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Foreword

I 'am glad to introduce the 2016 Trilateral Economic Report, which
is an annual flagship report of Trilateral Cooperation Secretariat
(TCS). With an aim to follow up and have comprehensive
understanding on the economic development and integration
among China, Japan and the Republic of Korea (ROK), the 2016
Trilateral Economic Report was outsourced to three prominent
scholars of the three countries: Prof. ITOH Motoshige, Professor
of Faculty of International Social Sciences, Gakushuin University
for Japan, and Dr. WEI Jigang, Research Fellow, Research
Department of Industrial Economy, Development Research Center
of the State Council (DRC) for China, and Dr. JUNG Kyu Chul,
Fellow, Department of Macroeconomic Policy, Korea Development
Institute (KDI) for ROK.

With a long history of trilateral cooperation, the three countries are
making remarkable progress in advancing the economies of the
three countries. | hope that 2016 Trilateral Economic Report will
also provide useful information to give guidance for understanding
the economic development and trilateral cooperation among the

three countries.

YANG Houlan

Secretary-General
Trilateral Cooperation Secretariat
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Executive Summary

The international economy is facing difficult conditions. International trade is stagnant: the growth rate of
world trade has been lower than that of world gross domestic product recently. Many emerging countries
are experiencing a slowdown in growth and developed countries are suffering from secular stagnation.
China, Japan, and the Republic of Korea (ROK) face similar conditions. However, some developments provide
hope. Declining resource prices, especially oil and gas prices, offer better supply-side conditions for the
three countries, which rely heavily on imported oil and gas. Developments of new technologies such as
artificial intelligence, the internet of things, and robotics, which transform industries and society, will offer
significant opportunities for the three countries to advance.

Distance is an important factor in international economic relations. China, Japan, and ROK, which are
geographical neighbors, have been expanding trade and investment among themselves. Increasing trade
and investment are essential for their economic development, and they have created deeper integration
and highly developed division of labor. Trade and investment within China, Japan, and ROK has naturally
been affected by their own macroeconomic changes. The rapid economic growth of the Chinese economy
was a driving force for trade expansion within the three countries. However, the influence of China’s recent
slowdown on trade and investment in the region must be monitored carefully.

China, Japan, and ROK are in the midst of structural economic changes. China is moving toward the so-called
“new normal,” under which domestic consumption and service sectors are playing increasingly important
roles and lower economic growth is acceptable. The shifting trend of the Chinese economy will change
the pattern of trade and investment by Japan and ROK. Companies in Japan and ROK perceive China
as an expanding market rather than a good location for processing, as they did before. The composition
of direct investment in China has been shifting from the manufacturing sector to the non-manufacturing
sector. The shares of commerce and finance in inward investment to China are quite large. Japan, who
has been struggling to depart from deflation, has suffered from stagnant international trade. Expanding
exports and inward foreign direct investment are considered to be critical for stimulating the stagnant
economy. Japan's trade balance shifted from a large amount of deficit to surplus thanks to declining oil
and gas prices. ROK also suffered from stagnant international trade. ROK's dependence on trade was highest
among the three countries and its high dependence on its exports to China made ROK very sensitive
to the trend of international trade.

Increasing numbers of free trade agreements (FTA) have emerged in the last 20 years in various parts
of the world. Asia is no exception. China, Japan, and ROK did not have any FTA at the turn of the millennium,
but have sped up FTA negotiations and concluded many FTAs since then. However, they have not been
able to conclude an FTA among themselves. The three countries could expand trade and investment among
themselves without an FTA, but an FTA would accelerate the trend of increasing investment and trade.
China, Japan, and ROK are facing similar challenges and opportunities. The three countries will gain from
cooperation to solve these problems, such as in the following areas: environmental issues and global
warming, adjustments to demographic changes, expanding regional transportation networks, and developing
and absorbing new technology, like artificial intelligence and Robotics. Although an FTA among the three
countries would not cover all of these areas, concluding an FTA would be an important step toward increasing
cooperation among the three countries in these areas.

Itoh Motoshige
December 30, 2016
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Chapter |
Economic Profile

1. Macroeconomic Performance in China, Japan, and ROK

1.1 China (Dr. Wei Jigang)

In recent years, China's economy has shown a gradual slowdown, although its economic structure has
continued to optimize and its investment-driven economy has become innovation-driven. All these
developments indicate that China is entering the so-called “new normal.” Five main characteristics can
be observed from China’s economy in recent years.

First, China has a steady economy overall. As shown in Figure I-1, although China’s gross domestic product
(GDP) growth has slowed down since 2012, its gross GDP has showed steady growth year by year. Its
gross GDP in the first half of 2016 was 34.06 trillion RMB, representing year-on-year growth of 6.7%.

Figure 1-1 GDP and GDP growth rate in China since 2012
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0 . . . 6.0%
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Source: National Bureau of Statistics of the People’s Republic of China

Second, there has been continued optimization of economic structure. As shown in Figure |-2, in the industrial
structure, the added value of the tertiary industry grew year by year, with a significant increase in its
proportion of the entire economy’s added value. The proportion of tertiary industry in GDP reached 54.1%
in the first half of 2016, with year-on-year growth of 1.8%. Meanwhile, the pattern of demand improved
further, and the final consumption expenditure contribution to GDP growth accounted for 73.4% in the first
half of 2016, with a 13.2 percentage point increase over the previous year.
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Figure 1-2 Three industrial structural changes in China since 2012

80000 55%
0000 /
- 50%
40000
- 45%
20000
0 T T T T 40%
2012 2013 2014 2015 First half of
mmm Primary industry mmm Secondary industry 2016
mw Tertiary industry ——Proportion of tertiary industry

Source: National Bureau of Statistics of the People’s Republic of China

Third, there has been an increased proportion of ordinary trade in total trade. Since 2012, the amount and
proportion of general exports have continued to grow, as shown in Figure I-3. In the first half of 2016, the
total import and export proportion of general trade accounted for 56.4%, representing year-on-year growth
of 1.2%, of which general exports accounted for 55.7% of total exports, an increase of 1.3%.

Figure |- 3 Export trade proportion in China since 2012
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Source: National Bureau of Statistics of the People’'s Republic of China

Fourth, there has been a slowdown in fixed asset investment growth. As shown in Figure I-4, since 2012,
the growth rate has dropped significantly, although fixed asset investment across the country grew steadily.
In the first half of 2016, total investment in fixed assets showed year-on-year growth of 9%, which was
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1.7 percentage points lower than the growth rate in the first quarter of 2016. The nominal growth of
investment in real estate development across the country was 6.1% in the first half of 2016, which was
0.1 percentage points lower than the growth rate in the first quarter of 2016.

Figure 1-4 Total investments in fixed assets in China since 2012
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Source: National Bureau of Statistics of the People’s Republic of China

Fifth, there has been rapid growth of emerging industries. Since 2012, the growth of emerging industries
has been significantly higher than the GDP growth rate. As shown in Figure I-5, in the first half of 2016,
the added value of high-tech industries and the equipment manufacturing industry showed year-on-year
growth of 10.2% and 8.1% respectively, which are 4.2 and 2.1 percentage points higher, respectively, than
the growth rate of industrial enterprises above designated size.

Figure |- 5 Growth rates of high-tech industry and equipment manufacturing industry in China
since 2012
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Source: National Bureau of Statistics of the People's Republic of China

09



1.2 Japan (Prof. Itoh Motoshige)

Japan has experienced deflationary economic conditions for more than 10 years. The fact that nominal
GDP in 2015 was lower than that in 1997 indicates how serious Japan's deflation was during this period.
Figure |-6 shows the trend of Japan's nominal GDP since 1995. Abenomics, the macroeconomic policies
of the Abe Cabinet, declared the end to deflation as the most important economic policy target. Abenomics
introduced the so-called “three arrows,” that is (1) aggressive monetary policy, (2) flexible fiscal policy,
and (3) growth strategy that promotes private investment.

Figure 1-6 Japan’'s nominal GDP (unit: trillion JPY)
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Figure I-7 shows the trend of the monetary base and long-term Japanese Government Bonds in the balance
sheet of the Bank of Japan (BOJ) in recent years. These numbers have shown a dramatic increase since
2013. Many economic indicators responded very quickly to this change in monetary policy. The JPY
depreciated dramatically, Tokyo stock market prices surged, and the long-term interest rate declined further
(see Figures 1-8 and I-9). As shown in Figure I-6, nominal GDP also started rising from 2012, and is expected
to exceed 500 trillion JPY in 2016 for the first time after the 2008 financial crisis triggered by the collapse
of Lehman Brothers.
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Figure 1-7 Trends of monetary base and long-term JGB (units: trillion JPY)
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Figure 1-8 Trends of real exchange rate and market stock price
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Figure 1-9 Trends of long-term interest rate (unit: %)
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There have been various signs of recovery of the Japanese economy following the introduction of Abenomics.

