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significant impact on the region in a variety of forms!!. This will make it of great im-
portance to organize leaders’ summits and foreign ministers’ meetings in which three
nations or more participate (Japan-U.S.-China, Japan-U.S.-Korea, etc.), and it will be
necessary to encourage the active participation of the U.S. in such meetings.

The foundation for cooperation in the East Asian region at present is multi-tracking.
It will be necessary to proceed with a range of frameworks working in parallel, and to
use different frameworks depending on the issue being addressed. Proceeding with
regional cooperation on multiple fronts, we can expect a clearer image of an East Asian
Community to become visible.

7. How Should We Think about the Relationship with China?

Two major issues present themselves in considering an East Asian Community. The
first of these is how to situate a China which is continuing to expand, and the second is
how to consider the nation’s relations with the U.S.

Less than one-third of Japan’s figure ten years ago, China’s GDP will this year ex-
ceed Japan’s, and in ten years’ time is expected to be approximately three times Ja-
pan’s. Not only is it impossible to discuss cooperation in East Asia without the inclu-
sion of China, but China’s increasing economic scale must in fact be taken as a pre-
condition in such considerations.

China’s growth and development has been driven by the nation’s opening of its
markets and the deepening of its economic ties with other Asian nations. Prior to
launching its policy of reform and openness at the end of the 1970s, China was a closed
society and had been involved in a variety of conflicts with its neighbors. From the end
of the Second World War to the Sino-Vietnamese War in 1979, China can be seen to
have been either directly or indirectly involved in almost every conflict or war in the
region. Given this history, it is particularly noteworthy that from 1980 onwards, China
has not been involved in any conflicts with neighboring nations. The prevention of
conflict with China is an important precondition for the continuation of peaceful and
stable development in East Asia.

It goes without saying that the deeper China’s economic relationships with its
neighbors, and the greater the openness of China’s internal markets, the stronger the
forces preventing conflict in the region. In addition, the growth of China’s middle in-
come bracket promoted by openness and economic growth can be expected to control
parochial nationalism.

How to treat cooperation with China is a major factor in building a variety of

frameworks in the East Asian region. If China does not play an active role, cooperation

11 Regarding this point, see NIRA Dialogue Series No. 54, “Japan’s Diplomatic Strategy for East
Asia” (Dialogue with Professor Akihiko Tanaka).



in the region will not be functional, but the creation of frameworks in which China is
clearly the leader is undesirable not only for Japan, but also for the ASEAN nations?!2.
In order to improve relations between Japan and China, it will be important not to
consider the issue merely as one of the relationship between the two nations, but to
constantly focus on how the two nations can cooperate for the prosperity and stability
of the East Asian region as a whole 13,

The peaceful development of Chinese society is a precondition for the peaceful and
stable development of the East Asian region. The thing that must be borne in mind is
that China is unique among its neighboring democracies in being a single-party com-
munist state. Given that China is developing rapidly, and given the nature of its polit-
1cal system, Chinese society faces significant destabilizing factors. The increasing in-
come gaps arising from economic development are causing friction in the nation. In
addition, the environmental destruction and difficulty in securing resources that China
1s experiencing as a result of economic growth are issues that are having a significant
effect on the nation’s neighbors, including Japan. The possibility cannot be ruled out
that China’s range of internal problems could result in acts of aggression against other
nations.

It would be no exaggeration to say that supporting the peaceful and stable devel-
opment of China is in itself the most important factor in enabling the peaceful devel-
opment of East Asia. China is at present making efforts towards the provision of in-
frastructure and the promotion of economic development in its inland areas, in order to
reduce income gaps and achieve a balanced growth trajectory. There must be numer-
ous ways in which Japan could support such initiatives. Further, what is necessary is
not only cooperation between China and Japan, but the establishment of frameworks

12 With regard to the political effect of deepening economic ties, the case of the Economic Coop-
eration Framework Agreement (ECFA) which has recently been signed between China and
Taiwan is extremely interesting. Under the presidencies of Lee Tung-hui and Chen Shui-bian,
Taiwan intensified its oppositional stance towards China. In part because of this, China blocked
the formation of FTAs between Taiwan and its neighbors. As a result, Taiwan became the only
nation in the region that was unable to establish an FTA. Under the presidency of Ma Ying-jeou,
Taiwan’s confrontational posture has diminished, a fact which is symbolized by the conclusion of
the ECFA with China. This type of economic cooperation can be expected to increase the stabil-
ity of the relationship between China and Taiwan, and represents a breakthrough that makes it
realistic for Taiwan to seek frameworks for cooperation with other East Asian nations.

