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This article analyses the extent to which economic proximity in :E~s~: 
Asi~ has increased because of the fast growth of intra-Asian trade .. 
and foreign-direct-investment flows.in the 1980s. S"1eral lndwato•,. 
of economic proximity are discussed in ·order to provide insights into• ·. 
the evolving patterns of economic interdependence in the region. ·· 
The article analyses the exJent to which trade and fordgn:"direct- · 
investment flows in East Asia have been charactemed by a growing 
intraregional bias in the 1980s. It also discusses m,w FDl and trade· 
flows are linked,. with special attention to the role of Japanese 
transnational corporations in this process a~d ~~plores the role •o.f' 
foreign direct investment in services in East Asia. The article con~ 
eludes with a discussion of the proposition that growing integration. 
in East Asia may lead to the emergence of a large discriminatory 
trading bloc in the region. In this context, it argues that regionalism 
as a market-driven process will continue to characterize Eas.t Asian 
trade and foreign-direct-investment relations. Preferential trade 
liberalization, however, should continue to .. play a secondary l".Qb: in 
the development strategy of the countries in the region. 

Introduction 

During the 1980s, countries in East Asia and the Pacific1 displayed an impres-
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sive perfonnance, leading the developing world in tenns of economic growth, 
trade expansion and poverty reduction (The World Bank, 1993). Although the 
region encompasses countries that are quite heterogeneous in terms of size, 
population and natural endowments, the most successful of them share a com
mon feature: all of them have adopted outward-oriented policies. As a corollary, 
it is argued that the region has an important stake in the stability of an open 
multilateral trade system, that is, the system built around the General Agree
ment on Tariffs and Trade (GATT). 

The difficulties faced regarding the completion of the Uruguay Round and 
the proliferation of regional (minilateral) arrangements have led to a renewed 
interest for regional integration in East Asia. Prospects for a formal trading bloc 
encompassing Japan and other Asian countries do not seem particularly promis
ing. Geopolitical considerations, memories of the pre-Second World War era, 
the dependence of the region on other markets for its exports and the apparent 
lack of enthusiasm of Japan for such a strategy constrain the minilateral route.2 

Still, market-led economic integration (i.e., a natural process that promotes 
stronger economic ties within a region) seems to continue to evolve in the 
absence of an institutional apparatus. 3 It has been argued, for example, that 
flows of foreign direct investment (FDI) from Japan and the East Asian newly 
industrializing economies are paving the way for an "Asian bloc", ahead of 
developments at the institutional level (UNTCMD, 1992, p. 39). The dynamism 
of FDI flows in the region and their potential influence on trade patterns make 
this proposition worth considering. 

This article analyses the extent to which "economic proximity" in East Asia 
has increased because of the fast growth of intra-Asian trade and FDI flows in 
the I 980s.4 Several indicators of economic proximity arc discussed below in 
order to provide insights into the evolving patterns of economic interdepen
dence in the region. The next section analyses the extent to which trade and FDI 
flows in East Asia have been characterized by a growing intraregional bias. in 
the 1980s. The following section discusses how FDI and trade flows are linked, 
with special attention to the role of Japanese transnational corporations (TNCs) 
in this process. The final section explores the role of FDI in services in East 
Asia. The article ends with a discussion of the proposition that growing integra-

2 For a summary analysis of potential new minilateral trade arrangements in the 1990s, see 
Primo Braga and Yeat~ (1992). 

3 See Lorenz (I 992) for a discussion of this concept. 

4 Economic proximity is bigger the lower the costs arising from geographic distance (mainly 
transport and communication costs), "cultural" distance (differences in culture, language, business 
practices etc.) and regulatory barriers (both border and non-border measures) that hamper the inter
national movements of goods, services and factors of production. GA TT (1990) used the term 
"economic distance" to convey the same concept. 



tion in East Asia may lead to the emergence of a large discriminatory trading 
bloc in the region. 

Trade and foreign-direct-investment flows in East Asia: is there a 
growing intraregional bias? 

Trade flows 

A common measure of the importance of intraregional trade is the propor
tion of such trade in the total trade of the countries of that region (sometimes 
called the trade-dependence ratio). Table l shows the relevant shares for East 
Asia, the European Community and North America (encompassing Canada, 
Mexico and the United States) from 1970 to 1990. The focus of the analysis 
concentrates on these regions because they arc the three main trading "blocs" in 
the world economy. As already noted, preferential trade is not a major charac
teristic of the East Asian trading bloc - in contrast, for example, with the 
European Community - given the limited coverage of the main integration 
arrangement in the region, the Association of South East Asian Nations 
(ASEAN). Nonetheless, the share of intraregional trade increased from 23 to 34 
per cent between 1970 and 1990. The European Community, which, by 1970, 
already had a much higher share of intraregional trade (52 per cent) - also saw 
an increase in its intraregional trade share over the 1980s to 59 per cent by 
1990. North America, in tum, experienced a slight decrease in its share, from 39 
per cent to 37 per cent over the 1980s. 

At first sight, these numbers seem to support the proposition that inter
national trade is becoming regionalized with the formation of three large trading 
blocs. The movement towards greater dependence on intraregional trade seems 
particularly pronounced for the European Community and the East-Asian coun
tries. In the former, this trend is often associated with the single-market initia
tive, a clear example of policy-led preferential rcgionalization. The East Asian 
case, on the other hand, can be considered as an example of non-discriminatory 
market-led integration. 

There are, however, a number of criticisms of the share of intraregional 
trade as an indicator of trade bias. Kym Anderson and Hege Norheim (1993), 
for example, pointed out that the intraregional trade share is affected by the 
number of countries included in the region, even if they all have uniform pat
terns of trade. Further, as the case of East Asia exemplifies, the size of countries 
in a region also affects the share of intraregional trade independent of trade bias. 
The trade-intensity index, suggested by A. J. Brown (I 949) and popularized by 
P. Drysdale (1988), attempts to address these problems by dividing the share of 
a country's exports going to a particular region by that region's share in world 
markets. Formally, the index can be written as follows: 
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(1) lu = x/mj = x/[w/(1- wi)], 

where xii is the share of country j in country i's exports, mj is the share of coun
try j in the total market for country i's exports, and wi and wj are country i and 
country j shares in world imports. (The share of country i in world imports is 
subtracted from the denominator of mj because country i cannot export to 
itself.) When the value of the index exceeds one, it indicates the existence of a 
positive trade bias between the countries (regions) considered, that is, country 
(region) i trades with country (region) j more intensively than j trades with the 
rest of the world. 

