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EXECUTIVE SUMMARY 

! The New Economic Paradigm that Japan and Australia have created is the 
transposition onto nation-level relations of the interplay of numerous factors and 
drivers that are found at the microeconomic and inter-firm level, combined with 
industry-level factors and ultimately with geopolitical, strategic and institutional 
alignments and the whole suite being risk-adjusted according to the principles of 
financial analysis: 

! relational economic contracts 

! new complementarities across value chains 

! risk-adjusted valuation of investment and trade 

! application of transaction cost economics 

! geopolitical and strategic alignment with Australia’s economic partners 

! institutional alignment, including values and legal protections 

! The	  inspiration	  for	  the	  development	  of	  Total	  Economic	  Engagement	  comes	  from	  
the	  unique	  experience	  of	  the	  combination	  of	  long-‐term	  contracts	  and	  minority	  
equity	  foundations	  that	  Australian	  and	  Japanese	  companies	  used	  in	  the	  1960s	  to	  
build	  the	  Australian	  iron	  ore	  and	  coal	  industries.	  

! Geopolitics is more important than economics but geopolitical analysis must be based 
on a sound understanding of the global economy, far removed from any simplistic, 
mercantilist-inspired concepts. 

! Beyond the strictly economic, the complementarities between Australia and Japan 
extend to the even more powerful spheres of geopolitics to achieve a richness of 
engagement of rare possibility. 

! Both geopolitically and economically, Australia’s and Japan’s interests overlap so 
sharply as to be a true exemplar of a New Complementarity applied to the level of the 
nation state, which I have termed Total Economic Engagement 

! The	  measurement	  of	  Total Economic Engagement is a function of: 

! Trade 

! Foreign Direct Investment 

! Portfolio Investment 

! Strategic Alignment 

! Institutional Alignment 

! Geopolitics is the interplay of strategic priorities and the institutional alignments 
between nation states, otherwise thought about as geography and politics. Institutional 
Alignment because also embodies value systems that, contrary to a simplistic 
“Realist’ framework, do have significant impacts on relations between nations. 
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! Institutions are not just organizations and rules but are based on values. These are the 
very values that are often discussed in relation to Australia and Japan: 

! democracy 

! rule of law 

! protection of individual human rights 

! protection of private property rights and intellectual property 

! promotion of a rules-based international system 

! transparent governance and regulations 

! Economic	  interactions	  between	  states	  can	  expand	  and	  diversify	  to	  become	  quite	  
intense,	  but	  will	  depend	  on	  smooth	  geopolitical	  relations	  to	  be	  sustained.	  When	  
geopolitics	  clashes	  with	  economics,	  the	  former	  will	  take	  priority.	  

! It	  cannot	  be	  emphasised	  strongly	  enough	  that	  current	  economic	  relationships	  
cannot	  have	  priority	  over	  geopolitical	  forces	  that	  threaten	  national	  security	  and	  
therefore	  future	  economic	  welfare	  security.	  

! Geopolitics,	  economics	  and	  value	  systems	  are	  intricately	  interlinked.	  Economic	  
relationships	  between	  states	  that	  have	  clashing	  value	  systems	  are	  always	  resting	  
on	  foundations	  that	  could	  shift	  quickly	  and	  catastrophically.	  

! A key problem with what is called ‘geoeconomics’ is that its essence is mercantilist. It 
does not take into account two significant economic factors: 1) the huge increase in 
the level of offshore production via FDI. Large shares of the production and revenue 
of US-based, UK-based, Japan-based, etc, companies are outside their country and a 
large proportion is re-imported to the home country; 2) it completely ignores the 
massive proliferation of global value chains and production networks locked in 
symbiotic embrace. Simple breakdowns of exports/imports and production give a 
distorted view of global economic structures and interrelationships. 

! Australia and Japan are both island nations with completely different endowments, 
separated by huge geographic distances but sharing key strategic imperatives and 
interests, supported by shared values. 

! Overlaying the strategic imperatives is now the rise and behaviour of China and the 
responses of the US, the key alliance partner of both Australia and Japan. 

! Australia and Japan are important powers that share geopolitical interests and values, 
have been and should be developing stronger security ties to bolster the effectiveness 
of their alliance with the US. In my evaluation, Australia is an important middle 
power and Japan is a Great Power. Japan is not as big as China, but it is not a middle 
power. China is a Great Power but certainly not a Global Power, a status only 
achieved by the US and not likely to be achieved by either China nor India. 

! A further impetus towards closer Australia-Japan geosecurity cooperation has been 
the lack of consistency in the responses of the US to the changing power balance in 
the Western Pacific. In November 2011 the Obama administration announced a 
‘rebalance’ of the US military and security posture towards Asia and the Pacific 
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(sometimes called a ‘pivot’). While the policy has been broadly welcomed (except by 
China), there are serious misgivings about the practical effect of the policy. 

! Australia and Japan can work together closely to enhance the US presence in our 
region, to form the foundation of multilateral efforts with other regional partners and 
to work bilaterally in the many arenas open to this vibrant partnership. 

! Australia and Japan have been cooperating for many decades in numerous regional 
and global forums: PBEC, APEC, ASEAN Regional Forum, G20, EAS and TPP, 
among others. 

! Australia and Japan have also been working together closely in non-economic areas 
such as nuclear non-proliferation. Australia has always supported Japan’s expanded 
security role in the UN, unlike China and South Korea. Similarly, Japan has always 
supported Australia’s inclusion in Asian regional forums, unlike China and Malaysia, 
greatly assisting Australia’s efforts to be included in the region. 

! Over these decades there have been incremental steps taken in the fuller development 
of cooperation, collaboration and relationship-building founded on economic 
complementarity. Slowly, but with increasing vigour, the geopolitical and security 
dimensions were added to the economic, including UN peacekeeping and 
humanitarian assistance (since ‘security’ means more than just defence). 

! The recent accelerations have built upon these foundations, spurred by the rise of 
China’s ambitions. But the developments also have their own positive character as 
they range across so many issues and universal goals. Australia and Japan are 
especially suited to be closer strategic partners. The Australia-Japan relationship is an 
example of “values-based alignment” which has been supplementing realpolitik 
calculations. 

! Recent enhancements of the Australia-Japan strategic relationship  include the Joint 
Declaration on Security Cooperation (JSDC), signed in 2007, the acquisition and 
cross-servicing agreement (ACSA) in 2010 and an information security agreement 
(ISA) in 2012, annual “2+2” foreign and defense Ministers meetings. In 2014 two 
Summits were held in Japan and in Australia, concluding the JAEPA and the 
Agreement Concerning the Transfer of Defence Equipment and Technology. 

! New Complementarity extends beyond conventional business relationships, finding 
multiplying opportunities within proliferating value chains in traditional, new and 
emerging sectors. The rapid innovation promoted by the digital revolution in the 
context of vast demographic changes has allowed Australia and Japan to build on the 
accumulated assets of trusted relationships. 

! A new phase in the investment relationship is the development of commercial 
opportunities in third countries based on equity commitment. For example, the 
beverage giant Lion, owned by Kirin, will be able to utilize Kirin’s extensive 
marketing and distribution assets in Asia to expand exports. Similarly, Japan Post has 
provided the capital for Toll to build upon its impressive logistics network in Asia and 
grow its global presence. 
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! The advantage of adjacency predicts that new opportunities will likely be closely 
connected to existing partnerships. The scale and scope of the existing economic 
relationships between Australia is so large that I envision many new investments will 
proliferate both bilaterally and in our region. The investment maps of the Mitsui and 
Mitsubishi sogo shosha which I have included in the section on investment show the 
power adjacency over a period of over 60 years.	  

! The patient, essential cultivation of long-term relationships (nemawashi), for which 
the Japanese are justly famous, does have an analogue in Western economic thinking, 
a conceptual space occupied by relational economics and relational contract theory. 
These insights are used to examine Japanese relations with Australia.	  

! It is of fundamental importance that the strategic alignment of Australia and Japan is 
reinforced by the alignment of shared values as well as common economic and 
geopolitical interests. In the hierarchy of importance, strategy is more important than 
politics and both are more important than economics. Sound economic relationships 
can easily flounder when strategic interests diverge.  

! In the case of Japan and Australia, each of them has as their most critical strategic 
interest the free flow of resources, energy materials and goods through the South and 
East China seas. This is of direct strategic interest to both, while it is less so for the 
USA. Hence, strategic cooperation is crucial for Australia and Japan within the 
context of each other’s security alliance with the USA. That strategic necessity 
remains unchanged and will continue indefinitely. It is also worth noting that the 
interest in an open maritime system governed by rules based behaviour is shared not 
just by Australia and Japan. 

! Although not widely described as a growth engine, Japan has actually increased its 
demand for Australian merchandise exports, with the period since 2008 being much 
higher than the previous decade, testament to the dynamic nature of a diverse trading 
relationship, which now has the added element of a completed Free Trade Agreement. 
Investment and trade, in goods and in services, are two interconnected strands of 
wealth-creation that support each other in a virtuous upward spiral. The JAEPA is a 
comprehensive agreement that includes investment and services, so providing a sound 
foundation for the further flourishing of the trade relationship in hitherto 
underdeveloped sectors. 

! According to the latest ABS data (May 2016), Japan has overtaken the UK as the 
second highest source of Foreign Direct Investment (FDI) into Australia at the end of 
2015 in stock terms. The top five sources of direct investment are: USA with $174 
billion; Japan $86 billion; UK $76 billion; Netherlands $44 billion; China $35 billion 
and Singapore $29 billion. In fact in 2015 Japan was the single biggest source of 
FDI inflows, with $14.7 billion, ahead of the US with $10.2, The Netherlands with 
$5.4 billion and China with $3.3 billion. 

! What distinguishes Japanese FDI into Australia is its diversity. It does not flow into 
just real estate, coal and agriculture. In the past few of years Japanese companies have 
made investments into IT services, manufacturing, recruitment, advertising, financial 
services, insurance, logistics, construction, distribution, the establishment of retail 
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chains such as Uniqlo and Muji and the expansion of housing construction firms 
Sekisui House and Daiwa House. 

! The injection of capital, the transfer of technology and know how and the connection 
with regional and global value chains makes these investments invaluable to the 
Australian economy. The economic fundamentals which supported investment from 
Japan will continue: Australia’s economy continues to grow at a good pace; 
Australia’s population continues to grow; the regulatory system is transparent and 
stable; Australia is linked to the long term growth opportunities of Asia. 

! The Sogo Shosha or Japanese Trading and Investment Conglomerates have played 
key roles in the development of major Australian industries such as iron ore and coal 
and LNG. Two significant examples are Mitsui and Co and Mitsubishi Corporation, 
each of whom have more than 60 years presence in Australia. The investment maps 
show the extensive range of investments they have made in Australia, in industries 
such as iron ore, thermal and coking coal, LNG, oil, salt, silica, woodchips, grain, 
dairy, machinery, water and power utilities, renewable energy, metal recycling, 
finance, infrastructure. They have a long history of being key minority investors in 
resources projects and developing the innovative long-term contracts to support the 
industries. In addition they have shown a multi-decade commitment to investments, 
unlike many non-Japanese investors. They have been a cornerstone of the Australia-
Japan economic relationship and will continue to be in the decades ahead. 

! In addition to investment, Japanese banks have also greatly increased their lending to 
the Australian business sector, filling a major gap left from the shrinking presence of 
other overseas banks following the GFC. Only the Big 4 Australian banks were 
higher. Japanese banks were the biggest foreign lenders to business in Australia. 
Between 2010-15 the big three Japanese banks had cumulative annual growth rates 
between 23-40% PA. 

! Japan remains an investment powerhouse in the global economy. Exponential growth 
in Japanese FDI in the past 20 years saw over 1.5 trillion yen invested by the end of 
2015 outside Japan, confirming Japan’s position as an investment powerhouse and 
provider of capital and technology around the world. Japan has continued to be one of 
the main sources of valuable FDI for the world, a constant provider of capital, 
technology and supply chains. Japan continues to rank with the USA and China as top 
sources of FDI. 

! Japan continues to lead the world’s comparable major economies in terms of spending 
on R&D, preparing Japan for the technological innovation that will be necessary to 
remain competitive. During the difficult economic times of the 2000s, Japan increased 
its expenditure on R&D, recognizing where it must invest in order to maintain its 
future wealth. 

! One key and growing area in global industries as diverse as mining, automotive, 
agriculture and medical is robotics.  The use of robots and the Internet of Things will 
be growing exponentially in the decades ahead, with enormous and as yet unknown 
impacts on production, labour and investment. Japanese companies account for 6 of 
the top 9 robot makers around the world, putting Japan in a leading position to benefit 
from this coming boom. 
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! There are ample places within Asian value-chains for the numerous assets and 
capabilities owned by Australian and Japanese firms to work together in new 
complementary ways.  

! Japan is a primary engine of new growth in our region. This is not just because it is a 
major importer. Japan is the biggest direct investor in South East Asia. Direct 
investment is even more important than demand because it is a close-knit bundle of 
capital, technology and productivity, the three key components of long-term growth. 
Japan, of course, has been the major investor in this region for more than four decades 
and has built many of the numerous manufacturing production chains. 

! Furthermore, over the coming years the recent FTA agreements with South Korea, 
Japan and China will liberalise investment as well as trade in services and goods. The 
key with services is that demand cannot be met simply with arms length trade, but 
with presence in the market. 

! Both the Asian region and Australia have been beneficiaries of Japan’s huge increase 
in outward FDI in recent years. The Asian region has overtaken Europe as the second 
highest regional host and the key element to observe is the marked increase in FDI in 
services sectors in Asia, especially ASEAN, indicative of the need to cater for higher 
levels of income and sophistication in the customer base of the expanding middle 
classes in the region.  

! In part this perception of higher growth prospects in Asia is also driving Japanese FDI 
into Australia as it increases its capacity to supply the region not just with energy and 
raw materials but also with food, beverages and services such as logistics and 
financial services. 

! While in the mid-2000s until 2010 the flows of FDI from Japan into China and 
ASEAN were generally comparable in size, in the past few years there has been a 
marked shift of new flows into ASEAN, double and treble the flows into China. 
Following the peak of China’s growth rate and other factors, it is ASEAN which 
provides the greatest growth opportunities in our region. Japan has been the single 
biggest source of FDI for ASEAN.  

! These momentous changes provide challenge and opportunity in the same decision-
making process. The potential responses emphasise the necessary reallocation of 
attention towards the significant economic opportunities in the ASEAN countries, 
both for Australia and Japan. 

! Following the global financial crisis (GFC) of 2008, many global banking institutions 
from Europe and the USA reduced their presence in the region due to their own 
financial difficulties rather than any problems with the region. Such a gap of debt 
financing could have had very negative effects on the economic growth and stability 
of the region. However, the Japanese megabanks had spent many years reducing their 
bad debts and creating healthy balance sheets and with the lack of new demand for 
debt in Japan were ready, willing and able to provide much needed finance in Asia. 
Historically, the Japanese did their own pullback in Asia in the 1990s, but from 2009 
showed the biggest growth in lending, while lending from other banks stagnated. 
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! Total Economic Engagement (TEE) is a measure that consists of the various 
economic interactions between Australia and other countries. These components are: 
Trade + Foreign Direct Investment + Portfolio Investment 

! Total Economic Engagement is a weighted index because these economic activities 
do not have the same value; they are not equal measures which can just be added 
together. The components will be adjusted in two ways: firstly according to the type 
of activity; and secondly, adjusting for the risk associated with engaging in economic 
transactions with other countries according to the geopolitical and institutional 
alignments of the host and source countries and trading partners. 

! TEE = (Trade + FDI + Portfolio Investment) (Adjusted for geopolitical and 
institutional alignment) 

! In the same way that in the corporate sphere investment and revenues are valued 
under risk, so at the national level, trade, portfolio and direct investment are valued 
under risk. These principles are applied to the bilateral economic relationship between 
countries: flows of trade and stocks of investment are more valuable when risk is 
lower. 

! Any economic interaction that occurs between people, companies or countries 
requires institutional structures to be in place for those interactions to be successful in 
multiple periods. There have to be mechanisms to facilitate a secure transaction. 
International trade requires numerous institutional structures to safeguard buyer and 
seller, including legal and financial. However, both FDI and portfolio investment 
require many more and have a much greater reliance on long-term relations than buy 
and sell transactions. 

! Institutional quality matters: lower institutional quality raises the risk premium or 
discount rate and lowers the valuation of all economic transactions and investments. 
As shown below, FDI has more institutional requirements than portfolio investment, 
which in turn has more than trade. 

! This formulation also points to the importance of institutional alignment between host 
and source country FDI. The greater the misalignment, the higher the risk premium 
that has to be applied to calculate value. 

! FDI is not only a multi-decade commitment but FDI also means a real local presence, 
engaging fully with local labour and environmental regulations, culture, social 
contract, local, State and Federal Governments. FDI is much more embedded than 
either portfolio investment or trade. In the real world of cross border investment 
decisions, numerous factors are taken into account to calculate the amount of risk that 
those investments face. These can include measures of corruption, respect for the rule 
of law, protection of property rights, regulatory stability and transparency. 
Furthermore, in my discussions with investment decision makers in various 
corporations, a period of 5-10 years is usually considered in calculating revenues and 
returns on investment. 

! Despite, or rather because of the very fluid nature of portfolio investment, there is a 
crucial need for numerous institutional elements: liquidity (ability to buy and sell 
equities easily and securely); openness to foreign investment; level playing field for 
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all investors, domestic and foreign; foreign exchange market; level of restrictions on 
foreign ownership; timely public availability of information regarding corporate 
events (transparency); stability of institutional framework (complexity of regulation, 
lack of ambiguity, rule of law, government intervention); ease of capital 
inflows/outflows. 

! As a consequence of these analyses I have determined the weightings for each type of 
economic component: Trade 1; Portfolio Investment 3; and FDI 7. 

! Having arrived at the weightings, the next stage was calculating the risk premium or 
discount rate to be applied according to country risk, i.e. strategic alignment and 
institutional alignment. 

! Numerous comparisons were used to inform the calculation: the difference between 
global share of GDP and weightings in the MSCI Global Index; Jones Lang Lasalle 
Global Transparency Index; the World Justice Report’s Rule of Law Index; the World 
Bank’s Global Governance Indicators; Transparency International’s  Corruption 
Perception Index; Rand Corporation’s Business Bribery Risk Assessment; the country 
default-based bond ratings spreads. 

! The final assessment of risk premiums were: USA 0%; Japan 0%; UK 0%; Singapore 
2%; Netherlands 2%; and China 12%. These would be applied to the weighted sums 
of FDI, portfolio investment and trade. 

! Note that all investments have specific risk adjustments made to them according to 
industry, cost of capital, etc. The risk premiums I have calculate are over and above 
those, designed to capture additional risk specific to Australia’s relative alignments 
with those countries.  

! The data sources for goods and services trade and FDI were the ABS. For portfolio 
investment I used the IMF’s Consolidated Portfolio Investment Survey (CPIS) data, 
which uses the collective data of all countries to separate out specific country flows. 
That method can deal with the problems created by some global financial centres, 
such as London, through which flow vast sums that are not necessarily from the UK. 

! In my calculations I looked at the data from three perspectives: flows into Australia 
(inward FDI and portfolio and export revenue); flows out of Australia (outward FDI 
and portfolio and import costs); and the total of all inward and outward. 

! From the point of view of Australia’s benefit, the inward flows are most relevant. The 
results are expressed as percentage shares: 2015: USA 26%; Japan 12%; UK 10%; 
Netherlands 5%; China 4%; Singapore 3%. (see Graph below). 
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! The results of all, two-way flows were slightly different, mainly due to two reasons: 
significant FDI from Australia to the UK; and the very small amount of Australian 
FDI into Japan (the reasons for which would form another report). In 2015 the results 
were: USA 27%; UK 11%; Japan 8%; Netherlands, Singapore and China all 3%. 

! From the point of view of Australia as a recipient of investment capital and exports 
earnings and in the wider context of geopolitical alignments that impact on the value 
of economic relationships, Japan is Australia’s second most important economic 
partner. This is despite the emergence of China as Australia’s largest export market 
and also despite the disproportionate attention given to that relationship. Japan’s 
measure is three times that of China and eclipses the UK. The US remains the most 
important economic partner overall and will continue for some time. 

! From the point of view of Total Economic Engagement that includes Australia’s 
economic flows to the rest of the world in terms of investment and imports, the US 
remains undiminished as number one. Japan’s position falls to third most important 
for one important reason: the paucity of Australia’s investment into Japan and the 
dominance of its investment into the US and UK. Nevertheless, Japan’s measure is 
still almost three times that of China. 

! Even allowing for the removal of the Risk Premium, from the viewpoint of inward 
investment and exports, Japan remains clearly the second highest, more than twice 
that of China.  

! These results are a much clearer picture of Australia’s economic engagement than the 
narrow trade statistics show. 

USA	  
26%	  

Japan	  
12%	  

UK	  
10%	  

Singapore	  
3%	  

Netherlands	  
5%	  

China	  
4%	  

Others	  
40%	  

Australia's	  Total	  Economic	  Engagement	  
2015	  Inward	  Investment	  and	  Exports	  
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Foreword and Acknowledgements 

Some personal remarks (excerpts from my speech on the occasion of receiving the 
Japanese Foreign Minister’s Commendation in September 2015) 

When I am reminded that I have been engaged in Australia-Japan relations for almost 30 
years, it seems like such a long time, but I have say to with easy honesty that it has been a 
labour of love. 

I had come to my vocation in a roundabout way, as is so often the case, through studies in 
religion, culture, history, art and architecture. Business and economics came later and maybe 
that was the right order for me. 

The first time I travelled to Tokyo and Kyoto was in 1989, the peak of the beautiful bubble 
economy, a time of boundless optimism and animal spirits. 

And as a student of Japanese culture I expected to be astounded by the magnificent temples, 
shrines and gardens, the mandala and the sumie paintings. And of course my expectations 
were more than fully met. 

But I did observe and acknowledged something else: the Japanese civilisation, the essential 
layer of behaviours and attitudes that make for a civilised society: the warmth, respect for 
others and for self, a duty of care to the society, the almost instinctive application of 
craftsman principles to every occupation. 

It is remarkable that Japan has not really changed since that time. It remains in the dictionary 
under the term “civilised”, despite economic shocks and natural disasters. 

The Australia-Japan relationship on the surface looks an unlikely friendship but which has 
few imitators. 