13 This might be compared with the situation in the latter half of the 1980s, when APEC
(Asia-Pacific Economic Cooperation) was established. At that time, Japan and the U.S. were
experiencing severe economic friction. When the two nations attempted to respond to the situa-
tion via bilateral negotiations, confrontational attitudes came to the fore. One of the most sig-
nificant aspects of multilateral frameworks for dialogue such as APEC is that the participation
of Japan and the U.S. in dialogue within such frameworks promotes recognition of the nations’
shared interests. This is because, as advanced nations in the region, Japan and the U.S. have
shared interests in numerous respects in the process of framework creation in the Asia-Pacific
region. In the case of Japan and China, the demonstration that they were able to cooperate
within an East Asian regional framework would be of deep significance in terms of maintaining
good diplomatic relations between the two nations.



for regional cooperation in fields including infrastructure, resources, energy, and the
environment. This would also benefit Japanese industry.

However, China’s economic development cannot be taken simply as a positive factor
for the maintenance of peace in the East Asian region. Increased economic power
equates to increased military power, and China’s increased military expenditure is, in
fact, becoming a significant threat to its neighbors. China’s navy has recently been
conspicuous in areas over which the nation has had historical conflicts with its neigh-
bors, such as the Spratly and Senkaku Islands. It is difficult to expect enhanced eco-
nomic cooperation alone to control China’s military expansion.

The fact that the peaceful economic development of East Asia cannot be discussed
without consideration of the U.S. is related to this point. The maintenance of a stable
relationship between the U.S. and China is an absolute precondition for controlling
China’s military expansion. This is not to say that Japan should be involved in some
way in U.S.-China relations, but at the least it should maintain a focus on diplomatic
considerations that will ensure continuing good relations between the two nations.
This is another major reason why the U.S. cannot be excluded in promoting regional

cooperation.

8. The Lessons of the Asian Financial Crisis

Many of the current moves towards East Asian regional cooperation had their ori-
gins in the Asian financial crisis of the late 1990s. Prior to the Asian financial crisis,
most of the nations of the region, including Japan, did not participate in any free trade
agreements. We may say that there were no frameworks for exchange rate stabiliza-
tion or forums for dialogue concerning macroeconomic policy that considered the region
as a whole. From this perspective, the Asian financial crisis represented an important
turning point for cooperation in the region.

The speed of the contagion was an important characteristic of the Asian financial
crisis. The crisis that originated in Thailand spread rapidly to South Korea and to the
nations of Southeast Asia. Despite the fact that the economic structures of individual
countries are all different, the sudden movements of capital that trigger a financial
crisis represent a herd behavior without a rational basis, and function to amplify the
crisis. There is no reason why such an event should not reoccur in the near future. It is
difficult for a single country to respond to such a situation. The functions of interna-
tional organizations such as the IMF are also limited. What is required are frame-
works enabling a cooperative response by the nations of the region. There must also be
many ways in which the region’s nations can cooperate to maintain a stable macroe-
conomic environment which is resistant to crises?.

14 The IMF is an international organization that was originally established in order to stabilize



The Asian Monetary Fund (AMF) proposed by Japan following the crisis did not
materialize, but efforts have continued since the event, with the Chiang Mai Initiative
creating a framework for exchange rate stabilization via bilateral currency swaps, the
multilateralization of the Chiang Mai Initiative, and moves towards the creation of
regional frameworks for dialogue and the coordination of macroeconomic policy.
Beyond these efforts, the establishment of the AMF as a framework for regional cur-
rency stabilization is emerging as a distinct possibility.

If economic ties become closer in East Asia and trade, investment and financial
transactions across borders increase in scale, then it is a natural consequence that re-
lationships of macroeconomic interdependence will become deeper. If this does happen,
then regional frameworks for currency stabilization and financial stabilization will
become necessary. In addition, it will be essential to secure opportunities for dialogue
on and coordination of fiscal and monetary policy.