Our calculations of the trade intensity index for the East Asian economies 
are presented in table 2 for several years during the 1970-1990 period. The 
indices for trade within the East Asian region are higher than those for trade with 
other regions, indicating a positive intraregional bias. Still, for most of the 
economies in the table (with the exception of Hong Kong and Singapore), the 
intensity of intraregional trade has declined between 1970 and 1990.5 

The results presented in table 2 seem to indicate that, for most individual 
countries within the East Asian region, trade has become more diversified dur
ing the 1970s and 1980s. Globalization, rather than regionalization, seems to 
better describe trends in international trade for several East Asian countries. 
This conclusion is consistent with the findings of Anderson and Norheim 
(1993), who, working with an all-encompassing definition for Asia, found that, 
from 1973 to 1990, the intraregional trade intensity fell from 2.88 to 2.31. 
According to the same authors, the intraregional trade intensity index for North 
America also fell from 3.93 to 3.5, while the index for Western Europe 
increased from 1.54 to 1.6. 

Summing up, the perceived build-up of an East Asian trade bloc with Japan 
at its core has not translated into a growing intraregional trade bias over the 
1980s. Actually, if one relies only on trade patterns to judge the evolution of 
economic interdependence in the region, the concept of an East Asian bloc 
seems inadequate.6 True enough, the second half of the 1980s witnessed an 
increase in the trade intensity index of Japan with East Asia. Moreover, the 
growing outward orientation of the Chinese economy has significantly biased 
the trade orientation of Hong Kong, given its role as an entrepot centre for 
China. Still, for most East-Asian countries, intraregional trade intensity has 
declined over the 1980s. 

5 The trend for the 1980s is essentially the same, with a decline in the trade intensity indices 
with East Asia for all economies, except Hong Kong and Taiwan Province of China. 

6 For a similar conclusion, see Frankel (1991 ). 



Table 2. Trade intensity indices for East Asian countries, all commodities, 1970, 1980, 1985, 1990 
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4.979 4.172. 5.330 3.487 
4.820 4.008 4.663 3.393 
1.158 ·3_004 3.426 2.953 
0.512 0.404 0.368 0.338 
0.997 0.993 0.995 0.992 

0. 710 0.802' 0.885 1.228 
0.515 0.747 0.566 0.513 
0.136 0.410 0.306 0.366 
0.303 0.886' 1.151 1.285 
0.021 0.133 0.240 0.418 
5..547 3.142. 3.154 2.310 
5230 ;3.071 3.009 2.234 
2.829 1.575 1.869 1.420 
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Source: Calculated by the authors, based on United Nations, Series D, Comtrade tapes. a Regional definitions as in table I. 



It remains true, however, that the region trades more intensively with itself 
than with the rest of the world, as attested by trade intensity ratios that arc 

significantly greater than unity. This result highlights the strength of market 
forces that work in favour of regional integration in East Asia. Moreover, the 

high level of intraregional FOi flows that characterized the second half of the 

1980s has led some analysts to suggest that regional integration trends may 
become stronger in the 1990s (Young, 1993). In order to discuss this possibility, 
we look in greater detail at the available information on FDI flows in East Asia 
during the 1980s. 

Foreign-direct-investment flows 

Table 3 presents data on the cumulative flows of FDI into East Asia for the 
periods 1980-1984 and 1985-1989.7 The column showing flows to the East 
Asian region as a whole illustrates how the sources of these flows have changed 

during the past decade. For the first half of the l 980s, the main source of flows 

was North America with 42 per cent of the total, followed by East Asia with 36 

per cent. During the second half of the 1980s, these positions were reversed, 
with a large increase in the share of inflows from East Asia to 57 per cent, and a 
decline in the North American share to 21 per cent. Most of that increase is 
attributed to the surge in FDI from Japan and Taiwan Province of China. 

To keep things in perspective, however, it is worth examining this evidence 
in conjunction with Japanese flows of FDI to other regions in the world. Table 4 
presents the distribution of Japanese outward FOi flows for selected years from 

1980 to 1991, and cumulative flows from 1951 to 1991. While flows to East 

Asia made up between 12 per cent and 14 per cent of all Japanese FDI from 
1989 to 1991, flows to North America made up between 45 per cent and SO per 

cent. And even though the share of Japanese FDI to East Asian countries has 
been increasing steadily since 1988, this growth can be viewed simply as a 
return to the historical norm (as suggested by the higher share of East Asia in 
cumulative Japanese FDI flows from 1951 to 1991 vis-a-vis recent shares in 
FDI flows). 

7 The data on FDI are from the data base of the UNCT AD Division on Transnational 
Corporations and Investment. There are some caveats that should be mentioned with respect to the 
quality of the data. First, FOi figures were collected from a number of national sources that do not 
necessarily follow a common methodology. For example, different countries consider different 
levels of purchases of a domestic company's shares by a TNC as indicating a controlling interest for 
the purposes of foreign investment. In addition, for the most part, the data are in terms of approvals 
and not actual investments. Nevertheless, the trends identified are broadly consistent with data on 
FOi in East Asia from other sources, such as those cited in Lim and Fong (199 I), from the 
Organisation for Economic Co-operation and Development (OECD) and the World Bank. 



Table 3. Cumulative foreign-direct-investment flows into East Asiaa by source region, 1980-1984 and 1985-1989 
(Millions of dollars and percentages) 
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Table 3. (continued) 
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Table 4. Japanese outflow of foreign direct investment by regiona 
(Percentage) 

Source: Japan, Ministry of Finance. 

a Regional definitions as in table I, except that Europe includes EC I 2, Austria, Finland, 
Norway, Sweden and Switzerland. 

There is, however, evidence of a significant intraregional bias with respect 
to FDI originating from the Asian newly industrializing economies. A large pro

portion of the increase in the share of flows of FDI into East Asia came from 
Hong Kong, Singapore and Taiwan Province of China (table 3). Although FDI 
from the Republic of Korea also increased in the late 1980s, it remained sub

stantially smaller than that from the other newly industrializing economies. The 
primary host countries for FOi from these economies were the ASEAN-4 

countries and China. 

Unfortunately, consistent FDI information for China is limited to the 
second half of the l 980s. The data for that period seem to amplify the trend in 
question. From 1985 to 1988, 80 per cent of all FDI into China came from East 
Asian countries. Of this, by far the majority was from Hong Kong (65 per cent) 
with Japan coming in second (14 per cent). It is worth noting that Hong Kong's 

FDI into China is magnified by flows of FDI from other sources (e.g., Taiwan 
Province of China and developed countries), which use Hong Kong companies 

as conduits for their investments (UNTCMD, 1993a). 

The analysis so far has been carried out in terms of shares of FDI flows by 
region. In order to explore further the issue of intraregional bias, the following 
index ofFDI intensity was calculated: 



(2) Bu fi/iwi 
where (i = (FDI/FDiiw) 
and 

iwj = (FDiwj - FDiij)/(FDiw - FDI;w)-

In the above equations, subscript i refers to the home country, subscript j 
refers to the host country and subscript w refers to the world: (i represents FDI 

from country i to country j as a share of total FDI from country i; and iwi repre
sents the share ofFDI from the rest of the world to country j, as a share of total 

FDI from the rest of the world. Thus, Bij is an indicator of the importance of 

country j as a host for country i's FDI relative to its importance as a host for 
FDI from the rest of the world. 