Where is the affinity based? I can only guess at a psychic or temperamental affiliation, 
personally for me and perhaps for Australia in general. There may be similarities between the 
laconic and the reticent; an individualism tempered by lack of grandstanding on one side and 
a group focus with subtle individual differences on the other. 

The economic relationship is well known and the trade and investment relationship has been 
crucial to the economic growth of both countries. 

One of my highlights was being in Tokyo in 2014 when the Japan Australia Economic 
Partnership Agreement, New Colombo Plan and enhanced security cooperation agreement 
were announced. It was a very impressive quantum leap in our relationship. 

Over these 30 years I have had the privilege of knowing and working with a wonderful and 
diverse group of people from Japan and Australia, from business and government, academics 
and politicians. It has been an enriching and stimulating experience and continues to 
reinforce my confidence in the strength of this relationship. 

If we look at the long arc of Australia-Japan relations back to the 19th century, we can see 
that WWII was an aberration, a black swan event. 

The rapidity of the re-engagement from 1957, culminating in the recent free trade agreement, 
security and military cooperation and close collaboration in the East Asia Summit and G20, 
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shows that when values coincide, cultural differences can enhance rather obstruct 
relationships. 

There are numerous institutions in Australia dedicated to the flourishing of the Australia-
Japan relationship. Most of you here tonight are members of one or more. They include grass 
roots Australia-Japan Societies, Sister Cities, academic, scientific, business and political 
institutions. 

I am but a small cog in that marvellous machinery, but proud to be there. 

Those of us who are engaged in the Australia-Japan relationship do not have to balance 
economic relations with strategic relations, as it happens in the Australia-China relationship. 
We are indeed very fortunate, a happy band of colleagues. 

For the future, I do think there is much more for us to do, as the Asian region faces new 
challenges, economic and geopolitical. Australia and Japan must be pillars of stability and 
work together more than ever before. 
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INTRODUCTION 

What is the New Economic Paradigm that Japan and Australia have created? It is the 
transposition onto nation-level relations of the interplay of numerous factors and drivers that 
are found at the microeconomic and inter-firm level, combined with industry-level factors 
and ultimately with geopolitical, strategic and institutional alignments and the whole suite 
being risk-adjusted according to the principles of financial analysis: 

! relational economic contracts 

! new complementarities across value chains 

! risk-adjusted valuation of investment and trade 

! application of transaction cost economics 

! geopolitical and strategic alignment with Australia’s economic partners 

! institutional alignment, including values and legal protections 

 

The	  inspiration	  for	  the	  development	  of	  Total	  Economic	  Engagement	  comes	  from	  the	  
unique	  experience	  of	  the	  combination	  of	  long-‐term	  contracts	  and	  minority	  equity	  
foundations	  that	  Australian	  and	  Japanese	  companies	  used	  in	  the	  1960s	  to	  build	  the	  
Australian	  iron	  ore	  and	  coal	  industries.	  

Australia and Japan are uniquely placed to enjoy the full fruits of the New Complementarity 
between two advanced economies and democracies. 

Australia is a developed economy that is also a major exporter of resources, energy and food 
but is not a manufacturing competitor of Japan. Yet Australia also has technology and 
capabilities that are attractive to Japan. 

Japan is a major manufacturing power that must import all of its energy and resources, has 
the same values as Australia and is a reliable and trustworthy source of capital and 
technology. 

Australia and Japan also share the same geopolitical goals and priorities, almost to the same 
extent as they do with the US, which provides both Australia and Japan with military security 
through alliances. 

Geopolitics is more important than economics but geopolitical analysis must be based on a 
sound understanding of the global economy, far removed from any simplistic, mercantilist-
inspired concepts. 

Beyond the strictly economic, the complementarities between Australia and Japan extend to 
the even more powerful spheres of geopolitics to achieve a richness of engagement of rare 
possibility. 

Both geopolitically and economically, Australia’s and Japan’s interests overlap so sharply as 
to be a true exemplar of a New Complementarity applied to the level of the nation state, 
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which I have termed Total Economic Engagement, This is the meaning of the title of this 
report, Australia and Japan Create a New Economic Paradigm. 

In summary terms, the matrix below shows my evaluation of the overall position in terms of 
geopolitical and economic importance of three major bilateral relationships from the 
Australian perspective. 

While the Australian-US relationship is very high on geopolitical alignment, since the US is 
the ultimate guarantor for Australia’s security, the economic complementarity is lower than 
that with Japan because in some major sectors Australia and the US are serious competitors, 
such as agriculture, resources and foodstuff. 

Australia’s geopolitical alignment Japan is only slightly lower, as seen in the repeated 
enhancements of our security cooperation agreements, but our economic complementarity is 
the highest of any bilateral relationship.  

Australia’s complementarity with China is also high, but mainly in a quite traditional sense, 
between raw materials and manufactures, the kind of complementarity that Australia had 
several decades ago. Geopolitically, of course, Australia and China have significant 
divergences, which ultimately will limit the full extent of the full economic relationship. 

At a time when the overwhelming attention and valuation of Australia’s international 
economic relations is given to trade flows, it is the aim of this paper to incorporate direct and 
portfolio flows, augmented by geopolitical and institutional alignments to expose a more 
accurate picture of those relationships. 

 

Trade flows and the open global trading system are critical to the ongoing economic welfare 
of Australia and Japan, but investment is the key to achieving trade flows. Inflows of 
investment are absolutely necessary for Australia for maintain its economic growth, since 
Australia has a constant Savings-Investment deficit in macroeconomic terms, i.e., Australia 
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has a larger need for investment than domestic savings can finance and relies on capital from 
outside. However, there are differences in the value of investment inflows depending on the 
institutional quality of the sources and the investment from Japan is exemplary. 

Japan’s interest also lies in the need to invest overseas as Japan enjoys a Savings-Investment 
surplus that will be prolonged due its demographic decline. Japan’s overseas investment will 
likewise have a greater value in a host country like Australia with a reliable and transparent 
regulatory regime, stable legal and political system, growing population and high per capita 
income. 

Total Economic Engagement 

Total Economic Engagement is a function of: 

! Trade 

! Foreign Direct Investment 

! Portfolio Investment 

! Strategic Alignment 

! Institutional Alignment 

Geopolitics is the interplay of strategic priorities and the institutional alignments between 
nation states, otherwise thought about as geography and politics. However, my preference is 
for Institutional Alignment because it also embodies value systems, that, contrary to a 
simplistic “Realist’ framework, do have significant impacts on relations between nations. 

Institutions are not just organizations and rules but are based on values. These are the very 
values that are often discussed in relation to Australia and Japan: 

! democracy 

! rule of law 
! protection of individual human rights 

! protection of private property rights and intellectual property 
! promotion of a rules-based international system 

! transparent governance and regulations 
The more that two countries share Institutional Alignment, like Australia and Japan, the more 
they can work together in many multilateral organizations towards mutually accepted goals. 
Australia and Japan work very close in the numerous forums such as the G20, East Asia 
Summit, UN, Asia Development Bank, among others, to promote outcomes that benefit the 
global commons. 

Greater Institutional Alignment translates into higher levels of trust and stability, which in 
quantitative terms reduces the risks associated with trade and investment. In finance terms, it 
reduces the risk premium or discount applied to economic outcomes and thus increases their 
value. 
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SECTION 1 

GEOPOLITICS IS MORE IMPORTANT THAN ECONOMICS…BUT 
GEOPOLITICS MUST BE INFORMED BY REAL UNDERSTANDING OF 
ECONOMICS. 

Geopolitics refers to the interactions between states and/or nations. Economic growth is a key 
goal for geopolitics, but so are national security, energy security, control of borders and the 
wider international factors such as freedom of navigation in international waters and skies. 
Economic factors that overlap with geopolitical include trade, international direct and 
portfolio flows and movements of energy and raw materials. 

Economic interactions between states can expand and diversify to become quite intense, but 
will depend on smooth geopolitical relations to be sustained. When geopolitics clashes with 
economics, the former will take priority. 

It cannot be emphasised strongly enough that current economic relationships cannot have 
priority over geopolitical forces that threaten national security and therefore future economic 
welfare security. 

The most extreme examples of this relationship are the two world wars, especially World 
War One. In the decades before the war, world trade barriers were falling, trade was 
expanding continually and investment flows were growing at a fast pace, our first version of 
economic globalisation. Yet once the geopolitical clashes of interests intensified into conflict, 
the trade and investment between the opposing sides diminished to zero, while trade between 
the allies increased to support geopolitical aims. 

Michael Bordo, “The Globalization of International Financial Markets: What Can History 
Teach Us”, International Financial Markets April 2003, explains that “globalization has 
followed a U-shaped pattern for both stocks and net flows of foreign investment relative to 
GDP over the period 1880 to 1998. The ratios of both the stocks and net flows of foreign 
investment relative to GDP in the period before World War I was comparable or even higher 
than today, collapsing to almost negligible magnitudes in the interwar period and post World 
War II periods, until a recovery from the early 1970s.” 

These examples also show the interlinked nature of geopolitics, economics and value 
systems. Economic relationships between states that have clashing value systems are always 
resting on foundations that could shift quickly and catastrophically. 

The WW2 break between Australia and Japan confirms the obstacle of values that don’t 
match and strategic divergence. To get a better understanding of the interplay between 
economics and geopolitics, we should look at the longer history of Australia’s relations with 
the UK and Japan. The economic historian Ian McLean in his book Why Australia Prospered 
(2011) notes that in the nineteenth century “the exceptionally long-distance economic 
relationship with Britain was integral to sustaining Australia’s high level of prosperity for 
almost one and a half centuries. Nearer Asian economies did not offer anything like 
comparable opportunities before 1914; nor at that time did the West Coast of the United 
States. Only with Japan’s industrialization, which commenced in the late 19th century, did the 
prospect arise that Australia’s comparative advantage in resource-intensive products might 
become the basis of a significant trading partnership with an Asian country.” (p.194) 



AUSTRALIA AND JAPAN CREATE A NEW ECONOMIC PARADIGM 

Manuel Panagiotopoulos 2016 19	  

Japan accounted for 2% of Australia’s exports in 1913. This share had grown to 7% in the 
1920s and 10% during 1930-36, before falling sharply as a result of the international trade 
embargoes and stopping altogether during WWII. If war had not interrupted it, the trading 
relationship would have grown even further. But as McLean notes, “instead it was interrupted 
for almost two decades, resuming with special vigor only after the 1957 treaty…Japan’s 
demands for food and raw materials were matched by its growing ability to sell an 
increasingly sophisticated range of manufactured goods to Australia. This pattern of 
exchange had, of course, been precisely that which for so long had characterised the trading 
relationship with industrialised Britain. Hence the resumption of Japanese industrialization 
after 1945, itself an important part of postwar growth in the international economy, was 
especially beneficial in underpinning Australia’s prosperity.” (p.195) 

Michael Wesley, Professor of International Relations at the ANU takes a slightly different 
slant in his book There Goes the Neighbourhood (2011, p.139): “Since European 
colonisation, Australia had been closely tied into a system of increasingly exclusive imperial 
trade. Australian meat, wool and dairy goods fed generations of Britons, who in return 
supplied Australia with cloth and manufactures, immigrants and investment. Whitehall used 
its trading deals with its colonies and dominions, codified in the Ottawa Agreements of 1932, 
to lock rising industrial challengers such as Japan out of crucial markets they needed to 
further develop their industries. Canberra clung to these agreements into the 1950s, even 
though they made little sense in light of its trading potential and though they were highly 
distorting to its economic development. It came as a shock, then, when in 1961 Britain 
announced it would applying to join the European Economic Community – a move that 
would sever its obligations to buy from its former empire in favour of ever closer trading 
linkages with continental Europe. By 1971, when Britain finally joined Europe, Australia 
could have found itself in the same position as Vietnam or Cuba did when the Soviet Union 
collapsed…But by the early 1960s, the Japanese economy had been rebuilt to a level that saw 
it become a strong importer of food, wool, energy and minerals – from Australia. One 
resource- and space-constrained set of islands had replaced another in a relationship of the 
most perfect complementarity with Australia.” 

My reading of this is that Australia’s geopolitical dependence on the UK, which had been 
paramount earlier, when the UK ruled the world’s maritime routes, had diminished after 
WWII at the same time that the UK’s geopolitical and economic priorities shifted towards 
Europe, although the shared values and history delayed the final change until the late 1950s. 
Here the interplay of the various factors is highlighted in a dynamic fashion. 

Different analysts use slightly different terminology to describe the interactions between 
geopolitics, value systems and economic relationships between nation states.  

Edward Luttwak (“Free Will and Predestination in US-China Strategic Relations” in his book 
The Virtual American Empire: on War, Faith and Power 2009) puts it this way: “Strategy is 
stronger than politics, just as politics is stronger than commerce. When shared perceptions of 
the Soviet military threat thrust them together, Mao’s China had nothing in common 
politically with Nixon’s United States…Nor were there any trade or investment flows 
between the two countries to sustain economic interests in mutual relations…Today, Sino-
American commerce is thriving, motivating powerful interests in its continued 
growth…Politically, the United States and China are today less divergent on the whole than 
than the United States and its good ally Saudi Arabia…Yet it is all to no avail. With no 
strategic threat to bind them together, in the absence of any other rising power of like 
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dimensions…the United States and China now face each other in a flattened geopolitical 
landscape where each is the only possible antagonist to the other…” 

The term ‘strategy’ here refers to geopolitical/national security, ‘politics’ refers to similarities 
and differences between political systems. This is a rigid hierarchy of the forces which shape 
or even determine the relations between nations. The interactions between the geopolitical, 
security, political and economic are complex and often the economic can proceed quite 
happily as long as divergences between geopolitical and value systems do not become urgent. 

Two additional points can be made here: 1) states which do not share values can work 
together when there is a real military threat common to both; 2) once that common  threat is 
gone, the differences in values become important, more important than commercial links 
under the right (or wrong) circumstances. 

At the same time, the removal of strategic tension does not always benefit commercial 
relations between states that had previously cooperated. When the issues that states face turn 
domestic, international commercial relations can suffer. 

The relations between the US and Japan during and post-Cold War highlight some of these 
changes in priorities.  During the Cold War ““the realm of commerce was overshadowed by 
strategic priorities…As soon as commercial quarrels became noisy enough to attract the 
attention of political leaders on both sides, they were promptly suppressed by those 
leaders…before they could damage political relations and thus threaten the imperative of 
strategic cooperation…Now, however, as the relevance of military threats and military 
alliances wanes, geoeconomic priorities and modalities are becoming dominant in state 
action…Such a reordering of modalities is already fully manifest…in American attitudes 
toward Japan. Gorbachev’s redirection of Soviet foreign policy had barely started when Japan 
began to be promoted to the role of the internally unifying Chief Enemy, judging by the 
evidence of opinion polls, media treatments, advertisements and congressional 
pronouncements.” (Edward Luttwak: “From Geopolitics to Geo-Economics: Logic of 
Conflict, Grammar of Commerce” The National Interest (1990). 

Writing at the same time, Joseph Nye (Foreign Policy, 1990) said that” excessive anxiety 
about decline turns American opinion toward nationalistic and protectionist 
policies…[leading] to inappropriate responses such as treating Japan as the new enemy in 
place of the Soviet Union.” 

These examples highlight an important aspect of economic relations between countries that 
are in many respects allies and share similar values, i.e., that they can still experience 
economic rivalry. Japan and the US do compete in many arenas in global manufacturing and 
that competition becomes more less pronounced as common strategic challenges arise. In that 
case both strategic and institutional alignment become take on greater importance. 

Quite unique in this regard is the economic relationship between Australia and Japan, which 
rests on enduring foundations of complementarity, very little commercial rivalry and shared 
strategic interests and values. 

In the next Chapter, on geoeconomics, I highlight the necessity of a sound understanding of 
international economics to complement the geopolitical analysis. 
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SECTION 2 

GEOECONOMICS: USEFUL BUT LIMITED 

An area of analysis of the interactions between the geopolitical and economic relations 
amongst nation states that has gained some resurgence is called geoeconomics. Edward 
Luttwak was a pioneer thinker in this regard, writing about the rise of geoeconomic responses 
when strategic risk loses its relevance. 

Writing in the imperative style he says, ““political clashes must be fought out with the 
weapons of commerce: the more or less disguised restriction of imports, the more or less 
concealed subsidization of exports, the funding of competitive technology projects, the 
support of selective forms of education, the provision of competitive infrastructures and 
more…states that oppose rival foreign states will also obviously oppose private foreign 
companies that are the chosen instruments of those rivals” (“From Geopolitics to Geo-
Economics: Logic of Conflict, Grammar of Commerce” The National Interest (1990) 

However, the translation of strategic concepts to the area of economics remains 
underwhelming and vague. For example, “Geo-economics may be defined in two different 
ways – as the relationship between economic policy and change on national power and geo-
politics – in other words, the geopolitical consequences of economic phenomenon, or, as the 
economic consequences of geopolitical trends and national power.” (Sanjaya Baru, “A New 
Era of Geo-economics: Assessing the Interplay of Economic and Political Risk” International 
Institute of Strategic Studies, IISS Seminar 23-25 Mar 2012).  

These definitions are not very helpful, mainly just describing changing aspects of various 
factors. But a deeper problem is that the underlying framework appears to be mercantilism: 
“Implicit in China’s and Germany’s exchange rate policy is a ‘beggar-my-neighbour’ strategy 
that has helped other countries generate high current account surplus, while shifting the 
burden of adjustment to neighbouring economies. Both China and Germany appear to have 
succeeded where Japan failed, namely, convert their economic clout into regional political 
influence, if not yet as global influence. Both have made good use of a regional and financial 
economic crisis to shift the regional balance of power in their favour. They are the geo-
economic powers of our time.” 

This analysis is so wrong in all respects. This form of geoeconomics shows no understanding 
of proliferating value chain interdependencies nor the impact of demographics on exchange 
rates nor the waste of China’s fiscal stimulus nor that such policies are products of weakness 
rather than strength, etc, etc, etc. 

To reiterate, the problem with this version of geoeconomics is that its essence is mercantilist. 
It does not take into account two significant economic factors: 1) the huge increase in the 
level of offshore production via FDI. Large shares of the production and revenue of US-
based, UK-based, Japan-based, etc, companies are outside their country and a large 
proportion is re-imported to the home country; 2) it completely ignores the massive 
proliferation of global value chains and production networks locked in symbiotic embrace. 
Simple breakdowns of exports/imports and production give a distorted view of global 
economic structures and interrelationships. 
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This diagram for example shows the production networks for a hard disc drive, with related 
trading and investment patterns and linkages, a far cry from simple bilateral export-import 
patterns. 

 

Or this graph of value-added linkages in trade: 

 

 

A more sophisticated account in the Asian context is presented by Michael Wesley (Restless 
Continent: Wealth, Rivalry and Asia’s New Geopolitics (2015): “as they become more 
wealthy and powerful, Asian states are becoming progressively less self-sufficient. The 
prerogatives of economic growth, themselves compelling for governments keen to shore up 
their legitimacy, mean that their economies increasingly require what cannot be found within 
their borders – be they deep wells of low-cost energy…component parts, or technology, or 
education. With each growing external dependency, the network of external commitments 
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grows thicker and more comprehensive” (p162). But at the same time, “the enrichment and 
empowerment of Asia’s states has led to deepening rivalries between them” (ibid).  

Wesley captures the complex tensions and interactions between geopolitics and economics 
when distinct nation states also enjoy interdependencies across numerous industries. What 
this analysis does not preclude is that nations can behave in mercantililist fashion even in the 
context of such interconnected economies, under the influence of domestic politics of the 
imperatives of strategic priorities. 

We are reminded again that strategy/geopolitics is more important than economics and that in 
the full mix of drivers must be included politics/values and institutions. 
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SECTION 3 

AUSTRALIA-JAPAN STRATEGIC PRIORITIES: MARITIME FREEDOM; US 
ALLIANCE; COOPERATION 

As each nation strives to increase its standard of living, the welfare of its people is firmly 
dependent on its security environment, its natural endowments and its geography. These 
factors will shape the nation’s strategic imperatives. 

Australia and Japan are both island nations with completely different endowments, separated 
by huge geographic distances but sharing key strategic imperatives and interests, supported 
by shared values. Overlaying the strategic imperatives is now the rise and behaviour of China 
and the responses of the US, the key alliance partner of both Australia and Japan. 

A succinct and useful analysis of Australia’s position is presented by Stratfor, (“Australia’s 
Strategy” (2012):  “Australia is one of the wealthiest countries in the world…It is one of the 
most isolated major countries in the world; it occupies an entire united continent, is difficult 
to invade and rarely is threatened…To understand Australia, we must begin by noting that its 
isolation does not necessarily make it secure. Exports, particularly of primary commodities, 
have been essential to Australia…without this trade, Australia could not have sustained its 
economic development and reached the extraordinarily high standard of living that it has”. 

What is missing from this analysis is foreign investment, which is absolutely critical to 
Australia’s standard of living. A sparsely populated large land mass that requires significant 
levels of investment to create value from its rich endowments, Australia’s reliance on the 
savings of foreigners cannot be overestimated and is a key factor in Australia’s very high 
level of income per capita. Of course, trade and investment are completely interdependent, 
each being a driver of the other. 

Stratfor continues: “This leads to Australia’s strategic problem. In order to sustain its 
economy it must trade and given its location, its trade must go by sea. Australia is not in a 
position, by itself, to guarantee the security of its sea lanes, due to its population size and 
geographic location…If its sea lanes are cut or disrupted, the foundations of Australia’s 
economy are at risk.” 

Therefore, “Australia must be aligned with…the leading global maritime power. In the first 
part of Australia’s history, this was Britain. More recently, it has been the United 
States…Second and more difficult, Australia needs to induce the main maritime powers to 
protect Australia’s interests more actively”. 

This is more difficult but necessary in locations that are of direct importance to Australia but 
not to the major power. Australia has been able to generate some US dependency on 
Australia by being a trustworthy ally and engaging with US military action in various 
locations. In addition, the shared values that the US and Australia share make the alignment 
much more stable. 

