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Political economy and corporate strategy in East Asia:

Responses to regionalism in the automotive sector

This paper considers Japanese multinationals in East Asia in this era of regionalism and globalisation. More specifically, it is suggested that in the post-crisis era, the region’s political economy has experienced, and continues to experience, a radical transformation and that this dynamic necessitates a re-evaluation of the way in which we can understand, or ‘know’, the complex interrelation between the regional political economy and international production. The central question of this paper, then, is to what extent has the transformation of the East Asian political economy impacted on the strategies employed by Japanese automotive sector multinationals in their East Asian operations? A secondary question asks whether the adoption of the twin-track political economy and firm-level analysis approach employed here is both appropriate and valid. 
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Introduction

The globalisation of economic activity has been a defining characteristic of the last three decades. Globalisation is a much used and contested term but is employed here to describe the deepening integration of global economic activity facilitated by the rapid development of information and communications technology (ICT) and the underlying trend towards liberalisation. The union of these two forces has resulted in global, if uneven, economic expansion. Globalisation is a continuation of the constant struggle between states and markets and although it has been claimed that states are increasingly losing out to other economic actors in this process, the multinational company (MNC) in particular, the growing trend towards regionalism appears to reaffirm the importance of the state as the principal unit of analysis. Indeed, regionalism, a defining feature of the late 1990s and early twenty-first century, is an exclusively state level process (Gamble and Payne, 1996). At the same time, in East Asia
 this political process has emerged as a response to globalisation and the deepening regionalisation of economic activity. This interaction between regionalisation and regionalism, between private and state actors, is a key dynamic of the East Asian political economy today. Moreover, regionalism may only be properly understood with reference to regionalisation and this in turn requires an investigation into the international division of labour in East Asia. 

The shock of the 1997/8 Asian financial crisis continues today to resonate throughout the region and beyond. In the same way that the 1985 Plaza Accord reconstituted Japan’s foreign direct investment (FDI) and kick-started the rapid growth of the ASEAN economies, the Asian financial crisis can be seen as a similarly seminal event, recasting aspects of the region’s fundamental structure. This is taking place against a backdrop of stalled multilateralism, of deepening regional economic integration and the inexorable rise of the Chinese economy.

Japanese FDI has played a central role in the economic development of East Asia over the last four decades and a significant literature has emerged that examines this phenomenon from a multitude of diverse approaches. Political scientists utilise FDI as a proxy to consider aspects of Japan’s role in the region, development specialists focus on the mechanisms of economic growth through technology transfer and spill over effects while economists might analyse how investment flows influence macro economic conditions. More recently, scholars of international political economy (IPE) have located their investigations in the context of globalisation and regionalism. 

This paper considers Japanese multinationals in East Asia in this era of regionalism. More specifically, it is suggested that in the post-crisis era the region’s political economy has experienced, and continues to experience, a radical transformation and that this dynamic necessitates a re-evaluation of the way in which we can understand, or ‘know’, the complex interrelation between the regional political economy and international production. The central question of this paper, then, is to what extent has the transformation of the East Asian political economy impacted on the strategies employed by Japanese multinationals in their East Asian operations? A secondary question asks whether the adoption of the twin-track political economy and firm-level analysis approach employed here is both appropriate and valid. 

Transformation of the East Asian political economy
The underlying theme of this paper is that since the mid- to late 1990s, the East Asian political economy has experienced a radical transformation and that this transformation necessitates a modified, holistic approach to any investigation of MNC activity in the region. To facilitate the investigation, this section considers six key trends and issues that collectively constitute key dynamics of the transformation: stalled multilateralism, deepening regional economic interdependence, responses to the Asian financial crisis in the fields of finance, politics and trade liberalisation and, finally, the significance for the region of China’s continuing economic ascent. 

Stalled multilateralism

Multilateralism has defined the global economic environment within which multinationals operate and has held particular significance for East Asian economic development premised as it has been largely on export-led industrialisation within the liberal trading system. Given this, stalled multilateralism, defined here as failure to progress the WTO agenda, is an important contextual component of the transformation of East Asia’s political economy. Indeed, stalled multilateralism is linked directly with the rapid growth of bilateral and regional free trade agreements observed in the area today and discussed below.

The late 1990s can to some extent be seen as the high water mark for WTO led globalisation. Until then trade liberalisation had been progressing steadily under the GATT since 1947 and the Uruguay round (1986-1994) included many important agreements on trade liberalisation in addition to the establishment of the WTO. Yet attempts to launch a new ‘development’ round of negotiations in Seattle (1999) failed as a result of deep resistance to the neo-liberal agenda, the Washington consensus and globalisation in general. It was only at Doha in 2001, where pressure was on for the global community to present something approaching a united front barely three months after the September 11th terrorist attacks, that the new round was launched. However, these talks progressed little and ultimately collapsed two years later at Cancun over the developed world’s protection of agricultural sectors and developing world rejection of, among others, the Singapore issues.
 In other words, in the nine years following the conclusion of the Uruguay round, the WTO failed to make any significant headway in promoting further trade liberalisation and it is precisely in this period that the popularity of bilateral and regional free trade agreements expanded. Between 1952 and 1995 forty-one regional trade agreements (RTAs) were notified to the WTO, a rate of approximately one a year. This increased to an annual rate of approximately seven per year between 1995 and 2004 when a further sixty-six RTAs were notified.