The indices of FDI intensity for the two sub-periods of the 1980s mentioned 
earlier are presented in table 5. They confirm that the Republic of Korea, 
Singapore and Taiwan Province of China increased their FDI orientation towards 
East Asia significantly more than the rest of the world over the past decade. 
Hong Kong's outward investment pattern was dominated by the growing impor

tance of China as an FDI destination. Finally, the regional bias of Japanese FDI 

actually declined over the l 980s, a result that complements the growing diversi
fication of the Japanese economy already identified with respect to trade. 

The relationship between trade and foreign direct investment 

Review of the theory 

There have been a few attempts to derive broad normative propositions for 
FDl policies focusing on the trade-FDI link. According to K. Kojima (1973, 
1985), trade-oriented FDI occurs when the home country invests in those indus
tries in which it has a comparative disadvantage. 8 Trade-oriented FDI is charac
terized as being welfare improving. It has been pointed out that Kojima's 
neo-classical framework is unable to capture the role of firm-specific advan

tages in determining FDI flows (Dunning, 1988). Accordingly, his normative 

recommendations are criticized as relying on a model that does not take into 
account relevant aspects of contemporary FDI flows. Moreover, the tradc-FDI 
link is also affected by the type of TNC activity, as well as by the stage of 
development of the host and the home country, as illustrated by the product
cycle approach (Vernon, 1966). 

8 In a related proposition, it has been suggested that Japanese firms follow FDI strategies that 
are more trade-enhancing than those of United States firms (Kojima, 1973). Encarna(ion (1992), 
however, showed that, when confronted with similar political and economic environments, United 
States and Japanese TNCs follow comparable strategies (the export orientation of United States and 
Japanese TNCs in East Asia, for example, has not been significantly different in the 1980s). 





Still, the concept of trade-oriented FDI is a useful reference for the analysis 
of trade-FDI links in East Asia. It is well known that a good part of FDI in the 
developing countries of East Asia has a clear export-orientation (Riedel, 1991; 
King and Roe, 1992). Comparing Asia and Latin America, for example, Kenji 
Takeuchi (1990, p. 32) showed that Japanese affiliates in Asia presented a much 
stronger export orientation (as measured by the ratio of exports to total sales) 
than Japanese affiliates in Latin America (45 per cent versus 20 per cent in 
1986).9 And recent FDI flows from the newly industrializing economies into 
other countries in the region have also been characterized by a high proportion of 
finns that are export oriented-the so-called "mobile exporters" (Wells, 1992). 

The trade-FDI link in East Asia has often been modeled in the context of the 
"flying-geese" hypothesis that focuses on the relationship between changes in 
industrialization and comparative advantage (Akamatsu, 1962; Ozawa, 1990). 
According to this hypothesis, the dispersion of technologies that influence trade 
patterns in particular commodities is transmitted through FDI from the lead 
country to the follower countries. Lead-country finns, in an attempt to continue 
exploiting the ownership advantages of their technology combined with the 
factor-cost advantages of the host countries, move production of their "second 
tier" products offshore to the follower countries. The combination of FDI and 
relatively cheaper domestic factors of production helps to raise the competitive
ness of the products on the world market and leads to an increase in exports from 
the follower country. The expected impact of this process over time is that the 
revealed comparative advantage (or relative export concentration) of the lead 
country in a particular product declines as its production moves overseas, while 
the corresponding revealed comparative advantage in the follower countries 
increases. In the usual description for East Asia, Japan is the lead country, 
followed by the newly industrializing economies, which are, in turn, followed by 
the ASEAN-4 and, more recently, by China. In short, the flying-geese pattern is 
seen as contributing to a "virtuous cycle" ofFDI-trade expansion in which indus
trial restructuring evolves in synchrony with comparative advantage trends. 

The implications of the flying-geese pattern for regional integration, how
ever, arc less straightforward. Although intraregional FDJ flows are bound to 
increase economic proximity (e.g., by promoting convergence in business prac
tices), it does not necessarily follow that they will increase the intraregional bias 
of trade flows. As the data reviewed earlier suggest, the flying-geese pattern is 
quite compatible with globalization, as East Asian exporters target markets out-

9 It is worth noting that the export orientation of TNCs is also affected by the character of pre
vailing trade policies in the host country. Accordingly, this result is, in part, a hy-product of the more 
inward-oriented style of development followed by Latin American countries. One should expect these 
differences to diminish in the 1990s if Latin America continues to pursue trade liberalization. 



side the region. It has been argued, however, that as mobile exporters move from 
lead to follower economies in the flying-geese pattern (reflecting, for example, 

growing labour costs in the home country), networking activities tend to grow, 
promoting regional integration (UNTCMD, 1993c, pp. 49-50). In such a scenario, 
one would expect a significant increase in intra-industry and intra-firm trade with

in the region (as a sign of growing networking), alongside the evolving globaliza

tion process. Moreover, the recent burst in intraregional FDI should be expected 

to deepen further existing intraregional networks in the 1990s. 

The hypothesis that, under the wings of a flying-geese formation, regional
ization is being nurtured is discussed below. First, we analyse the extent to 
which the flying-geese hypothesis has been relevant in explaining trade-FDI 
patterns in East Asia in the 1980s. Following that, recent trends in intra-industry 
and intra-firm trade are analysed. 

Evidence of links between trade andforeign direct investment 
at the regional level 

The flying-geese hypothesis was initially tested following the method 

suggested by Rana (1990). We calculated revealed comparative advantage 
(RCA) indices for an average of three years at the beginning of the decade 

(1979-1981) and at the end of the decade ( 1989-1991) for Japan, the newly 

Table 6A. Results of revealed comparative advantage 
Spearman rank correlations with Japan 

Source: Own calculations. 

•Significant at the 5 per cent level. 



Table 6B. Results of related comparative advantage 
Spearman rank correlations, ASEAN-4 with 

the newly industrializing economies 
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industrializing economies and the ASEAN-4, for 3-digit SITC categories. 10 for 
each follower country, those manufactured products in which RCA indices 
increased between the two periods were selected. The change in the RCA index 
for these products was then tested to see if it was significantly correlated with 
the change in the related RCA indices for Japan. A negative and significant cor
relation was considered evidence in favour of the flying-geese hypothesis. The 
results of this exercise (table 6A), provide moderate support for that hypothesis. 
Spearman rank correlation coefficients were significant and negative, as expected, 
for Indonesia, the Philippines, the Republic of Korea and Thailand. For the 
other countries, the coefficients were not significant. 

Table 6B presents results for the second tier of the flying-geese relation
ship. Here, positive changes in RCAs for the ASEAN-4 countries were 
compared with changes in RCA indices for the newly industrializing economics. 
The results also provide some support for the second-tier hypothesis, with 
significant negative correlations for Indonesia vis-a-vz:v the Republic of Korea 
and Singapore, the Philippines with respect to Hong Kong and the Republic of 
Korea, and Malaysia with respect to Taiwan Province of China. 

