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The East Asian region has continued to serve
as the world’s growth center for decades. The
region includes countries at different income
levels, and each of the East Asian countries did
attain high economic growth; annual growth
rates of per capita GDP in the period between
1985 and 2000, for instance, are four person up
to eight percent. At the same time, they signif-
icantly enhanced manufacturing competitive-
ness. In other regions such as Latin America
and Central and Eastern Europe, on the other
hand, their annual growth rates are less than
two percent, and their manufacturing compet-
itiveness also stagnated or deteriorated in the
same period. Why has East Asia successfully
continued to achieve high performance and im-
proved the manufacturing competitiveness so
rapidly, and why not other regions such as
Latin America? One of the key elements for
East Asia’s performance in the last 10 to 15
years is the effective development and utiliza-
tion of international production and distribu-
tion networks, with extensive promotion of for-
eign direct investment(FDI).

The international production and distribu-
tion networks consist of vertical production
chains extended the region as well as distri-

bution networks throughout the world. The

major players in East Asia are corporate firms
belonging to machinery industries including
general machinery, electric machinery, trans-
port equipment, and precision machinery. Al-
though the international production networks
have been formed in other regions as well in
the globalizing era, the networks in East Asia
are distinctive in the following characteristics:
first, the production networks have already be-
come a substantial component of each coun-
try’s economy in the region. Second, the pro-
duction networks are of the region-wide, in-
volving a large number of countries at different
income levels, rather than those between spe-
cific countries or between developed and devel-
oping countries within geographically a close
distance. Third, the networks include efficient
intra-firm and arm’s-length relationships, in-
cluding different firm nationalities.

While they may have already been intu-
itively taken for granted, international produc-
tion/distribution networks in East Asia have
not been formally analyzed yet in either the-
oretical or empirical literature of economics,
particularly considering policies behind. The
purpose of this paper is to analyze the nature
and mechanism of the formation of the inter-
national production/distribution networks in
East Asia from viewpoints of three dimensions,
i.e., theories, empirics, and policies. This pa-
per provides possible theoretical discussion be-
yond the traditional international trade theo-
ries, demonstrates various empirical evidences
that reflect aspects explained by new theoreti-
cal logics at aggregated and disaggregated lev-
els and at the firm level, and investigates poli-
cies behind fundamental changes in location
and trade patterns in East Asia. Through the
whole analysis in the paper, we attempt to re-
veal the mechanism of new international divi-
sion of labor to have a better understanding of
important phenomena observed in East Asia as

well as to contribute to research.
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As emphasized in Chapter 2, new economic
logics, i.e., fragmentation theory, agglomera-
tion theory, and internalization of “firm” in ad-
dition to the traditional comprative advantage
theory are important to understand what’s go-
ing on in BEast Asia. Location decisions are
now made at the intra-product level with phys-
ically fragmented production blocks connected
by service link costs such as transport cost,
telecommunication cost, and various coordina-
tion costs, rather than at the final good or
industry level as the traditional trade theory
does. In particular, elements such as trade
barriers including tariffs and non-tariff mea-
sures (NTMs), regulatory barriers, and imper-
fect information become additional service link
costs for production blocs located across na-
tional borders. Globalization with develop-
ment in the world trading system and tech-
nological advances has reduced such service
link costs and enabled firms to further frag-
ment their production blocs beyond national
borders. Since service link costs often ex-
hibit economies of scale, fragmented produc-
tion blocs tend to concentrate in focal point,
creating agglomeration or industrial clusters.
Such geographic concentration of economic ac-
tivities may improve efficiency or reduce pro-
duction costs, and agglomeration can attract
potential investors and create further agglom-
eration. Globalization and the development
of industrial clusters also has lowered service
link costs for arm’s length transactions such as
searching costs to find firms that can provide
satisfactory goods and imperfect information
on their activities. Firms now make an opti-
mal choice of ownership and internalization de-
cision as well as the location decision and effec-
tively organize the intra-firm and arm’s length
relationships. At that time, they consider not
only their own firm specific assets but also var-
ious location advantages in technology, wage

levels, the development of infrastructure, the

existence of industrial clusters, and trade and
FDI facilitation policies.

