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Japan’s outward FDI in Globalization
Daisuke Hiratsuka
Introduction
Asia economy has achieved rapid economic growth, which has accompanied by a changing economic landscape in the region: intra-regional trade and intra-regional foreign direct investment (FDI) are increasing. Since the mid-1980s, Japanese firms have been globalised in the sense of overseas operation. Since then, outward FDI in Asia by Japanese multinationals has been major source of intra-regional FDI in Asia. But, in Asia market place, Japan has been no longer hegemony. Other Asia partners have been increasing their presence. The Asian NIEs of Hong Kong, Korea, Singapore, and Taiwan have followed the movement of overseas operation, and then Malaysia and Thailand joined the league. In particular, the large Asian economies of China and India have emerged as sources of outward FDI in Asia. Put it in a different angle, intra-regional FDI has been not only a North-South economy basis but also a South to South one. As for ASEAN, much of South to South FDIs is close to their home market at first, and then tend to expand at more widely gradually (Hiratsuka 2006a). Furthermore, the phenomena of South to South FDI flows are taking place not only at multinationals level but also at medium-scale enterprises (Hiratsuka, 2006). 
From the viewpoint of Japan, intra-regional FDI in Asia can be roughly two phases. One is the globalism in which Japanese firms have pay attention to the global market, operated in overseas such as the United States, Europe, East Asia, and so on. Another is the regionalism in which Japanese firms have operated in the production and distribution networks where parts and components are produced according to location advantage of countries/cities, and they are traded within East Asia. In the production and distribution networks, various Asian partners have participated. Such regionalism in FDI is going to be accelerated by de jure integration, or free trade agreement (FTA). Since FTA is the trade arrangement that integrates segmented markets into one, the web of FTAs in Asia works to reallocate location of industry, and therefore activate intra-regional FDI. Given these, the development of economic integration raises several questions related to the intraz-regional FDI and/or Japan’s FDI: how are Japan’s outward FDIs changing in magnitude and destinationion in the regionalism? How are different from that of globalsim? How are medium scale enterprises (SMEs) responding to economic integration where economies of scale/increasing returns to scale works strongly? In further economic integration, what role Japanese firms are expected to play in outward FDI in Asia? What perspective of outward FDI by Japan is envisaged? What policy environment or policy efforts should the Japanese and Asian governments take for deepening regional integration?

This paper aims to answer those questions with regard to outward FDI from Japan, emphasizing trade (transport) costs and production costs in the core-periphery framework (Krugman and Venable 1995). The first section argues the theoretical frameworks to explain outward FDI and its implication in economic integration. The second section discussed the new Asia economic landscape in conjunction with changes in trade and investment pattern. The third section sees distribution pattern of outward FDI from Japan. The fourth and five section review investment and production strategy of Japanese multinationals and SMEs. The rest of sections discuss the role of Japan in investment activity in Asia, perspective of Japanese FDIs, and efforts of the Japanese and Asian governments.  
1 What does determine outward FDI?
1.1 New economic geography’s hypothesis
What does determine distribution of outward FDI? There are many thoughts on determinants of FDI. Traditonally, international economics has approached from the study on multinationals long time. On the other hand, spatial economics or new economic geography has addressed the subject of FDI as location of industry since the 1990s. In fact, distribution of outward FDI is an issue related to the location of industryacross countries. Krugman was the pioneer to address location of industry, in economic integration, across country from the viewpoint of spatial economics or new economic geography that incorporates concepts of transport (trade or transaction) costs (broadly defined)
 and economies of scale/increasing returns to scale. Geography and Trade (Krugman, 1991) argues that the interaction of market, transport costs, and fixed investment costs determines the location of industry
. 
Krugman’s hypothesis regarding the location of industry is based on the gravity framework that economic size (market) and geographical distance (as a proxy of transport costs) plays a significant role in determining trade and investment. Geographical distance determines trade and investment since it affect transport costs (broadly defined). Transport cost of one hundred mile distance is higher than that of one thousand mile if other conditions are equal such as remoteness. In other words, transport cost does matter in determining the location of industry. If the transport costs that move a good from one place to other one is too high, the industry will locate to near the market, because firms wish to have lower transport costs. Transport costs are just waste of money for firms.  
1.2 Agglomeration force
The important thing lies in that the presence of transport costs gives rise to the “home market effect” where suppliers located near a large market can attain economies of scale and export the goods. In Krugman’s words, a “country will tend to export those kinds of products for which they have relatively large domestic market demand” (Krugman 1980). The supposition is that when export expands until total transport costs become quite large, suppliers will move their production facilities to a nearby market, in order to reduce operating costs. Otherwise, suppliers would lose their market in global competition. Indeed, assemblers wish to use neighboring suppliers in order to reduce transport costs, that is, concentration or agglomeration forces work. This can be interpreted that international trade can be partly substituted with “market-seeking” FDI.
1.3 Dispersion force
When transport costs fall, on the contrary, what consequences on location of industry can then be expected? Krugman and Venables (1995) argue that when transport costs fall enough so that the advantage of low wages in the “periphery” (unindustrialized economy) offsets disadvantages in being remote from markets and suppliers of the “core” (industrialized economy), manufacturing in the core will move to the “periphery”. This argument can be applied to outward FDI, explaining “efficiency-seeking” FDI when transport costs fall until lower wages offset the disadvantages of other conditions.
This argument can be interpreted as that “efficiency-seeking” FDI can take place when transport costs fall until lower wages offset the disadvantages of other conditions. But we have to remind that the core-periphery hypothesis assumes that production conditions are roughly the same everywhere and almost every resource can move across borders. But, in reality, production conditions are quite different by country/city. Put it differently, the core-periphery hypothesis that manufacturing moves from developed to developing countries implies that to reduce trade costs and to improve production conditions lead to increase outward FDI from developed to developing countries.
1.4 Driving Forces and Types of FDI 
Given the above discussions, what are considered to be the driving forces of outward FDI? Roughly speaking, there are three primary drive forces of outward FDI:

1. Driving force 1: to have better access to the markets of host countries and nearby 
countries (market-seeking FDI)
2. Driving force 2: to take advantage of low wage rates in host countries (efficiency-seeking FDI);
3. Driving force 3: to take advantage of resources in host country (resource-seeking FDI)

When developed country transnational corporations (TNCs) set up their overseas production plants in the large market, the “market seeking” force works. For instance, most of outward FDI from Japan to the United States and the European Union seek markets. On the contrary, when developed country TNCs set up their overseas production plants in developing countries, “efficiency seeking” forces are mainly at work because there is a large difference in wage rates between developed and developing countries. Strategic functions such as head quarters, research & development (R&D), and highly capital intensive manufacturing processes are located in the home country where high-skilled workers are available, while most of the manufacturing activities are located in host countries where wage rates are low. The last driving force of FDI is “resource-seeking” FDI. TNCs locate their R&D centers in the United States, and they seek natural resources in developing countries. 

