
Feature



April 2011 | SERI Quarterly |  13

Northeast Asia’s Economic 
Integration into China

PARK Bun-Soon

KorEAN ANd JApANEsE Exports 
sHIFt From tHE Us to CHINA

Northeast Asia’s Economic develop-
ment and the role of the Us

The rapid growth of both Korea and Japan 
in the latter half of the 20th century is 
undoubtedly one of the great success stories 
of modern capitalism. Japan led the way in 
the 1950s, successfully rebuilding its economy 
and industry after total devastation in World 
War II. By the 1960s Japan had emerged as 
a major exporter not only of labor-intensive 
light-industry products but also of steel and 
automobiles; and by 1968 Japan had displaced 
West Germany as the world’s second largest 
economy. Japan’s phenomenal growth in the 
1960s and 1970s is an achievement that has 
never been duplicated by any other country.

Japan’s strategy for economic growth relied 
on government led investment in strategic 
industries to promote exports. With its 
poor natural resource endowment, Japan 
was compelled to import raw materials and 
export processed goods if it hoped to make 
this strategy a success. The booming postwar 
US economy provided a natural outlet for 
Japanese goods, and by the 1960s, a third of 
Japan’s exports were going to the US. For the 
next five decades, Japan would rely on the US 
as its primary export market. Though US-
bound exports experienced a slight decline 
in the 1970s (on increased Japanese exports 
to resource-rich countries during the two 
oil shocks) the US share recovered from the 
beginning of the 1980s.

Korea in turn embarked on its first steps 
towards emerging from poverty in the late 
1950s, after the Korean War had devastated 
its economy. Again, the US would be the most 
important partner for economic cooperation, 
first as a supplier of aid during and after the 
war, and gradually, as a market from the 
1960s. During the initial stages of economic 
development, Korea exported low–tech, labor 
intensive manufactured goods like apparel, 
sewing products, and wigs. As a result, the 
share of Korea’s US-bound exports reached 
47.1 percent in 1970 and remained high during 
the 1980s at 35 percent.

The growing sophistication of the Korean 
and Japanese industrial structures was 
enabled by their consistent access to the US 
market. Korea and Japan both began with 
the production of textiles and garments in the 
1960s, then advanced to steel, automobiles 
and electronics, as rising domestic production 
costs and competition from newcomers priced 
them out of their initial industries. Thanks to 
the US, Korea and Japan were able to upgrade 
themselves from exporters of simple products 
to global players in trade and investment 
by moving their less competitive industries 
overseas and building more sophisticated 
industries at home.

The share of US-bound exports however, 
began to waver in the 1980s and began to 
rapidly fall from 2000. The share of the US in 
Japan’s exports accounted for 30.1 percent of 
the total ($144 billion) in 2000, but declined 
thereafter, only recovering in 2006. Exports 
would then recover brief ly to reach their 
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historic high of $147.2 billion,  nearly $30 
billion more than the most recent numbers in 
2010. In 2009, however, as the US fell prey to 
a financial crisis that soon spread worldwide, 
Japan’s US-bound exports fell to only $95.3 
billion. Although recovery from the crisis 
has put exports to the US back on track, the 
record performance in 2006 will not likely be 
repeated. Korea’s exports to the US which 
posted $37.6 billion in 2000 also began lagging 
for years thereafter. Despite recovering and 
then surpassing the 2010 figures in 2004, 
exports began falling again, dropping 18.8 
percent year on year in 2009 down to $37.7 
billion.

As a result, the US share in Korean and 
Japanese exports has been decreasing since 
2000. Although the beginnings of this decline 
were already palpable in 1985, the pace thereof 
has sped up drastically from 2000. Japan, 
traditionally the most dependent on the US 
due to its competitiveness in automobiles 
and machinery, has seen its exports to the 

US almost halved, from 30.1 percent in 2000 
to 15.4 percent ten years later. Korea saw its 
exports to the US fall even more, from 21.9 
percent to 10.7 percent during the same period. 
 