Chapter3 provided an overall picture of in-
ternational trade and FDI by descriptively an-
alyzing trade and FDI patterns throughout the
1990s to capture fundamental changes in East
Asia. The chapter addressed an explosive ex-
pansion of trade and the strengthened intra-
regional trade relationships during the period.
At present, intra-regional trade reaches half of
the total East Asian trade. In the process of
intensifying intra-regional trade relationships,
interestingly, each country’s trade activities in-
volved various countries in the region, with
heavier weights than before on countries hav-
ing had weaker trade relationships. The chap-
ter also emphasized a significance of machin-
ery trade, particularly machinery parts and
components trade, in each East Asian econ-
omy and a substantial change in commodity
composition of exports and imports, according
to the intensive promotion of export-oriented
FDI. The machinery production activities did
become significant in each East Asian economy
in the 1990s. Now that more than half of trade
in terms of both exports and imports is com-
posed of machinery goods including machinery
parts and components. Considering that trade
in intermediate goods enormously increased for
both exports and imports and that commodity
composition of exports rapidly got similar to
that of imports, active back-and-forth transac-
tions in vertical production chains seen to ex-
ists, and machinery trade in East Asia may not
be simple inter-industry trade along the tradi-
tional comparative advantage per se anymore.

Given these empirical investigations, Chap-
ter 4 more precisely investigated how the pat-
terns of international division of labor has de-
veloped in East Asia in the 1990s in rigorous
connection with theoretical logics. It decom-
posed the whole machinery trade of each East

Asian country at finely disaggregated level into
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three types of trade, i.e., one-way trade, ver-
tical intra-industry trade(IlT), and horizontal
IIT, employing the decomposition type thresh-
old method, rather than the G-L type with a
popularity. Moreover, it applied the method
to each country’s trade to/from the world, not
to bilateral trade, to capture the overall trade
structure at the country level reflecting not
only back-and-force transactions between two
countries but also those involving various coun-
tries. Furthermore, we conducted careful treat-
ment of some commodities, which were clas-
sified into intra-industry trade but were not
identified whether vertical IIT or horizontal
IIT, to utilize information as much as possi-
ble and to aviod overestimating relative sig-
nificance of one-way trade because of unclas-
sified 1IT, In addition to the above considera-
tion and extensions, the chapter, the most es-
sentially, extended the analytical framework of
prior empirical works by explicitly incorporat-
ing the fragmentation theory and examined the
hypothesis of “quality ladder” to clarify the na-
ture of vertical IIT.

Our analysis at the disaggregated level em-
phasized that vertical international production
sharing did become an essential part of each
East Asian economy in the 1990s, particularly
with an explosive increase in vertical IIT in
trade in machinery parts and components. Al-
though a certain amount of East Asian ma-
chinery trade has been stably one-way trade, it
rapidly lost the relative importance. While the
theoretical literature of intra-industry trade
has often focused on horizontal IIT in final
products, horizontal IIT holds only a small
portion of machinery trade in East Asia, if any,
in machinery parts and components. Rather
vertical IIT, particularly vertical IIT at the
intra-product level, is the significant pattern
of trade in current East Asia in absolute and
relative terms. In East Asia, vertical inter-

national production sharing has been devel-

oped partially with the rapid increase in verti-
cal IIT based on quality differences along ver-
tical product differentiation in the theoretical
analysis of vertical II'T. More importantly, the
vertical international production sharing has
been developed partially with the enormous ex-
pansion in vertical back-and-forth transactions
with value added embodied at different steps of
the vertically fragmented production processes
across borders in the context of the fragmen-
tation theory.

Chapter 5 in turn shed light on the activities
of “firm” and provided empirical evidences of
MNE’s behavior to have a closer lock at fea-
tures of networking in East Asia, mainly in
terms of activities of Japanese corporate firms.
The analysis on characteristics of Japanese
firms going to East Asia demonstrated that
they tend to more flexibly deinternalize their
production processes to fragment them than
those going to other regions. This is particu-
larly true for Japanese SMEs investing in East
Asia, who have contributed to the development
of industrial clusters in the region, and such a
trend has strengthened. The analysis on the
activities of Japanese (and U.S.) affiliates in
East Asia in terms of by-destination sales/by-
origin purchases did present the existence of
the region-wide networks in East Asia. In addi-
tion, the analysis revealed that Japanese affil-
iates in East Asia intensified intra-regional re-
lationships in developing vertical international
production sharing in the region by further in-
volving cross-border transactions with intra-
regional countries through intra-firm and/or
arm’s length fragmentation. The study also
demonstrated that Japanese affiliates in East
Asia gradually substituted arm’s-length trans-
actions for intra-firm transactions in the pro-
cess of developing production networking in
the region. In particular, the purchases from
Japan, especially the intra-firm purchases from