Stratfor does show that there is of course and alternative strategy, which is to reduce the ties 
to the US and increase its national security reliance on its main trading partners, first Japan, 
then China. But Stratfor concludes that by looking at this alternative in more depth shows 
that it is unsustainable. 
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I think that evaluation is correct. Japan’s period of being a dynamically growing economic 
power peaked in the early 1990s and China’s path will follow the same trajectory, even more 
so, as its own demographic obstacles quickly come to the fore in a society ill-equipped to 
deal with them. In addition, the inherent clash of values with China makes such an 
engagement impossible. Finally, and conclusively, the US does control the sea lanes and 
guarantees the open trading system, a critical public good, so strong alignment with the US 
must be the foundation of Australia’s strategy. 

But it cannot be the whole edifice. Built on the top of the alliance with the US, Australia and 
Japan, important powers that share geopolitical interests and values, have been and should be 
developing stronger securities to bolster the effectiveness of their alliance. In my evaluation, 
Australia is an important middle power and Japan is a Great Power. Japan is not as big as 
China, but it is not a middle power. China is a Great Power but certainly not a Global Power, 
a status only achieved by the US and not likely to be achieved by either China nor India. 

Japan’s strategic imperatives are also neatly summarised by Stratfor, (“The Geopolitics of 
Japan: An Island Power Adrift.” 2009). Japan is a mountainous land, with only 12% available 
arable land, a population living in various clusters, remote from the Asian mainland and 
lacking natural resources and domestic energy supplies. These fundamentals drive the 
geopolitical priorities of Japan. 

In addition, Stratfor, (“The Driving Forces Behind Japan’s Remilitarization” December 17, 
2012): “As a maritime nation, Japan must secure its sea lanes for communication and to 
acquire overseas assets, due to the country’s almost complete lack of natural resources.” 

Open access to the rest of the world and the forging of deep relationships complemented the 
human capital and technological progress of Japan to create an unlikely major power. What 
in previous centuries had been achieved by colonial conquest (UK, Netherlands, Portugal, 
Spain, Germany and pre-WWII Japan) was achieved by post-colonial means by post-WWII 
Japan. 

The overwhelming share of Japan’s supply of oil, natural gas, iron ore, coal, copper, zinc, etc, 
is imported from the Middle East, South East Asia and Australia. Since WWII the US has 
been the guarantor Japan’s sea lanes (identical situation with Australia. 

The rise of China has created the conditions for both Australia and Japan to respond to the 
changed strategic balance in the region. It is not simply the rise of China but the way China 
has behaved as a rising power that has caused necessary strategic responses, not just from 
Australia and Japan, but also from The Philippines, Vietnam, Singapore, Malaysia, Indonesia 
and Myanmar, amongst others. 

Much of the unease with China is related to the way it has pressed its so-called historic 
claims (completely rejected as having no legal basis by the Permanent Court of Arbitration in 
July 2016). Alan Dupont summarises (“Beijing Beware Thucydides Trap” The Australian 
Feb 2, 2016 p12): “In forcibly pressing its claims in the South China Sea, Beijing has not 
only alienated many of its neighbours but also raised deep concerns about its ultimate 
intentions. In recent months, China has continued its land reclamation activities in the South 
China Sea, flown passenger aircraft onto a new runway on contested Fiery Cross Reef, which 
sits astride the region’s main shipping routes and attempted to enforce an air and seas 
exclusion zone around artificial reefs well beyond the 500 metre safety zone to which they 
are entitled.” 
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In another example, Chinese domestic reactions to geopolitical tensions have often led to 
aggression towards Japanese corporations. In the Mizuho Research Institute Survey of 
Japanese Corporate Enterprises Regarding Business in Asia (Feb 2015) concerns about the 
state of Sino-Japanese relations was in the top 3 for 2013 and 2014 (along with rising labour 
costs and the state of the Chinese economy), followed by social and political turmoil. Below 
them were market-related issues such as currencies and levels of competition. These factors 
have been major drivers of the shift of Japanese investment towards ASEAN. 

In Australia’s case, too, otherwise normal trading relations have been subject to the responses 
of the Chinese regime when unfavourable conditions arise. For example, during the height of 
the mining boom, when the prices for key commodities like iron ore were rising dramatically, 
there were boycotts by the China Iron and Steel Association (US Geological Survey Minerals 
Yearbook 2008, p 39.3). At the end of 2008 Chinese steel mills “reneged on their contracts to 
buy Rio Tinto’s iron ore as spot prices fell through the floor” (The Australian April 17, 2010 
“Rio Tinto Mops Up After China Bribery Mess”. (It is worth remembering that the Japanese 
steel mills fulfilled their contract obligations in the fourth quarter of 2008, supporting 
Australia’s export income and helping Australia avoid a recession that would have had 
disastrous effects on confidence.) 

The actions of the Chinese administration have not yet led to any military conflict, although 
many of China’s neighbours have been increasing their military preparedness in case. But 
there have been other responses, such as resistance to government procurement of Chinese 
infrastructure products, munitions and telecommunications services in the US. Similar types 
of restrictions, plus on direct investment have been used in Australia, where none such 
restrictions apply to investments from the US, UK or Japan. 

According to Edward Luttwak (The Rise of China Versus the Logic of Strategy (2012) 
Australia’s priority in the establishment of collective security in East Asia/Western Pacific 
includes strategic cooperation with Vietnam (Australia-Vietnam Comprehensive Partnership 
2009). Although differing on values, the strategic goals and economic interests overlap.  

Furthermore, he states that “Australians view themselves as facing a strategic threat from a 
China that is growing in every way and very fast and that show every sign of wanting to 
expand territory as well…Australians evidently do not want to wait until summoned to serve 
under American leadership, in whose competence their faith is less than perfect…At the same 
time, Australians do not doubt the good intentions of the United States, not its ultimate 
capacity to rise to every occasion and firm reliability in defending Australia.” 

In such a situation Australia needs to engage in cooperation with trusted regional partners to 
achieve synergies with its US alliance. According to Luttwak, (p120): “The synergy of 
Australia’s bilateralism with its US alliance commitment reaches its apogee when it comes to 
Japan.” 

The value accorded to Japan has bipartisan support in Australia. The clear references from 
Prime Minister Abbott (“Japan is our best friend in Asia” October 2013; repeated verbatim 
by Foreign Minister Bishop in Tokyo on October 15, 2013) are well known, but even as early 
as 2010 then Foreign Minister Stephen Smith said: “Australia’s closest friend and strongest 
supporter in Asia.” (National Press Club Tokyo May 20, 2010) and in 2011, Prime Minister 
Gillard’s address to the National Press Club in Tokyo (April 22, 2011) stated: “Japan is 
Australia’s closest partner in Asia…Japan and Australia are close strategic partners.” 
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According to Stratfor (ibid 2012), “The key driver behind Japan’s military normalization is 
the rise of China. China’s maritime ambitions and its immense naval build-up are considered 
a serious challenge to Japan’s ability to control it surrounding islands and seas…territorial 
disputes have had considerable economic repercussions, such as China’s embargo on rare 
earth exports to Japan and violent demonstrations targeting Japanese businesses in 
China…Moreover the United States has been refraining from intervening in regional 
affairs…though it has made clear that it would intervene on Japan’s behalf in the event of 
actual combat…Japan is aware that it needs to take a more active responsibility for guarding 
its vital sea-lanes to the Middle East through the South China Sea.” 

A further impetus towards closer Australia-Japan geosecurity cooperation has been the lack 
of consistency in the responses of the US to the changing power balance in the Western 
Pacific. In November 2011 the Obama administration announced a ‘rebalance’ of the US 
military and security posture towards Asia and the Pacific (sometimes called a ‘pivot’). 
While the policy has been broadly welcomed (except by China), there are serious misgivings 
about the practical effect of the policy. 

The Centre for Strategic and International Studies (CSIS) conducted research and analysis of 
this policy (CSIS “Asia-Pacific Rebalance 2025: An Independent Review of US Defense 
Strategy in the Asia-Pacific” Jan 2016). The CSIS review confirms the gaps between policy 
and implementation: 

• pVI “overall this increased focus on Asia and the Pacific enjoyed bipartisan support in 
the Congress, but concerns emerged on both sides of the aisle about whether the 
administration had articulated a strategy to justify the resources required.” 

• pVII “the study team is concerned that the administration’s rebalance effort may be 
insufficient…Chinese and North Korean actions are routinely challenging the 
credibility of the US security commitments…Capping resources at the level set by the 
Budget Control Act would severely constrain implementation of the rebalance…the 
rebalance to the Asia-Pacific would therefore require Congress to forge a long-term 
bipartisan agreement to fund defense at the higher levels for which there is a broad 
consensus.” 

• pVIII “In interviews with leaders throughout the Department of Defense, in other US 
departments and agencies, on Capitol Hill and across the Asia-Pacific, the study team 
consistently heard confusion about the rebalance strategy and concern about its 
implementation.” 

• P3 The security aspect of the rebalance has proceeded well enough until now, as “the 
Defence Department has increased the proportion of its capabilities…in the 
region…including the F22, Virginia-class submarines and Terminal High Altitude 
Area Defense (THAAD)…and the increases in exercises with countries from the 
Indian Ocean region through East Asia.” 

• p4 Some problems identified by CSIS: “the Obama administration still has not 
articulated a clear or consistent strategy for the region, particularly when it comes to 
managing China’s rise.” “cuts to the defence budget from 2009-2015 have limited the 
Defence Department’s ability to pursue the rebalance” “China’s tolerance for risk has 
exceeded  most expectations”. 
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The CSIS also makes three important points: 

• pVIII “Strengthening security capability, capacity, resilience and interoperability in 
Asia requires a strategy that differentiates the requirements of highly capable allied 
militaries and partners with more defense needs.” This translates into more 
responsibility for the US allies in the region, such as Japan and Australia, which in 
turns means closer security ties, intelligence sharing, investment in military 
expenditure, etc. 

• pVIII A withdrawal of US military presence in the Western Pacific “would lead to a 
rapid deterioration of the security environment”. This translates as: there is a  
minimum required presence of the US military, but Australia and Japan and others 
must do more in concert. 

• P2 For the Obama administration the rebalance to Asia includes the military/security 
plus the TPP. However, as we can see from the widespread and bipartisan hostile US 
attitude to the TPP, the rebalance is not successful thus far and it may indicate to 
Asian partners of the US that US domestic interests can override US engagement. 

While the US has been engaging in deep cuts to its military expenditure, China has continued 
to increase defence spending at a higher rate than GDP growth, an immediate signal to its 
neighours to start worrying about China’s intentions (see Luttwak 2012 for a good 
background). This issue is also well recognised in the Australian Defence White Paper 2016. 
If China can continue to grow its military expenditure relative to the US and Japan etc then 
both Australia and Japan have to respond. 

The CSIS also placed the Japanese response in the wider context (p52): “Prime Minister 
Shinzo Abe established a national Security Council (NSC) to formulate strategy and to 
centralize foreign policy decisionmaking. In December 2013 the NSC published Japan’s first 
ever National Security Strategy (NSS) outlining three core national security objectives: 
strengthening deterrence to reduce threats against Japan; improving the security environment 
in the Asia-Pacific region by strengthening the US-Japan alliance and promoting cooperation 
with other countries; and improving the global security environment and the international 
order based on universal values and norms.” 

Japan and Australia on exactly the same page in regard to these policies and goals. Changes 
to Japan’s interpretation of Article 9 of its Constitution, making collective self-defence a key 
priority have Australia’s backing as well as the US. The relevant bills were passed on July 
15, 2014 in the Lower House of the Diet and the Upper House in September. 

Also in 2014, Australia and Japan enhanced their security cooperation agreement of 2007 
into a defence technology cooperation agreement. As the CSIS points out (p59) “Japan’s new 
national security legislation specifically mentions the potential for cooperation with 
Australia.” 

Despite China being Australia’s largest trading partner, Australia expressed concern at 
China’s land-reclamation in the South China Sea and unilateral declaration of an ADIZ and 
public support for freedom of navigation operations. Tensions between economic ties and 
geopolitics were embodied in the varying views about the leasing of 80% of the port of 
Darwin to a Chinese company. Since that decision, the FIRB has an expert on national 
security. 
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An interesting article on the US-Japan relationship highlights some of the differences vis a 
vis the Australia-Japan relationship. According to Matthew Goodman and David Parker, 
(“The United States and Japan: From Unnatural Intimacy to Natural Allies” CSIS Economics 
Monthly V (2), Feb 2016 ): “For much of the postwar period, the US-Japan relationship has 
been one of “unnatural intimacy”, George Kennan’s description of a partnership of two 
former enemies divided by enormous cultural, historical and geographic differences. 
Nonetheless, the partnership has endured, anchoring peace and stability in the Asia Pacific. 
Today, the alliance is at its strongest in decades, rooted in shared values and converging 
strategic interests.” 

After the nadir of relations under Hatoyama in 2009, (itself a result of a ‘peaceful China’) 
“Prime Minister Shinzo Abe has made a strengthened US-Japan alliance – both its security 
and economic dimensions – a top priority…hailed the alliance as the bedrock of peace and 
prosperity in Asia for over half a century and announced his intention to bring Japan into the 
US-led Trans-Pacific Partnership” 

The phrases ‘security and economic dimensions’, ‘peace and prosperity’ highlight the 
inescapable link of geopolitics and economics, critical to understand the full relationship. PM 
Abe understands the strategic importance to Japan of the TPP – economics and security – but 
the US does not, so far limiting itself to the security dimension. For a ‘US-led’ initiative, the 
TPP is not being led by the US but hampered by internal vested interests, and hence the US 
rebalance is ‘unbalanced’. Their assessment is actually open to question: are the strategic 
interests of Japan and the US really converging? Are the strategic interests and shared values 
not more intense and secure in the Australia-Japan relationship? I would argue that Australia 
and Japan are actually better “natural allies”, but the position of the US as the foundation of 
national security must take final precedence. 

Therefore, an appropriate perspective on Australia-US-Japan cooperation may be the one 
offered by Michael J Green and Andrew Shearer, (“Mr Turnbull Goes to Washington” The 
National Interest Jan 17, 2016  http://www.nationalinterest.org/feature/mr-turnbull-comes-
washington-14924): “The three countries have a track record of close cooperation—for 
example, in stabilization operations in East Timor, Afghanistan and Iraq, in responding to 
natural disasters such as the 2004 Boxing Day tsunami and in shaping regional institutions. 
But the relaxation of constraints on the Japanese military’s right to exercise collective self-
defense, and on the export of Japanese defense technology and equipment, opens up 
significant opportunities to strengthen trilateral security cooperation and the ability of the 
three militaries to operate together.” 

On this basis, Australia and Japan can work together closely to enhance the US presence in 
our region, to form the foundation of multilateral efforts with other regional partners and to 
work bilaterally in the many arenas open to this vibrant partnership. 
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SECTION 4 

PROGRESS OF THE AUSTRALIA-JAPAN SECURITY RELATIONSHIP 

Australia and Japan have been cooperating for many decades in numerous regional and 
global forums. In the 1970s with the Pacific Basin Economic Council (PBEC), the 
establishment of APEC in 1989, at the ASEAN Regional Forum since 1994, in the G20, the 
East Asia Summit (EAS) and the Trans-Pacific Partnership, among others.  

Australia and Japan have also been working together closely in non-economic areas such as 
nuclear non-proliferation and Australia has always supported Japan’s expanded security role 
in the UN, unlike China and South Korea. Similarly, Japan has always supported Australia’s 
inclusion in Asian regional forums, unlike China and Malaysia, greatly assisting Australia’s 
efforts to be included in the region. 

Over these decades there have been incremental steps taken in the fuller development of 
cooperation, collaboration and relationship-building founded on economic complementarity. 
Slowly, but with increasing vigour, the geopolitical and security dimensions were added to 
the economic, including UN peacekeeping and humanitarian assistance (since ‘security’ 
means more than just defence). 

The recent accelerations have built upon these foundations, spurred by the rise of China’s 
ambitions. But the developments also have their own positive character as they range across 
so many issues and universal goals. 

Former Australian Ambassador to Japan Murray McLean has said that the series of recent 
developments represents a “quantum leap in bilateral relations”) (Lowy Institute 30 Oct 
2014). Although often misused, this time “quantum leap” is right on the money: a move to a 
completely new level of energy. 

Australia and Japan are especially suited to be closer strategic partners, as stated by Peter 
Jennings, Executive Director, Australian Strategic Policy Institute (Australian Financial 
Review 7 July 2014 p47):“The case for closer Australia-Japan defence co-operation is based 
on the reality that both countries are constructive contributors to Asia-Pacific region stability, 
do not have aggressive designs on their neighbours and are willing to take on regional 
burdens such as peacekeeping and humanitarian assistance and disaster response.  Both 
countries are allies of the US with sophisticated defence capabilities. We are natural strategic 
partners. “ 

Thomas Wilkins has provided an excellent survey of the recent enhancements of the 
Australia-Japan strategic relationship  (“From Strategic Partnership to Strategic Alliance? 
Australia-Japan Security Ties and the Asia-Pacific”, Asia Policy 20 (July ) 2015: 81-111) and 
shows “the partnership was institutionalised through the Joint Declaration on Security 
Cooperation (JSDC), signed in 2007 and subsequently consolidated through an acquisition 
and cross-servicing agreement (ACSA) in 2010 and an information security agreement (ISA) 
in 2012. In tandem with these formalized annual leadership summits, the two partners have 
also been holding “2+2” foreign and defense Ministers meetings for almost a decade.” 

Of course, Australia and Japan do not a have a formal military alliance, which each has with 
the US, but what may be called a security alignment, a set of agreements and cooperative 
behaviours not confined to the military, encompassing wider expectations and mutual goals. 
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As Wilkins puts it (p86), “the relationship epitomizes a newly emergent form of security 
alignment dubbed the “strategic partnership” and is officially and diplomatically advertised 
as such.”  (e.g. DFAT Annual Report 2013-14 p30). 

The Joint Declaration on Security Cooperation (JDSC) of 2007 covers regional and global 
security, terrorism, weapons proliferation, disaster relief, pandemics and other humanitarian 
crises. “Much of this cooperation has been facilitated through an acquisition and cross-
servicing agreement (ACSA) and information security agreement (ISA) and by the 
regularization of bilateral exercises to further increase interoperability (e.g., the Trident in 
2009, 2010 and 2012). Indeed Japan’s newly acquired ability to exercise collective defense 
was partially motivated by the need to be able to cooperate more effectively in the future with 
Australian peacekeeping and intervention forces.” (italics added) (Wilkins ibid p91). 

Australia and Japan have cooperated on maritime capacity building support for Pacific 
Islands, Timor-Leste and South East Asia. “Thus, unlike many of the multifarious Asian 
security forums, the strategic partnership is a reliable vehicle for joint action, not simply joint 
talk, delivering tangible outputs.”(ibid p92) 

In 2014 two Summits were held in Japan and in Australia, concluding the JAEPA and the 
defence equipment technology cooperation agreement, taking the bilateral relationship to a 
new level. As Wilkins notes (p92) p92 “as a result of the 2014 Agreement Concerning the 
Transfer of Defence Equipment and Technology, the partnership with Japan may serve to 
strengthen Australia’s national military capabilities”. 

Naturally, I am in full agreement with Wilkins that the Australia-Japan relationship is an 
example of “values-based alignment” which has been supplementing realpolitik calculations: 
“As a consequence of similarly transparent democratic domestic political systems, it is 
assumed that levels of mutual trust and understanding are high, in contrast with the deep 
strategic mistrust between the inimical domestic systems and worldviews of Tokyo and 
Beijing, for example.” (p96). 

In the Japanese Ministry of Defense white paper Defense of Japan 2014 (p279), Australia is 
listed first in the section on defense cooperation and exchanges, noted for its “values such as 
democracy, the rule of law, respect for human rights and capitalist economy’. 
(http://www.mod.go.jp/e/publ/w_paper/pdf/2014/DOJ2014_3-3-2_web_1031.pdf) 

In the Australian Defence White Paper 2016, Japan is referred to as an “important contributor 
to regional and global security” (p61) and “we share democratic values, have been close 
economic partners for decades and more recently we have become close strategic partners. 
We each have alliances with the United States and we have common strategic interests in 
secure and free-flowing trade routes, a stable Indo-Pacific region and a rules-based global 
order” (p132). (http://www.defence.gov.au/whitepaper/Docs/2016-Defence-White-Paper.pdf) 

The common goal of a rules-based order has several components, as for example listed by the 
Australian Strategic Policy Institute (ASPI), ASPI Special Report, “Strengthening Rules-
based Order in the Asia-Pacific” Dec 2014: 

• Maritime Security (including maritime capacity building, maritime conventions, 
regional arrangements on unregulated fishing, responses to transboundary oil-spills) 

• Rule of Law in Conflict Affected States (UN peacekeeping, human security issues, 
UN Arms Trade Treaty) 
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• Trade and Economic Cooperation (APEC, EAS, RCEP, G20, TPP) 

• Cyberspace and Internet Governance (international norms, e-commerce security) 
• Airpsace and Outer Space (international code of conduct, agreed rules for ADIZ) 

• Humanitarian Assistance and Disater Relief (joint exercises with regional powers, 
training and mentoring ASEAN counterparts) 

 
Shirley Scott (“A Rules-based Order for the Asia-Pacific: Identifying Opportunities for 
Australia-Japan Cooperation”, ASPI Special Report Dec 2014), identifies why supporting a 
rules-based order is important: “The common prioritisation of the international rule of law is 
more than an abstract ideal; it follows from a belief that the rule of law is an important 
prerequisite for sustainable prosperity and security…A rules-based international order 
provides a standard against which one’s behaviour and that of other states can be 
measured…A core principle of the rule of law is that all are equal before the law. A rules-
based international order therefore tends to be more stable than a political order based on 
naked power.” 

Focussing on the potential for Australia-Japan cooperation, Scott states that: “Identifying and 
seizing potential opportunities for Australia-Japan bilateral cooperation to promote the rule of 
law in the region aligns with recognised strengths of middle-power diplomacy. A valuable 
diplomatic contribution of middle powers is often that of offering intellectual and political 
energy. This can take the form of planning, convening and hosting meetings, setting agendas 
and priorities, finding practical solutions to specific problems in existing regimes or those 
under negotiation…The essence of middle-power diplomacy is thus often the exchange and 
nurturing of ideas and their gradual refinement through studies and multi-track diplomacy.” 

However, as I have stated elsewhere, Japan is not a middle power, it is a great power. 
Australia is a middle power and the US is a global power. Scott’s suggestions still have 
validity, but it is important to really understand the nature of the countries engaged in such 
cooperation, as their nature will determine the extent of their capacity to contribute. 

