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Abstract

Using Japan’s existing free trade agreements (FTAs) this thesis analyses the country’s
current FTA policy by focusing on the formation of domestic preferences regarding
bilateral, minilateral and proposed region-wide FTAs. The two-level game metaphor
(Putnam 1988) is combined here with the international political economy (IPE)
approach in order to analyse the complex interactions between various levels of factors
influencing main actors’ preferences. The two-level game model is used to separate the
international and domestic levels of policy formation process and to conceptualise the
latter as bargaining between various groups of actors (domestic negotiations). The thesis
argues that preferences of discussed domestic groups together with the specific policy
formation process are central to explaining Japan’s FTA policy and its current impasse.
The thesis conceptualises this policy as embedded in a broader economic and political
environment, both on a national and an international level. Changes in this environment
can affect actors’ preferences and lead to changes in country’s free trade agreements
policy. This study analyses the added value of consecutive FTAs from the perspective of
their main clients, as well as technical aspects of their harmonisation, multilateralisation
or consolidation. It also discusses Japan’s approach to overlapping FTA regulations.
Therefore, the research is set within the overarching theoretical debate of
multilateralising bilateralism which attempts to determine the feasibility of harmonising
bilateral FTAs into broader agreements. The thesis focuses predominantly on the
desirability of such harmonisation from the perspective of Japan’s main actors. This
study is based on in-depth interviews conducted in Tokyo in January 2009 and between

March 2010 and December 2011,
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Chapter1

Introduction and Theoretical Framework

1.1 Introduction

Japan was the first Northeast Asian country to sign a free trade agreement (FTA). As of
January 2012 it had 13 free trade agreements', including a minilateral agreement with
Association of Southeast Asian Nations (the ASEAN-Japan Comprehensive Economic
Partnership, AJCEP). In March 2010, Japan’s trade volume with its FTAs partners
approximated 15.9 percent of its total trade volume and a further 22.3 percent with
prospective FTA partners (FTAs under negotiations)®. In addition, the country is
participating in three coexisting frameworks with regional economic integration agenda
including a possible negotiation of a regional FTA: ASEAN plus China, Japan and
South Korea (ASEAN+3); ASEAN plus China, Japan, South Korea (hereafter Korea),
India, Australia and New Zealand (ASEAN+6) and Asia-Pacific Economic Cooperation
(APEC) forum. In November 2011, Japan has also announced its participation in the
Trans-Pacific Partnership (TPP). Using Japan’s existing FTAs this thesis explains the
country’s current FTA policy by looking at the formation of domestic preferences
regarding bilateral, minilateral (the agreement with ASEAN) and proposed region-wide
FTAs. The two-level game metaphor (Putnam 1988) is combined here with the
international political economy (IPE) approach in order to analyse complex interactions
between various levels of factors influencing main actors’ preferences. The thesis argues
that preferences of discussed domestic groups together with the specific policy
formation process are central to explaining the country’s FTA policy and its current
impasse. It also provides new empirical evidence in multilateralising bilateralism debate
and discusses Japan’s approach to dealing with overlapping FTA regulations, as well as
to future regional integration. |

This is a qualitative study which focuses on preferences of selected domestic
groups and their role in the FTA policy formation process. The thesis looks at domestic
preferences for: 1) bilateral FTAs with East Asian states, although treaties with other
countries are also discussed, 2) the AJCEP, and 3) proposed region-wide agreements.

This study analyses the added value of consecutive FTAs from the perspective of their

! For a full list of Japan’s FTAs see Appendix 1.
2 Interview no. 9.
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main clients as well as technical aspects of their harmonisation, multilateralisation or
consolidation. Therefore, the research is set within the overarching theoretical debate of
multilateralising bilateralism which attempts to determine the feasibility of harmonising
bilateral FTAs into broader agreements®. The thesis focuses predominantly on the
desirability of such harmonisation from the perspective of Japan’s main actors which
were chosen due to their direct or indirect involvement in the FTA policy formation
process. This selection was based on a literature review and initial fieldwork research
which involved interviews with Japanese scholars, FTA analysts and representatives of
think-tanks. As a result, three (two main and one supporting) domestic groups were
chosen. The first group is the government. The second group consists of strong domestic
interest groups. This includes: 1) Japanese multinational corporations (MNCs) operating
and manufacturing in East Asian countries, and 2) the agricultural sector. Finally,
preferences of other domestic groups are also briefly discussed. They are: the service
sector which demonstrates non-manufacturing sector’s views, and labour unions*. The
study focuses on over a decade of Japan’s FTA policy. Although the country signed its
first free trade agreement in 2002, the development of FTA policy can be traced back to
1998. This is the starting point of the analysis in Chapter 3. The end of 2010 and the
APEC Summit in Yokohama mark the end of data collection and fieldwork research.
Therefore, the thesis mentions developments which occurred beyond this point in time
only when the situation has changed or an update was necessary.

The structure of the thesis is as follows. Chapter 1 provides an introduction and an
outline of the study. It presents the subject of the research and questions it aims to
answer. A short literature review lists the most relevant theoretical models and their
application for this research. This is followed by an explanation of the approach to
examining actors’ preferences and a theoretical framework for the study. The chapter
concludes with a description of the data collection process and limitations of the
research. Chapter 2 introduces FTAs. It explains how they relate to other forms of
market organisation and trade liberalisation. It also discusses barriers to trade such
treaties remove, as well as other types of provisions they include. Having provided a
brief overview of FTAs, the chapter introduces the multilateralising bilateralism debate
and the ‘spaghetti bowl’ concept. Chapter 3 presents Japan’s FTA policy to date. It
discusses the preferences of Japan’s ministries and domestic interest groups for bilateral

FTAs with East Asian countries and an agreement with ASEAN. It also includes two

* The debate is described in detail in Chapter 2.
* The rauonale for choosing the three groups will be discussed further in this chapter.
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examples of Japan’s ‘failed” FTA negotiations. Chapter 4 discusses Japan’s domestic
actors’ preferences for a region-wide FTA. It aims to establish which of the proposed
region-wide schemes the interviewed groups would opt for and what are their broader
preferences for Japan’s future role in regional economic integration. Chapter S explains
the role of domestic actors in the policy formation process. It describes how the
preferences of domestic groups are aggregated by the ministries into FTA policy. It
analyses: 1) communication channels between various groups and the ministries that
represent them, 2) how the ministries involved in the FTA policy formation process
aggregate this information and communicate with each other, 3) how the compromise
between conflicting domestic preferences is made, and 4) how the Japanese side is

represented during international FTA negotiations. Chapter 6 presents final conclusions.

1.2 Rationale for the Study

The number of free trade agreements increased rapidly in recent years. They have
become a widely studied phenomenon and a prominent feature of the world trading
system. Dent (2010a:50) calculates that the number of FTAs worldwide rose from 16
agreements in force in 1990, up to about 72 in 1997 and approximately 200 FTAs in
force in 2008. To give a different exémple, in 2003, out of all WTO member states, only
Macau and Mongolia were not participants of one or more regional trade agreements
(Ravenhill 2005b:117). In 2009, Mongolia was the last country not to be a member of a
trade agreement (Menon 2009). In June 2010, a first meeting of the Joint Study Group
on Japan-Mongolia Economic Partnership (FTA) took place. According to WTO
(WTOd), in January 2012 there were 184 FTAs in force. Perhaps no other region has
witnessed the proliferation of FTAs more than East Asia. It was a latecomer when it
comes to FTAs: there were no free trade agreements before the financial crisis of
1997/98. In 2000, ASEAN’s FTA (AFTA) was the only FTA in force in the region
(Ravenhill 2010:178). In August 2010, there were 61 FTAs concluded in East Asia®, of
which 47 were signed and in effect, and 79 further FTAs were proposed or under
negotiations (Kawai and Wignaraja 2011a:3). Thus, as argued by Kawai and Wignaraja

(ibidem:1), “Asia has emerged at the forefront of global free trade agreement activity”.

* The data comes from the WTO Regional Trade Agreements Gateway, last updated in January 2012,
Available from: http://www.wto.org/english/tratop_e/region_e/region_e.htm.,
8 This is based on FTAs signed by ASEAN member and India.
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This has been referred to as the new East Asian regionalism (e.g. Ravenhill 2010, Rajan
2005:217). Such agreements are “assuming more importance as a tool of commercial
policy in Asia than ever before” (Kawai and Wignaraja 2011a:16).

As discussed earlier, Japan has signed 13 FTAs. The country FTA policy is
particularly interesting for a number of reasons. First, it takes place on three separate
levels: bilateral, minilateral and regional. This provides an opportunity to analyse
Japan’s approach to the coexistence of different levels of FTAs and its ideas for future
harmonisation, multilateralisation or consolidation of such agreements. In particular,
Japan’s decision to include a flexibility clause in the agreement with ASEAN provides
an insight into the government’s vision of the future shape of regional integration in
East Asia. As such, analysing Japan’s FTA policy can provide new empirical evidence in
the multilateralising bilateralism theoretical debate which will be discussed in detail in
Chapter 2.

Second, Japan has “the strongest base of giant MNCs involved in production
networks and supply chains throughout Asia” (Kawai and Wignaraja 2011a:4). For that
reason, Japanese MNCs are highly interested in the progress of regional economic
integration. The Japanese government has used FTA negotiations to provide a
favourable business environment in East Asia. Japan’s free trade treaties are on the
crossroads between protectionist tendencies and internal and external pressure for
higher international profile in the region. For that reason, the analysis of Japan’s FTA
policy requires including a variety of factors and actors, as well as developing suitable
theoretical approach.

Third, Japan has traditionally perceived itself as being in between the East and the
West (Rozman et al. 2007:1). Its special partnership with the US has historically made it
difficult for Japan to commit to a regional framework excluding the US’. Its foreign
policy was called passive and reactive (e.g. Calder 1988). Nonetheless, in recent years
Japan has simultaneously participated in regional cooperation frameworks in East Asian
and Asia-Pacific, as well as two coexisting plans for creating a regional FTA in East
Asia: ASEAN+3 and ASEAN+6. Both proposed FTAs are at an early planning stage and
there is no certainty if and when an East Asian trade agreement will become a reality.
However, as will be discussed in Chapter 4, with the formation of the Trans-Pacific
Partnership and the snowball effect this had amongst the APEC member states, Japan
could no longer idly observe the development of regional economic integration. This

thesis covers a particularly interesting period in Japan’s regional and FTA policy: it

7 This issue will be discussed further in Chapter 4.
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focuses on the run up to the decision to participate in the TPP. It analyses how domestic
and international factors have influenced the preferences of domestic interest groups
and led the country to declare its participation in the TPP despite a strong opposition
from the agricultural sector. Once negotiated, the TPP might turn out to be an agreement
with the highest level of liberalisation Japan has signed so far. Its participation in the
treaty might also help to sway other countries in the region by creating a momentum for
the TPP in East Asia.

Finally, Japan’s FTA policy is at an impasse resulting from conflicting domestic
interests and strong opposition to further liberalisation®. Japan’s decision to join the TPP
could be viewed as the first step out of this impasse. However, it was made amidst
strong protests from the agricultural sector. This is an interesting time for Japan’s FTA
policy. In the upcoming years the country will need to deal with domestic opposition to
the treaty and develop a clear vision for regional integration while actively participating
in the TPP negotiations and helping to shape the future agreement. As the thesis covers
Japan’s FTA policy from its inception up to the end of 2010, it provides a good
overview of the situation and allows us to understand the circumstances surrounding
Japan’s decision to enter the TPP negotiations. It also demonstrates how the selected

domestic actors view Japan’s role in future regional economic integration.

1.3 Research Questions

Based on the issues discussed in the previous section, the overarching question of the
research is: what type of a region-wide free trade agreement do Japan’s main actors
prefer and how has the country’s FTA policy to date been influenced by these
preferences? The initial fieldwork research and literature review led to a set of

supporting sub-questions:

1) What kind of free trade agreements has Japan been signing so far and why?
What preferences have shaped these agreements?

2) How have these preferences changed over time, from the early stages of Japan’s
FTA policy to 2010?

3) What added value could a prospective region-wide FTA have? Does Japan need

a region-wide FTA or perhaps the current agreements provide a sufficient

% This issue will be discussed in Chapters 3 and 5.
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response to the country’s strategic goals?

4) Do bilateral, minilateral and region-wide FTAs fulfil the same strategic political
and economic goals, or do they serve different purposes?

5) What were the reasons behind a decision to include a flexibility clause in the
AJCEP? Does the flexible approach really provide a way out of the spaghetti
bowl syndrome?

6) What type of factors (international, domestic, political or economic) shape actors
preferences for FTAs?

7) Who and how formulates Japan’s FTA policy? What are the communication
channels between the domestic interest groups and the different parts of the
government?

8) At what stage of the policy formation process is the domestic win-set of
preferences formulated?

9) What characteristics of the policy formulation process have led to the current

FTA policy impasse?

These questions were the basis for the research fieldwork and are discussed throughout
the thesis. Question 1 and 2 relate to Chapter 3, while question 3 to Chapter 4.
Questions 4 to 6 focus on more general issues and are discussed in both Chapter 3 and

Chapter 4. Chapter 5 provides answers to questions 7 to 9.

1.4 Theoretical Perspective

1.4.1 The International Political Economy Field

The thesis takes an international political economy and therefore a multi-disciplinary
approach to exploring the relationship between ‘the state’ (politics) and ‘the market’
(economics) both on the domestic and international level. One of the distinctive
characteristics of IPE is that it considers the importance of “economic phenomena — for
example, social classes, multinational corporations or world markets - as independent,
intervening or dependent variables in the understanding of foreign policy, a role we also
ascribe to ‘politics’; for instance, intra-elite competition, ethnic rebellion, or the nature
of political institutions” (Burton and Wurfel 1990:1). In other words, IPE implies that

“the economics of trade cannot be separated from its political aspects” (Balaam and
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Veseth 2001:111 cite Robert Kuttner). As a result, a strong emphasis is placed on
economic factors and informal (non-governmental) ties between states. When it comes
to East Asia, the IPE approach allows stressing the importance of economic
interdependence in the region as a backdrop for the government-led regional economic
cooperation initiatives such as a region-wide FTA. It also permits to focus on activities
and preferences of important non-governmental or trans-national actors such as the
agricultural lobby group and the MNCs.

Within the IPE field, this study touches upon the open economy politics (OEP)
which focuses on the politics of international economic exchange. Lake (2008:763)

explains that OEP discusses interests, institutions and bargaining:

“OEP begins with firms, sectors, or factors of production as the units of
analysis, derives their interests over economic policy from each unit’s
position within the international economy, conceives of institutions as
mechanisms that aggregate interests (with more or less bias) and
~ condition the bargaining of competing societal interests, and, finally,
introduces when necessary bargaining at the international level between
states with different societally produced interests. Few theories give

equal weight to all steps in this analysis”.

This research focuses on the first two stages: 1) how the domestic interest groups’
preferences regarding FTA policy are shaped and communicated to the government, and
2) how the government transforms competing domestic interests into Japan’s FTA policy.
The focus on the preferences of domestic actors places this topic within the broad frame
of liberal IPE theory. This part of IPE researches a wide range of actors and analyses the
interplay between them. Moravcsik (1997:516) explains that according to liberal
international relations theory “the relationship between states and the surrounding
domestic and trans-national society in which they are embedded critically shapes state
behaviour by influencing the social purposes underlying state preferences”. This means
that domestic situations impact states’ preferences and influences the way they behave
on the international stage. Therefore, economic integration is viewed as a bottom-to-top
processes resulting from aggregated interests of domestic and trans-national actors:
states’ policy is influenced and shaped by these groups. Non-govemmehtal actors, both
individuals and groups, are considered to be important players. They “organise
exchange and collective action to promote differentiated interests under constraints

imposed by material scarcity, conflicting values, and variations in societal influence”
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(Moravcesik 1997:516). Commercial liberalism, one of the variants of liberal theory,
assumes that changes in the domestic distribution of profits from increased economic
interdependence provide an incentive for domestic actors to impact state’s policies.
Moravesik (1997:528) explains that “changes in the structure of the domestic and global
economy alter the costs and benefits of trans-national economic exchange, creating
pressure on domestic governments to facilitate or block such exchanges through
appropriate foreign economic and security policies”. Economic incentives from
increased trade do not necessarily cause states to opt for trade liberalisation. Rather,
their preferences depend on the distribution of gains from trade within the state. Positive
or negative incentives from cross-border trade determine the preferences of domestic
actors. Moravcsik (1997:528) concludes that “the greater the economic benefits for
powerful private actors, the greater their incentive, other things being equal, to press
governments to facilitate such transactions; the more costly the adjustment imposed by

economic interchange, the more opposition is likely to arise”.

1.4.2 Regionalisation, Multilateralism and Minilateralism

Several scholars make a clear distinction between the process of regionalism and
regionalisation. Regionalisation is a bottom-up integration process led mainly by the
private sector and caused by the increasing economic interdependence between states
(Beeson and Yoshimatsu 2007:230). It is an informal process whereby increasing
economic links do not result from a formal agreement or actions of an international
organisation. Regionalism, as opposed to regionalisation, is a formal process of state-led
initiatives towards regional integration involving international agreements and
organisations with structure and aims. Dent (2008a:7) defines regionalisation as “micro-
level processes that stem from regional concentration of interconnecting private or civil
sector activities”, such as increasing international trade between companies in a given
region, and regionalism as “public policy initiatives, such as free trade agreement or
other state-led projects of economic cooperation and integration that originate from
inter-governmental dialogues and treaties”. Hence regionalisation is a “societal-driven,
bottom-up process” and regionalism is a “policy-driven, top-down process” (ibidem).
Therefore, regionalisation occurs as an offset of increased economic interdependence
between companies in the region and not as a result of a common identity or a bottom-

up strategy of regionalisation.
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This distinction seems particularly relevant when it comes to East Asia, as it has
often been argued that the region has undergone a market-led integration. This means
that whilst informal economic regionalisation has taken place over the years there has
been little development in terms of institutional regional framework. For that reason,
some scholars speak of the difference between de facto (regionalisation) and de jure
(regionalism) economic integration in East Asia (Hiratsuka 2007, Hiratsuka and Kimura
2008) and the ‘persistent discrepancy’ in the progress of these two processes (Nicolas
2010). The official government initiatives lag behind the market-driven integration.
Increased regionalisation and economic interdependence between the East Asian states
results from several factors. One of them is the formation of vertically integrated
production networks. Vertical integration of production networks, also known as
internationalisation of production, production fragmentation or production sharing,
occurs when companies move their labour-intensive stages of production abroad to less
developed countries while the capital-intensive stages are done back in the home
country where parts or intermediate goods are further processed. Hence the
manufacturing stage of production occurs in the most cost-efficient location. In East
Asia, the intra-industry trade in parts and components, resulting from production
fragmentation, has not only increased the overall volume of intraregional trade but also
strengthen the regional interdependence. Production sharing spread in the region is due
to “the region’s wide range of development levels, strong intraregional links, and
capacity for organisational and technological change” (ADB 2008:18). Secondly, the
Asian financial crisis of 1997/98 convinced the East Asian states of the need for a closer
economic cooperation. According to a study by the Asian Development Bank (ADB
2008:5) the crisis has deepened the interdependence in Asia, as well as increased the
macroeconomic links, cooperation in trade and finance, and strengthened the emerging
Asian regionalism. The study also points out that the growth of macroeconomic
interdependence following the financial crisis and the deepening trade and financial ties
have made the region more sensitive to global and regional economic shocks. As the
former Managing Director of the International Monetary Fund, Dominique Strauss-
Kahn, concluded during a press conference in Tokyo the recent global economic crisis
has proven that globalisation is not only an academic concept’.

The thesis focuses on preferences of domestic actors and the aggregation of these
preferences by the government and focuses on the process of regionalisation. However,

it also discusses regionalism as analyses the policy formation process and FTAs:

® Press Conference at the Foreign Correspondents Club of Japan, Tokyo, 18 January 2010.
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intergovernmental, international and state-led agreements. It can be argued that FTAs
are a researched aspect of regionalism and increasing regionalisation is one of the
factors behind them. In this thesis FTAs are examined in the context of regional
economic integration and not a region-building process which exceeds the economic
sphere and involves a region-wide identity., Hence the understanding of regionalism is
limited here to state-led economic integration, in particular the proliferation of bilateral
and minilateral FTAs.

In the thesis proliferation of bilateral FTAs is also discussed in the broader context
of multilateralism. The term multilateralism can refer to politics, international trade and
security relations. When it comes to international trade multilateralism most often refers
to the multilateral trading system under the World Trade Organisation (WTO), the
multilateral organisation primarily responsible for governing international trade. It can
also refer to multilateralising of bilateral agreements which means making them
accessible to a higher number of parties or it can signify broader FTAs including several
states. Keohane (1990:731) defines multilateralism as “practice of coordinating national
policies in groups of three or more states”. Ruggie (1993:11) defines it as “institutional
form that coordinates relations amongst three or more states on the basis of generalised
principles of conduct: that is principles which specify appropriate conduct for a class of
actions, without regard to the particularistic interests of the parties or the strategic
exigencies”. A multilateral organisation is a “separate and distinct type of
institutionalised behaviour, defined by such generalised decision-making rules as voting
or consensus procedures” (ibidem:14). The WTO is an example of such organisation
and adopts a set of common rules, for example the most favoured nation (MFN)
principle. To avoid confusion, this thesis refers to projects such as the ASEAN+3 or
ASEAN+6 FTAs as region-wide FTAs and not regional multilateral agreements. For the
same reason, the agreement between ASEAN and Japan is referred to as minilateral
which means an FTA between a small subgroup of a largerv entity, for example a
subgroup of states within a region. This is similar to Kahler’s (1993:296) explanation of
minilateralism as “great power collaboration within multilateral institutions” and
minilateral as meaning a subgroup within a larger group or organisation. An agreement
between ASEAN and Japan or China could technically be called bilateral as it was
concluded between two parties. Dent (2006:291) calls agreements between a bilateral
state and a regional group, such as ASEAN, quasi-regional agreements'o. However, in

this thesis minilateralism signifies an agreement between three or more members but

' The typology and classification of FTAs will be further explained in Chapter 2.
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still a subgroup of the region. It helps to differentiate these FTA from bilateral and

region-wide treaties.

1.4.3 Theoretical Models and Their Application to the Study

1.4.3.1 Putnam’s Two-Level Game Metaphor

Game theory, in particular John F. Nash’s (1950) equilibrium and bargaining model, was
introduced to international relations theory by, amongst others, Albert Hirshman, Robert
O. Keohane, and Joseph Nye (Moravcsik 1997:523). It has then been further adapted by
Robert D. Putnam (1988). Derived from game theory, the two-level game metaphor
(Putnam 1988) is a political science model that can be applied to international
negotiations taking place between liberal democracies and that seeks to connect the
international sphere of factors with the domestic one. Putnam’s initial framework was
further developed in a collaborative multiple case study project (Evans ef al. 1993). It
argues that within any international negotiations process there are two games being
played simultaneously by the countries’ governments: 1) the international negotiations
(game one), and 2) an attempt to find consensus and support at the domestic sphere
(game two). Therefore, the government, referred to as the central government,
negotiates each international agreement on two fronts. The two levels or games
mutually influence each other. The domestic groups interact with the international
environment in two ways: 1) by influencing their government and taking part in the
domestic policy formation process, and 2) by interacting directly with international
actors. The second option is particularly relevant when it comes to MNCs''. In order for
negotiation to be concluded an agreement to be signed, a compromise, called a win-set,
needs to be established on both the domestic and international fronts. A win-set is an
acceptable result of negotiations for all actors on this level. This thesis defines Japan’s
FTA policy formation process as the domestic win-set. Therefore, the study focuses on
level two of Putnam’s game and how the conflicting preferences of domestic groups are
transformed into a domestic consensus. The level two game might be compared to
negotiating an agreement on the international front and then ratifying it on a domestic
level. The US-Korea FTA can serve as an example. Although it has been signed in June

2007, it has only been ratified by both country’s legislative bodies the second half of

" This issue will be discussed later in the chapter.
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2011. This demonstrates the importance of domestic consensus for international
agreements. As indicated in the following chapters of this thesis, in Japan the domestic
win-set takes place before and during the international level of negotiations. As Putnam
(1988:449) writes “the Japanese propensity for seeking the broadest possible domestic
consensus before acting constricts the Japanese win-set, as contrasted with majoritarian
political cultures”. The preference for a consensus-based decision-making is deeply
rooted in the Japanese culture and society. This is reflected in the term ‘nemawashi’
which refers to the importance of an internal, informal consensus between all involved
parties.

Criticising the two-level game theory, Jeffrey W. Knopf (1993) introduced a three-
and-three level game metaphor. In his opinion, the two-level theory, although
emphasises the interactions between the domestic and international levels of factors,
offers few new observations. The author (ibidem) expands the two levels to three in
order to allow for a division between allies and other parties in an analysis of security
negotiations. Knopf (1993:600) also increased the number of the levels of domestic-
international interactions to three: trans-governmental (government with government),
trans-national (domestic actors with domestic actors) and cross-level (governfnent with
domestic actors). Each of these types of interactions impacts the outcome of the
negotiations in a different way. The novelty of this approach is that domestic groups can
initiate international negotiations. Knopf (ibidem:608) argues that domestic actors get
involved in trans-national or cross-level interactions as they attempt to force a
compromise between their position and what the leaders would otherwise consider to be
a preferred solution.

Leonard Schoppa (1993) examines the impact of the US’ pressure during the Japan-
US Structural Impediments Initiative dialogue from 1989 on Japan’s domestic politics
and the market liberalisation concessions it made. Schoppa argued that the two-level
approach needs to include system-level variables (international) as well as domestic-
level variables as the realist, state-centric approach does not provide answers. His work
focuses on a fragment of Putnam’s model which he considers underdeveloped:
synergistic strategies and the circumstances under which they are likely to produce
positive results. Synergistic strategies are pursued by negotiators during international
negotiations and are “aimed at reshaping politics in both their own and their
counterparts’ domestic arenas to make possible deals that would not have been possible
in the absence of interaction between the two levels” (ibidem:353-354). Schoppa

distinguishes two more synergistic strategies that have not been mentioned by Putnam:
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participation expansion and alternative specification. Participant expansion occurs when
the number of participants of international negotiation is increased at the domestic level.
This can be done either by “expanding participation at the elite level or
internationalising a previously domestic issue or by increasing the influence of the
unorganised masses” (ibidem:374). Alternative specification strategy occurs when
foreign pressure highlights “policy alternatives that may not be considered in absence of

foreign involvement” (ibidem).

1.4.3.2 Domestic Interest Groups Models

Domestic interest groups models are of particular relevance to this thesis as such groups
are one of the two main levels of analysis. Baldwin e al. (2007:4) explain that “the
politically optimal structure of a bilateral FTA depends upon the comparative
advantages of the two nations and the particular political strengths of various interest
groups at the time the deal is signed”. Interest groups politics models explain how a
well organised small group can significantly impact state’s decision-making process to
its advantage. Gary S. Becker’s (1983, 1985) work focuses on how interest groups
compete for political influence. Becker (ibidem) applies economic modelling to the
issue of special groups’ politics and the competition between interest groups. According
to Sutter (1995:128), there are three factors that determine how special interest groups
impact national policies: 1) the amount of pressure the general interest generates, 2) the
amount of pressure the special interests generate, and 3) how the pressure generated by
each group translates into political influence (the marginal productivity of pressure).
Becker (1985:336) discusses the ‘compensation principle’ and its usefulness in
assessing if a particular policy is beneficial for the general public. If a discussed policy
brings more benefits to one group than losses to another group, under the condition that
access to political influence is equal for all groups, the group that gains from the policy
would exert more political pressure and, in effect, their preferences would prevail. The
group that gains may then compensate the losses of other groups. According to the logic
of collective action, special interest groups given their small size, better organisation,
and lack of free rider issue, are able to exert stronger political pressure than the
remaining part of society (Sutter 1995:128). This is relevant to the analysis in Chapter 3
and helps to understand why the Japanese agricultural sector has the ability to block

policies that could potentially be beneficial or welfare-increasing for the rest of the
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society. Domestic agricultural lobby groups in Japan have often been accused of
slowing down FTA negotiations and pressuring the government to exclude sensitive
products from market liberalisation. For example, the Japan-Australia FTA negotiations,
which started in April 2007, have been making little progress due to the opposition of
the Japanese agricultural sector. This body of work is particularly relevant to the
discussion on ‘failed’ FTA cases in Chapter 3. Becker (1985:344 cites Olson 1982)
writes that domestic interest groups are widely condemned for pursuing their personal
interests and cites Olson, who claims that they are “responsible for sluggish growth and
the eventual decline of nations”. Becker (ibidem:344) further argues that “no policy that
lowered social output would survive if all groups were equally large and skilful at
producing political influence, for the opposition would always exert more influence
than proponents”.