An alternative test of the flying-geese hypothesis was performed using the 
available information on FDI flows at the industry level. A possible interpreta
tion of the flying-geese hypothesis is that comparative advantage in the follower 
countries (newly industrializing economies or ASEAN) in a particular industry is 

1o The revealed comparative advantage index is calculated following l3alassa ( 1965) as: 
(Xi/X_j)l(X/X), where X;i is the value of exports in industry i from country j, Xj is the value of total 
exports or manufactured products from country j, X; is the value of world exports in industry i, and 
X is the value of total world manufactured exports. 



negatively related to comparative advantage in that industry in the lead country 
(Japan), and positively related to outward FDI from the lead country to the 
follower country. Jn order to test this proposition, we ran the regression below, 
using pooled data over nine manufacturing industries and eight East-Asian coun
tries (newly industrializing economies and ASEAN-4): 

(3) RCAij = a+ blJRCAi + b2JFDiij + e;j 

where: 

i = I ... 9 (industries) 

j = 1 ... 8 (countries), 

where, JFDlij is the aggregated flow of Japanese FDI to each country and each 
industry from 1980 to 1988. 11 JRCA; is the revealed comparative advantage 
index for Japanese exports from industry i and RCAij is the revealed comparative 
advantage index of industry i in host country j (both calculated for the average 
level of trade over the I 987-1989 period). Following the flying-geese hypothesis, 
our expectation was that b1 would be negative and b2 would be positive. 

The results of the regression analysis are presented in table 6C. A joint 
F-test of the significance of the parameters rejects the hypothesis that all para
meters except the intercept arc zero at the 95 per cent level. However, the 
adjusted R-square is very low at 0.04. The coefficient on the Japanese RCA 
index is significantly different from zero and of the expected sign, but the 
coefficient on Japanese FDI is not. Several factors might account for this 

11 The data were obtained from the Japanese Ministry of Finance (two-digit International 
Standard Industrial Classification). 

Table 6C. Regression results of flying-geese model of 
foreign direct investment 

Source: Own calculations. 

•significant at the 5 per cent level. 



disappointing result. First, the relatively high level of aggregation of the data 
may obscure the relationship between trade and FDI observable at a finer indus
try level. Second, RCA indices reflect not only changes in the export structure 
of a country, but also changes in world trade in a particular industry. This 
"world industry trade" effect may dominate the changes in RCA indices, in 
which case we would not expect them to be highly correlated with changes in 
FDI (alternative specifications of regression (3) using export levels as the 
dependent variable did not generate better results, however). Third, pooling the 
data for all countries may not be appropriate given the possibility of different 
supply responses in countries at different levels of development. Moreover, the 
lag- structure between FDI flows and changes in comparative advantage may 
differ from the one assumed in equation (3). 

Summing up, there is some evidence that countries in the region have 
continued to follow the flying-geese pattern in the 1980s as far as trade
specialization patterns are concerned. The role played by FDI flows in shaping 
those patterns, however, could not be established based on FDI information at 
the two-digit !SIC level. 

Intra-industry trade 

Kiichiro Fukasaku (1992, p. 24) pointed out that the flying-geese model is 
built upon the assumption that trade patterns fostered by FDI flows tend to 
evolve according to inter-industry specialization. It can be argued, however, that 
trade-oriented FDI will also promote intra-industry trade. 

Intra-industry trade is defined as exports and imports of goods and services 
from the same product category between two countries (regions). Interest for 
intra-industry trade developed in response to empirical findings that economic 
integration among developed economies was mainly characterized by more 
intra-industry trade rather than by inter-industry specialization (Balassa, 1963). 
Following these findings in the early 1960s, there was a flurry of empirical and 
theoretical work focusing on the phenomenon of intra-industry trade. 

On the empirical front, there was a lively debate on the extent to which 
intra-industry trade was simply a statistical "mirage" created by inadequate 
industry definitions, 12 leading to the development of alternative ways to measure 

12The main outcome of this debate was the recognition that although "categorical aggregation" 
(i.e., inappropriate classification of products and activities in the same "industry") affects intra
industry trade estimates, it cannot explain the totality of intra-industry trade flows. Categorical aggre
gation tends to diminish when trade data is disaggregated more narrowly, but even at the seven-digit 
SJTC level trade overlap is observed. It is worth noting that most analysts rely on three-digit SITC as 
an appropriate approximation for an industry in the context of intra-industry trade analyses. For 
further details, see Finger (1975) and Greenway and Milner (1983). 



intra-industry trade (Greenaway and Milner, 1986). On the theoretical front, two 
main lines of research evolved. First, there were attempts to show that intra
industry trade might be explained by differences in factor proportions among 
products classified in the same industry. In this context, it was established that 
intra-industry trade was not necessarily at odds with conventional Heckscher
Ohlin predictions (Falvey, 1981). Second, new models were developed that are 
able to explain intra-industry trade in a non-Heckscher-Ohlin world. The role of 
differentiated products (Krugman, 1979; Lancaster, 1980), product cycles 
(Grubel and Lloyd, 1975), oligopolistic markets (Brander and Krugman, 1983) 
and the emergence ofTNCs (Agmon, 1979) have been explored in this context. 

Intra-industry trade can be viewed as an indicator of"economic proximity". 
The smaller the difference in per capita income between two countries (regions), 
for example, the higher would be the level of intra-industry trade between them. 
The above hypothesis relies on the following assumptions: (i) similarities in 
demand conditions (or overlap in consumer tastes) tend to be higher the greater 
the proximity in terms of levels of economic development between the trade part
ners, and (ii) an overlap of tastes enhances the potential for intra-industry trade in 
differentiated products. The importance of demand influences as a source of intra
industry trade has often been translated into the presumption that intra-industry 
trade is mainly an attribute of trade patterns among developed countries. 

As several analysts have shown, however, levels of intra-industry trade 
involving developing countries are not always negligible and have been rising 
over time (Balassa, 1979; Havrylyshyn and Civan, 1983). Table 7 presents the 
Grubel-Lloyd indices of intra-industry trade for selected countries in East Asia 
with their major trading partners in 1980 and 1990.13 There is a significant 
increase in the level of intra-industry trade between Japan and the other East 
Asian countries between 1980 and 1990. This is also true for trade between our 
selected countries (with the exception of Hong Kong) and the newly industrial
izing economies, as well as the ASEAN-4 (shown in the second column of table 
7). 14 It is worth noting that intra-industry trade has been increasing not only at 
the regional level, but also with respect to all major trading partners of East 
Asia. The rate of growth of intra-industry trade at the regional level has been, in 

13 The Grubel- Lloyd index is calculated as: 

IIT" 1 -[I1I1IK I IXu,c Mi1K I I1IiIK(XuK +Mud, 
where Xijk and Mijk are exports and imports, respectively, from country i to country j of products in 
industry k, and II indicate absolute value. For the analysis pursued in this article (particularly the 
question of trends in intra-industry trade), the use of the unadjusted Grubel-Lloyd index was 
considered appropriate. For a discussion of the possible bias that affects this index if the country's 
total commodity trade is imbalanced sec Aquino (1978) and Tharakan (1983). 