Taking a related approach in the context of US defence sequestration and related budgetary 
constraints, as well as US reluctance to engage more directly with China, Wilkins suggest 
that “under a scenario of declining US presence and influence in the region, the shared 
strategic objectives of Australia and Japan of “freedom of navigation through sea lines of 
communication and the maintenance of a stable rules-based regional order” remain intact. 
Closer bilateral ties and with other regional powers such as India, Indonesia, ROK, etc “no 
longer relying exclusively on one great and powerful friend for their security but seeking 
safety in numbers.” (p106-07). 

However, this is too sanguine. Such multiple bilateral relationships may be necessary to 
diffuse China’s influence but insufficient to make up for a US absence. My view is that safety 
in numbers is a chimera and that Australia needs the US as the foundation stone of security. 
Australia must work more closely with Japan to build on that foundation. Both countries have 
to take on more responsibility and be further engaged with each other and together in the 
region in military and wider security and diplomatic efforts, something that the US says it 
welcomes. 
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SECTION 5 

REITERATING THE NEW COMPLEMENTARITY BETWEEN AUSTRALIA AND 
JAPAN AND MOVING TOWARDS TOTAL ECONOMIC ENGAGEMENT 

The term New Complementarity was first applied to the Australia-Japan relationship by 
Andrew Cornell and myself in our publication Australia and Japan Beyond the Mainstream 
(2009 for the Australia-Japan Foundation). Since that time it has become much more a part of 
the mainstream discussion of the bilateral relationship. New Complementarity explores the 
shift from the traditional application of inputs and outputs (e.g., energy/resources and 
manufactures) to the interconnected value-chains in all sectors. Technically speaking (and in 
truth) all economic outputs are ‘services’, whether they take the form of oil, gas, iron ore, 
steel pipes, computer chips, automobiles, financial products, education, computer games, etc. 
They all have value-chains, associated capabilities, assets and networks of communication. 
Australia will continue to be a key strategic supplier for Japan for many decades. Japan will 
remain a key strategic market for Australia as its accumulated wealth and continuing 
advantages in technology and R&D investment counteract the looming challenges of 
demographic change. Despite the dynamic environment of the global economy, Japan will 
continue to be one of the world’s largest economies and Australia will increase its own 
economic presence over time. 
To an increasing degree, Australia will also become and important market for Japan in terms 
of demand and as a source of new capabilities to be leveraged in Asia and elsewhere. 
A New Complementarity extends beyond conventional business relationships, finding 
multiplying opportunities within proliferating value chains in traditional, new and emerging 
sectors. The rapid innovation promoted by the digital revolution in the context of vast 
demographic changes has allowed Australia and Japan to build on the accumulated assets of 
trusted relationships. 

But the New Complementarity is best discovered and applied through rich communications, 
those that occur through frequent personal contact and include far more than what can be 
exchanged via written or digital means. This includes not only non-verbal communication, 
which is the dominant part, but also informal aspects, which establish trust and bridge cross-
cultural hurdles, creating anticipatory communication that provides new possibilities. 
Huge and extensive product and service supply chains provide an exponential growth of new 
complementarities between capabilities (expertise, skills, experience, education and other 
forms of human capital) and assets (physical capital, financial capital, technology, patents, 
brands, customer base). Focussing on assets and capabilities allows significantly more 
flexibility to uncover niches in the value chains of every product and service in which 
Japanese and Australians can add value. 
Complementary assets and capabilities can result in counter-intuitive investment success. For 
example, the Niseko ski resort, in which a valuable asset (Niseko’s superior ski fields) was 
matched by other assets (capital) and capabilities (resort management) from Australia. 

Furthermore, the scale and scope of Japanese investment into Australia has reached new 
levels in the past decade, extending into agribusiness, life insurance, retail trade, utilities, 
rolling stock, beverages, financial services, IT services, health and medical, human resources 
services, transport and logistics and cosmetics. Direct investment is in a different category of 
economic relationship than just trade, embodying not only a multi-decade commitment. FDI 
also means a real local presence, engaging fully with local labour and environmental 
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regulations, culture, social contract, local, State and Federal Governments. FDI is much more 
embedded than trade: Michael Wesley, (“All the Way with Asia” AFR Review 2 November 
2012):  “Investment is a different relationship from trade. It involves an ongoing bond of trust 
and mutual gain, the placing of a bet on another’s performance and character. Investment 
creates an ongoing relationship of mutual concern, a genuine interest in the health and well-
being of another.” 

A new phase in the investment relationship is the development of commercial opportunities 
in third countries based on equity commitment. For example, the beverage giant Lion, owned 
by Kirin, will be able to utilize Kirin’s extensive marketing and distribution assets in Asia to 
expand exports. Similarly, Japan Post has provided the capital for Toll to build upon its 
impressive logistics network in Asia and grow its global presence. 

I like to refer to the advantage of adjacency, that is, new opportunities will likely be closely 
connected to existing partnerships. The scale and scope of the existing economic 
relationships between Australia is so large that I envision many new investments will 
proliferate both bilaterally and in our region. The investment maps of the Mitsui and 
Mitsubishi sogo shosha which I have included in the section on investment show the power 
adjacency over a period of over 60 years. 

The New Colombo Plan is an excellent example of building on complementarities between 
government and business and academia. Usually these institutions are silos, with very little 
real interaction (due to different incentives, structures, goals, cultures). 

In the Japanese case, it is fortunate that Mitsui has a long experience with the Mitsui 
Educational Foundation, so it was able to provide an effective template that could be used. 
Mitsui is also the bridge to universities for New Colombo Plan students and they can gain 
experience inside the business. 

Hon Julie Bishop, Minister for Foreign Affairs, Hansard 18 March 2015: “This year the New 
Colombo Plan will support around 3,200 Australian students aged between 18 and 28 to live, 
study and work in 32 different destinations in our region. Indeed, over 35 countries have 
agreed to partner the Australian government in the New Colombo Plan. In response to student 
demand, I can inform the House that in 2016 the New Colombo Plan will expand to around 
100 scholarships of up to 12 months and at least 4,750 of the shorter mobility grants. This 
will take the total number of students who will receive support under the New Colombo Plan 
in the first three years of this program to over 9,300. I had higher expectations for the New 
Colombo Plan but this has even exceeded my expectations. I am delighted to confirm that the 
New Colombo Plan is receiving really strong regional support from governments, from all of 
our universities in Australia and also in the region, from businesses and, of course, from 
students… Mitsui global chairman Masami Iijima pledged his support for the initiative when 
Prime Minister Abbott visited Japan last year. Mitsui, for example, has offered Patrick Gan, a 
commerce student at the University of Western Sydney, a tailored six-week internship in its 
global headquarters in Tokyo. During this time, Patrick will be mentored by a senior Mitsui 
executive who has previously worked in Western Australia. Already 12 students from the 
University of Technology Sydney majoring in business, construction and information 
technology have undertaken work experience or internships offered by Mitsui.” 

According to the Australian Embassy in Tokyo, Japan was selected as one of the four pilot 
countries of the inaugural NCP in 2014, and 1,000 Australian undergraduate students have 
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received support through the NCP for study and internship in Japan in 2014 and 2015.  These 
are 1,000 students who otherwise would not have travelled to Japan and begun a journey of 
cultivation of relationships. 
 
Similarly, new developments are occurring in services due to the Australia-Japan Free Trade 
Agreement: Financial Services Council in June 2015 led a delegation of Australian fund 
manager CEOs to Japan to explore closer ties in financial services, on the back of the 
AJFTA. “These are initiatives which are important for delivering outcomes that facilitate 
Australian financial services exports.” The delegates were from FSC, Austrade, APIR, BT 
Investment Management, La Trobe Financial Services, Macquarie Investment Management, 
MLC Investment Management, NikkoAM, Perpetual, Russell Investments. 

Another important development which I see developing is what I call Developed-Developed 
Economy Collaboration. Why is developed-developed country collaboration valuable? 
Because of intellectual property and its protection: the high-value and low risk compensate 
for the lower growth rates of developing economies. Intellectual property protection is the 
sustaining core of innovation and technological advancement. Australia and Japan are 
excellent candidates for such collaboration. 

We can add several emerging developments: the impact of 3D printing, which lowers the 
value of lower labour costs; next-shoring, which emphasises proximity to markets; 
innovation-oriented partnerships and collaboration in which IP protection is crucial; the 
internet of things; and governance in global companies. 

 
Relational Economics and New Complemetarity 

All Asian markets depend to a greater degree than Western markets on well-developed 
human capital networks. The 60 years of formal Japan-Australia ties means these networks 
are into third and even fourth generations. 

Established human networks are real assets, which provide the base for new commercial 
linkages and are very hard to duplicate. They also provide the strong bonds of connections 
between existing successful ventures that build success for new ventures in new sectors. 
The economic relationship is also complementary to the social, political and strategic 
relationship. There are many longstanding institutional elements, covering cultural, 
commercial, diplomatic, academic, political and legal fields. 

The patient, essential cultivation of long-term relationships (nemawashi), for which the 
Japanese are justly famous, does have an analogue in Western economic thinking, a 
conceptual space occupied by relational economics. The fact that it is a specific area of 
theory does highlight that it is not widespread but I do think it has played a central role on the 
Australia-Japan economic relationship. 

It is also referred to as relational contract theory (deriving from the legal background of 
institutional economics) and generally applied at a microeconomic level, to firm and inter-
firm behaviour. For example: 

Robert Gibbons, “Incentives Between Firms (and Within)” Management Science 51 (1), Jan 
2005, 2-17:  “supply chains often involve long-run, hand-in-glove supplier relationships 
through which the parties reach accommodations when unforseen or uncontrolled-for events 
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occur…A relational contract thus allows parties to utilise their detailed knowledge of their 
specific situation and to adapt to new information as it becomes available…Each party’s 
reputation must be sufficiently valuable that neither party wishes to renege.” 

Extending this beyond supply chains, George Baker, Robert Gibbons and Kevin Murphy, 
“Relational Contracts and the Theory of the Firm” Quarterly Journal of Economics 117, 
2002, 39-83: “similar relationships also exist horizontally…networks of firms…strategic 
alliances, joint ventures.” 

The history of Japanese investment in Australia and the concomitant commercial 
relationships are the perfect example of this approach, with the additional insight that such 
relations are strengthened further by injection of equity (minor stakes in the Japanese case of 
resource development). Peter Drysdale, (“Perspectives on Japanese Investment, Employment 
and Management in Australia” Pacific Economic Papers no 290, April 1999) pointed out that 
“in the 1960s, Japanese investment and long-term contracts were instrumental in creating the 
preconditions for the development and export of Australian mineral and energy resources 
over the following decades.” Similarly, Roger Farrell, (“Japanese Foreign Direct Investment 
in the World Economy” Pacific Economic Papers No 299 January 2000): “In the 1960s and 
1970s resource development was a principal area for foreign investment, as Japanese 
manufacturers sought to secure supplies of raw materials and energy…Trading companies or 
sogo shosha have been key players…Their first involvement in a large resource development 
was in 1966 when Australian mining and commercial interests asked Japanese steelmakers to 
take a 10% share…at Mt Newman…Notably, long-term contracts were used in conjunction 
with FDI to secure stable supplies of resources…Japanese steelmakers recommended that 
Mitsui and Co and C. Itoh and Co participate in the project.” These accounts show the 
exemplary pattern of investing as minority partners in projects with long term contracts was 
begun by Japanese investors 50 years ago. 

In fact, relational economics has been influenced by the Japanese case. For example, Ronald 
Dore, Taking Japan Seriously (Stanford University Press 1987) explores in depth the aspects 
of such relational contracting (pp 173-192) and states that “the relative security of such 
relations encourages investment in supplying firms…the relationship of trust and mutual 
dependency make for a rapid flow of information.” 

A decade later, Bengt Holstrom and John Roberts: “The Boundaries of the Firm Revisited” 
Journal of Economic Perspectives 12 (4), 1998: 73-94 state that “long-term close 
relations…that mix elements of market and hierarchy…these long-term relations substitute 
for ownership in protecting specific assets” (‘hierarchy’ refers to equity ownership). With 
specific reference to the Japanese automobile subcontracting system (but applicable to 
Japanese business practice in general and to Australia-Japan relations), they also state that 
“the key to making this system work is obviously the long-term, repeated nature of the 
interaction. Although supply contracts are nominally year-by-year…the expectation is that 
the firms will continue to do business together indefinitely.” 

In addition, Oliver Williamson, “The Theory of the Firm as Governance Structure: From 
Choice to Contract”, Journal of Economic Perspectives 16 (3), 2002: 171-95, argues that 
these Japanese practices are also “consistent with the transaction cost economics perspective”  
that deals in incomplete contracts, opportunism, asymmetric information and specialised 
assets. 
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Finally, Paul Milgrom and John Roberts, “Complementarities and Systems; Understanding 
Japanese Economic Orgnization”, Estudios Economicos 9 (1), 1994: 3-42) made the link 
between relational economics, Japanese-style, and complementarity: “the characteristic 
features of Japanese economic organization…these features together constitute a system of 
complementary elements, each of which fits with the others and makes the others more 
effective than they would otherwise be…long-term relations…permit Japanese industry to 
adopt a relatively low level of vertical integration compared to what prevails in the US and 
Europe while still protecting specific assets and allowing close coordination.” This is a 
formulation of New Complementarity. 

Contrary to much of Western commercial relations which are focussed on deals or 
transactions, a relationship based on trust is not a long series of short term transactions or 
interactions but an accumulation of interpersonal knowledge, both rational and intuitive, 
which develops into a significant foundation asset. But as deep and broad as it is, the 
resulting relationship is only the beginning. A new level is not incremental but can be 
massively bigger. This is the recent history of the Australia-Japan economic and security 
relationship. The best guide to the future is not the past but the present, a present that stand 
firmly on wide and deep interdependencies. 

 

Strategic Alignment and Priorities 

Although it has become a commonplace statement now, it is of fundamental importance that 
the strategic alignment of Australia and Japan is reinforced by the alignment of shared values 
as well as common economic and geopolitical interests. In the hierarchy of importance, 
strategy is more important than politics and both are more important than economics. Sound 
economic relationships can easily flounder when strategic interests diverge.  

In the case of Japan and Australia, each of them has as their most critical strategic interest the 
free flow of resources, energy materials and goods through the South and East China seas. 
This is of direct strategic interest to both, while it is less so for the USA. Hence, strategic 
cooperation is crucial for Australia and Japan within the context of each other’s security 
alliance with the USA. That strategic necessity remains unchanged and will continue 
indefinitely. 

It is also worth noting that the interest in an open maritime system governed by rules based 
behaviour is shared not just by Australia and Japan but by South Korea, The Philippines, 
Vietnam, Indonesia, Singapore, Malaysia, Thailand, India and others. While the US 
commitment to security remains as the foundation, the lack of acceptable engagement so far 
means that Australia and Japan will have to accept more responsibility to work together and 
with the other like-minded countries of Asia. 

The strategic alignment is complemented to an extraordinary degree by the beautiful 
economic complementarity between Australia and Japan, which experiences no important 
commercial rivalries. Both Australia and Japan face significant commercial rivalry with the 
US in various sectors but not with each other. Despite cultural differences, deep relational 
economic contracts have been developed, with special characteristics (long-term contracts 
and long-term minority shareholdings), a situation not shared with otherwise culturally 
similar countries like the US And UK. 
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Unlike the natural close relations developed with the USA and the UK, which share common 
features as well as common origins, Australia’s relationship with Japan has become so deep 
and encompassing despite the differences in language, culture and history. Despite, also, 
being opposing combatants in World War II.  

The full development of the relationship across economic, cultural, diplomatic and social 
fields reflects the continuous commitment of people and resources to a long-term vision 
firmly anchored in the mutual benefit of the national interest of both countries. Government, 
academia, business and community interests have all played central roles in this development 
through the establishment and management of numerous institutions. 

As early as 1957, the signing of the Australia-Japan Agreement on Commerce established 
this process, with Robert Menzies making the first of 23 Prime Ministerial visits from 
Australia. Then in 1976 the two countries signed the Basic Treaty of Friendship and 
Cooperation. 

Over the decades, Australia and Japan have worked closely on numerous multilateral 
initiatives: the establishment of the Pacific Economic Cooperation Council in 1980; the 
establishment of APEC in 1989; the creation of the G20 in 1999; and the 2008 Joint 
initiative: International Commission on Nuclear Non-proliferation and Disarmament. 

The success of economic and political relations led to important outcomes such as the 
Trilateral Security Dialogue between Australia, Japan and the USA, which reached 
Ministerial level participation in 2005. This process facilitates significant cooperation 
between the senior agencies of the three countries. 

By 2007, Australia and Japan signed the Joint Declaration on Security Cooperation, which 
provides the foundation for bilateral security cooperation. The two countries’ Foreign Affairs 
and Defence ministers meet regularly for ‘2+2’ meetings. This is the only ‘2+2’ meeting that 
Japan has with any country other than the United States, and one of only two ‘2+2’ meetings 
that Australia has in Asia (the other is Indonesia). Activities covered under the Joint 
Declaration include: joint military exercises, peace-building activities in East Timor, 
humanitarian assistance in Pakistan, and counter-piracy surveillance in the Gulf of Aden. 

In 2013, Australia and Japan entered into the Information Security Agreement, which allows 
the sharing and protection of classified information, improving inter-operability. Also in 
2013, the two Government signed the Australia-Japan Acquisition and Cross Servicing 
Agreement, enable mutual logistical support between the respective defense forces. This 
Agreement facilitates more frequent, practical and deeper bilateral security cooperation. 
Australia is only the second country after the United States to reach a treaty-level agreement 
of this type with Japan. 

While the submarine contract did not go to Japan, collaboration in other aspects of the 
defence and security industries remains open. The existing levels of trust and the strategic 
alignment should encourage both sides to explore new opportunities.  

The business community also created important institutions that complemented the efforts of 
Government. The Australia-Japan Business Cooperation Committee (AJBCC) was 
established in 1962 and the Japan-Australia Business Cooperation Committee (JABCC) 
established in 1963, peak associations of major business enterprises in both countries.  
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The institutional arrangements between Australia and Japan also include:  

• academic: the Australia-Japan Research Centre at the ANU; the Japan Studies 
Association; the Australian Network for Japanese Law (ANJeL); 

• cultural and community: more than 100 Sister City type relationships, the first of 
which was Lismore and Yamato Takado in 1963; Australia-Japan Societies 
throughout Australia, begun in 1962 with Australia-Japan Society of NSW and in 
1963 in Victoria; there are also, crucially, Japan-Australia Societies located 
throughout Japan, which provide for the deep level of engagement of communities 
from both sides; 

• business associations: in addition to the AJBCC, there are also the Australia-New 
Zealand Chamber of Commerce in Japan and the Japan Chamber of Commerce and 
Industry in Australia; 

• Government agencies: Austrade and the Japan External Trade Organisation (JETRO), 
which facilitate trade and investment; the Australia-Japan Foundation, which supports 
cultural, academic business and community exchanges, the funding of the Visiting 
Professor of Australian Studies, University of Tokyo and funding internships for 
Japanese dancers at the Australian Ballet School. 

These formal institutional arrangements do not exhaust the term ‘institutional alignment’. It 
also contains the shared values that underpin the relationships: democracy; rule of law; 
protection of individual human rights; protection of private and intellectual property; 
promotion of a rules-based international system; and transparent governance and regulations. 
Shared values allow the formal institutions to flourish and have real and enduring content. 

 
The Elements of New Complementarity and Alignment that Create Total Economic 
Engagement 

Australia and Japan: trade + investment + strategic alignment + institutional alignment + 
collaboration in multilateral organisations + no commercial competition. 

Australia and USA: less direct strategic alignment in the South and East China Seas; some 
commercial conflicts BUT very strong dependency on US security umbrella. The US has a 
cascading level of interests in the South China Sea but not the existential direct interest that 
Australia and Japan have. 

Australia-China: mainly trade. No strategic alignment; no institutional alignment; very little 
collaboration. 

Relational contract theory is applied to firms and inter-firm behaviour. New 
Complementarity is applied to inter-firm and industry-wide economic relations. Total 
Economic Engagement takes relational economics and New Complementarity and applies 
them to the relations between nations by incorporating geopolitical, strategic and institutional 
alignments. 
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SECTION 6 

AUSTRALIA’S SUBMARINE DECISION AND WIDER DEFENCE 
OPPORTUNITIES 

Australia’s competitive evaluation process for the procurement of the next fleet of 
submarines to replace the Collins Class evaluated proposals from France, Germany and 
Japan. Although the overwhelming view amongst many commentators was that the Japanese 
bid would be the most favoured, followed by Germany and then by France, in the end the 
announcement was made in the last week of April 2016 that France had won the bid. The 
initial comment to make is that this result indicates a wide gap in perception between people 
on the inside of the evaluation process and those at the periphery or outside, a lesson not to be 
forgotten for future reference. 

With clarity and precision and without exposing confidential matters, the Government stated 
that the decision reflected vary careful and thorough evaluations of all aspects of the bids and 
that technical factors were the overriding considerations, in addition to Australia’s unique 
requirements. I have heard this view repeated and not contradicted and I am also confident 
that it is indeed the case. 

Many analysts in this area, including myself had expected the Japanese bid to win, on the 
assumption that geopolitical interests would be the deciding factor. However, it has to be 
remembered, as I have stated earlier in this report, that strategy is more important than 
politics. Strategy includes two components: national security and geopolitics. These overlap 
to some extent but are not identical. National security is a necessary condition and priority 
above geopolitical alignment. For Australia, the submarine fleet is an indispensable pillar of 
national security. 

In the context of a close and deep relationship with Japan that was expanding rapidly into 
defence and security cooperation, the decision provoked concern and commentary from both 
sides. 

Andrew Shearer quoted in AFR 27 April 2016: “I’m confident there is sufficient fundamental 
convergence in interests and values for our defence relationship with Japan to continue 
despite this setback.” Shearer referred to the decision as a missed opportunity. 

Greg Sheridan in The Australian Apr 30 – May 1, 2016 “Japan Sees China Hand in Decision 
to Overlook Soryu” refers to some perceptions of political aspects or China aspects, but these 
are highly unlikely to be the case. 