1.5 Ricardian model of differences in factor prices

The presence of MNCs in a foreign country was explained in terms of differences in relative factor endowments among countries [Helpman (1984), Helpman and Krugman (1985)]. Given that transport costs are equal, the location of MNCs abroad is determined by the differences in endowments. Jones and and Kierzkowski (1990) points out that different domestic location are selected to take advantage of geographic difference in various factor costs such as land, labor, and technology. Besides factor prices, accessibility to suppliers or parts and components, determines location advantages. This approach can explain “vertical” FDI where firms locate different stages of production in different countries by taking advantage of differences in location advantages such as factor costs, accessibility to suppliers that determine production and trade costs. 
1.6 Production fragmentation and production networks
From the above arguments, that is, the core-periphery framework and the Ricardian model, what implication can be derived for Japan’s outward FDI in Asia? As trade/transport costs fall and production conditions improve in Asia where factor endowments are abundant, Japanese firms will move manufacturing to various Asia countries. This means that Japanese firms explore location advantages that are different by city/country. At each production site, firms attempt to attain economies of scale. Put it differently, in the process of economic integration, production process is becoming sequential stages of production, more and more, which locates across countries. Different stages of production are divided among different suppliers that are located in different countries. Products traded between firms in different countries are components instead of final products, and final products are sold to outside the region in which international division of labor in production process happens either intra-firm or inter-firm. This phenomenon is known as many terms such as fragmentation (Jones and Kierzkowski, 1990), slicing up the value chain (Krugman, 1996), vertical specialization (Hummels et al., 2001), and production network (Hanson et al., 2003). 
Yi (2003) provides a theoretical model of vertical specialization and finds that a slight decline in trade costs induces large trade in intermediate goods, assuming close substitutes. This means that a decline in trade costs enable multinationals to increase FDIs, and to expand the production networks. For simplifying the discussion, Yi (2003) assumes the model of two goods that are sequential relations are located in two countries. That is, a good is produced in the country A, and exported to the country B. After the processing, the good is imported back to the country A again. In this case, the good across borders four times: at the export custom procedure when the good is exported from the country B; the import custom procedure when the good is imported into the country B; the export custom procedure when the good is exported from the country B; and the import custom procedure when the good is imported back to the country A. In the real world of sequential production, one good cross borders among several countries for the final product, meaning that the reduction of trade costs, through not only trade liberalization but also facilitation measures, would develop the sequential production and expand intra-industry trade. 

Production process are sliced into many stages and located in different countries has advanced in East Asia, in particular, in electronics industry where trade costs are low due to light weight (Hiratsuka, 2006). In East Asia, two kinds of production fragmentation have advanced (Hiratsuka and Kimura, 2007). One is intra-firm production fragmentation in which multinational enterprises split production processes at several stages, and locate them in different countries/cities according to location advantage. Another is inter-firm (arms length) production fragmentation in which multinational enterprises outsources several parts production to different suppliers/countries. 
2 New Asian economic landscape
2.1 Changes of trade patterns inside Asia

As the preliminary work to understand Japan’s outward FDI, let me review the trade patters inside East Asia. Figure 1, which depicted the trade share of East Asia (five ASEAN countries of Indonesia, Malaysia, the Philippines, Singapore, and Thailand, plus China, Japan, and Korea) between 1980 and 2003 by economic purpose classification, based on the BEC: primary (111, 21, and 31); processed goods (121, 22, and 32); parts and components (42 and 53); consumer goods ( 111, 122, 51, 522, 61, 62, 63) and capital goods (41 and 521).The Comtrade database, compiled by the United Nation, has released the BEC classification trade series since 1991. But, trade patterns have changed since the mid-1980s. In order to catch the transition of trade patterns inside East Asia, IDE-JETRO has converted the SITC Revised into the BEC classification data.  Hence, the BEC classification trade data used in this paper are compiled by the IDE-JETRO through the year. Distinction between processed goods and parts and components is very important to understand the changes of trade patterns inside East Asia. Processed goods are characteristics of the final goods. On the other hand, parts and components are just the intermediate goods input making a final products in machinery industries. 

As shown in Figure 1, in the 1980s, primary commodity and processed goods occupied nearly 70% share of total trade within the East Asia. But, the trade share of primary commodity within the East Asia decreased from 29.3% in 1980 to 3.8% in 2003, and that of process goods decreased from 37.3% in 1980 to 28.0% in 2003 also. On the contrary, the trade share of parts and components within the East Asia increased throughout the period between 1980 and 2003, and  the share in 2003 reached at the largest share among the BEC classification goods, more than 30%. 

Figure 2, which depicted the import share of the five ASEAN countries with Japan and that of latter with the former, indicate how the change of trade pattern changed. As shown in Figure 2, Japan imported primary commodity from ASEAN, meanwhile ASEAN imported process goods from Japan in the 1980s. The import share of parts and components of ASEAN from Japan increased rapidly, from 15.5% in 1980, to 47.3% in 2003, which exceeded the share of process goods which decreased from 37.7% in 1980 to 26.1% in 2003. Japan’ major part of to ASEAN becomes parts. On the other hand, that of Japan from ASEAN increased from 0.7% in 1980 to 20.8% in 2003: ASEAN become exporter of part to Japan. 

It should be addressed that trade patter has changed in not only ASEAN-Japan relation, but also in ASEAN-China. Figure 3 summarizes the import share of ASEAN with China and that of China with ASEAN. The import share of parts and components of China from ASEAN increased from 5.7% in 1988 to 40.4% in 2003
. Similarly, the import share of parts and components of ASEAN from China increased from 3.5% in 1980 to 34.2%. The shares of parts and components both become the largest ones between China and ASEAN. Similarly, within ASEAN, the import share of parts and components increased from 7.2% in 1980 to 43.8% in 2003 (see Figure 4). 