Grossman’s and Helpman’s (2001, 2002) model of special interest groups’ politics
explains how such groups impact the policy formation process within democratic states
and is also of relevance in the context of this thesis. They point out that there is no
consensus regarding the definition of special interest groups: it can range from “any
identifiable group of voters with similar preferences on a subset of policy issues” to
“organisations that take political actions on behalf of a group of voters” (Grossman and
Helpman 2001:1). In this thesis interest groups are represented by individual companies
within the manufacturing sector, organisations representing their interests (business
associations), and the agricultural cooperatives representing the interests of for the
agricultural sector. Grossman and Helpman (2002:13) write that “when the policy
makers enter a negotiation with preferences that have been shaped by domestic interest
groups, the outcome in each sector reflects the relative political power of the industry
groups in the two countries”. In other words, “electorally-motivated politicians (...)
seek to impose tariffs that satisfy the demands of industrial constituents while still
generating enough welfare to garner the votes needed for re-election” (Kapstein 2006:5).
This approach is similar to the understanding of the domestic win-set formation process
adopted in this thesis. The state’s preferences are being shaped by the preferences of
domestic groups which have unequal access to political power. The agricultural sector
and the MNCs are the two strongest domestic interest groups as indicated by the
research fieldwork and have the potential to significantly influence Japan’s FTA policy.
Pekkanen (2003) discusses sectoral lobbying in Japan. Writing about the privileged
sectors’ influence on Japan’s WTO strategy, Pekkanen (2003:285) mentions the

powerful automobile and steel sectors and points out that between 1995 and 2000 the
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country’s complaints under the WTO’s dispute settlement system have been filed almost
exclusively on behalf of these sectors. This demonstrates the importance of interest
groups in shaping Japan’s WTO strategy. Pekkanen (ibidem:289) also explains that
domestic political influence “should also be reflected internationally, whether in a
legalised multilateral forum or not”. His paper mentions the channels used by influential
sectors in communication with the government, such as industrial and business
associations.

Thomas Schelling’s (1960) work is a part of international bargaining literature
which is nested within the two-level framework. Schelling conjecture'? focuses on the
domestic constraints of foreign policy and how it can provide states with a bargaining
advantage in international negotiations. According to this theory, a domestic group that
opposes a proposed agreement can improve the state’s bargaining position (Hiscox
2005:78 cites Schelling 1960:28-9). In the context of FTA negotiations the Schelling
conjecture means that the party which is constrained by a powerful domestic group can
in effect obtain higher concessions and more favourable conditions than the party which
is not. Ahmer Tarar (2001) questions the outcomes of the Schelling conjecture for the
situation in which both sides are constrained and claims that in result of insufficient
information both sides can end up being worst off. The Schelling conjecture might
provide an explanation for Japan’s ability to exclude an overwhelming majority of

agricultural products from FTA negotiations.

1.4.3.3 Economic Incentives and Domestic Distribution of Gains from Trade

In models such as the ones presented in the previous section, preferences are closely
linked to interests, mostly economic, resulting from changes in income or/and its
distribution. They depend on how an FTA impacts the domestic distribution of gains and
losses from trade. International trade changes the relative price of products the country
exports and imports and hence impacts certain domestic groups (Krugman and Obstfeld
1997:56). An analysis of changes in the preferences is domain of the OEP making it a
distinct approach within the IPE (Lake 2008:764).

David Ricardo’s (1817) model assumes the existence of two states producing two
goods and with one factor of production: labour. It argues that increased trade benefits

all states as gains depend on comparative not absolute advantages. Therefore, even if

12 1t was named so by Milner (1997:68) (Tarar 2001:320).
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state A produces all goods less efficiently and therefore more expensively than state B,
it has a bigger comparative advantage in some of these goods. Hence the assumption is
that if state A specialises in the production of goods where it has higher comparative
advantages, international trade can be beneficial for both states A and B. Krugman and
Obstfeld (1997:25) used the Ricardian model to explain that free trade benefits not only
rich states and that it does not result from low wages in less advanced economies.
However, the neo-mercantilists critique of the comparative advantages theory touches
upon the problem of how international trade affects employment within a country, for
example farmers who have lost business as a result of increased competition. Balaam
and Veseth (2001:113) write:

“The national production structure generates goods for trade. Yet this
structure reflects a distribution of national resources such that people are
employed in different sectors of the economy. While comparative
advantages are theoretically dynamic- that is, shift in a nations resources
and capabilities generate new opportunity costs, people employed in

those industries are likely to resist moving into other occupations”,

The specific factors model is a variant of the Ricardian model. It has also been called
the Ricardo-Viner model due to Jacob Viner’s (1931) work on the specific factors model
which was published in 1931'. The specific factors model has three factors of
production, labour, capital/prices and land, and two types of goods: manufactured goods
produced using labour and capital, and agricultural goods produced using labour and
land. The Heckscher-Ohlin model, developed in the 1930s, limits the number of factors
to two, labour and capital, both considered to be mobile within the economy. The model
which is also referred to as factor-proportion theory “emphasises the interplay between
the proportions in which different factors of production are available in different
countries and the proportions in which they are used in producing different goods”
(Krugman and Obstfeld 1997:67). The specific factors model and the Heckscher-Ohlin
model answer the question of who gains from trade in a similar way. In the former
“trade benefits the factor that is specific to the export sector of each country but hurts
the factor specific to the import-competing sectors with ambiguous effects on mobile
factors” (ibidem:56). The latter concludes that owners of countries’ abundant factors

gain from trade, but owners of scarce factor lose (ibidem:77). Similarly, according to the

13Other scholars who have offered substantial input are Paul Samuelson and Ronald Jones.
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Stolper-Samuelson model, which has been derived from the Heckscher-Ohlin model by
Wolfgang Stolper and Paul Samuelson in 1941, international trade benefits those who
own abundant factors of production within the economy and hurts the owners of scarce
factors. As a result, the former will support market liberalisation while the latter will
oppose it and support protectionist policies (Hiscox 2005:53). However, Hiscox
(ibidem) also points out that the owners of factors of production and their employees
often lobby together and that the factors of production are not as mobile between
various domestic industries as assumed in the model. Nonetheless, we can apply these
general assumptions to Japan and expect that the owners of scarce factor of production,
land, will oppose to trade liberalisation. Indeed, as explained in detail in Chapter 3 the
agricultural sector is against further market liberalisation as it expects to encounter
significant losses as a result of increased international competition. Liberalisation of
trade, according to the above models, would hurt farmers, the owners of land, a factor
specific to import-competing sector and the scarce resource within the economy.
Krugman and Obstfeld (1997:58) offer three reasons for liberalisation despite its effects
on income distribution. First, these effects occur not only as a result of an increased
international trade but also under other circumstances. Second, it makes more sense to
compensate those who lose as a result of increased trade than to limit it. And third, those
who lose from trade are usually better organised and represented than those who gain.
For example, the farmers protest as they risk losing as a result of trade liberalisation,
while consumers, who would gain, remain silent. The second point refers to the
compensation principle and the third one to the special interest groups’ politics models
both of which were mentioned earlier in this chapter.

The above trade theory models have often been used in the IPE literature and the
OEP in particular. For example, Peter Gourevitch’s (1978) ‘second image reversed’
focuses on how the international-level factors impact the domestic sphere'*. It argues
that knowing a company’s sector and its position along the factoral lines divide
(abundant versus scarce factors of production) it is possiblé to deduct its preferences
regarding trade liberalisation (Lake 2008:764 cites Gourevitch 1986). Ronald
Rogowski’s (2008) model is a part of the ‘second image reversed’ literature and
analyses the implications of the Heckscher-Ohlin model for domestic politics.
Rogowski (ibidem:823) writes that:

' putnam criticises Gourevitch’s framework as it presents only a ‘partial equilibrium’: how international
factors impact the domestic level, when, in fact, both levels interact with each other and can become
mutually entangled as a result of international negotiations (1988:430).
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“Gains and losses from trade, and hence preferences over trade, will
divide along factoral lines in the Heckscher-Ohlin and in the specific-
Jactors models, abundant factors normally favouring, and scarce factors

normally opposing, free movement of products and factors”,

Such models point out to the fact that domestic preferences are affected by distribution
of gains and losses from increased international trade resulting for example from

signing of an FTA. Preferences of these groups matter for the states’ trade policy.

1.5 Theoretical Framework of the Thesis

1.5.1 Plurality of Factors

This thesis applies selected elements of the models discussed in the previous section in
order to provide an in-depth understanding of Japan’s FTA policy formation. It
combines Putnam’s (1988) two-level game metaphor with using preferences as the
central concept and the inclusion of four types of factors: domestic, international,
political, and economic. Putnam’s (1988) model was used to separate the international
and domestic levels of the policy formation process and to conceptualise the latter as
bargaining between various groups of actors (domestic negotiations). Factors such as
the domestic distribution of gains from trade shape the domestic actors’ preferences which,
in turn, are a tool for understanding the underlying motivation behind Japan’s FTA
policy. The formation of this policy is understood here as interplay of preferences of the
most influential groups of actors: the thesis demonstrates how an organised group with
sufficient political representation can impact state’s policy as explained by the special
interest groups model.

This research assumes a plurality of domestic actors involved in the FTA policy
formation procéss and the creation of a domestic win-set as well as the plurality of
factors influencing their preferences. By their very nature FTAs are a meeting point for
preferences of several gtoups of actors. For this reason, this research takes domestic and
international, as well as economic and political factors into consideration in order to
provide a clearer perspective on Japan’s FTA policy choices. Therefore, it assumes that
Japan’s FTA policy and the motivation behind it cannot be explained solely by
international-level analysis and trade liberalisation theories such as competitive

liberalisation or the juggernaut effect (Baldwin 1994, 2004, 2006). The role of domestic
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factors and actors (e.g. conflicting interests of the ministries and their constituencies)
needs to be included. Similarly, Japan’s FTA policy cannot be analysed by focusing on
political factors alone'®. Thus, the study distinguishes four levels of factors: domestic
political, domestic economic, international political, international economic.
Incorporating the above mentioned levels of analysis improves the existing narrative of
Japan’s FTAs policy in East Asia. The IPE approach provides a link between the ‘state’
and the ‘market’. The incorporation of domestic and international variables results from
adopting Putnam’s two-level game metaphor.

The need for including both the international- and domestic-level factors while

analysing foreign economic policy was advocated by several scholars. Yoshimatsu

(2003:111) argues:

“The international politics approach is useful in explaining broad policy
outcomes across time in different countries, or general trends in the
overall international economic system. Yet, it cannot account adequately
for why a particular type of policy was adapted in a state. For instance,
it provides no explanation if why one sector is protected from
international competition while simultaneously other sectors are
willingly opening their markets. The international politics perspective
contains several problems in explaining Japan'’s external relations and

policies”.

Angel (2001) also sees the need for both levels of factors, in particular while dealing
with Japan’s current foreign economic policy. The author (ibidem:5) comments on the

traditional divide between the international and domestic levels of analysis:

“Globalisation has altered the interests and positions of domestic
political actors and accelerated the shifi in power from central
governments into the hands of private actors. The new domestic coalition,
in turn has affected the ways in which countries behave in the
international arena. As a result, the traditional divide between the
international and domestic realms has become empirically less accurate

and theoretically less useful in the study of foreign policy”.

Dieter and Higgott (2003a:107) point out that “a state’s foreign economic policy results

'3 More on the importance of economic factors in the next section.
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at least as much from domestic factors as it does from international factors”. Natasha
Hamilton-Hart (2003) writes that both international and domestic factors contribute to
the understanding of low level of regional cooperation in Asia and that neither of them
provides a sufficient explanation. Krugman and Obstfeld (1997:6) claim that “conflicts
of interest within nations are usually more important in determining trade policy than
conflicts of interest between nations”. Mikanagi (1996:23) argues that the study of
Japan’s trade policy should include state-level and society-level analysis. The former is
an approach in which the state dictates the policy. The latter is an approach in which
domestic interest groups compete for political influence and economic benefits and
foreign policy results from the outcome of this internal struggle. Mikanagi (ibidem)
writes that “studies on interest groups are important for understanding social input into
policymaking, but exclusive focus on private actors will overlook important factors that

affect the policymaking process”.

1.5.2 Plurality of Actors

Understanding of the domestic policy formation process as bargaining or compromise
between various domestic preferences indicates the importance of selecting the
appropriate groups of actors. Therefore, the thesis focuses on both the governmental
actors who formulate the domestic win-set according to Putnam’s (1988) model and the
influential domestic actors as indicated by the special interest groups model. Helen V.
Milner (1997:33) writes that “when domestic actors share power over decision making
and their policy preferences differ, treating the state as a unitary actor risks distorting
our understanding of international relations”. As mentioned in the previous section,
Japan’s current FTA policy could be construed as an end result of a dynamic process of
consensus-building between main actors within the state. Hiscox (2005:72) explains that
“there is really no such thing as the ‘national interest’ when it comes to foreign
economic policy or, rather there is no one national interest, there are many”. Moravcsik
(1997:518) describes it in the following way: “government policy is therefore
constrained by the underlying identities, interests, and power of individuals and groups
(inside and outside the state apparatus) who constantly pressure the central decision
makers to pursue policies consistent with their preferences”. Similarly, the unit of
analysis of this study are actors who are perceived as bundled groups of individuals,

such as the ministries and sectors, connected by a similar interest (Lake 2008:763).
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The first group of actors is the government. The term is used loosely to indicate the
level of analysis and not to presume that the governmental actors represent a unified
front'®. The research assumes a plurality of actors on this level. The initial fieldwork
indicated the importance of four main ministries in the FTA policy formation process:
the Ministry of Economy, Trade and Industry (METI), the Ministry of Foreign Affairs
(MOFA), the Ministry of Finance (MOF) and the Ministry of Agriculture, Forestry and
Fisheries (MAFF). Preferences of these actors and the dynamic interplay between them
are the main focus of analysis on this level. In her research on how the domestic
structure of preferences impacts foreign policy Milner (1997:33) distinguishes two
groups of actors: political actors and domestic interest groups. Political actors are
divided into the executive and the legislative, both assumed to be unitary (ibidem:34).
This thesis takes a slightly different approach. First, given the specific characteristics of
the policy formation process the analysis focuses mainly on the four ministries and
bureaucrats working for them. According to conducted fieldwork, preferences of other
parts of the government, such as the Diet or the Prime Minister’s Office, do not play an
equally important role. Although the Prime Minister sets out the general course of
action and oversees negotiations, he lacks sufficient political power to lead the
negotiations. This will be discussed in detail in Chapter 5. Sato (2001:15) explains the

importance of ministries in the domestic policy formation process in the following way:

“As economic diplomacy had receded from the control of the MOFA and
the prime minister, ministerial interests have prevailed over national
interests. (...) Within the jurisdiction of each ministry, policy formation
may take the form of corporatist-style bureaucratic interest
representation; elitist-style, bureaucratically imposed decision making,
or the iron triangle, which includes the specialised senior LDP

politicians (zoku) "

Second, the thesis does not consider the preferences of the government or the ministries
to be homogeneous. As the ministries do not represent the same constituencies, they do
not have common preferences'’. In addition, the Japanese ministries do not only
represent their constituency and collect the preferences of domestic actors. They also

shape and form the policy according to their own agenda and interests. This is

'® The term ‘government’s preferences’ is sometimes used in this thesis while referring to the overall sum
of preferences of the governmental actors. In other words: the final domestic win-set.

""Milner (1997:36) uses the concept of a ‘divided government’ to indicate that the executive and the
legislature representing different constituencies have varying preferences.
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strengthened by the fact that policy is traditionally formed by bureaucrats who have an
opportunity to develop a long-term policy vision and not the elected politicians. As a
result, ministries cooperate closely with the interest groups they represent (Manger
2005:811). At the same time, internal ministerial preferences can develop. Sato (2001)
uses what he calls the bureaucratic politics model to explain the formation of Japanese
foreign economic policy on the domestic level. The domestic policy is dominated by an
‘iron triangle’, comprised of the ruling triad of politicians, mainly from the Liberal
Democratic Party (LDP), bureaucracy and big businesses (Sato 2001, also Carpenter
2003:61)'®. Their close cooperation, when it comes to the formation of Japan’s policy,
makes it difficult to implement changes in many aspects of domestic and foreign policy
(Pempel 2006:43). Sato (2001) traces the internal process within this triad analysing
how this system shapes the final outcome of the policy formation process and uses five
cases to determine how it responds to foreign pressure. Sato (ibidem:14) points out that
in the post-war period the ruling LDP focused on general, diplomatic policies while “the
management of Japan’s economic policy was left to the hands of bureaucrats in
economic ministries, such as the Ministry of Finance and the Ministry of International
Trade and Industry (MITD)"”, Although Sato (ibidem) agrees that this situation has been
slowly changing, this is another argument for focusing on ministries in analysing the
FTA policy formation process.

The second group of actors are the powerful domestic interest groups. On this level
the research discusses the preferences of Japan’s manufacturing sector and the
agricultural sector. As mentioned earlier in this chapter, the manufacturing sector is
represented both by individual companies as well as business associations and industry
associations. The agricultural sector is represented by agricultural cooperatives whose
role will be discussed in detail in Chapters 3 and 5%, Soderbaum (2005:240) argues that
several IPE theoretical approaches overemphasise the role of the state in the process of
regional integration and that the increasing acknowledgement of the importance of non-
state actors is a recent trend within the field. Therefore, higher emphasis should be
placed on the relationship between governments and non-state actors in order to fully
understand the nature of processes such as regionalism or globalisation?'. This also
corresponds with Putnam’s two-level game metaphor. The thesis stresses the pivotal role

of non-governmental actors and their impact on the state’s policy.

18 This issue will be discussed in Chapter 3.

1 MITI was renamed to METI in 2001.

2 pye to difficulties with access individual farmers were not interviewed.
2! This assumption is derived from liberal theory.
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Focusing on the preferences of Japanese corporation, FTAs’ main clients, is
important for two reasons. First, it implies the presence of economic-level factors in the
analysis, the importance of which has been mentioned in the previous section. Phillips
(2005:23) argues that the phenomenon of globalisation and the increasing market
integration occurs beyond the political control of states. Big corporations have Become
an important player in international relations (Cohn 2003:77). Strange (1988, 1997)
advocates the importance of firms in the study of international relations and the
weakness of the state-centred approach resulting from a diminution of national
government’s authority. She (1997:4) criticises the global economy models that “put
undue emphasis on politics and on the role of governments and not enough on
economics and the role of markets”. Ravenhill (2005b:128) writes about the changing
balance of power between the state and the companies resulting from the increased

economic interdependence and globalisation:

“Potential foreign investors quickly voted with their feet when faced by
governments that attempted to impose conditions on them: indeed, from
the early 1980s onwards, the balance of bargaining power between
investors and governments shified dramatically so that investors were
increasingly able to demand concessions from host governments on
issues such as taxation, rather than accepting restriction on their

activities”.

Increased economic interdependence and market-led integration in East Asia as well as
the internationalisation of production networks, described earlier in this chapter, have
rendered any analysis of Japan’s FTA policy that does not include the position of MNCs
and international-level economic factors, incomplete. Yoshimatsu (2003:90-91) argues
that protecting their interests, in particular in the East Asian region, is one of the main
strategic goals of Japan’s foreign economic policy. This issue will be further discussed
in Chapter 3. As the study focuses on the formation of domestic win-set, it discusses
only Japanese multinational companies and their preferences regarding FTAs and does
not include foreign MNCs operating in Japan.

Second, MNCs are by definition trans-national actors. Due to the nature of their
operations MNCs interact with foreign domestic actors, governments, international
organisations, and other trans-national groups. High level of vertical integration of
Japanese production networks results in MNCs’ preferences being shaped just as much

by domestic situation as by economic developments outside the country. Therefore,
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MNCs have an innate interest in FTA policy and actively participate in the formation of
the domestic win-set. In addition, their position in the international markets depends on
their relative position versus that of foreign companies in the same sector. In this
respect, in the context of this research they provide a counterbalance to the agricultural
sector which in turn focuses on the domestic situation and whose preferences are shaped
predominantly by domestic factors.

In Japan there are globally competitive sectors and those who still enjoy
governmental protection and are threatened by the prospects of greater liberalisation. In
general terms, the manufacturing and the agricultural sector represent a division for
competitive (export-competing) sectors and the uncompetitive, highly protected
(import-competing) ones. This dual structure of Japanese industry results in a tension
when it comes to supporting or opposing a region-wide, or in fact, any FTA. The
conducted fieldwork included in-depth research interviews with several Japanese
multinational corporations. These were: a company in the electronics sector; two
multinational corporation specialising, amongst others, in electronics and consumer
products; two multinational corporations in the automobile and motorcycle sector,
together with the Japan Automobile Manufacturers Association; a multinational
corporation in the chemical fibres and textile sector; two member companies of the
Japan Iron and Steel Federation; a multinational company in the heavy industries and
machinery sector; and a multinational corporation whose operations range from life
insurance or supplying of electricity, to aircraft, automobile and motors construction.
The companies were selected due to the fact that they have production networks in East
Asia or export final goods to this region. They utilise Japan’s FTAs or could have
potentially utilised but declined to do so, for example due to small preference margins.
The selected companies provide a good sample of Japan’s manufacturing industry as
they represent four different sectors: automotive, electronics, textile and chemical, and
iron and steel. Preferences of companies regarding FTAs can differ between secfors.
While the electronic industry has global products, automobile companies produce for a
segmented market, meaning that products vary from market to market and the size of
the market is a crucial factor. Furthermore, the conducted fieldwork indicated that
preferences can differ significantly between companies in the same sector depending on
the location of their production network. The thesis focuses on the preferences of MNCs

regarding Japan’s past and present FTA policy and not the utilisation rates of these
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treaties??. It focuses on the qualitative evaluation of the existing agreements and
attempts to establish what causes companies to take advantage of preferential tariffs
under FTAs. Japan External Trade Organisatidn (JETRO) has done a substantial amount
of research on the utilisation of FTAs based on the company’s size and sector as well as
difficulties in using such agreements. For example, it conducts an annual large sample
survey of Japanese companies’ international operations (JETRO 2010b).

The preferences of domestic interest groups opposing FTAs also need to be taken
into account. As mentioned earlier in the chapter, this group includes the agricultural
sector which is one of the strongest domestic special interest group and plays a crucial
role in Japan’s FTA policy (Geqrge Mulgan 2000:1). Its position regarding trade
liberalisation will be explained in detail throughout the thesis. The stronger the
opposition to trade liberalisation within the country, the bigger the incentives and
domestic support required to conclude an FTA (Lake 2008:765 cites Cowhey 1993).
Moravesik (1997:532) 2 points out that strong domestic groups’ pressure can explain
policies such as protectionism, subsidisation, and other types of regulations, arguing

that:

“Thus in the liberal view the creation and maintenance of regimes
dssuring free trade and monetary stability result not primarily from
common threats to national security or appropriate international
institutions, but from the ability of states to overcome domestic
distributional conflicts in a way supportive of international

cooperation”.

This type of balance between the pro- and anti-liberalisation forces was demonstrated
during FTA negotiations with Korea and Australia, the ‘failed” FTA cases. This will be
further analysed in Chapter 3. The preferences of the agricultural sector were
represented in the fieldwork by the agricultural cooperatives. These organisations play a
special role in domestic politics. They have the capability to distort the policy formation
process and exert political pressure on other domestic groups. Chapter 3 provides a brief
explanation of their particular position on the domestic stage while Chapter 5 explains
how the change of administration to the Democratic Party of Japan (DPJ) in 2009

shifted the domestic balance of power. In this thesis, the preferences of farmers and

2 Utilisation rates signify to what extend the agreement is used by companies from member states. In
other words, how much of the trade between FTA parties takes place under preferential tariffs.
3 For more on this issue see Keohane and Milner 1996.
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agricultural cooperatives representing them are often discussed together with the
preferences of MAFF. The similarity of preferences regarding FTAs between the two
groups is so strong that discussing them separately would lead to repetitions. The
reasons for this similarity will also be discussed in Chapter S.

The third group of respondents are the representatives of other domestic interest
groups. The service sector, mainly the banking sector, represents the preferences of the
non-manufacturing sectors. Labour unions are a domestic group which has only recently
became aware of FTAs. The conducted fieldwork research included one of the two main
national confederations of trade unions. These groups are less involved in the formation
of FTAs policy. Their preferences on the subject are not as strong and their influence
does not equal that of previous groups. The weak preferences regarding FTAs can be
explained by the specific characteristics of labour unions in Japan. Together with life-
time employment and seniority-oriented wage system, in-company or enterprise-based
labour unions formed the ‘three sacred treasures’ of the country’s management model in
the post-war period. Labour unions proliferated after the enforcement of the Trade
Union Law in 1945. Initially, they represented the interests of workers and in 1946 the
electrical sector’s trade union demanded introduction of a minimal wage system based
on the costs of living (Nishinarita 1998:199). However, in the 1950s labour unions
commenced a close collaboration with the corporations they were associated with. This
was caused, amongst others, by two political cleansings conducted by the American
occupation forces (Tsuda 1990:22). The first cleansing focused on people connected to
the wartime regime and the second on people connected to the socialist movement.
From the 1950s onwards labour unions were created within the corporations and united
managers and workers of the same company. Their main function was to cooperate with
and support the parent organisation. Bossak (1990:60) argues that this results in the low
level of involvement of Japanese labour unions in political activity. These three groups
were selected based on the initial fieldwork research and literature review. They provide
a wide spectrum of interests and motivations. As will be demonstrated throughout the
thesis, the first two groups are key players when it comes to Japan’s FTA policy
formation process. The preferences of the third group play a supporting role in this
thesis and provide broader perspective on some of the discussed issues.

1.5.3 Preferences

1.5.3.1 Defining Preferences
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Preferences of main actors are a core concept of this study. The thesis attempts to
analyse the development of Japan’s FTA policy through the prism of subjective
preferences of the people who shape it. This has several implications, for example when
it comes to the choice of actors and factors as well as the choice of data collection
methods. These implications will be discussed in the following sections. What is meant
by preferences is the optimal preferred outcome. In this thesis, the term is
conceptualised as an overarching concept which encompasses actors’ interests and
motivation. The assumption, derived from liberal theory, that preferences of important
domestic non-governmental players, such as interest groups, influence FTA policy
formation process is the starting point of this research. Japan’s FTA policy is hence
viewed as an interplay between various domestic actors namely ministries influenced by
strong lobby groups. The final outcome is a result of a consensus-building process, a
compromise accomplished during this interplay which is referred to here as Putnam’s
domestic win-set (level two game). This consensus is then challenged by the constraints
of the international environment and the preferences of other states (level one game).
Milner (1997:33) defines preferences of political actors or interest groups as “their
most preferred policy — or their ‘ideal point’ - is that policy choice in the issue area that
maximises their basic interests — that is, retaining political office or maximizing
income”. According to this understanding, the term is similar to ‘interests’ or
‘motivation’ and could to some extent be used interchangeably. However, the term
‘interests’ could be confused with economic or financial interests. As Kapstein

(2006:12) argues that actors actions are not solely motivated by material interests:

“Experimental research shows that in many strategic interactions, agents
do not pursue a strategy of maximizing their own short-term payoffs, as
both microeconomics and much of international relations theory would
predict, but instead demonstrate an “other-regarding” concern for the
payoffs that each player receives (Frohlich, Oppenheimer and Kurki
2003; Orbell 2005)”.