Cameron Stewart in The Australian 30 May 2016 “The Sounds of Silence: Why Germany 
lost its Subs Bid” wrote that “the proposed French -submarine was seen to be more stealthy 
than those proposed by Germany or Japan” and “it was based entirely on the need to choose a 
regionally superior submarine that could be sustained through its life in Australia. “ 

Tim Kelly, Cyril Altmeyer and Colin Packham “How France Sank Japan’s $40 bln 
Australian Submarine Dream” Reuters 29 April 2016: “Interviews with more than a dozen 
Japanese, French, Australian and German government and industry officials show how a 
series of missteps by a disparate Japanese group of ministry officials, corporate executives 
and diplomats badly undermined their bid. In particular, Japan misread the changing political 
landscape in Australia as Abbott fell from favour. The Japanese group, which included 
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Mitsubishi Heavy Industries (MHI) and Kawasaki Heavy Industries (KHI), also failed to 
clearly commit to providing skilled shipbuilding jobs in Australia. And Tokyo realized far 
too late its bid was being outflanked by the Germans and particularly the French, the sources 
involved in the bid said. France, on the other hand, mobilised its vast and experienced 
military-industrial complex and hired a powerful Australian submarine industry insider, Sean 
Costello, who led it to an unexpected victory…"Even though we were in the competition we 
acted as though nothing had changed," said one Japanese government source involved in the 
bid. "We thought we had already won, so why do anything to rock the boat?" The Japanese 
did not attend a conference for the Future Submarines project in March, failing to understand 
the importance of the crucial lobbying event and leaving the field to their German and French 
rivals, sources within the Japanese bid said.” 
 
Other commentary referred to various factors: the execution risk with the Japanese bid was 
too high because it was the first time outside Japan for the Japanese maker; the management 
of supply chains in foreign markets is very difficult. 

The French bid was the latest in their long history of such bids. According to reports the 
French were able to combine their long experience of providing submarines to various 
countries, with well-developed skills in stakeholder management and the technical 
specifications. 

As the commentators point out, this was the first Japanese bid outside Japan, a very complex 
project that would be mostly built in Australia. The whole submarine episode exemplifies 
why the rest of the Australia-Japan relationship has been so successful: it did not build on 
existing projects and relationships like all the other aspects of the relationship. It was not 
organic growth but a quantum leap too large for this stage of the security relationship and for 
such a critical national security investment of its size. 

However, there will be numerous opportunities in the future with an incremental long term 
strategy.  The submarine decision does not change the ongoing and expanding cooperation 
between Australia and Japan in defence and security. NEC and Fujitsu already provide 
extensive ICT services to both DFAT and Defence: 

On March 23, 2013 Fujitsu Australia announced it had won the Department of Foreign 
Affairs and Trade (DFAT) contract to provide a comprehensive system for issuing Australian 
passports as part of the Department’s Passport Redevelopment Program (PRP). In what will 
be one of the largest Microsoft CRM implementations for a Federal Government agency, 
Fujitsu won this eight-year contract through its managed services expertise and its capability 
to integrate a Microsoft stack that aligns with DFAT’s enterprise direction. 

On February 13, 2014 Fujitsu Australia announced that Australian Department of Defence 
has extended its Distributed Computing Centralised Services (DCCS) Contract with Fujitsu 
Australia and New Zealand for an additional three years. The Department of Defence is 
investing heavily in driving significant performance improvements and efficiencies across its 
network, desktop and data centre environments. It is expecting a peak of ICT activity during 
2014-15 due to a number of significant projects planned for this period. The DCCS contract 
extension with Fujitsu, which is worth approximately $170 million over a 3-year period, 
includes provision of Service Desk, Service Catalogue, Information Technology Service 
Management (ITSM) tools support, processes, and resource based tasking for server and 
desktop, email and groupware. 
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On September 10, 2014 NEC Australia announced its appointment as a key partner on the 
Australian Department of Defence’s Centralised Processing Project, which will deliver a 
single integrated capability for the management and provision of Centralised Processing 
facilities, infrastructure and services across multiple security domains. NEC Australia has 
been appointed as a key member of a team led by Lockheed Martin Australia, which has 
recently concluded a contract with the Australian Department of Defence after being selected 
in April as the preferred tenderer for its Centralised Processing project. NEC Australia will 
provide critical technical and monitoring support to Defence and Lockheed Martin Australia 
throughout the project. Centralised Processing will establish a single, integrated capability for 
the management and provision of data centre facilities, infrastructure and services for 
Defence’s Unclassified, Restricted and Secret information security domains. NEC Australia 
will be responsible to Lockheed Martin Australia for maintaining the stability and efficiency 
of Defence systems as the project consolidates from within 280 data centres across Australia 
and at international locations to a centralised core consisting of 11 facilities within Australia 
and three located overseas. 
 
In the Australian Defence White Paper 2016 there are numerous references to the 
relationship between Australia and Japan: 
 
5.61 “Australia and Japan are implementing a broad range of initiatives to further enhance 
practical defence cooperation.” 

5.65 “The Government is committed to continuing the development of Australia’s defence 
relations with China and working to enhance mutual understanding, facilitate transparency 
and build trust.” 

(Note here that one relationship is at the level of ‘practical defence cooperation’ the other 
implies a lack of transparency and trust) 

5.61 “continue to explore opportunities to expand cooperation with Japan in areas such as 
intelligence, developing common capabilities like the Joint Strike Fighter, air and missile 
defence  and maintain warfare technologies.” 

(Refers to active collaboration in areas outside of submarines, pointing to big opportunities] 

5.62 To underpin our growing cooperation, we will work towards an agreement with Japan 
that improves our administrative, policy and legal procedures to facilitate joint operations and 
exercises.” 

(This is practical, concrete legal engagement, made possible by liberal rule of law) 

Euan Graham, (“Australia’s 2016 Defence White Paper: Forward Funded Defence” PacNet 
Newsletter 23, Mar 1, 2016) writes that in regard to Japan the Defence White Paper has a 
“heavy hint of collaboration yet to come” in defence capabilities in air, maritime and missile 
defence technologies and trilateral exercises with the US. 

In addition to NEC and Fujitsu, there are numerous major Japanese corporations that are 
actively looking for opportunities in the Australian defence sectors: Mitsubishi Heavy 
Industries; Kawasaki Heavy Industries; IHI; Hitachi; Toshiba; Mitsubishi Electric; etc. These 
corporations are as welcome in Australia as US, UK, French and German. 
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SECTION 7 

DEVELOPMENTS IN GOODS AND SERVICES TRADE 

 

 
Australia’s Merchandise Exports $m 

 China Japan Korea, Rep USA Total 
2009 42527 38240 15642 9593 196556 
2010 58420 43590 20468 9244 231143 
2011 71451 50441 23240 9773 261697 
2012 72974 47795 19801 9379 247749 
2013 94344 47052 19242 9272 261958 
2014 89434 47618 19836 11254 265923 
2015 72863 33253 15930 12295 249622 

 
Since the GFC, Australia’s merchandise trade has been mainly affected by three interrelated 
factors: a slowdown in Chinese economic growth and its corollary of lower demand for 
resources and raw materials; lower commodity prices for iron ore, coal and energy due to 
both lower demand and greater production supply; and the response to the first two factors 
seen in the value of the Australian dollar. 

Australia’s exports peaked in 2014 at $266 billion, while imports kept rising in 2015 to $267 
billion, creating a widening trade deficit. 

The patterns which appeared at the aggregate level were replicated in the bilateral trade 
outcomes with each of the major trading partners. 

Australia continued to enjoy its largest trade surplus with Japan in 2015 of $13.5 billion, 
followed by China ($11.2 billion) and South Korea ($1.1 billion), while having a trade deficit 
with the US of -$17.3 billion. 
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Australia's Merchandise Imports $m 

 China Japan Korea, Rep USA Total 
2009 35780 16688 6628 22272 200600 
2010 39228 18191 7144 22682 210489 
2011 42000 18003 7112 25339 226898 
2012 44442 19045 9830 27809 241812 
2013 47158 18941 10332 24571 240781 
2014 51976 17178 11931 26419 252377 
2015 61672 19704 14835 29644 266852 
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In contrast to merchandise and materials exports, services exports have benefitted from the 
lower A$, showing a marked increase in travel and education services exports, especially to 
China and the US, with a recovery in the Indian education market as well. 

Australia's Trade in Services $mill 
        

Services Credits        
 2009 2010 2011 2012 2013 2014 2015 

China 5,237 5,867 6,138 6,313 7,064 8,214 9,840 
USA 5,479 5,115 5,338 5,516 6,250 6,645 7,888 
UK 4,057 3,853 3,903 4,034 4,203 4,607 5,012 
New Zealand 3,126 3,128 3,261 3,537 3,719 4,039 4,144 
Singapore 3,094 2,696 3,244 3,325 3,640 3,692 4,123 
India 3,395 3,093 2,574 2,032 1,886 2,396 3,038 
Hong Kong  1,539 1,539 1,634 1,788 1,909 2,022 2,277 
Malaysia 1,597 1,560 1,557 1,646 1,707 1,922 2,119 
Japan 2,241 2,300 2,110 2,249 2,035 2,071 2,073 
Korea, Rep 1,834 1,923 1,767 1,824 1,685 1,600 1,716 
Germany 1,102 1,081 1,082 1,159 1,157 1,169 1,275 
Indonesia 1,070 1,099 1,153 1,138 1,243 1,304 1,267 
Taiwan 549 515 538 643 716 807 986 
Netherlands 470 437 378 423 467 505 448 

        
Total all countries 51073 50813 51041 52093 55380 60172 66162 
ASEAN 8,042 7,684 8,323 8,420 9,076 9,836 10,645 

        
        
        

Services Debits        
 2009 2010 2011 2012 2013 2014 2015 

USA 9560 9435 11037 11526 13041 13316 15059 
UK 5157 5130 5764 5787 6230 6582 7273 
Singapore 3366 3290 3629 4111 4864 4724 5317 
New Zealand 3008 2787 3000 2927 3200 3386 3754 
Germany 1864 2101 2030 2159 2378 2592 2969 
Japan 2023 2330 2000 2294 2485 2647 2966 
China 1441 1559 1738 1804 2087 2202 2416 
Netherlands 1217 1358 1487 1600 1339 1311 1295 
Korea, Rep 375 481 474 547 718 791 930 
Taiwan 178 211 207 195 195 226 202 

        
Total all countries 54145 56196 60698 64448 70452 70424 76305 
ASEAN 9421 9674 11073 11892 13171 12429 12839 

 

Despite the growth of services exports, Australia continues to experience a deficit in services 
trade of about $10 billion. 

Of somewhat neglected interest is the significant level of services trade with ASEAN, which 
actually exceeds that of the US and China. This is underappreciated and should be a fertile 
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area for research for Australian businesses and for multinationals which have regional 
headquarters in Australia. 
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Total Goods and Services Trade 2015 $m 

United States of America 47253 22947 70200 

Japan 60063 5039 65102 

United Kingdom 10916 12285 23201 

Netherlands 4546 1743 6289 

China 143246 12256 155502 

Singapore 16307 9440 25747 

 
When we add total goods and services trade, China is significantly larger, twice that of the 
US, with Japan 3rd and perhaps surprisingly Singapore ahead of the UK. 

These trade figures give rise to the illusion that China is Australia’s most important economic 
partner. 

 
Australia’s Trade with Japan 

 

 

Although not widely described as a growth engine, Japan has actually increased its demand 
for Australian merchandise exports, with the period since 2008 being much higher than the 
previous decade.  
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The value of exports to Japan peaked in 2008 and 2011 due to high iron ore and coal prices. 
Nevertheless, in the four years 2012-2015 they remained above $40 billion, despite the falls 
in the iron ore, coal and oil prices (helped somewhat by the lower Australian dollar). 

These large trends are seen in the Tables below of main exports and imports, but it is 
interesting to note the diversity of increases and declines in so many categories, testament to 
the dynamic nature of a diverse trading relationship, which now has the added element of a 
completed Free Trade Agreement. 

Australia's Main Exports to Japan Amount $mill Share % Share % Growth % 
 2008 2015 2008 2014 2008-15 

011 Beef, f.c.f. 2060 1887 4.1 4.7 -8.4 
012 Meat (excl beef), f.c.f. 317 313 0.6 0.8 -1.3 
022 Milk, cream, whey & yoghurt 53 39 0.1 0.1 -26.9 
024 Cheese & curd 460 437 0.9 1.1 -4.9 
034 Fish, f.c.f. 167 139 0.3 0.3 -16.9 
041 Wheat 23 318 0.0 0.8 1311.0 
043 Barley 239 52 0.5 0.1 -78.4 
048 Cereal preparations 97 80 0.2 0.2 -17.8 
054 Vegetables, f.c.f. 28 29 0.1 0.1 0.9 
057 Fruit & nuts 41 78 0.1 0.2 90.6 
059 Fruit juices 57 9 0.1 0.0 -83.3 
061 Sugars, molasses & honey 132 229 0.3 0.6 73.8 
081 Animal feed 493 276 1.0 0.7 -44.1 
098 Edible products & preparations, nes 80 75 0.2 0.2 -6.5 
112 Alcoholic beverages 53 48 0.1 0.1 -8.7 
222 Oil-seeds & oleaginous fruits, soft 85 197 0.2 0.5 131.7 
246 Wood in chips or particles 1011 447 2.0 1.1 -55.8 
281 Iron ores & concentrates 7390 5288 14.6 13.1 -28.4 
283 Copper ores & concentrates 1161 1545 2.3 3.8 33.1 
284 Nickel ores & concentrates 11 25 0.0 0.1 119.0 
287 Other ores & concentrates 606 396 1.2 1.0 -34.5 
289 Precious metal ores & conc (excl gold) 4 147 0.0 0.4 3317.7 
321 Coal 20467 12145 40.3 30.2 -40.7 
325 Coke & semi-coke 44 23 0.1 0.1 -46.6 
334 Refined petroleum 210 23 0.4 0.1 -89.0 
342 Liquefied propane & butane 652 316 1.3 0.8 -51.6 
522 Inorganic chemical elements 74 117 0.1 0.3 57.6 
542 Medicaments (incl veterinary) 62 42 0.1 0.1 -32.6 
592 Starches, inulin & wheat gluten 120 74 0.2 0.2 -38.0 
682 Copper 106 4 0.2 0.0 -96.6 
683 Nickel 35 2 0.1 0.0 -94.4 
684 Aluminium 2017 1129 4.0 2.8 -44.0 
748 Transmission shafts & parts 18 49 0.0 0.1 166.4 
872 Medical instruments (incl veterinary) 68 94 0.1 0.2 38.4 
874 Measuring & analysing instruments 35 48 0.1 0.1 37.1 
988 Confidential items of trade 9579 13243 18.9 32.9 38.3 
Grand Total 50765 40282 100.0 100.0 -20.6 

Note: LNG exports are in Code 343 but these are included under Code 988 Confidential Items 
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Australia's Main Imports from Japan Amount $mill  Growth % 
 2008 2015 2008-2015 

098 Edible products & preparations, nes 24 50 111.5 
334 Refined petroleum 1411 3264 131.3 
533 Pigments, paints & varnishes 88 79 -10.5 
542 Medicaments (incl veterinary) 80 66 -17.9 
598 Miscellaneous chemical products, nes 33 40 21.2 
625 Rubber tyres, treads & tubes 517 539 4.2 
629 Rubber articles, nes 93 85 -9.4 
641 Paper & paperboard 94 43 -53.7 
661 Lime, cement & construction materials 60 79 32.6 
674 Coated flat-rolled iron & steel 66 41 -37.5 
675 Flat-rolled alloy steel 181 11 -94.0 
677 Rails of iron or steel 60 12 -79.7 
679 Tubes & pipes of iron or steel 297 1759 492.9 
713 Internal combustion piston engines 260 195 -25.0 
716 Rotating electric plant & parts 68 38 -43.3 
722 Tractors 57 50 -12.5 
723 Civil engineering equipment & parts 932 521 -44.1 
728 Specialised machinery & parts 91 63 -30.9 
741 Heating & cooling equipment & parts 223 232 4.1 
742 Pumps for liquids & parts 62 61 -1.2 
743 Pumps (excl liquid pumps) & parts 172 132 -23.2 
744 Mechanical handling equip & parts 348 134 -61.4 
746 Ball or roller bearings 44 45 0.9 
747 Taps, cocks & valves 49 48 -1.3 
748 Transmission shafts & parts 110 100 -9.9 
751 Office machines 425 17 -96.0 
752 Computers 108 394 264.3 
764 Telecom equipment & parts 428 183 -57.3 
772 Electrical circuits equipment 84 52 -37.9 
774 Medical electrodiagnostic apparatus 64 92 43.2 
778 Electrical machinery & parts, nes 263 224 -14.6 
781 Passenger motor vehicles 6838 6418 -6.1 
782 Goods vehicles 1681 1273 -24.3 
783 Road motor vehicles, nes 215 148 -31.2 
784 Vehicle parts & accessories 454 389 -14.2 
785 Motorcycles & cycles 363 180 -50.3 
872 Medical instruments (incl veterinary) 89 120 35.3 
874 Measuring & analysing instruments 134 135 0.4 
882 Photo & cinematographic supplies 96 60 -37.8 
884 Optical goods, nes 68 34 -50.1 
898 Musical instruments & parts 240 98 -59.0 
971 Gold 412 565 37.0 
988 Confidential items of trade 567 354 -37.7 
Grand Total 20232 17238 -14.8 
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AFTER JAEPA? 

Deloitte, “Opportunities to Surf Australia’s Current, Next and Future Growth Waves: Japan 
Australia Economic Partnership Agreement”  2015 

 

Deloitte, as one example, has taken a look at combining the various sectors in the economy 
which may enjoy expansion in the future, with Australia’s relative strengths. The most 
attractive sectors could benefit from opportunities in trade and investment, further enhanced 
by the flow-on effects of the JAEPA. Many of these are in the services sectors, which is also 
part of the new wave of Japanese FDI. 

Investment and trade, in goods and in services, are two interconnected strands of wealth-
creation that support each other in a virtuous upward spiral. The JAEPA is a comprehensive 
agreement that includes investment and services, so providing a sound foundation for the 
further flourishing of the trade relationship in hitherto underdeveloped sectors. 
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Appendix: JAEPA Updates 

The Australian April 1, 2016 “Bottler Japan Deal Something to Smile About” 

More than 1200 products had additional tariff cuts on April1st. 92% of all products now 
entering Japan duty free. Since JAEPA, apple juice tariffs reduced from 34% to 7%; citrus 
juice down from 25% to 4%. 

 

Trade Minister Media release 15 Jan 2016  

“Exporters Quick to Capitalise on Japan FTA” 

“Export sales of frozen shrimp and prawns increased 90%, rolled oats sales to Japan are up 
62%, fresh Valencia oranges up 77%, while asparagus sales have experienced a 41% 
increase.” 

 

Agriculture Minister Press Release 1 April 2016  

“Australian Agriculture and Food Exports Enjoy Third Round of Tariff Cuts Under Japan-
Australia Free Trade Agreement (JAEPA) 

“the third round of tariff cuts and Australia-specific quota increases under the Japan-Australia 
Economic Partnership Agreement (JAEPA) taking effect from today (April 1,2016).” 

“with beef tariff cuts of 38.5% significantly reduced to 30.5% for chilled beef and 27.5% for 
frozen beef…exports of beef to Japan increase by 15% to $1.9 billion in 2015, compared to 
$1.6 billion in 2014” 

“beef offal $204 million in 2015, up 26% from $162 million in 2014.” 

“bottled wine export tariff has been reduced further from the first tariff cut level of 13.1% 
now down to 9.4% and bulk wine (between 2 and 150 litres) exports tariffs cuts from 13.6% 
to 10.9%...wine exports increase by 15% in value in 2015, from $40.4 million in 2014 to 
$46.4 million” 

“exports of table grapes have grown from a zero base to be worth over $6.5 million in 
2015..the third tariff cut falls to 4.9%” 

“walnut industry sent first direct consignment to Japan, helped by a reduction in tariffs from 
10% pre-JAPEA to 6.7% from April 2015 and now cut further to 5%” 

almond exports  doubling 

“Since the 29.8% tariff on fresh cheese…was eliminated within an Australia-specific quota of 
4,000 tonnes on JAEPA’s entry-into-force, Australia’s exports of fresh cheese have increased 
over 33% to $256.5 million in 2015” 

“an important advantage over international competitors who did not have agreements in 
place” 



AUSTRALIA AND JAPAN CREATE A NEW ECONOMIC PARADIGM 

Manuel Panagiotopoulos 2016 52	  

SECTION 8 

NEW DIRECTIONS IN JAPANESE INVESTMENT AND BANKING IN 
AUSTRALIA - JAPAN NOW NO 2 AS INVESTMENT SURGES 

According to the latest ABS data (53520) (May 2016), Japan has overtaken the UK as the 
second highest source of Foreign Direct Investment (FDI) into Australia at the end of 2015 in 
stock terms. Looking at the trend early in 2015, I had predicted that Japan would overtake the 
UK in the next few years, but this is sooner than expected. 

The top five sources of direct investment are: USA with $174 billion; Japan $86 billion; UK 
$76 billion; Netherlands $44 billion; China $35 billion and Singapore $29 billion. In fact in 
2015 Japan was the single biggest source of FDI inflows, with $14.7 billion, ahead of the 
US with $10.2, The Netherlands with $5.4 billion and China with $3.3 billion. 

 

If we look at the period 2010-2015, we can see just how impressive has been Japan’s 
enduring and growing investment. Contrary to what you expect if you were being guided by 
media coverage, Japanese investment into Australia since the GFC has been 50% higher than 
from China (and indeed than the UK). 

 

Foreign Direct Investment into Australia $m  -  2010-2015 

United States $63,190 m 
Japan $34,867 m 
United Kingdom $22,364 m 
China $22,263 m 
Netherlands $16,837 m 
Singapore $10,088 m 
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What distinguishes Japanese FDI into Australia is its diversity. It does not flow into just real 
estate, coal and agriculture. In recent years Japanese companies have made investments into 
IT services, manufacturing, recruitment, advertising, financial services, insurance, logistics, 
construction, distribution, the establishment of retail chains such as Uniqlo and Muji and the 
expansion of housing construction firms Sekisui House and Daiwa House. 

The injection of capital, transfer of technology, the connection with regional and global value 
chains makes these investments invaluable to the Australian economy. The economic 
fundamentals that support investment from Japan will continue: Australia’s economic 
growth; Australia’s population continues to grow; the regulatory system is transparent and 
stable; Australia is linked to the long term growth opportunities of Asia. Two of the 
important new developments are the synergies that capital investment has created in Asian 
markets, specifically Lion and Kirin in the beverage sector and Toll Group and Japan Post in 
the logistics sector. 

