 26 16 0 1398 0 6 102 1 2504 62
Japan 0 1 0 0 0 12 0 20 0 8 0 27 771 9
Republic of Korea 0 0 0 0 600 0 0 0 0 2 0 3 2078 29
Lao PDR 0 1 0 0 3 0 0 0 0 0 0 7 367 22
Malaysia 82 1 0 0 8 1 0 0 0 0 1061 3 1481 78
Myanmar 0 0 0 0 7 2 0 17 0 0 0 288 515 61
Philippines 16 1 0 0 205 29 0 277 0 0 0 3 4276 12
Singapre 3 1 0 0 3 0 0 103 0 0 0 2 297 38
Thailand 13 143 0 0 42 21 1 80 0 0 0 0 811 37
Viet Nam 0 174 0 0 37 45 8 0 0 1 0 22 2226 13
Immigration total 148 336 2742 123 2176 535 19 2 358 89 435 1967 1157 215764

From East Asia 84 98 84 63 71 77 63 86 46 14 85 74 12

Note: Figures in to East Asia and from East Asia are percents. Other figures are expressed in thousand. Since detail immigration data are not available for Chiana and Vietnam, these two countries are

omitted from the columns.
Source: World Bank, Bilateral Migration and Remittances 2010.

5 Conclusion and policy considerations

If economic integration is achieved as planne fitighly likely to yield mutual benefits for boftapan and
ASEAN Member States. This paper emphasizes thab¢hefits of ASEAN economic integration can be
understood through standard trade economics: famsspecialization, based on comparative advardage
increasing returns to scale and/or geographicdbawgrations. At first glance, it is not apparentwhdapan
can receive comparative advantage-type gains fraterrial tariff reductions within ASEAN. But two
possibilities exist. First, it is theoretically kno that internal tariff reductions by free traderesgnents
incentivize participating countries to reduce exaédtariffs. The evidence reviewed in this studgassistent
with this view: ASEAN Member States often reducsitiMFN tariffs unilaterally. Second, Japanesdiatfs

in ASEAN Member States can directly gain from trhdsed on comparative advantage. One example is the
Japanese affiliates in Thailand that recently begjafting their labour-intensive processes to bordgions

in neighbouring countries, such as Cambodia.

ASEAN economic integration will enlarge the regihternal market, resulting in gains from incragsi
returns to scale and agglomerations. The largerA®SBEarket will not only promote intra-industry tragvith
Japan and attract new Japanese FDI but will alge dapanese multinational enterprises to relotetie t
affiliates. Such relocations will enhance the agwoation effect and contribute to increasing the hest
economy’s productivity.

The gains arising from ASEAN integration, howeweill depend on the extent to which “true” integoatiis
achieved. Non-tariff barriers as well as tariffsshibe eliminated. Identifying non-tariff barriers more
difficult than targeting tariffs. Although the AE@cludes the elimination of non-tariff barrierseticope of
non-tariff barriers is broad, especially for tectahi barriers and product standards. Thus, apptepria
monitoring of the integration progress is importadditionally, the AEC lacks arrangements on govesent
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procurement. Government purchase of goods andcesris a large process, which implies that sulbatant
room for discriminatory treatment will remain ewahen the AEC achieves a single integrated m&pkiet.
addition to increasing the efficiency of public ppoement, non-discriminatory national treatmerduppliers
of goods and services will help to increase govemiriransparency.

Another key for successful ASEAN integration is teetent to which countries can attract additional
investment from foreign countries, including Jagal tends to create “good jobs” in which workexpect
higher pay. From a government’s perspective, tligtence of multinational enterprises, the transastithat
multinational enterprises bring to indigenous firam jobs that multinational enterprises offer expected

to improve a host country’s productivity. To incseathe attractiveness of ASEAN for multinational
enterprises, it is important to promote liberaiizatin services trade and FDI. In this regard, @ltjh the
ASEAN Framework Agreement on Services has alretatyes! services trade liberalization, its goakither
limited. Consequently, an extension of the agreermsieould be considered.