The plurality of domestic actors causes the research to focus on preferences and not
governmental or national FTA strategy. The thesis uses the term ‘preferences’ as the
terms ‘policy’ or ‘strategy’ could be construed as only the official position of the main
decision-making body: the government. According to this way of thinking, preferences
precede strategy. As Milner (1997:33) puts it they are primordial. Samuels (2007:8)

writes that in terms of strategy and foreign policy “most states have a mixed bag of
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preferences” and “they play defence and offense at the same time, seeking to preserve
the status quo in some situations and upend it in others”. Japan’s official FTA strategy is
only vaguely defined in MOFA’s and METI’s official documents. Yoshimatsu
(2003:107) points out that “the government has not necessarily formulated cohesive and
persistent policies towards ASEAN largely due to conflict between METI and MOFA
over initiatives and methods of economic cooperation”, Therefore, it seems more useful
to analyse Japanese government’s position in terms of the interplay of the main
ministries’ preferences than in terms of an overarching official strategy. Moreover,
Japanese corporations with their own preferences and calculations do not necessarily
follow the state’s policy directions (Yoshimatsu 2003:107). Assuming the plurality of
actors and focusing on preferences allows for a better understanding of motives and
mechanisms leading to the formation of Japan’s FTA policy.

Milner (1997:33) argues that “the structure of domestic preferences holds a key to
understanding international cooperation”. Aggarwal (2006:17) points out that “from a
political standpoint, the motivation of actors provides a first cut into understanding the
likelihood of pressures for change”. In his paper, Moravcsik (1997:519) justifies the
usage of term ‘preferences’ by an attempt to avoid confusion with national “strategies,
tactics and policies”. The author (ibidem:513) defines preferences as “the fundamental
social purposes underlying the strategic calculations of governments”. At each stage of
the policy formation process domestic and international, economic and political factors
impact the decisions and preferences of actors. They make an informed decision based
on information obtained from these four levels of factors. At the same time, they do not
have equal access to information and their position is also biased by personal situations
(e.g. owners of scarce versus abundant resources within the economy) which results in
differences of preferences. Putnam (1988:430) argues that there is a ‘general
equilibrium’ between levels of factors whereby the domestic and international spheres
interact simultaneously. The starting assumption of the research is that with the
increased global and regional interdependence, advances in technology, and
communication, domestic actors’ preferences are influenced by the four types of factors,
albeit unequally and not to the same degree. Following the same logic, preferences can
change over time as a result of developments on the domestic and international fronts.
The formulation of main actors’ preferences is a dynamic process that results from the
type of information the actors have in any given moment and the geopolitical situation
on the international and domestic fronts. Therefore, while some preferences remain

more or less constant, other can change over. For example, China’s accession to the
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WTO and subsequent interest in FTAs could have impacted the preferences of Japan’s
domestic actors regarding the country’s regional trade policy®*. This research discusses

several levels of preferences depending on the source:

e Preferences of main groups of actors,
e State’s preferences (a domestic win-set, a compromise of domestic preferences),
o Preferences of the negotiating partner (only occasionally mentioned in this

thesis),
or on the topic:

e Preferences regarding bilateral FTAs
e Preferences regarding a minilateral FTA with ASEAN

e Preferences regarding a region-wide FTA.

There is one additional reason for the usage of the term ‘preferences’ in this research: it
places the thesis in the context of the body of work on preferences of domestic groups
and their impact on foreign policy discussed in this chapter (e.g. Milner 1997,

Moravcsik 1997).

1.5.3.2 Relevant Studies on Preferences in East Asia

There have been previous studies using actors’ preferences for explaining East Asian
regional diplomacy, regional integration, and cooperation. Natasha Hamilton-Hart
(2003) analyses constraints of regional cooperation in Asia and argues that this
phenomenon can only be understood by including domestic level explanation and that
the economic models, demonstrating national gains and losses from cooperation or
trade, simply focus on the wrong questions. The author (ibidem:238) argues that “gains
or losses need to be mapped against the interests of the groups which dominate policy”.
The same type of logic drives this thesis. Aggarwal (2006:16) demonstrates how the
pay-offs from the initial bilateral agreement or trade arrangement and related

preferences of main actors lead to the creation of a new agreement or modification of

2% This issue will be discussed in Chapter 3.
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the existing ones. According to his reasoning, the establishment of an FTA affects
various groups within a state. There is a change in trade and investment flows. This, in
turn, alters actors’ preferences and may cause them to lobby for the modification of the
agreement or establishing a new one.

Krauss (2003) analyses Japan’s foreign economic policy and asks whether the shift
from bilateralism (with the US) to multilateralism (for example under APEC) and then
to what he calls multilateralism+ (simultaneous participation in the WTO rounds and
various FTA projects), represents a deep change in the country’s strategic goals. He uses
the strategic interaction theory (Lake and Powell 1999) which includes the strategic
environment level (action and information variables) and the actors’ level (beliefs and
preferences variables). Separating the actors’ beliefs and preferences from the changes
in the strategic environment, Krauss (2003) uses the example of two transitions in
Japan’s foreign economic policy: 1) years 1988-89 leading to the establishment of
APEC, and 2) years 1999-2000 when Japan adopted FTAs as a tool of foreign trade
policy. Krauss argues that there is continuity in the foreign economic goals and that the
country’s foreign policy and FTA strategy are aimed at achieving the same strategic
objectives. Therefore, the author (ibidem:324) concludes by arguing that “both new
initiatives were simply rational adjustments to the new strategic environment in the
means used to continue to attain the same preferences, given beliefs at the time about
US and Asian neighbours, information received, and range of actions available”. Japan’s
bilateral FTAs in this understanding are new means or tools for obtaining old foreign
economic policy goals. This resembles the functional approach mentioned earlier in this
chapter. Building upon this framework, consecutive FTAs or types of FTAs could be
- used as units of analysis: bilateral FTAs, the minilateral one and the prospective region-
wide FTA initiative. The question asked here would be what strategic objectives do
different types of FTAs fulfil and how does a region-wide agreement fit with these
objectives? If current FTAs fulfil similar objectives, does the proposed region-wide
treaty serve the same purpose or are there other factors that make such agreement
desirable? If Japan’s efforts for a region-wide FTA fit with the country’s strategic
objectives behind bilateral FTAs then Krauss’ ‘old goals, new means’ argument holds
true. If Japan’s strategic goals are constant and various forms of trade liberalisation
arrangements are tools used to achieve them, it could be expected that the country will
consistently demonstrate efforts for regional economic integration.

Yoshimatsu (2003) analyses how changes in the international environment, namely

the 1997/98 Asian financial crisis, have influenced the preferences of the LDP and the
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MOF and convinced them of a need for stronger regional integration and cooperation.
His research adopts a domestic policy and actor-specific approach and focuses on the
preferences and actions of state policy-makers. It does not discuss preferences and
actions of non-governmental actors. Nonetheless, similarly to Yoshimatsu’s (2003:112)
work, this research also aims to “select specific actors and explore how and why their

preferences and activities for East Asian affairs have evolved”.

1.5.3.3 Forming Preferences - Actors’ Preferences versus Overall State’s Preferences

In his analysis of domestic sources of foreign economic policies, Hiscox (2005:51)
combines both the economic and political factors. The author (ibidem): 1) identifies the
preferences of important domestic groups, and 2) determines how the domestic political
institutions aggregate these preferences and make policy-related decisions. He also
points out that the actors’ preferences are, in turn, dependent on how the domestic
distribution of gains is affected by the government’s policies. The thesis analyses both
of these steps. The domestic win-set is created by the ministries as a result of
aggregation of main actors’ preferences. As Moravesik (1997:518) explains while
defining the assumptions of liberal IR theory “states (or other political institutions)
represent some subset of domestic society, on the basis of whose interests state officials
define state preferences and act purposively in world politics”. As such, there is a
difference between actors’ preferences and their aggregated form: state’s preferences.
Influential domestic actors, such as interest groups, communicate their preferences to
the appropriate ministry. The government in itself plays a role of Putnam’s
‘transmission belt’, whereby it collects and represents preferences and interest of an
Aappropriate group. As discussed earlier, the ministries do not only collect preferences
but also shape the policy according to their own. Preferences of political actors and of
interest groups can differ significantly. Milner (1997:60) argues that “whereas political
actors’ preferences for international cooperation are a function of electoral calculations,
the preferences of societal groups depend on the distributional consequences of
international agreements”. They are often conflicting (e.g. protection versus
liberalisation of tariffs), or competing (e.g. for investment in different regions).
Furthermore, not all groups have an equal ability to exert political pressure. In the
process of formulating state’s preferences domestic preferences are distorted as a result

of an unequal amount of representation available to particular groups. As demonstrated
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by Becker (1985) and Grossman and Helpman (2001 and 2002), interests of a well
organised small group can skew the state’s policy in the favour of that group. Moravcsik
(1997:530) argues that “the precise policy of governments depends on which domestic
groups are represented” and that “policy is biased in favour of the governing coalition or
powerful domestic groups”. The subject of this research is a democratic state where a
democratic voting system and three branches of power ensure that the society is well
represented. Nonetheless, no government offers universal or unbiased representation
(Moravcsik 1997:518). Group’s ability to exert political influence depends on their
relative position within society, more than on their actual size. If powerful domestic
groups have sufficient representation they are able to lobby for solutions that benefit
them while passing the costs onto groups that would otherwise benefit from
liberalisation (rent-seeking). An example of such well organised interest group in Japan
is the agricultural sector.

As domestic interest groups attempt to influence the ministry that represents them,
it could be argued that the final outcome is formulated through a process of dialogue or
bargaining between the ministries representing the strongest groups (e.g. METI versus
MOFA). This occurs in two steps: 1) communication between domestic groups and the
ministry that represents them, and 2) communication and bargaining between the
ministries and inter-ministerial competition or rivalry. As a result, a domestic win-set is
formed. As indicated in Chapter 5, this can take place simultancously to the
international win-set which is the compromise formed during FTA negotiations between
the domestic preferences and those of the foreign partner. Therefore, the ministries
respond to the lobbying efforts from within an outside the country and are Putnam’s

transmission belt.

1.5.3.4 Liberalisation and Political Effort

IPE theory assumes that “openness is historically rare, politically problematic, and a
phenomenon that needs to be explained” (Lake 2008:758). It attempts to determine
under which political conditions states decide to open their markets. Similarly, in this
research, actors’ preferences for an increased market openness leading to a region-wide
FTA could be construed as a dependent variable and economic and geopolitical factors
as the independent, casual variables. The level of liberalisation of an FTA depends on its

type, depth and scope of coverage. Bilateral, minilateral and regional trade agreements
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are consecutive levels of trade liberalisation agreements in terms of membership and not
necessarily market openness.

There are several opinions on how the number of members influences the depth and
scope of agreements. Wider treaties often do not include deep liberalisation issues
which can make them easier to sign. Bilateral agreements, in particular these signed by
Japan, often include provisions exceeding the WTO commitments. Therefore, there
might be trade-offs between the number of members and the degree and scope of
liberalisation. In Rajan’s (2005:217) opinion a ‘new regionalism’, meaning a new type
of regional trade agreements, is occurring in East Asia since the financial crisis of
1997/98. The author (ibidem:225) explains that “because of the depth of issue coverage,
the new FTAs tend to be far smaller in initial membership than the older and existing
FTAs, which had a preference for shallowness or narrowness in issue coverage but
broadness in terms of membership”. On the other hand, negotiating broader agreements

requires political effort. Aggarwal (2006:4) writes:

“Each of these agreement types derives its advantages and
disadvantages from tradeoffs between political and economic efficiency.
For example, agreements among few states develop easily, but implicitly
involve welfare losses due to trade diversion and marginalisation of
weaker countries. Conversely, larger agreements maximise economies of
scale by expanding markets, promoting broad-based trade liberalisation,
and enabling global integration, but demand more political effort to

negotiate”.

While negotiating a multilateral FTA, the state has far less control over the negotiation
process. The higher the number of members, the more difficult it is to reach a
compromise on conflicting issues and the more political effort is required on the side of
each negotiating state. Similarly, the higher degree of liberalisation a country commits
to, the more political effort is required to gain domestic support for the agreement
(domestic win-set). There has to be sufficient expected gains from the treaty to provide
an incentive for domestic actors. Therefore, for Japan to actively participate in a region-
wide FTA there would need to be enough expected gains for the domestic actors to
support the agreement and overcome domestic opposition. Based on an earlier
discussion on the levels of factors and how they affect preferences, this could be

portrayed in the following way:
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Figure 1.1 Theoretical framework model
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Figure 1 demonstrates the theoretical framework of the thesis. According to this
framework, the thesis argues that the effects of existing treaties and the expected
benefits and trade-offs of a planned FTA, as well as domestic and international-level
factors, strongly influence the actors’ preferences. All these factors help to shape
domestic preferences which are the basis of the first win-set. The expected benefits from
a bilateral trade agreement cause certain groups of actors to support the signing of an
FTA. This is confronted with the domestic opposition (e.g. agricultural lobby) and
influenced by the international situation (e.g. the increasing proliferation of bilateral
trade treaties in the region and worldwide). The aggregated preferences regarding the
type and scope of an FTA are the domestic win-set. This is later verified in the process
of establishing the international win-set during bilateral negotiations when the
preferences of the other party affect the final outcome. The two-level game would be
conceptualised in the following way. The bureaucracy and the four ministries which
play a crucial role in terms of FTA policy formation (METI, MOFA, MOF, and MAFF)
correspond to Putnam’s central government. On the domestic level there are several
interest groups. However, the two most influential are the MNCs and the agricultural
lobby group. The international and domestic levels interact and influence each other. In
other words, both governmental and non-governmental actors communicate with
international actors. This is similar to Knopf’s (1993:600) three levels of domestic-
international interactions discussed earlier in this chapter. The thesis assumes that

Japan’s domestic actors interact with the international environment and that these
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interactions help them form an opinion on FTAs and regional trade liberalisation. Hence
cross-level and trans-national interactions are understood here as international factors
which influence main actors’ preferences. The two-level game also occurs in the FTA

partner country, however it will not be discussed in this research.

1.6 Methodology and Limitations of the Research

In the thesis, the preferences of the two main groups of actors, the ministries and
powerful domestic interest groups (large corporation and agricultural lobby groups),
were identified as the main factors behind Japan’s policy formation process. Such type
of analysis required having access to the direct accounts of how and why these
preferences were shaped. Hence the opinions and recollections of representatives of
selected groups of actors were the cornerstone of the data collection process. It was
imperative to obtain access to main stakeholders of Japan’s FTA policy. The data
collection process was based on in-depth, semi structured interviews. A total of 60
research interviews were conducted over two fieldwork trips®®. The first fieldwork,
conducted in February 2009, was an exploratory part of the data collection process and
focused mainly on members of the academia, research think-tanks and governmental
organisations. The second phase of interviews took place between April and December
2010. It focused on the representatives of the three selected target groups. Each of the
interviews lasted one hour. The respondents were chosen based on a non-probability
(non-representative) sample. This type of sampling was selected due to the difficulties
with access to representatives of the three groups. In some instances snowball sampling
was used as some of the respondents offered recommendations and contact details for
their colleagues. One of the major issues of the data collection process was to obtain
information from members of all three groups. On the other hand, in order to be able to
discuss the position of ministries, MNCs or other groups it was crucial to interview
appropriate people within these organisations. Therefore, the choice of respondents was
based on how involved they were in FTA policy or how much knowledge they had on
the subject. The fieldwork did not aim to obtain the highest number of interviewees
from each target group. As actors’ preferences are inherently subjective, careful
selection of respondents can help to increase validity and reliability of the study. Where

possible, respondent were chosen from amongst people who have been personally and

25 For a complete list of interviewees see Appendix 2.
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directly involved in the FTA policy formation process, on the internal (within the
organisation), domestic or international levels. This was a particularly difficult task
when it came to the third group. As a result, only one respondent of each group was
interviewed. Based on the theoretical framework, the thesis focuses on presenting
subjective preferences of respondents. Therefore, it gives a substantial amount of voice
to respondents.

Data obtained from the interviews is supported by documents and additional
statistical data. The preferences of the third selected group of actors (other domestic
interest groups) provided additional information. They often played a supportive or
illustrative role in the analysis or allowed to fill in the gaps where other types of data
were unavailable. In addition, the thesis relied on governmental publications, political
parties’ manifestos, publications of business associations and companies, as well as
internal documents. They were obtained from the organisations’ web pages, various
university and public libraries, and online collections. Triangulation of data sources and
data collection methods increases reliability and validity of this research and allows for
cross-checking of data (Yin 2003:92). Secondary data was also used. Organisations,
such as the WTO and JETRO, or large think-tanks, such as the Institute of Developing
Economies (IDE) and the Asian Development Bank Institute (ADBI), produce high
quality research on FTAs, regional economic integration and several other topics. They
are a good source of data, for example, on the subject of trade volume and FTA
utilisation rates. They collect data directly from a large number of companies or
organisations. JETRO’s annual large sample survey has already been mentioned in this
chapter. Several other JETRO’s publications have also been used in this thesis. While
J ETRO and IDE were considered to be an important source of data and opinions, their
preferences are not discussed in great detail as they do not play a direct role in the FTA
policy formation process. They are not an independent interest group and have an
indirect impact on the policy formation process by providing data for the government,
companies and other groups. They are primary research-driven organisations. Therefore,
although they are mentioned throughout the thesis, they are not discussed in Chapter 5
as a part of the policy formation process.

The theoretical framework of this research focuses on the main or most influential
actors on the domestic scene and excludes other groups. The preferences of other
ministries are not discussed. For example, the movement of people, included in FTAs
with Indonesia and the Philippines, falls under the jurisdiction of the Ministry of Health,

Labour and Welfare. However, the initial fieldwork research indicated that the four
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discussed ministries were the main political actors in the FTA policy formation process
and due to the access limitations and time constraints the preferences of other ministries
were excluded from the analysis. Similarly, the position of small- and medium-sized
companies (SMEs) is not discussed in the thesis. This is caused mainly by difficulties
with access. Preferences regarding FTAs of Japanese SMEs which export products to
East Asian countries would have been an interesting addition to the research. However,
the thesis presents only the preferences of multinational manufacturing corporations in
four sectors. Other domestic groups, such as non-governmental organisation, are also
excluded from the analysis. This is dictated by the fact that the thesis focuses on groups
which participate in the formation of domestic win-set. As a result only the most
influential interest groups and political actors were chosen. The literature review and the
initial fieldwork indicated that preferences of other non-governmental organisations or
interest groups, for example environmental organisations, have little impact on the
domestic win-set. In short, the research does not focus on every domestic group that has

an opinion or a preference regarding FTAs but on the most influential ones.

1.7 Conclusions

This research focuses on how actors’ preferences determine the country’s FTA policy. It
looks into how, perhaps, the establishment of bilateral and minilateral FTAs affected
Japan’s region-wide FTA policy. It also identifies key determinants of Japan’s free trade
agreements policy to date, as well as the actors’ opinions on how successful the past
FTAs have been in fulfilling their objectives. The thesis focuses on main actors’
preferences in explaining Japan’s FTA policy and the relationship between bilateral,
minilateral and region-wide FTAs. It makes an original contribution on three separate
levels. First, it develops a theoretical framework based on Putnam’s (1988) two game
model, preferences, and the inclusion of four levels of factors: domestic political,
international political, domestic economic and international economic. This allows us to
conceptualise Japan’s FTA policy as interplay of domestic actors’ preferences and as
being shaped by the domestic decision-making and policy formation processes. Second,
it is based on new and comprehensive empirical data. The interviewees were often
directly involved in FTAs negotiations on the domestic or international level,
communicated the preferences of interest groups to the relevant ministry or vice versa,

and had an in-depth knowledge of sectoral politics. Several of the interviewed senior
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managers were responsible for the FTA regulations within their companies and hence
had an insight into the utilisation of Japan’s trade treaties on a day-to-day basis. Third,
the thesis provides evidence in the multilateralising bilateralism debate by analysing
domestic actors’ preferences. This level of analysis can be particularly useful in
understanding the impasse of Japan’s FTA policy as it explains the domestic conflict of
interests which has led to the current outcome.

This chapter introduced the subject of the thesis and its main assumptions, It
discussed where the research fits within the broader IPE field and presented theoretical
models that are of relevance to the subject. It also provided a clarification of main terms.
The second part of the chapter described the theoretical framework and justified the
choice of actors and levels of factors used in the analysis. Finally, the chapter mentioned
the data collection process and the limitations of the research. The theoretical

assumptions discussed in this chapter will guide the analysis in Chapters 3, 4 and 5.
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Chapter 2
Free Trade Agreements (FTAs) and the Effects of their Recent

Proliferation

2.1 Introduction

This chapter introduces terms, concepts and academic debates that will provide a base
for the analysis of Japan’s domestic actors’ preferences in the following three chapters.
First, it presents FTAs: comparison with other types of market organisation, their
economic effects, the type of barriers to trade they remove and provisions they might
include. Secondly, the chapter discusses reasons for the proliferation of free trade
agreements with particular attention paid to the East Asian region. It explains concepts
such as isolation avoidance and competitive bilateralism that are highly relevant to the
analysis of this thesis. Finally, the chapter presents an overview of the multilateralising
bilateralism debate which provides a broader context for the analysis of the possible
consolidation of various levels of Japan’s FTA strategy (bilateral, minilateral, and
regional). It discusses the problem of the spaghetti bowl effect and proposed ways to
facilitate the harmonisation of existing agreements. The main question of the
multilateralising bilateralism debate is what type of provisions and regulations FTAs

should include in order to allow for their multilateralisation.

2.2 Overview of FTAs

2.2.1 FTAs and Types of Market Integration

-The work of Jacob Viner (1950) and Béla Balassa has laid the foundations for the
classification of stages of market integration. They are: preferential trade agreement,
free trade agreement, customs union, common market, monetary union and complete
economic integration. In addition, at some point between stages five and six, countries
can introduce a fiscal union. They can also decide to enter into a political union.
Preferential trade agreements, also referred to as partial scope agreements, offer
preferential market access, by reducing tariffs on trade in goods. Free trade agreements

offer preferential access to foreign markets by removing barriers to trade between
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members on reciprocal basis®®. A member country is granted a reduction or exemption
from the most favoured nation (MFN) tariffs offered to all trading partners. A country
can be a member of several FTAs, as they do not establish common import tariffs. Rules
of origin (RoO) are applied in order to prevent trade deflection which occurs when
third-parties trans-ship their goods via an FTA member state and obtain the same level
of preferential market access without fulfilling any reciprocal obligations. RoO establish
the origin of a given good by checking it against the criteria that must be fulfilled in
order for the good to be considered sufficiently locally produced by a FTA country
when exporting to the FTA partner. Custom unions (CUs) differ from FTAs in that
signatory parties adopt common tariffs on third country imports thus preventing
countries becoming a member of multiple CUs. In addition to the above, a common
market involves a free movement of labour and capital, higher level of interstate
cooperation, and harmonisation of various regulations, procedures and policies. The last
stage is a monetary union which implies “common currency and/or harmonisation of
monetary, fiscal and social policies” (Ravenhill 2005b:118).

Free trade agreements are often referred to by other names. For example, they are
sometimes called preferential trade agreements or PTAs (Feenstra and Taylor 2008:398).
This, however, does not relate to preferential trade agreements as in the first stage of
market integration discussed above. Instead, the name points to the preferential
character of liberalisation under such treaties. Jagdish Bhagwati (2008) advocates the
use of this term to highlight the difference between preferential trade and free trade
resulting from multilateral or unilateral removal of tariffs. The author (ibidem:xi)
stresses their discriminatory character and argues that they act “like termites” and “are
eating away at the multilateral trading system relentlessly and progressively”. The WTO
uses the term regional trade agfeements (RTA) as a generic name for CU’s, FTAs and
partial scope agreements. This can be explained by the fact that such treaties are within
the jurisdiction of WTO’s Committee on Regional Trade Agreements (Ravenhill
2005b:119)%. According to the WTO (WTOd?®), in January 2012, there were 319 RTAs
in force of which 90 percent were FTAs and partial scope agreements and ten percent

were CUs. Although the two names are commonly used interchangeably, RTAs are not

%FTAs are a form of reciprocal liberalisation. Other types of liberalisation are non-reciprocal
liberalization, such as unilateral removal of tariffs and not fully reciprocal bilateral agreements e.g.
between developed and developing countries under the Enabling Clause.

27 Despite the fact that the Committee was established in 1996, the WTO’s rules on FTAs were formulated
in earlier decades when the majority of trade agreements were regional and not bilateral.

28 The data comes from the WTO Regional Trade Agreements Gateway, last updated in January 2012.
Available from: http://www.wto.org/english/tratop_e/region_e/region_e.htm.
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identical with FTAs. The phenomenon of the proliferation of bilateral FTAs is often
brought up in the context of increasing regionalism. However, the growing number of
FTAs does not necessarily imply a greater level of regional integration. For example,
Dent (2006) has argued that the proliferation of FTAs in Asia Pacific should be brought
up in the context of increasing regional bilateralism and not regionalism. Furthermore,
neither FTAs nor CU’s have to be regional. For example, Japan has signed agreements
with Mexico, Chile and Switzerland.

Depending on the number of participants and their location FTAs can be classified
in a different way. Aggarwal (2006:6) distinguishes the following modes of trade
governance: 1) unilateral, 2) bilateral geographically concentrated (bilateral
regionalism), 3) bilateral geographically dispersed (bilateral trans-regionalism), 4)
minilateral geographically concentrated (regionalism), 5) minilateral geographically
dispersed (trans-regionalism), and 6) multilateral (globalism, WTO). On the minilateral
level he uses the examples of Association of Southeast Asian Nations (ASEAN) FTA
(AFTA) and North American Free Trade Agreement (NAFTA) for geographically
concentrated and Free Trade Agreement of the Americas (FTAA), for geographically
dispersed. According to this classification both the ASEAN-Japan FTA as well as any
possible future wider agreement in East Asia would be referred as minilateral which in
the context of this research might cause confusion. Therefore, in this thesis planned
wider regional agreements will be referred to as region-wide FTAs, as explained in
Chapter 1. Other scholars developed different typologies. Dent (2010¢:211-213)
classifies FTAs in the Asia-Pacific region in the following way: 1) bilateral agreements
between two states, 2) plurilateral FTAs between more than two states, 3) cross-regional
agreements between states from different geographical regions, 4) quasi-regional FTAs
between a state and a regional group such as ASEAN, and 5) regional or grand-regional
agreements that include the majority of nations from one region or trans-regional
agreements, for example an FTA between Asia-Pacific states. Ravenhill (2005b:120)
distinguishes: 1) bilateral regional and trans-regional FTAs, 2) minilateral regional
agreements (NAFTA), trans-regional agreements (Asia-Pacific Economic Cooperation,
APEC) or interregional agreements (EU-MERCOUSUR), and 3) global liberalisation
under the GATT/WTO. Aggarwal (2006:19-20) classifies the links between coexisting

agreements and distinguishes:

e Nested agreements where lower-level agreements conform to broader ones (e.g.

to the Article XXIV of the GATT); for example APEC’s relationship with the
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GATT/WTO

e Horizontal connections with a division of labour; FTAs including new issues
exceeding the WTO’s benchmark

e Overlapping agreements which may lead to conflict in the division of labour; the
ASEAN-Japan FTA and Japan’s FTAs with ASEAN members are an example of
an overlapping agreement in terms of membership and subject.

¢ Independent agreements dealing with different issues therefore not connected.