Unfortunately, the ABS does not freely produce FDI data according to industry so I have 
relied on the Bank of Japan Balance of Payments data. At the end of 2015 Japanese total FDI 
had reached a total of ¥147.8 trillion. Australia was the fifth highest destination and had 
received  ¥8.1 trillion or 5.5% of the total (behind USA, China, Netherlands and the UK) [it 
is of great interest that these are also the biggest investors in Australia]. The table below 
shows the major industries in Australia into which the Japanese FDI has flowed. 

Japanese FDI into Australia By Industry – End 2015 ¥billions 

 Amount Share % 

Mining/Energy 4289 52.9 

Food and Beverages 955 11.8 

Finance and Insurance 792 9.8 

Transportation 633 7.8 

Wholesale and Retail 468 5.8 

Chemicals & Pharmaceuticals 153 1.9 

Metals 125 1.5 

Services 118 1.5 

Real Estate 96 1.2 

Petroleum 91 1.1 

Transport Equipment 81 1.0 

All Others 300 3.7 

Total 8103 100.0 

  Source: Bank of Japan 

 
The dominant share of Japanese FDI which goes into mining and energy is a function of 
several factors: the traditional complementary nature of the relationship with Japan as energy 
and raw materials dependent and Australia as world class, reliable supplier; the huge increase 
in global demand for energy and raw materials from 2005 and corresponding investment 
requirements; the shear size of funding required for production expansion. 
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The second highest level of investment was in the food and beverage industry. Australia has 
received above average investment in Mining/Energy and Food/Beverages compared to its 
overall average relative to other destinations. 

Mining and Energy accounted for 7.7% (¥11,374 bill) of Japan’s total FDI globally at the end 
of 2015. Of that amount Australia received 37.7%, far and away the highest recipient and 
supporting Australia’s position as a leading exporter of energy and raw materials (sectors 
which are characterized as much by cutting edge technologies such as automation and 
logistical know how as by the quality of the materials). The exceptional competitive 
advantage of Australia’s mining and energy sectors is highlighted by these numbers. 
Australia’s share was more than the combined total of the next three recipients and shows 
that Japanese investment is a key foundation for the success and wealth creation of these 
major sectors in Australia. 

Japanese FDI in Mining and Energy – end 2015 ¥ bill 

Mining and Energy 11,374 7.7% Mining/Energy Share 

Australia 4,289 37.7% Share of Mining/Energy 

Netherlands 1,594 14.0% Share of Mining/Energy 

UK 1,463 12.9% Share of Mining/Energy 

USA 1,015 8.9% Share of Mining/Energy 

Brazil 607 5.3% Share of Mining/Energy 

Source: Bank of Japan 

  
The Food and Beverages sector had received 6.0% of Japan’s global FDI at the end of 2015 
(¥8,914 bill) and Australia had received 10.2% of that amount, the third highest behind the 
Netherlands and the USA. 

Japanese FDI in Food and Beverages – end 2015 ¥ bill 

Food and Beverages 8,914 6.0% Food/Beverages Share 

Netherlands 2,113 23.7% Share of Food/Beverages 

USA 2,093 23.5% Share of Food/Beverages 

Australia 906 10.2% Share of Food/Beverages 

Singapore 794 8.9% Share of Food/Beverages 

UK 704 7.9% Share of Food/Beverages 

China 416 4.7% Share of Food/Beverages 

Source: Bank of Japan 
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Sogo Shosha and Australia 

The Sogo Shosha or Japanese Trading and Investment Conglomerates have played key roles 
in the development of major Australian industries such as iron ore and coal and LNG. Two 
significant examples are Mitsui and Co and Mitsubishi Corporation, each of whom have 
more than 60 years presence in Australia.  

The investment maps on the following pages show the extensive range of investments they 
have made in Australia, in industries such as iron ore, thermal and coking coal, LNG, oil, 
salt, silica, woodchips, grain, dairy, machinery, water and power utilities, renewable energy, 
metal recycling, finance, infrastructure.  

They have a long history of being key minority investors in resources projects and 
developing the innovative long-term contracts to support the industries. In addition they have 
shown a multi-decade commitment to investments, unlike many non-Japanese investors. 
They have been a cornerstone of the Australia-Japan economic relationship and will continue 
to be in the decades ahead. 
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KEY	  EXAMPLES	  OF	  JAPANESE	  FDI	  INTO	  AUSTRALIA	  2008	  –	  2015	  

INVESTOR	   HOST	   SECTOR	   DATE	   AMOUNT	  

Asahi Schweppes Food and Beverages Dec 2008 $809 m 

Kirin Lion Food and Beverages Apr 2009 $3.7 b 

NTT Data Extend 
Technologies 

IT services Aug 2009  

Sekisui House AV Jennings Housing 
Construction 

Aug 2010  

Nipro Corporation Diabetes Australia 
distribution business 

Health and medical Sep 2010 $1.2 m 

Dai-ichi Life 
Insurance 

TAL Insurance Dec 2010 $1.2 b 

Daiwa House  Daiwa House 
Australia 

Housing 
Construction 

May 2011  

Asahi P&N Beverages Food and Beverages Jul 2011 $203 m 

Mitsubishi UFJ 
Trust and Banking 

AMP Capital (15%) Finance Dec 2011 $425 m 

Marubeni Corp APT Allgas Energy 
(40%) 

Oil and gas Dec 2011 $470 m 

Sumitomo Corp Isaac Plains Coal Mining Apr 2012 $444 

NEC  Corp CSG Services IT Consulting and 
Services 

May 2012 $252 m 

Eurus Energy 
Holdings (Toyota 
Tsusho/TEPCO 

Hallett 5 windfarm 
(from AGL) 

Power/Energy/Resou
rces 

May 2102 $145 m 

INPEX Corp 
(72.5%) 

Ichthys Project LNG Jan 2012 US$34 b 

J-Power Aston Resources – 
Maules Creek 

Mining Jun 2012 $391 

Pola Orbis Jurlique Cosmetics Feb 2012 $278 m 

Noritz Corp Dux Manufacturing Manufacturing Feb 2012  

Marubeni 
Corporation 

Roy Hill (15.5%) Mining Mar 2012 $1.5 b 

Japan Australia 
LNG (MIMI) 

Woodside Browse 
(14.7%) 

Oil and gas Jul 2012 $2 b 

JFE Shoji Trade Cliffs Australia Coal 
(Sonoma Mine;  
from 5.0% to 9.5%) 

Mining Sep 2012 $144 m 

Kirin Holdings Little World 
Beverages (from 
36.5% to 100%) 

Food and beverages Sep 2012 $259 
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Fujifilm Salmat BPO div Business services Sept 2012 $375 m 

Mitsui & Co BHP Iron Ore 
(JImblebar) (7%) 

Mining June 2013 $700 m 

ITOCHU BHP Iron Ore 
(JImblebar) (7%) 

Mining Jun 2013 $800 

Nippon Gas COzero (16%) Power/Energy/Resou
rces 

Sep 2013  

Sumitomo 
Corporation 

Clermont Mine 
(from Rio Tinto; 
with Glencore) 

Mining Oct 2013 $500 m 

Mitsui & Co 

 

International Power 
(Australia) 28% 
(with GDF Suez) 

Power generation 
and retail 

Oct 2013  

Dimension Data 
(NTT) 

Oakton  IT services Aug 2014 $170 m 

Rinnai Brivis Manufacturing Dec 2014 $49 m 

Ryohin Keikau Muji Australia Retailing 2014  

MIRAIT 
Technologies 
Corporation 

CCTS 
Telecommunciations 
Construction 

Construction/Real 
Estate 

Nov 2014  

Fast Retailing Uniqlo Australia Retailing 2013  

Recruit Holdings PeopleBank Business & 
Professional Services 

Jan 2015 $69 m 

Recruit Holdings Chandler Macleod Business & 
Professional Services 

Apr 2015 $290 m 

Dentsu Aegis 
(51%) 

Belgiovane 
Williams Mackay 

Business & 
Professional Services 

Feb 2015  

Dentsu Aegis Soap Creative Business & 
Professional Services 

Feb 2015  

Kajima 
Corporation 

 Icon Construction Mar 2015  

Nippon Steel and 
Sumitomo Metal 

Boggabri Coal (10% 
from Idemitsu) 

Power/Energy/Resou
rces 

Mar 2015  

Kuraray Co Plantic 
Technologies 

Industrial Apr 2015  

Emerald Grain 
(Sumitomo Corp) 

SQP Grain Wholesale trade Apr 2015  

Eurus Energy 
Holdings (Toyota 
Tsusho/TEPCO) 

CBWF Holdings 
(Coonooner Bridge 
Wind Farm (80%) 
and Kennedy 
Windfarm) 

Power/Energy/Resou
rces 

Apr 2015  
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Japan Post Toll Holdings Transport/Logistics May 2015 $6.5 b 

Fujikura (via 
AFL) 

AFC group Manufacturing (fibre 
optics cabling) 

May 2015  

Mitsui & Co Westbourne Credit 
Management (20%) 

Finance/Insurance May 2015  

Satake 
Corporation 

Denny’s Silo and 
Engineering 

Manufacturing Jun 2015  

Gulliver 
International 

Buick Holdings 
(67%) 

Auto retail Jul 2015 $120 m 

Taiyo Nippon 
Sanso Corporation 
(Mitsubishi 
Chemicals Group) 

Renegade Gas 
(Supagas) 

Power/Energy Jul 2015  

TonenGeneral 
Sekiyu 

Petro National (50% 
with Qube) 

Petroleum products 
retail 

Aug 2015  

Outsourcing Inc Bluefin Resources Business & 
Professional Services 

Aug 2015 $9 m 

Nikken Sekkei Buchan Group Business & 
Professional Services 

Sep 2015  

Nippon Life 
Insurance 

MLC (80%) Finance/Insurance Oct 2015 $2.4 b 

Mitsui & Co Kipper Field (from 
Santos) (35%) 

Energy/Resources Nov 2015 $520 m 

ITOCHU 
Corporation 

Kooragang 
Industrial Water 
Scheme  (From 
Hunter Water) 

Utilities Dec 2015  

	   	   	   	   	  

While trade is a critical aspect of an economic relationship, direct investment is even more 
so. Direct investment brings capital in the form of finance but also technology and reputation. 
Direct investment embodies a long-term relational contract that builds trust and confidence 
and provides the necessary conditions for continuing commerce, including the expansion of 
trade. 
In addition to any boost from possible free trade agreements, there are fundamental economic 
forces which will lead to much more Japanese FDI in the future. Demographic change in the 
form of an aging, shrinking population and a highly competitive domestic market means that 
the major growth opportunities for Japanese companies will be found outside Japan. The 
Asian region, including Australia, is especially attractive due to its adjacency and potential.  

The core economic relationship remains firmly founded on Japan’s lack of energy and raw 
materials and Australia’s abundance of same and reliability of supply. This last should not be 
underestimated: even raw materials are a service and reliability is a key component of a 
service. Japan is dependent on these imports but Australia is also dependent on exports for its 
economic growth, now more than ever. Therefore, for Australia, too, to have a wealthy and 
reliable buyer is a key national interest. 
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Japanese investment into Australia not only boosts exports to Japan but to the Asian region, 
which has the highest potential long-term growth. Inward investment flows of capital and 
transfer of technology also promote productivity growth. 

JAPANESE BANKS IN AUSTRALIA FINANCING CORPORATE GROWTH 

Following the Global Financial Crisis (or Lehman Shock) many international banks pulled 
out or reduced their business and corporate lending in Australia., including RBS, Societe 
Generale, BNP Paribas, UBS, JP Morgan, ING, Barclays. With reinvigorated and healthy 
balance sheets and an appetite for growth, Japanese banks filled a large part of that gap. In 
2010 the rankings of the Japanese banks in Australian business lending were: 8) Bank of 
Tokyo-Mitsubishi UFJ; 10) SMBC; 12) Mizuho. By 2015 the rankings were: 5) SMBC; 6) 
Bank of Tokyo-Mitsubishi; 10) Mizuho. Only the Big 4 Australian banks were higher. 
Japanese banks were the biggest foreign lenders to business in Australia. Between 2010-15 
the big three Japanese banks had cumulative annual growth rates between 23-40% PA. 

Loans to Australian Corporations (Non-Financial and Financial) $ million   
(Source: APRA) 

  2010 2014 2015 Growth 
2010-15 

% 

CAGR 
% 

1 NAB 108249  143304  159843  47.7 9.5 
2 CBA 69310  127834  142884  106.2 21.2 
3 WBC 79860  109453  127520  59.7 11.9 
4 ANZ 81870  103937  113865  39.1 7.8 
5 SMBC 5249  12838  15874  202.4 40.5 
6 Bank of Tokyo-Mitsubishi UFJ 7110  12865  15401  116.6 23.3 
7 Rabobank Australia  10882  12882  13244  21.7 4.3 
8 Bendigo and Adelaide  7975  12406  12767  60.1 12.0 
9 Bank of China 4277  9671  12405  190.0 38.0 

10 Mizuho 4540  8312  9960  119.4 23.9 
11 Suncorp-Metway  16695  10524  9915  -40.6 -8.1 
12 BOQ 5388  5985  8759  62.6 12.5 
13 Macquarie 5195  7813  8757  68.6 13.7 

 

The Japanese banks are also widening their activities and collaborations. The Bank of Tokyo 
Mitsubishi UFJ has signed MOUs with the Governments of NSW and Queensland and the 
University of Sydney. Mizuho Bank has also signed a collaboration agreement with 
Austrade. 

New Synergies in Third Markets: Insights from Transaction Cost Economics 

Australia is highly attractive, both in its own right and as a base for sales to Asia. Both 
Australia and Asia provide Japanese companies with better returns on their investment than 
other regions.  

In addition to benefiting from Japanese direct investment into Australia, there will be 
opportunities in the extensive and expanding operations of Japanese companies in the Asian 
region. As mentioned elsewhere in this report, a new phase in the investment relationship is 
the development of commercial opportunities in third countries based on equity commitment.  
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For example, the beverage giant Lion, owned by Kirin, will be able to utilize Kirin’s 
extensive marketing and distribution assets in Asia to expand exports. Similarly, Japan Post 
has provided the capital for Toll to build upon its impressive logistics network in Asia and 
grow its global presence. 
While many, including myself, have been pushing for Australian and Japanese companies to 
leverage their long standing relationships and respect for each other’s products and services 
by collaborating in the fast growing Asian markets, there has been little to show for our 
enthusiasm. The main factors are the complications arising from two different firms 
overcoming the information and governance costs which arise naturally.  

A very useful framework for understanding the obstacles and solution to this problem is 
Oliver Williamson’s Transaction Costs Economics (for which he eventually won the Nobel 
Prize). Williamson identifies the various types of economic governance from the spot market, 
through various hybrid forms to integration into a single firm (cf  “The Theory of the Firm as 
Governance Structure: From Choice to Contract”, Journal of Economic Perspectives, 16 (3), 
Summer 2002, pages 171-195).  

Williamson identifies asset specificity, such as brand name assets, incomplete contracts, 
incentive alignments and information asymmetry as critical barriers which can be overcome 
by the merging of common equity. The examples of Kirin/Lion and Japan Post/Toll Group 
are excellent examples and presage more such M&A in the future. The diagram below is a 
schematic representation of the drivers of strategy, the obstacles to collaboration and the 
solution founding shared equity and property rights: 

	  Overcoming Barriers to Collaboration in Third Markets 

Example; Kirin/Lion and Japan Post/ Toll Group 

Australian Co   
Japanese Co  

Asian Markets 

Option: Collaboration with complementary assets: capital, 
products, brand names, distribution networks. 

Obstacles: asset specificity; incomplete contracts; 
asymmetric information; misaligned incentives. 

Solution: common equity. Overcomes transaction costs, 
aligns property rights. 
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Other Recent Examples in Services and Manufacturing 

It is also worth highlighting a few of the recent investments to understand the factors which 
drove the investment and the complementary assets and capabilities which each side 
contributes: 

1) Recruit Holdings Co announcement 14 Jan 2015:  

Acquisition of Australian Staffing Companies: Peoplebank and Chandler Macleod 

Rationale: provide full-scale entry into the “strategically important and expanding Australian 
market” 

Australia has a mature and growing staffing market, with a globally high level of market 
penetration (twice that of Japan’s) and is expected to grow faster than GDP over the next few 
years.  

With these acquisitions, Recruit now has a clear second position in terms of market share in 
Australia:  Skilled 8.6%, Recruit 7.0%, Manpower 2.5%. 

Recruit will be able to implement its own Unit Management Method, developed in Japan, to 
improve margins in Australia. Recruit has experienced such improvements in its previous 
acquisitions. 

 

2a) Rinnai Corporation 15 Dec 2015 announcement of acquisition of Brivis 

Through Rinnai Australia, the Company launched sales of heating systems in Australia in the 
1970s and then complemented its presence with tankless water heaters in the 1990s, 
establishing an active profile as a top distributor in this market. 
 
With the acquisition of Brivis, which is known for its air-conditioning systems, the Company 
expects to enhance activities in this segment as well, reinforcing business prospects in the 
Oceania—the core of its overseas business strategy.  
 
Brivis manufactures ducted heating and cooling systems—predominately for the air-
conditioning needs of Australia—and has solid connections within the builder’s market.  
 
2b) Rinnai Australia announcement 14 Sep 2015 

Rinnai Australia in July 2016 will commence the manufacture of electric storage-type (tank-
based) water heaters, with the aim of increasing market share for such products.  
 
Rinnai Australia has grown to become one of the top manufacturers in Australia’s gas 
appliance market. However, storage-type water heaters account for around 60% of the 
Australian market, so since the turn of the century Rinnai Australia has expanded its business 
by importing and selling electric storage-type water heaters. We forecast solid demand for 
storage-type water heaters in line with Australia’s growing population. 
 
Seeking to seize upon demand for storage-type water heaters and improve earnings in light of 
the weak Australian dollar, Rinnai Australia contracted to acquire land and buildings for the 
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production of electric storage-type water heaters in September 2015. It is planning the 
installation of production equipment with a view to the commencement of production in July 
2016. At present Rinnai Australia imports and sells around 40,000 electric storage-type water 
heaters per year. The new production facility is planned to increase that number to around 
100,000 in 2020. 

The Rinnai example is especially heartening and instructive at a time when the Australian 
manufacturing sector has been shrinking, mainly in the automotive sectors. Rinnai Australia 
had to compete internally with other Rinnai operations, especially in Thailand, but had a 
strong proposal and could show the Australian operation was globally competitive. 

3) Stuart	  Irvine,	  CEO,	  Lion	  at	  Nikkei	  Asian	  Review	  Forum,	  Sydney	  15	  October	  2015.	  

In	  2009	  Kirin	  acquired	  100%	  of	  Lion.	  The	  acquisition	  provided	  the	  foundation	  for	  long-‐
term	  collaboration,	  e.g.,	  Lion	  Asia	  Dairy	  Division	  and	  Lion	  Global	  Markets	  (beer	  and	  
wine)	  have	  an	  export	  focus	  on	  Asia	  and	  North	  America.	  

Lion	  can	  use	  Kirin’s	  network	  in	  Asia	  to	  leverage	  Lion	  assets	  and	  growth	  strategies.	  Kirin	  
has	  San	  Miguel	  in	  Hong	  Kong	  and	  a	  dairy	  subsidiary	  in	  Singapore.	  

The	  equity	  investment	  also	  allows	  for	  10	  year	  strategies	  to	  be	  planned,	  removing	  the	  
need	  for	  quarterly	  reporting.	  	  

Lion	  has	  also	  initiated	  long-‐term	  contracts	  with	  dairy	  farmers,	  which	  provide	  stable	  
cashflows	  and	  allows	  farmers	  to	  invest	  capital	  for	  innovation	  and	  growth.	  

[Kirin	  has	  continued	  the	  pattern	  of	  Japanese	  investment	  with	  Australia	  with	  the	  
adoption	  of	  long-‐term	  contracts	  to	  provide	  stability	  and	  reduce	  risk	  for	  all	  stakeholders	  
and	  working	  through	  relationships	  based	  on	  trust.]	  
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SECTION	  9	  

ASPECTS	  OF	  JAPAN	  MATTERS	  –	  INVESTMENT	  AND	  R&D	  POWERHOUSE	  

Japan	  As	  Investment	  Powerhouse	  

Exponential	  growth	  in	  Japanese	  FDI	  in	  the	  past	  20	  years	  saw	  over	  1.5	  trillion	  yen	  
invested	  in	  2015	  outside	  Japan,	  confirming	  Japan’s	  position	  as	  an	  investment	  
powerhouse	  and	  provider	  of	  capital	  and	  technology	  around	  the	  world.	  

From	  the	  mid-‐1990s	  to	  the	  mid-‐2000s	  Japanese	  FDI	  flows	  were	  steady	  and	  significant,	  
but	  maintained	  within	  a	  band	  as	  investment	  growth	  was	  limited	  by	  corporate	  
restructuring	  in	  Japan	  and	  a	  focus	  on	  low	  labour	  cost,	  developing	  economies.	  From	  the	  
mid-‐2000s	  we	  saw	  a	  jump	  in	  FDI	  flows	  as	  China’s	  growth,	  parallel	  to	  the	  US	  and	  the	  EU,	  
were	  major	  pull	  factors	  to	  engage	  in	  global	  value	  chains.	  

From	  2011	  there	  has	  been	  a	  shift	  away	  from	  new	  flows	  to	  China	  towards	  ASEAN	  and	  
then	  a	  dramatic	  increase	  in	  the	  2013-‐2015	  period	  as	  corporate	  retained	  earnings	  in	  
Japan	  soared,	  demographic	  pressures	  forced	  a	  stronger	  overseas	  focus	  for	  growth	  and	  
investments	  were	  made	  in	  large	  established	  businesses	  in	  developed	  markets.	  