These evidences indicate that trade pattern inside East Asia changed, from the traditional pattern that Japan imported the primary commodity and the processed goods, to the pattern that has traded parts and components.　

2.2 Formation of production and distribution networks

Global competition has changed the traditional structure completely. The completion of the EC integration in 1992
, as well as the NAFTA in 1994
, has accelerated global competition where economies of scale has worked ever before. The US, European, and Japanese firms have competed more seriously, and have tried to achieve economies of scale. The global competition has forced those multinationals to slice production process into many stages, and achieve economies of scale at each production stage. Consequently, different stages of production are divided among different suppliers that are located in different countries. Sequent production stages are vertical hierarchies in which big multinational firms, those who sell final products, handle distribution of the final products, set production standards of inputs for part suppliers, and select suppliers. In the sequent production stages, products traded, either between firms or within firms, in different countries are components instead of final products, which are quite different from the traditional trade patterns in which final products such as consumer goods, intermediate goods, and capital goods are trade each other. Put it differently, intermediate goods in the same industry are traded among the Asian countries, expanding intra-industry and intra-regional trade. 

Then a research questions arises: are trade of parts and components mainly within Japanese firms, intra-firms, or inter firms?  Figure 5 depicted the parts procurement of a Japanese hard disc drive (HDD) assembler located in Thailand. The Japanese HDD assembler procures the same parts and component from multiple sources located in the same countries as well as different countries. For example, the assembler procures carriage from Fujikura and Sanei both in Thailand, and TDK in China: They are Japanese suppliers. Most of suppliers are Japanese but some are American suppliers. There are a few indigenous suppliers: cover from Cheungwoh (Singapore) and base from Wearns (Singapore firm operating in Thailand).  What the HDD assembler procures mainly from Japanese affiliates operating in East Asia means that Japanese firms have advanced to East Asia: Japanese firms have extended their business activity to overseas as if they were operating in Japan. At present, indigenous suppliers are increasing linkage with foreign suppliers, and have advanced to operate in overseas. FDI flows intra-regionally in the region. Put it differently, intra-regional trade and FDI are increasing in Asia.

2.3 Increasing profits in overseas markets
Due to the long historical production operation in overseas, the Japanese firms have relied their profits on overseas economic activities. Table 1 and Table 2 summarize the shares of sales and operating profits of the Tokyo Stock Exchange listed manufacturing companies between the fiscal year of 1997 and 2005. Tables indicate two important things. One thins is that the shares of domestic sales and operating profits decreased from 71.4% and 76.6% in the fiscal year of 1997 to 66.1% and 70.8% in the fiscal year of 2005 respectively. The continuous declines in domestic share, or increases in overseas share are primarily due to the weak domestic sales and the expansion of overseas sales. Population size of Japan is decreasing due to the diminishing number of children, and the Japanese markets are matured in some senses. The importance of overseas markets is increasing for Japanese firms. 
The other thing is that Asian pacific share of sales and operating profits increased from 5.8% and 5.3% in the fiscal year of 1997 to 10.1% and 10.0% respectively. Those figures in 2005 are almost same with those of the Americas. Put it differently, one third of overseas sales and operating profits come from the Asian pacific region. It is certain that the Asian pacific will be the most significant region in sales and operating profits for Japanese manufactures in a few years.
3 Distribution of Japan’s outward FDI
Two series are available for outward FDI data: one is the balance of payment series; and another is the report and notification bases. Normally, the balances of payment series are internationally used for analytical studies, since they reveal the accurate transaction of FDI by firms. But, the balances of payment series by region/country are available after 1995. In addition, only major countries FDI data are released, and small countries such as Malaysia, Thailand, and the Philippines are not. Furthermore, Japan’s outward FDI has drastically changed since the mid-1980s, but after 1995 they have revealed the mild movement. For these, the balance of payment FDI data has not indicated the development of Japan’s outward FDI. On the other hand, the report and notification base FDI series by country/region has some limitation since they are just the registered and notified by firms whose registered capitals are more than 50 million yen. But, long series of report and notification, by region/country, are available between the fiscal year of 1965 and the fiscal year of 2004
, which make it possible to provide the long-term development with regard to the distribution of Japan’s outward FDI. Taking into consideration of these things, the report and notification FDI series are used here. 

Figure 6 depicted the outward FDI, based on reports and notification to the Ministry of Finance, Japan. Roughly, the development of Japan’s outward FDI can be divided into two periods: the inactive period before 1985; and the active FDI period after the Plaza Accord up to the 1970s
. Japan’s outward FDI has been active, meaning that Japanese firms become global. The globalization era of Japan’s outward FDI can be broken down into the three phases; the first boom-down cycle between 1985 and 1992; the second boom-down cycle between 1992 and 1998; and after the Asian currency crisis.
3.1 Inactive Japan’s outward FDI up to 1985 
According to the report and notification base FDI data, up to the year of 1985, Japan’s outward FDI was very small; just 4.9 billion US dollar even in 1979. Major host countries were Asia, the United State and Europe. Between 1965 and 1979, Japan’ outward FDI to Asia reached at 8.5 billion US dollars, followed by that to the North America (8.0 billion US dollars), Latin America (5.4 billion US dollars), and to the European Union (EU) (3.9 billion US dollars). 
3.2 First boom-down FDI cycle between 1986 and 1992