The existence of international organizations such as the IMF at the global level is
important. However, the lesson of the Asian financial crisis is that simply relying on
these international organizations alone entails significant costs for countries which are
experiencing financial or monetary crises. An early warning system for debt accumu-
lation and excessive inflows and outflows of capital would be effective in heading off a
crisis before it occurred. Forums for policy dialogue to prevent the implementation of
macroeconomic policy by individual nations in the region from becoming a destabiliz-
ing factor will also be necessary.

One of the causes of the Asian financial crisis was the fact that many of the nations
of the region pegged their currencies to the U.S. dollar. For emerging and developing
nations, pegging their currencies to a stable currency like the U.S. dollar is an effective
method of stabilizing their macroeconomic environments. Today, however, when the
U.S. dollar itself is at risk of significant fluctuations, the nations of East Asia need a
more stable anchor. More discussion of the use of a common currency basket system
based on an Asian Currency Unit (ACU) or other unit of currency will also be neces-
sary.

When currency cooperation in East Asia is discussed, interest tends to focus on the
limited area of exchange rates. However, exchange rate trends reflect the fiscal and

monetary policies implemented by individual nations and the macroeconomic trends in

the exchange rates of the major nations. The organization used funds supplied by the major
nations to maintain the stability of their currencies. This was the first incarnation of the IMF.
The role of this first IMF was greatly reduced when the major nations made the transition to a
floating exchange rate regime in 1973. However, following this the organization expanded its
function of using the funds contributed by the major nations to provide aid to developing and
emerging nations experiencing currency crises or debt crises. This may be termed the second
incarnation of the IMF. The functions of the AMF, using funds supplied by the nations of the
region to maintain currency and monetary stability in the region, can be seen to be similar to
those of the first incarnation of the IMF. Because the present IMF is the organization’s second
incarnation, the existence of the AMF might also in a certain sense be said to supplement the
IMF.



those nations, and currency policies have a significant impact on the macroeconomies
of individual nations. As the current crisis in Greece has made clear, how far a region is
prepared to proceed in coordinating fiscal management is the key to currency stabili-
zation.

This is not to suggest that East Asia will rapidly introduce a European-style single
currency, or that this would be desirable. The introduction of something resembling a
fixed rate system between regional currencies is also unlikely to be possible '>. However,
it 1s clear that against the background of deepening macroeconomic interdependence
between the region’s economies, it is necessary to be aware of the interdependence
between the macroeconomic policies of individual nations, and to establish forums for
dialogue on macroeconomic policy. In particular, it will be essential to create systems
that are capable of rapid response when the risk of monetary or currency crises in-
creases. The 2008 Lehman Brothers shock did not occur in East Asia, but its effect was
transmitted to the region instantaneously. We have not proceeded as far as actualizing
a framework for currency stabilization, but it cannot be denied that the existence of

such a framework has produced a certain sense of security in the region.

9. The Bicycle Theory — Both Process and Results are Important

The bicycle theory is a theory employed in the world of trade negotiations. It argues
that while the results of trade negotiations, for example negotiations conducted
through the WTO or negotiations for the formulation of FTAs, are important, the
process of continuing the negotiations in itself is also of great significance. If these ne-
gotiations are not conducted, protectionist trends will become more powerful in a va-
riety of forms, and the free trade system will recede. But when countries continue with
negotiations, their details stimulate intense discussion within those countries, and as a
result the trend towards free trade will be strengthened.

The concept that the process is important also applies to East Asia. As has already
been sufficiently pointed out, while we may use the term East Asian Community, it
remains difficult to draw a clear image of what form such a community should take.
The East Asian region possesses regional frameworks in a variety of forms - APEC,
ASEAN+3 and +6, and others. Against this background, the fact that the nations of the
region continue discussions and negotiations at a variety of levels is in itself highly
significant.

A variety of actors are also involved in negotiations and discussions. We must create
forums for discussion and negotiation between individuals at various levels, including
leaders’ summits, working-level meetings, conferences involving researchers and cul-

15 From 1979 to the introduction of the euro in 1999, the major nations of Europe operated a
system of mutually pegged exchange rates.



tural figures, and conferences at the local government and .civil society levels.