14 Similar results were found by Lee (I 989, 1992) and Fukasaku (1992). 



Table 7. Intra-industry trade indices for East Asia 

Japan 1980 0.258 0.075 0.206 tl.100 0.308 0.369 ().261. 
1990 .. 0.324 0.1&4 0.291 iJ.150 0.367 0.428 0.358. 

Hong Kong 1980 o.cm 0.297 0.456 0.241 0.177 0.255 0.252 Q.453 
19')0 0.111 0.225 0.371 0.216 0.315 0.288 0,314 0.502 

Indonesia 1980 0.011 0.152 0.212 0.089 0.001 0.014 0.036 0.083 
19'JO 0.076 0.277 0.301 0.198 0.027 0.071 0.073 0.178 

Malaysia 1980 0.000 0.516 0.539 0.332 0.020 0.619 0.261 0.425 
19'JO 0.272 0.631 0.545 0.591 0.203 0.534 0.352 0.581 

. Philippines 1980 O.lll 0.271 0.122 0.218 0.080 0.089 0.080 0.166 
1990 0.167 0.276 0.491 0.290 0.061 0.243 0.203 0.304 

. Republic of Korea 1980 0.354 0.262 0.093 0.467 0,273 0.267 0.396 
1990 0.425 0.488 0.267 o.5n .. 0.370 0.298 0.485 

'Singapore 1980 0.085 0.444 0.498 0.566 0.089 0.450 0.362 0:658 
1990 0.266 0.685 0.628 0.661 0.379 0.419 0.358 0.716 

faiw~VUICe of.China 1980 0.207 0.269 0.165 0.4TI .. 0.209 0.209 0.352 
1990 OJ66 0.399 0.281 0.604 n/a 0.326 0.296 0.483 

Thailand 1980 o:046 0.3.15 0.260 0.196 0.072 0.175 0.087 0.262 
1990 0.169 0.579 0.461 0.360 0.076 0.373 0.242: 0.397 .. 

.. Qiina 1980 .. .. .. .. ·•• . .. 
1990 0.231 0;518 0.224 0.512 0.189 0.212 0.4(.18 ·. 

~ .. 

Source: Calculated by the authors, based on United Nations series D Comtrade tapes. 



most cases, substantially higher (particularly in Malaysia, Singapore and 
Thailand) than that with non-regional trade partners. This trend is even stronger 
when intra-industry trade levels with China are also considered. 

For most East Asian countries, the overall growth in intra-industry trade 
can be partially explained by their success in sustaining above-average rates of 
economic growth, a phenomenon that has placed them on a convergence path 
with the developed countries. Based on the previous discussion of the patterns 

and trade orientation of FDI flows in East Asia, however, it is worth exploring 

the extent to which the growing activity of TNCs in the region has also influ

enced the observed growth in intra-industry trade flows. 15 

In the case of vertically integrated TNC networks (i.e., networks that coordinate 
different stages of production across countries), the link between their expansion 

and the growth of intra-industry trade will occur if intermediate products and 
finished products are lumped together in the same industrial classification. On the 
other hand, it is clear that the expansion of these networks will be closely associated 

with the growth of intra-firm trade (i.e., international trade in goods and services 
between a parent company and its affiliates). Still, an increase in intra-industry 

trade, even if characterized by a regional bias, is not incompatible with a globaliza
tion strategy (i.e., rationalization and integration of manufacturing activities being 

pursued as a means to achieve greater competitiveness at the global level). 

Foreign direct investment that leads to the formation of horizontally inte
grated TNC networks (i.e., networks in which each firm specializes in a particu
lar product range) also tends to promote intra-industry trade. A product-cycle 
rationale may be used to explain the appearance of these networks, as parent 
firms in the lead country maintain production of high-quality products (i.e., 
closer to the technological frontier) and shift the production of lower-quality 
(more standardized) items to their affiliates in follower countries. 

In order to test the extent to which Japanese FDI in the 1980s has promoted 
intra-industry trade in East Asia, the following regression was estimated: 

(4) IITit = a+ b1RPCiit + b2JFDii1 + b1DISTi + b4DUM; + uit, 

where: 

i = 1, ... 9 countries, 

t = 1980, 1990, 

15 Formal models linking the presence of TNCs to intra-industry (and intra-firm) trade are 
presented in Helpman and Krugman (I 985). It is shown, tor example, that in the case of single
product firms, FDI and intra-industry trade tend to be complements rather than substitutes, as long 
as the capital-rich country (in a two-country world) remains a net exporter of manufactures. 



Table 8. Results of regressions on intra-industry trade 
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where, 11'1\t is the Grubel-Lloyd index for intra-industry trade between country i 
and Japan in year t; RPCI is a measure of the per capita income difference 
between country i and Japan; defined as: RPCT; = IPCI1apan - PCI;I / [(PCI1apan + 
PCI) / 2]. JFDI;t is total Japanese FDI in manufacturing in country i in year t, 
DISTi is the distance between the capital of country i and Tokyo, and DU Mi is 
a dummy variable for country i. Dummy variables were used for Hong Kong 
and Singapore, to capture the effects of their geographic location on their 
propensity for entrepot trade, and for Indonesia, to capture any differences in 
trade patterns due to the high concentration of resource-driven FDI. 

The results of the regression analysis are presented in table 8. The coeffi
cients of all the variables arc significant and of the expected sign, except for the 
dummy variables for Indonesia and Singaporc. 16 The coefficients of RPCI and 
DIST are negative, confirming the conventional result that geographic and 
economic proximity induce a greater degree of intra-industry trade. The coeffi
cient of JFDI is positive, suggesting a pro-intra-industry trade effect from 
Japanese FDI. The coefficient of the dummy variable for Hong Kong is negative, 
but its magnitude must be calculated relative to the intercept term, since the two 
are not independent. When this is taken into account, the "Hong Kong effect" is 
also positive. 

16 The basic results or (he regression (that is, signs, significance of variables, adjusted R
square) arc not significantly altered if the dummies for Indonesia and Singapore are dropped. 



The complementarity between Japanese FDI and intra-industry trade sug
gests that Japanese TNC networks have contributed to the promotion ofregional 
economic proximity. It is worth noting that, in the case of United States TNCs, 
using data for 1970, Richard Caves (1981) found a negative sign for United 
States FDI as an explanatory variable for intra-industry trade, but a positive sign 

for the level of intra-firm trade. These results were interpreted as meaning "that 

FDI captures the substitute relation between international trade and direct 

investment while AFFL [intra-firm trade] picks up its complementary aspect" 
(Caves, 1981, p. 219). The results obtained here in the case of Japanese FDI 
seem to indicate that intra-firm trade (associated with vertical integration) in 
East Asia not only shows up as intra-industry trade, but also dominates the con
ventional substitution effect between trade and FDI. Unfortunately, Japanese 
data on intra-firm trade arc not available in a format that would allow a more 
formal test of this proposition. In the section below the available information on 
intra-firm trade by Japanese TNCs is analysed in more detail. 