Table 1
Regional free trade agreements and WTO 

	Period
	Total
	Asia-Pacific
	WTO activity

	1955-1989
	20
	4
	Successive rounds

	1990-1994
	21
	3
	Conclusion of Uruguay round

	1995-2000
	26
	1
	Seattle (1999) Doha (2001)

	2000
	40
	6
	Cancun (2003)


Source: 
Compiled from WTO data

Deepening regional economic interdependence

East Asian regionalism is based on the regionalisation of production, trade and investment that has steadily proceeded over the past three decades. An increasing share of economic activity in the region is now accounted for by intra-regional flows. In other words, it appears that the region is becoming more deeply integrated and interdependent and less reliant on traditional extra-regional markets. The sinews of this economic interdependence, intra-regional trade and investment, may be regarded as the building blocks of the emerging East Asian economic community. Table 2 documents intra-regional trade in the global triad. For East Asia between 1990 and 2003, intra-regional trade rose from 8.4% to 12.7% of global trade. In the same period, intra-regional trade as a percentage of the region’s total exports rose by just over ten percentage points to 50.5% while intra-regional imports rose by 12.2%. 
Table 2:
Intra-regional trade in the global triad

	
	Intra-regional trade as a percentage of global trade
	Intra-regional exports as a percentage of region’s total exports
	Intra-regional imports as a percentage of region’s total imports

	
	1990
	2003
	1990
	2003
	1990
	2003

	East Asia
	8.4
	12.7
	40.1
	50.5
	47.5
	59.7

	NAFTA
	6.7
	8.5
	41.4
	55.4
	35.0
	39.9

	EU
	29.1
	23.3
	66.0
	61.4
	66.6
	63.5


Source: 
IMF Direction of Trade Statistics
East Asia’s growing share of world trade broadly reflects the export orientation of the region’s industrialisation. However, a rising percentage of this growth is accounted for by intra-regional trade within which intra-industry trade figures prominently. The share of total trade growth attributed to intra-industry trade rose from 42.5% in 1986 to 75% in 2000 (IMF 2004:9). Intra-East Asian exports rose from approximately 20% of the total in the 1970s to 40% in 2002 (IMF 2004) while exports to the US, the EU and Japan have declined (US, Japan) or remained broadly stable (EU). However, as intra-regional trade is dominated by intra-industry trade in intermediate goods, these external export markets remain crucial for finished products. In other words, demand in export markets (for manufactured products) is as important a driver of intra-regional trade as export-orientated growth policies and ASEAN Free Trade Agreement (AFTA) implementation. 

FDI and process of regional integration 

While experience elsewhere (Europe) points to a positive correlation existing between FDI flows and integration, it is not clear that regionalism encourages FDI in the East Asian  (ASEAN) experience. In contrast to the positive impact of AFTA on intra-regional trade, it appears that the agreement has had little impact on inward investment flows (Scally and Wickramanayake, 2004:60), although it should be noted that this assessment was based on data covering only the period between 1992 and 1997. However, as ASEAN implements the ASEAN Investment Area (AIA) it is anticipated that regional integration will be accelerated by increased investment and regionalised production as ASEAN’s locational advantages are enhanced, encouraging a ‘crowding in’ of investment.
FDI has played a crucial role in the development of East Asia and this is particularly true for Southeast Asian nations (Ito and Krueger 2000, Freeman and Bartels 2004). FDI into the region increased rapidly in the 1980s and throughout the 1990s up to the crisis for the ASEAN 4 and China in particular. Moreover, the share of intra-regional investment has been increasing steadily relative to the share of inter-regional investment over the past two decades. Within this structure China is most dependent on intra-regional FDI, mainly from the Newly Industrialised Economies (NIEs) and Japan (68% in 1995-1997) while the ASEAN 4 received only 24% of their inward investment in this way. The NIEs are even less dependent on intra-regional FDI which accounted for only 12% in the same period. One conclusion to be drawn from these figures is that once FDI to China is omitted, East Asia is still largely dependent on FDI from outside of the region.

Figure 1
 FDI in East Asia from inside/outside the region
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Regional economic interdependence, as measured by intra-regional trade and investment flows, continues to deepen in East Asia and East Asia’s share of world trade continues to increase. Within this benign assessment, however, closer structural examination reveals that a large proportion of intra-regional trade is in fact vertically organised intra-industry trade in intermediate products, that NIE investment in China accounts for much of the increase in intra-regional investment and that while intra-ASEAN trade is increasing, inward FDI has been on a downward trajectory. Moreover, the region remains dependent on external markets for exports of finished goods. This picture then confirms that the region is broadly moving towards deeper economic integration while remaining somewhat confused in detail.

Responses to the Asian financial crisis - finance

In depth analysis of the causes and immediate impact of the Asian financial crisis may be found elsewhere (Krugman 1999, Furman and Stiglitz 1998, Pempel 1999, Robinson 1999, Noble and Ravenhill 2000, Jomo 2003) and the debate rumbles on as to where to apportion blame (crony capitalism or ‘mad money’?). But it is the deeper trends emanating from the event that have specific relevance to the issues investigated in this paper. The crisis brought home to East Asian policy makers the extent of their global and regional interdependence. But perhaps more importantly, it has served as a catalyst for subsequent closer regional cooperation. This trend is most clearly seen in the financial sector and it is to this that attention now turns. 

The closing years of the 1990s witnessed a flurry of activity in East Asian financial sectors as governments attempted to first deal with the immediate crisis and, second, to take steps to prevent a further or future event. These measures can broadly be categorised as steps to develop regional financial facilities (bilateral swap agreements under the Chiang Mai Initiative), capacity for crisis management and prevention (economic monitoring, surveillance, information sharing and peer review) and the longer term development of regional (and deeper) financial cooperation (Asian bond market, exchange rate mechanisms). It should also be noted that these developments are not exclusively in response to the crisis as intensifying intra-regional economic activity provides a further rationale for a strengthened regional financial architecture.

Japan’s response to the Asian financial crisis, the Miyazawa initiative, has informed the measures and mechanisms that have emerged in the following years. While the region is far from an integrated financial unit, important steps have been taken and it is clear that East Asia is better prepared to face any future crisis as a consequence. Political difficulties constrain further and deeper integration as yet but it is anticipated that as the ASEAN+3 process transforms into the East Asian Summit framework, the concerns behind these constraints will be met and that deeper cooperation will result albeit on a gradual and incremental basis. That said, it is important to review the current situation in East Asia in a comparative framework and particularly in light of the European experience. Financial cooperation leading to an exchange rate mechanism, tax harmonisation, a common currency et al is a process fraught with difficulties in even the most homogenous of regions. 

Responses to the Asian financial crisis  - institutionalism

A primary response to the crisis within East Asia has been the trend towards the institutionalisation of regionalism.