Figure I-10 shows the real and nominal growth rates, which showed some signs of recovery. Consumer

price indexes moved from a negative inflation range to a positive inflation range, although the consumer

price inflation (CPI) rate, including energy prices, has shown a declining trend since the middle of 2014

due to a drastic fall of world oil and gas prices. Corporate profits have kept rising since 2012, and many

companies have experienced record high profits (Figure 1-13). In addition, employment data has shown

signs of recovery: the unemployment rate reached a low of 3.1% in June 2016, and the job-offer/job-seeker

ratio is the highest in the last 24 years (Figure |-14).
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Figure 1- 10 Trends of real and nominal GDP growth rate (units: %)
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Figure 1- 11 Trends of CPI
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Figure 1- 12 Trends of crude oil (WTI) and liquefied natural gas in Japan

UsDh USD per
per barrel million BTU
120 25
- /\ A FN\ "N
\VV4 - 20
AN "
i, 'l s’\‘ » “ ....
- ',l - ‘\\-" “\ = \‘,"\‘-_s _’4 -
"’-
/ - 15
/
,
60 -
’
‘!
o~ o 10
40 =
Crude Oil (left axis)
-=-=-=Natural Gas (right axis) 5
20
@ 1‘2‘3-4:5|s‘7¥a-9-1¢H152-3-4}5‘5}7-8-9141 I1.2-3;4|5|6;7.8-9i141]]|121‘2;314‘5;6-7:8!9l].dlm2-1-2}3‘4|5 6|7 B‘thill-lz-l\2|3|4§5-6-7‘B|9|Il]:l]:12.1|2|3}4‘5-6!7 9
2010 2011 2012 2013 2014 2015 2016
Source: IMF Primary Commodity Prices
Figure 1- 13 Trends of ratio of current profit to sales
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Figure |- 14 Trends of unemployment rate and job-offer/job-seeker ratio
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The economic trend changed slightly after consumption tax (value-added tax) was raised from 5% to 8%
in April 2014. Consumption responded negatively to the tax change. The JPY exchange rate started
appreciating from mid-2015, responding to various international events, such as China’s declining growth
rate, monetary policy of the United States, falling oil prices, and political events, such as Brexit. World
oil prices, which have fallen more than 70% from the peak, have had a negative effect on the inflation
rate. Although falling oil prices provided overall better supply-side conditions for the Japanese economy,
they have forced the timing of inflation targeting by the BOJ to be postponed. As a result of these changes,
the BOJ decided to introduce a negative interest rate policy in January 2016. The government decided
10 postpone the consumption tax increase to 10% until October 2019, and announced an additional fiscal
stimulation package in August 2016.

1.3 ROK (Dr. Jung Kyu-Chul)

The Republic of Korea (ROK) has grown at a low economic growth rate since the second half of 2014
mainly due to stagnating exports. The export-dependent country is struggling with slow global growth.
Its aging population has dragged down potential growth and economic conditions appear to be in a short-term
slump.

ROK's real GDP growth was recorded at about 3% in the second half of 2015 and the first half of 2016,
with growth in the former period helped by the government’'s consumption stimulus and growth in the
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latter period by the base effect of the contraction a year ago. This implies that ROK's growth momentum
is weak at present.

Figure |- 15 Real gross domestic product and exports (year-on-year percentage change)
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Private consumption has improved gradually since the second half of 2015, thanks to government measures,
such as an excise tax cut program, although not at a steady pace. Import prices have shrunk, improving
the terms of trade significantly, but sharply increased real gross domestic income has failed to boost private
consumption. Rising life expectancy highlights the necessity for vigorous preparation for post-retirement
years, making households increasingly reluctant to spend despite the rise in income; household consumption
has not risen as much as income has increased.

Facilities investment has been on the decline, which is mainly attributable to currently sluggish exports,
since demand for facilities investment relies heavily on exports. The capacity utilization in manufacturing
has remained very low, indicating poor demand for facilities investment. On the other hand, construction
investment has been on a fast rise. After the government embarked on alleviating loan-to-value and
debt-to-income regulations in the second half of 2014, the real estate market has been booming. The rapid
increase in pre-sale houses since the second half of 2015 helped construction investment gain double-digit
growth in the first half of 2016.

Exports have remained in a slump on the back of the slowing global economy and ROK's weakening global
competitiveness. In addition, ROK exports are more susceptible to global investment demand than exports
of other countries are. The global investment slump that has appeared in the wake of the global financial
crisis has had negative impacts on ROK's exports. In addition, imports are on a slow growth trajectory,
as exports and facilities investment remain feeble.
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Table |- 1 Macroeconomic indicators in ROK (year-on-year percentage change, unless noted

otherwise)

Annual Annual Annual Annual 1* half
GDP 2.3 2.9 33 2.6 3.0
Total Consumption 2.2 22 2.0 24 3.0
Private Consumption 1.9 1.9 1.7 2.2 2.7
Total Fixed Investment -05 3.3 34 3.8 4.2
Equipment Investment 0.1 -0.8 6.0 5.3 -3.5
Construction Investment -3.9 55 1.1 3.9 10.2
Total Exports 5.1 43 2.0 0.8 1.2
Goods Exports 4.4 45 1.1 0.5 0.1
Total Imports 24 1.7 1.5 32 25
Goods Imports 1.9 1.3 0.5 2.0 0.6
Current Account (USD billion) 50.8 81.1 84.4 105.9 50.0
Headline Inflation (%) 2.2 1.3 1.3 0.7 0.9
Core Inflation (%) 1.6 1.6 2.0 2.2 1.7
Unemployment Rate (%) 32 3.1 35 3.6 4.0

Note: p denotes preliminary estimates

Source: Bank of Korea

The current account, the gap between domestic savings and investment, is running a huge surplus on

continued low oil prices. Households are responding to rising life expectancy and longer post-retirement

years by saving more. On the other hand, companies have slashed their investment plans as business

has weakened. This has led to a huge surplus in the current account.

Headline inflation has exhibited long-term persistence at a very low level on the back of low oil prices.

Core inflation, excluding agricultural and petroleum products, is higher than headline inflation, but remains

low, which reflects poor domestic demand in the ROK economy. The protracted span of below-target

inflation has pushed the expected inflation of private economic agents sharply lower.

The unemployment rate has inched up mainly in manufacturing as exports have weakened. A particularly

sharp rise is observable in regions where corporate restructuring is now underway.
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2. Economic Adjustment of China, Japan, and ROK

2.1 China (Dr. Wei Jigang)

As China’s economy is entering a period of adjustment, innovation, coordination, greening, and opening-up
have become key words for guiding China’'s economic development and these concepts can be observed
throughout recent policy documents that have been issued (see Table |-2).

As the main driving force of China’s economic development in the new period, innovation has become
the core of recent economic policies. In the report of the 18th CPC National Congress in 2012, the idea
proposed was “scientific and technological innovation is strategic support for improving social productive
forces and overall national strength; therefore, it must be the focus of overall national development’.” In
addition, the Decisions of the CFPC Cenira/ Cormmmitee on Sorme Meor /ssues Concernnng Comurenensively
Deepering the FRelorrm (hereafter, the Decisions Corncerming Aeforrr) published at the end of 2013 also

’

mentioned the concept of “accelerating the construction of an innovative country’,” in particular to drive
the market to allocate elements of innovation by deepening scientific and technical system reform. In June
2015, the State Council issued On Severa/ Foicy Measwes Concernnng the Vigorous Fromotion of
Entreprenewrsip and /novaion, in which it expected that “promoting the funding chain can guide the
entrepreneurship and innovation chain, and the entrepreneurship and innovation chain can support the
industry chain, while the industry chain can drive the employment chain’.”