China did not begin a sound economic 
growth track until the end of the 1970s when 
it adopted economic reforms and encouraged 
foreign direct investment (FDI) to compensate 
for its low levels of capital and technology. 
During the initial stages of its market opening, 
the majority of FDI in China came from 
Hong Kong. In the 1980s, however, Japanese 
firms began entering the Chinese market, to 
be joined by Taiwanese firms in the 1980s and 
1990s. Korean corporations began building a 
China presence from the early 1990s. Initially, 
most investments from foreign investors 
in other countries in Northeast Asia were 
in labor-intensive light industry, including 
textiles, apparel, footwear, and consumer 
electronics. Accordingly, the export structure 
that emerged was one where China processed 
intermediate goods imported from other 
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|Figure 1  Japan and Korea’s Exports to the US and China (Share)

Source: KITA DB.
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Before 2000, it is no 
exaggeration to say that 
the performance of the 
Korean and Japanese 
economies was 
determined largely by their 
performance in US-bound 
exports. Since then, 
however, China has 
displaced the US to 
absorb the largest amount 
of exports from both 
countries.

countries in Northeast Asia and exported 
them to the US. As with Korea and Japan 
in the initial stages of their own economic 
development, China depended on the US 
market. As a result, US share of Chinese 
exports shot up from 8.5 percent in 1990 to 
20.9 percent in 2000.

China’s rise and the shift in
Korean and Japanese Exports 

Before 2000, it is no exaggeration to say that 
the performance of the Korean and Japanese 
economies was determined largely by their 
performance in US-bound exports. Since 
then, however, China has displaced the US 
to absorb the largest amount of exports 
from both countries. Korean companies 
competing against their Japanese counterparts 
in advanced markets, including the US, 
hastened economic ventures in China after 
diplomatic ties were established in 1992. 
Korea’s total exports to China accounted 
for only 7.0 percent of the total in 1995, but 
surged upon China’s accession to the WTO 
and the implosion of the US IT boom in the 
early 2000s. As a result, Korean exports to 
China, which accounted for 10.7 percent or 
$18.5 billion of total exports in 2000, jumped 
to 25.1 percent or $116.8 billion in 2010. From 
2000 to 2010, Korea’s total exports grew at 
an average annual rate of 10.5 percent. In this 
growth, US-bound exports increased only 2.8 
percent while China-bound exports surged 
20.3 percent. Exports to China have clearly 
become the most important driving force for 
the Korean economy.

Notwithstanding their frequent political 
competition, Japan’s economic ties to China 
have also increased via exports. In 1985, 
China absorbed 7.1 percent of Japan’s exports. 
Economic cooperation, however, deteriorated 
after the 1989 Tiananmen Incident, and in 1990 
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only 2.1 percent of Japan’s total exports were 
headed to China. Exports to China returned 
to an upward track through the 1990s, but still 
accounted for only 6.3 percent or $30.4 billion 
of Japan’s total exports in 2000. As China’s 
development rapidly accelerated in the 2000s, 
however, Japan was able to greatly expand its 
exports to its neighbor. In 2010, China-bound 
exports accounted for 19.4 percent of Japan’s 
total exports at $149.1 billion, $30 billion more 
than its exports to the US, which amounted 
to $118.3 billion. From 2000 to 2010, Japan’s 
exports to the US decreased at an average 
annual rate of 1.9 percent while its exports 
to China increased by an average rate of 17.2 
percent year-on-year.

Such massive growth in the exports of both 
Korea and Japan to China has allowed China 
to replace the US as the decisive factor in the 
economic performances of both exporting 
nations. In fact, the upswing in exports to 
China was largely responsible for Japan’s 
ability to exit from its “lost decade” of 
economic stagnation in the 1990s to post a 
significant recovery in the mid 2000s. Likewise, 
China’s replacement of the US as Korea’s top 
export market, allowed Korea to avoid major 

economic deterioration even after the slump in 
domestic consumption and investment caused 
by the currency crisis in the second half of the 
1990s, and the decline in exports following 
the collapse of the IT bubble. Considering the 
size of the Korean and Japanese economies as 
well as the scale of their exports, this shift in 
the mainstay markets of both countries in the 
space of only ten years is a momentous and 
unprecedented change.

FACtors IN NortHEAst AsIAN
ECoNomIC INtEgrAtIoN

Intensification of division of Labor

The primary basis for the robust increase in 
China-bound exports can be found in the 
structure of economic growth in the three 
Northeast Asian nations, namely, Korea, 
Japan and China. Economic growth in Japan 
and Korea was achieved by high rates of 
investment and exports, allowing both nations 
to emerge as global players. Their exporters 
gradually advanced into higher value-added 
industries as domestic production costs rose, 
and both countries embarked on foreign 