A proposal emerged from Malaysia in 1990 to establish an East Asian Economic Group (EAEG), subsequently renamed the East Asian Economic Caucus (EAEC), that enunciated an attempt to create an exclusively East Asian (on racial grounds) economic and political entity. That is, to draw the region out of the US dominated Asia-Pacific vision promoted at APEC. This proposal should also be viewed in the context of the then Prime Minister Mahatiar’s ‘look East’ (i.e., to Japan) initiative and growing concerns at European and North American regional integration. While eventual acceptance of the stated objectives (economic cooperation, promoting free trade, accelerating economic growth and promoting open regionalism) was secured within ASEAN (1995), Japan was unable to offer support and the proposal ultimately languished (Hook et al 2001). 

Yet in 1997 the ASEAN+3 (APT) framework emerged which may accurately be described as the EAEC in all but name. The APT framework became institutionalised in 1999 (Manila, 3rd Informal Summit) when the grouping issued the Joint Statement on East Asia Cooperation committing it “to enhance this dialogue process and strengthen cooperation with a view to advancing East Asian collaboration in priority areas of shared interest and concern” (ASEAN Secretariat, 1999). More concretely, the statement committed the group to: economic, monetary and financial cooperation; social, human, scientific, technical and cultural development; and dialogue on political and security related issues. 

However, the APT grouping lacked a dedicated secretariat despite a proposal from Malaysia in 2002 to instigate an ASEAN office to deal exclusively with Northeast Asian economic relations. Resistance emerged from some ASEAN members wary of duplicating existing responsibilities and thus undermining ASEAN itself, while Japan remained somewhat ambivalent reflecting the usual divergent views of its bureaucracy (Terada, 2004:18). This is an important issue as the APT process continues as the core of regionalism in East Asia yet while it remains rootless (i.e., lacking its own secretariat), it also remains ostensibly an ASEAN and not East Asian project. As something of a compromise, an ASEAN Plus Three Unit was established at the ASEAN Secretariat in December 2003 “to assist the ASEAN Plus Three Co-chairs to coordinate and monitor ASEAN Plus Three” (ASEAN Secretariat).

Set for Kuala Lumpur in December 2005, the inaugural East Asian Summit (EAS) marks a new stage in East Asian regionalism. The relevance of holding the summit in Malaysia (which assumed the rotating leadership of ASEAN in 2005) is not lost on observers. There is further speculation that the second EAS will be held in China which would again deliver a diplomatic coup to the Chinese leadership at Japan’s expense. These issues are not merely procedural; with both China and Japan vying for regional leadership and ASEAN demanding to be in the ‘driving seat’ of the EAS framework, the location and organisation of initial summits will be crucial. As the summit ‘beds down’ some ASEAN members (notably Indonesia) and China anticipate that, in the same way that a rationale emerged for the APT process, extra-regional countries (India, New Zealand, Australia) will become part of an EAS+ grouping.

The APT framework emerged in the midst of the region’s financial crisis, partly as an attempt to stabilise the region through greater political interaction and cooperation, and has subsequently developed into the primary vehicle for East Asian regionalism. ASEAN has thus become the hub for both FTA activity (discussed below) and regional cooperation. The establishment of the EAS elevates East Asian regionalism to new heights with accompanying expectations. Yet steady progress towards the establishment of an East Asian Community, as envisaged by the APT, will not be a linear process. The speed and depth of integration will be challenged by domestic resistance to ever closer interdependence, continuing ambiguity on key ‘directional’ leadership and the search for a consensus on the aims and objectives of any future regional bloc. Moreover, this brief analysis has not referred to the perception of East Asian regionalism from outside of the region, most importantly from the US. While Japan rejected the original EAEC proposal in 1990 due to its overriding imperative to maintain stability in Japan-US relations and the then unacceptable challenge to APEC, post-crisis regionalism appears to be proceeding with the acquiescence of the US but this should not be taken as given and a clear US position on the process remains to be communicated. However, for the purposes of this paper we can conclude that in the space of eight years East Asia has moved from a region characterised by the processes of private sector regionalisation to one with a firm and growing regionalist agenda.

Responses to the Asian financial crisis  - growth of FTAs 

As noted above the increasing popularity and prevalence of FTAs in East Asia is part of a global trend that emerged in the 1990s (see figure 2). The WTO confirms that “sluggish progress in multilateral trade negotiations under the Doha Development Round appears to have accelerated further the rush to forge RTAs” (WTO, 2005:1). While the EU and the US forged their own regional FTAs in the early 1990s, East Asia has been a relative latecomer to the trend. However, the region has become an enthusiastic promoter of FTAs in the post-crisis period and the emerging network of agreements is a defining characteristic of ‘lattice’ regionalism (Dent, 2003:1). 
Figure 2
 Global FTA growth
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Yet, the recent and growing popularity of FTAs in East Asia should not simply be seen as a response to the Asian financial crisis. As indicated above, frustration at the lack of progress at the WTO is a strong motivator and a number of further, regional specific drivers are identified. Chief among these is the desire to create a seamless regional market and investment destination, particularly in ASEAN. At a broader level, FTAs are seen as a stepping stone towards the eventual establishment of an East Asian Community with all the accompanying status and bargaining power that this would confer vis-à-vis the world’s most important regional economic entities; NAFTA and the EU. FTAs are also being woven into the fabric of East Asian developmentalism and are seen not only as a means to strengthen competitiveness but also to pull along, and lock-in, both emerging (CLMV
 group) and more established economies (ASEAN 4, China). 

A variety of agreements exist or are under negotiation in the region. The Japan-Singapore economic partnership agreement is promoted as a ‘WTO plus’ or ‘super’ FTA in that it goes beyond trade liberalisation to include non-trade issues (human resource development, services, investment). This form of comprehensive economic partnership is seen as a blueprint for the region and reaffirms the developmental intention of regional cooperation in contrast to trade liberalisation between distant economies. The China-Hong Kong agreement on the other hand is a straight free trade agreement with no additional ‘add-ons’ and merely seems to confirm existing arrangements. Both bilateral and multilateral (regional) agreements are in place or at some stage of study or negotiation reflecting the complex nature of FTA strategies in the region. Moreover, inter-regional agreements with the US, Australia and EU can also be observed indicating that an increasingly complex, if not ‘spaghetti bowl’, type network is emerging. 