Coordination is an intrinsic requirement for sustainable development, and frequently appears in recent
economic policies. The report of the 18th CPC National Congress proposed the full implementation of the
five-in-one overall layout of economic construction, political construction, cultural construction, social
construction, and ecological civilization construction, as well as the promotion of the coordination of China’s
modernization construction and the relations of production and productivity, that is, the superstructure and
the economic foundation. In addition, the 7Zzeentty Five-Year Fan for National/ Fconomie and Socia/
Develgoment of the Fequie’s Reoublic of China (hereafter, the 77rteenty Five-Year a3 published in 2016
clarified that in the coming 5 years, China has to enhance the coordination of its development, including
increasing consumer contribution to economic growth, increasing investment efficiency and business
efficiency, improving urbanization quality, and promoting balanced development between regions.
Greening contributes to sustainability in economic and social development, and must not be ignored in
future economic development. The Aok 77 C/ia 2025 strategy stressed the principle of green development
and pointed out that adhering to sustainable development was an important focal point for constructing
a powerful manufacturing base; promoting the popularization and application of energy-saving and
environmental protection technologies, processes, and equipment; as well as fully implementing cleaner
production. At the end of 2015, the Chinese government proposed reform measures for “supply-side

' Report to the Eighteenth National Congress of the Communist Party of China, 2012

® Decision of the Cential Cormmittee of the Cormmunist Party of Chine on Sorme Melor lssues Concernng Comprelensively Degvening
e feforrm, 2013

* The State Council issued on Severa/ Folicy Measwes Concernming the Vigorous Fromotion of Entrepreneursiyjo and hnmovation2015
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structural reform” and the so-called “three out, one drop, one supplement,” which contained the concept
of greening. The /77/iteeni’y Five-Year e even directly declared “greening” as one of China’s development
concepts, and proposed that the basic national policies of “economic development must adhere to resource
conservation and environmental protection” and the acceleration of constructing a resource-saving and
environmentally friendly society.

The opening-up strategy has led to China’s current prosperity, and it should be an unswerving development
strategy in the future. The report of the 18th CPC National Congress came up with the idea of
"comprehensively improving our open economy,” which is to improve the open economic system of mutual
benefit and win-win results, multiple balancing, safety, and efficiency. The Decisions orn Feforrr proposed
building a new system of open economy, which includes some key initiatives, such as relaxing restrictions
on investment access, speeding up construction of free trade zones, and expanding the opening-up of
inland and border areas. On the other hand, the A&ae /77 China 2025 strategy has also pointed out the
need to improve the level of international development of the manufacturing sector, including improving
the level of utilization of foreign capital and international cooperation, enhancing cross-border operation
capacity and international competitiveness, deepening international cooperation between industries, and
speeding up the “going out” strategy.

Table | -2 Important economic policies and documents issued by the Chinese government
since 2012

Date of Issue Policies and Documents

November 2012 Report of the 18th CPC National Congress

Decisions of CPC Central Committee on Some Major Issues Concerning Comprehensively
November 2013 )
Deepening the Reform

May 2015 Made in China 2025 strategy

J 2015 On Several Policy Measures Concerning Vigorous Promotion of Entrepreneurship
une
and Innovation

November 2015 Supply-side Structural Reform and Three Out, One Drop, One Supplement

March 2016 The Thirteenth Five-Year Plan for National Economic and Social Development of the
arc
People’s Republic of China

May 2016 Strategy Outline of National Innovation-driven Development

Source: Jigang Wei, Senior Research Fellow, Industrial Economic Research Department, Development Research Center
of the State Council, P.R. China
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2.2 Japan (Prof. ltoh Motoshige)

In addition to the monetary and fiscal policies mentioned in Subsection 1.1.2, the Japanese government has
introduced a wide range of supply-side policies. These policies are known as the “Growth Strategy to Promote
Private Investment.” This implies that supply-side policy is aimed at increasing the potential growth rate as
well as reforms for the promotion of private investment (demand side). Adjusting to the trends in the global
economy is one pillar of the “growth strategy policies.” Japan launched negotiations for various mega-regional
economic partnership agreement (EPA) or FTA negotiations, including the China-Japan-ROK FTA (CJK FTA),
Trans-Pacific Partnership (TPP), Regional Comprehensive Economic Partnership (RCEP), and Japan-European
Union (EU) EPA. Agricultural reforms are important components of trade liberalization policies, and various
reforms, such as agricultural cooperative reform, have started. Increasing the number of foreign visitors to
Japan has been successful. The number of foreign guests to Japan has increased more than 90% since
2013". In addition, the Japanese government has introduced various policies to promote inward foreign direct
investment to Japan, although these efforts have not been very successful so far.

Labor market reforms are another important pillar of the “Growth Strategy.” A shrinking working population
has made it necessary to promote increasing labor participation of various types of workers, especially
female and senior labors. Increasing the participation of female laborers is particularly important for Japan
for various reasons related to enhancing work-life balance and providing a better environment for childcare.
Narrowing the gap between full-time workers and part-time workers is another important policy under labor
reform. The government has adopted the slogan “equal labor, equal wage.”

Corporate tax reform and corporate governance policies are two other important areas of Japan’s growth
strategy. The effective tax rate on corporate profits was lowered by 6 percentage points within a few
years, making Japan’'s marginal corporate tax rate lower than that in France and closer to that in Germany’.
As for corporate governance reform, a corporate governance code was introduced by the Tokyo Stock
Exchange, which has been effective at changing the behavior of listed companies.

2.3 ROK (Dr. Jung Kyu-Chul)

ROK embarked on restructuring of indebted companies in order to prevent disturbances in its economic
dynamics. The process is designed to downsize surplus facilities and labor mainly in sectors that are
experiencing a sharp decline in demand, such as shipbuilding and shipping businesses. However, this
restructuring could lead to economic slowdown and higher unemployment in the short run.

The policy authority has actively implemented macroeconomic policies to sustain economic growth. It drew
up a supplementary budget plan for 2016, as it did in 2013 and 2015. The 2016 fiscal budget is already
an expansionary one, but the government has decided to put in extra budget considering that the
restructuring of the shipbuilding industry might result in a slump and higher unemployment in relevant
regions.

* The number of foreign visitors to Japan was 10,363,904 in 2013 and 19,737,409 in 2015 (Japan National Tourism Organization).
® The FY2016 tax reform reduces the effective corporate tax rate to 29.97% (FY2016) and 29.74% (FY2018) in Japan. On the
other hand, the effective corporate tax rates of France and Germany are 33.33% and 29.72%, respectively.
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In June 2016, the Bank of Korea cut the base interest rate by 0.25% to 1.25% in response to continued
low inflation and lagging economic conditions. In addition, the reduction was intended to support a smoother
restructuring process.

Figure |- 16 Bank of Korea base rate (%)
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ROK is struggling with weak economic conditions and persistently low interest rates, leading to more capital
flow into the real estate market. Now, risks are looming larger as household debt, mainly home-backed
loans, has increased fast. In this regard, the financial regulatory authority drew up loan-screening guidelines
making it mandatory for banks to apply more thorough and stricter standards when evaluating a borrower’s
repayment ability.

3. Economic Prospects

3.1 China (Dr. Wei Jigang )

Looking into the future, China will maintain steady economic growth and a continuously upgrading economic
structure. Based on its 30-year history of reform and opening up, with the government'’s strengthening
supply-side structural reform and escalating market demand, China's comparative advantage and its
corresponding international industrial specialization will be further enhanced, thereby facilitating China’s
development as an economic giant with international competitiveness. As the world’s second largest
economy, changes in China’s economic structure will not only undoubtedly have a broad impact worldwide,
but also bring many new opportunities to neighboring countries. In particular, under the guidance of
“innovative development” and “opening and sharing,” there will be an increasing number of opportunities
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for China’s emerging industries to communicate and cooperate with advanced countries (e.g., Japan and
ROK), which will lead to a harmonious, mutually beneficial, and win-win situation between these countries’
emerging industries.

3.2 Japan (Prof. Itoh Motoshige)

Japan is still in the process of putting an end to deflation. Although Abenomics was quite effective at
mobilizing changes in various economic indicators, such as the exchange rate, stock prices, corporate profits,
the unemployment rate, government tax revenue, and the interest rate, consumption and investment have
not been sufficiently strong to fill the deflationary gap®. Furthermore, export demand has not expanded
owing to shrinking world demand. Macroeconomic policies face a new period. Negative interest rate policy
was finally introduced by the BOJ, and the government has announced an additional fiscal stimulation
package in addition to the postponement of the consumption tax increase. As shown in Figure I-9, the
long-term interest rate reached a record low after the BOJ introduced the negative interest rate policy.
It is too early to assess the effects of these fiscal and monetary policies.

The Japanese government runs a significant budget deficit and suffers from a large amount of debt. Fiscal
reform is one of the top priorities of government policies. The government has set a target of achieving
a primary fiscal balance surplus by the fiscal year 2020. Figure |-17 shows the changing pattern of primary
fiscal balances. Up to 2015, the trend followed the government’s targets set in 2010. Further reform in
fiscal spending, especially in social security spending is necessary to achieve the 2020 target.

Figure 1- 17 Trends of primary deficit of central and local governments (ratio to GDP)
(1990-2020)

—iF-Central Government

—--Local Governments

—O— Central and Local Governments

* Data after FY2016 is Economic Revitalization Case in "Economic and Fiscal
Projections for Medium to Long Term Analysis" (January 2016).