Intra-firm trade 

Intra-firm trade accounts for a significant proportion of world trade flows. 17 

Intra-firm trade data have to be handled with care given the role of transfer-price 
mechanisms and accounting practices in influencing the recorded value of these 
transactions. There is evidence, however, that intra-firm trade tends to increase 
with the degree of coordination required for efficient interaction between trade 
partners, a phenomenon that is particularly relevant in the case of research-and
development-intensive industries (Siddharthan and Kumar, 1990). 

Intra-firm trade is the most narrow definition of TNC-related trade. 18 For the 
parent company, it secures greater control over input by suppliers and down
stream markets than arm's-length transactions and it enhances the possibilities 
for economic co-ordination across national frontiers. Accordingly, growing levels 
of intra-firm trade within a region can be interpreted as another indicator of 

increased economic proximity. An increase in the levels of intraregional intra
firm trade led by Japanese parent companies would be a possible explanation for 
the complementarity between FDI and intra-industry trade identified above. 

In order to investigate intraregional trends in intra-firm trade, we used data 
from surveys of the Ministry of International Trade and Industry covering 

17 John H. Dunning (1993, p. 409) offered the following figures for the importance of intra
firm trade for different countries/years. For each country the first figure represents the share (in per
centage points) of intra-firm transactions in total exports and the second figure the related share for 
imports: Japan, 1983 - (3 I, 18); United States, 1986 - (36, 36); United Kingdom, I 984 - (29, 
51); Sweden, 1975 - (29, 25); Belgium, 1976-(53, 48); Portugal, 1981 -(3 I, 34). 

18 For comprehensive analyses of all modalities of TNC-related trade, see Hipple (I 990) and 
Cantwell (1992). 



Table 9. Exports shipped by Japanese parent companies, by industry and region, various years 
(Billions of yen and percentage) 
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Table 9. (continued) 

Source: Japan, MITI, various years. 
a Only Canada and the United States are included in North America. 
b Intra-firm exports to total exports. 
c Leading technology- or lruman capital-intensive industries. 



business activities of Japanese parent companies. lt is important to note that the 
coverage of these data is limited and that comparisons ,.between years are not 
necessarily valid, given changes in the number of companies participating in the 
survey from year to year. 19 Despite this shortcoming, this data set provides at 
least some information on the evolving trends in Japanese intra-firm trade at the 
regional level during the 1980s. 

Tables 9 and 10 present information on trade flows associated with 
Japanese parent companies for recent fiscal years. Information at the regional 
level is available only for the fiscal years 1986 and 1989. The regional aggrega
tion used in the Ministry of International Trade and Industry surveys differs 
somewhat from the one adopted in this article (see notes to the tables). In the 
case of Asia, however, the vast majority of Japanese affiliates is concentrated in 
the "East Asia plus China" region; as a consequence, no significant distortion is 
introduced by the use of this broader regional definition in assessing intra-firm 
trade trends. Keeping in mind that the available time series is quite sketchy and 
that changes in the coverage of the survey qualify the validity of comparisons 
between different fiscal years, the following considerations are pertinent. 

On the export side, the intra-firm ratio of Japanese parent companies 
followed a consistent upward trend over the 1983-1990 period (at least for the 
manufacturing sector). 20 Intra-firm exports within Asia grew significantly, even 
though the region continued to display a much lower intra-firm export ratio than 
that which characterizes the pattern of Japanese exports to other markets in 
developed countries. Moreover, as a destination of intra-firm exports, the 
region's share reached only 13 per cent by 1989. On the import side, the data 
suggest that intra-firm imports within Asia expanded vigorously, while decreas
ing in other key markets. By 1989, Asian countries had become the main source 
of intra-firm imports shipped to Japanese parent firms. 

19 Working with the data of the Ministry of International Trade and Industry of Japan for fiscal 
year 1989, OECD (1993a, p. 20) pointed out that it "is impossible to determine the share of intra-firm 
trade in total Japanese trade, given the official published data. What can be determined is the share of 
intra-firm trade in total foreign trade involving the companies covered by the survey." Of the 3,33 I 
Japanese parent companies contacted in the Fourth Survey, 1,562 (46.9 per cent) answered the ques
tionnaire. The number of overseas affiliates contacted was 8,804 of which 6,362 (72.3 per cent) 
responded. It is worth noting, however, that usually more than 90 per cent of the major corporations 
respond to these surveys. 

20 Data for 1990 are puzzling with respect to the role of trading companies in Japanese trade. 
According to the published information, there was a dramatic decrease in the amount or intra-firm 
trade conducted by these companies in fiscal year 1990, particularly with respect to imports. This 
result, however, could simply reflect a more limited coverage of large trading companies in the 
1990 edition of the survey. 
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Table 10. (continued) 

Norlh·~b··.Asia Europe 

Fiscal year 1986 

All industries, 
of which: 
Manufacturing, 
of which: c 

General machinery 
Electrical machinery 
Transport equipment 
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Wholesale and retail~ 
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395 
.158 

74 
13,330 

Fiscal year 1983 
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ofwhk:h: · 18.246 
Manufaclllring, 
Ofwhich: C 4,867 

General machinery 90 
· Electrical machinery 322 
Transport equipment 69 
Precision instnunent£ 24 

Wholesale and retail ·trade t 2,849 

Source: Japan, Mm, various years. 
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c Leading technology- or human capital-intensive industries. 

15.2 

12.l 
25 
6.3 

16.9 
21.4 
16.2 

Total North America Asia .~: 

4,313 26.0 50.1 l{i.7 22.2 

716 23.4 24.2 40.0 15.7 
15 12.3 3.2 53.0 0.3 

194 49.1 5.6 122:4d 18.7 
35 22.2 20.8 69.3 24.9 · 
27 36.5 14.4 78.3 40.7 

3,553 26.7 57.9 ll.5 23.7 

5,053 Tl.7 

1,018 20.9 
18 20 

135 41.9 
24 34.8 
8 33.3 

3,932 30.6 

d Result suggests non-matching coverage in the survey between firms reporting total imports and those reporting intra-firm imports. 