Table 3
Free Trade Agreements in East Asia

	In action
	Under negotiation
	Under study

	Bangkok treaty (1976)

AFTA (1992)

Singapore-New Zealand (2001)

Japan-Singapore (2002)

Singapore-Australia (2003)

Singapore-EFTA (2003)

Singapore-US (2004)

Korea-Chile (2004)

China-Hong Kong (2004)

Taiwan-Panama (2004)

China-ASEAN (2004)

Japan-Mexico (2005)
	Japan-Korea

Japan-Malaysia

Japan-Thailand

Japan-Philippines

Korea-Singapore

Korea-ASEAN

Singapore-Canada

Singapore-Mexico

Singapore-India

Thailand-India

Thailand-US

Thailand-Australia

Hong Kong-New Zealand
	Japan-ASEAN

Japan-Indonesia

Korea-Australia

Korea-New Zealand

Singapore-Chile

Singapore-Taiwan

ASEAN-India

ASEAN-US

ASEAN-EU

ASEAN-CER


Source: Urata 2003, ASEAN Secretariat
The trend towards FTAs in East Asia has been rapid and dramatic. This is driven by a range of global (stalled multilateralism), regional (responses to Asian financial crisis, leadership rivalry) and national dynamics. As discussed above, ASEAN has emerged as a ‘hub’ for FTA negotiations in the region through the APT framework though it seems likely to concede this status to the anticipated East Asian Summit process. 
The most important and only regional FTA to date is the AFTA launched in 1992. The timetable for implementation was accelerated in the wake of the crisis and has reduced tariffs between member states to between 0 and 5% (CLMV member states excepted). Space limits any further investigation but, ultimately, AFTA by itself will not have a great impact on regionalism in East Asia as the resulting market is still dwarfed by Japan and China and it is the inclusion of these two players that will confirm or otherwise the emergence of a more clearly defined and competitive regional economic entity. FTAs in East Asia, then, are a defining feature of and significant development within the region’s contemporary political economy and inform any subsequent analysis of trade and investment structures in the region.

Significance of the rise of China for East Asia

The rapid growth of the Chinese economy presents perhaps the most challenging issue for individual East Asian nations and ASEAN in particular. This challenge extends across fundamental aspects of the region’s political economy: politics, economics and security. Recent research by the ADB (2003) indicates that China’s expansion has resulted in increased competition with ASEAN in the key Japanese and US markets, in both labour intensive and, less so, high-technology sectors. This increased competition was observed to be especially keen in the electrical and electronics sectors which is of particular concern for ASEAN given that these sectors account for approximately two thirds of ASEAN’s exports to the US. It is inevitable that existing regional trade structures will be transformed as a result of China’s growth and accession to the WTO, and this implies that ASEAN economies will lose, perhaps dramatically, market share in a number of currently crucial industrial sectors. On the other hand, an expanding Chinese economy is expected to present fresh opportunities for ASEAN development of new industries, particularly in the service sector.  From a modest starting point, trade between China and ASEAN in 2000 increased by 45% over 1999 figures to reach approximately US$40 billion and ASEAN maintains a trade surplus with China. Moreover, some competition is to be welcomed as it can promote both mutual development and structural adjustment. WTO accession also locks China into a rules based trading structure complete with an effective dispute settlement mechanism and offers further opportunities for ASEAN.

However, while the picture is mixed with regards to trading relations, it appears more clear cut on the matter of FDI. As noted above, while FDI into East Asia is on an upward trend, China accounted for 66% of the total in 2002 and 59% in 2003 (China became the world’s largest recipient of FDI in 2003) that directed to ASEAN is on a downward trend, dropping by 34.3% in 2003. FDI to ASEAN fell from 51% of total East Asian FDI in 1990 to 11% in 2001 while China’s share has rocketed from below 5% to over 40% in the same period. Japanese FDI also increasingly favours China over ASEAN. It has been argued that China does not receive a disproportionate level of investment given the size of its economy (Wu et al 2002) and that FDI in East Asia is not a zero-sum game but the fear of FDI diversion from Southeast Asia is not baseless and remains a key concern for ASEAN governments.

Summary

This section has surveyed a number of key trends and issues that, taken collectively, equate to a radical transformation of the East Asian political economy in the wake of the Asian financial crisis. By doing so, this section has sought to demonstrate the breadth and depth of the transformation and has been informed by an underlying suggestion that this not only sets the agenda for the coming decades but also necessitates a revised, holistic approach to our understanding of the activities of firms within the region and beyond. Set against a background of stalled multilateralism at the WTO, the deepening of intra-regional trade and investment relations, still evolving responses to the Asian financial crisis (finance, institutionalism, FTAs) and the rise of China, the region is now pursuing an overtly East Asian and regional vision in stark contrast to the previous Asia-Pacific norm under APEC. In the same way that AFTA forms the basis for expanded trade liberalisation (and economic partnerships), the APT framework remains the foundation stone of East Asian regionalism. Thus, ASEAN is the hub for the ongoing development of East Asian regionalism. How far this will continue given the anticipated realisation of the Asian Summit Meeting process is not yet clear and it is conceivable that within this framework the rivalry between China and Japan for directional leadership will intensify in a way that it could not under the APT framework. 

Somewhat regardless of these political machinations, the implementation of an increasing number of FTAs signifies a ‘ratcheting  up’ of economic relations and the continued deepening of regional interdependence. The impact of AFTA on corporate strategy is a key consideration of the case studies presented below but it is clear from the above that continuing efforts to create a regional and ‘seamless’ market in Southeast Asia point to a radically remodelled business environment within which firms can pursue their economic objectives. 