Japan’s outward FDI increased when it entered into the 1980s. The 1985 Plaza Accord played the turning point of Japan’s outward FDI. Since 1986, Japan’s outward FDI increased dramatically, and amounted to 67.5 billion US dollars in 1989 which were more than 10 times of the 1979, and about 6 times of 1985. It has been usually understood what Japanese firms went to Asia responding to the hike of yen against the US dollar is main reason behind Japan’s FDI boom. But, it is false. 
At that time, Japanese firms had taken top priority on the US market since it was the largest market.  At that time, in fact, a half of the outward FDI were destined to the North America, mainly to the United States. Japan’s outward FDI to the United Stated, in report and notification base, reached at 33.9 billion US dollars, in 1989, which accounted for 50.2% of total Japan’s outward FDI, 67.5 billion US dollars in the year (Figure 6 and Figure 7).  The EU was the second largest host of the Japanese FDI, 14.8 billion US dollar in the year, 21.9% of total Japan’s outward FDI. The first boom of Japan’s outward FDI was led mainly by the United States and the EU. The share of outward FDI destined to the United State increased from 34.0% in 1980 to 50.2% in 1989. On the contrary, the Asia’s share of total Japan’s outward FDI decreased from 37.4% in 1981 to 10.4% in 1986, and 12.2 % in 1989, although Japan’s outward FDI to Asia increased from about 1 billion US dollarin 1986 to 8.2 billion US dollar in 1980. 
Since the 1985 Plaza Accord, as mentioned already, Japanese firms have taken advantage of foreign resources. There were several reasons behind the aggressive advancement to overseas: hike of yen; severe trade frictions in the US market; and the tight labor market in Japan. First, Japanese yen rose against the US dollar more than 50% from 250 yen per US dollar in 1985 average to 130 yen per US dollar in 1987 average, which lowered costs of fixed investment in overseas in terms of yen, and  decreased profits of Japanese in terms of yen. Second, there were severe trade friction between the United States and Japan. Japan had taken the voluntary export restraint
. Thus, after the VERs were implemented, Honda, Mazda, Mitsubishi, Nissan, and Toyota, all opened assembly plants in the United States. Third, labor market in Japan was very tight, and it was difficult to employ labor according to the rapid expansion of production since Japanese firms had expanded production rapidly in order to raise their market share in the world.
The first boom of Japan’s outward FDI was over in the early 1990s when the Japanese economy had suffered from sluggish demands arising from the burble burst and the diminishing children problem. Japan’s outward FDI decreased gradually. In particular, those to the United States decreased to 13.8 billion US dollars in 1992, and its share declined at 42.3%. Similarly, Japan’s FDI to the EU decreased to 6.4 billion US dollars in the year but the share remained at 20.7%. On the contrary, Japan’s outward FDI to Asia remained at 6.4 billion US dollars, and the share increased at 18.8%. 

3.3 Second boom-down cycle between 1993 and 1997

The second boom-down FDI cycle was led by North America and Asia. Japanese firms expanded overseas operations not only in North America and Europe but also in Asia. In fact, Japan’s outward FDI to Asia increased remarkably from 6.4 billion US dollars in 1992 to 12.2 billion US dollars in 1997 (Figure 6). The Asia’s share of total Japan’s outward FDI jumped from 12.2% in 1989 to 24.2% in 1996 and 22.6% in 1997 (Figure 7). Asia becomes the second largest host area of Japan’s outward FDI, replacing for Europe. Why did Japanese firms increase FDI to Asia will be discussed in next section.
Those to the North America increased from 14.6 billion US dollars in 1992 to 23.0 billion US dollars in 1996, and the US share increased 42.7% in 1992 to 47.9% in 1996.  On the contrary, the EU share decreased from 20.7% in 1992 to 15.4% in 1996 although Japan’s outward FDI to the EU did not changed at all; from 7.1 billion in 1992 US dollars to 7.4 billion US dollars in 1996.  
3.4 After the Asian currency crisis
The second boom of Japan’s outward FDI boom was terminated with the Asia currency crisis erupted in 1997 in Thailand. After the Asian currency, Japan’s outward FDI pattern has drastically changed. First, since 1998, Europe has become the largest host of Japan’s outward FDI, replacing the United States. Second, Asia becomes the second largest host of Japan’s outward FDI except 1999 and 2001. Third, it is Latin America that has increased Japan’s outward FDI. In 1999 and 2000, Latin America becomes the second largest host area. Latin America, such as Panama and Cayman Islands, has been chosen as tax heaven. But, Brazil and Mexico become important hosts. Fourth, the United Stated has lost its host status: in 2001, it downed to be the fourth largest host.      
4 Japan’s outward FDI patterns inside Asia

Next, what features do Japan’s outward FDI patterns inside Asia have? Figure 8 and Figure 9 give the development of Japan’s outward FDI patterns inside Asia, on report and notification base. Like the whole Japan’s outward FDI, ones destined to Asia can be divided into three phases: 1) before the Plaza Accord in 1985; 2) after the Plaza Accord; 3) before the Asian currency crisis; and 4) after the Asian currency crisis. The FDI patterns inside Asia have changed according to the phases. 
4.1 Before the Plaza Accord in 1985 
Up to 1985, Japan’s outward FDI in Asia was inactive, and mainly destined to ASEAN, in particular, to five ASEAN countries of Indonesia, Malaysia, the Philippines, Singapore and Thailand. In the inactive FDI period, except Singapore, Asia countries took the so-called import substitution industrialization in which high tariff rate were imposed on the consumption goods meanwhile the tariff on intermediate goods were low. Because of the import substitution policy, Japanese firms had to produce goods those countries in order to secure market, but the overseas productions in Asia were operated at small volume. Therefore, the costs of production facilities were not high, meaning that Japan’s FDI were very small. Among them, Indonesia was the largest host of Japan’s outward FDI throughout the period. Japan’ firm took the largest FDI, among ASEAN, to Indonesia where mineral products were rich. 