A closer examination of the data shows that the main factor behind these 
trends was the significant increase in intra-firm trade by Japanese trading compa
nies in Asia. These companies play a large role in determining Japanese intra
firm trade flows. This is particularly true with respect to imports, a result that 
may be construed as more evidence of the competitive advantage of these com
panies in penetrating the Japanese market.21 Still, the extent to which intra-firm 
imports arc a response to vertical specialization remains an empirical question.22 

One possible interpretation of these trends is that Japanese TNCs are 
increasing their control of Japanese trade within Asia, while keeping a more 
stable ratio of intra-firm trade vis-a-vis their transactions with the rest of the 
world. Jn this context, the perception of an Asian trade "bloc" being formed 
could be explained by the ongoing qualitative change in regional trade patterns 
led by the strategic behaviour of Japanese TNCs. On the other hand, it can be 
argued that the increase in intra-firm trade in Asia may reflect the impact of 

21 For more on this, see Lawrence (1991). 

22K. Kojima and T. Ozawa (1984) argued that trading companies have been instrumental in 
persuading manufacturing firms losing comparative advantage to locate abroad and to serve the 
Japanese market through exports. In this fashion, their growing activity in Asia could be interpreted 
as compatible with the vertical-integration hypothesis. 

Table 11. Ratio of intra-firm exports to intra-firm imports of 
Japanese parent companies, various years 

Sources: Japan, MIT!, various years; United States Department of Commerce 
( 1992) 

•united States and Canada 

bOnly majority owned affiliates arc included in intra-firm trade in the case of 
United States TNCs. 

cEast Asia not including Japan. 



changing trading practices (e.g., once a trading company establishes an affiliate 
in a given country, an arm's-length trade transaction may become intra-firm 
simply because the affiliate purchases the goods in the host economy and then 
ships them to the parent firm). 

Jn any event, it is quite clear that Japanese intra-firm trade within Asia 
presents a much larger share of sales from affiliates to parent firms than is the 
case for Japanese intra-firm transactions in North America (excluding Mexico) 
and Europe (table 11). In developed countries, Japanese intra-firm exports are at 
least three times larger than intra-firm imports. In contrast, intra-firm imports 
from Asia by Japanese parent companies were more than twice as large as their 
exports to affiliates in that region in fiscal year 1989. In other words, while 
intra-firm trade between Japan and other developed countries is organized 
mainly as a downstream process (from parent firms to affiliates), in Asia it has a 
much larger upstream component (from affiliates to parent firms). 

This result is not particularly surprising. After all, a similar pattern (sec mem
orandum item in table 11) can also be identified in intra-firm transactions between 
United States parent firms and their affiliates in East Asia (excluding Japan). If, 
however, as suggested by Dennis Encamation (1992, 1993), Japanese affiliates in 
East Asia have better access to the Japanese market than their competitors, it can 
be argued that this trend will foster an intraregional trade bias to the extent that 
Japanese parent companies control a substantial share of Japan's imports. 

Foreign direct investment in services in East Asian 

Over the 1983-1990 period, FDI outflows increased at a much faster pace 
than either global trade or world output. Investment outflows - which had 
increased in nominal terms at an annual average growth rate of 8.7 per cent per 
year over the 1970-1983 period - grew at a yearly rate of 27.8 per cent from 
1983 to 1990. Lately, this trend has slowed down, reflecting the decrease in FDI 
outflows from France, Germany and, particularly, Japan over the 1991-1992 
period.24 Still, with annual outflows from the five major home countries (United 
States, Japan, United Kingdom, France and Germany) still being over $100 
billion, FDI continues to play a central role in the ongoing process of inter
nationalization of economic activities. 

A major force behind the fast expansion of FDI flows in the l 980s was the 
dynamism of FDI in services.25 By 1980, 38 per cent of the outward stock of 

23 Parts of this section rely on Primo Uraga (1994). 

24 For details about the recent performance of Japanese FDT, see Rutter ( I 993). 

25 A broad definition of the services sector encompasses professional, community, social and 
personal services, trade and finance, transport and communication, public administration and 
defence, as well as construction and public utilities. 



FDI from the major home economies26 was in the tertiary sector; ten years later, 
the share of the tertiary sector was 50 per cent (UNCT AD, Division on Trans~ 
national Corporations and Investment, 1993, p. 62). The main recipients of these 
flows were developed economies:27 48 per cent of their inward stock of FDI was 
in the tertiary sector by 1990, against 38 per cent in 1980 (UNCT AD, Division 
on Transnational Corporations and Investment, 1993, p. 62). It is worth noting 
that the share of inward FDI stock in the tertiary sector for the main host devel
oping economies28 also increased, from 23 per cent in 1980 to 30 per cent in 
1990 (UNCT AD, Division on Transnational Corporations and Investment, 1993, 
p. 62). Still, most of the expansion of services FDI occurred in developed 
economies. Actually, the European Community was the single most important 
destination of services FDI in the l 980s, a phenomenon usually attributed to the 
effects of the single market initiative and its programme of services deregulation. 

Japanese FDI also became increasingly services-oriented during the l 980s. 
By 1976, 40 per cent of Japan's stock of outward FDI was in the tertiary sector. 
By 1990, this share had evolved to 67 per cent (UNTCMD, 1992, p. 18). As in 
the case of other major home economies, most of these investments went to 
developed countries. Yet, the composition of Japanese FDI in developing 
countries also assumed a clear services orientation in the 1980s: FDI in tertiary 
activities accounted for 31 per cent of the FDI stock in these countries by 1980; 
ten years later, this share had grown to 62 per cent. 

The relevance of the growing services orientation for future trade patterns 
is not easy to assess. After all, a significant proportion of these investments 
occurred in real estate, offshore financial centres and in countries offering flags 
of convenience. In the case of East Asia, however, the continuous expansion of 
FDI in trading affiliates and in miscellaneous services, which include pro
fessional services, suggests that these investments have a strong trade nexus. 

Investment decisions in services are affected by some of the same variables 
that influence investment decisions in manufacturing (UNTCMD, 1993b). The 
size of the market, the openness of the host economy, cultural proximity, 
oligopolistic reaction and political risk are often mentioned as relevant variables 
in this context.29 In the case of services, however, to the extent that proximity 

26Australia, Canada, France, Germany, Italy, Japan, the Netherlands, United Kingdom and the 
United States. 

27 These figures refer to the same countries mentioned above, plus Spain. 

28 The main developing host economies considered in this context were: Argentina, Brazil, 
Chile, China, Colombia, Hong Kong, Indonesia, Malaysia, Mexico, Nigeria, Philippines, Republic 
of Korea, Singapore, Taiwan Province of China, Thailand and Venezuela. 

29 Indicators of cultural proximity have been built using Hofstede's indicators of differences 
among national value systems, based on information collected from IBM affiliates around the 
world. See Hofstede (1980) and Kogut and Singh (1988). 



between providers and consumers is often required, FDI decisions are also 
influenced by the need to follow affiliates of home-country clients. In this 
context, the dynamism of Japanese services TNCs in the region could be inter

preted as a natural by-product of the historical engagement of Japanese manu
facturing TNCs in East Asia. 