Attention now shifts to consider the impact of this transformation on corporate strategy in the automotive sector. More specifically, the following sections offer analysis of empirical data gained through interviews with three leading Japanese auto manufacturers that took place between 2003 and 2004 in Japan, Singapore and Thailand. These were held with senior executives from those sections of the company concerned with strategy and/or regional operations. As noted above, this paper posits that if we seek to better understand the international activities of firms a much more explicit role must be assigned to issues concerning the international political economy. The late Susan Strange was clear on this point: 
 “The explanation for the internationalization of production is not to be found within the firm but in the context, in the changing political economy within which the firm operates and competes with others in a global market for goods and services” (Strange 1993:104). 
Accordingly, the questionnaire and interview survey sought to draw out the impact of changes in the political economy on the following areas of corporate activity: general strategy, regional strategy, investments, production, and trade. A further question group elicited responses on specific issues concerned with scenarios for regional economic integration. Given the nature of this paper however, a thematic approach is adopted below in an attempt to draw out key trends and issues from the case studies. 
Responses to regionalism in the automotive sector

Japanese auto manufacturers maintain dominant positions in most national markets throughout East Asia, Southeast Asia in particular, and during the 1980s and 1990s Japanese automakers established, to greater or lesser degrees, an international division of labour in East Asia based on regional production networks (RPNs). The key trend to emerge from the survey is identified as the rationalisation of these networks from the late 1990s and this has been accompanied by perhaps three further developments to be discussed below. These are; the establishment of regional management structures, the localisation of production and models, and the emergence of Thailand as a regional hub. 

Rationalisation of production networks

MNCs regionalise production in pursuit of scale economies and the maximisation of advantages afforded by national comparative advantage. Japanese multinationals, particularly in the automotive and electronics sectors, have been the most prolific regionalisers of production in East Asia. Additionally, automakers’ strategy in the region prior to the Asian financial crisis was largely dictated by the fragmented nature of the market. Local content requirements in each country necessitated national organisation and resulted in production for, and sales in, limited national markets. 

RPNs, in addition to the IT revolution and globalisation in general, have presented a serious challenge to the flying geese paradigm which assumes the transference of ‘full-set’ industrial structures from lead to following economy (Bernard and Ravenhill 1995). By dividing up production regionally, Hatch and Yamamura (1996) charge that Japan has locked ASEAN economies into a structure of dependency. While this may be an overstatement it is clear that Japanese multinationals, by replicating to some degree their domestic keiretsu structures, have assumed dominant positions in key industrial sectors. Yet even this assessment is subject to change and more recent research suggests that abroad transactions are increasingly occurring outside of traditional keiretsu style relationships and are based more on cost (Charoenporn 2001). RPNs have both contributed to regional economic interdependence (intra-regional trade and investment) and provided a rationale for deeper regional integration. The impact of the transformation of the East Asian political economy on these networks is now considered.

Toyota’s regional production network is perhaps the most extensive of Japanese automakers in East Asia. Toyota has 16 manufacturing operations in seven regional countries excluding Japan. However, these production clusters were to a large degree autonomous with limited interaction between them. Toyota’s ASEAN network in 1993 is described in figure 3.
Figure 3
Toyota’s Asian Regional Production Network, 1993
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Petri 1993:41

Figure 4 presents a more abstract representation of Toyota’s networks in the region a decade later. The main points to note are the internal and external expansion of Toyota’s Southeast Asian production network. Internally, Vietnam is included while production in the Philippines and Indonesia has been rationalised to lend greater stress on Thailand as the regional hub. Externally, the IMV project links ASEAN, Thailand and Indonesia in particular, with South America, South Africa and Europe while the Philippines exports transmissions to Japan and CBUs to Israel. CKDs from Australia to ASEAN 4 countries are also noted. 

Figure 4
Toyota’s Asian Regional Production Networks, 2004
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In other words, Toyota’s production network has developed both qualitatively and quantitatively by exploiting the advantages offered by AFTA and by seeking to position ASEAN as a key producer, export base and market. In a sense, it is possible to see Toyota’s network as multilayered. The traditional model of regionalised production throughout the ASEAN 4 as described in figure 3 persists and may be seen as the base layer. A second layer describes the IMV project production network, while a third layer introduces both intra and extra regional players including Vietnam, Australia, Taiwan and Japan and has the potential to include China.

Rather than rationalising regional operations around one or two countries, Honda has in recent years expanded its production base among the four main ASEAN auto producing countries. As noted above, this move is supported by significant use of the AICO scheme to increase local sourcing and to make regional parts complementation more efficient. Honda believes that this strategy is consistent with the ‘global regions’ approach and that it will best utilise local characteristics. Essentially, Honda will produce in and export from those countries where production is most cost effective for a given component or model. In this way, Thailand’s more advanced automotive industry can best support the production of latest models to high quality and R&D while Indonesia’s skilled labour is able to produce the Stream MPV, the only other production of the model outside of Japan. The Philippines, with its labour cost advantages, has been designated as a hub for component production and export, particularly of transmissions. Additionally, this strategy is based on the global manufacturing system which allows Honda to rapidly reorganise production on demand. Therefore, by investing in a regional production network in ASEAN, Honda is not only well placed for regional growth but also fluctuations in global demand. 
Figure 5
Honda’s ASEAN production network
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Of the four main Japanese auto assemblers, Mitsubishi had the least number (4) of approved AICO applications as of 2003. In accounting for this low uptake, interviewees cited difficulties in the implementation of the schemes and the implicit requirement to balance trade between participating countries as key issues. Additionally, the BBC scheme was seen as relatively unimportant. MMC did propose one BBC scheme but did not follow through as their ASEAN production network was not large enough to warrant it. Greater use has been made of AICO as illustrated by figure 6 where Thailand’s status as a regional hub is further demonstrated. 
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Intra-ASEAN production links under AICO
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Establishment of regional management structures

The rising importance of East Asia as both market and production hub is reflected in the trend towards the establishment of regional management structures. Globally, this is not a new trend as operations in Europe and North America have been managed on a regional basis since the early 1990s. Yet regional management in East Asia has only emerged in recent years and is still evolving, particularly with reference to China. The management of the three firms surveyed is reviewed below.

Toyota has organised its global operations into seven regions outside Japan: North America, Latin America and Caribbean, Europe, Africa, Middle East and Southwest Asia, Asia and Oceania. Management in Asia (excluding Japan) was restructured to include China, hitherto a separate entity, in 2001 and is coordinated by Toyota Motor Asia-Pacific (TMAP) which is headquartered in Singapore and 100% owned by TMC. TMAP emerged from Toyota Motor Management Services (TMSS), established in 1990, in recognition of a need for better coordination of activities, parts complementation in particular, in preparation for AFTA implementation. TMSS effectively oversaw production in the ASEAN 4 and thus became a natural entity for the coordination of business activities under AFTA. The key reported objective of TMAP is to manage component procurement to achieve the aim of a 100% localisation rate for ASEAN activities. A second objective is to strengthen sale and marketing capabilities and relevant divisions were established in 2001. In contrast to the more straightforward activities of regional management structures in North America and Europe, Toyota’s organisation in East Asia has emerged from an attempt to deal with the complex nature of the regional division of labour. It is anticipated that AFTA will facilitate smoother regional management. 