The subjects of these discussions would also cover a wide range, some examples of
which are presented in this report. To those examples, trade, currency and financial
issues, education, environmental resources, air transport networks, and personal ex-
changes, we can add competition policy (antitrust policy), system standardization,
medical insurance, taxation, information and communications, and measures to com-
bat crime as some of the areas in which the necessity for discussion between the na-
tions of the region is increasing.

The nations of East Asia face numerous shared issues. The creation of frameworks
in which to discuss those issues and engage in cooperation in relation to them will be of
considerable value to the nations of the region. Efforts to deal with shared issues could
also be expected to deepen regional cooperation.

The launching of the concept of an East Asian Community is to be celebrated, but as
a concept without substance, it will lose momentum rapidly. It will be essential to set a
timeline for the realization of a regional community. Specifically, an approach that en-
compasses at least the following three points will be necessary:

(1) Formulation of policy issues that can be taken up with a view towards concrete
realization in one or two years

(2) Setting of policy targets for five to ten years in the future

(3) Development of the concept of an East Asian Community from a longer-term
perspective

Concerning point (1), there are numerous policy issues that could be voluntarily
suggested by Japan. Concrete details are discussed in the main body of this report.
This would involve activating efforts towards practical implementation in the case of
issues on which the Japanese government had previously taken initiatives, or had at-
tempted to take initiatives and failed, etc.

Concerning point (2), cooperation between the nations which will be members of an
East Asian Community will be necessary. This would involve the creation of opportun-
ities for discussion concerning an East Asian Community at forums such as the East
Asia Summit, and proceeding with continuing discussion regarding what should be
done towards the realization of a community. If discussions could be held under the
common banner of an East Asian Community, this in itself would represent a great
success. Such discussions could be expected to produce concrete medium- and
long-term targets. To that end, perhaps it would be possible to launch an East Asian
Community Forum participated in by specialists, government researchers, and repre-
sentatives of the business communities of the nations of the region. The free discus-
sions held at such a forum would generate proposals that could be made to national
governments, the East Asia Leaders’ Summit, etc.

The longer-term perspective on an East Asian Community mentioned in point (3)
could be expected to emerge from the forum suggested in (2). Separately to this, we

might also consider the creation of reports on themes such as the form that East Asia



should take in 30 years’ time. These reports might be formulated by research groups
bringing together specialists from all the region’s nations, or could potentially be for-
mulated in Japan alone. Reports might also be produced by organizations such as the
Asian Development Bank. It would be desirable for these reports not to be produced in
1solation, but to come from a variety of channels to ensure that a diverse range of
perspectives 1s taken into consideration.

NIRA will also seek to contribute to the formation of a shared awareness concerning
an East Asian Community by continuing research that takes into consideration such
factors as trends towards regional cooperation in East Asia and the diversity of the

region’s nations.
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What is NIRA ?

The National Institute for Research Advancement (NIRA), founded in 1974 under
the National Institute for Research Advancement Act, has conducted comprehensive
research in order to contribute to the resolution of a variety of complex contemporary
social, economic and lifestyle issues. NIRA has changed its juridical status as an
incorporated foundation since November 29, 2007, although NIRA’s aims are
unchanged, and NIRA will continue to conduct its activities for the public interest.

The new NIRA will seek to present bolder policy proposals and make information
available in a timely fashion in order to stimulate policy discussion and contribute
more actively to the policy-making process. As globalization advanced and Japan’s
population ages, Japanese society is facing profound structural changes, a situation
that urgently requires the nation’s research institute to adopt new roles. NIRA
therefore views its change in organizational status as an opportunity to reform its
research system to meet the demands of a new era.

NIRA’s research will address issues facing Japan, with a focus on the three areas of

national economic and social policies, international relations, and regional issues.
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* The texts of this report may be accessed on NIRA’s homepage.
NIRA Report Strengthening Regional Cooperation in Fast Asia
Executive Summary (Japanese) http://www.nira.or.jp/pdf/1001summary.pdf
(English) http://www.nira.or.jp/1001english_summary.pdf
Policy Proposal (Japanese) http://www.nira.or.jp/pdf/1001_1report.pdf
(English) http://www.nira.or.jp/1001_1lenglish_report.pdf
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