4.2 After the Plaza Accord
But, since 1986, the Japan’s outward FDI destined to Asia has increased in the first outward FDI boom. Between 1980 and 1985, on average, Japan’ outward FDI was just 1.8 million US dollars, but between 1986 and 1992 it increased to 5.8 million US dollars (Figure 8).  
Accordingly the FDI pattern inside Asia has greatly changed. First, ASEAN decreased the share inside Asia, although it remained the largest. Second, FDI patterns inside ASEAN changed: Singapore became major host country since the hike of yen against the US dollar forced Japanese enterprise to advance to Singapore, at first, where electronics industries concentrated to some extent and foreign capitals were allowed to operate with the attractive incentive policies. Put it differently, the rise of yen empowered agglomeration forces of Singapore. But, the agglomeration forces had not lasted long. Because of small population and labor force, wage rates rose in Singapore. Japanese firms had to find the new frontier. They chose Thailand where the regulation of foreign capital participation was relaxed in 1985, which substantially liberalized foreign direct investment (FDI). At that time, in Thailand, supporting industries had developed to some extent, i.e., Minebea and Seagate operated there. In response to Thailand’ pro-FDI policy, Japanese firms advanced to the county for export production. Malaysia followed to relax the regulation of foreign capital participation. In Malaysia, Panasonic group had some production facilities. But, like Singapore, Thailand’s and Malaysia’s wage rates increased, which lowered profits of overseas affiliates, and weakened their agglomeration forces, resulting in the end of FDI boom. 
Sum up briefly, Japanese firms went to Asia where investment environments were relatively goods: foreign capitals were allowed to operate; the tax incentives were provided; the industrial estates or parks were arranged; and to some extent supporting industries developed. But, due to limited capacities in human resources and available land for industrial purpose, Japanese firms had to find new frontiers. Put it differently, agglomeration forces increased, and eventually dispersion forces worked.  
4.3 Before the Asian crisis
FDI flows from Japan to ASEAN increased remarkably after 1992. But, at the same time, the rises of wage rates in the ASEAN countries pressured the dispersion force from ASEAN to China where investment climates are inccreasing: when the China’s cities were opened, they competed to provide incentives to foreign investors. In 1995, if combined with Hong Kong, China-Hong Kong became the largest host of Japan’ FDI. As mentioned already, since about 1992, ASEAN and China have traded parts and components mutually (see Figure 3). This can be understood that Japanese affiliates, between ASEAN and China, have traded on intra- and inter- firm bases. Put it differently, Japanese firms become to operate at the East Asian wide from ASEAN to China, which has established vertical sequential production networks across countries within East Asia were. This FDI boom in Asia was over when the Asian currency crisis erupted in 1997 in Thailand. In 1998, production decreased by the bankrupts of firms in the ASEAN countries, and the vertical sequential productions were cut accordingly.
4.4 After the Asia currency crisis 
4.4.1 Rise of China
The Asia currency crisis has altered the FDI pattern inside Asia. Due to the sharp drop of demands in ASEAN, Japan’s FDI destined to ASEAN has decreased. Up to 1999, the decrease was mitigated by the merge and acquisition of the substantially bankrupt Asian companied by foreign firms. Instead, Japanese firms has tended to go to China since the China’s entry in WTO in the end of 2001. At last, since 2003, China has become the largest host of Japan’s FDI among Asia countries. Inside ASEAN, after the Asian crisis, Indonesia has dropped to be a minor host of FDI, meanwhile Thailand becomes the largest host, replacing for Indonesia. 
Figure 11 depicted Japan’s outward FDI, based on balance of payments base, which provides more accurate picture than those of reports and notification bases. The same FDI patterns inside Asia can be observed, as seen in Figure 9 depicting the reports and notification bases. Since 2003, China has overtaken ASEAN in terms of Japan’s outward FDI host. Japan’s FDI destined to China registered 4.0 billion US dollar in 2003, 5.8 billion US dollars in 2004, and 6.6 billion US dollars in 2005. 
4.4.2 Resurgence of ASEAN: “China plus one”
In contrast, Japan’s FDI destined to ASEAN decreased drastically from 4.1 billion US dollars in 2002 to 0.3 billion US dollars in 2003. In 2003, Japan’s FDI concentrated in  China. But, in 2005, ASEAN attracted a large amount of FDI, 4.8 billion US dollars against 6.6 billion US dollars destined to China. Inside ASEAN, Thailand is increasing FDI from Japan after 2003, and its FDI from Japan amounted to 2.1 billion US dollars. Althouge figures were not available
, FDI to Vietnam increased. Vietnam becomes alternative to China. At the background of the ASEAN resurgence, there are roughly two factors: rise of wages in China; and rise of production risk. Rapid expansion of production activities in China, in particular, in coastal cities, has raised wages in the cities.  At the same time, concentration of manufacturing in China has increased production risk in the country. For these reasons, “China plus one,” which make a choice of ASEAN in addition to China for production, has emerged, and Thailand and Vietnam are selected. 
“China plus one,” that chooses ASEAN in addition to China is just reversal pattern that, before the Asia currency crisis, an increase of FDI destined to ASEAN increased ones to China. Looking back on the development of Japan’s outward FDI patterns inside Asia, we can see that when agglomeration force works strong, dispersion forces emerges: the concentration of Japan’s FDI in ASEAN has increased FDI destined to China; and the concentration in China has increased FDI destined to ASEAN. East Asia, as a whole, attracted FDI from Japan. 
5 Evolution of global presence by Japanese firms
5.1 FDI patterns by industry

5.1.1 Growing presence of manufacturing sector vis-à-vis service sector
In order to facilitate trade, Japanese firms have employed the strategy to set up trade offices prior to setting up of manufacturing sites. Finance, insurance, logistic, retail, hotel, restaurant, and so on have followed trade. For this, in the first FDI boom after 1985, or the beginning of the globalization period, Japan’s outward FDI increased FDI in non-manufacturing rather than manufacturing. But, manufacturing sector has gradually increasing its presence in FDI vis-à-vis non-manufacturing sector, since Japanese firms are expanding FDI to produce goods in overseas. Figure 13 indicates that share of FDI in manufacturing went down in the first boom, i.e., 17.1% in 1985, but rose in the second FDI boom, and after the Asian currency crisis. The manufacturing share amounted to about 40% after 2001.
5.1.2 Led by electrical in the globalization
In the globalization era, Japan’s outward FDI was led by electrical industry. The electrical industry is a typical export industry where intermediate goods can be imported and special privileges such as exemption of tariff on intermediate goods and tax holiday of corporate tax. Thus, Japanese firms have explored location advantage of countries/cities such as labor costs, pro-FDI policy, suppliers, and so on; Singapore, Malaysia, Thailand, the Philippines, Indonesia, China, and recently in Vietnam. 
5.1.3 Led by automobile after 2000 
After 2000, automobile industry becomes a major industry for Japan’s outward FDI. Japanese automobile makers have expanded operation in the United States, Europe, China, Thailand, Malaysia, Indonesia, Korea, and recently in India. They have taken different overseas operation strategies according to region/country: in order to avoid trade friction to the United States; in order to explore the expanded opportunities by liberalization to China, Korea and India; and in order to respond to regionalization to Europe and ASEAN.   
5.2 Motivation of Japan’s FDI in Asia
5.2.1 Establishing supply chain network from a global perspective in the 1990s
In the 1990s, investment and business environments in Asia have greatly improved in institutions and infrastructures, which has reduced not only production costs but also service link costs between manufacturing sites, and between manufacturing site and market. Improvement of investment and business environments has enabled Japanese firms to establish more high level and complicated supply chain networks through optimum location of research & development, purchasing, manufacturing and sales: basic research activities are located in Japan but design in Asia and the United States; capital intensive processes are located in Japan, other manufacturing processes are located in various Asia countries/cites according to location advantages, and purchasing functions of final goods are located in Japan, but ones of part and components are located in Singapore and Hong Kong. 
5.2.2 Innovation cycle through FDI
Through such a global wide strategy, resources in Japan have moved from inefficient industries that have lost the advantages to more efficient industries. Put it differently, the inefficient industries are transferred to other countries through FDI. These transfer have increased profits of Japanese firms through both channels of domestic and overseas operations, and eventually, have increased investments in R&D. In fact, as mentioned already, profits arising from overseas activities are increasing (Table 1 and Table 2). On the other hand, in the host Asian countries, not only income has increased, but also technology has diffused to the local firms, which will push firms of Japan to further innovations to regain a newer competitive advantage. This innovation cycle is realized through FDI. 