2.2.2 FTAs and the WTO

The WTO allows for the creation of FTAs under conditions listed in the Article XXIV
of the General Agreement on Tariffs and Trade (GATT) and Article V of the General
Agreement on Trade in Services (GATS). FTAs should be notified to the WTO under
the Article XXIV of GATT for trade in goods, Article V of the GATS for trade in
services and under the Enabling Clause for agreements including developing countries.
An FTA that includes both trade in goods and services will be notified under both
Articles. As a result, if an agreement liberalises both trade in goods and services, it
needs to be notified twice which leads to double-counting of several FTAs in WTO’s
statistics (Dent 2006:3). An agreement on trade in services is listed as an Economic
Integration Agreement (EIA). For example, China and ASEAN were linked by an EIA
in trade in services and by a partial-scope agreement29 under the Enabling Clause in
trade in goods before the ASEAN-China FTA entered into force in 2010.

The Article XXIV of the GATT (WTOc>®) does not sufficiently clarify the
relationship between the WTO and FTAs®'. Although the WTO requires countries to
notify an FTA under one of the articles, there is no mechanism in force that examines
whether they are in fact consistent with the rules upheld by the organisation. Paragraph
8 of the Article XXIV explains that FTAs should liberalise ‘substantially all trade’
between two or more states. Under paragraph 5, FTA member states are required to
liberalise trade within ‘a reasonable length of time’. As the term ‘reasonable length of

time’ has been criticised for being too vague, during the Uruguay Round of talks a

2 This was the Early Harvest Package of the 2002 Framework Agreement on Comprehensive Economic
Cooperation.

30 WTO website Article XXIV, Available from:

http://www.wto.org/english/docs_e/legal_e/gatt47_02_e.htm#articleXXIV, Accessed December 2009.

3! One of the aims of the Doha Declaration was the clarification of rules on FTAs (this has so far brought
little results).
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document entitled ‘Understanding on the Interpretation of Article 24 of the General
Agreement on Tariffs and Trade 1994’ (WTOe*?) was published. It stated that the
‘reasoniable length of time’ for reaching full liberalisation is up to ten years. If this is not
achieved, an explanation should be provided to the WTO Council on Trade in Goods.
The term ‘substantially all trade’ also requires additional clarification. As paragraph 8
does not entail any numerical quantifiers, it has been called the ‘legal vacuum’ of the
Article XXIV. As Bhagwati (2008:22) writes:

“What did it mean to say that ‘substantially all trade’ must be
covered- 60 percent trade, or 80 percent, or 90 percent? Would the
reduction, at whatever percentage, have to be uniform and across the

board, or could entire sectors, such as agriculture or high-tech, be

left out?”

As a result, an FTA can exempt a substantial amount of products from liberalisation and
still be compatible with the WTO regulations®>, Manger (2005:811) argues that in
_practice the Paragraph allows for an exclusion of ten or more percent of traded products.
Dent (2006:39) mentions the WTO estimations which concluded that “that FTA
coverage rarely falls below 50 percent, was usually higher than 75 percent but with

most notified under Article XXIV having over an estimated 85 percent coverage”.

2.2.3 Trade Liberalisation and Facilitation dnder FTAs

Free trade agreements have an effect on income distribution within a state and influence
trade patterns. In simplified terms, exporting sectors profit from preferential market
access while import-competing sectors lose in the result of higher competition®.
Therefore, traditionally those who support liberalisation are the exporting companies
who gain from increased market access and those who oppose are the import-competing
companies who lose profit as a result of signing an FTA. Each FTA impacts a number of
countries, such as FTA members, their trading partners and neighbours, and causes a
complex set of results where the balance of gains, loses and trade-offs for all parties

involved is sometimes hard to establish and foresee. In 1950, Viner (1950) published a

32 WTO website Uruguay Round Agreement, Available from:
http://www.wto.org/english/docs_e/legal_e/gattd7_02_e htm#articleXXIV, Accessed December 2009.

33 The Japan-Singapore FTA, which excluded the majority of the agricultural sector, will be discussed in
Chapter 3.

34 This issue was discussed in Chapter 1.
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book entitled ‘The Customs Union Issue’ introducing concepts of trade diversion and
trade creation effects. He was the first to argue that preferential agreements may
potentially have welfare diminishing effects both for non-members and members alike®,
The proportion of welfare improving and welfare diminishing effects of a bilateral or
minilateral FTA depends greatly on the type of provisions it includes, as well as the
depth and scope of liberalisation. Trade diversion and trade creation effects are static
economic effects of FTAs. Trade creation (welfare improving) effects derive from the
increases in trade amongst the member countries resulting from removing tariffs and
other trade barriers. As a result “more efficiently produced imported goods replace less
efficient domestically produced goods” (Rollo 2007:7) in the more open competitive
market conditions established by the FTA. Trade diversion (welfare diminishing) effects
occur when countries shift their supply sources from more efficient non-member
countries’ suppliers to a less efficient member country’s ones as a result of the relative
tariff preferences position now enjoyed by the latter over the former. Dynamic effects of
FTAs include the economics of scale and increased competition and cooperation that
occurs over the long-run, and not just from one-off ‘static’ tariff rate changes.
Economies of scale result from the reduction of average costs of production which leads
to achieving greater resource efficiency. In other words “the conditions for internal
specialisation created within an FTA area will lead to cost efficiencies that in turn
engender welfare gain” (Dent 2006:22).

FTAs can liberalise trade in goods, services and factors of production. They can
adopt the WTO?’s threefold division for: 1) trade in goods under the GATT 2) trade in
services under the GATS, and 3) rules on intellectual property rights under the
Agreement on Trade Related Aspects of Intellectual Property Rights (TRIPS). An
increasing number of FTAs includes liberalisation of services. Apart from the treaty
with ASEAN, all Japan’s FTAs had such provisions. Just as under the WTO, the
liberalisation of trade in services under FTAs can be applied to:

e Mode 1 - movement of services across borders

e Mode 2 - movement across national borders of consumers/buyers

e Mode 3 - commercial presence, trade in capital

e Mode 4 - movement of natural persons
Furthermore, depending on member’ preferences FTAs can remove various types of

barriers to trade, as well as include provisions on cooperation in several domains and

3 This is called Viner’s Ambiguity (Baldwin et al. 2007:2).
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trade and investment facilitation measures. FTAs liberalise trade by removing border
and beyond-the-border barriers to trade. Border barriers are tariffs (fiscal) and non-tariff
barriers (NTBs) to trade that a traded good, service or factor of production encounters
on the border of a foreign state. NTBs can be defined as restrictions to trade that do not
involve tariffs or quotas, for example custom clearance procedures or RoO (Martens
2009). Non-tariff barriers can also occur as beyond-the-border barriers to trade, for
example technical regulations, product standards and phytosanitary measures, domestic
regulations, such as environmental regulations or export subsidies which lower the price
of goods, making it more attractive to foreign importers 3¢, Trade facilitation and -
removal on non-tariff barriers has gradually become an increasingly important feature
of many FTAs. Trade facilitation measures might include standardisation, allowing for
an easier movement of people, and implementing e-commerce technology. For example,
Japan’s FTA with Singapore included two chapters on trade facilitation: Chapter 4 deals
with customs procedures (for example simplification of customs procedures), and
Chapter 5 with paperless trading (Nakagawa 2008:12). Other Japan’s FTAs also include
chapters on trade facilitation. As will be explained in Chapter 3 of this thesis, trade
facilitation is an important part of Japanese companies’ preferences for a region-wide
FTA. Harmonisation of measures across borders under FTAs can mean provisions on
commercial regulations and cooperation. Commercial regulations include rules on
investment, intellectual property rights, government procurement, rules of origin and
competition policy (Dent 2010a:52). Other examples are sector-specific provisions such
as regulations of financial services or telecommunication sector.

Liberalisation of investment under the WTO is based on the same two principles as
trade in goods and services: national treatment (treating one’s own nationals and
foreigners equally), and the MFN treatment (equal treatment for nationals of all trading
partners in the WTO). Under FTAs, investment provisions can be divided into
investment liberalisation and protection. Investment liberalisation includes pre-
establishment national treatment, pre-establishment MFN treatment and prohibition of
performance requirements (prior to the approval of investment) (JETRO 2009:129).
Investment protection, on the other hand, takes form of post-establishment national
treatment, post-establishment MFN treatment, compensation for expropriation, fair and
equitable treatment, and state-investor conflict resolution procedures in the event of
nationalisation. The last two elements are not covered by the WTO’s regulations but can

be found in FTAs (JETRO 2009:129). Investments facilitation includes procedures for

36 For an extensive work on how to liberalise NTBs see Baldwin ef al. 2007,
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investment and provisions on intellectual property rights. Provisions on investment
liberalisation under FTAs can be based on a broad definition of investment, covering the
transfer of any assets or intellectual property or a narrow definition, limited to direct
investments only (Kumar, United Nations 2007:11). In 2009, Japan had 24 investment
agreements, of which 15 were bilateral investment treaties (BITs) and nine investment
chapters in FTAs (JETRO 2009:129). The investment chapters are becoming a standard
in Japanese FTAs>. If a BIT was signed prior to FTA negotiations, it is usually
incorporated into the agreement as an investment chapter’®,

The WTO TRIPS Agreement sets minimum standards and rules on intellectual
property protection rights (IPR). It adopts the national treatment and the MFN principles.
FTAs often exceed the WTO level of regulations, for example by including TRIPS-plus
or TRIM-plus (Agreement on Trade-Related Investment Measures). Apart from the
Japan-Mexico FTA, Japan’s agreements include a chapter on IPR, although they are
limited to “enhancement or clarification” of TRIPS provisions (JETRO 2009:133). One
exception is the agreement with Switzerland which has a high-level chapter on IPR
(ibidem:134). Chapter 10 of the Japan-Singapore FTA includes comprehensive
cooperation in IPR protection. Other TRIPs-plus provisions can be found in Chapter 9
of Japan’s agreements with Malaysia, Chapters 10 of the Japan-Philippines FTA and the
Japan-Thailand FTA, and Chapter 9 of the Indonesia-Japan FTA (Nakagawa 2008:14).
Dent (2010a:67) explains that, in comparison with the US, Japan’s approach to IPR
under FTAs can be characterised by an emphasis on including more generalised and less
defined rules, and also on IPR cooperation. Some FTAs include provisions on
competition policy. Such provisions can also take form of bilateral antitrust agreements.
Most of Japan’s agreements have a chapter on policy and competition law (Nakagawa
2008:19, JETRO 2009:137). Japan-Switzerland FTA includes advanced competition
policy provisions, similar to the antitrust agreements (JETRO 2009:137). In addition,
FTAs can promote various types of cooperation for example cooperation in labour or
environmental issues, industrial cooperation, technology, as well as regulatory
cooperation e.g. mutual recognition agreements.

Lloyd (2008:16 cites Lawrence 1996) makes a distinction between ‘shallow’ and
‘deep’ integration under FTAs. ‘Shallow’ integration in that sense implies the
elimination of tariffs and non-tariff border barriers to trade in goods, services and

factors of production. ‘Deep’ integration occurs when beyond-the-border trade

37 Interview no. 40.
38 Interview no. 57.
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restrictions are eliminated. ‘Broadband FTAs’ is a generic name for FTAs including
comprehensive commitments to liberalisation. They are also called WTO-plus
agreements, as they include elements exceeding subjects covered by the GATT/WTO.
They can include provisions on elimination of technical barriers to trade, labour and
environment, increased cooperation and harmonisétion of measures across borders.
They often include ‘Singapore issues’, which were named so after the WTO Ministerial
Conference in Singapore in 1996: transparency in government procurement, trade
facilitation, investment and competition policy. Japan signs broadband FTAs and calls
them economic partnership agreements (EPAs). EPAs aim to widen the s.cope of
integration and ensure gradual harmonisation and facilitation of regional economic
activities and economic cooperation (Kawai and Wignaraja 2007:6). Figure 2.1
demonstrates the wide scope of trade policy provisions under Japanese EPAs. Former
Minister of Foreign Affairs, Taro Aso (MOFA 2006b), defined Japan’s understanding of
the two terms in the following way: while FTAs are “instruments which take up issues
such as the lowering of tariffs during trade in goods and the elimination of restrictions
on foreign investment during trade in services”, EPAs “are based on the premise that
from the perspective of economics, national borders no longer exist”. From the
beginning of Japan’s FTA policy, the Japanese government argued that EPAs are
complementary to the WTO trade liberalisation process as they can provide a model in
terms of provisions on competition or investment policies, for which WTO has no rules

(MOFA 2006¢:6 and Urata 2003:106)*. Figure 2.2 shows main elements of Japan’s
FTAs.

3 For more on the characteristics of EPAs see Chapter 3.
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Figure 2.1 Scope of trade policy under Japanese EPAs
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Figure 2.2 Main elements of Japan’s EPAs
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2.3 Reasons for the Proliferation of FTAs

This section of the chapter presents reasons for the recent proliferation of FTAs, with a
particular attention given to the East Asian region. The analysis in Chapters 3 and 4 will
refer to the theoretical concepts explained in this section.

Fiorentino et al. (2006:15) name three main characteristics they consider to be key
to FTAs’ popularity: speed, flexibility and selectivity. FTAs are relatively quick to
negotiate as they usually involve only a few partners. Countries have an option of
choosing an FTA partner, are not geographically bound, and do not need to harmonise
their external custom tariffs and trade policy as in the case of CU’s. FTA members can
also decide on the depth and scope of liberalisation. The possibility of excluding a
group of products from negotiations provides an opportunity to avoid problematic or
‘sensitive’ issues. Kawai and Wignaraja (2007:7) list three main reasons behind the
proliferation of FTAs in East Asia: 1) deepening of market-driven economic integration,
2) deepening of the European and North American economic integration, and 3) the
experience of the East Asian financial crisis. Dent (2003:25) argues that for many Asian
countries bilateral trade agreements may have the first and foremost strategic purposes.
They can benefit a specific sector, provide access to natural resources, open a significant
market or be a defensive or reactive FTA aiming to diminish the negative impact of

other countries’ FTAs.

2.3.1 Domestic Political Factors

Domestic political concerns play an important part in governments’ FTA policy. Despite
the fact that multilateral liberalisation can potentially bring more profits, Dieter and
Higgott (2003b:445) argue that “good economic theory is often bad politics” and does
not necessarily translate into political constituency. Governments may choose to pursue
bilateral FTAs as they bring quick, visible and prestigious results — signing an
international trade treaty. Bhagwati (2002:117) argues that states pursue their individual
interests despite the fact that a coordinated multilateral solution would be better for all
sides. Bilateral preferential trade agreements are easier to conclude than multilateral
ones. As it was explained in Chapter 1, the higher the number of members, the more
difficult it is to reach a comprbmise on conflicting issues and the more political effort is

required on each side. This is partly due to the fact that the bargaining sides need to
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overcome the opposition of various domestic groups. As John Ravenhill (2005b:142)
puts it:

“The political significance is that free trade agreements that provide
partial liberalisation can provide exporters with what they want
(access to foreign markets) while enabling governments to avoid
tackling the problem of inefficient domestic industries. The result is a

process of ‘liberalisation without political pain”.

| Dieter and Higgott (2003b:446) argue that bilateral FTAs create an ‘illusion of control’
over the process of market liberalisation and result from the “fear of being shut out of
agreements in times of low trust in the multilateral trading system”. They find this
motivation particularly important when it comes to the East Asian region where FTAs
are ‘statements of sovereignty’ creating a counterbalance to the limited contro! over the
WTO negotiation process. Furthermore, FTAs are said to support and ‘lock in’ domestic
economic reforms (Manger 2005:807). Bilateral trade agreements may be a way of
directing foreign pressure (gaiatsu) in order to overcome domestic opposition to
economic reforms, restructuring and market liberalisation. Dent (2006:51) argues that
this is in particular relevant for countries such as Japan and Korea. By opening the
economy to competition from other countries FTAs enhance the restructuring of
uncompetitive sectors. In this respect they can be more effective than multilateral trade
agreements, which according to some scholars is an important motivation behind
governments’ pursuit of FTAs (Urata 2003:98). This was also confirmed by Prime
Minister Aso (MOFA 2006b). Urata (ibidem) points out that previously Japan was
reforming its domestic structures using the US’s pressure and international frameworks
such as the WTO/GATT. This ceased to be the case in the middle of the 1990s due to the
problems with the WTO/GATT negotiations as well as decreased pressure from the US
to open up the Japanese market. As will be discussed in Chapter 5, without a strong
political leadership, it is difficult to sign an FTA with a level of liberalisation sufficient

to support domestic reforms.

2.3.2 International Political Factors

One of the most commonly mentioned reason for the proliferation of bilateral FTAs is

the lack of substantial progress of the multilateral liberalisation process with the stalling
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of the Uruguay Round due to the disagreements over agriculture, failure of the WTO
ministerial meetings in Seattle in 1999 and Cancun in 2003, and finally, problems with
the successful finalisation of the Doha Round. Similarly, multilateral liberalisation
under APEC and the ‘open regionalism’ it advocated did not bring expected results. The
Bogor Goals from 1994 and the Osaka Action Agenda from 1995 have made little
progress over the years. The Early Voluntary Sectoral Liberalisation, launched in 1997,
has failed. Additionally, the fact that areas such as the Singapore issues are excluded
from multilateral talks made FTAs a more attractive option for countries that consider
these elements important (Fiorentino et al. 2006:26). For example, Japan and the EU
insisted that issues of investment agreements, competition policy, transparency and
trade facilitation (Singapore issues) be included in the Doha Development Agenda
(Bhagwati 2005a:4). The lack of confidence in the multilateral trade liberalisation and
global and regional institutions that govern it has led many states which have
traditionally supported multilateralism to shift towards what is now being called a
‘multi-track’ approach, This means that while still participating in the WTO rounds they
also pursue bilateral solutions. Dent (2006:41), referring in particular to the Asia-Pacific
region, calls this a ‘trade policy paradigm shift’ from mercantilism, or neo-mercantilism,
to liberalism. Bhagwati (2008:81) argues that this process, which he in turn calls
‘second regionalism’, started when the US decided to pursue bilateral agreements as
opposed to the previous purely multilateral approach of the early 1980s. As he
(Bhagwati 2008:81) explains, this was later called the ‘competitive liberalisation’ theory
whereby FTAs were believed to help the multilateral trade liberalisation: the United
States’ pursuit of bilateral FTA would cause other states to seek similar agreements with
the US and support liberalisation under the WTO®, Lack of progress of the multilateral
liberalisation process and the US’s and EU’s pursuit of FTAs caused states, such as
Japan, which for a long time have been adherent to the global, multilateral liberalisation
under the WTO, to adopt a ‘multi-track’ approach. Ravenhill (2005b:131) in turn
attributes the change in the United States’ approach to bilateral FTAs in the 1980s to the
impact of the European Community’s Common Agricultural Policy as well as the slow
progress of multilateral, global liberalisation.

Dent (2006:51) lists cooperative diplomacy as another reason for FTAs’ popularity.

It is a way in which states cooperate to manage increasing economic interdependence in

“OThis resulted more in the ‘tit-for-tat’ agreements especially in East Asia. Bhagwati (2008:86) disagrees
with this reasoning and argues against Fred Bergsten’s notion that FTAs can help advance the WTO
negotiations. This will be discussed in detail later in the chapter together with the multilateralising
bilateralism debate.
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the region. Ravenhill (2005b:120) argues that regionalism (here regional bilateral or
minilateral FTAs) can serve the purpose of “economic cooperation and confidence
building” and that “in international relationships that have a history of conflict or where
no tradition of partnership exists, cooperation on economic matters can be a core
element in a process of confidence building”. Furthermore, Ravenhill (ibidem) explains
that both the European Union and ASEAN are examples of FTAs signed with a partial
motivation of preventing possible future warfare (in the second case a war between
Indonesia —Malaysia 1963-66). Secondly, Dent (2006:51) points out the importance of
security considerations in Asia-Pacific and calls this type of factors security alliance
diplomacy: the US-Australia FTA is an example of a treaty signed with such motivation.
Terada (2006:6) stresses the strategic objectives and gives an example of Singapore, the
first country in East Asia to have signed an FTA and one of the region’s most active
states in this respect. The author (ibidem cites Leifer 2000:26) argues that bilateral FTAs
were a way to counterbalance the state’s “innate vulnerability arising from its
geopolitical circumstances wedged between big Islamic countries like Malaysia and
Indonesia”. Bilateral FTAs provided Singapore with a sense of economic and political
security and stabilisation. Other types of security alliance diplomacy might include
supporting one’s allies (Manger 2005:806 cites Gowa and Mansfield 1993, Gowa 1995).
This type of motivation can also include the ‘new security agenda’, meaning non-
traditional security threats, such as environmental damage, illegal migration, organised
crime, drug smuggling, and international terrorism (Ravenhill 2005b:122). FTAs can be
a way of introducing regulations in this field.

Bilateral FTAs can be perceived as an insurance policy against trade disputes in the
uncertain international environment (Manger 2005:807 cites Mansfield and Reinhardt
2003). In East Asia the financial crisis of 1997/98 provided an additional push in this
direction. It convinced the East Asian states of a need for regional, economic security
measures and led them to increase efforts in the field of financial integration, e.g. the
Chiang Mai Initiative of bilateral currency swaps arrangements. It also caused them to
seek an alternative to multilateral trade liberalisation. Unlike in Europe or North
America, there were no free trade agreements in East Asia before the financial crisis.
Dent (2006:50) argues that FTA ‘catch up’ was an important factor behind the
popularity of bilateral trade agreements in the Asia-Pacific region. This is connected to
another two factors he (ibidem:52) mentions: isolation avoidance and competitive
bilateralism. Both of them were strongly reflected in the fieldwork research findings.

Isolation avoidance means that states sign their own bilateral FTAs in order to avoid
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| being ‘left out’ as a result of other countries’ pursuit of such agreements. Several
scholars wrote about this phenomenon under different names. Bhagwati (2008:45) calls
this type of FTAs ‘tit-for-tat’ retaliatory agreements. Bilateral FTAs are understood here
as ‘defensive’ or ‘retaliatory’ tools of trade policy. Bhagwati (2008:45) gives an
example of regional FTA initiatives in East Asia, such as the ASEAN+1, ASEAN+3 or
ASEAN+6, which excluded the US and were created after the US signed NAFTA and
considered the Free Trade Agreement of the Americas excluding Asia. Terada (2006:25)
provides another example of isolation avoidance in East Asia by arguing that Japan’s
FTA with Singapore and planned agreement with Korea has caused China to negotiate a
free trade agreement with ASEAN. This, in turn, has led Japan’s Prime Minister
Junichiro Koizumi, to propose a similar FTA to ASEAN. According to Terada (2008:8),
who quotes Katsuhiko Umehara former Director of the Ministry of Economy, Trade and
Industry, Japan’s agreement with Singapore convinced Malaysia and Indonesia , which
were reluctant to join the FTA race, to reconsider their policy. While Japan was
negotiating with Singapore, Malaysia spoke openly against such treaties. According to
the former Malaysian Trade Minister, Rafidah Aziz (Terada 2006:11 cit Straits Times,
15 March 2001), Malaysia was “not interested in having bilateral FTAs with anybody”.
However, since then, the country has concluded agreements with, amongst others, Japan,
Pakistan and Chile.

Competitive bilateralism rationale for the proliferation of FTAs is closely related to
isolation avoidance. In this understanding FTAs “are a function of inter-state
competition for economic and political influence” (Dent 2006:41). Bilateral or
minilateral FTAs can change the regional balance of power, serve as bargaining tools or
provide leverage in multilateral negotiations. Political competition can be explained as
an awareness of regional balance of power and position vis-a-vis other countries and an
idea of not being ‘left behind’. Economic competition, discussed in detail in the next
section, is related to the relative position of multinational companies (MNCs) on
international markets and their response to foreign companies obtaining preferential
market access under third-party FTAs. Ravenhill (2005¢:3) points out that when APEC
was established member states attempted to use the organisation to pressure the EU to
compromise during the Uruguay Round of GATT. Ravenhill (2005b:129) calls this
phenomenon bandwagoning or balancing and explains it as “the possibility that
regionalism in one part of the world triggers regionalism elsewhere through
‘demonstration’, ‘emulation’, or ‘contagion’ effects”. These two factors correspond to

the neorealist approach which perceives regionalism as an extension of states’
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continuous struggle for power on the international stage. For example, it can occur
when countries form alliances in order to counterbalance the position of other states and
regional groupings, or when a “hegemon or ‘stabiliser’ state can stimulate the
emergence of regional cooperation and regional institutions in a variety of ways, and
indeed is necessary for this to happen” (Soderbaum 5002:224 cites Hurrell 1995:51-3,
Waltz 1979; Gilpin 1987; Buzan 1991). Understanding of FTAs as defensive tools for
offsetting the negative effects of economic integration between third parties is
significant in the context of this thesis. According to research fieldwork, both isolation
avoidance and competitive bilateralism play a pivotal role in Japan’s FTA policy as will

be discussed in Chapters 3 and 4.

2.3.3 Domestic Economic Factors

Dieter and Higgott (2003b:446) point out that the average level of tariffs and NTBs was
successfully reduced by the GATT/WTO process and hence removal of traditional
barriers to trade under FTAs does not offer as many gains as it used to. Richard Baldwin
(2006:1474) explains proliferation of FTAs despite the falling MFN tariffs by the ‘home
market magnification’ effect which means that “small advantages created by tariffs
matter more when the overall level of protection is low”, Baldwin’s ‘home market
magnification’ effect and the economies of scale are the basic economic reason for
signing bilateral FTAs. Such agreements can also help to attract inward foreign direct
investment (FDI). This can be an important motivation, particularly for smaller and less
developed economies (Hufbauer and Schott 2007:25). Ravenhill (2005¢:4) gives an
example of a substantial increase of FDI in Mexico after the country has signed NAFTA
in 1994. By contrast, Manger (2005:3) argues that FDI provide incentive for bilateral
trade treaties: having invested abroad, MNCs want to secure their advantage in the local
market. Hence the internationalisation of production networks can cause firms to opt for
bilateral treaties. As developed countries usually have low tariffs on manufacturing parts
and components, vertically integrated companies can import back intermediate goods
quite cheaply from the countries that host labour-intensive stages of production. For
Japan, these tariffs are often close to zero. However, exporting materials from the home
country abroad can be more expensive as developing states often maintain high MFN
tariffs (Manger 2005:810). Therefore, Manger (2005:810) argues that FTAs can be used

as ‘“commercial policy instruments to further the competitiveness of multinational
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firms”. This understanding accentuates the restrictive and protective character of FTAs.
From the perspective of foreign MNCs, it is desirable to sign a similar agreement to
offset negative effects resulting from FTA members trading under preferential tariffs.
MNCs are interested in the liberalisation of trade with countries where they manufacture
goods or which are their target markets. Companies with vertically integrated
production network are also deeply interested in provisions on investment, commercial
regulation, movement of capital and labour, national treatment principle and
administrative procedures, as FTAs including such elements facilitate operations within
the network.

This type of motivation corresponds to functionalist school within the neoliberal
approach to regionalism (Soderbaum 2005:226). It conceptualises regionalism as a tool
for fulfilling certain functions. It can be defined as “technical and basic functional
programmes and projects within clearly defined sectors, without challenging national
sovereignty or disturbing existing power structures within each country” (ibidem). The
notion of regionalism and FTAs in particular being pragmatic and functional is widely
reflected in the thesis. The ‘functional approach’ as explained in Chapters 3 and 4, is a
cornerstone of Japan’s FTA policy and is expressed by signing agreements designed to

correspond to specific interests of the manufacturing industry.