|Table 1  Apple iPhone 3GS Major Component and Cost Drivers

Manufacturer Component Cost Share

Japan
Toshiba Flash Memory, Display Module, Touch Screen $ 59.25  

33.9
Murata FEM $ 1.35

Korea Samsung Application Processor, SDRAM-Mobile DDR $ 22.96 12.8

Germany Infineon Baseband, Camera Module, RF Tranceiver, etc. $ 28.85 16.1

Remainder of BOM $ 60.05 33.6

Total BOM $ 172.46 96.4

Manufacturing costs $ 6.50 3.6

Grand Total $ 178.96 100.0

Source:  Andrew Rassweiler(2009), iPhone 3G S Carries $178.96 BOM and Manufacturing Cost, iSuppli Teardown Reveals: (http://www.isuppli.com/
Teardowns/News/Pages/iPhone-3G-S-Carries-178-96-BOM-and-Manufacturing-Cost-iSuppli-Teardown-Reveals.aspx)(Accessed 21 Feb  2011).
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investment to maximize the residual value of 
their investments. Japan began transferring 
its less competitive domestic industries 
overseas from the 1960s, while Korea started 
overseas investment from the second half of 
the 1980s.  

Such efficiency seeking investment began 
in Southeast Asia, but when China opened 
its economy, it became a popular location 
for investment beginning in the early 1980s. 
Japanese companies began investing in 
China in the mid 1980s and expanded their 
investment in the mid 1990s as the fallout from 
the Tiananmen Incident subsided and the yen 
began its upward trajectory. Korean companies 
began investing in China indirectly via Hong 
Kong before the 1992 diplomatic normalization 
between the two countries, primarily in 
labor-intensive industries like textiles and 
sewing. Investment by Korean manufacturing 

companies increased tremendously from the 
mid 1990s and exceeded 50 percent of total 
overseas investment after China’s accession to 
the WTO. 

Korean and Japanese investments in and 
trade with China have developed some unique 
characteristics. Specifically, both Korea and 
Japan export capital goods, intermediate 
products, and materials to China. China then 
processes these items and exports the finished 
goods to other countries. This pattern was 
initially seen in the production of textiles 
and garments and has now spread to the 
electronics industry.  Especially in the latter, 
numerous exporting countries take part in 
the process of exporting parts to China for 
final assembly in China in what is called 
“production sharing.”1  

A prime example is the Taiwanese company, 

|Figure 2  Korea and Japan’s Export of Parts to China and Respective Shares (Electronics and Machinery)

Source: UN Comtrade (Amount, $100 million) (Share, %).
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1  Production sharing occurs when the breakup of a production process into vertically separated stages being carried out in two or more 
countries costs less than an integrated process of activities in producing a good in just one factory.  Such  phenomena of cross-border 
production sharing by fragmentation is a chief reason for the increase in trade of East Asia
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Foxxconn, which procures components 
from multiple countries for the production 
of iPhones in China. Japan’s Toshiba and 
Korea’s Samsung are its major suppliers. The 
entry-level, 16Gbyte version of Apple’s iPhone 
3GS carried a BOM (bill of materials) cost 
of $172.46, with manufacturing costing $6.50 
for a total of $178.96. In other words, China 
imported more than 46 percent of the total 
production cost from Toshiba and Samsung 
for each iPhone 3GS.

However, there are differences in the key 
sectors of Korean and Japanese exports 
to China. Production sharing through 
fragmentation is most common in the electrical 
and electronics industries and machinery 
sector (SITC 7-8). In the case of Korea, its 
exports of components in SITC 7-8 are larger 
than Japan’s. The share of these components, 
moreover, has remained at a steady level 
for Japan while it has continuously risen for 
Korea. In this regard, one may conclude 
that Korea has a comparative advantage in 
the components industry while Japan has a 
comparative advantage in capital goods. 

 China’s phenomenal growth 

Growing dependence on China by Korea 
and Japan is deeply related to the formation 
of China’s domestic market on the back of 
its robust economic growth. Exports have 
been the main driving force behind China’s 
growth, and many of these exports are 
actually re-exports of products produced 
in other countries, as seen with the iPhone. 
Accordingly the label “made-in-China” might 
reasonably be called “made-in-Northeast 
Asia.” At the same time, although the share of 
Korean and Japanese intermediate products 
sent to China for re-exporting has increased 
among China’s total imports, an increasing 

Both Korea and Japan 
export capital goods, 
intermediate products, 
and materials to China. 
China then processes 
these items and exports 
the finished goods to other 
countries, in what is called 
“production sharing.”



April 2011 | SERI Quarterly |  19

PARK Bun-Soon

amount of imports from both countries are 
also intended for domestic consumption. 