1990 1992 1994 1996 1998 2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 2020

Sources: Cabinet Office and Ministry of Finance, Think about the Finance of Japan

® Japan Cabinet Office shows the deflationary gap is -1.1% in 2015.
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3.3 ROK (Dr. Jung Kyu-Chul)

ROK is forecasted to grow at the mid-2% level in 2016-2017. lts exports and facilities investment will
remain weak on the back of the slowing global economy, whereas construction investment will continue
to grow strongly, raising domestic demand. Therefore, ROK in 2016-2017 is projected to maintain moderate
growth at a similar rate to the 2.6% achieved in 2015.

Private consumption will be low at 2.3% on the protracted influence of ROK’s structural factors, such
as rising life expectancy, while real income will increase amid continued low interest rates. Facilities
investment is expected to drop quite sharply (-3.4%) in 2016 on the back of sluggish exports, whereas
construction investment is expected to rise significantly (6.3%) in 2016, taking into account the boom in
the pre-sale housing market from the second half of 2015.

Exports are projected to remain in a slump in 2016, as their competitiveness has weakened on the back
of the fast catch-up of latecomers in the global market. It is expected that 2016 will exhibit low growth
of 1.4% driven by the base effect of the contraction (0.7%) in 2015. Imports will rise only 2.3% on sluggish
performance in both domestic demand and exports. The current account is expected to incur a surplus
of 110 billion USD on the back of ROK's structural factors, such as rising life expectancy.

Headline inflation is forecasted to remain low at around 1% in 2016, although this is slightly higher than
0.7% in 2015. Core inflation is projected to register 1.6% in 2016, down from 2.2% in 2015. The output
gap (actual GDP less potential GDP) will remain negative as economic activities have been weak. The
protracted span of below-target inflation will cause the expected inflation rate to be sharply lower, pointing
to continued low inflation.

Unemployment is projected to register 3.8% in 2016, marginally up from 3.6% in 2015, as corporate
restructuring proceeds.
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Chapter I
Trade in Goods and Services

1. Trade in Goods

1.1 Trends of Trade in Goods of China, Japan, and ROK

World export growth most generally is higher than world GDP growth. This is also true for the period
since 1995, as depicted in Figure II-1. There were only two exceptions: 2001, a year after the IT bubble
crash, and 2009, a year after the Lehman crisis. For other years until 2011, world trade expanded faster
than world GDP, which means that trade was an important driving force for world economic growth.
However, since 2012, world export growth was lower than world GDP growth for 4 consecutive years.
World GDP grew at 3.5% in 2012, 3.3% in 2013, 3.4% in 2014, and 3.1% in 2015, while world exports
grew at 2.8% in 2012, 3.3% in 2013, 3.2% in 2014, and 2.3% in 2015. Behind the declining trend of export
growth rates was the falling GDP growth of emerging countries such as the countries comprising the
BRICS bloc. The so-called secular stagnation of industrial countries (Summers, 2016) has been another

reason for declining export growth rates. China, Japan, and ROK, whose economies depend heavily on
exports, suffered from weak export demand.

Figure I1-1 Trends of world exports and the world economy (unit: growth rate, %)
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Sources: IMF, World Economic Outlook Database; WTO, International Trade Statistics Database

The changing trend in world trade is reflected in trade in goods growth in China, Japan, and ROK. The
trade amount of the three countries was about 18% of world trade in 2015, and the changing pattern
of world trade and that of the three countries showed some similarities.

China's trade, both in exports and imports, expanded until 2014, but declined in 2015. Stagnant world
demand and increasing labor costs in China might explain some part of China’s shrinking exports in 2015.
China’s imports showed a similar trend to exports: imports declined for the first time in 5 years by around
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18%, with imports declining faster than exports. This was related to the drop of oil and gas prices, as
discussed below.

Weak world economic growth and trade have been reflected in Japan's exports, which recovered to
pre-Lehman crisis levels by 2011 but continued to decline thereafter. Depreciation of the JPY since 2012
was reflected in the decreasing USD value of Japan’'s exports in this period, and the JPY value did not
decline as much as the USD value. Major export industries, such as automobiles, kept the USD prices
of their products rather than cut prices in the face of the depreciating JPY; that is, they chose to increase
their profit margins rather than to increase export quantity. Thus, the quantity of Japan’'s exports did not
increase much even under a depreciating JPY.

Another important point in the recent trends of Japan's trade is that imports have declined since 2013.
Price declines of oil and gas during this period contributed substantially to this decrease in imports. In
2013, when the world oil price peaked, Japan's imports of oil, coal, and gas were about 28 trillion JPY,
about 6% of GDP. After the Fukushima nuclear plant accident in 2011, all nuclear power plants in Japan
were shut down and Japan had to increase its imports of oil and gas for power generation. As shown
in Figure 1I-3, this led to a dramatic expansion of Japan’s trade balance deficit after 2011. However, the
substantial decrease in the world oil and gas price since 2014 contributed to the decrease in Japan's imports
since 2014. Japan's trade balance deficits decreased substantially to almost zero in 2015.

China and ROK, whose economies also depend on oil and gas imports, benefited from the oil and gas
price drop. The decrease in imports of these two countries from 2014 to 2015 reflected the decreasing
import costs of oil and gas.

ROK'’s exports dropped 8% from 2014 to 2015. China’s weakening growth was the most important factor
for this change. ROK's imports did not change much in recent years: they were 516 billion USD in 2013
and 526 billion USD in 2014 before dropping to 436 billion USD in 2015. The decrease in ROK's imports
partly reflects the weak domestic economy but the drop in oil and gas prices also contributed, like in
China and Japan.

Figure 11-2 Trends of trade in goods of China, Japan, and ROK (units: USD billion, %)
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As for trade balances, China runs a large trade surplus, which has been increasing rapidly recently and
reached 679 billion USD in 2015. The most recent surge in China’s trade surplus reflects the price drop
of oail, gas, and other resources. China enjoyed improved terms of trade due to cheaper oil prices.
Japan, which enjoyed a large trade surplus before the Lehman crisis, experienced a declining trade surplus
and then an expanding trade deficit. Its aging population and changing industrial structure were behind
these trends. Japan's trade deficit expanded rapidly after 2011 following the Fukushima nuclear plant
accident, increasing its dependence on oil and gas for power generation. Japan's trade deficit reached
more than 100 billion USD in 2013 and 2014 but fell to almost zero due to the sudden drop of oil and
gas prices.

ROK continued to have a trade surplus, which in 2015 amounted to 90 billion USD, from 47 billion USD
in 2014. The drop of world oil and gas prices contributed to this rapid expansion of ROK's trade surplus.

Figure Il-3 Trade balances (units: USD billion)
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China, Japan, and ROK are major global trading countries. In 2015, China was the world’s largest trading
country while Japan and ROK ranked fourth and eighth, respectively. China was the largest exporter and
second largest importer, and Japan was the fourth largest exporter and fourth largest importer, whereas
ROK was the fifth largest exporter and ninth largest importer.

China's share of global trade has increased continuously. China’s share of exports was 7.3% in 2005 and
increased to 13.9% in 2015. Japan's share of global exports has continuously decreased, from 5.7% in
2005 to 3.8 % in 2015. However, the decline stopped in 2015; the share in 2014 improved from 3.7%
t0 3.8% in 2015. ROK’s share of global trade mostly increased from 2005 to 2015, when it reached 3.2
%. On the import side, the same trends were evident for the three countries except that the share of
imports dropped in 2015 for all three countries due to the drop of oil and gas prices.
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Figure 1l- 4 Share of world trade in goods of China, Japan, and ROK
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1.2 Changing Patterns of Trade

2008 2003 2010 2011 2012 2013 2014 2015

China, Japan, and ROK had quite similar patterns with regard to export product categories. They shared
three product categories among their top five export categories in 2015: electrical machinery, general

machinery, and steel and base metal. They shared eight product categories among their top 10 export

categories in 2015. However, various important differences lurk behind the face-value similarities, and these
hidden differences are essential to understand the nature of the division of labor among the three countries.