Management of Honda’s global operations has been organised on a regional basis since the 1990s. With the exception of Japan, each region is headed by a holding company wholly owned by HMC. In East Asia, Asian Honda Motor Co., Ltd. was established in 1996 to coordinate ASEAN operations and is based in Thailand, reflecting that country’s dominant position as the largest manufacturing centre in Asia outside Japan. Asian Honda also “supports and oversees the strategic development and operations of all Honda operations in the region” (Honda Annual Report 2003). As such, a key aim of Asian Honda as a management structure is to realise regional efficiencies through parts complementation and this office coordinates AICO applications between the ASEAN 4. Asian Honda coordinates all Honda activities across the three main product lines (automotive, motorcycles and power products). The latest addition to the regional structure was established in China in 2004. Honda Motor (China) Investment Co., Ltd. (HMCI) a wholly owned subsidiary, plays a similar role to Asian Honda by coordinating strategy and operations throughout China in addition to integrating these operations with the global network.

Mitsubishi’s presence in East Asia includes vehicle manufacturing and/or assembly operations in China (six), Thailand (two), the Philippines (one) and Vietnam (one). Further parts manufacturing plants are located in Indonesia (one) and the Philippines (one). Vehicle production plants also exist in Malaysia (two) but these have been related to the Proton project from which Mitsubishi withdrew in 2004. East Asian operations are centrally managed by the North Asian and ASEAN offices under Group Headquarters but, in contrast to the North American and European experience, there are no regional holding companies in either location. Management structures at the time of survey were somewhat in flux due to the anticipated Turnaround Plan that was a result of DaimlerChrysler`s effective termination of the strategic alliance that has existed between the two companies. 
With the exception of Mitsubishi, which is experiencing severe difficulties globally if less so in East Asia, both Toyota and Honda have established regional management structures to more effectively coordinate operations. Regional management has also been a key factor in the ongoing localisation of production and emergence of regional models to which attention now turns.

Localisation of production and models

Local content requirements in the early 1970s led Japanese automakers to encourage existing suppliers to undertake FDI in ASEAN as local capability, where it existed, did not meet required quality standards. This is of course the point of a local content requirement policy; foreign assemblers enticed by locational advantages require concomitant development of supplier networks and this is where technology transfer can take place leading to the development of indigenous capability. Thailand has moved through perhaps four phases of localisation policies: an initial phase from 1971-1977, a more aggressive period that prohibited the establishment of new assembly plants and banned the import of CBUs between 1978 and 1986, rapid growth and partial liberalisation into the 1990s and finally comprehensive liberalisation and the lifting of local content requirements at the turn of the century. It is this latest development that is having considerable impact on the strategies of Japanese automakers.

Even though Toyota has been producing cars in Thailand for 40 years, local content rates are variable. Although exact figures were not available at the time of the interviews, media reports in 2002 indicated a 79% localisation rate for pickups, 74% for the Corolla model, 55% for the Soluna and 49% for the Camry (AutoAsia 25/01/2002). These generally compare favourably with Toyota operations in other parts of the world: 79% for Camry in Australia, 80% in the UK (European sourcing) and approximately 60% in North America although this is model dependent with higher rates achieved for certain models (Toyota 2003). Localisation of production has been supported in Toyota’s case by its policy of ‘Thai-nization’, in other words, the localisation of management.

Toyota’s stated aim is to achieve 100% localisation in Thailand and throughout ASEAN, a level that appears achievable given that the localisation rate for the Hilux has increased from 60% to 96% since the introduction of the IMV project (International Innovative Motor Vehicle - see below). Achieving 100% localisation within ASEAN under AFTA makes good business sense for Toyota on two fronts: components can be produced (and transported) more cost effectively in low-cost ASEAN countries than in Japan and the need for (expensive and tariff attracting) components sourced from outside the region (Japan) dissipates. 

Toyota’s regional product development structure is illustrated by figure 7. Central technology will be retained and developed in Japan while research, design and development of products will be informed by local (regional) needs and knowledge. To this end, R&D facilities have been located in the United States (two), France and Belgium, and more recently (2003) linked centres in Thailand and Australia further underlining the triadic nature of markets and production in the auto industry.

Figure 7
Toyota’s Regional Product Development Strategy


[image: image6] Source: 
Internal Toyota materials obtained at interview (30/07/03)
The IMV Project

Launched in 2002 and to some extent in response to the AFC, the IMV project indicates a significant and strategic development. Mirroring general trends among Japanese automakers over the last three decades, global demand for Toyota models was initially met through domestic production and exports. A second phase (1980s onwards) of overseas expansion and localisation followed, though Toyota was a relatively cautious overseas investor at first. This latest phase attempts to move a sizable proportion of Toyota production (500,000 units by 2006, approximately 11% of Toyota’s global production at 2002 figures) onto a truly global basis. ASEAN production bases (Thailand and Indonesia) are central to this strategy. Essentially the IMV project aims to “realise global optimal production and supply networks” (Toyota 2003). In other words, Toyota is seeking to capitalise on the trend towards liberalisation, exemplified by AFTA, by rationalising production capacity to realise scale economies and linking global markets. It was suggested that the IMV project could realise cost savings of up to 30%.