6 International expansion by Japanese SMEs
In the mid 1980s, in order to maintain overseas markets under the rise of yen after the Plaza Accord, the large scale enterprises had to reduce costs and to purchase parts and components at lower prices. Responding to the severe business environments arising from responding to the rise of yen, the suppliers, or small and medium scale enterprises (SMEs), who afforded enough had in human resources and capitals, went to overseas, in particular to ASEAN such as Singapore, Malaysia, Thailand, and Indonesia. Thus, their markets were Japan. They produced parts and components, and exported backed to Japan. 

But, since the 1990s, very average SMEs have advanced to overseas. First, upon request from their MNE clients, many SMEs have moved to Asia, mostly to China. In the 1990s, many large scale enterprises went to China for export purpose, but, at that time, they could not find enough credible suppliers in quality and delivery. Eventually, large scale enterprises requested to come to China to operate there. Upon strong request from their clients, the SMEs had only two choices: to advance to China upon request, or to lose market. Since their customers order were not enough to continue overseas operation, the SMEs had to find other customers other than their traditional clients. 
In Japan, due to the China’s effect that many SMEs have operated in China, the pricing system and subcontratual relations have collapsed in Japan. In addition, due to the diminishing children problem in Japan, domestic demands have decreased. Most of the SMEs have suffered from the decreasing demands. Under the new business environments that sub-contractual relation has collapsed and the domestic demands have been decreasing, as a breakthrough in severe business environments, Japanese SMEs have advanced to operate in Asia, in particular, in ASEAN and China, in order to participate in the production networks. Those SMEs have succeeded in establishing subcontratual relation with Japanese MNEs that they have not traded at all in Japan. 
After the China’s entry in WTO in 2001, a large number of SMEs that advances to China is increasing (Figure 15). They have sought markets in China where many Japanese MNEs have operated there. In recent years, when labor costs in China increase, SMEs have advanced to ASEAN such as Thailand and Vietnam. 
At present, SMEs have at least two overseas production sites; one in ASEAN and another in China. The SMEs, which have operated in ASEAN, has extended to China. Those SMEs have research & development function, sales function, and manufacturing of high value products in Japan but low value of manufacturing production in Asia.
7 Perspective of Japanese outward FDI in further economic integration
7.1 Role of Japan’s FDI in Asia

What perspectives can we draw on international operation in Asia by Japanese firms? And, what role will they play in the future Asian economy? Looking back the international operation by Japanese firms, we know that Japanese firms including SMEs have responded well to environmental changes, expanding international operation. Due to the sluggish domestic economy arising from the financial burble burst, and the diminishing children problems, Japan has experienced the hollowing out of industry and the so-called “lost decade.” But, the “lost decade” has been over in about 2000, and Japan’s outward FDI has reactivated again (Figure 16). 
Since the mid-1980s, for more than two decades, Japanese firms have operated in East Asia. Their wing have spread to various cities in East Asia (see Table 3), meaning that Japan has contributed to industrialization at the country wide, as well as regional wide. But, due to the long history, Japan’s outward FDI is becoming expansion of the existing facilitates rather than new facilities. On the other hand, other Asian countries will take FDI in new facilities rather than expansion of existing facilities. As a result, Japan may bring down relatively its presence, in terms of amount of FDI, against other Asian partners. In fact, as shown in Figure 16, outward FDI by Japan is not any more hegemony. 
Nevertheless, Japan’s outward FDI will remain at high level, since production and distribution networks have been self-organizing. The production and distribution network expand and enhance themselves, requiring investment continuously. This means that Japan will enhance the production and distribution networks, and expand the networks to the so-called CLMV countries, and other new frontiers including India. How much Japanese firms can take FDI in those new frontiera depends on how much extent they can improve their investment environments by implementing measures such as trade, service and investment liberalization and facilitation measures.  
8 Summary and Conclusion
Japanese firms including SMEs have responded to environmental changes, expanding international operation. In the 1980s, Japan’s trade relations with the United States became serious, Japanese yen against the US dollar appreciated remarkably, and several ASEAN countries relaxed foreign capital participation. Against these environments, Japanese firms aggressively advanced to overseas such as the United States and Asia. In the sense of overseas operation, Japanese enterprises have been globalised since the mid-1980s. Japanese firms went to secure market to the United States and the EU. In Asia, Japanese firms have extended its business, exploring location advantages of countries/cities of Asia which are different in factor endowments, and supporting industries. 