2.3.4 International Economic Factors

The economic equivalent of the ‘tit-for-tat’ motivation and isolation avoidance is
Baldwin’s (1993) ‘domino effect’ theory which is also closely related to the MNCs’
point of view described in the previous section. One of the most obvious reasons for
signing free trade agreements is to increase the trade creation effect and offset the trade
diversion effect caused by third-party trade treaties. Proliferation of FTAs causes states
which do not want to be left behind to sign treaties of their own to offset those signed by
their competitors. Baldwin (1993, 2004) named this the ‘domino effect’. Domino effect
occurs when, as a result of country A signing an FTA, country B enters into FTA
negotiations to offset the effects of the first agreement. Signing of an FTA is an
‘idiosyncratic shock’ for non-members: it changes the domestic, political equilibrium
and the balance of pro- and anti-liberalisation forces and preferences within a country
(Baldwin 2004:6). This means that the creation of one FTA promotes the formation of

another by increasing the pro-liberalisation forces in a non-member state faster than the
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anti-liberalisation ones. In other words: FTAs beget further FTAs. Fearing
discrimination, non-member state exporters express a greater support for preferential
liberalisation. Recently, Baldwin and Jaimovich (2010) conducted a study based on the
FTA database developed by Hufbauer and Schott in 2009. Their work provides new
empirical evidence for the domino mechanism behind FTAs. They (ibidem) write that
“the domino theory is not a ‘primitive’ explanation of why regionalism is spreading, but
it explains how a few exogenous shocks could produce a cascade of political economy
effects that makes it look like regionalism is spreading like a wildfire”. On the other
hand, Ravenhill (2010) rejects the notion that the proliferation of FTAs in East Asia
results from an economic domino effects and points out that such agreements bring little
economic gains to member states. This is caused by many factors, for example:
excluding politically sensitive sectors, signing FTAs with relatively minor trading
partners, and low preferential margins. According to the author (ibidem:196), low
utilisation rates of the region’s FTAs provide evidence against the economic domino
effect. However, a recent Asian Development Bank Institute firm survey report (Kawai
and Wignaraja 2011b:34) demonstrates that the utilisation rates of East Asian FTAs are
higher than previously believed”'. Similarly, Ravenhill (2010:179) argues against the
notion that economic interdependence has caused the proliferation of trade treaties in
the region after the financial crisis and explains that “rather than domestic economic
actors being the primary driving force behind the new East Asian regionalism, my
argument is that it has been a state led process, in which non-state actors were often
marginalised”. This means that, while increasing economic interdependence is
undisputable, it did not, in his opinion, lead to the proliferation of FTAs in East Asia.
Instead, Ravenhill (2010:199) argues that such agreements were “driven by a ‘political
domino effect’, with governments’ primary concern being their potential exclusion from

a new dimension of regional economic diplomacy”.

41 According to the survey, 28 percent of 835 firms responding to the question on use of FTAs stated that
they used preferences under free trade treaties. Dent (2010a:60 cites ADB 2008) mentions an earlier
Asian Development Bank study which demonstrated that FTA utilisation rates across East Asia were
around 10 percent,
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2.4 Multilateralising Bilateralism Debate

2.4.1 Multilateralising the Spaghetti Bowl

This section presents an overview of the multilateralising bilateralism debate also
referred to as multilateralising regionalism debate (e.g. Baldwin 2006)42. The question
asked here is: in what way can bilateral agreements be harmonised into multilateral
ones? Dent (2010a:50) points out that FTAs are heterogeneous in nature as they are
formed from the politico-economic interactions of involved states. FTAs differ greatly
in the types of barriers to trade they remove, implementation modalities and the range of
other provisions and regulations they include. Such differences are at the heart of the
multilateralising Dbilateralism debate as they make it difficult to harmonise and
multilateralise FTAs. As Baldwin (2006:1451) puts it “global duty-free trade will
require a multilateralisation of the world’s existing and emerging regionalism”. This
section asks what type of provisions FTAs should include in order to maximise positive
effects and allow for easier harmonisation. The debate is highly relevant in the context
of this thesis. As Japan has already signed several bilateral FTAs and an agreement with
ASEAN, any prospective regional FTA, whether in the Asia-Pacific or the East Asia
region, will need to coexist and be harmonised with the existing treaties.

One of the principal drawbacks of the proliferation of FTAs is that it creates a
spaghetti bowl effect or a ‘maze of régulatory regimes’ (Pauwelyn 2007:3). Both terms
reflect the difficulties of coping with a multiple sets of trade rules which occur when
one country is a party to several FTAs. With the proliferation of FTAs a dense network
of agreements, tariffs, and rules is created. For companies this means increased costs
and time spent on complying with different regulations and for the government:
additional administrative costs of receiving and issuing certificates of origin. The
multilateralising bilateralism debate can be derived from the spaghetti bowl debate, also
known as the ‘stumbling blocks versus building blocks’ (stepping stones) debate. Both
terms were coined by Bhagwati (1995) who named the regulatory maze of overlapping
bilateral FTAs the spaghetti bowl effect and during Harry Johnson Lecture in London in
the 1990 asked a question whether “FTA as stumbling blocks or building blocks”
(Bhagwati 2002:118). The President of the Asian Development Bank, Haruhiko Kuroda,

renamed the spaghetti bowl in the Asian region to the noodle bowl in 2006 (Kawai and

42 See also papers presented at the ‘Multilateralising Regionalism’ conference, WTO, 10-12 September
2007, Geneva. Available from:
http://www.wto.org/english/tratop_e/region_e/conference_sept07_e.htm.
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Wignaraja 2009:2). The main question of the spaghetti bowl debate is whether FTAs can
lead to multilateral liberalisation. What is meant here is both 1) whether bilateral FTAs
help regional economic integration, and 2) whether regional integration helps global
trade liberalisation under the WTO. The first question is of relevance for this thesis as it
asks how bilateral FTAs impact domestic actors’ preferences for a region-wide
agreement. Hence this section focuses on the first part of the question.

There is a disagreement in the subject literature regarding the impact of
proliferating bilateral FTAs on the regional or global multilateral trade liberalisation.
The stepping stone argument can be summarised in two points. First, FTAs provide
incentives for other countries to seek liberalisation. This would respond to the
- competitive liberalisation theory which was discussed earlier in this chapter (Bergsten
1994, Baldwin 2004:5). This means that the proliferation of FTAs in one region causes
other countries to sign further trade agreements to off-set the trade diversion effect of
those already in existence. However, this can be done under bilateral arrangements and
hence not further the regional or global liberalisation. The second argument is that these
treaties support the multilateral trade negotiations under the WTO. According to the
WTO (2005b), the popularity of deep integration elements in FTAs can lead to the
inclusion of these elements in the multilateral trade negotiations. Therefore, FTAs can
promote WTO-plus provisions and be stepping stones towards further regional or global
liberalisation. This argument is supported by Brown and Stern (2011). In order for the
WTO to adopt rules on deep liberalisation and regulatory cooperation there should be a
“consensus on what the rules should be” resulting from “an extensive exchange of
information, on analysis and on discussion among specialised national agencies”
(ibidem:352). FTAs can facilitate such exchange of information and can help to develop
a best practice model for this type of rules. Ravenhill (2005b:141) adds two further
arguments supporting the stepping stone approach: FTAs help to prepare industries for
global liberalisation by introducing increased competition and they increase profits of
exporting sectors which are then in a better position to lobby for further liberalisation.
Baldwin (2004:4) points out that states which have pushed for multilateral liberalisation
since the IT World War are also those who have pursued preferential, mainly regional,
agreements. This viewpoint is conceptualised by the juggernaut mechanism theory
(Baldwin 1994, 2004, 2006)*. The initial impulse for the juggernaut mechanism is

bilateral or multilateral reciprocal tariff cutting which is supported by country’s

> The concept of juggernaut mechanism is related to the domino effect theory described earlier in the
chapter.
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exporters who seek increased market access. Tariff liberalisation is implemented under
FTA’s phase-in schedules. During this time, exporting sectors in FTA-member countries,
which expect to gain from tariff cuts, are upsized. The import-competing sectors are
downsized. In Baldwin’s opinion (ibidem), this strengthens the pro-liberalisation forces
within nations and weakens anti-liberalisation ones. In this respect FTAs and the WTO
are parts of the same liberalisation process. Furthermore, Baldwin er al. (2007:1) also
argue that the internationalisation of production networks, which they refer to as
production unbundling, creates incentives for the multilateralisation of FTAs. Multiple
tariffs and RoO complicate operations of companies with vast international supply and
production networks and create economic inefficiencies. This has “brought the spaghetti
bowl effect to the point where it is no longer easy to manage and have increased support
for multilateralisation of FTA network™ (ibidem). Recently, Saggi and Yildiz (2011)
used Nash’s (1950) two game model to discuss the possible effects of the increasing
number of bilateral FTAs on the multilateral trade liberalisation. They offer evidence in
support of the stepping stone model and argue that under certain circumstances the mere
possibility of signing an FTA by another state can provide an incentive to participate in
multilateral trade liberalisation. As non-member states are discriminated against under
bilateral FTAs, which is not the case under a multilateral agreement, “bilateralism can
actually provide an impetus to multilateral trade liberalisation” (Saggi and Yildiz
2010:34). Li (2009:159) used gravity estimations to demonstrate that FTAs between
countries with established vertical trade links have strong effects on these links. The
author argues that “the deeper the integration between countries the larger the FTA
impact on them” (ibidem:159). Vertical trade between countries previously engaged in
production sharing is intensified as a result of a bilateral FTA. This provides an
incentive for deeper integration on a broader level. Therefore, FTAs between countries
with vertical specialisation can help to promote multilateral liberalisation.

Robert Z. Lawrence (1995:407) argues that regional trade agreements will be
building blocks for global liberalisation through supporting countries’ economic
development and providing an incentive for further liberalisation by “creating demands
for greater access to the block”. In addition, he suggests that FTA member countries
remain dependent on trade with non-members and hence such treaties cannot be viewed
as protectionist stumbling blocks. In his article published in 1995, Lawrence
(ibidem:408) mentioned contemporary concerns regarding the stumbling block effect of

free trade agreements:
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“A second concern is that Japan will spearhead a Southeast Asian
bloc, principally by moving its manufacturing industry offshore. (..)
As Japanese investment rises in other Southeast Asian countries, so
goes this argument, Japan will obtain control over these rapidly
growing markets, erecting invisible barriers that will make it difficult
for other countries to penetrate. And acting though MITI, Japan
supposedly will try to manage international specialisation in a
manner which inhibits the free entry of firms and products from

outside the region”.

In reality, despite the internationalisation of production networks, Japan does not lead a
closed regional block and Japanese companies are faced with several NTB in Southeast
Asia, as will be further explained in Chapter 5. Instead, ASEAN has been playing an
increasingly visible role in regional integration. The organisation developed the
ASEAN+1 network of FTAs and has been actively participating in trans-regional
activities, for example through the Asia-Europe Meeting.

On the other hand, Viner (1950), Bhagwati (2004) and Limao (2006) make a clear
distinction between FTAs and free trade and mostly stress the negative effects of
bilateral arrangements such as trade diversion. According to Bhagwati (2008:xi), FTAs
are in fact stumbling blocks for global trade liberalisation as they are inherently
discriminatory. The stumbling block argument points to the negative sides of FTAs: they
divert political attention away from liberalisation under the WTO and cause countries to
be less interested in multilateral rounds (Levy 1994). Preferential agreements are
contrary to the MFN principle “ and non-discriminatory spirit of the WTO. The
stumbling block argument could be further explained by preferences of exporting
industries. MNCs lobby for FTAs under which they obtain an advantage, a margin of
preference, vis-a-vis their foreign competitors. Kapstein (2006:6) explains that “this is
because industrial sectors make lumpy investments that are profitable only under given
tariff schedules and will therefore organise and lobby to retain them”. Rollo (2007:15)
points out that those who gain from preferential agreements will oppose the reduction of
MFN tariffs as this will limit their profits. In this way, FTAs create incentives for MNCs
to resist greater multilateral or unilateral liberalisation. Limao (2006:157) points out that

smaller reductions in MFN tariffs during the GATT/WTO rounds are a way of retaining

“MFN is one of four main principles on which the WTO is based. The other three being: the national
treatment principle, transparency in trade policy and reciprocal liberalisation during multilateral
negotiation rounds (Hufbauer 1990:67).
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a higher preference margin under FTAs. Such tactics make other countries reluctant to
cut their own tariffs and thus slows down the multilateral trade liberalisation. Similarly,
Dent (2006), deploying his ‘lattice regionalism’ hypothesis, argues that proliferating
bilateral FTAs do not help regional community-building process in the Asia-Pacific
region. Analysing two counter-perspectives of 'region-convergent' and 'region-divergent'
bilateralism the author (ibidem:255) discusses issues such as the noodle bowl, RoO
regimes, competitive liberalisation, hubs, spokes, and contesting FTA models and
argues that “the new bilateral FTA trend will mostly work against regional community-
building in the Asia-Pacific through undermining the coherence and viability of existing
regional organisations, intensifying inter-state rivalries, reinforcing power asymmetries
and exacerbating the development divide in the region”.

The main question of the multilateralising bilateralism debate is how to harmonise
and multilateralise existing FTAs into broader treaties. Okamoto (2003:12) sees two
general ways in which FTAs can be multilateralised. This could be done by increasing
their membership and/or by making them less discriminatory for third parties and
gradually applying FTA provisions to non-members. He (ibidem) points out that this can
occur on three levels: 1) through international organisations, for example the WTO, 2)
within a particular FTA, for example by including special clauses, and 3) on a unilateral
level if states decide to apply same provisions to third parties. In Okamoto’s (ibidem:14)
opinion, the best results would be achieved by combining actions on all three levels.
Hoekman and Winters (2007:4) see three ways of multilateralising bilateralism: 1)
hegemonic multilateralisation where one country imposes its model on others, 2)
convergence where the importance of harmonising regulations becomes visible as the
traditional barriers to trade disappear, and 3) shifting of the political support for
liberalisation as a result of third-party FTAs and a changing economic situation. Another
way would be to include the non-partner MFN clause for trade in goods, similar to the
one found in service agreements. It requires countries to automatically extend any
further liberalisation to already existing FTA partners (Fink and Jansen 2007:2).
Agreements on services are easier to harmonise as existing regulations are much less
discriminatory than tariffs for manufactured goods. Origin is often determined by the
location of production instead of ownership. A similar MNF clause exists in WTO’s
TRIPS Agreement and Pauwelyn (2007:31) mentions that using it for trade in goods
under FTAs would be “a major boost to multilateralising regionalism”, Unilateral
liberalisation could be another solution to the spaghetti bowl problem if the concessions

made in preferential agreement would be unilaterally extended to the multilateral level
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(Fiorentino et al. 2006:26). Baldwin (2006:1471) points out that there are recent
examples of unilateral tariff reduction, for example in East Asia, and refers to this
phenomenon as the ‘race-to-the bottom’ unilateralism. Companies with vertically
integrated production networks might support unilateral liberalisation of tariffs in order
to facilitate import of intermediates and finished goods from manufacturing facilities
located abroad.

On the other hand, Corning (2009) uses the example of overlapping FTAs between
ASEAN members and Japan to explain the possible reconciliation of bilateralism and
multilateralism which falls under the multilateralising bilateralism debate. He does this
by cdmparing the technical aspects of the two types of agreements: tariff reductions,
rules of origin and the WTO-plus provisions. Corning (2009:661) concludes that “the
choices made in negotiating AJCEP suggest how difficult it will be in the short-term for
economic regionalism in East Asia to move beyond functional cooperation” and points
out that harmonising of the six ASEAN+1 FTAs would be an even more difficult task.
Another way to facilitate multilateralisation of bilateral FTAs is to include high-level,
‘deep liberalisation’ provisions. Hongshik and Innwon (2007:783) argue that, as tariffs
for manufacturing goods are already quite low, liberalisation based solely on tariff cuts
will not bring enough benefits to start Baldwin’s domino effect that would lead to the
multilateralisation of trade liberalisation. On the other hand, according to the authors,
comprehensive broadband FTAs do not aggravate the negative effects of the spaghetti
bowl*’. Hongshik and Innwon (2007:875) stress the importance of trade facilitation
provisions and argue that in order to avoid the negative effects of the spaghetti bowl and
to be stepping stones for multilateral liberalisation FTAs should: 1) be concluded
between countries that have the highest potential for trade creation, 2) include provision
or clauses on complying with the existing multilateral liberalisation initiatives, and 3)
include ‘deeper integration’ elements. Gains obtained as a result of trade facilitation
provisions allow states to trade more with non-FTA members and hence to minimalise
the trade diversion effect (ibidem). Trade facilitation reduces trade costs which in turn
increases gains from trade and attracts more FDI (ibidem:787 cites OECD 2005). In
other words, FTAs involving WTO-plus elements are more welfare enhancing and are
easier to multilateralise. Jong-Wha Lee and Innwon Park (2005:40) have also argued
that including trade facilitation provisions in FTAs would help to reduce the spaghetti
bowl effect in Asia while keeping with the spirit of APEC’s guiding principle of open

regionalism. This argument is strongly reflected in the findings of the fieldwork

5 Ahn and Cheong (2007) also argue that the negative effects of the spaghetti bow! can be lessened.
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research and the discussion on Japanese companies’ preferences for FTAs described in
Chapter 4.

Menon (2009:1395) assesses the four main solutions for dealing with the
proliferation of bilateral FTAs in the Asia-Pacific region*®. As discussed, these are: 1)
consolidation into broader regional agreements, 2) multilateralisation of provisions
under the existing FTAs, 3) harmonisation of MFN tariffs by bringing them down but
not removing completely, and 4) liberalisation of RoO and dilution of their restrictive
effects by introducing cumulation ¥’ . Multilateralisation, meaning offering the
preferential treatment negotiated under FTAs to non-members, is considered to be the
optimal solution (Menon 2009:1405). This would however need to be done on unilateral
basis, which is a weak point of this proposal. Menon (2009:1396 and 1405) argues that
consolidation is the least desirable option for two reasons: it is impractical and it does
not remove the incentive of signing further bilateral treaties. It is possible that the
existing FTAs would be kept after signing of an overlapping regional agreement, as was
the case when Japan signed an FTA with ASEAN. Therefore, a consolidation of bilateral
FTAs could aggravate the problem by creating of an additional level of regulations.
Dent (2010¢:240) discuses the reasons why convergence and harmonisation of bilateral
FTAs in the Asia-Pacific will be difficult to achieve and argues that such agreements
have made little contributions to a “more comprehensive regionalized integration and
regional community-building processes”. In his opinion, Asia-Pacific agreements may

in time transformation into ‘FTA-plus’ agreements and focus on WTO-plus issues. .

2.4.2 Multilateralising Rules of Origin

As they guard the discriminatory character of FTAs, rules of origin are one of the main
elements of the spaghetti bowl and a major hindrance to the harmonisation and
multilateralisation of agreements. If RoO are weak and non-discriminatory
multilateralisation occurs almost automatically as this allows for the trans-shipment of
goods (Baldwin et al. 2007:9). Gasiorek er al. (2007:3) identify two main negative
effects of RoO: 1) they can be used as protectionist measures, as they create non-tariff
barriers to trade, and 2) they strengthen the spaghetti bowl effect as each FTA uses a
specific and complex set of RoO. Therefore Bhagwati (2008:66) claims that FTAs “they

46 The author defines Asia-Pacific as comprising of member states of ASEAN, APEC and South Asia.
4T This concept will be explained in the following section,
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take away with one hand what they give with the other”.

RoO are negotiated separately for every FTA depending on circumstances and
preferences of agreeing parties and are attached to the main agreement in the form of a
protocol. FTAs use RoO based on the Harmonised Commodity Description and Coding
System (HS) of tariffs, an international classification system under the World Customs
Organisation. The system was initially adopted by the Customs Cooperation Council in
1983. HS codes are composed of six digits that can be extended up to ten digits. The
first two digits are called a chapter; the first four are called a heading; six digits are a
subheading; and all eight or ten digits are called an item. FTAs use two levels of
preferential RoO: product-specific (how RoO are applied to a given product) and
sectoral (how they work in a broader context) (Estevadeordal et al. 2007:58). Product-
specific rules have two categories: 1) wholly obtained, where the good is produced
entirely in one country, and 2) substantial transformation, where the good needs to
undergo a certain process in order to be considered originating from a given country.
Substantial transformation may be of three types: 1) change in tariff classification
(CTC) (change in the HS heading level), 2) minimum local value-added content (VC),
and 3) required specific production process (SP) (Kawai and Wignaraja 2007:15). SP
can be applied to a panicuiar stage of production or a component. As for sectoral RoO
there are two rules that need to be mentioned: de minimis and cumulation
(Estevadeordal et al. 2007:59). De minimis rule allows for the maximum amount of
materials from abroad to be used without affecting the local origin of the good. The
second rule is cumulation. Cumulation means cumulating the added value of
components from several countries while establishing the origin of a given good. It is a
way of harmonising and relaxing RoO and lessening their negative impact on trade
flows. Thanks to cumulation “products imported from other signatory nations and used
in the manufacture of a finished product are considered to be products of the nation in
which the finished product is manufactured” (JETRO 2009:108). It facilitates the
movement of parts and components between factories of a vertically integrated
company. Bilateral cumulation is used in all bilateral agreements and allows
intermediates and materials originating from one country to be treated as local in the
other country. Diagonal cumulation is used in multilateral FTAs where all partners are
linked by the same type of RoO and allows cumulation of added value in all member
countries while determining the origin of a given product (Gasiorek et al. 2007:9). The
product does not change origin once it enters the FTA. Full cumulation can also be used

in multilateral FTAs. It offers more flexibility as any transformation of a product not
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originating in an FTA member country that takes place within an FTA counts towards
the domestic added value of that good (ibidem).

As one of the NTBs, RoO can have a negative effect on FTA members and third-
parties. RoO were called ‘tools of discrimination’ by a senior US Treasury official
during the NAFTA negotiations (Hufbauer and Schott 2007:37). They affect trade flows
and increase the trade diversion effect. RoO can also indirectly determine which source
of intermediate inputs the company uses. If, before an FTA was signed, a company used
an international supplier the finished good might not comply with the RoO when the
agreement is in force. In this case, the company can either continue to use the same
supplier, not take advantage of preferential tariffs and pay custom duties while
exporting to other FTA members, or change its source and increase its costs in order to
be eligible for preferential treatment. Whether the company decides to opt for the
preferential tariff or not depends on the difference between the costs of complying with
RoO and the gains from the preferential margin of the new tariff.

The trade distorting nature of RoO can be offset by allowing a more flexible
approach, such as cumulation or de minimis rule. Both diagonal and full cumulation are
possible only when all FTA members use the same type of RoO as it was done in the
case of the Pan-European Cumulation System (PECS)*® introduced in 1997. When
PECS was established all participating countries agreed on the same set of RoO.
Allowing this type of diagonal cumulation in multilateral FTAs creates a sort of ‘RoO
custoxh union’ with common external RoO (Baldwin et al. 2007:4). It reduces trade
distortion within the FTA territory. Gasiorek et al. (2007:23) argue that for cumulation
to be applied, even if FTA members retain different rules of origin, all existing RoO
would need to be changed into the VC rule. Full cumulation with value-added tariffs
could then be implemented. Value-added tariffs were introduced by Lloyd (Gasiorek et
al. 2007;24 cites Lloyd 1993) and denote tariffs applied in direct proportion to the
amount of intermediates originating in a non-member country. In other words, countries
would pay tariffs depending on the proportion of non-member states’ inputs to the price
of the final good: if that proportion was 40 percent, 40 percent tariff would be applied.
Baldwin et al. (2007:6) argue that setting MFN tariffs at zero for all countries is an
alternative solution and would solve the problem of trade distortion caused by FTAs.
This was done, for eXample, under the Information Technology Agreement (ITA) from
1997. The agreement signed by 29 information technology (IT) exporters lowered MFN

tariffs on technological products to zero and made RoO unnecessary (Baldwin

8 This was recently extended to the Pan-Euro-Mediterranean cumulation zone.
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2006:1510). Brown and Stern (2011) point out that since the World War II developed
countries have significantly lowered tariffs on a unilateral basis. As a result, the MFN
tariff for many products is already at zero. If this trend persists, the maze of preferéntial
tariffs and rules of origin will slowly become less important. Additionally, as RoO
protect FTA members with higher MFN tariffs from products trans-shipped from
members with lower MFN tariffs, RoO should only be applied in this direction: RoO do
not need to be applied for importing products from an FTA member with a higher MFN
(Gasiorek et al.2007:22). Estevadeordal et al. (2007:44-46) list possible future scenarios
regarding RoO:

e Status quo with bipolarisation of RoO as the stronger economies or FTA hubs
impose one RoO system

e Multilateralisation achieved by establishing RoO best practice or benchmark
within the WTO framework

e Convergence, meaning the “unification of multiple overlapping existing FTAs
into a single cumulation zone with a new, single list of rules of origin” (ibidem)

e Synchronised multilateralisation and convergence which the authors consider the
optimal solution. It would allow for a formation of larger cumulation zones.
Both processes would need to occur simultaneously as without simultaneous

global liberalisation large cumulation zones tend to adopt more restrictive RoO.

They conclude that the formation of a large cumulation zones with strict RoO is the
most likely scenario for the future 4 Kawai and Wignaraja (2011a) consider
rationalisation of RoO and facilitation of related administrative procedures to be one of
the ways to lessen the negative effects of the spaghetti bowl. They argue that
harmonisation of RoO, cumulation, and possibility to choose between the CTC and VA
rules (referred to as co-equal rule®®) can bring many benefits. Additionally, Kawai and
Wignaraja (ibidem:9) advocate introducing best practices of RoO administration, such
as the possibility of self-certification, training and assisting small- and medium-sized
companies in applying for the certificate of origin, and computerising the application
process. Conducted fieldwork research has confirmed these findings. Chapter 3
demonstrates that above-mentioned suggestions are the preferred solution for the

Japanese industries.

49 Chapter 3 discusses ways to harmonise RoO preferred by the Japanese MNCs.
50 The co-equal rule will be discussed in Chapter 3.
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2.5 Conclusions

This chapter aimed to provide a broader definition of FTAs: comparison with other
types of market organisation, possible differences in depth and scope, and the
relationship with the global multilateral trade liberalisation process under the WTO. It
also presented an overview of the reasons for FTAs recent proliferation and terms which
will be used to identify and explain preferences for bilateral, minilateral and region-
wide FTAs in the following chapters. Finally, the chapter explained the spaghetti bowl
concept and outlined the multilateralising bilateralism debate. Understanding the
various types of barriers to trade FTAs remove, the advantages of such treaties,
problems with their harmonisation, and the complexity of rules of origin, provides a
necessary context for answering the research questions. In particular, the chapter offers
a basis for discussion on two pivotal issues: 1) what would be the difficulties in
harmonising various levels of FTAs in East Asia from Japan’s perspective?; 2) how do
those difficulties and the existing complex network of preferences and RoO influence
domestic groups’ preferences for a region-wide agreement? These questions will be
answered in Chapters 3 and 4. Each of the proposed region-wide FTAs in the East Asian
or the Asia-Pacific region coexists with a number of already functioning treaties.
Japan’s FTAs with ASEAN members coexist with an overarching ASEAN-Japan FTA.
This provides a precedent that can serve as a possible solution in dealing with similar
situations in the future. In order to sign broader agreements Japan must decide how to
deal with the regulatory maze of overlapping treaties. Chapter 4 analyses the country’s

approach to coexisting agreements.
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Chapter 3
Preferences Regarding Japan’s Bilateral and Minilateral FTAs

3.1 Introduction

This chapter discusses Japan’s bilateral FTA policy, as well as the ASEAN-Japan
Comprehensive Economic Partnership (AJCEP). First, it provides a short and general
overview of the post-war Japanese economic development, with particular attention
given to the establishment of the international production networks of Japanese
corporations and agricultural cooperatives as the main domestic interest groups
involved in FTA policy. It discusses the circumstances under which the key industrial
sectors developed. These are: the electronics and automotive sectors, the iron and steel
sector, as well as the textile and chemical sector. The FTA preferences of these four
sectors are discussed throughout the thesis. Secondly, the chapter analyses the factors
behind Japan’s interest in bilateral trade agreements and the initial stages of FTA policy
formation. It presents governmental and industrial preferences regarding bilateral trade
agreements, as well as the role played by competition with Korea and China. Thirdly,
the ‘failed’ FTA negotiations with Korea and Australia illustrate the constraints of
Japan’s FTA policy. Fourthly, current issues of bilateral policy, such as Japan’s interest
in negotiations with the EU, are discussed. The chapter concludes with an analysis of
domestic preferences regarding a minilateral FTA with Association of the Southeast
Asian Nations (ASEAN) and its usefulness for Japanese industries. The analysis

presented in the following parts of the thesis will draw heavily on the conclusions of

this chapter.