A considerable number of Korean and 
Japanese companies with direct investments 
in China appear to have expanded local 
sales of their manufactured goods rather 
than items produced for export. According 
to a Korea Eximbank survey on 1,091 local 
subsidiaries in China with over $1 million 
of investment assets as of 2009, the sales 
market for fiscal 2009 consisted of 55.1 
percent production for local sale, 29.3 percent 
production for Korea-bound exports, and 
15.6 percent production for exports to third 
countries.2 Among those companies, 369 
companies submitted business reports over 
the past five years indicating that their sales in 
China’s domestic market exceeded 50 percent 
of total sales since 2005, and 60.5 percent as 
of 2009, while the share of exports to Korea 
and third countries took 24.1 percent and 15.4 

percent, respectively.3

For Japanese companies in China as well, the 
local market has become more important than 
exports.  According to a survey by JETRO, 
the share of exports in 2010 by Japanese 
companies investing in China was 38.3 
percent on average. Among the subsidiaries 
in China, 29.6 percent focused solely on the 
domestic market, while 18.2 percent exported 
less than 20 percent of production, and 14.5 
percent had an export rate of between 20–50 
percent.4 Moreover, 60.6 percent of exports for 
these companies were bound for Japan, while 
the US accounted for only 4 percent. Over 
80 percent of Shanghai- and Beijing-based 
companies and 56.6 percent (the lowest among 
the areas) of companies based in Shandong 
Province responded that improvements in 
their operating profit margins for 2010 were 
attributable to sales increases in the local 
market. In contrast, 54.7 percent (the highest) 

2  1,091 manufacturing companies were surveyed. They accounted for a meager 8.9 percent of all 14,985 companies invested in the 
manufacturing sector, but took up 71.1 percent of all manufacturing companies in terms of the balance of investment.  (The Export-
Import Bank of Korea (2010).  An Analysis on Overseas Direct Investment and Business Management in Fiscal Year 2009.  The Export-
Import Bank of Korea. pp.193~203.)

3  The number of all companies that reported business performance for the past five consecutive years was 369.  Among them, 326 were 
manufacturing companies. Their sales structure was not suggested in a report by the Export-Import Bank of Korea.  (The Export-
Import Bank of Korea (2009).  An Analysis of Overseas Direct Investment and Business Management in the Fiscal Year 2009.  The 
Export-Import Bank of Korea. pp.235~239.)     

4  JETRO (2011), A Survey of Japanese Corporate Activities in Asia and Oceania—China, Hong Kong, Taiwan, and Korea (surveyed in 
2010), January 2011.

|Table 2  Sales of Korean Subsidiaries in China (369 companies surveyed)

  2005 2006 2007 2008 2009

Local Sales
Value Amount 15,237 18,559 22,538 29,176 37,309

Share 49.9 51.4 52.2 53.2 60.5

Korea-bound Exports
Value Amount 2,937 4,948 6,733 13,546 14,854

Share 9.6 13.7 15.6 24.7 24.1

Exports to Third 
Nations

Value Amount 12,331 12,571 13,908 12,078 9,466

Share 40.4 34.8 32.2 22.0 15.4

Note: Out of 369 companies, the number of manufacturing companies was 326, and the share of their balance of investment was 94.8 percent. 
Source: Korea Eximbank (2010). Analysis on Overseas Direct Investment and Business Management in Fiscal Year 2009. pp. 235~239. 

(Unit: $ mil, %)
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from Shandong Province and 17.7 percent 
and 15.0 percent from Shanghai and Beijing, 
respectively, responded that increases in sales 
were due to the expansion of exports.5

Korean and Japanese companies that have 
advanced into the Chinese market can be 
grouped into the following three types; large 
companies who handle both the domestic 
market and exports, medium-sized enterprises 
who deal with exports, and small- and 
medium-sized enterprises who enter China via 
partnerships with large companies (“keiretsu”). 
Large companies have been expanding their 
share of the domestic market as conditions 
for exports have deteriorated. In comparison, 
small- and medium-sized companies are 
supplying parts and components to large 
companies while taking part in the domestic 
market. 

prospECts

Will Korea and Japan be integrated into 
China through a steady increase of exports 
to China? The answer to the question may be 
determined by two factors. First, Korean and 
Japanese integration into China will depend 
on the extent of economic recovery in the 
advanced countries and their corresponding 
import demand. Neither Korea nor Japan is 
keen on becoming overly reliant on China, and 
both hope to diversify their export markets. 
The world economy, however, maintains 
structural imbalances, as seen during the 
recent financial crisis. This problem could 
trigger what former US Treasury Secretary 
and White House economic advisor Lawrence 
Summers calls “a balance of financial terror” 
on a global scale, and as shown by the global 

financial crisis, such imbalances can cause 
profound disruptions. At the same time, 
structural imbalances entail the reduction of 
trade surpluses in China and East Asia with 
the US. In other words, the US must reduce its 
imports from East Asia and expand its exports 
to the region.