The elimination of regional development gaps istla@o notable goal of ASEAN integration. Japan has
supported narrowing the development gap within ASEAspecially by helping the Mekong countries
through, for example, ODA. If trade costs were zemuntry size would not matter for welfare; othesey
larger countries tend to gain, whereas smaller tmsntend to lose because of the home-market teffec
Consequently, itis also important for small coigstto eliminate trade barriers insofar as possibteincrease
labour mobility to complement the reduced traddscokhe AEC will liberalize labour movements forlksd
labour only. Further expansion of the scope of lali® desirable.

351n 2011, government procurement represented @80 per cent of GDP in ASEAN, varying by courgriPenn World, Table
8.0). The World Trade Organization (WTO) treatiegulate government procurement by the AgreemeniGoxernment
Procurement; however, the Agreement is not mangdtorWwTO members and only 43, most of them indakzed countries,
participate in it. Several preferential trade agements, including the North American Free TradeesAment (NAFTA), have rules
on government procurement, such as national tredtriibe Japanese Government attempted to introdues on government
procurement to the economic partnership agreematitsASEAN Member States, but failed, except fag #tonomic partnership
agreement with Singapore.
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Annex: Chronology of the Japan—ASEAN relationship

Foundation of ASEAN

Forum on Synthetic Rubber (the first Japan—ASEANadjue)

The first ASEAN-Japan Forum, the Fukuda Doctrine

ASEAN Cultural Fund

Establishment of the ASEAN-Japan Center in Tokyo

Brunei Darussalam’s participation in ASEAN

Japan—ASEAN Exchange Projects Fund (Japan—ASEA&grated Fund in
2008)

Japan’s participation in UN peacekeeping operat{oidTAC)

Viet Nam joined ASEAN

Asian financial crisis, ASEAN+3 started (Chiang Niaitiative in 2000)
Lao People’s Democratic Republic and Myanmar joiASEAN
Cambodia joined ASEAN

Japan—ASEAN Solidarity Fund

Japan—ASEAN General Exchange Fund (integrated 6 iiA2008)
Japan-Singapore Economic Partnership Agreement

ASEAN-Japan Commemorative Summit in Tokyo, TokyalBeation for the
Dynamic and Enduring ASEN-Japan Partnership inNke Millennium,
ASEAN-Japan Plan of Action for 2004-2010

Japan ASEAN Integration Fund

Japan—Malaysia Economic Partnership Agreement

Japan—Thailand Economic Partnership Agreement

ASEAN-Japan Comprehensive Economic Partnership
Japan-Indonesia Economic Partnership Agreement

Japan—Brunei Darussalam Economic Partnership Agreem
Japan—Philippines Economic Partnership Agreement

Japan-Viet Nam Economic Partnership Agreement

Mekong—Japan Summit, Roadmap for an ASEAN Commtig9-1015
Master Plan on ASEAN connectivity

ASEAN-Japan Plan of Action 2011-2015

Bali Declaration for Enhancing ASEAN—-Japan Stratd®artnership

40 years of ASEAN—-Japan partnership

Tourist visa requirements are relaxed for five ASEMember States
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How can ASEAN and Japan mutually benefit from ASEAN economic
integration?

This paper reviews the evolution of the economic and political relationship
between the Association of Southeast Asian Nations (ASEAN) Member
States and Japan since the 1970s, from the perspectives of frade in goods
and services, foreign direct investment (FDI) and international labour
movements. ASEAN economic integration is likely to yield mutual benefits
for both ASEAN Member States and Japan. The larger ASEAN market will not
only attract new Japanese FDI but also encourage Japanese multinational
enterprises to relocate their affiliates, enhancing the agglomeration effect
and productivity in the new host economy’s. To fully realize these gains,
approrpirate monitoring of the integration process is important. Some
extensions of the ASEAN Economic Community deserve consideration to
enhance the effect of integration. They include further liberalization in
services trade and FDI, arrangements on government procurement and
expansion of the scope of international labour movements.
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