	  

	   	  
World	  Economic	  Reports	  Top	  FDI	  Source	  Countries	  

2012	   2013	   2014	   2015	  
1	   USA	   1	   USA	   1	   USA	   1	   USA	  
2	   Japan	   2	   Japan	   2	   HK	   2	   Japan	  
3	   China	   3	   China	   3	   China	   3	   China	  
4	   HK	   4	   Russia	   4	   Japan	   4	   Netherlands	  
5	   UK	   5	   HK	   5	   Germany	   5	   Ireland	  
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Japan	  has	  continued	  to	  be	  one	  of	  the	  main	  sources	  of	  FDI	  for	  the	  world,	  a	  constant	  
provider	  of	  capital,	  technology	  and	  supply	  chains.	  Japan	  continues	  to	  rank	  with	  the	  USA	  
and	  China	  as	  a	  source	  of	  FDI.	  

Japanese	  cross	  border	  M&A	  continues	  to	  grow	  and	  to	  diversify	  into	  industries	  which	  are	  
technology	  and	  innovation	  intensive,	  providing	  rich	  two-‐way	  transfer	  of	  key	  assets	  and	  
capabilities.	  	  

Japanese	  M&A	  Deals	  Since	  GFC	  
Date	   Target	   Nationality	   Industry	   Buyer	   US$	  bill	  
2016	   ARM	   UK	   ICT	   Softbank	   $32.0	  
2016	   SAB	  Miller	   UK	   Beverages	   Asahi	   $2.9	  	  
2015	   HCC	  

Insurance	  
USA	   Insurance	   Tokio	  

Marine	  
and	  
Nichido	  
Fire	  

$7.5	  

2015	   Protective	  
Insurance	  

USA	   Insurance	   Dai-‐ichi	  
Life	  

$5.7	  

2015	   Myanmar	  
Brewery	  

Myanmar	   Beverages	   Kirin	   $0.6	  

2013	   GROHE	   Germany	   Manufacturing	   LIXIL	   $4.0	  
2013	   Bank	  of	  

Ayudhya	  
Thailand	   Banking	   MUFG	   $5.3	  

2012	   Sprint	   US	   Telecoms	   Softbank	   34.6	  
2011	   Nycomed	  

SCA	  SICAR	  
Swiss	   Health	  Care	   Takeda	  

Pharma	  
13.7	  

2011	   Samson	  
Investment	  

US	   Oil	  and	  Gas	   ITOCHU,	  
Crestview,	  
Nat	  Gas,	  
KKR	  

7.2	  

2012	   Gavilon	   US	   Food	   Marubeni	  
Corp	  

5.6	  

2011	   Anglo	  
American	  
Sur	  

Chile	   Mining	   Mitsubishi	  
Corp	  

5.4	  

2012	   Aegis	   UK	   Advertising	   Dentsu	   4.9	  
2010	   OSI	  Pharma	   US	   Health	  Care	   Astellas	  

Pharma	  
4.1	  

2012	   Chevron	  
(Wheatsone)	  

Australia	   Oil	  and	  Gas	   JOGMEC,	  
Mitsubishi	  
Corp,	  
TEPCO,	  
NYK,	  
Kyushu	  
Electric	  

4.0	  

2009	   Orangina	  
Schweppes	  

France	   Food	  and	  Bev	   Suntory	   3.8	  
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Japan	  as	  R&D	  Powerhouse	  

Japan	  continues	  to	  lead	  the	  world’s	  comparable	  major	  economies	  in	  terms	  of	  spending	  
on	  R&D,	  preparing	  Japan	  for	  the	  technological	  innovation	  that	  will	  be	  necessary	  to	  
remain	  competitive.	  During	  the	  difficult	  economic	  times	  of	  the	  2000s,	  Japan	  increased	  
its	  expenditure	  on	  R&D,	  recognizing	  where	  it	  must	  invest	  in	  order	  to	  maintain	  its	  future	  
wealth.	  

OECD	  Gross	  Expenditure	  on	  R&D	  as	  %	  of	  GDP	  2014	  
	   2000	   2010	   2014	  
Japan	   3.00	   3.25	   3.58	  
Republic	  of	  Korea	   2.18	   3.47	   4.29	  
USA	   2.62	   2.74	   2.73	  (2013)	  
Germany	   2.39	   2.71	   2.90	  
France	   2.08	   2.18	   2.26	  
UK	   1.72	   1.70	   1.70	  
China	   0.90	   1.76	   2.05	  
Australia	   1.48	   2.20	   2.12	  
https://data.oecd.org/rd/gross-‐domestic-‐spending-‐on-‐r-‐d.htm	  
	  
There	  is	  strong	  evidence	  of	  this	  leadership	  in	  the	  Thomson	  Reuters	  list	  of	  the	  Top	  100	  
Global	  Innovators,	  topped	  by	  Japanese	  firms	  in	  2014	  and	  2015.	  By	  nation,	  Japan	  ranked	  
first	  in	  2015	  with	  40,	  ahead	  of	  the	  US	  	  with	  35.	  	  South	  Korea	  had	  3	  (to	  put	  the	  R&D	  
figure	  into	  perspective),	  France	  10,	  Germany	  4	  and	  China	  0.	  	  

One	  key	  and	  growing	  area	  in	  global	  industries	  as	  diverse	  as	  mining,	  automotive,	  
agriculture	  and	  medical	  is	  robotics.	  	  The	  use	  of	  robots	  and	  the	  Internet	  of	  Things	  will	  be	  
growing	  exponentially	  in	  the	  decades	  ahead,	  with	  enormous	  and	  as	  yet	  unknown	  
impacts	  on	  production,	  labour	  and	  investment.	  Japanese	  companies	  account	  for	  6	  of	  the	  
top	  9	  robot	  makers	  around	  the	  world,	  putting	  Japan	  in	  a	  leading	  position	  to	  benefit	  from	  
this	  coming	  boom.	  The	  International	  Federation	  of	  Robotics	  projects	  15%	  growth	  rates	  
for	  robotics	  usage	  over	  the	  medium	  term,	  in	  all	  types	  of	  applications,	  from	  defence	  to	  
domestic	  services	  and	  appliances,	  construction	  and	  logistics	  and	  the	  manufacturing	  of	  
numerous	  products.	  

Industrial	  Robot	  Companies	  and	  How	  Many	  Robots	  
They	  Have	  Around	  the	  World	  

1	   Fanuc	   400,000	   Japan	  
2	   Yaskawa	   300,000	   Japan	  
3	   ABB	   250,000	   Switzerland	  
4	   Kawasaki	   110,000	   Japan	  
5	   Nachi	   100,000	   USA	  
6	   Kuka	   80,000	   Germany	  
7	   Denso	   80,000	   Japan	  
8	   Epson	   45,000	   Japan	  
9	   Adept	   25,000	   USA	  
Robotics	  and	  Automation	  News,	  “Top	  9	  Industrial	  Robot	  Companies	  and	  How	  
Many	  Robots	  They	  Have	  Around	  the	  World”	  21	  July	  2015	  
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SECTION 10 

JAPAN MATTERS FOR AUSTRALIA IN ASIA 

As I highlighted in the earlier examples of Lion/Kirin and Japan Post/Toll Group, Japanese 
investment is now playing a role in the exploration of opportunities in Asia for firms based in 
Australia. 

In addition to the obvious but difficult market of China, there are tremendous opportunities to 
be found in the vibrant economies of Indonesia, Philippines, Vietnam, Myanmar and other 
Southeast Asian economies, which together provide a substantial and growing market. The 
rise of a substantial middle class and the enormous requirements for infrastructure, energy, 
environmental technology, transportation and logistical networks provide the foundations for 
these opportunities. 

In the report “Australia and Japan : A New Economic Partnership in Asia”, prepared for 
Austrade (2009), Professor Peter Drysdale noted that “the Japanese market is no longer a 
market confined to Japan itself. It is a huge international market generated by the activities of 
Japanese business and investors, via production networks located on our backdoor step, in 
Asia. It is a market enhanced by the Japanese government’s economic cooperation programs 
in the developing world, particularly in the Asian and Pacific region. And it is a market in 
which Japanese business now plays an increasingly important role from an Australian base in 
manufacturing, agriculture and services...These firms are parts of supply chains across Asia 
comprising thousands of firms, including wholesale, retail and commercial services networks. 
The task is to further open these supply chains to Australian goods and services – not just in 
the Japanese market but also to Japanese subsidiaries in Asia.” 

The enhancement of Asian supply and value chains is a key opportunity. In my report for 
Austrade on East Asian Integration (2012) (http://www.austrade.gov.au/Supply-Chains-the-
Key-to-Growth-in-East-Asia) I traced the history and mapped the expansion of the value 
chains across Asia in several industries. Regional economic integration is ongoing in East 
and South East Asia, driven by market forces and assisted by free trade agreements. China is 
playing a key role but ASEAN countries are emerging as huge, growing and linked markets.  

I also argue that regional integration will create opportunities for Australian companies, 
primarily in the services, agribusiness/food and niche manufacturing, as the extensive 
production networks intersect with numerous demands for services and products that are 
outsourced. There has been significant under-investment by Australian firms in the Asian 
region and the injection of Japanese capital can be one important driver to overcome this 
deficiency.  

A recent report by PWC, “Passing Us By: Why Australian Businesses are Missing the Asian 
Opportunity” (2014) (http://www.pwc.com.au/asia-practice/passing-us-by.html), found by 
survey that only 9% of Australian companies have a presence in Asia. This result largely 
confirms data that I analysed a few years ago based on ABS data, which showed that only 
about 6% of Australian FDI stock had been in Asia. 

These perspectives came into focus at a seminar, co-organised by JETRO, called Partnering 
with Japan in the Asian Century. Presentations by Peter Davis, then CEO of ANZ in Japan 
and Andrew Parker, Asia Deals Partner with PWC, applied the value-chain approach to 
various sectors, such as infrastructure, health care and resource development.  



AUSTRALIA AND JAPAN CREATE A NEW ECONOMIC PARADIGM 

Manuel Panagiotopoulos 2016 69	  

A few examples illustrate the interaction of Australian and Japanese capital and the new 
complementarities of assets and capabilities found in various sections of value chains in 
diverse industries. 

Complementarities can be found in the agribusiness sector at the level of upstream – 
midstream in the example of Kagome’s acquisition of Cedenco, a world class automated 
tomato processor. This acquisition complemented Kagome’s raw material supply from 
Portugal (northern hemisphere) and enhanced the technical capabilities of both as they looked 
to acquire  market share in Australia and expand supply to Asian markets. 

 

 

 

Another example of the recent bundling of capital, assets and capabilities in the manner of 
‘new complementarity’ is Fuji Xerox’s acquisition of Salmat’s Australian subsidiary, a 
leading provider of business document management services that also operates in Asia. These 
assets and capabilities were valuable to Fuji Xerox, which brought its own valuable brand, 
customer base, marketing, technology and capital. 

Furthermore, we can find a new type of complementarity in a very traditional industry, 
steelmaking, as Nippon Steel and Sumitomo Metal entered into a joint venture with 
Bluescope Steel in the marketing of coated steel products in South East Asia and North 
America. 
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Partnering with Japan in the Asian Century, Seminar Feb 2013 
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There are ample places within Asian value-chains for the numerous assets and capabilities 
owned by Australian and Japanese firms to work together in new complementary ways.  

Japan is a primary engine of new growth in our region. This is not just because it is a major 
importer. Japan is the biggest direct investor in South East Asia. Direct investment is even 
more important than demand because it is a close-knit bundle of capital, technology and 
productivity, the three key components of long-term growth. Japan, of course, has been the 
major investor in this region for more than four decades and has built many of the numerous 
manufacturing production chains. 

Furthermore, over the coming years the recent FTA agreements with South Korea, Japan and 
China will liberalise investment as well as trade in services and goods. The key with services 
is that demand cannot be met simply with arms length trade, but with presence in the market. 

A final example of possible collaboration between Australia and Japan is in the massive 
requirements for infrastructure projects in Asia over the coming decades. A representative of 
the Japan Bank for International Cooperation (JBIC) prepared the following presentation as a 
potential framework which captures elements of demand, provision of equity and debt 
financing and interaction with capital markets and pension plans. 
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SECTION 11 

JAPAN MATTERS IN ASIA – INVESTMENT, TRADE AND BANKING 
While Japan is a major driver of economic growth through its demand, it is Japanese overseas 
investment that is even more important since investment also involves technology transfer, 
higher productivity and the capacity to facilitate Asia’s move to the next level of economic 
growth. 
According to the UNCTAD World Investment Report 2016, at the end of 2015 Japan had a 
total stock of outward FDI of US$1.227 trillion. Japan thus overtook Switzerland, Canada 
and The Netherlands as the 6th highest overseas direct investing country. The countries ahead 
of Japan have been overseas investors for far longer than Japan and the gap is expected to 
narrow in the future. Between 2010-2015 Japanese FDI was larger than that from France and 
the UK. 
 

World Investment Report 2016 – Outward FDI Stock US$ billions 
 2000 2010 2015 
USA 2694 4810 5983 
Germany 484 1365 1812 
UK 923 1575 1538 
Hong Kong 379 944 1486 
France 366 1173 1314 
Japan 278 831 1227 
Switzerland 232 1041 1138 
Canada 443 998 1078 
Netherlands 305 968 1074 
China 28 317 1010 

 
 

Japanese FDI has been large and the share of overseas production has been rising. However, 
it is still low compared to other advanced economies and there are factors that will cause an 
acceleration of Japanese FDI, mainly the lower growth prospects inside Japan due to the 
aging population and the enormous amounts of retained earnings that Japanese corporations 
have accumulated. 
Both the Asian region and Australia have been beneficiaries of Japan’s huge increase in 
outward FDI in recent years. The Asian region has overtaken Europe as the second highest 
regional host and the key element to observe is the marked increase in FDI in services sectors 
in Asia, especially ASEAN, indicative of the need to cater for higher levels of income and 
sophistication in the customer base of the expanding middle classes in the region.  

In part this perception of higher growth prospects in Asia is also driving Japanese FDI into 
Australia as it increases its capacity to supply the region not just with energy and raw 
materials but also with food, beverages and services such as logistics and financial services. 
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Japanese	  Stock	  of	  Foreign	  Direct	  Investment	  	  (Yen	  billions)	  
	   2008	   2015	  
	   Total	   Manufact

uring	  
Non-‐
Manufacturing	  

Total	   Manufact
uring	  

Non-‐
Manufacturing	  

Total	   61740	   30333	   31407	   147800	   65714	   82086	  
Asia	   14406	   9944	   4462	   42540	   24351	   18189	  

ASEAN	   6108	   4247	   1861	   19763	   10831	   8932	  
China	   4424	   3322	   1102	   12968	   8629	   4339	  

North	  
America	  

21212	   9697	   11515	   51725	   20785	   30940	  

South	  
America	  

8197	   923	   7274	   8428	   3004	   5424	  

Oceania	   1952	   580	   1372	   8868	   1689	   7179	  
Australia	   1725	   532	   1193	   8103	   1472	   6631	  

Europe	   14936	   8761	   6174	   34186	   14886	   19300	  
Middle	  
East	  

376	   320	   56	   817	   706	   111	  

Africa	   661	   108	   553	   1235	   293	   942	  
 

Regional	  Shares	  of	  Japanese	  FDI	  %	  
	   2008	   2015	  
	   Total	   Manuf	   Non-‐Manuf	   Total	   Manuf	   Non-‐Manuf	  

Total	   	   49.1	   50.9	   	   44.5	   55.5	  
Asia	   23.3	   32.8	   14.2	   28.8	   37.1	   22.2	  

ASEAN	   9.9	   14.0	   5.9	   13.4	   16.5	   10.9	  
China	   7.2	   11.0	   3.5	   8.8	   13.1	   5.3	  

North	  
America	  

34.4	   32.0	   36.7	   35.0	   31.6	   37.7	  

South	  
America	  

13.3	   3.0	   23.2	   5.7	   4.6	   6.6	  

Oceania	   3.2	   1.9	   4.4	   6.0	   2.6	   8.7	  
Australia	   2.8	   1.8	   3.8	   5.5	   2.2	   8.1	  
Europe	   24.2	   28.9	   19.7	   23.1	   22.7	   23.5	  
 
There are a couple more aspects of the regional shares of Japanese FDI: 1) the major 
shift towards Asia, but more so towards ASEAN than China; 2) the doubling of 
Australia’s share from 2008 to 2015 Asia and Australia have been the big beneficiaries 
of Japanese FDI. The section below outlines why this trend will become even greater for 
ASEAN and Australia. 

 
POST-CHINA ASIA: JAPAN AND ASEAN 

Shifting demographics will give much greater obstacles to Chinese future economic growth 
than any comparable economy. ANU Professor of demographics, Peter	  McDonald,	  
(“Growing	  Old	  Before	  Growing	  Rich”	  East	  Asia	  Forum	  Quarterly	  Oct-‐Dec	  2015),	  states	  
that	  “the	  21st	  century	  will	  be	  one	  of	  ageing	  populations.	  This	  phenomenon	  is	  well	  
underway	  in	  all	  Asian	  countries.”	  
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In	  Japan,	  South	  Korea,	  China,	  Singapore	  and	  Thailand	  “the	  fertility	  rate	  now	  sits	  at	  very	  
low	  levels	  of	  under	  1.5	  births	  per	  woman.	  Combined	  with	  previously	  high	  fertility	  rates,	  
this	  will	  produce	  large	  increases	  in	  the	  population	  at	  older	  ages.”	  

McDonald	  highlights	  a	  critical	  ratio:	  “The	  trends	  in	  labour	  supply	  can	  be	  seen	  by	  looking	  
at	  the	  ratio	  of	  the	  projected	  number	  of	  persons	  aged	  15-‐24	  years	  in	  2050	  compared	  to	  
the	  number	  in	  2010.	  For	  China,	  this	  ratio	  is	  0.57,	  meaning	  that	  the	  number	  aged	  15-‐24	  
in	  2050	  (139	  million)	  will	  be	  43%	  lower	  than	  the	  number	  in	  2010	  (242	  million),	  a	  fall	  of	  
over	  100	  million	  in	  the	  labour	  force	  entry	  ages.	  In	  2050,	  the	  number	  aged	  70-‐74	  in	  
China	  will	  be	  larger	  than	  in	  any	  other	  age	  group	  and	  the	  numbers	  taper	  down	  across	  all	  
the	  labour	  force	  ages.	  So,	  not	  only	  will	  the	  labour	  force	  in	  China	  be	  much	  smaller,	  it	  will	  
also	  be	  much	  older…The	  fall	  is	  not	  as	  large	  in	  Japan	  as	  it	  is	  in	  China.”	  

China’s economic growth strategy of investment and export has come up against its limits. 
The demographics of the one child policy are placing China quickly into the aging population 
category and its investment-centred growth continues to fuel the debt laden shadow lending 
sector. The flight of capital is a sign of concern for future prospects. The recalibration of 
economic policy will face high hurdles. In addition, China’s recent international relations 
with its neighbours create a non-economic factor that will affect economic relations and 
policies. China’s administrators are working hard to shift towards a domestic demand and 
services economy, but I am not sanguine about the compatibility of an advanced economy 
with an authoritarian political system. 

China is the second highest recipient of Japanese outward FDI. There are more than 15,000 
Japanese companies in China. But there is a trend towards Japanese companies diversifying 
their overseas operations and reducing their reliance on China. The phrase China+1 is very 
well known, but the actual pattern is +China. 

 

Japanese FDI into China and ASEAN ¥billion 
 2012 2013 2014 2015 
China 1076 887 693 1017 
ASEAN 859 2333 2149 2410 

 

According	  to	  Malcolm	  Cook	  (“The	  Second	  Wave:	  Japanese	  FDI	  to	  Southeast	  Asia”	  ISEAS	  
Perspective	  33,	  May	  2014),	  following	  the	  Asian	  financial	  crisis	  of	  1997-‐98	  and	  the	  entry	  
of	  China	  into	  the	  WTO,	  Japanese	  FDI	  into	  ASEAN	  stalled	  and	  expanded	  into	  China.	  
However,	  since	  2010	  there	  has	  begun	  a	  second	  wave	  of	  Japanese	  FDI	  into	  ASEAN.	  The	  
main	  reasons	  for	  the	  shift	  away	  from	  new	  investment	  in	  China	  are	  rising	  labour	  costs,	  
electricity	  costs,	  property	  rights	  protections	  and	  China-‐Japan	  political	  tension.	  
Indonesia,	  The	  Philippines	  and	  Vietnam	  are	  the	  main	  beneficiaries	  of	  the	  China+1	  
strategy.	  

While in the mid-2000s until 2010 the flows of FDI from Japan into China and ASEAN were 
generally comparable in size, in the past few years there has been a marked shift of new 
flows into ASEAN, double and treble the flows into China. 

These momentous changes provide challenge and opportunity in the same decision-making 
process. The potential responses emphasise the necessary reallocation of attention towards 
the significant economic opportunities in the ASEAN countries, both for Australia and Japan. 
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There are tremendous opportunities to be found in the vibrant economies of Indonesia, 
Philippines, Vietnam, Myanmar and other Southeast Asian economies, which together 
provide a substantial market. A combination of a rising and substantial middle class and the 
enormous requirements for infrastructure, energy, environmental technology, transportation, 
logistical networks and a wide array of services provide the foundations for these 
opportunities. 
The enhancement of Asian supply and value chains is also a key opportunity. In addition to 
the extensive value-chains in the electronic and automotive sectors, there are new value 
chains being created in infrastructure, health care, resource development, pharmaceuticals 
and services. 
There are ample places within Asian value-chains for the numerous assets and capabilities 
owned by Australian and Japanese firms to work together in new complementary ways. 
Decades of Japanese FDI have established regional and production networks in Asia. In the 
future, these will grow more focussed on Asian demand and expand into the newer emerging 
markets. In addition, huge increases in urbanisation and the growth of the middle class in 
Asia will require massive investments, which will provide Australian and Japanese 
companies opportunities as partners. 

 
 

 
ABENOMICS AND ASIA 

The first overseas trip by the Foreign Minister Kishida was to the Philippines, Singapore, 
Brunei and Australia. Prime Minister Abe made his first overseas visit to Vietnam, Thailand 
and Indonesia, followed by Myanmar in May with a delegation of 40 business executives. 
These visits provide verification that Japan views this region as the key to its future 
prosperity and security. Under Prime Minister Abe, Japanese FDI is part of a national 
strategy to strengthen Japan’s economic linkages and secure resources abroad. 

The inclusion of Australia continues the longstanding support that Japan has provided to 
Australia’s efforts to be formally admitted to regional bodies. It also symbolises that in the 
Japanese worldview, Australia’s future economic opportunity is linked to this region, a 
reflection of our own shift in policy.  