Japan, were replaced by the local arm’s length
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purchases and/or the purchases from other
East Asian countries through intra-firm and/or
arm’s length fragmentation.

The analysis based on the firm nationality
approach in value added framework also con-
firmed that activities of Japanese firms did
gradually shifted from Japan to East Asia
other than Japan and emphasized that the
relative importance of value added embodied
in the production activities in East Asia en-
hanced, compared to input from Japan. More
interestingly, the analysis addressed that activ-
ities of Japanese firms in East Asia do exhibit
production networks with affiliates of MNEs
of other nationalities and indigenous firms in
addition to Japanese affiliates in East Asia.
The international production/distribution net-
works in East Asia do include efficient intra-
firm and arm’s-length relationships, including
different firm nationalities.

One of the crucial factors behind the region-
wie production networks is a set of poli-
cies implemented by the East Asian devel-
oping economies from the mid-1980s or the
early 1990s as discussed in Chapter 6. Al-
though most of BEast Asian economies have
traditionally applied the so-called “dual track
approach,” they have changed the weights
between import-substituting industries and
export-oriented undustries by shifting from im-
port substitution to export orientation and
from selective acceptance of FDI to basically
“accept everybody” policy. Various trade and
FDI facilitation measures implemented by each
East Asian country helped to lower service
link costs fot intra-firm and arm’s length frag-
mentation even beyond national borders and
to promote agglomeration. Such policies did
have significantly encouraged the formation of
region-wide production networks, rather than
the networks between specific countries. The
chapter also considered another important is-

sue, i.e., the links of FTAs/RTAs with FDI.

In summary, the formation of production
networks accompanied by drastic changes in
patterns of location of production and interna-
tional trade in East Asia did occur beyond the
theory of traditional comparative advantage.
Although a certain amount of trade in East
Asia can be explained by the traditional com-
parative advantage, such trade pattern rapidly
lost the relative importance. In East Asia,
there exist large differences in various com-
ponents of location advantages such as static
and dynamic service link costs and agglomer-
ation effects other than wages and technology
transferability. These location advantages in
addition to various trade and FDI facilitation
measures have significantly influenced the pat-
terns of fragmentation of production and inter-
national trade, resulting in the development of
the region-wide vertical international division
of labor in East Asia.

The efficient intra-firm and arm’s length re-
lationships became more crucial when further
fragmentation across borders at the detailed
product process level was possible. Behind
the production networks with efficient intra-
firm and arm’s length relationships, there ex-
ists lowering service link costs for arm’s length
transactions even among different firm nation-
alities, critical mass of agglomeration extended
the region along export-oriented “accept every-
body” policy, and further developed industrial
clusters by MNEs and indigenous firms becom-
ing more competitive than before partially due
to direct and indirect spillover of technology
and export-oriented competitive environment.

What we have challenged to analyze is a fron-
tier area in international trade, and has con-
tributed to new theoretical thoughts including
the literature of fragmentation, agglomeration,
and internalization of “firm” from the empiri-
cal side by moving ahead to shed light on the
mechanism of vertical international production

networks. More importantly, we have success-
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fully demonstrated that the international pro-
duction /distribution networks, which are in-
deed significant in the region, exhibit the fea-
tures discussed above. The existence of such
production networks does make East Asia more
competitive as suppliers in manufacturing sec-
tors in the global markets. Even the purchases
from East Asia by firms located in other re-
gions are increasing in manufacturing sectors.
The role of government is obviously impor-
tant in reducing service link costs and promot-
ing agglomeration particularly for developing
countries to utilize the force of globalizing cor-
porate activities, though there is no easy policy

to reach the goal.
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