Agglomeration forces have fostered dispersion forces: the concentration of Japan’s FDI in one ASEAN country has fostered dispersion forces, and induced a new massive FDI flows to another ASEAN country. The concentration of FDI in ASEAN has created one  in China, and the concentration of FDI in China has induced one in ASEAN. As a result, coupled with American firm’s international operation and indigenous firm’s investment activities, many industries have agglomerated in countries/cities. Those have been linked together with development of logistic infrastructure, forming the production networks. The production and distribution networks have characteristics of self-organizing that expand themselves responding to each government’s policy measures as well as markets. This suggests that Japanese firms are expected to expand and to deep the industrial agglomeration in countries/cities, as well as the production and distribution networks. But, this would expand the existing facilities rather than new facilities. Through the process of expansion and deepening of the industrial agglomeration and the networks, the countries such as Vietnam, Cambodia, and Laos, although they have not been industrialized yet at present, would be gradually integrated to greater or lesser degrees. Japan’s FDI will go to those new frontiers, and India where economy is growing rapidly. But, actually, how much FDI will go to the new frontiers will depend on how much they make environments favorable to investors. 

The production and distribution networks have been self-organizing that expand by themselves. In the self-organizing process, Japan will continue FDI in East Asia. But Japan’s FDIs are expansion of existing facilities rather than new facilities. On the other hand, other Asian countries are taking FDI in new facilities. Therefore, the presence of Japan in FDI in East Asia may fall although Japan will continue FDI at high level. What indigenous firms would have business opportunities of participation in the industrial agglomeration would enhance the agglomeration in each country, and production networks. The dynamic international operation by Japanese firms would increase profits of Japanese firms, and increase investments in Japan also, which will enable Japanese firms to spend for research & development. This would create the innovation cycles, increasing investment in Japan. In deed, Japanese firms are rethinking to invest more in Japan in industries such as automobile, liquid crystal, and other new products. 
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Figure 1.  Trade patterns inside Asia

[image: image1.emf]0

10

20

30

40

50

1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002

Primary Goods

Processed goods

Parts and components

Capital goods

Consumption goods

（％）

Processed goods

Capital goods

Parts and components

Consumption goods

Primary goods


Note: Asia contains the ASEAN five countries (Indonesia, Malaysia, the Philippines, Singapore, and Thailand), China, Japan, Korea, and Hong Kong. Imports of China are available after 1998. 

Source: IDE-JETRO/RIETI
Figure 2.  Import Share Relation between Japan and ASEAN by Commodity.
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Source: same with Figure 1.
Figure 3.  Import Share Relation between Japan and ASEAN by Commodity
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Source: Same with Figure 1.
Figure 4.  Import Share within ASEAN by Commodity
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Source: Same with Figure 1.
Figure 5.  Parts Procurement of a Hard Disc Drive Assembler Located in Thailand
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Table 1 Share of sales for TSE-listed firms (by region)                     (%)
	FY
	　
	World market
	　
	　
	　
	　
	　

	
	No. of firms circulated
	　
	domestic
	overseas
	　
	　
	　
	　

	
	
	　
	
	
	the Americas
	Europe
	Asia Pacific
	Other

	1997
	(582)
	100.0 
	71.4 
	28.6 
	11.3 
	5.4 
	5.8 
	6.1 

	1998
	(593)
	100.0 
	71.1 
	28.9 
	13.4 
	6.0 
	4.9 
	4.6 

	1999
	(643)
	100.0 
	72.5 
	27.5 
	12.4 
	5.4 
	5.5 
	4.2 

	2000
	(668)
	100.0 
	71.9 
	28.1 
	12.6 
	5.2 
	6.4 
	3.9 

	2001
	(715)
	100.0 
	69.7 
	30.3 
	13.7 
	5.5 
	6.7 
	4.4 

	2002
	(728)
	100.0 
	68.0 
	32.0 
	13.7 
	6.0 
	7.8 
	4.6 

	2003
	(738)
	100.0 
	67.9 
	32.1 
	12.9 
	6.1 
	8.2 
	4.9 

	2004
	(774)
	100.0 
	67.3 
	32.7 
	12.2 
	6.4 
	8.8 
	5.3 

	2005
	(804)
	100.0 
	66.1 
	33.9 
	12.5 
	6.3 
	10.1 
	5.0 


Notes: 1. Above chart shows results of firms listed on the Tokyo Stock Exchange (TSE), whose fiscal year ends between December to March, and who release sales and operating profits by region. (Firms in banking and insurance industries are excluded.)
Note 2: Year-on-year growth rates for sales/operating profits are calculated to include the same group of firms (to allow for comparison).
Note 3: “Europe” includes Africa and the Middle East. “Others” includes answers wih multiple regions combined (e.g. “Europe and the US”).
Source: prepared by JETRO based on Toyo Keizai Shimposha’s “Kigyo Zaimu Karte 2007”
Table 2 Share of operating profits for TSE-listed firms (by region)          (%)

	FY
	　
	World market
	　
	　
	　
	　
	　

	
	No. of firms circulated
	　
	domestic
	overseas
	　
	　
	　
	　

	
	
	　
	
	
	the Americas
	Europe
	Asia Pacific
	Other

	1997
	(582)
	100.0
	76.6
	23.4
	9.8
	3.4
	4.8
	5.3

	1998
	(593)
	100.0
	73.4
	26.6
	13.8
	4.8
	4.4
	3.6

	1999
	(643)
	100.0
	75.0
	25.0
	14.1
	2.1
	5.0
	3.7

	2000
	(668)
	100.0
	79.9
	20.1
	10.4
	0.7
	6.0
	3.0

	2001
	(715)
	100.0
	76.0
	24.0
	12.4
	0.6
	6.7
	4.2

	2002
	(728)
	100.0
	72.9
	27.1
	13.0
	2.8
	7.2
	4.1

	2003
	(738)
	100.0
	73.3
	26.7
	11.1
	4.3
	7.5
	3.7

	2004
	(774)
	100.0
	71.8
	28.2
	10.9
	4.7
	8.6
	4.0

	2005
	(804)
	100.0
	70.8
	29.2
	10.8
	4.7
	10.0
	3.7


Source: Same with Table

Figure 6.  Japan's Outward FDI (based on reports and notifications) by Region (1965-2004, US$ million)
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Note: Firms with capital more than 100 million yen are to report to the Ministry of Finance, Japan. 