Table II-1 Comparison of top China, Japan, and ROK export products in 2015 (HS 2-digit code)

China Japan ROk
HZ code  Commodity description Share |H3 code  Commodity description . Share |HS code  Commodity description Share
[=ls] Electrical machinery 263 86-85 Transport eguipmeant 242 a5 Electrical machineny 263
o4 General machingry 160 o4 General machingry 1848 86-89 Transport eguipment 2058
6163 Apparel and clothing g3 a5 Electrical machinery 153 a4 General machingry 118
TE—EE) Steel and base metal 748 T2 Steel and base metal 84 72-83 Steel and hase metal 54
4-pg  TumituE tovand .o o5 38 Ghemical products 75 | 39-40  Plastios and rubber 6.7
miscellanecus
86-89  Transport ecuipment 47 | 9o-gg  OFtical instrumentsand oo g g8 Gremical products 65
apparatus
28-38 Chemical products 47 38-40 Plastics and rubker 2 25-27 Mineral products 6.4
39-40  Plastics and rubker 38 | 25-27  Mineral products 20 | 9o-gg  OPtiEal instruments and -,
apparatus
50-60 Textiles 37 Fil Precious metal 16 50-60 Textiles 27
00-992 Optical instruments and 26 50-50 Textiles 19 16-24 Food, bevarages and 0s
apparatus tobacco

Source: UN Comtrade Database [onling]
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Figure 11-5 Share of China’s export products (1988-2015, HS 2-digit code)
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Figure 11- 6 Share of Japan’s export products (1988-2015, HS 2-digit code)
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Figure 11-7 Share of ROK's export products (1988-2015, HS 2-digit code)
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Figures II-5, 11-6, and 1I-7 show the changing trend of trade of China, Japan, and ROK. In China, the share
of apparel and clothing has been decreasing and the share of electrical machinery has been increasing.
In Japan, the share of electrical machinery has been decreasing. In ROK, the share of transportation
eguipment has been increasing.

The composition of import product categories among the three countries is also quite similar. In 2015,
their top three import product categories were the same, although the order of importance differed. Mineral
products were important import products for the three countries, accounting for 17.8% in China, 24.1%
in Japan, and 26.7% in ROK. The recent fall in mineral product prices benefited the three countries. Similar
shares of exports and imports in the categories of electrical machinery, transportation equipment, and general
machinery implies that the three countries were in competitive positions in these industries but at the
same time complemented each other through a regional division of labor.

29



Table Il -2 Comparison of top China, Japan, and ROK import products in 2015 (HS 2-digit code)

China Japan ROk
HS code  Commodity description Share [HS code  Commodity description Share |HS code  Commodity descrigtion . Share
a5 Electrical machingry 257 25-27 Mineral products 241 25-27 Mineral products 267
2527 Mineral products 178 g5 Electrical machineny 144 a5 Electrical machineny 178
84 General machinery 93 84 General machinery a5 54 General machinery 106

28-38 Chemical products 6.7 26-38 Chemical products a0 72-03 Steel and base metal =)
00-52 Cptical instruments and
apparatus
8609 Transport eguipme nt 58 F2-83 Steel and base metal 45 [lalpyuts) Transport eguipment 458
20-83  Steel and base metal 55 90-57 Optical instruments and 47 50-57 Optigal instruments and
apmaratus apparatus
3840 Plastics and rubber 47 [alafmnts) Transport_eguipment 42 3540 Plastics and rubber a2
- _ Food, bevarages and
G-14 Yegetahles products 36 16-24 tBlesi
Live animals; animal

62 61 -63 Apparel and clothing 48 28-38 Chemical products 83

43

3a 6-14 YWegetakbles products 21

Food, bevarages and

50-60 Textiles 15 1-5 products 34 | 16-24 i 18
Source: UN Comtrade Database [online]
Figure 1l1-8 Share of China’s import products (1988-2015, HS 2-digit code)
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Figure 11-9 Share of Japan’s import products (1988-2015, HS 2-digit code)
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Figure 1l1- 10 Share of ROK’s import products (1988-2015, HS 2-digit code)
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Table IV -2 Past history of Japan-China-ROK Free Trade Agreement

Sources: Ministry of Foreign Affairs of Japan
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Chapter V
Industrial Cooperation

1. China (Dr. Wei Jigang)

1.1 Overview of China’s Emerging Industries

China has been developing strategic emerging industries since 2010. In October 2010, the State Council
issued ZDecisions on Speeang wp the Cultivation anad Develgoment of Strategie Fimergimng mausties
(hereafter, the Decisions on Emerging /naustrias), in which energy-saving and environmental protection
industries, the new generation of information technology, biotechnology, high-end equipment manufacturing,
new energy, new materials, and new energy vehicles are officially regarded as strategic emerging industries.
Thereafter, 77e 7wel?/ Five-Year Develqorment Fragram of China'’s Stiategic Eimergimg Inaustres issued
by the State Council in July 2012 further detailed the key directions and primary mission of seven strategic
emerging industries. In 2016, 77e 7/wrteentty Five-Year Fan was released and the strategic emerging
industries were restated therein; these industries are the new generation of information technology,
biotechnology, spatial information intelligence, energy storage and distributed energy resources, high-end
materials, and new energy vehicles.

The development of China’s strategic emerging industries in recent years has essentially enabled the country
to reach its expected goals and has become the main driving force to support its economic growth. First,
the proportion of strategic emerging industries in the national economy has continued to increase. As shown
in Figure V-1, related added value accounted for 7.35% in 2013 and 7.64% in 2014. In 2015, the target
of 8% was realized.

Figure V - 1 Proportion of added value of China’s strategic emerging technology industry in
GDP from 2010 to 2015
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Second, the strong momentum of strategic emerging industries has become the mainstay for filling the
gaps caused by the decline of traditional industries as well as for maintaining economic growth. As shown
in Figure V-2, the revenue growth rates of strategic emerging industries in recent years were consistently
higher than the growth rate of total listed companies. In the first quarter of 2015, the listed companies
in strategic emerging industries achieved revenue of 444.96 billion RMB, marking a year-on-year increase
of 16%, while the revenue growth rate of total listed companies over the same period was -0.01%.

Figure V - 2 Revenue growth rate of listed companies of strategic emerging industries since
fourth quarter of 2012
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Source: Report on the Development of China's Strategic Emerging industries (2016)

Last but not least, strategic emerging industries have become the hot spot of recent investment and
consumption. As shown in Figure V-3, the net fixed assets of listed companies of strategic emerging
industries has maintained rapid growth since 2011, and reached 973 billion RMB at the end of the first
quarter of 2015, representing an increase of 20.6% over the same period last year, which is significantly
higher than the growth rate of listed companies (10.7%). At the same time, sustainable, informed, and
green consumption also has become the main growth points to drive recent consumption.
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Figure V - 3 Changes in net fixed assets of listed companies of strategic emerging industries
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1.2 Analysis of China’s cooperation with Japan and ROK

In order to seize opportunities for a new scientific and technical revolution to create new impetus for national
economic growth, China, Japan, and ROK have established their respective development strategies for
emerging industries. Japan has promulgated the Japan Revival Strategy, focusing on the development of
the internet of things, robotics, automation, pilotless aerial vehicles, and other fields concerning the fourth
industrial revolution. ROK launched the Development Strategy and Planning of New Growth Impetus,
focusing on the development of six main industries, including energy and environment, new information
technology, and bio-industry. It is obvious that China, Japan, and ROK share high consistency in the
development trend of emerging industries. Moreover, since the comparative advantages of the three
countries are highly complementary, the space for cooperation is broad.

At present, China, Japan, and ROK have essentially established a good communication mechanism, and
cooperation of multi-levels and multi-zones has penetrated all areas of emerging industries. First, the
foundations of the communication and cooperation mechanisms of the three countries have been
established. The highest level of the communication mechanism for leaders from the three countries is
the China-Japan-ROK leaders’ meeting. In December 2008, the leaders of China, Japan, and ROK began
to hold separate meetings and issued a ot Staternent for Trpartite Fartrers/yp. Thereafter, in September
2011, the Trilateral Cooperation Secretariat was set up in Seoul, ROK to support the operation of consultation
mechanisms of the three countries. In the fifth China-Japan-ROK leaders’ meeting held in 2012, the three
countries initiated negotiations for the CJK FTA and officially signed the /vestment Agreement of Chinag
soan, and AOK” In November 2015, the China-Japan-ROK leaders’ meeting was reinstated in Seoul, marking
the restoration of the high-level communication mechanism. In addition, under the framework of the trilateral



2016 Trilateral Economic Report

meeting, the three countries established a series of communication mechanisms for medium- and high-level
officials, such as the Trilateral Foreign Ministers’ Meeting, Trilateral Meeting of Ministers of Economic Affairs
and Trade, Trilateral Meeting of Ministers of Education, and Trilateral Culture Ministers’ Meeting.
Second, China, Japan, and ROK have cooperated in many emerging industrial fields. Driven by the Chinese
government’s incentive policies and opportunities in emerging industry markets, Japanese and ROK
enterprises have established cooperative relationships with Chinese enterprises in emerging industries. In
the field of energy conservation and environmental protection, Anhui Conch Group of China and Kawasaki
Heavy Industries of Japan have joined hands to develop cogeneration devices, which are equipped to
conserve energy, reduce emissions, and transform recycling technology. In addition, the companies have
established a joint venture specializing in manufacturing cogeneration devices and supplying cogeneration
turnkey project services. In the field of new generation of information technology, Hynix and Wuxi Industry
Development Group Co., Ltd. have a joint venture to establish a semiconductor plant in Wuxi City, Jiangsu
Province, China, aiming to help with China’s integrated circuit (IC) industry system. In the field of new
energy, Power Generation Co., Ltd., of Korea established a joint venture with Luoyang Yatai New Energy
Technology Co., Ltd. Relying on technologies developed by their joint efforts, their joint venture is committed
to developing a 686 MW maglev all-weather wind farm project in Ruyang, Henan Province. In the new
energy automotive industry, China's first fully automated battery production line and semi-PACK module
assembly line established by Beijing Automotive Group, Beijing electric company, and SK Group of ROK
have been put into operation, and will help enhance the competitiveness of new energy vehicles of Beijing
Automotive Group.