.2 A Short Overview of Japan’s Post-1945 Economic Development

Following the peace treaty signed in San Francisco in 1951, the Yoshida Doctrine
allowed Japan to focus its efforts on industrialisation and economic recovery, while
relying on the US for military protection (Jansen 2000:703). Faced with the threat of
communism in the region, the US promoted Japan’s economic recovery (ibidem:727).

Japan enjoyed access to the American market, as well as its technology and know-how,

80



mainly in the electronics and machinery sectors (Bossak 1990:58). In addition, the civil
war in Korea (1950-53) helped to boost the Japanese economy as the US purchased
Japanese machinery and equipment (Beasley 1995:226). Those favourable external
conditions were coupled with domestic policies. In 1949 the Ministry of International
Trade and Industry (MITI hereafter referred to as the Ministry of Economy, Trade, and
Industry, METI)*! was established. It played a crucial role in Japan’s post-war economic
development. Until the 1970s it oversaw the realisation of the main national goal — rapid
economic recovery and industrial growth (Mikanagi 1996:22). The economic recovery
was to a great extent state-led and based on comprehensive national economic plans
(Sheridan 1993:147). In 1955, the Liberal Democratic Party (LDP) was created. Until
the 2009 election, the party enjoyed over half a century of almost uninterrupted power
in government, which provided favourable conditions for long-term economic planning,

In the 1950s, Japan entered a period of fast economic growth, which reached a rate
of 13.2 percent in 1960, causing the following decade to be frequehtly referred to as the
‘economic miracle’ (Bossak 1990:28). Throughout the 1960s, Japan’s economy grew on
average over 10 percent per year’>. The LDP’s government directed a substantial
amount of Japan’s budget toward investment (ibidem:29). During the 1960s and 1970s
the domestic economic policy focused on “public works and public works’ spending,
which was ‘the driving force of growth’” (DPJ 2010b:1). This was accompanied by
various forms of government participation in economic activities. The high growth level
was achieved by increasing exports, as well as the modernisation and the increasing
competitiveness of the Japanese economy (Bliski 2003:5). The government started to
promote exports in the 1950s. Since 1953, Japan has implemented special tax
exemptions for large companies, which was supposed to facilitate economic expansion
(Bossak 1990:105). Emerging and developing companies received support and
protection against foreign companies from METI (Beasley 1995:247). In addition,
special regulations and funding was available for companies in so called ‘key
industries’- the sectors which the government considered strategic. They were supported
by a wide array of “industrial policies including subsidies, policy finance and active
technology infusion from the western countries” (Yoshimatsu 2003:87). The
government aimed to increase the productivity of these sectors by large-scale

investment and modern technologies (Sheridan 1993:133). It offered subsidies and tax

51 1n 2001 MITI was reorganised into METI.

52 Data taken from the Statistics Bureau’s web page, Chapter 3 Economy, Ministry of Internal Affairs and
Communications, Available from: http://www.stat.go.jp/english/data/handbook/cO3cont.htm, Accessed
January 2012,
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encouragements for increasing the use of competitive technologies in order to promote
competitiveness (Jansen 2000:729). In the first post-war decade, the government
directed the majority of funds to the coal and steel industries in order to increase
production (Sheridan 1993:137). In 1960, Prime Minister Hayato Ikeda’s National
Income Doubling Plan was implemented. It aimed to double the national income within
ten years by, amongst other things, the promotion of exports, the control of imports, and
support for the development of heavy industries and the chemical sector (Tsuda
1990:22). These sectors had ‘“capital-intensive production methods which were
dependent on modern technology” (Sheridan 1993:149). Other industries considered
strategic were synthetic fibre manufacturing and textiles, the chemical sector including
fertilisers, as well as petroleum refining, petrochemicals, industrial machinery, and the
electrics and electrical machinery sectors (Sheridan 1993:133). Large-scale plants,
producing high-grade steel, amongst other things, were established on the coasts of
Japan and the country became the leader in shipbuilding (Jansen 2000:728). Increasing
productivity was supported by the control of imports. While the Japanese economy
expanded, first through exports and then from the 1970s onwards through the
liberalisation of outward foreign direct investment (FDI), the domestic market was
heavily protected, initially by tariffs and then increasingly by non-tariff barriers.
Japanese importers supported domestic production and did not import products, which
would compete with local ones (Jansen 2000:729). With the government’s support, the
financial sector, the banks in particular provided funds for certain companies despite
their weak performance (Kima er al. 2004:7). Such “uncompetitive industries, i.e.
domestic market orientated manufacturing and service industries, were allowed to
survive by protection and subsidy” (Gyohten 2003). Pohl (2005:1 cites Katz 2002)
mentions Katz’s reference to the Japanese ‘dual economy’, with some sectors enjoying a
high level of protectionism and regulation and at the same time little competition. The
bubble economy is considered to have begun in 1986 (Bossak 1990:30). In the early
1990s the asset-price bubble burst commencing over a decade of economic slow-down,
often referred to as the ‘lost decade’,

In the post-war period, a close cooperation between Japanese corporations, the LDP
and bureaucracy supported economic development. This is often referred to as the ‘iron
triangle’ or ‘the ruling triad’ (Carpenter 2003:61). Such strong links between the private
sector and the government date back to the Meiji era and‘ the zaibatsu — family-run
corporations centred on private banks (Tsuda 1990:19). They were dissolved after the

World War II by the Supreme Commander of the Allied Powers (SCAP). Soon they re-
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emerged as keiretsu - groups of companies organised around banks, such as Mitsubishi,
Mitsui, and Sumitomo. The keiretsu were first formed as a close connection between a
business, a bank and other companies of a similar profile. These were horizontal
keirestsu. In the late 1950s, such companies started to establish a network of suppliers
and contractors and formed vertical keiretsu (Bossak 1990:25): for example, Toyota’s
cooperates with two companies manufacturing auto parts, Denso and Koito, which sell
100 percent of their products to Toyota regardless of price competitiveness (Bliski
2003:6). Such close connections were supported by cross-shareholding amongst big
companies and banks, which approximated 70 percent in the 1990s (Drifte 1996:43).
Keiretsu helped to control the quality of the products. The close links between the ruling
triad were further strengthened by the practice of amakudari (descent from heaven).
Upon retirement bureaucrats took up positions on companies’ governing boards.
Businesses gained access to information and preferential treatment in government
contracts, while the ministries obtained some level of influence over the private sector.
The bureaucrats also often ran for political positions. Mikuni (1998) argues that those
links made it hard for Japan to reform its economy against the will of one of those
parties. He explains that the financial system in Japan benefited well-connected
companies, which enjoyed privileged tax rates. Mikanagi (1996:22) refers to the “elitist
model’, where the power is concentrated within the ruling triad. In this model the
bureaucrats, mainly from METI, made decisions on economic policies in consensus
with and supported by the other two groups. Mikuni (1998) stresses that the Diet of
Japan and politicians are not the source of the country’s policy - their role is to
“formalise what is decided by the bureaucracy”. Chalmers Johnson (1995) calls this
system the ‘developmental state’. He particularly stresses the role played by METI
bureaucrats and how they designed industrial policy to promote fast economic growth.
The ‘iron triangle’ and the links between METI and corporations were reinforced by the
system of ‘administrative guidance’. In the 1960s, the Ministry used this informal
practice as one of the main tools for implementing industrial policy. Under
‘administrative guidance’ the Ministry had the authority to issue directives, requests and
suggestions to companies under its jurisdiction. Schaede (1995:301) explains that under
the system “administrative agency acts within its scope of jurisdiction in order to induce
specific behaviour with the aim of realizing an administrative goal through industry
cooperation”. Such communicates where not legally binding but relied on the
“government-business relationship established since the 1930°s, respect for the

bureaucracy, the ministries’ claim that they speak for the national interest, and various
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informal pressures that the ministries can bring to bear” (Johnson 1982:266). The
companies which did not comply with METI’s directions could expect to face
retaliation (Schaede 1995, Johnson 1982). According to Johnson (1982:265) “the
institution of administrative guidance has done more than any other Japanese practice to
spread the belief around the world that the Japanese government-business relationship is
based upon some underlying, possibly culturally derived, national mores that have no
parallels in other countries”. The example of ‘administrative guidance’ demonstrates the
importance of unofficial and informal communication channels between corporations
and the government. This subject will be explored further in Chapter 5.

Due to decreasing production costs and increasing productiveness, as well as a
favourable exchange rate, in the years from 1955 to 1974 Japanese products became
competitive in terms of price (Bossak 1990:37). This caused a persistent trade surplus.
This surplus and Japan’s particular industrial policy, which protected and supported
companies in industries considered strategic, caused trade disputes with other countries,
for example the US and the EU (Beasley 1995:265 and Bossak 1990:37). Throughout -
the 1960s and 1970s, the structure of Japanese exports changed. Textile and textile-
related products, which gained competitiveness through the improvement of the
production of synthetic materials, no longer dominated exports. In the 1970s they were
“matched, and then far exceeded by the products of heavy industry, of which
automobiles were an important part” (Jansen 2000:731). In this period Japan started to
develop knowledge-intensive industries. Imuta (1994:585) points out that during the
1970s Japan’s car output doubled and the country was the world’s largest automobile
producer. At the same time, it became a leading manufacturer of several knowledge-
intensive electronic products such as TVs. The focus on high-tech industries was
strengthened by the Plaza Accord of September 1985 and the realignment of the Yen
(JPY) to the US dollar (USD). The dollar depreciated against the appreciating JPY,
making Japanese products expensive in the American market. Companies in the labour-
intensive industries were not able to enhance their productivity and hence lost
competitiveness (Imuta 1994:583). As a result, technological development became a
new source of competitiveness in international markets. Imuta (1994:584) writes that in
“knowledge-intensive advanced technology industries (...) vigorous R&D and large-
scale investment in state-of-the-art equipment raised labour productivity”. In addition,
after 1985, manufacturing goods in Japan was no longer profitable for many, especially
labour-intensive industries. FDI, tightly regulated in post-war Japan, was gradually

liberalised and Japanese companies started to move their production networks to other
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countries in the 1960s and 1970s. In the 1980s, in what was known as the second
economic miracle after the fast economic growth of 1960s, the number of FDI increased
rapidly (Beasley 1995:252).

Although Japanese companies, even today, prefer to manufacture core parts and
components within Japan, they have continued to move their production base outside
the country. Thus, they established vertically integrated production networks, through
“breaking up the production process into various sub-processes and locating each
process in a country or a region where the sub-process is conducted most efficiently
through active foreign direct investment” (Urata 2008a:9). To do so, Japan initially
targeted the newly industrialised economies (NIEs) - Hong Kong, Korea, Singapore,
and Taiwan and then the selected ASEAN countries. Until 1993 Malaysia, Taiwan,
Singapore and Thailand constituted two-thirds of all Japanese affiliates in Asia (Ernst
2000:83). Japanese companies have had many links with the rest of Asia and a strong
presence in the region since the late 19" century. However, the great majority of
Japanese FDI to Asia was not in the manufacturing sector: according to Mason
(1996:19) there were nine manufacturing FDI projects in East Asia, of which four
located in Thailand. The Japanese production networks established in the ASEAN
countries were then extended to China in the late 1990s. The core of this network
shifted from the NIEs to Thailahd, Malaysia and Singapore in the following years. A
large number of those companies were in the electronic and electrical appliance sectors,
or the machinery and the automotive sectors. As these networks developed, Japanese
companies became interested in improving the business infrastructure in host states, and
the strengthening of ASEAN’s economic integration, which would facilitate trading
within the Association®®, Balboa (2010:3) from the Philippine Institute for Development
Studies explains that “the establishment of regional production networks and supply
chains by multinational corporations (MNCs) (...) became known as ‘Factory Asia’
(Soesastro 2006)”. A triangular trade has developed in several sectors: parts from Japan
and newly industrialised economies (NIEs) are exported to China and ASEAN countries,
from where, after assembly, they are exported to the US and Europe (Utara 2008:7).

In the rural areas the situation was different. The Japanese Central Union of
Agricultural Cooperatives, Nokyo, also known as the J4-Zenchu (Japan Agricultural
Cooperatives) emerged as one of the most powerful lobby groups in Japan (Kawagoe
1995:220). JA-Zenchu was established in the post-war era, during the US’ occupation.

Today, it has local branches in most villages and towns. The J4-Zenchu’s Deputy-

33 Interview no. 8.
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General Manager explains that agricultural cooperatives are a specific domestic interest
group, mainly because they do not only represent farmers but also own various
businesses®®. Aurelia Géorge Mulgan (2001:2) explains that although the JA4-Zenchu is
not the only organisation that speaks for the farmers it “is the dominant farmers’ group,
with an almost universal farm membership and an all-encompassing role in the
economic, social and political lives of farmers”. In the rural areas the JA-Zenchu
performs various types of services including banking and funeral services. Most farmers
depend on these services. Cooperatives are exempt from Japanese anti-trust laws. For
example, the share of fertilisers sold by J4-Zenchu amounts to almost 80 percent of the
total fertilisers sold in Japan, making them the largest provider in the country®. After
the Great Depression in 1929-39, the agricultural areas suffered an economic crisis. The
Japanese government asked the Ministry of Agriculture to establish an agricultural
cooperative in each town to sell products on behalf of the farmers but also, for example,
to purchase fertilisers and machinery, lend money or keep money deposits*®.

Under the Food Control Law from 1942, local cooperatives were used to collect
rice from farmers. Rice was distributed evenly to customers in order to control and
protect prices. At the time, Japan suffered from a food shortage and the government
wanted to prevent a situation where food would be sold on the black market at
extremely high prices, available only to the rich®’, In the post-1945 period, the
agricultural cooperatives continued to gain privileges. As the majority of farmers grew
rice, their operations were focused around its gathering and selling. In 1961, the
Agricultural Basic Law was passed. It aimed to reduce the income gap between farmers
and industry (Yamashita 2004). The food shortage was no longer an issue and the
agricultural cooperatives asked the government to increase the price of rice. In the
1960s, the price of rice was artificially increased by 9 percent annually (Yamashita
2009:623), making it cheaper to produce rice part-time than to purchase it at a market
price. The farmers’ price was increased, while the consumers’ price was maintained at a
rate lower than the purchasing price. The difference was paid by taxpayers. The
agricultural cooperatives profited from the increased price of rice. In the post-war era
JA-Zenchu handled 95 percent of all rice transactions and set the prices for rice (Bullock
1997). Hence they were able to obtain higher margins in transactions and to sell

fertilisers or machines at a higher price..
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According to Bullock (1997), J4-Zenchu functions as a quasi-state keiretsu, with its
own trading company, Zenno (National Federation of Agricultural Cooperative
Associations), bank (Norin Chukin), and local branches. In 1991, Zenno's total sales
“would put it about fifteenth on the Fortune 500 list, second in Japan only to Toyota and
equal to Hitachi” (ibidem). There are around 2.6 million farmers in Japan, and a high
percentage of them (about two-thirds) are 60-65 years old. According to a February
2010 survey (Japan Press Weekly 2010) the average age of those farmers is 65.8 years
old. Over the last 40 years, the share of agriculture in Japan’s overall GDP dropped from
9 to 1 percent, while food self-sufficiency dropped from 79 to 39 percent (Yamashita
2009:622). At the same time, the number of part-time farmers (households) rose from
30 to 70 percent and the number of farmers over 65 years old rose from 10 to 60 percent
b(ibidem). In the rice sector, in particular, many of the farmers work part-time. The
number of farmers impacted the level of political pressure that cooperatives could
exercise on the government. The links between the LDP and the rural areas are rooted in
history. Dent (2006:83-84) explains that they originate from “an alliance formed with
the daimyos, rural-based magnates who dominated much of the country from about the
11th to the 19th Century” and continued throughout the 20th Century. This results in a
strong “sense of political obligation to the farmers” (ibidem). Therefore, the rural areas
were the political support base behind the LDP. Part-time farmers were additional voters
that agricultural c;ooperatives could offer to the LDP politicians to persuade them to
influence the government to raise the prices or offer them bail-out money in the case of
financial difficulties. In addition, due to the specific electoral system rural areas were
overrepresented in the Diet as the “rapid industrialisation brought with it very large
migration from countryside to city, and the reallocation of Diet seats lagged far behind
the facts of demographic distribution” (Jansen 2000:721). The agriculture, fishery and
forestry sectors, as well as smaller industries such as the footwear and leather products
sectors are traditionally considered to be the most sensitive and are thus strongly
protected (MOFA 2005:6). To protect these products Japan uses price support or border
protection measures, such as import quotas. Kawagoe points out that trade in those

products is controlled by semi-governmental monopolies (1995:220).
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3.3 Japanese’s Ministries Preferences for Bilateral FTAs

3.3.1 Japan’s Shift from a Multilateral Trade Policy to a Multi-layered One

Japan was a latecomer when it came to FTAs. In the 1970s and 1980s Japan’s foreign
trade policy was focused around investment and exports to developed countries and
trade imbalance frictions, mainly with the US. It escaped from this situation by
embracing the newly established World Trade Organisation (WTO). In the 1990s,
Japan’s trade policy was concentrated around the organisation and the idea that rules on
trade should be decided and implemented multilaterally®®, Japan believed that “the
renunciation of unilateral trade measures in the WTO Dispute Settlement is one of the
most important rules of the WTO” (WTO 1999:273). This is because Japan suffered
from other states’ unilateral actions. For example, the US threatened to impose sanctions
on Japan under Section 301 of the 1974 US Trade Act®. Section 301 allows the US to
declare a country’s trade practices unfair and to undertake unilateral action to retaliate
against them. In the opinion of METI’s Director, as the number of members increased
Japan found it increasingly difficult to negotiate with the US under the WTO and
endorse or pass new, favourable regulations within the organisation®. Nonetheless, by
the mid-1990s, Japan still saw the open regionalism and trade liberalisation under the
WTO or another forum based on the most favoured nation principles as an optimal
solution (Terada 2007:11).

The Japan External Trade Organisation (JETRO 2009:108) assesses that Japan’s
FTA strategy can be traced back to the second half of 2000. A former advisor of Japan’s
permanent delegation to the Organisation for Economic Co-operation and Development
(OECD) who is also a former Ministry of Foreign Affairs (MOFA) employee explains
that the shift towards a multi-layered policy started in the late 1990s®'. METI’s former
Vice-Minister for International Affairs, Hidehiro Konno (2009:21), quotes Kaoru
Yosano, the Minister of International Trade and Industry, who in a speech entitled ‘The

Prospects and Challenges of Japanese Economy’ at the Yomiuri Conference on

November 11, 1998, said:

“There are things called free trade agreements (FTAs), which are
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adopted by many countries except Japan. It is great that the WTO was
established but it will take some time to accomplish the global free trade.
In the meantime I think Japan as an internationalised nation should come

to grips with FTAs”.

According to Konno (ibidem), this was the first official statement regarding FTAs by a
Japanese government official and the beginning of a shift in foreign trade policy. He
explains that there had been an internal debate on the subject of FTAs within METI in
the second half of 1998. It included an “intensive study on the history, politics, and
economics of the ongoing FTAs in Europe and North America, as well as in other
developed and developing nations” in the summer of 1998 (Konno 2009:23). This is
confirmed by Dent (2006:77) who points out that METI’s (1998) ‘White Paper on
International Trade’ published in the first half of 1998 spoke of the dangers and
negative effects of FTAs, for example the discrimination of non-members through non-
tariff barriers such as rules of origin. Dent (ibidem) then explains that as a result of
internal discussion later that year METI Trade Policy Bureau proposed to explore the
idea of FTAs. Konno (2009:24) also recalls that it was METI, and in particular the
Trade Policy Bureau, which, due to “internal research and self-reflection in the trade
bureaucracy” initiated the policy shift. This is an important conclusion as, from then on,
the Bureau continued to drive forward Japan’s FTA policy. METI’s (1999 Chapter 3:2)
1999 ‘White Paper on International Trade’ stressed the possible positive aspects of
liberalisation under free trade agreements. Dent (2006:78) comments that this “marked
an important turning point in Japan’s trade policy”. The country turned towards a two-
" track approach to trade liberalisation, known also as a multi-layered foreign trade policy,
whereby it supported the progress of the WTO’s Doha Round and pursued bilateral
solutions at the same time.

In a document entitled ‘Challenges for the Upcoming WTO Negotiations and
Agenda for Future Japanese Trade Policy’ (1999:section 3) the Japan Business
Federation (Nippon Keidanren hereafter Keidanren) reaffirmed the need to strengthen
efforts for concluding bilateral agreements. The organisation (ibidem) considered FTAs
important “in terms of the foreign business activities of Japanese companies” and,
amongst others, their “potential to strengthen Japan’s negotiating power in, for example,
the upcoming WTO negotiations”. According to Nakagawa (2008:8) this convinced
METI that FTAs could be a beneficial supplement to liberalisation under the WTO.

However, Keidanren's document was published a year after Minister Kaoru Yosano’s
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speech and the debate within METI. The Ministry’s ‘White Paper on International
Trade’ (2000a) mentioned the economic impact of FTAs in North America (NAFTA),
Europe (EFTA and the EU), as well as ASEAN’s FTA (AFTA) and the EU-Mexico
bilateral FTA. Finally, the Ministry published ‘The Economic Foundations of Japanese
Trade Policy — Promoting a Multi-Layered Trade Policy’ (2000b). The document
concluded that “regional integration involving Japan is in line with economic realities,
while progress in other regions and economic analyses suggest that it would also offer
economic profit” (ibidem Chapter 3:15). It listed concluded bilateral investment treaties
(BITs) (8 in 2000) and bilateral FTAs, considered or under study (with Korea, Singapore,
Mexico and Chile), as examples of such ‘regional integration’ in addition to Japan’s
~ participation in the Asia-Pacific Economic Cooperation (APEC). Therefore, the
document advocated the establishment of a three-track trade liberalisation policy: 1) the
WTO, multilateral layer; 2) regionalism, for example APEC; and 3) bilateral relations
with the US, the EU and East Asia®’. The Director for FTA Affairs at METI’s Trade
Policy Bureau believes that the shift was a gradual process resulting from observations
of developments outside Japan®, He explains that since 2000 the Japanese government
has increased the number of staff working on FTAs at the expense of those working on
the WTO. In 2002, MOFA established an economic partnership agreement unit to deal
with the increasing number of studied and planned FTAs (Toh 2007:1). In those early
years, there was a slight difference of ’opinion between MOFA and METI regarding
trade liberalisation policy. A Managing Director of the Japan Association of Corporate
Executives (Keizai Doyukai®®) explains that MOFA supported participation in the WTO
rounds as the cornerstone of Japan’s trade policy65 . METI, on the other hand, wanted to
explore the bilateral route. In time, MOFA changed its position due to the continuing
lack of progress of the WTO process and the constant pressure from METI®, Konno
(2009:24) recalls that METI was convinced that Japan should change its policy, which
he described as being “passive bilaterally, regionally, as well as multilaterally” and start
showing initiative in the FTA process.

In 2002, the Ministry of Foreign Affairs (2002) published its first official document
regarding FTA policy, entitled Japan’s FTA Strategy’. It was drafted as a result of

MOFA’s internal discussion. Although representatives from the Ministry of Finance

©2Kawai and Wignaraja (2007:6) refer to a three-track approach to liberalisation involving: 1) the WTO
and trans-regional solutions such as APEC, 2) regional fora and 3) bilateral treaties.
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attended the meeting, no consultations with other ministries have taken place. For that
reason, the document has been referred to by some governmental officials and scholars
as ‘MOFA’s FTA policy’67 or even ‘MOFA’s agitating paper’®®. It acknowledges the
importance of strengthening the economic partnership with ASEAN and establishing
FTAs with Association members. The document clearly explains why East Asia was the
main focus of Japan’s FTA policy: it was “the region where Japanese products account
for the highest percentage of trade”, which also “has the highest tariffs” (ibidem).
Another MOFA document, ‘Basic Policy towards Further Promotion of Economic
Partnership Agreements (EPAs)’ (2004), was approved by the Council of Ministers on
the Promotion of Economic Partnership. Drafted two months after the signing of Japan’s
second FTA, an agreement with Mexico, it aimed to formulate a general policy and
principles for prospective trade agreements. According to the Director of MOFA’s
EPA/FTA Policy Division the purpose of this document was to explain the ideological
premises behind Japan’s FTAs®. However, the document merely outlined the direction
of thé strategy. Until November 2010, when the current government, the Democratic
Party of Japan (D?J) published ‘Basic Policy on Comprehensive Economic
Partnerships’ (2010a), the 2004 document was the government’s only official document
on FTA strategy . This has caused some Japanese scholars to argue that the LDP party
did not have clear preferences in relation to FTA strategy .

The initial evolution of Japan’s FTA policy can be observed in the terminology used
in official documents. METI’s document promoting multi-layered policy (2000b), as
well as MOFA’s ‘Japan's FTA Strategy’ (2002) spoke of FTAs. Later documents, such
as the MOFA (2004) document, used the term Economic Partnership Agreements (EPA). |
This change denotes a forming commitment to a comprehensive approach to FTAs that
exceeds trade liberalisation issues. As explained in Chapter 2 of this thesis, EPAs
include WTO-plus elements and go beyond tariff elimination. This approach is

consistent with Japan’s efforts to include broad liberalisation issues in the WTO’s

negotiations72.

The fieldwork indicates another important reason behind Japan’s choice to name its

FTAs as EPAs. In 2002, Japan’s most favoured nation (MFN) tariffs on industrial goods
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considered the outcome of the round, the TRIMs Agreement, “to be inadequate” (Brooks et al. 2003 16-
18).
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were on average four percent and 41 percent of tariff lines were brought down to zero
(Baldwin 2006:1457). As the manufacturing sector was already quite liberalised, the
government was conscious of the fact that it had little to offer in terms of market
access °. Instead, in exchange for lowering tariffs, Japan offered provisions on
economic cooperation, support for small and medium size enterprises (SMEs), official
development assistance (ODA), technical capacity building, and other kinds of
assistance. It could be argued that Japan has been signing EPAs as way of increasing its
bargaining power and attractiveness as an FTA partner — including comprehensive
liberalisation provisions — to give the country more leverage in negotiations’®. At the
same time, bound tariff rates’ for textiles and clothing were almost twice as high and
for agricultural products almost seven times higher (Baldwin 2006:1457). They were
considered to be sensitive sectors. MOFA's Director of the EPA/FTA Policy Division
explains that from the beginning the government anticipated that Japan’s FTAs would
achieve a low level of liberalisation and that sensitive issues would not be included’®, It
considered making compromises in exceptional cases, for example to conclude
negotiations at the final stage if a product was a deal-breaker. Yet, in the Director’s view, -
Japan did not expect FTAs to cause a massive overhaul of its domestic policy. This is
another important conclusion as, until 2010 when Japan considered joining the Trans-
Pacific Partnership (TPP), the country had indeed not experienced such an overhaul.
The Director for FTA Affairs at METI’s Trade Policy Bureau explains that the
government decided to sign EPAs before the agreement with Singapore was concluded””.
According to his recollection, this was done for two reasons. First, it was caused by the
anticipated inability to offer concessions in the agricultural sector. More importantly, the
comprehensive scope of Japan’s prospective FTAs was needed to improve the business
environment in East Asian countries, which would be beneficial for Japanese companies.
In METI’s understanding, Japanese corporations would profit from trade agreements
exceeding tariff liberalisation. Based on the concluded research (METI 2000b) the
Ministry expected that provisions on the liberalisation of trade in services and
investment would provide additional benefits. The document refers to a computable
general equilibrium model analysis, which examined the economic effects of tariff

reductions, the liberalisation of trade in services, as well as investment liberalisation and
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its impact. The comprehensive approach including all of the above aspects was found to
bring vast economic benefits if applied by the WTO. The Ministry believed that the
same would be true for FTAs. Having invested in East Asian countries, companies
required an ability to transfer technology and their personnel, a stable investment
environment and a strong intellectual property rights’ (IPR) protection. According to
METT’s Director-General for International Trade Policy the government decided to call
free trade agreements EPAs in order to stress their positive aspects, such as cooperation,
rather than the liberalisation of tariffs, which might have caused protests from certain
domestic groups78. From the Ministry of Finance’s perspective, BITs were of more
significance than FTAs . Nonetheless, the Ministry supported taking a broader
approach to FTAs. Japan’s EPAs deal with investment protection and customs issues,
both of which are of interest to the Ministry of Finance (MOF).