Figure 8
The IMV supply Network
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Source: 
Adapted from Toyota promotional material

It is noteworthy that the project explicitly aims to link production in developing markets (Thailand, Philippines, South Africa and Argentina) to the ‘advanced’ market found in Europe. This may be taken as an indication of the advancements made in raising quality in these production centres. Figure 8 shows the IMV vehicle supply network. Thailand is the key player within this structure with an annual production capacity of 280,000 units of which 140,000 will be for export markets. Production in Thailand of the first IMV vehicle, the Hilux VIGO pick-up, commenced in 2004 and the country will also produce diesel engines for export to other IMV production bases. The IMV project is to some extent premised on Toyota capitalising on the low cost nature of production in Thailand and Indonesia.
Table 4
IMV Production in Southeast Asia
	Country
	Affiliate
	Production vehicle
	Start of production
	Annual Production
	Export
destination

	Thailand
	TMT
	Pickup truck
(Hilux VIGO )
	August 2004
	280,000 units
(Including 140,000 units for export)
	Europe, Asia,
Oceania, 

	
	
	Sport utility vehicle
	2005
	
	The Middle
East

	Indonesia
	TMMIN
	Minivan
	September 2004
	80,000 units
(Including 10,000 units for export)
	Asia, the
Middle East


Notes: 
Worldwide IMV production including in countries other than the above four is expected to 
exceed 500,000 units in 2006. TMT: Toyota Motor Thailand Co., Ltd. TMMIN: PT. Toyota Motor 
Manufacturing Indonesia..


Source: 
Toyota promotional material

As mentioned above, auto producing countries in ASEAN have relaxed local content requirements since the crisis in recognition of the ‘cost penalties’ that these incurred for assemblers. Mitsubishi echoed statements from Toyota regarding the current situation where localisation is still the aim but now pursued by use of ‘carrots’ rather than ‘sticks’. 
Mitsubishi confirmed that localisation of production is important to mitigate exchange rate risks and that they have pursued a policy of sourcing locally where possible. Additionally, the trend towards creating regional products, such as the Kuda, is better facilitated where components are sourced locally to reflect local requirements. However, it was also noted that volume is an important factor as investment in new models must be justified by sales volume. In short, low potential sales volume equates to no incentive to develop a localised product. Localising production has been retarded in ASEAN by national requirements but it was suggested that Mitsubishi will be able to increase localisation rates regionally under AFTA. That is, a relaxation of local content requirements and virtually tariff free intra-regional trade for components will allow Mitsubishi to consolidate component production based on competitive advantage. This appears to be happening in Thailand, the Philippines and China (engines). In this way, local content rates for certain models, those bound for the regional market in particular, will rise on a regional rather than national basis.

Localisation of production and design is an important characteristic of Honda’s general strategy and the company promotes the concept of producing locally for local consumers. Along with Toyota, who launched the Soluna in 1997, and Mitsubishi (Dynamic Family Wagon/Freeca), Honda has developed an ‘Asian Car’ for regional consumption.  The City was launched in Thailand in 1996 and was well received by the market due to its price, which was generally 20% less than the Civic. By 2003, the City was exported intra-regionally (Malaysia, Philippines, Indonesia, Taiwan) and to other areas (Middle East). Honda designed the City to be built with a high local content rate (65%+) and to reflect local conditions; Honda removed the heating system for example. Honda notes that localisation of this nature is a valid strategy to reduce component costs and dependence on Japan. The City is also built in China (since 2003) where the local content rate was reported to have reached 80%. 

The City is designated to be superseded by the Fit which is already exported to Japan. Localisation rates for this model were higher than for the City but no percentage was offered. It was also suggested that national local content is becoming less of an issue than the regional local content rate. Honda’s strategy in ASEAN would allow it to raise (regional) local content rates close to 100% in the medium term.

Thailand as a hub
The final trend considered is that of the emergence of Thailand as a regional automotive hub. Space restricts a more comprehensive comparison between the Thai experience and the policies employed by Malaysia although it is important to note that the Thai policy of liberalisation and of not pursuing a national car project appears to be hugely successful. 

All manufacturers have focused investment on developing or expanding operations in Thailand. As noted above, Toyota chose Thailand to host the IMV project, Toyota Motor Thailand’s (TMT) Gateway plant is now regarded as Toyota’s main passenger car production plant in Southeast Asia and production capacity currently runs to 300,000 units in Thailand, more than in any other East Asian country including China. Thailand is also the first ASEAN country to produce a model completely relocated from Japan, in this case the Hilux.

The increasing focus on Thailand as a regional hub and the commencement of the IMV project are largely premised on the implementation of AFTA. Although Toyota is focusing on Thailand in terms of production, it is important to recall that the Thai market is approximately a quarter the size of that observed in China. 

Thailand has been the main beneficiary of Toyota’s restructuring in Southeast Asia but this has been subject to some negotiation. For instance, Toyota delayed its decision to relocate Hilux production from Japan, the foundation of the IMV project, until Thailand made key (favourable) decisions on tax (the Hilux was to be taxed at a higher 4X4 rate rather than the preferential one-ton pick-up rate) and dismissed the likelihood of an investigation into allegations of transfer pricing by Japanese MNCs. Additionally, Toyota was able to secure certain incentives from the Thai Board of Investment reducing costs by 30%.

A number of new investments and further investments (or changes in ownership structures) in existing operations were reported by Toyota. As noted above, Thailand was chosen as the base for Toyota’s first overseas R&D centre to be based outside of North America and Europe. The initial investment for this project was announced in 2003 as 2.7 billion Thai baht. Further developments in Thailand include the introduction of new shifts at both Toyota factories to ramp up IMV production and an increase in the number of dealerships from 240 to 310. 

Mitsubishi’s East Asian strategy (excluding Japan) is based on production in Thailand and China. Operations in ASEAN are being consolidated around Thailand as that region’s main production centre and to facilitate this process Mitsubishi reported plans to increase production capacity in Thailand from 126,000 units to 180,000 units by 2005. A stronger focus on Thai operations inevitably suggests the possibility of disinvestment elsewhere in the region and beyond. Symbolic of this greater emphasis on Thailand the local subsidiary, MMC Sittipol, was renamed Mitsubishi Motors (Thailand) Company Ltd. in late 2003; a desire for brand consistency, as Mitsubishi utilises Thai operations for additional exports, was identified as a further rationale for the name change.

However, when comparing the Southeast Asian and Chinese markets it was emphasised by interviewees that although SEA markets were growing quantitatively (Thai demand alone expected to reach one million units by 2006) and qualitatively (from pick-up trucks to passenger cars and MPVs), China was already a much larger market and growth there would far outstrip even the most optimistic projections for Southeast Asia. It was also suggested that production would be consolidated in China, although the data available at the time of writing and presented here suggests otherwise. 