Source: Original data from the Ministry of Finance of Japan, and converted into from Japanese yen to the US dollar by JETRO.
Figure 7.  Distribution Share of Japan's Outward FDI (based on reports and notifications) by Region (1965-2004, %)
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Source: Same with Figure 6
Figure 8.  Japan's Outward FDI (based on reports and notifications)  inside Asia (1965-2004, US$ million)
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Source: Same with Figure 6.
Figure 9.  Share of Japan's Outward FDI (based on reports and notifications)  inside Asia (1965-2004, %)
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Source: Same with Figure 6.
Figure 10.  Japan's Outward FDI (based on reports and notifications)  inside ASEAN 6 (1965-2004, US$ million)
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Source: Same with Figure 6.
　　　　　

Figure 11 Japan's outward FDI inside Asia (based on balance of payments basis, net flow, US$ million)
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Sources: Prepared by JETRO from Ministry of Finance Balance of Payments Statistics and Bank of Japan foreign exchange rates
Figure 12 Japan's outward FDI to ASEAN countries (based on balance of payments basis, net flow, US$ million)
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Sources: Prepared by JETRO from Ministry of Finance Balance of Payments Statistics and Bank of Japan foreign exchange rates
Figure 13 Japan's outward FDI (based on reports and notifications basis) by industry (US$ million)
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Sources: Prepared by JETRO from Ministry of Finance (MOF) statistics for Japan's inward and outward FDI, MOF Policy Research Institute Monthly Finance Review, and Bank of Japan foreign exchange rates.
Figure 14 Japan's outward FDI (based on reports and notifications basis) manufacturing sector by industry (US$ million)
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Sources: Prepared by JETRO from Ministry of Finance (MOF) statistics for Japan's inward and outward FDI, MOF Policy Research Institute Monthly Finance Review, and Bank of Japan foreign exchange rates.
Figure 15　Number of Firms Operating in Asia by Japanese SMEs
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Figure 16 Outward FDI by Source Region
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Table 3 Number of Location of Japanese Manufacturing Affiliates in Asia by Industry 
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20

19

167

5

31

9

139

46

162

239

11

110

Capital and

370

5

3

9

27

18

13

7

37

36

106

37

37

35

South

120

5

2

3

6

5

5

1

4

4

53

4

13

15

Eastnorth

149

5

7

10

12

7

6

5

11

9

46

6

7

18

Others

59

4

1

12

7

6

1

2

3

3

11

1

4

4

Malaysia Total

698

19

13

34

52

36

25

15

55

52

216

48

61

72

Great Manila

510

3

17

13

8

0

25

7

8

112

116

58

21

122

Nortth Luzon

3

0

0

0

0

0

0

0

0

1

0

0

0

2

Cebu

101

0

7

2

2

0

3

1

3

31

14

7

14

17

Mindanao

3

0

0

0

1

0

0

0

0

2

0

0

0

0

Others

1

0

0

0

0

0

0

0

1

0

0

0

0

0

Philippine Total

618

3

24

15

11

0

28

8

12

146

130

65

35

141

Hanoi and North

232

3

19

1

1

0

0

0

2

8

157

14

0

27

Central

18

2

4

1

0

0

0

0

1

0

5

0

0

5

South

249

13

27

9

20

1

2

4

6

41

49

22

8

47

Vietnam Total

499

18

50

11

21

1

2

4

9

49

211

36

8

79

Singapore

157

11

0

0

41

0

4

2

18

29

36

4

2

10

Brunei

2

0

0

0

2

0

0

0

0

0

0

0

0

0

Cambodia

4

1

0

0

0

1

0

0

1

0

0

1

0

0

Laos

12

3

2

4

0

0

0

0

0

0

2

1

0

0

Myanmar

8

0

4

0

0

0

0

0

1

0

0

1

0

2

ASEAN Total

3,410

88

122

101

320

44

122

41

287

333

841

476

118

468

Northeast and North

1,860

251

246

27

229

9

29

61

160

202

325

139

72

110

East

3,418

152

656

67

503

8

72

83

334

459

634

171

121

158

South

1,204

50

61

10

159

2

27

38

137

106

406

118

45

45

Others

345

24

42

2

38

4

6

8

41

42

46

72

6

14

China Total

6,827

477

1,005

106

929

23

134

190

672

809

1,411

500

244

327

Hong Kong &

633

18

44

2

97

0

16

4

68

41

266

11

34

32

India

123

4

1

0

9

0

1

3

2

11

9

76

3

4


Source: JETRO
� International economists use trade cost meanwhile spatial economists instead transport (transportation) cost that new geographical economist use. Both are identically same. Anderson and Wincoop (2004) defined that transport costs include all costs incurred in getting a good to a final user other than the marginal costs of producing the good itself.


� The author asked a question to Managing Director of Soode Johor, a Japanese affiliate, producing parts of hard disc drive, in Johor, Malaysia, that what response you would take to the growing hard disc drive production in Shinzen China. At that time, his major customer, Hitachi Global Storage Technologies was planning to start hard disc drive production in Shinzen since the early 2006, and requesting its suppliers to come there. He replied to me that, to make a decision to expand into Shinzen or not, he would consider expected the market/production size in China, transportation costs from Johor to Shenzhen, and the difference in cost between a new fixed investment in Shinzen and an expansion of investment in Johor. His reply supports the Krugman’s hypothesis.


� “Efficiency-seeking” FDI can be regarded as one type of “resource-seeking” FDI since it seeks abundant labor resources. However, since “efficiency-seeking” FDI has special implications for the location of industry which differ from other “resource-seeking” FDI, the two are distinguished here.





� The import share of China is available after 1988.


� The European Community (EC) formally became a single market in 1992 when the Maastricht treaty was signed. 


� The North American Free Trade Area is the trade bloc created by the North American Free Trade Agreement (NAFTA). It came into effect in January 1994.


� After 2005, the report and notification base data are not released.


� The Plaza Accord was an agreement signed on September 22, 1985 by the then G5 nations (France, West Germany, Japan, the United States and the United Kingdom). The G5 agreed to devalue the US dollar in relation to the Japanese yen and German Deutsche Mark by intervening in currency markets. The exchange rate of the US dollar against the yen declined 51% over the two years after this agreement took place.





� The Japanese, faced with continuing calls by the US auto industry for legislated protection and following discussions with the US trade representative's office, in 1981, eventually announced VERs on auto exports. The VERs were renewed regularly and lasted until the early 1990s.


� Major FDI hosts are available.
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