The four types of factors which help to explain the proliferation of FTAs in East
Asia were described in detail in Chapter 2. Free trade agreements can promote bilateral
trade, improve the FDI environment, or support domestic reforms (Urata 2010c).
Arguably, competition with other states, both in terms of political influence and
competitive advantage in foreign markets (international economic factors), was the
driving force behind Japan’s initial interest in FTAs and, as demonstrated in the
-following chapters, continues to impact the country’s FTA policy. Chapter 2 referred to
such inter-state politically or economically driven competition as isolation avoidance,
retaliation, competitive liberalisation, and the domino effect. With the WTO’s Doha
Round making little progress, Japan’s other option to keep up with global trends was to
join the FTA trend. Isolation avoidance and the tit-for-tat factor, meaning signing of
retaliatory agreements, were crucial in Japan’s shift towards FTA policy. Keizai
Doyukais Managing Director explains that a series of meetings and discussions
'undertaken between 2000 and 2003 led the government to conclude that Japan should
attempt to ‘catch up’ with the general FTA trend and take advantage of the opportunities
the agreements presented®. The aforementioned 1998 speech by Kaoru Yosano (Konno
2009:21) hinted that other states’ interest in FTAs is the reason that Japan should sign
them as well. Both METI’s ‘The Economic Foundations of Japanese Trade Policy’
(2000b) document and MOFA’s Japan's FTA Strategy’ (2002) clearly tied in the start of
the multi-layered policy with the stalling of the WTO negotiations since the 1999

"8 Interview no. 6.
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Ministerial Conference in Seattle and the proliferation of FTAs worldwide. The former
document mentions the mushrooming of preferential agreements, including the
formation of the EU in 1991 when the Maastricht Treaty was drafted, and the change of
the US’ trade policy to a multi-track approach with the establishment of NAFTA in 1994
(METI 2000b, Chapters 1 and 3). The government had become increaéingly aware of
the growing number of FTAs worldwide at this time and Japan’s looming isolation, The
financial crisis of 1997/98 demonstrated the interdependence between countries in the
region.

At the same time, China started to play a more prominent role both in the region
and globally, which, amongst others, caused Japan to rethink its foreign trade policy®!.
In 2000, Japan, China and Korea were amongst a small group of countries to had not
signed an FTA®., Terada (2006:19 cites Straits Times 26 October 2000) cites Hisamitsu
Arai, a METI Vice-Minister, who said that “if Japan were to rely only on the WTO, we
will not be able to liberalise for the next few years until the next global round of trade
talks; Japan will be left behind in terms of competitiveness”., METI’s Director-General
for International Trade Policy confirms that the government realised that relying solely
on multilateral solutions was insufficient and decided to sign FTAs due to the
proliferation of such agreements in the region and worldwide®. According to Gilson
(2004:88), Japan engaged in its first FTA due to a “growing trend towards establishing
FTAs, rather than from a unilaterally developed decision that Japan needed such an
arrangement with Singapore or any other state”. The aforementioned METI (2000b) and
MOFA (2002) documents clearly tie in the start of multi-layered policy with the pursuit
of FTAs by the EU and the US. Research fieldwork for this thesis has indicated that, at
the initial stages of Japan’s FTA strategy, the industries did not lobby the government to
sign free trade agreements to offset the negative effects of other states’ FTAs. This is
demonstrated throughout this chapter. A Consulting Fellow at the Research Institute of
Economy, Trade and Industry (RIETI), Yoichi Sekizawa (2009) argues that the
industries “put very little pressure on government to hit the FTA trail”, On the contrary,
he attributes the shift to China’s interest in FTAs, as well as the growing number of such
agreements worldwide, including Mexico’s FTAs with the US and the EU. Therefore, it
can be argued that the initial factor for Japan’s interest in FTAs was competitive

bilateralism and more importantly - isolation avoidance. This type of domino effect
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(political or economic) seems evident in East Asia. The Japan-Thailand agreement was
signed only a week after the Chile-Japan agreement, which in turn was concluded one
day after the US-Korea treaty. One of the reasons behind the Japan-Chile FTA was the
fact that Korea had already signed a similar agreement®®. These are only a few examples

from a long list of ‘cause and effect’ FTAs in the region.

3.3.2 Government’s Preferences during the Negotiations of the First Two FTAs:

with Singapore and Mexico

This section aims to outline the government’s preferences at the initial stages of Japan’s
FTA policy. It focuses on certain issues that emerged during the negotiations of the first
two agreements that have strongly impacted Japan’s bilateral, minilateral, as well as
region-wide FTA strategy. First, it continues the argument that the initial impulse for
signing FTAs with Singapore and Mexico came from the government and not from the
private sector. This is in accordance with the point made earlier that at the initial stages
of Japan’s FTA policy it was isolation avoidance and not economic competition which
influenced the government’s actions. Secondly, this section argues that it very quickly
became evident that the agricultural sector’s opposition to liberalisation is the main
problem of Japan’s FTA policy. As it was mentioned in the previous section, the
government never intended to substantially reduce tariffs on sensitive products under
free trade agreements. This issue remains unresolved and is just as crucial for Japan’s
participation in a region-wide FTA as it was in terms of bilateral agreements.

The two first FTAs, both formally announced at the September 1999 APEC Summit
in Auckland, were preceded by discussions within the government®, According to the
Executive Director at the Department of International Affairs at the Asia University, in
June 1998 Noboru Hatakeyama, the then-Chairman and CEO of Japan External Trade
Organisation (JETRO) and a former Vice-Minister for International Affairs met with
Herminio Blanco Mendoza, at the time the Mexican Secretary of Trade and Industrial
Development and a chief negotiator of NAFTA®, He explains that Secretary Blanco
proposed a study of the Japan-Mexico FTA. Chairman Hatakeyama brought this
proposal back to Kaoru Yosano, Vice-Minister for International Affairs at METI (1998-
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99). This is confirmed by Konno (2009:25). In the same year Vice-Minister Yosano
gave a speech at Yomiuri Conference, as discussed earlier. The feasibility study was
initiated but was soon disrupted by a “disagreement over the Japanese proposal to
exclude agriculture entirely from the negotiations” (Solis and Katada 2007:280). Also in
1998, Korea’s newly elected president, Kim Dae Jung, approached Japan and suggested
the establishment of new diplomatic relations between the two countries. The signing of
an FTA was one of the ideas discussed under the Joint Declaration of the New Japan-
ROK Partnership for the 21st Century’ (MOFA 2003:5) signed during a meeting
between Prime Minister Keizo Obuchi and Korea’s President, Kim Dae Jung, in
October 1998 in Tokyo. Private-led studies conducted by the Institute of Developing
Economies and its Korean counterpart, the Korea Institute for International Economic
Policy (KIEP), started in 1998, and in 2002 a Joint Study Group was established®’.
Hence although the Mexican FTA proposal came earlier, the first feasibilit‘y study was
the one with Korea. The Korea-Japan study was a private-led one, while the feasibility
study for the Japan-Mexico FTA was conducted between JETRO and the Mexican
Ministry of Economy (Secretary of Economy)®®. In 1999, Singapore’s government
proposed to start a feasibility study for the Japan-Singapore FTA. In this case, the
private-level study was omitted and the countries proceeded straight to the joint
governmental study®. Singapore was chosen as the first FTA partner due to the lack of
sensitive issues involved and complications in the Japan-Korea FTA discussions®. The
country’s market was already substantially liberalised, with around 99.9 percent of
tariffs at zero rate. It is important to note that the Japan-Singapore FTA did not result
from the industries’ request or lobby efforts. In fact, out of 3,000 Japanese companies
operating in Singapore, only six utilised preferential tariffs under JSEPA (Terada
2008:13 cites Nihon Keizai Shimbun, 25 June 2007).

METTI’s Director-General for Manufacturing Industries Policy argues that, from
METI’s perspective, Japan’s FTAs can be divided into Manufacturing Industries
Bureau-driven and Trade Policy Bureau-driven agreements®. METI’s Manufacturing
Industries Bureau is responsible for coordinating the preferences of the Japanese
industries. The Bureau had a strong interest in signing agreements with other countries

where Japanese companies had invested or were in a disadvantaged position due to
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other states’ FTAs. Hence, the Director-General explains that the agreement with
Mexico, Korea, and later on with Chile and ASEAN’s members, were all Manufacturing
Industries Bureau-driven FTAs. On the other hand, the Trade Policy Bureau is
responsible for Japan’s overall trade policy and it wanted to build and expand the
country’s FTA network. In the Director’s opinion, the Bureau was interested in
increasing the overall number of Japan’s FTA, in particular with developed economies
and important markets. This has been confirmed by the Trade Policy Bureau’s former
Director for FTA Affairs”>. The agreements with Singapore, Australia and Switzerland
are examples of Trade Policy Bureau-driven FTAs in which the Manufacturing
Industries Bureau had little interest. Therefore, Japan’s FTAs can be divided into those
supported by both Bureaus and those supported mainly by the Trade Policy Bureau,
which does not directly represent Japanese industries and hence generally endorses all
prospective FTAs”. The implications of this division for Japan’s FTA policy formation
process are further discussed throughout this chapter and in Chapter S.

According to Konno (2009:25), at the initial stages of its FTA strategy, Japan faced
two main problems. They were: an attachment to a multilateral framework and the
agricultural sector’s opposition to liberalisation. The latter issue is still a hindrance in
Japan’s current FTA negotiations, for example with Australia. In Konno’s opinion, this
was noticed by the Ambassador of Singapore to Tokyo, who as a result, in the middle of
1999, attempted to convince the Japanese side that Singapore was not interested in the
liberalisation of the agricultural market. According to Terada (2008:12 cites Munakata,
the senior METI official involved in the talks with Singapore), Singapore’s officials
visited the Ministry of Agriculture, Forestry, and Fisheries (MAFF) in November 1999
to confirm that agriculture would not be included in FTA negotiations. During meetings
with other ministries, they assured the Japanese side that the bilateral FTA would
complement WTO activities, thus reassuring Japan on both problematic issues. The
Ministry of Agriculture did not object to the agreement®. As long as the FTA did not
require further concessions on agricultural goods, MAFF did not have strong
preferences on the subject. Similarly, the agriculture lobby group, represented by JA-
Zenchu did not oppose the agreement, as Singapore was not an agricultural exporter’”.,
The organisation’s Deputy-General Manager recalls that from the beginning MAFF

intended to exclude the whole agricultural sector from tariff liberalisation. Due to the

92 Interview no. 4.
9 Interview no. 7.
% Interview no. 10.
95 Interview no. 29,
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low amount of initial trade in agricultural products between the two countries, the
agreement was compatible with Article XXIV of the GATT. In practice, the agricultural
sector was not excluded from the Japan-Singapore agreement but did not involve any
additional concessions. Tariffs on products covered by the agreement were already zero
percent.

The negotiations with Mexico were prompted by trade diversion concerns and
Japanese companies’ disadvantaged position in the Mexican market after the country
had signed an FTA with the EU and joined NAFTA®. It was Japan’s first FTA brought
about by specific economic considerations, where the two sides often had conflicting
interests and which demanded a substantial compromise on Japan’s part. In the opinion
of a former advisor of Japan’s Permanent Delegation to the OECD and a former MOFA
employee, negotiations with Mexico were the first ‘real’ test of Japan’s FTA policy®’. It
was also the first Manufacturing Industries Bureau-driven agreement. Mexico applied
high tariffs on many items. In 2001 the country’s average tariff was 16.5 percent (Solis
and Katada 2007:285). Manger (2005) argues that it was the private sector, especially
Keidanren, who urged the Japanese government to start negotiations with Mexico. In
his opinion, the automotive sector demonstrated its losses and asked the government to
sign an FTA. According to Shujiro Urata (2008b:18), an FTA specialist and a former
World Bank economist, Japanese companies pressured the government to sign an FTA
with Mexico. However, the impression of one of the auto companies interviewed during
research fieldwork was that the industry started to lobby for the agreement once the
plans to start negotiations had been announced”®, According to a senior manager in a
multinational electronics corporation, during the initial stages of Japan’s FTA strategy
the government was unsure how to incorporate the industries’ voice in the decision-
making process” . For that reason, the companies did not actively express their
preferences to the government. Hence despite the trade diversion effect and the
deteriorating position of Japanese companies in the Mexican market, research fieldwork
indicates that this agreement also resulted from the government’s initiative and not the
industries’ lobby efforts which took place once it has been announced'®. Over time
business associations, such as the Japan Electronics and Information Technology

Industries Association, Keidanren, and the Japan Chamber of Commerce and Industry,

% Interview no. 49.
7 Interview no. 46.
%8 Interview no. 20.
% Interview no. 19.
100 This was confirmed during interview no. 14.
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started to partly fulfil this function. The Executive Director of the Department of
International Affairs at Asia University also believes that at the initial stage of the FTA
process with Mexico there were no lobbying activities from the private sector'®!. The
agreement was initiated by the Mexican side and it took some time for any companies to
become involved. According to a former advisor of Japan’s Permanent Delegation to the
OECD and a former MOFA employee the agreement with Mexico, similar to the one
with Singapore, was a METI-led initiative'®. At the time, the interviewee was a
member of a trade policy committee at Keidanren and recalls that METI officials had
asked 'the organisation to endorse the plan to start negotiations with Mexico, despite the
fact that the committee members believed liberalisation under the WTO to be the right
course of action. He argues that Keidanren started to support the agreement after
JETRO initiated its feasibility study. Ravenhill (2009:14) confirms this finding. He
points out that Keidanren published a document supporting such agreement only after
the negotiations started. He lists further evidence (ibidem:15), which supports the idea

that Japanese industries were not the driving force behind this FTA:

“First, the initiative for the PTA came not from Japan but from Mexico.
Second, the initial response of the Japanese government was not to
pursue a PTA but to offer the counter-proposal of bilateral investment
treaty. Third, a JETRO survey concluded among Japanese subsidiaries in
Mexico in the second half of 1999, after the initiative had been launched
(Ogita 2003:244), found no company stating that it required a PTA to
sustain its Mexican operations. Fourth, even though the public position
adopted by Keidanren favoured a PTA, the business sector in Japan was

by no means unified on the issue”.

In the opinion of the Managing Director of Keizai Doyukai, it is impossible to conclude
that the government agreed to start negotiations with Mexico because of the companies’
lobbying activities'®. Overall, it took time for the industries to recognise the importance
of lobbying the government regarding FTAs. In the early 2000s, when METI realised
that Japan had been slow to get on the FTA bandwagon, it cooperated with MOFA to

develop the framework for a multi-layered trade policy. During the negotiation process

10! Interview no. 50.
192 Interview no. 46.
103 Ihterview no. 23.
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of this first agreement the industries acknowledged the potential benefits of FTAs'*®.
Therefore, although they did not initiate the agreement, it can be argued that it was
signed with the Japanese companies’ support.

The agreement with Mexico lowered tariffs on 600 Japanese forestry, fishery and
agricultural products (Munakata 2006b:120). The country, with its big agricultural
sector, was a difficult partner for Japan'®, The chief negotiator of the Japan-Mexican
FTA explains that for Mexico, which lacked a strong manufacturing sector, the opening
up of Japan’é agricultural market was the main motivation for negotiating the agreement,
as the sector was a source of competitive advantage when it came to bilateral trade'®.
He estimates that agricultural products accounted for 20 percent of Mexico’s exports to
Japan, of which half was pork. The successful finalisation of the Japan-Mexico
agreement proved to the private sector that Japan could sign FTAs even with agriculture
exporting countries. This, amongst other factors, prompted the idea to start negotiations
with Thailand and Malaysia. However, during the negotiations with Mexico, the
Ministry of Agriculture recognised the potential significance of FTAs and started to pay
attention to developments in this field. Similarly to METI and MOFA, the Ministry of
Agriculture initially had a very limited understanding of FTAs and consecutive

17 The FTA with Singapore was concluded without

negotiations were a learning process
additional concessions on agricultural products. The agreement with Mexico
demonstrated that this was an exceptional case. Following discussions on JMEPA,

MATFFT strongly opposed trade liberalisation in the agricultural sector under this and all

108

prospective FTAs . Disagreement over trade in agricultural products, in particular pork

but also beef, chicken, oranges, and orange juice, disrupted the FTA talks in October
2003 (Solis and Katada 2007:280). Finally, Japan’s Prime Minister decided to proceed

despite the agricultural sector’s concerns and additional concessions were made on beef,

109 . e .
. Japan’s cross-ministry conflict and

pork, chicken, oranges, and orange juice
bargaining during negotiations with Mexico is described in more detail in Chapter S.
The events leading to the signing of the Japan-Mexico FTA have caused other ministries
and business circles to strongly criticise the agricultural lobby groups and have helped

to build an image of the sector as being a stumbling block for Japan’s FTA policy''.
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3.3.3 Bilateral FTAs with ASEAN Members

Japan proceeded to sign bilateral treaties with ASEAN member economies. In this case,
the fieldwork indicates that the main motivation behind the METD’s interest in
negotiating FTAs was private sector preference. In the opinion of the Keizai Doyukai's
Managing Director despite the industries’ support for bilateral FTAs with ASEAN
members, the Japanese private sector remained far less active than its American
counterpart, and its lobbying efforts were limited'''. Nonectheless, as previously
discussed, during the negotiations with Mexico, both METI and the Japanese MNCs
gained experience in and an understanding of the FTA process. As a result, the
companies became more active in expressing their preferences, using various
communication channels, to the government. The agricultural sector continued to be the
main hindrance in negotiating FTAs with ASEAN countries. Japan found a way to avoid
a significant liberalisation of that sector and instead offered ASEAN members various
provisions on cooperation. This was consistent with the initial assumption of the EPA
approach that FTAs would not lead to a significant overhaul of Japan’s domestic policy.
The Japanese government, in particular METI, had a clear idea of what it wanted to
achieve in order to support Japanese multinationals’ operations in East Asia: FTAs with
other ASEAN countries. During the Japan-ASEAN Commemorative Summit in
December 2003, discussions were held regarding bilateral FTAs between Japan and
Thailand, Malaysia, and the Philippines, with which the country had particularly strong
economic relations''2. ‘The Japan-ASEAN Plan of Action’ (2003:2), signed during the
Summit, also spoke of accelerating the FTA process between Japan and ASEAN
members. Between 2005 and 2008 Japan signed bilateral agreements with a further six
members of the Association'". The driving force behind the FTA with Singapore was
the Trade Policy Bureau'', Agreements with other ASEAN members states were
motivated by a mixture of political and economic factors and were supported by both
METI Bureaus''’. While the Trade Policy Bureau has generally been in favour of
signing as many FTAs as possible, the Manufacturing Industries Bureau, in particular,
had vested interests in negotiating with ASEAN members. This is because such
agreements were of great importance for Japanese MNCs, as will be demonstrated in

this chapter. The Director-General of METI’s Trade Policy Bureau explains that METI’s

" Interview no. 23.

12 Interview no. 57.

113 This were: Malaysia, the Philippines, Thailand, Brunei, Indonesia and Viet Nam,
14 Interview no. 7.

13 Interview no. 46.
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main intention behind FTAs with those countries was to secure supply chains in East
Asia and thus ensure the functioning of MNC’s production networks''®, In his view, for
the Trade Policy Bureau FTAs with ASEAN members were part of a regional
integration process in addition to expanding Japan’s FTA network. The interest and
support of both Bureaus has facilitated the conclusion of agreements with ASEAN

"7 Nonetheless, the Director

members, despite several difficulties and sensitive issues
for FTA Affairs at METTI’s Trade Policy Bureau explains that during the negotiations of
the first bilateral FTAs with ASEAN countries, the Ministry did not fully understand the
implications of free trade agreements”s. The day-to-day utilisation of FTAs by the
private sector gave the Ministry a deeper understanding of the issue. It also showed the
importance of non-tariff provisions, such as favourable rules of origin (RoO). As a
result, over time, through communication with the private sector, the METI became
aware of the growing need for including provisions for the harmonisation of procedures,

119" As will be demonstrated in Chapter 4,

regulations, and implementation modalities
this is one of the most important issues when it comes to the industries’ preferences
regarding a region-wide FTA.

In the opinion of a Senior Research Fellow at the Institute of Developing
Economies (IDE) there were three main reasons behind bilateral FTAs with ASEAN
members'?°, First, this was further strengthened by competition with China, which had

_signed an FTA with ASEAN and was extending its influence in the region, Secondly, the
government was aiming to tighten its links with what it considered its ‘backyard
countries’, where. Japanese companies have invested extensively. Finally, the
government wanted to limit liberalisation in the agricultural sector and believed this
would be easier to achieve under bilateral agreements compared to an FTA with
ASEAN. As tariffs on industrial goods were already low, Japan offered various forms of
cooperation in exchange for tariff liberalisation on FTA partners’ products. MOFA’s
Director of EPA/FTA Policy Division argues that the country did not want to offer
concessions in the agricultural sector and believed that including provisions on
cooperation would allow concessions to be kept within each sector, i.e. concessions in
the manufacturing sector in exchange for cooperation in the manufacturing sector'?'.

Although in the Director’s recollection, this was METI’s and MOFA's preference, it was

116 1nterview no.
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118 [hterview no.
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121 [nterview no.
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not always possible. The Philippines argued that its concessions in the industrial sector
were greater than the Japanese offer and requested additional concessions which would
balance out the agreement. Hence they requested Japan to open parts of its labour
market in which the Philippines had a competitive advantage. The country was asked to
accept Philippine nurses and caregivers. MOFA’s director explains that, although Japan
was not ready to open up its labour market, it decided to accept the request in order to
reach an agreement. The country, in particular the Manufacturing Industries Bureau, had
a great interest in obtaining concessions in the automobile sector, which would allow

12 .
2 This is an

Japanese companies to achieve a strong position in the local marketplace
example of cross-sector or cross-ministry bargaining, which is further described in
Chapter 5.

According to MAFF’s Director of the International Economic Affairs Division and
a former official of the Agricultural and Development Economics Division of the UN
the Ministry of Agriculture did not support but also did not oppose FTAs, as long as
Japanese farmers did not lose their profits as a result of additional tariff reductions'®,
However, as in the case of Japan’s first two FTAs, during the negotiations with ASEAN
members, agriculture was the underlying cause of disputes between the negotiating
sides. In the opinion of Keidanrens Deputy Director, opposition from the sector has
created an impasse of policy and continues to hinder Japan’s FTA network expansion'?*,
MAFF’s Director explains that this is because, from the Ministry’s perspective, there are
no possible benefits from FTAs'?. In his view, the domestic market is sufficient for
Japanese farmers and they have little interest in exporting abroad. In Japan, for instance,
the price competitiveness of agricultural products is not an important factor. Production
stability, food safety and high quality play a much more important role. Consumers
prefer to buy more expensive products made in Japan as they fulfil safety standards.
Hence Japanese agricultural products are competitive in terms of Japanese consumers’
needs. Products, which Japan sells to China and Hong Kong, are characterised by high
quality and high prices. As a result, export tariffs do not impede expansion into foreign
markets. Some Japanese products such as eggs or poultry, are produced using
inexpensive feed imported from the US and could compete in international markets.

However, they are destined for a domestic market and despite competitive prices Japan

122 1pidem.

123 Interview no. 10.
124 Interview no. 24,
125 [nterview no. 10.
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is not interested in exporting large quantities of those products'?®, As MAFF’s Director
of the International Economic Affairs Division argues, the Ministry believes that overall
the foreign market for Japanese agricultural products abroad is not big enough to justify
the abolition of tariffs in this sector'?’. At the same time, tariffs protect domestic
producers from Chinese competitors.

For the Ministry of Agriculture, Forestry, and Fisheries (MAFF), the agreement
with Thailand posed the biggest problem. The country is the world’s largest rice
exporter and Japan was reluctant to start negotiations without a mutual agreement to
exclude this product from negotiations'zs. In addition, the country wanted to export
other agricultural products, such as sugar and chicken. The J4-Zenchu 5 Deputy-General
Manager recalls that during joint study group meetings, the organisation suggested
offering provisions on development and cooperation to Thailand if it showed sufficient
consideration _for Japan’s concerns regarding food security and sensitive products'?. He
explains that the organisation joined MAFF in lobbing the Thai Cabinet directly. As a
result, Thailand agreed to exclude rice from the agreement and to provide special
treatment for other sensitive products, such as sugar and starch. The agreement
increased imports of agricultural products to Japan. However, this example
demonstrates the strength of the Japanese agricultural groups and the special treatment
they were able to secure in subsequent FTAs'’. In comparison, Thailand did not sign
the ASEAN-Korea FTA in 2006 with the other members of the Association mainly due
to the lack of sufficient concessions on rice. In exchange for the exclusion of sensitive
products, Japan offered Thailand provisions on agricultural cooperation and help in the
industrialisation of its agricultural production. In addition, in the final stages of
negotiations, Japan abandoned its request for the liberalisation of the Thai automobile
market, while Thailand retracted its demands in the field of agriculture. J4-Zenchu's
Deputy-General Manager explains that the organisation regarded Japan’s FTA with
Thailand as a model agreement for FTAs with other Asian countries™'. He argues that
Japan tried to replicate this model during negotiations with other Asian states, for
example the Philippines and Indonesia. In each case, sensitive products were discussed.
For example, the Philippines is a major exporter of pineapples. According to JA-

Zenchu's Manager, in Japan, although the overall quantity of pineapples produced is

126 Ibidem.

127 1bidem.

128 Interview no. 41. At the time Japan’s import tariff on rice was 490 percent
129 [nterview no. 29. .
130 Ihterview no. 10.
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small, the production is concentrated in Okinawa, causing the tariffs on this fruit to be a
politically and socially sensitive issue'*2. Figure 3.1 shows the share of duty-free trade
volume under Japan’s FTAs. The percentage of liberalised tariffs is quite high. However,
when taking into account the agricultural sector, it is evident that Japan’s free trade
agreements do not fully open up the country’s market. Figure 3.2 demonstrates the share
of duty-free tariff lines under Japan’s FTA. It can be observed that the number of
liberalised tariff lines oscillates around 85 percent in general and around 50 percent in
the agricultural sector. These numbers indicate a firm commitment to excluding

agriculture from tariff liberalisation.

132 1pidem.
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Figure 3.1 Share of duty-free trade volume under Japan’s FTAs
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Figure 3.2 Share of duty-free tariff lines under Japan’s FTA
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3.4 The Japanese Manufacturing Industry’s Preferences for Bilateral FTAs

3.4.1 Situation Prior to Japan’s First FTA

This section demonstrates how the manufacturing industry’s preferences have shaped
bilateral FTA policy. Multinational companies are the main clients of Japanese FTAs. A
company decides to trade under preferential tariffs if: a) exported products meet the
rules of origin of a given FTA; b) this product is not manufactured by the company.
locally; and c) if the MFN tariff for the product is significantly higher than the
preferential tariff under the free trade treaty. In addition, companies use FTAs whenever
the importer requests it. If the above conditions are not fulfilled, the company will not
profit from a trade agreement. For that reason, preferences for bilateral FTAs can often
vary between companies in the same sector, depending on the location of various stages
of the manufacturing process, for example parts procurement and assembly. According
to the Director-General for Manufacturing Industries Policy at METI's Manufacturing
Industries Bureau, it is difficult to describe preferences of the private sector for bilateral
agreements and both METI and MNCs have approached them on a case-by-case basis'>,
Nonetheless, certain generalisations can be made across the sectors.