The stated twin-track approach of consolidating production in Thailand and China is further reflected in Mitsubishi’s sales strategy for Thailand which is consistent with the general strategy of bringing new products to market. Mitsubishi Thailand referred to its intention to initiate production and marketing of the Grandis (Space Wagon) in 2004, the first overseas production of the model, and the SUV/sedan crossover Outlander in 2003. Mitsubishi pointed to the introduction of these two models as evidence for a shift in focus away from the one ton pick-up truck and towards what Mitsubishi hopes will emerge as a new, discerning customer base. Quantitatively, Mitsubishi is aiming to recover sales in Thailand to 40,000 units in fiscal year 2004/5, representing a 10% market share, and to increase exports to 87,000 CBUs and 21,000 KD kits.

In line with its general strategy of global expansion, Honda has announced or undertaken a number of investments in the region in recent years. These investments represent perhaps the most significant programme of expansion by any automaker in the region and reflect Honda’s bullish stance on ASEAN’s present importance and future potential. Between 2000 and 2004, Honda announced investments in all four main auto producing ASEAN states, in Vietnam and elsewhere in the region (China). The ASEAN investments are very much premised on regional trade liberalisation under AICO and AFTA. 

Significant investment in Thailand boosted capacity there from 55,000 units in 2002 to 120,000 in 2004. Although Honda, along with most other producers, had retained excess capacity in the immediate wake of the crisis, market recovery and increasing export sales suggest that this is no longer the case, even with this expansion. Honda’s plant in Thailand is one of its biggest and is increasingly geared to export production. A US$169 million investment for the production of a further model on the compact platform for export to Europe was announced in 2004. This investment reflects the underlying strategy of locating ‘world car’ production for export in Thailand. Additional investments (317 million baht) have recently been made in human resource development (training) and R&D.

Summary and conclusions

This paper has investigated the extent to which the changing political economy in East Asia has impacted on corporate strategy in the automotive sector. A secondary aim  has been to test the validity of the approach adopted in this thesis; locating firm level analysis in a political economy context.

Within East Asia, it is clear that Thailand is playing an increasingly central role in the regional strategies of all manufacturers though for different reasons. Toyota has expanded capacity in Thailand to a point where it is the firm’s third largest production centre after Japan and the US. Mitsubishi has also elected to develop Thailand, seemingly at the expense of other ASEAN countries. Honda, on the other hand, is pursuing a regional (ASEAN) strategy to make full use of the AFTA. As such, Honda has been investing considerably in increasing capacity, albeit in relatively small scale. 

The Asian financial crisis, while having an immediate and negative impact of regional sales, has in fact provided both automakers and host governments an opportunity to restructure and rationalise. In this sense, the crisis may be seen as a period of ‘creative destruction’ for the sector. The removal of local content requirements and the accelerated implementation of AFTA have been welcomed by Japanese firms and although yesterday’s dream of the development of indigenous automakers has largely passed (Malaysia excepted) the region is well placed to grow in an increasingly competitive global environment. The emergence of ASEAN as a homogenous market under AFTA has encouraged firms to reorganise their operations for the medium and long-term. 

The transformation of the region’s political economy has been shown to impact on corporate strategy in a number of ways. This appears to go beyond a straightforward assessment of locational advantages and suggests that it is the regional rather than the national unit of analysis that guides corporate strategy in the automotive sector. The development of regional headquarters and Asian cars for instance reflect much more of a regional perspective than a narrowly defined national strategy, although national product preferences persist. As the region develops and income levels rise, even these disparities may recede. Therefore, adopting a regional approach to corporate strategy simply reflects the regional orientation of automakers. 
This paper has promoted a modified or twin-track approach to the issue of Japanese FDI in East Asia that defines a clear role for the construction of a detailed context (the regional political economy) within which firm-level analysis can proceed. The central rationale for this has been a desire to gain a richer understanding and better grasp of the contemporary reality than that afforded by traditional (narrow) approaches. Moreover, it has been suggested that the radical transformation of the region’s political economy in the post-crisis era actually necessitates such a revised approach. In other words, failure to appreciate and link the transformation of the region with any investigation of corporate strategy will fall short of providing a satisfactory account.

Has this been successful? By and large, the answer can be yes. The detailed analysis of the transformation provided in section one and the subsequent analysis of firm-level data allows the reader to gain a clearer understanding of issues that are central to the decisions taken by firms to invest, produce and trade in the region. This is not to negate, for example, Dunning’s OLI paradigm. Indeed, these approaches will continue to generate targeted and empirically sound data to aid our understanding of the issue at hand. But in an increasingly interconnected business environment, where strategies fall on a continuum between the global and the regional, failure to recognise the importance of the wider context may compromise the end result. 

This paper has demonstrated that, as a first step, the approach does function and can provide the rich data required. However, it is also suggested that the approach would benefit from further development, particularly with regards to comparative study between industrial sectors, regions or national bias. 

Abbreviations

AICO

ASEAN Industrial Cooperation Scheme
ASEAN
Association of Southeast Asian Nations
BBC

Brand to Brand Complementation
NIE

Newly Industrialised Economy
RTA

Regional Trade Agreement

FTA

Free Trade Agreement
FDI

Foreign Direct Investment
WTO

World Trade Organisation
EU

European Union
AIA

ASEAN Investment Area
APT

ASEAN Plus Three
EAEC

East Asian Economic Caucus
EAEG

East Asian Economic Grouping
EAS

East Asian Summit
NAFTA
North American Free Trade Agreement
CLMV

Cambodia. Laos, Myanmar, Vietnam
ADB

Asian Development Bank
APEC

Asia Pacific Economic Cooperation
AFTA

ASEAN Free Trade Agreement
IMV

International Innovative Motor Vehicle
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�East Asia refers to the following countries: Brunei Darussalam, Cambodia, China, Democratic People’s Republic of Korea (DPRK), Hong Kong (SAR), Indonesia, Japan, Laos, Malaysia, Myanmar, the Philippines, Republic of Korea (ROK), Singapore, Taiwan, Thailand, and Vietnam. 


� The Singapore issues relate to investment, competition, government procurement, and trade facilitation. 


� Cambodia, Laos,  Myanmar and Vietnam.





PAGE  
2