This explanation, however, is at best incomplete. As the contrast between 

the Japanese FDI profile in Indonesia (the country with the largest stock of 

Japanese FDI in Asia) and Hong Kong illustrates, the characteristics of the host 
economy (particularly its regulatory environment) also shape FDJ trends. The 
magnitude of .Japanese FOi in services in the Asian newly industrializing 

economics in the 1980s, for example, underscores the role of "thick-market" 
externalities (concentration of economic activities) associated with manufactur
ing in fostering the demand for producer services. By 1990, the sectoral dis
tribution of Japanese FDI in newly industrializing economies was similar to the 
one prevailing in developed economies, with a clear orientation towards 

services. In Indonesia, in contrast, Japanese FDI in tertiary activities accounted 

for a meagre 9 per cent of the total stock by 1990. 

It is also worth noting that, in the 1986-1990 period, the newly industrializ
ing economies attracted approximately 12 per cent of all Japanese FDI going 
into trading activities around the world, doubling their historical share for the 
1951-1985 period as a destination for this type of investment. The surge in the 
activities of Japanese trading companies in the region was focused primarily on 
Hong Kong and, to a lesser extent, on Singapore. In the past, Japanese trading 
companies played an important role in establishing trade networks in associa
tion with some manufacturing TNCs (e.g., those in the textile industry).30 The 
current expansion suggests that these companies are positioning themselves to 
further explore the growing role of Hong Kong and Singapore as service hubs 

for East Asia and China. 

This scenario could be interpreted as a new stage in the flying-geese pattern 
of development in East Asia. While outward investments from the newly indus

trializing economies and Japan expand manufacturing export platforms in the 
region (particularly in ASEAN-4 countries and China), Japanese FDI in the 
newly industrializing economics presents a services bias with investments that 
support regional networking (e.g., trading, professional services, transportation) 
playing an important role in this context. Japanese FDl should also be expected 

to increase its involvement in infrastructure projects (e.g., electric power and 
telecommunications) and the provision of related services in the region. This 

30 For a description of these alliances, see Yoshihara ( 1978). 



development, however, will be contingent on further liberalization of the regu
latory environment in the region. 

Concluding remarks 

This article presented evidence that "economic proximity" among East 
Asian countries (and China) is increasing. Intraregional trade dependence is on 

the rise and will probably continue to increase, if (as expected) the region 
sustains a growth rate above the world average. However, this trend will not 
necessarily imply an increase in the intraregional trade bias (as measured by the 
trade-intensity index), as the experience of the 1980s illustrates. In sum, global
ization (i.e., production for markets outside the region) will remain an important 
facet of the trade orientation of East Asia and China. 

The surge in intraregional FOi flows in the 1980s put in motion additional 
forces fostering economic integration. Flows of FDI from the newly industrial

izing economies, for example, are characterized by a strong intraregional bias, 
and this trend should carry on into the 1990s. Japanese FOi, in tum, is promot
ing intra-industry trade and vertical integration among manufacturing bases in 

East Asia. In this context, Japanese affiliates in East Asia seem to be in a 
privileged position to gain market access to the Japanese market via intra-firm 
transactions. Moreover, the continuous expansion of Japanese trading compa
nies in Hong Kong and Singapore suggests that regional networks, organized in 
the flying-geese style, will continue to thrive in East Asia. 

Against this background, a relevant question is whether East Asian coun
tries should pursue formal economic integration through a preferential trading 
arrangement as a way to accelerate market-led integration. This question 
reflects the following considerations: (i) there are limits to market-driven inte

gration and, in order for this process to continue, some sort of harmonization of 
domestic policies is required (this would be particularly true with respect to FOi 
policies and services liberalization); and (ii) a regional arrangement may be the 
most effective response for East Asia to the proliferation of discriminatory 
trading arrangements in the rest of the world. 

It seems clear that, given East Asia's dependence on non-regional markets, 
regionalism should be pursued not as a substitute for the multilateral trade 

system, but as a mechanism to support multilateral liberalization. The argument 
that an East Asian bloc could provide an effective deterrence to the develop
ment of a "fortress" mentality in Europe and North America requires that Japan 

be a member of this minilateral arrangement. As discussed above, however, 
Japanese firms have already secured strategic positions in the region indepen

dent of preferential arrangements. Moreover, Hong Kong and Singapore (the 



most important locations for regional Japanese networks) are characterized by 
liberal trade and FDI policies. And to the extent that tariffs and formal non
tariff barriers in Japan for manufactured products are already low, it is difficult 
to envision market-access negotiations that would be particularly appealing to 
other Asian countries.31 In short, the feasibility of a regional bloc with Japan at 
its core seems weak at best. 

Still, it can be argued that alternative minilateral initiatives should be pur
sued as a necessary condition for "deep integration" at a more limited regional 
levet.n Obvious sub-regional candidates for "deep integration" are the southern 
provinces of China with the economies of Hong Kong and Taiwan Province of 
China, and the so-called "growth triangle" linking Singapore, the Malaysian 
state of Johor and Indonesia's Riau province. The potential benefits for trans
national harmonization and cooperation in trade, FDJ and labour policies in 
these regions seem self-evident. What is not clear is the extent to which new 
minilateral initiatives are needed to address these issues. 

With respect to Hong Kong and China, de facto integration is expected to 
be confirmed by de Jure integration with the return of that economy to Chinese 
rule in July 1997. Growing economic ties between Taiwan Province of China 
and China have already led to bilateral negotiations focusing on investment 
guarantees (Jones, King and Klein, 1992, p. 16). Discussions around a more 
ambitious minilateral arrangement, however, will remain subject to the evolu
tion of bilateral relations on the political front. 

In the case of the "growth triangle", it is important to note that the countries 
involved are already members of ASEAN, which offers several preferential pro
grammes designed to promote investment and cooperation among its member 
countries (e.g., the ASEAN Industrial Projects Programme). The "growth trian
gle", however, has not been contingent on their existence. 33 Actually, develop
ments at the bilateral level, with Singapore as the hub, arc being closely 
observed as potential lessons for ASEAN as a whole (Yuan, 1991). In other 
words, there does not seem to be a need for a new minilateral initiative to 
advance integration in the area. 

31 It is also a foregone conclusion that Japan would not be interested in negotiating structural 
impediments to trade at the regional level. Labour movements would be the "wild card" in this, as 
long as Japan and Asian labour-exporting countries could find grounds for substantive negotiations 
on this issue. 

32 "Deep integration" arrangements address not only trade in goods, but also trade in services, 
movements of labour and capital and the harmonization of regulatory regimes. Moreover, these 
arrangements usually adopt supranational dispute-settlement mechanisms 

33for a brief discussion of these programmes, see OECD (1993b). 



Summing up, we find that regionalism as a market-driven process is bound 
to continue to evolve in East Asia. Preferential liberalization should continue to 
play a secondary role in the development strategy of the countries in the region. 
Minilateral initiatives focusing on cooperation and harmonization of FDI 
policies may also play a positive role in the region. Jt seems clear, however, that 
the need and feasibility of an all-encompassing preferential trading arrangement 
to advance this agenda is debatable. Regionalism in East Asia is unlikely to 
develop into a discriminatory East Asian trading bloc. ■ 
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