Figure 3.3 presents the situation in East Asia before 1992, from the perspective of a
Japanese MNC with a vertically integrated production network. A Japanese company,
with a parts production facility (D) and an assembly site in ASEAN, had to pay the
MFN tariff while exporting parts and components from Japan to its subsidiary in East
Asia. Similarly, MFN tariffs needed to be paid while exporting parts from a Japanese
parts and components supplier (D) to the assembly site located in another ASEAN
member country, procuring parts and components from ASEAN suppliers located in
another country (I) and while exporting the final goods to ASEAN markets (G). In the

Figure, the dotted lines represent parts, components and intermediates while the solid

lines represent the finished product.

133 Interview no. 7.
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Figure 3.3 Japan’s production networks in ASEAN before AFTA
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Source: Translated and modified by the author, based on METI (2008)
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Figure 3.4 demonstrates how the signing of the ASEAN Free Trade Agreement (AFTA)
affected Japanese MNCs’ production networks. AFTA allowed a Japanese assembly site,
located in ASEAN, to import parts and components from other ASEAN member states
without having to pay tariffs (I). As AFTA set a 40 percent minimum local content rule
of origin, any product exported from a parts production facility (D) and assembly site
which exceeded this amount was exported under the MFN tariff. AFTA has been highly
utilised by Japanese companies in several sectors, for example the automotive and
electronics sectors, since it was enacted. They have exported and imported finished
goods and parts from production facilities in one ASEAN country to assembly sites or

134, According to the Chief Economist at the Economic

sales facilities located in another
Research Institute for ASEAN and East Asia (ERIA), AFTA has brought tangible results
in the Japanese private sector”. Interviewed companies in the electronics sector, in
particular, were trading under AFTA long before Japan started negotiating its first
FTA"S. Even after the bilateral and minilateral FTAs with ASEAN members were
concluded, Japanese companies continue to use AFTA to obtain parts and distribute
final goods within ASEAN. According to two recent surveys (Kawai and Wignaraja
2009 and Hiratsuka et al. 2008a)'*7, AFTA is the third most utilised agreement for
Japanese companies. Other third-party FTAs, such as NAFTA and the EU or EU’s
agreements with the Eastern European nations, were also utilised before 2002. A
company in the automobile sector recalls using NAFTA and the EU'®, An interviewed
MNC in the electronics sector started using other states’ FTAs in the early 1990s'%, It
used NAFTA for exporting goods from its Mexican factories to the US. A global
corporation in the electronics sector had several manufacturing facilities in Mexico,
from which it was selling goods to the North American market'*’, At the time, the US

had a 5 percent MFN duty on TVs.

134 Interview no. 16 and 19.

133 Interview no. 54.

136 Interview no. 19, 15 and 17.

137 The first study is based on a survey of 609 manufacturing companies from Japan, Singapore, Korea,
Thailand and the Philippines. The questionnaires were conducted between 2007 and 2008, with the
help of, amongst others, the Asian Development Bank (ADB) and Japan External Trade Organisation
(JETRO). The second study comprises JETRO’s 2006 large sample survey, with responses from 729
JETRO members, and a 2007 survey, with replies from 733 companies.

138 Interview no. 20.

139 Interview no. 16.

140 [nhterview no. 19.
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3.4.3 FTAs with Singapore and Mexico

As previously mentioned, Singapore’s tariffs on the majority of products were already
low; hence JSEPA did not bring many benefits for Japanese companies. The utilisation

41 According to the Japan Chamber of Commerce and

rate of the agreement was low
Industry official, after the signing of the JSEPA, the Japanese media stressed the low
number of issued certificates of origin'**. It was suspected that restrictions had
prevented Japanese companies from trading under preferential rates. In reality, only a
handful of products required a certificate of origin and only a few Japanese companies
exported them to Singapore. For example, the country imposed tariffs on alcohol and
beverage companies were amongst the ones which benefited from the agreement'®,
Although the agreement did not include additional concessions on agricultural products,
it did include textile and apparel goods as well as chemical and petroleum products
(Munakata 2006b:119).

The first FTA that sparked the interest of Japanese manufacturing industry was the
agreement with Mexico. Its signing was strongly supported by the Japanese private
sector. Following the implementation of NAFTA and the signing of the Mexico-EU free
trade agreement, Japanese manufacturers found themselves at a disadvantage in the
Mexican market. Moreover, losses from increased foreign competition were
concentrated in specific sectors, mainly the automobile industry. Therefore, the Japan-
Mexico FTA supported the international operations of companies in particular sectors.
While their American and European counterparts enjoyed preferential market access,
Japanese MNCs, amongst the OECD members, were the only ones to pay MFN tariffs
on automobiles in Mexico. At the time, Mexico’s tariffs averaged 16 percent and tariffs
on automobiles were 50 percent (Ravenhill 2005b:130)'**, NAFTA members exported
automobiles to Mexico duty-free, while the EU countries paid a tariff of 10 percent. The
‘big three’ Japanese automakers, Toyota, Nissan and Honda, had operations in Mexico
and enjoyed a free quota of imports'*®, This was because the Mexican government
allowed foreign companies to import finished vehicles for up to 10 percent of the
amount of their local production (Solis and Katada 2007:287). The three companies had
an advantage over other Japanese manufacturers, such as Suzuki and Mazda, which had

to pay high tariffs in order to penetrate the Mexican market. Hence, the ‘big three’s

141 hterview no. 50.

142 Ihterview no. 25.

143 Interview no. 40.

144 5olis and Katada (2007:287) quote 20-30 percent tariffs on finished vehicles.
145 Interview no. 7.
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motivation to support the Japan-Mexico FTA was weak. The Japanese Automobile
Manufacturing Association was divided. At the time,'a representative of one of the ‘big
three’ was the Chairman of the Mexico bilateral committee within Keidanren'*®. As
such, according to the company’s Manager, it was under pressure to support the
agreement. It had local manufacturing facilities in the US and Canada and exported
goods from those locations to Mexico under NAFTA. Nonetheless, the company
benefited from the Japan-Mexico FTA, although not to the same extent as the

corporations which did not have production facilities in NAFTA countries'*’

. Despite
their different interests, the companies that made up the auto industry managed to find a
common ground. A division responsible for the automobile industry within METT’s
Manufacturing Industries Bureau coordinated the conflicting preferences of companies
in the sector'®®, In the words of METI’s Director-General for Manufacturing Industries
Policy: “some companies were strongly supporting the agreement, while others were
just agreeing with the idea”'®®. A similar situation occurred during negotiations with
Malaysia. The country implemented high tariffs on cars and supported its domestic auto
industry with governmental subsidies. Perodua was one of the two main Malaysian
producers. The Japanese automobile company, Daihatsu Motor, established a joint

venture with Perodua'>

. Daihatsu provided a substantial amount of technology and sent
staff members to Malaysia. The company enjoyed tariff protection and hence was rather
against the Japan-Malaysia FTA. In India, Suzuki produces automobiles for the local
market through Maruti Suzuki, a joint venture where Suzuki holds over 50 percent of

11 As India imposes high tariffs on

stakes. Suzuki’s cars dominate the Indian market
cars, the implementation of the India-Japan FTA will have a negative impact on
Suzuki’s position in the Indian market.

The steel industry was also involved in discussions on the Japan-Mexico FTA, as
companies in this sector were exporting components for automobiles and electronic
products to Mexico. However, they were using Mexico’s sectoral duty exemption

152

scheme for automobile and electronic parts °“. Another group of companies that had a

vested interest in this FTA were companies interested in producing goods for

146 Interview no. 20.

W7 1bidem.

148 The subject of METI's decision-making process and solving conflicts of interests will be discussed in
Chapter S.

149 Interview no. 7.

150 Ibidem.

31 1bidem.

152 Interview no. 31.
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government procurement '> . In 1996, the WTO’s Agreement on Government
Procurement went into effect. It regulated government procurement and introduced
national treatment, transparent regulations, complaint procedures, and removed the local
content requirement (JETRO 2009:130). Japan was one of the signatory parties. Mexico,
on the other hand, did not enter the treaty and granted preferential status in government
procurement deals to its FTA partners (Kotera 2003). These prevented Japanese
companies from exporting, for example, power generation equipment and hospital
medical equipment. X-ray medical equipment exported to Mexico was subjected to a 40
percent customs duty'**, Overall, companies in various sectors supported the agreement
with Mexico. Although the gains from the first two FTAs were smaller than expected,
they allowed the Japanese companies to gradually recognise the benefits of such

arrangements and to urge the government to formulate an FTA strategy'*’,

3.4.4 Industry’s Preferences for Bilateral Agreements with ASEAN Countries

Japanese companies were highly interested in signing FTAs with ASEAN member
economies, Figure 3.5 illustrates the impact of tariff reductions under bilateral FTAs
with ASEAN economies. Companies with vertically integrated production networks
were able to import parts and intermediates from Japan to parts factories (D) and
assembly sites with no tariffs (in some cases preferential tariffs). However, they still

needed to pay the MFN tariffs on goods, which did not fulfil AFTA’s 40 percent local

content requirement.

153 nterview no. 28.
154 [nterview no. 14.
155 Interview no. 46.
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Figure 3.5 Impact of bilateral FTAs on MNCs’ production networks

f

0% - Free trade under ASEAN FTA (CEPT)
or Japan's bilateral FTAs

MFN - MFN tariff

Part X does not fulfi
ASEAN's (CEPT's)

@ 40% VC RoO

located in country D.

Source: Translated and modified by the author, based on METI (2008)

Japanese companies utilise FTAs for the sales of finished goods, but also, more
importantly, for procuring parts and components from production facilities in various

countries '*¢

. In this respect, foreign direct investment and vertically integrated
production networks determine MNCs’ preferénces for bilateral FTAs. Blechinger and
Legewie (2000:297) write that “regional cooperation was mainly promoted by
multinational firms interested in building up a horizontal division of labour with
regional production and sales networks to connect their various overseas activities on a
more efficient regional scale”. A research fellow at the Japan Institute of International
Affairs (JITA) confirms that Japan’s FTA preferences have been, to a large extent,
determined by economic factors and the agreements benefit Japanese companies
operating in the East Asian regionm. Lord (2010:23) argues that in order to facilitate
Japanese MNCs’ operation, the country chose FTA partners “based on the production
networks to which they belonged”. Manger (2005:805) argues that “Japanese firms with
vertically integrated operations in the host country emerge as key supporters of FTAs, in

particular when their profits are under threat from FTAs signed by other countries”. The

136 [nterview no. 60.
157 Interview no. 44.
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previous section mentioned isolation avoidance and tit-for-tat FTAs as important factors
behind the Japanese government’s preferences for bilateral FTAs. It can be argued that
economic domino effect, presented in the previous chapter, is an important factor behind
the MNCs’ support of bilateral FTAs with ASEAN members. The companies started
supporting FTAs due to the increasing competition in the Asian markets and the
possibility that those treaties could strengthen their position in the region (Manger
2005:822). ASEAN countries applied high tariffs on several products. Thailand’s
average MFN tariff was 8.2 percent, which made importing finished goods, as well as
parts and components, expensive for Japanese companies'*®, In the case of Malaysia,
the tariff on automobiles was up to 300 percent. Furthermore, ASEAN members, except
for Singapore, have not signed the WTO’s Agreement on Government Procurement.
This was an additional factor behind several companies’ interest in bilateral treaties with
ASEAN members.

Trade in steel, chemicals, electronics, automobiles, and parts and components
constitute a majority of the trade between Japan and the ASEAN countries'*®, These
industries were particularly interested in deepening the economic integration with
ASEAN and negotiating FTAs'®

members were Manufacturing Industries Bureau-driven. According to its Director-

. As previously mentioned, Japan’s FTAs with ASEAN

General the automobile, steel and electronics industries are strongly represented within
the Bureau and their preferences have a strong impact on decisions made '®'.
Furthermore, the CEO of Keidanren is usually chosen from amongst the major
companies in the steel and iron, electronics and automobile industries'®%,

The Japanese machinery sector, which includes the automobile and electronics
industries, invested heavily in ASEAN and profited greatly from economic integration
in the region'®. The electronics sector, in particular, is inclined to use FTAs for trade in
parts. Urata (2008a:7) points out that in this sector “approximately 80 percent of East
Asia’s exports take the form of parts and the remaining 20 percent of finished products
regardless of their export destinations”, due to the type of goods it produces, such as
white goods (major appliances), which “may be attributable to high shipping cost, as
white goods, a large portion of traded electrical appliances, are bulky and heavy”.

Economies of scale cause Japanese companies in this sector to assemble products in one

158 This was the rate applied in 2007 according to World Tariff Profiles (Kawai and Wignaraja 2009:5).
159 Interview no. 7.

150 [nterview no. 8.

1! Interview no. 7.

162 Interview no. 46.

163 Interview no. 28.
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ASEAN state and to distribute them to others. Parts and components are often procured
from various ASEAN states. As a result, the East Asian region has witnessed a
significant increase of trade in parts and components over the past decades. The
machinery and electronics sectors have significantly contributed to this increase. In East
Asia (ASEAN+3) import shares of parts and components rose from 7.2 percent in 1980
to 32.2 percent in 2003 (Lim and Kimura 2010:1). Figure 3.6 demonstrates the trade
patterns within East Asia. A sharp increase in trade in parts and components can be

observed between 1980 and 2004.

Figure 3.6 Increase in parts and components trade within East Asia
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Source: Lim and Kimura 2010:3

However, the internationalisation of production networks in these sectors makes it
difficult for Japanese companies to profit from the country’s bilateral FTAs. The
Director of the Liaison Department of an interviewed company in the electronics sector
explains that it exports only two products from Japan that can be traded under FTAs in

ASEAN (they must meet the RoO and not be locally produced)'®, solar cell modules

164 Interview no. 16.
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and parts for liquid crystal TVs (liquid-crystal display televisions, also known as LCD
TVs)'®, Tariffs on solar cell modules were removed under the 1996 WTO Information
Technology Agreement (ITA). Hence parts for LCD TVs are the only products exported
from Japan which are eligible for preferential trade. They are exported from Japan to
Malaysia, where the company has an LCD TV manufacturing facility. The TV sets
assembled in Malaysia are then exported to other ASEAN countries under the MFN
tariff as they do not fulfil AFTA’s RoO'%. Likewise, another Japanese multinational
corporation in the electronics sector locates many of its Asian manufacturing facilities in
Malaysia and was interested in an FTA with this country'®’, This is in accordance with
observation by Lim and Kimura (2010:15) regarding the clustering of the electronics
industry in Malaysia. However, when the Japanese government asked the company
about its FTA preferences, it explained that it is difficult to foresee, as it does not know
where its products will be manufactured in the future's,

Japan is one of the world’s leading producers of automobiles. Due to high tariffs on
finished products and local content requirements in ASEAN countries, Japanese
companies in this sector localised their production, sales, and parts and components
procurement, for example, by investing in steel plants producing steel components for
automobiles, Suzuki is a large Japanese manufacturer whose products include cars,
motorcycles, and outboard motors. In 2008, the company’s overseas sales were over two
times higher than its sales in Japan, and Asia was the largest destination market (Suzuki
2009). However, models sold in the Asian market are often produced using locally
procured parts, through Suzuki’s manufacturing companies, mostly joint ventures, in
ASEAN countries. An interviewed Japanese MNC in the automobile industry is another

example'®. It has two main production segments: motorcycles and automobiles. The

company procures around 80 percent of parts and components locally.

185 Ibidem.
16 This was the case prior to signing of the AJCEP. More on this issue further in this chapter.

167 Interview no. 19.
18 Ibidem.
19 Interview no. 20.
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Figure 3.7 2009 automobile sales and production

automobile sales and production in Asia ( 2009 )

Source: Obtained during interview no. 20

Figure 3.8 2009 motorcycle sales and production

Source: Obtained during interview no. 20
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Figure 3.7 demonstrates the company’s automobile production and sales patterns in Asia,
in 2009. The first (lighter) column represents production and the second (darker) one
sales. It is clear that the majority of automobiles produced are sold locally. The surplus
from Japan is exported to other markets, mainly the US, Canada, and Europe. The
surplus produced in Thailand is exported mainly to Australia, under the Thailand-
Australia FTA. Figure 3.8 shows the company’s motorcycle production and sales
patterns in Asia, in 2009. Here, the numbers are even more balanced as almost all
motorcycles produced in Asian countries are sold locally. This situation has persisted for
years and hence the company has little interest in using FTAs for finished goods.
Therefore, although it supports and uses FTAs, the Manager of its General Affairs
Division believes that the automobile sector has far less interests in trade agreements
with ASEAN members than the electronics sector. Since 2007, the top destinations for
Japan’s vehicles and vehicle parts were the US, China, and Australia (Global Trade
Atlas Navigator Database). Therefore, the major destinations are countries with which
Japan does not have a free trade agreement. The companies produce vehicles locally,
export them under third-party FTAs, or, in exceptional cases, under MFN tariffs.

In the first half of the 2000s, essential parts for automobiles and motorcycles, such

' Companies in

as engines, could not be produced in Indonesia, Thailand or Malaysia
this sector still needed to import crucial parts and components from Japan. In this
respect, the automotive industry profited from bilateral FTAs with ASEAN members.
One of the interviewed companies uses bilateral FTAs mainly for exporting parts from
Japan to Indonesia, the Philippines, Thailand and Malaysia, where it has manufacturing
facilities'”". Parts exported from Japan are mass produced, which helps to lower costs.
According to the company’s manager it is facing competition from other manufacturers,
such as Nissan, which produce cars at a very low cost'’?, For example, the Indian
company Tata Motors introduced Nano, one of the cheapest automobiles in the world
(around 165,000 JPY). In February 2011, Toyota Motor Corporation and Daihatsu
Motor, which is 51.2 percent-owned by Toyota, announced their plan to produce low-
cost automobiles in Indonesia (Reuters 2011). In 2010, Toyota launched the low-cost
Etios model in India. These factors have caused the interviewed company to consider
possible cost reductions, for instance mass producing the parts locally in one of the

ASEAN countries'”. As a result, the company would increase its utilisation of FTAs.

170 Interview no. 8.
7! Interview no. 20.
172 1bidem.

'3 Ibidem.
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For companies in the automotive sector, the agreement with Malaysia offers the most

favourable conditions for the shipment of parts and components '7*.

Parts for
automobiles are exported in sets. One set is composed of all of the parts necessary for
car manufacture. In order to obtain the certificate of origin for a set under the Japan-
Malaysia FTA, the manufacturer needs to prove the origin and cost of only one part.
Although the interviewed company asked the government to include similar provisions
in all prospective agreements, it remains an exceptional case'’®>. Under the Japan-
Thailand FTA, the producer needs to prove the origin of all parts in a set. This also
increases the administration fee, which needs to be paid for issuing the certificate.

Pekkanen (2003:300) named the steel industry “the most politically powerful
manufacturing sector in Japan”. He writes that between 1965 and 1995 the steel sector
was in first or second place in terms of the number of ex-METI officials who obtained
positions on steel companies’ governing boards (amakudari). This ensured that the steel
companies’ interests were represented in the ministry (Suzuki 2002:4 cites Murofushi,
1983). The sector gained a reputation for being one of the most protected in Japan. A
manager at the Japan Iron and Steel Federation explains that in the 1960s, 1970s, and
early 1980s, Japanese steel companies were focused on producing for the domestic
market and hence were opposed to tariff liberalisation'’®. However, he argues, their
position changed over time, due to the shrinking domestic market and increasing export
opportunities (e.g. the Chinese market), and duties on steel and iron products were
liberalised together with other industrial tariffs. The amount of investment needed to
establish a steel plant abroad is much greater than in the automotive or electronics
sectors. In addition, the success of steel and iron production depends heavily on
experience and the technology that is employed. For that reason, companies have not
localised their production and mainly export from Japan. Raw materials are imported
from Brazil and Australia. These two countries are Japanese companies’ preferred
+ source of high quality materials. In addition, small amounts of low quality materials
from India, Korea, Taiwan, and China are used for low-grade steel and iron products
used mainly for construction purposes. Japan exports high value added steel products to
Asia. Korea was the largest export destination in 2009, followed by China, Taiwan and
Thailand (The Steel Industry of Japan 2010:2).

74 Ibidem.
175 Ibidem.
176 Interview no. 32.
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Figure 3.9 Japan’s steel exports in 2009 (in tons)

1. Developments of EPA Negotiations and Japan's Export Market
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Source: Obtained during interview no. 31

Figure 3.9 shows Japan’s steel exports to selected East Asian countries in 2009. Japan’s
first two FTAs, with Singapore and Mexico, were moderately significant for the steel
and iron industry. Thailand is the largest export market in East Asia, in terms of the
number of exported tons of steel. It is followed by Vietnam and Malaysia. Malaysia
implemented a 25 percent MFN tariff on steel products, while Indonesia’s and
Vietnam’s tariffs ranged from zero to 15 percent'”’. For companies in the steel and iron
sector bilateral agreements with ASEAN countries, in particular with Thailand, were of
great interest.

The textile industry was also highly interested in bilateral FTAs with ASEAN
countries, in particular Thailand, Malaysia and Indonesia, and strongly urged the

178 . . .
government to conclude such agreements' . Companies in this sector use FTAs for all

177 Interview no. 31.
178 Interview no. 36.
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operations between Japan and ASEAN members'”’

. In order to do that, they need to
comply with a two-step rule of origin, known also as double transformation. The two
steps are two separate production processes needed to manufacture a final product or
garment: the weaving of fabric from a yarn and the cutting and sewing of a garment
from fabric. The double transformation rule requires that both processes are done in, or
from materials originating in an FTA member country. For example, Thai garments need
to be made from Thai fabric, or from Japanese fabric exported to Thailand, in order to

be traded under the Japan-Thailand FTA.

Figure 3.10 Utilisation of bilateral FTAs by textile companies

Utilization of Bilateral FTAs with ASEAN Countries

By taking advantage of TAX Free merits,

Strengthening of the intra-company'’s
specialization of its production bases.

.

Expanding the intra-company material
procurements between Japan and ASEAN

TRy Hge

Cost reduction

Source: Obtained during interview no. 22

Figure 3.10 demonstrates the utilisation of bilateral FTAs and intra-company
specialisation in this sector. The interviewed Japanese company in the fibre, textile,
chemicals and plastics sector specialises in high-tech fibre material, which is exported

to its subsidiaries in Thailand or Malaysia'®, They use the special fibre to produce yarn

179 Interview no. 22.
180 1bidem.
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or fabric which is then exported back to Japan. This type of intra-company, cross-over
material procurement between Japan and each ASEAN country allows for a substantive
reduction of costs. Sewing, the final stage of making a garment, is the most labour-
consuming part of production. Companies prefer to locate it in countries which have
low labour costs. For that reason, the final stages of production are often located in
China. The textile sector is to a great extent dependent on production in China'®!. Due
to the country’s increasing labour costs, textile producers try to increase imports and
exports to ASEAN countries, for example Vietnam, Cambodia, and Myanmar. However,
apart from Vietnam, Japan does not have bilateral agreements with those countries. For
that reason, companies in this sector were also highly interested in ASEAN-Japan FTA.
In addition to tariff reduction, the private sector also profited from provisions
resulting from an EPA character of Japan’s agreements. Improving the business
environment in partner countries, often by influencing the East Asian states to introduce

182 Therefore, they have focused

necessary reforms, is an important motivation for Japan
on elements to achieve this goal, such as: trade facilitation, investment protection or
facilitation, economic cooperation and international financial policy cooperation. The
extent to which these agreements are designed to serve this purpose can be
demonstrated by the functioning of bilateral committees on the improvement of the
business environment under Japanese FTAs. Such committees are established after the
agreement is signed. For example, Article XIV of the Japan-Malaysia Economic
Partnership Agreement (JMEPA) speaks of establishing a ‘Sub-Committee on
Improvement of Business Environment’. Japanese companies located in Malaysia can
voice their concerns to liaison offices of the Sub-Committee. The complaints are then
passed to the Joint Committee under the JMEPA and, if needed, forwarded to the
relevant ministry to ensure a better functioning of the agreement. The companies treat
the Sub-Committee as a platform for expressing their concerns or requests and for

influencing national policies and procedures'®,

18! Interview no. 36.
182 Interview no. 58.
18 [nterview no. 34.
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3.4.5 FTAs Utilisation Rates and the Importance of Third-party FTAs

Recent studies (Kawai and Wignaraja 2009, Hiratsuka er al. 2008a) have pointed out
that the utilisation rates of Japanese FTAs are quite low. During the ADBI Annual
Conference on the Political Economy of Asian Regionalism, See Seng Tan (2010) from
the Nanyang Technological University in Singapore pointed out that FTA utilisation
rates in Asia, in general, approximate 20 percent but differ depending on sources.
Utilisation rates below 50 percent are considered low according to European standards
(Terada 2008:10 cites Baldwin 2007:12). Although the number of certificates of origin
issued each year is confidential, the Chamber of Commerce confirms that utilisation
rates have increased'®. The results of MOFA’s research on utilisation rates are presented

in Figure 3.11.

Figure 3.11 Number of issued certificates of origin
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no. 9

This chapter argues that FTAs with ASEAN members were strongly supported by the

18 Interview no. 25.
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Manufacturing Industries Bureau and the Japanese industries themselves. The fieldwork
indicates that the low utilisation rates of Japan’s FTAs point to the shortcom.ings of the
agreements, such as the low preferences margins or the time-consuming procedures for
obtaining the certificate of origin rather than the Japanese industries’ lack of interest.
There are several reasons for companies not using FTAs. If the margin of preference is
negligible, companies prefer to trade under the MFN tariff. Ravenhill (2009:23 cites
Estevadeordal et al. 2007) writes that generally under FTAs “the cost of complying with
RoO is estimated to vary from four to eight percent of the overall cost of a
consignment”, Hiratsuka ef al. (2008b:415) calculate that the “average preferential tariff
margin at which Japanese firms will make use of FTAs is 5.3 percent”. The margin of
preference can change substantially over time if a country decides to lower its MFN
tariffs after an FTA is implemented. For example, under the AJCEP Thailand’s tariff on
wire of iron or non-alloy steel (Harmonised System code 7217.10.10) is twice as high as
the MFN tariff, This kind of FTA inefficiency resulting from falling MFN rates, can
affect FTAs utilisation rates. For example, Ravenhill (2009:22 cites Ando 2007:7-8)
quotes a study by Ando that demonstrates that in January 2007 around half of Mexico’s
MFN tariffs on manufacturing and mining products were lower than the rates under the
JMEPA, In such cases, one option is to renegotiate FTAs, in order to provide
preferential treatment. The Japan-Singapore agreement was renegotiated and amended
in 2007 and the renegotiating of the Japan-Mexico agreement started in 2010'%, Other
bilateral FTAs will be revised from 2011 onwards.

Other types of preferential schemes, such as export-free zones, government
incentive programmes or sectoral trade arrangements also lower FTAs’ utilisation rates.
One example is the aforementioned ITA, signed in December 1996. In the electronics
sector, the majority of. finished goods and many parts still manufactured in Japan are
traded duty free under the ITA. With no products to export and no customs duty to pay,
the impact of an FTA is limited at best. For that reason, the utilisation of bilateral FTAs
with ASEAN members is low for the electronics industry, despite the fact that the
industry was keen to sign the treaties and the sector stands to gain from trade

18 Companies in the automobile, iron and steel, and textile and apparel

liberalisation
sectors still manufacture goods in Japan and therefore, can potentially benefit from the

country’s bilateral FTAs. Malaysia has a tariff exemption scheme for certain types of

133 Interview no. 7.
18 Interview no. 14.
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187 . .
. Tariffs under this scheme are

steel, for example parts used in the automotive industry
almost the same as under the Japan-Malaysia FTA, where it does not require a
certificate of origin. Companies in the steel and iron sector p<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>