In this regard, it is unlikely that imports in 
the US and other advanced markets will 
show rapid growth in the future equivalent to 
the kind seen up to the 1990s and 2000s. US 
imports broke past the $1 trillion mark in 1999, 
reached $2.1 trillion in 2008, and recorded 
average annual growth of 8.7 percent from 
1998–2008. The trade deficit also ballooned 
from $233.4 billion in 1998 to $800 billion in 
2008. However, it now appears that it will be 
difficult for the US and the rest of the world 
to tolerate such enormous trade deficits in 
the US. In 2009, US imports totaled $1,557.9 
billion, down 25.8 percent from the year 
totaled before. Despite a rebound in 2010, 
figures still remain below 2007 levels, and 
whether the recovery will continue is doubtful. 
In other words, since import demand from 
advanced countries will not be the same as it 
was before, both Japan and Korea must keep 
searching for new markets as long as they 
have economies that do not rely on domestic 
consumption. 

Second, China wil l be able to replace 
advanced markets and continue providing an 
export market to Korea and Japan. Although 
China could eventually establish a “one-set” 
structure like Japan’s that provides start-
to-finish manufacturing from parts and 
components to finished goods, both Korea 
and Japan will likely be able to maintain 
advantages in the Chinese market for the 

5  A multiple response set was given with four answers: sales increases in the local market, improvement in production efficiency, sales 
increases through export expansion, and improvement in sales (p.121) .
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next ten years. A considerable gap persists 
between China and its neighbors in terms 
of industrial technology. Although China 
has made rapid technological progress in 
shipbuilding etc. and has even leapfrogged 
ahead of rivals in areas like electric cars, its 
capabilities are still immature in electronics, 
machinery and chemicals. Moreover, Korean 
and Japanese companies operating in China’s 
major industries will not totally transfer their 
technology, their main source of comparative 
advantage, to local business partners.      

China’s domestic market will continue to 
expand in line with its economic growth. 
China itself has been a party in the world’s 
structural imbalances, and faces increased 
trade pressure for corrective actions like 
yuan appreciation. However, there will still 
need to be markets that can accommodate 
China’s huge production capabilities, and 
this market should either be Asia, which has 
supplied parts to China thus far, or within 
China itself. As aging nations like Korea and 
Japan can only play a limited role in absorbing 
China’s exports, China will have to expand 
its own domestic market. Efforts to bolster 
private consumption will also contribute to 
the resolution of economic imbalances caused 
by export-led growth. In this respect, growth 
in China’s domestic consumption market can 
create markets for Korea and Japan. 

For China, who faces trade pressure from 
advanced nations, Korea and Japan, and 
even East Asia as a whole can be appealing as 
important markets. Despite careful nurturing, 
however, it will be difficult to suddenly change 
these economies into domestic demand-driven 
economies. Nevertheless, even if its market 

growth is not as strong as China’s, Japan 
remains the world’s third largest economy, 
and the size of the Korean economy is also 
quite notable. In this regard, China can 
take a greater interest in pursuing economic 
cooperation in Northeast Asia. Japan and 
Korea, on the other hand, will have no choice 
but to focus on reducing trade barriers with 
China. As Northeast Asia integrates through 
its markets, it will recognize the need for a 
collective regional response to structural 
changes in the global economy.

In this vein, the three East Asian nations 
convened a tripartite summit for the first time  
in Northeast Asia in the midst of the global 
financial crisis.6 Through this process, Japan 
and Korea, both of whom are dependent 
on China with regards to their trade and 
investment, will become integrated with the 
Chinese economy. Beyond the functional 
integration led by markets, even more 
momentum will appear for institutional 
integration through structures like a Northeast 
Asian FTA.   

Translator: CHUNG Hye-Ran

6  The three Northeast Asian nations have convened a tripartite 
summit, while attending the ASEAN+3 Summit held by 
ASEAN.  But this summit meeting is held in the ASEAN area, 
not in Northeast Asia. 
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