In addition, cooperation in the emerging industries of China, Japan, and ROK has been extended to multiple
levels. With the increase of China's comparative advantage, Japanese and ROK enterprises have begun
to establish businesses with high-end product manufacturing in China. For example, Toyota started to produce
core components of dual-engine hybrid power systems in China, including batteries, electrical machines,
PCUs, and Atkinson cycle engines. Meanwhile, Samsung Electronics has invested in a NAND Flash
production line of 10 nanometers in Xi'an. Moreover, Japanese and ROK enterprises have greater access
to the high end of industry chains, such as R&D. Toyota has set up the largest R&D center in the global
R&D system in China to study the localization of hybrid power technology and its applied technologies.
Hyundai Motor Company established the only international R&D center for new energy vehicles in China,
in addition to its R&D headquarters in ROK. Japanese and ROK enterprises have brought not only upgraded
manufacturing and R&D to China, but also demonstrations of new technologies and new products as well
as new competitive pressures, which will promote the common development of enterprises of the three
countries.

Last but not least, cooperative relationships of the three countries have been established in a wide area.
Since the normalization of diplomatic relations in 1972, China and Japan have established 245 sister-city
relationships. China and ROK established diplomatic relations in 1992, and more than 100 sister-city
relationships have been developed since then. All these developments promote economic and trade
cooperation as well as cultural exchange. In recent years, China, Japan, and ROK have started to strengthen
cooperation in industrial park co-construction. In 2012, the governments of China and Japan launched the
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Sino-Japanese Eco-industrial Park Project in Caofeidian, Tangshan, aiming to attract the transfer of Japan's
high-quality industries, especially strategic emerging industries, and to build an energy conservation and
environmental protection equipment-manufacturing base in collaboration with Chinese enterprises. Other
industrial parks have been co-constructed by Chinese and Japanese enterprises in Lianyungang and Wuijin.
A memorandum for co-constructing a Chinese and ROK industrial park in Chongging Liangjiang New Area
was signed in 2011 by the Chinese and ROK governments, aiming to introduce advanced manufacturing
industries and cultural creative industries from ROK and to focus on creating high-end emerging industries.
In 2015, under the FTA framework of China and ROK, the Chinese Ministry of Commerce and the ROK
Ministry of Trade, Industry and Energy signed another memorandum concerning cooperation in opening
up more industrial parks, of which the first phase will involve cooperating with ROK's Saemangeum Project
in Yantai of Shandong Province, Yancheng of Jiangsu Province, and Guangdong Province. Among them,
the cooperation is centered on a sophisticated electronic industry in Guangdong Industrial Park, biomedical
and pharmaceutical industries in Jiangsu Industrial Park, and high-end equipment industry in Shandong
Industrial Park.

2. Japan (Prof. ltoh Motoshige)

2.1 Emerging Industries in Japan

Innovation is the most important source of economic growth for any country. This is also the case for
China, Japan, and ROK. In addition, innovation plays an important role for the three countries to overcome
difficult issues, such as aging populations and environmental problems. Consider, for example, the issue
of global climate variation or global warming. In order to achieve their commitments under the 21st
Conference of the Parties (COP21) of the United Nations Framework Convention on Climate Change, China,
Japan, and ROK need to apply drastic measures to curtail their emissions of warming gases such as carbon
dioxide. In the case of Japan, the amount of curtailment will be about 80% from the present emissions
level. To achieve the targets, it is vital to make full use of advanced technology. For example, automobile
industries must shift fully to electric vehicles and fuel cell technology by 2050. Internal combustion engine
cars will not be able to survive, nor will hybrid engine cars. This is a very difficult adjustment for automobile
industries, but it also offers various opportunities for investment and technological progress for the industry.
It is important to note that emissions are not the only challenge for the automobile industry. Recent
developments in automatic driving cars make it clear that the entire system of transportation will be
transformed by innovative technology. Emissions-free cars, automatic driving, and car-sharing systems will
be only the tips of the iceberg for the transformation of the transportation system.

Energy reform is quite important for transforming societies from carbon fuel consumption to increasing
use of renewable energy. Japan has introduced drastic measures involving electricity system reforms, of
which the core components are unbundling of generating and transfer networks, full liberalization of the
retail system, and more efficient use of wider electric networks. These reforms will make it easier to
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increase the capability of renewable energy and will transform the power system from a centralized system
to more of a decentralized one. Increasing use of renewable energy is at the center of emissions control
policies considering the fact that power generation is the largest consumer of fuel energy.

What is often called Fourth Industrial Revolution is becoming an increasingly critical element for considering
the future of industries and societies. Very rapid improvements can be identified in such areas as robotics,
use of big data, expansion of cloud computing, and the internet of things. Reliance on information networks
is expanding and deepening further. The total amount of electricity used for computer servers alone in
the entire world is larger than the total amount of electricity used in Japan. This fact indicates how large
the use of computer servers is and this trend is expected to continue. Various industries are moving forward
to adopt these technological trends and many are deeply related to regulatory reforms and government
industrial policies. Some of the major cases are worth mentioning below.

Automatic driving motor vehicles, which have been mentioned above, are a typical innovation causing the
automotive industry as a whole to move very rapidly to adapt to changing technology. All major car producers
have increased their research budgets to include automatic driving technology. Toyota, for example, has
established an independent research laboratory in the United States for this technology. There are increasing
examples of collaboration with overseas companies, with venture companies, and with companies in other
industries. New technology in the automobile industry is not restricted to automatic driving. As mentioned
earlier in this subsection, the shift from engine vehicles to electric vehicles is another area of focus for
R&D expenditure. In addition, information technology is increasing the possibilities associated with the
sharing economy. The success of sharing business by Uber Technologies Inc., a US multinational online
transportation network company, has stimulated similar businesses in many countries.

The distribution system is another area that has been affected strongly by changing information technology.
Amazon.com has been expanding rapidly in the East Asian market, including China, Japan, and ROK. The
use of big data is very critical for the success of internet retail businesses. The relationships between
the manufacturing sector and consumers have changed substantially. Collection of information directly from
consumers is becoming very important for the success of product development and marketing strategy.
Traditional business models are losing their competitiveness to new ones utilizing information technology.
In addition, internet retail networks provide many products with increasing opportunities for penetrating
overseas markets. For example, Chinese internet retailers are important windows for many Japanese
products to reach Chinese consumers.

Furthermore, the manufacturing sector has been adopting new information technology in various ways.
The internet of things is effective for increasing efficiency in manufacturing activities. Machines and factories
are connected to larger information networks through various sensors. Information in factories is collected
and used for improving production systems. The Industry 4.0 Project in Germany has stimulated similar
projects in various industries in China, Japan, and ROK. Artificial Intelligence is another important technology
affecting the future of the manufacturing sector. This technology is closely related to the advancement
of robotic technology. China, Japan, and ROK have obtained competitive advantages in the use of robotics
for manufacturing, and increasing use of advanced artificial intelligence technology is critical for enhancing
the competitiveness of the manufacturing sector.
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The use of big data is another promising source of transformation for various industries. The retail sector,
as mentioned previously, is a typical example. The use of IC cards at the counters of retails stores provides
very valuable information for retailers and manufacturers. In Japan, such cards as the T-point card and
the Ponta card are used by more than 53 million and 70 million people, respectively, each of which represents
about half the entire population’. Through the data and information obtained from these cards, suppliers
(retailers and manufacturers) can obtain various kinds of information about consumers. The skills of analyzing
big data are becoming critical for the success of businesses. Information gleaned by using cards is a typical
example of the internet of things. Information is automatically collected through the devices and information
collected is connected to internet networks for various kinds of analyses.

Medical services are another area in which the use of big data is transforming industries. Very large amounts
of data on medical treatments and diagnoses have been collected through national-level medical insurance
systems in the past, but these data were not used much for various reasons. One of the barriers to using
the information is that much of the data has been stored as analog data up to now. Even for cases in
which data were stored as digital data, the data were not connected among different insurance systems.
Intensive use of diagnosis and treatment data is one of the top priority policy objectives for medical policies.
Big data analysis reveals business opportunities for these industries that can be exploited to improve the
quality of medical services without significantly increasing costs. Artificial intelligence technology has been
introduced increasingly in diagnoses, and intensive research has been conducted on the use of artificial
intelligence for various aspects of medical treatment and services. Furthermore, robotic technology is
expected to contribute to the efficiency of medical services and old-age care services given the fact of
declining working populations.

The use of information technology for financial services, otherwise known as “fintech,” is expected to
transform financial industries. An increasing number of new businesses have been established and traditional
big financial institutions are entering fintech business areas. It is natural for financial services to change
with the development of information technology, since the collection, analysis, and utilization of data are
the basis of the activities of financial services.

2.2 Trilateral Cooperation in Emerging Industries

China, Japan, and ROK face very similar challenges and opportunities in their newly emerging industries.
They will lose their competitiveness in many areas if they do not adapt to changing technological trends,
and they will expand their growth opportunities if they can ride on the technological trend. Open innovation
is an important feature of information technology. Individual companies or individual countries cannot survive
the race of technological development and adoption without relying on networks of outside resources.
For China, Japan, and ROK, industrial cooperation is vital at the industry level as well as at the public
policy level.

At the industry level, one can consider several kinds of collaboration among the three countries for further

° There are about 53 million T-point card members and about 70 million Ponta card members (Nihon Keizai Shinbun, morning
newspaper, p.13, July 17, 2015).
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expansion of business opportunities of the newly emerging industries. Expanding the division of labor in
the region makes it necessary to increase trade in the region. Advanced capital goods and materials from
Japan are necessary for Chinese and ROK firms to produce advanced goods, and cost-efficient intermediate
goods from China and ROK are necessary for the success of manufacturing companies in Japan. FDI among
the three countries should be expanded to further promote division of labor across these countries. In
addition, M&As will play an important role for the restructuring of industries.

Removing trade and investment barriers is quite effective for expanding trade and investment in the region,
and will promote further innovation in the region. The governments of the three countries can play important
roles for promoting industrial cooperation in various industries. Global warming is a typical example in which
the active roles of governments are vital. The three governments of China, Japan, and ROK can collaborate
for the implementation of COP21 targets.

3. ROK (Dr. Jung Kyu-Chul)

3.1 Industrial Cooperation in the Cultural Industry

The economic slowdown is a worldwide phenomenon. In the wake of the global financial crisis, global
investment has moderated and the demand for manufacturing products has shrunk. Most countries have
attributed their growth to consumption, rather than investment, and to the services sector, rather than
the manufacturing sector. Moreover, the manufacturing sector has hardly improved in productivity. With
conventional industries becoming unable to create higher demand, each country is scrambling to find a
new growth engine. This subsection describes the cultural industry, often known as the creative industry.
This subsection discusses the current status and characteristics of the cultural industry and how to promote
cooperation among China, Japan, and ROK.

The cultural industry market is booming fast across the world. It grew by 20.1% to 1,904 billion USD
in 2014 from 1,572 billion USD in 2010. It grew at an annual average rate of about 5% in the late 2010s,
and is projected to expand to 2,425 billion USD by 2019. By sector, as of 2014, knowledge information
services accounted for 28% of the total cultural industry, followed by advertising at 21%, broadcasting
at 19%, and publishing at 16%. In the late 2010s, publishing is expected to shrink from 16% to 13%
while knowledge information services are expected to expand from 28% to 32%.
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Figure V -4 Global cultural industry market forecast, 2010-2019 (USD billion, %)
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The United States is the largest market for the cultural industry in the world, accounting for one-third,
or 660 billion USD, of the entire market share in 2014, followed by Japan at 9% (168 billion USD) and
China at 8% (149 billion USD). ROK's market share accounted for 3% (52 billion USD). China’s cultural
industry is forecasted to grow 10.6% on an annual average basis in 2014-2019 with its market share
expanding rapidly as well. Moreover, the market is expected to show impressive growth in developing
economies with large populations and fast-growing economies, such as Indonesia (11.7%) and India (10.5%),
since network infrastructures and mobile devices are spreading quickly in these countries.

Figure V -5 Cultural industry market sizes by country, 2014 (USD billion)
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The cultural industry is labor intensive and thus creates numerous jobs. To investigate this more deeply,
this study analyzes ROK's input-output table for 2014. The coefficient of employment inducement denotes
the number of people hired to produce final demand worth 1 billion KRW in a certain industry. Intermediate
inputs are also taken into account. Thus, the total number of employed people in relevant industries is
calculated to obtain the coefficient of employment inducement. The results show that the coefficient is
21.4 people per 1 billion KRW in the cultural industry, which is 1.7 times that of the all-industry average
(12.5 people per 1 hillion KRW) and almost two to four times that of ROK's major manufacturing industries,
including machinery (9.1 people), transportation equipment (7.9 people), and electrical and electronic devices
(5.3 people). Increasing automation in the manufacturing sector has been regarded as an impediment to
job creation efforts worldwide. The progression of the cultural industry might help overcome this hurdle.
Moreover, the cultural industry is increasingly considered an important export industry. It can reap economies
of scale. In other words, once a product is generated, almost no extra work or cost is required to make
copies of it, implying that cultural products will enjoy much larger profits in the global market. Cultural
products themselves are a value-added item for exports, and can help boost sales of derivatives of cultural
product, such as character goods. In addition, exporting cultural products could contribute to creating positive
impressions about exporting countries in the export market. In short, cultural product exports can expand
the demand for goods from other industries and bring positive impacts to exports in general. It could even
help attract more foreign tourists.

One of several significant differences between manufacturing and cultural industries relates to environmental
issues. Most manufacturing industries are the main causes of serious pollution that occurs in production
processes. As a result, environmental problems have worsened worldwide and are nowadays regarded
as one of the major sources of international conflicts. On the other hand, the cultural industry is more
environmental friendly, making it much more suitable as an industry with prospects for sustainable growth.
Growth in China, Japan, and ROK has been led by the manufacturing sector, which, however, has been
in a slump since the global financial crisis, with little prospect for a turnaround in the near future. This
situation suggests that the three countries should move toward fostering a new growth engine. In this
context, the cultural industry could be a highly promising candidate. Advanced economies, including the
United States and United Kingdom, have already designated it as a major source of value-added creation
and these countries have provided the industry with government support.

3.2 Trilateral Cooperation in the Cultural Industry

This subsection discusses trilateral cooperation in the cultural industry. As China, Japan, and ROK are located
in close proximity, they share a long history of cultural exchange, which has created certain cultural
similarities among them. Of course, their cultures are not identical, as each has progressed on its own
path of development. Such conditions can actually be very advantageous for trading cultural products, since
the consumers in each country find it comfortable to accept each other’s cultural products. In addition,
cultural product transactions could help consumers in each country enjoy greater product diversity.

Collaboration in the cultural industry would serve more than just economic interests. As mentioned earlier,
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cultural product transactions could provide the public with a better understanding of countries other than
their own. Historically, the three countries have been more like competitors than partners. Scars incurred
from past wars among them remain unhealed, and territorial disputes are ongoing. Collaboration in the
cultural industry could be a starting point to solving these unresolved tensions. While trading each other’s
cultural products, the populations of the three countries would obtain better understanding of each other
and positive impressions and close relationships could be developed among them. Such collaboration, unlike
in other industries, would not only contribute to raising profits but also improve the political relationships
between the different countries.

The next point relates to collaborative measures in the cultural industry. First, a trilateral agreement is
needed to enhance the openness of countries’ cultural industries further. Most countries have taken
discriminative action against cultural products from foreign countries with the excuse of protecting their
own cultures. Thus, like in other industries, an FTA would also be mutually beneficial in the field of cultural
production. The economies of scale in the cultural industry should not be overlooked, as market size matters
in the cultural industry. Consequently, cooperation in cultural industries would have more positive
consequences through an FTA than other industries would. When the CJK FTA can help further develop
the cultural industries of the three countries and help consumers enjoy easy access to cultural products
from other countries, it would be a win-win situation for all three countries.

As mentioned, cultural products are easy to copy once they are produced, but considerably large capital
input is required at the initial stage. The profitability of a cultural product is difficult to estimate before
production and therefore, there is high investment risk. This is why many cultural product manufacturers
have difficulties raising the necessary funds for product development. If cross-border investment in foreign
cultural products is allowed, it would help remove such difficulties. Given that there are ups and downs
in each country’s cultural industry, diversifying investment in different countries would be helpful for reducing
investor risk.

Even after a cultural product is manufactured and exported to other countries, its market success cannot
be guaranteed without a local distribution network. However, it is difficult for a foreign company to obtain
access to the distribution network in an export market. The recent e-commerce boom has reduced such
difficulties to some extent, but not sufficiently. Thus, China, Japan, and ROK need to work together by
developing a system that can share each other’s distribution networks for cultural products so that cultural
product exports can be achieved more easily.

Technology cooperation is also significant for the development of the cultural industry. It is a labor-intensive
industry that demands advanced technology. In order to manufacture high-quality cultural products, fostering
human resources with relevant skills is of great importance. People-to-people exchanges can be helpful
for improving cultural technologies in each country. In addition, sharing educational programs about the
cultural industry would be helpful.

Furthermore, collaborative efforts are needed for the joint production of cultural products between China,
Japan, and ROK by applying the division of labor: each country (producer) becomes the input provider in
separate fields in which each has its own comparative advantage. More high-quality cultural products could
be manufactured as a result. Moreover, joint production has a number of merits, such as easier access
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to local distribution networks, fewer regulations for product manufacturing and sales, and more active human
resource exchanges.

Smooth collaboration in the cultural industry will be possible only when China, Japan, and ROK agree to
protect each other’'s copyright. Cultural products are easy to copy, which might seem advantageous to
producers hoping to reduce production costs; but at the same time, it is a serious weakness, as the products
can be distributed easily in illegal ways. Without guaranteed protection of copyright, cultural products that
require a large amount of spending from producers for their creation might end up being distributed illegally
free of charge. This would significantly reduce incentives to create cultural products, eventually leading
to diminishing the cultural industry. Copyright is much more difficult to protect in overseas markets than
in domestic markets. Naturally, every government has a high incentive to feel protective towards the cultural
goods produced in its own domestic market in order to protect its domestic industry; at the same time,
each government has a low incentive to act similarly when it comes to cultural products from other countries.
Meanwhile, when a country finds its cultural products being distributed illegally, it has almost no options
to stop the practice. Likewise, copyright protection is not possible in a structural sense with only one
country’s efforts. Thus, China, Japan, and ROK should establish an institutional system that could induce
their authorities to impose strong actions for copyright protection of all cultural goods produced in their
domestic and overseas markets.
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Chapter VI
Policy Proposals

1. China (Dr. Wei Jigang)

China, Japan, and ROK all regard emerging industries as important medium- and long-term development
strategies in the future and have attempted to launch cooperation in multiple aspects. In order to promote
the cooperation and fusion of emerging industries of the three countries further, this research makes the
following proposals.

Improve the Legal Environment of Cooperation and Specific Details in Existing Agreements

International industrial cooperation requires a business environment of legalization and internationalization,
which the three governments should solve first while seeking cooperation. Specifically, first, they should
create a fair and orderly domestic environment of competition, get rid of trade monopolies and regional
protectionism, strengthen intellectual property protection, and make institutional information transparent.
Second, they should adopt a positive and open attitude toward foreign investment, actively implement
the pre-access national treatment plus negative list management mode, and remove invisible limits in areas
such as investment ratio, approval process, and repatriation of profits. Finally, the three countries should
issue detailed rules and regulations for emerging industries under the current framework of signed
investment and trade agreements as soon as possible and improve support policies in finance, banking,
taxation, land, imports and exports, and exit and entry.

Establish Communication Mechanisms of Diversity, Multi-level and High-efficiency

At present, China, Japan, and ROK have established abundant communication mechanisms for government
and civil society, and communication at industry and enterprise levels should be strengthened. First,
professional communication platforms should be established according to the actual needs of the three
countries. Their governments should initially advocate the idea, actively call on civil society organizations,
enterprises, and research institutions to become involved in the construction of the platform, and hold
forums and seminars to discuss important urgent issues in emerging industry cooperation and develop
timely solutions. Second, the three governments should increase cooperative activities among emerging
enterprises. Enterprises are the main sites of emerging industrial cooperation, and thus, it is necessary
to establish a frequent enterprise communication mechanism to exchange cooperation opportunities and
to share scientific and technological information. Third, the three governments should organize fairs and
meetings for new products. Products are the most intuitive means of showing successful commercialization
of emerging industries. In addition, it could inspire awareness of technological innovation and market demand
in foreign enterprises and explore cooperation opportunities in development, production, marketing, and
other aspects.
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Expand and Deepen Emerging Industry Cooperation Fields

Although many Chinese, Japanese, and ROK enterprises in emerging industries cooperate with each other,
cooperation projects in emerging industries are still smaller in number and scale compared to traditional
industries. Therefore, governments should assume responsibility to guide, especially for alleviating the
problem of asymmetric information. For example, the three governments should regularly release domestic
emerging technologies as industrialized and emerging technologies required in their domestic markets. In
fact, some technologies have limited space for commercialization in domestic markets, but might be emerging
technologies urgently needed by other countries’ companies. Thus, if the information can be matched
timeously, companies from two countries could build an industry chain from R&D to manufacturing and
sales, and meet each other's needs. In many emerging industries, such as smart cities/transportation/security,
medical robotics, green lighting, and marine equipment, many cooperation opportunities can be discovered
by Chinese, Japanese, and ROK enterprises. For areas that can achieve mutual benefit, governments should
formulate preferential policies in such areas as R&D investment, taxation, loans, and imports and exports
to encourage cooperation.

Promote a Higher Level of Industry Alliance Cooperation

Industry alliances have become an advanced form of global enterprise cooperation, which can effectively
promote resource integration and seize market opportunities. R&D alliances are the most common form
of high-tech industry alliances. By promoting R&D alliances of emerging industries in China, Japan, and
ROK, resources could be integrated, breakthroughs in fields of industrial generic technology and R&D
resources complementarity could be achieved, R&D development costs and risks could be reduced,
development cycles could be shortened, and R&D efficiency could be improved. Market industry alliances
are aimed at promoting in-depth cooperation of the three countries’ emerging enterprises in the joint
procurement of raw materials, infrastructure sharing, collaboration in market expansion and other aspects,
development and utilization of markets jointly, and enhancing competitiveness in international markets. The
three governments should promote an alliance of technical industry standards. By setting competitive
emerging industry technical standards, the three countries could lead the way in setting standards for
international emerging industries and enhancing the international influence and competitiveness of these
industries. Therefore, the three governments should encourage leading enterprises in emerging industries
to build transnational alliances, and offer support in finance, information, and markets.

Promote Co-construction of Emerging Industrial Parks

Japan and ROK have advantages in information, technology, finance, and experience in industrial park
construction, while China’s land, markets, and policies are significantly attractive. Therefore, there is potential
in exploring industrial park co-construction. First, the forms and functions of industrial parks can be expanded.
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In addition to the manufacturing and R&D of emerging industries, the three countries could establish
innovation service platforms in each park, develop venture capital funds and industrial incubators, and
promote the transformation and industrialization of technological achievements. In addition, they could set
up financing service platforms, introduce professional capital and strategic investment, and provide loans,
interest subsidies, guarantees, and other services for enterprises in the park. Second, the distribution of
the industrial parks could be extended from coastal areas to central and western regions, and from advanced
features, such as research and innovation, to manufacturing and other basic services.

2. Japan (Prof. ltoh Motoshige)

Regional economic integration is becoming increasingly important for the prosperity of all regions in the
world. China, Japan, and ROK, are not exceptional in this respect. Increasing trade and investment in the
three countries would provide increasing economic opportunities for them while deeper integration among
the three countries is critical for the region to enhance its international competitiveness. By so doing, China,
Japan, and ROK would be able to export more to the rest of the world and would attract more investment.
Accelerating the negotiation process of the CJK FTA is a very important step for regional integration. It
is important not only for the economic integration among the three countries but also for speeding up
the process of negotiation for the RCEP and other regional negotiations.

Economic integration is not restricted to trade. Investment is equally important to trade and perhaps even
more important than trade. The removal of various barriers to investment, both visible and invisible, is
critical for promoting investment among China, Japan, and ROK and for promoting investment in the three
countries from the rest of the world. Trade and investment are complementary in many respects. Expanding
investment will lead to expanding trade, and increasing trade will provide more opportunities for investment.
The three countries are now facing various challenges and opportunities. Environmental deterioration and
energy security are very urgent issues. COP 21 has propelled global warming to become an even more
important and urgent issue for the world and for the region. There are many areas in which China, Japan,
and ROK can cooperate in order to deal with climate change. Demographic changes, including shrinking
labor supply and increasing social security burdens, will impose many serious problems on the three
countries. Changing technology in such areas as artificial intelligence, the internet of things, big data, and
robotics will provide significant opportunities for increasing the prosperity of societies. The three countries
are facing very similar challenges and opportunities in these areas, and cooperation among them in these
areas will provide mutual benefits for all of them.
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