The Japanese policy of increased integration with the Asian region also appeared in research 
conducted by the JBIC, which surveyed Japanese manufacturing companies following the 
Great East Japan Earthquake and the floods in Thailand.  
The disruption of supply chains and potential energy supply problems, including higher 
electricity costs, were mentioned as key factors in the formulation of future plans. The overall 
result was that these factors increased the already high propensity for Japanese companies to 
expand their investments in the Asian region.  
As mentioned above, following the peak of China’s growth rate and other factors, it is 
ASEAN which provides the biggest growth opportunities in our region. Japan has been the 
single biggest source of FDI for ASEAN.  
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FDI	  Flows	  to	  ASEAN	  US$	  billion	  
	   2000-‐08	   2009-‐14	   2000-‐14	   2012-‐2014	   Share	  	  

12-‐14	  %	  
Japan	   48.3	   80.2	   128.5	   56.4	   15.3	  
US	   43.0	   46.3	   89.2	   32.4	   8.8	  
UK	   36.4	   23.1	   59.4	   11.1	   3.0	  
China	   7.1	   35.2	   42.3	   21.4	   5.8	  
Australia	   2.7	   22.5	   25.2	   12.4	   3.4	  
Sth	  Korea	   6.9	   17.4	   24.2	   9.7	   2.6	  
Germany	   9.3	   -‐0.3	   9.0	   -‐0.7	   	  
Totals	   	   	   	   369.3	   	  
Source:	  http://aseanstats.asean.org	  
	  

Over	  a	  period	  of	  several	  decades,	  Japanese	  FDI	  into	  Asia	  has	  built	  the	  impressive	  
regional	  production	  networks	  which	  I	  have	  detailed	  in	  my	  earlier	  report	  East	  Asian	  
Economic	  Integration	  (http://www.austrade.gov.au/ArticleDocuments/1358/East-‐
Asian-‐Economic-‐Integration-‐Report.pdf.aspx).	  	  In	  addition	  to	  the	  capital,	  technology	  and	  
connections	  to	  global	  markets	  which	  these	  networks	  produced,	  the	  foundations	  for	  the	  
region’s	  impressive	  growth,	  Japan	  is	  also	  the	  key	  provider	  of	  capital	  goods	  exports.	  As	  	  

William	  Thorbecke	  writes	  (“Understanding	  Japan’s	  Capital	  Goods	  Exports”	  RIETI	  
Discussion	  Paper	  15-‐E-‐044	  April	  2015),	  	  “Japan	  is	  upstream	  in	  East	  Asian	  value-‐chains.	  
It	  ships	  large	  quantities	  of	  sophisticated	  capital	  and	  intermediate	  goods	  to	  China,	  
ASEAN,	  South	  Korea	  and	  Taiwan.”	  In	  2011	  Japan’s	  exports	  of	  these	  goods	  to	  East	  Asia	  
was	  “more	  than	  the	  sum	  of	  China’s	  and	  South	  Korea’s	  capital	  exports	  to	  East	  Asia.”	  For	  
specialised	  machinery,	  semiconductor	  manufacturing	  equipment,	  industrial	  robots,	  it	  
was	  more	  than	  three	  times	  that	  of	  China	  and	  South	  Korea	  and	  more	  than	  two	  times	  that	  
of	  Germany	  and	  the	  US.	  	  

Thorbecke	  continues:	  “Japanese	  capital	  exports	  remain	  essential	  for	  providing	  cutting	  
edge	  tools	  and	  equipment	  to	  workers	  in	  downstream	  Asian	  countries.”	  

Thorbecke	  also	  makes	  the	  interesting	  connection	  to	  the	  expansionary	  monetary	  policies	  
associated	  with	  Abenomics,	  which	  will	  have	  the	  effect	  of	  depreciating	  the	  yen:	  “Japan’s	  
capital	  goods	  exports	  to	  Asian	  countries	  depend	  in	  turn	  on	  those	  countries’	  exports	  to	  
the	  rest	  of	  the	  world”	  rather	  than	  the	  GDP	  growth	  of	  those	  countries.	  A	  depreciating	  yen	  
may	  make	  it	  harder	  for	  Japan’s	  direct	  competitors	  such	  as	  South	  Korea,	  but	  it	  will	  
“benefit	  firms	  in	  East	  Asia	  by	  allowing	  them	  to	  acquire	  vital	  inputs	  and	  assimilate	  new	  
technologies	  and	  firms	  in	  the	  developed	  world	  by	  facilitating	  the	  gains	  from	  intra-‐
industry	  trade.”	  

As	  Asian	  countries	  further	  develop	  their	  domestic	  consumption,	  cheaper	  Japanese	  
capital	  imports	  will	  also	  assist	  them.	  This	  analysis	  also	  shows	  the	  continuing	  strength	  of	  
Japan’s	  high	  value	  added	  goods,	  based	  on	  high	  levels	  of	  investment	  in	  R&D.	  

While	  FDI	  and	  trade	  are	  critical	  foundations	  for	  economic	  growth	  in	  the	  Asian	  region,	  
banking	  finance	  is	  also	  extremely	  important,	  especially	  as	  the	  development	  of	  capital	  
markets	  is	  not	  as	  advanced	  and	  a	  large	  part	  of	  business	  activity	  in	  Asia	  is	  privately	  
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owned.	  Following	  the	  global	  financial	  crisis	  (GFC)	  of	  2008,	  many	  global	  banking	  
institutions	  from	  Europe	  and	  the	  USA	  reduced	  their	  presence	  in	  the	  region	  due	  to	  their	  
own	  financial	  difficulties	  rather	  than	  any	  problems	  with	  the	  region.	  Such	  a	  gap	  of	  debt	  
financing	  could	  have	  had	  very	  negative	  effects	  on	  the	  economic	  growth	  and	  stability	  of	  
the	  region.	  However,	  the	  Japanese	  megabanks	  had	  spent	  many	  years	  reducing	  their	  bad	  
debts	  and	  creating	  healthy	  balance	  sheets	  and	  with	  the	  lack	  of	  new	  demand	  for	  debt	  in	  
Japan	  were	  ready,	  willing	  and	  able	  to	  provide	  much	  needed	  finance	  in	  Asia.	  

Historically,	  the	  Japanese	  did	  their	  own	  pullback	  in	  Asia	  in	  the	  1990s,	  but	  from	  2009	  
showed	  the	  biggest	  growth	  in	  lending,	  while	  lending	  from	  other	  banks	  stagnated.	  This	  is	  
shown	  very	  well	  by	  the	  following:	  

Hiroshi Nakaso, Deputy Governor of the Bank of Japan, “Development Finance in the 
Economy Facing Double Trilemmas”Article contributed to the Joint IMF-Bank Indonesia 
Conference"Future of Asia’s Finance: Financing for Development 2015" (September 2, 2015 
Bank of Japan): “When the Asian financial crisis broke out in the late 1990s, Japanese banks 
drastically reduced their lending to Asian countries (Figure 3). The background factors 
include a decline in both their lending capacity and demand for funding in the Asian 
region…Since the mid-2000s, Japanese banks have returned their balance sheets to  
soundness and started to increase their loans to Asian countries (Figure 3). In contrast to U.S. 
and European banks, among which lending to Asian countries was disrupted after the 
Lehman crisis due to their deteriorating balance sheets, Japanese banks have been constantly 
engaged in project finance and have increased their share of syndicated loans.” 
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Mr	  	  Nakaso’s	  analysis	  is	  supported	  by	  BIS	  analysts	  Adrian van Rixtel and Jeff Slee, (“The 
Return of Japanese Banks” BIS Quarterly Review, September 2013, P16-17): 

“Japanese banks have recently become once again the biggest suppliers of cross-border bank 
credit. The BIS consolidated banking statistics show that in 2011 Japanese banks replaced 
German banks as the world’s largest international lenders. Japanese banks’ share in the 
consolidated international claims of all BIS reporting banks rose from 8% in early 2007, prior 
to the start of the global financial crisis, to 13% at end-March 2013. On a consolidated basis, 
US banks were the next largest cross-border lenders, with a market share of about 12% at 
end-March 2013, followed by German banks at 11%...This marks a return of Japanese banks 
to the position that they held in the international banking market in the second half of the 
1980s…The recent international expansion of Japanese banks reflects higher lending to 
offshore financial centres, emerging market economies and the United States…Asia and 
Latin America were the main recipients of the increased credit to emerging market 
economies…The locational statistics show that Japanese banks funded their cross-border 
expansion mainly through financing raised in Japan…notably through their large deposit 
base...The increase in cross-border lending by Japanese banks was accomplished partly 
through greater use of their global office network.” 

 

The	  aggressive	  monetary	  policy	  of	  the	  Bank	  of	  Japan	  since	  April	  2013,	  aiming	  to	  double	  
the	  monetary	  base	  in	  two	  years,	  has	  had	  significant	  positive	  effects	  on	  the	  liquidity	  in	  
Asian	  markets.	  Both	  bank	  lending	  and	  direct	  investment	  have	  increased	  markedly	  in	  the	  
past	  few	  years.	  As	  we	  have	  seen,	  Japanese	  bank	  lending	  has	  made	  up	  for	  the	  lack	  of	  
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lending	  growth	  by	  European	  and	  American	  banks	  as	  they	  suffered	  from	  the	  GFC.	  In	  
many	  of	  the	  Asian	  countries,	  Japanese	  lending	  is	  an	  important	  part	  of	  the	  monetary	  
base.	  Japanese	  bank	  lending	  also	  follows	  closely	  with	  and	  facilitates	  Japanese	  FDI.	  (Cf	  
the	  two	  graphs	  below	  from	  HSBC,	  “Follow	  the	  Money”	  18	  July	  2014).	  
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SECTION 12 

TOTAL ECONOMIC ENGAGEMENT – CREATING THE INDEX 

Total Economic Engagement is an index that consists of the various economic interactions 
between Australia and other countries. These components are: 

Trade + Foreign Direct Investment + Portfolio Investment 

Total Economic Engagement is a weighted index because these economic activities do not 
have the same value; they are not equal measures which can just be added together. 

The components will be adjusted in two ways: firstly according to the type of activity; and 
secondly, adjusting for the risk associated with engaging in economic transactions with other 
countries according to the geopolitical and institutional alignments of the host and source 
countries and trading partners. 

(Trade + FDI + Portfolio Investment) (Adjusted for geopolitical and institutional alignment) 

The basic insights are taken from corporate investment decisions and the resulting revenues. 
In the same way that investment creates cashflows and revenues, FDI also creates exports and 
imports. In the same way that in the corporate sphere investment and revenues are valued 
under risk, so at the national level, trade, portfolio and direct investment are valued under 
risk. 

For example, using a mainstream textbook such as Richard Brealey and Stewart Myers, 
Principles of Corporate Finance (1984, p.164) we take the position that: 

a) investors require a higher rate of return for the acceptance of higher risk, i.e., 
calculations of a higher risk level result in a higher required rate of return;  

b) cashflows are discounted by more when the risk is higher;  
c) values for different investments will be high/lower according to lower/higher risk 

These principles are applied to the bilateral economic relationship between countries: flows 
of trade and stocks of investment are more valuable when risk is lower. 

In another textbook, by Aswath Damodaran, On Valuation (1994, p.10) it says that the value 
of flows is the sum of flows adjusted by the discount rate which is “a function of the riskiness 
of the estimated cashflows, with higher rates for riskier assets and lower rates for safer 
projects”. In simple formula terms: Cashflow/(1+r). 

 

FDI, Portfolio Investment and Institutional Requirements: Measures of Risk 

Any economic interaction that occurs between people, companies or countries requires 
institutional structures to be in place for those interactions to be successful in multiple 
periods. That is, there have to be mechanisms to facilitate a secure transaction. International 
trade requires numerous institutional structures to safeguard buyer and seller, including legal 
and financial. However, both FDI and portfolio investment require many more and have a 
much greater reliance on long-term relations than buy and sell transactions. 
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Institutional quality matters: lower institutional quality raises the risk premium or discount 
rate and lowers the valuation of all economic transactions and investments. As shown below, 
FDI has more institutional requirements than portfolio investment, which in turn has more 
than trade. 

The first question has to be asked of this analysis: should FDI be valued differently to trade 
and portfolio investment? Giorgio Barba Navaretti and Anthony J Venables, Multinational 
Firms in the World Economy (2004) express the established academic view that MNEs “bring 
scarce technologies, skills and financial resources” (p.1), multinational firms have higher 
labour productivity and total factor productivity (p.12-13) and have a significant engagement 
in global production networks (p.14-15), which enables the host country to further engage in 
global trade and assist the host country suppliers to do so as well (in effect a virtuous circle). 

Navaretti and Venables also state that there are numerous determinants of FDI: economies, of 
scale; trade costs (barriers, distance); market size; access to materials; factor costs 
differentials. These are general but there are also factors which relate to countries: regulatory 
environment; taxation regime; rule of law; protection of intellectual and other property rights 
(p.31f). 

Filip de Beule and Daniel Van Den Bulcke, (“Locational Determinants of Outward Foreign 
Direct Investment: An Analysis of Chinese and Indian Greenfield Investment” Transnational 
Corporations 21 (1), April 2012, 1-34), also add that the quality of the institutional 
environment is important, in addition to the market, resources, skills and technology, i.e., 
political and legal systems, regulatory quality, corruption. 

This formulation also points to the importance of institutional alignment between host and 
source country FDI. The greater the misalignment, the higher the risk premium that has to be 
applied to calculate value. 

Bruce Blonigen, “A Review of the Empirical Literature on FDI Determinants”, Atlantic 
Economic Journal 2005) also states that MNEs have critically important assets specific to 
each firm: technologies, skills, etc. “The quality of institutions” plays a key role in FDI 
activity. The quality of legal protection of assets, of regulations that affect how well markets 
function, corruption, poor infrastructure, etc. 

Kazunobu Hayakawa, Fukunari Kimura and Hyun-Hoon Lee, (“How Does Country Risk 
Matter for Foreign Direct Investment?” IDE Discussion Paper No 281, Feb 2011) state that 
“a sound institutional environment (efficient bureaucracy, low corruption, secure property 
rights, etc) should attract more FDI. Likewise higher business risk due to high country risk of 
the host countries would discourage foreign investment by multinationals…Country risk is 
not a single factor, but rather a composite concept…Without sound institutions, there would 
be substantial uncertainties in economic exchanges and a risk premium would be included in 
such costs to capture these possibilities.” 

All these academic works confirm the specific nature of FDI and the links between 
institutional factors and risk. Furthermore, FDI is not only a multi-decade commitment but 
FDI also means a real local presence, engaging fully with local labour and environmental 
regulations, culture, social contract, local, State and Federal Governments. FDI is much more 
embedded than either portfolio investment or trade. 
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In the real world of cross border investment decisions, numerous factors are taken into 
account to calculate the amount of risk that those investments face. These can include 
measures of corruption, respect for the rule of law, protection of property rights, regulatory 
stability and transparency. 

When I was thinking about trade versus portfolio investment, my initial thought was that 
portfolio investment did not show a great deal of commitment because securities such as 
shares and bonds can be bought and sold easily. However, on further reflection the very fact 
of being able to do so in a timely and secure way in a cross border situation requires 
significant institutional and other structures to be in place.  

Furthermore, it is important to note that the financial flows represent the savings of many 
people and organisations, placed in trust to fund managers and similar, so there are 
significant levels of commitment involved. 

In relation to portfolio investment, we receive an explanation of the important factors that 
determine these weightings in the MSCI Global Investable Market Indexes Methodology 
August 2015: 

a. liquidity (ability to buy and sell equities easily and securely) 

b. openness to foreign investment 
c. level playing field for all investors, domestic and foreign 

d. foreign exchange market 
e. level of restrictions on foreign ownership 

f. timely public availability of information regarding corporate events (transparency) 
g. stability of institutional framework (complexity of regulation, lack of ambiguity, rule 

of law, government intervention) 
h. ease of capital inflows/outflows 

These factors are important institutional elements that underpin  international portfolio 
investment. Their number and level of sophistication support the view I am adopting that 
portfolio investment should have a weighting of three, compared to one for trade. The factors 
that promote the international investment of savings are far more numerous than those which 
support trade. Although trade does require reliability, quality and contractual trust and some 
level of relationship, it is in essence transactional.  

FDI is a further level of institutional complexity, commitments and relationships as explained 
elsewhere, justifying a weighting seven times export revenue (see below). 

In relation to cross-border financial flows, Damodaran in On Valuation (op cit, p23) also 
states (p.23) that risk premiums are determined to a large extent by political risk or 
instability, which in turn “translates to economic instability”. He gives concrete examples 
taken from capital markets, e.g.,  Emerging markets (with political risk) have an 8.5% 
premium over government bonds; Emerging markets 7.5% above government bonds; and 
developed markets 5.5% above government bonds. So, the difference in risk premium 
between developed and emerging markets is 2.0 – 3.0%. 
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Another type of measurement to gauge risk differentials is the weighting of different 
countries for international portfolio investment. For example in the MSCI All Country World 
Index June 30, 2015: 

Weights: US 51.50%; Japan 7.93%; Germany 3.08%; China 2.64%; Australia 2.38% 

A further insight is gained by comparing these weights with the weights of various countries’ 
GDP in the world economy. Using the IMF Nominal GDP 2014 (US$): 

Amount and Share of Global GDP 

 1. US  $17.3 b  22.5% 

 2. China $10.4 b  13.4% 
 3. Japan $4.6   6.0% 

 4. Germany $3.9 b 5.0% 
 12. Australia $1.4 b  1.9% 

If we compare these figures with the MSCI weights we can see that despite the GDP growth 
rates, which favour China, both Japan and Australia are overweight in the MSCI compared to 
their economic size. 

Japan:  7.9 – 6.0 = 1.9% Australia: 2.4 – 1.9 = 0.5% China: 2.6 – 13.4 = -9.8% 

 

Somewhere between FDI and portfolio, is investment in real estate (directly, not in 
securitized assets listed on the stock exchange). It is not easy to enter and exit a real estate 
investment in underdeveloped markets or markets with poor institutions. Some of this is 
captured in the Jones Lang Lasalle Global Transparency Index. 

 

Jones Lang Lasalle Global Transparency Index 2016 

Composite   Regulatory/Legal   

1 UK 1.2 1 Canada 1.2 

2 Australia 1.3 2 UK 1.3 

3 Canada 1.3 3 Australia 1.3 

4 USA 1.3 4 US 1.4 

5 France 1.3 19 Japan 1.6 

6 NZ 1.4 39 China 2.6 

19 Japan 2.0    

33 China 2.5    
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According to a fund manager that specializes in real estate investment: current discount rates 
are: Australia 8%; Japan 8-10%; China 12%. The differences relate to country-specific risks. 
So the Japan premium is +0-2% and China’s is +4%. That partly reflects the ease or difficulty 
of being able to get your money out if you want to sell the asset. 

In the above indices, the instructive comparisons are the scale of differences, where the 
Chinese case is of a different order than the others, especially in terms of legal and 
regulatory., whereas Japan is much closer to the Australian, US and UK measures. 

Similarly, in the Rule of Law Indices both the rankings and the differences amongst 
Australia’s major investors (US, UK, Japan, Singapore) are of a different order compared to 
China., especially in the Sub-indices relevant to economic risk. 

World Justice Report, Rule of Law Index 2015 

(102 Countries) 

1 Denmark 0.87 Absence of Corruption 

5 Netherlands 0.83 1 Denmark 0.96 

6 NZ 0.83 6 NZ 0.90 

9 Singapore 0.81 7 Netherlands 0.89 

10 Australia 0.80 8 Japan 0.86 

11 ROK 0.79 9 Australia 0.84 

12 UK 0.78 15 UK 0.82 

13 Japan 0.78 20 US 0.75 

17 HK 0.76 41 China 0.51 

19 USA 0.73  

39 Malaysia 0.57 Regulatory Enforcement (incl property rights 

51 Philippines 0.53 1 Singapore 0.86 

52 Indonesia 0.52 5 NZ 0.82 

56 Thailand 0.52 7 Netherlands 0.82 

59 India 0.51 8 Australia 0.81 

64 Vietnam 0.50 12 UK 0.77 

71 China 0.48 14 Japan 0.76 

92 Myanmar 0.42 20 USA 0.73 

99 Cambodia 0.37 66 China 0.46 
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The World Bank Governance Indicators, Transparency International Corruption Perceptions 
and Rand Coporation Business Bribery Risk rankings have similar results. Australia, Japan, 
Singapore, US and UK all have higher and comparable levels, while China ranks 
significantly lower on all indicators. 

 

World Bank - Worldwide Governance Indicators 2014 

Regulatory Quality Rule of Law Control of Corruption 

Singapore 100.0 Finland 100.00 NZ 100.00 

NZ 99.04 NZ 98.56 Singapore 97.12 

Australia 98.08 Australia 96.15 Australia 95.19 

UK 97.12 Singapore 95.19 Germany 94.71 

Germany 94.23 UK 94.23 Japan 93.27 

US 88.46 Germany 92.27 UK 92.79 

Japan 84.13 US 89.90 US 89.42 

China 45.19 Japan 89.42 China 47.12 

  China 42.79   

 

 

Transparency International, Corruption Perceptions Index 2014 

 Score Rank (out of 175) 

Australia 80 11 

Japan 76 15 

US 74 17 

UK 78 14 

Singapore 84 7 

NZ 91 2 

Germany 79 12 

China 36 100 
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RAND Corporation, Business Bribery Risk Assessment 2014  

Appendix F p61 

Country Rankings and Scores (out of 197 countries) 

1 Ireland 20  

2 Canada 22  

3 New Zealand 23  

4 Hong Kong 23  

8 Japan 26  

9 Germany 27  

10 USA 27  

13 Netherlands 29  

17 South Korea 31  

19 UK 32  

21 Denmark 32  

29 Australia 39 Top 15% 

62 Malaysia 50 Bottom 30% 

71 Indonesia 51  

137 China 66  

152 Philippines 70  

 

For all the major indicators of governance and institutional quality, China is repeatedly an 
outlier compared to the US, Australia, Japan, Singapore and the UK. These are the countries 
with the highest levels of economic engagement with Australia. 

The contention of this paper is that these differences matter and affect the way we should 
value economic relationships. 

The quantities used to arrive at Total Economic Engagement are the stocks of FDI and 
portfolio investment and the value of trade discounted by a risk premium based on 
institutional alignment and geopolitical alignment. In the same manner that investment 
creates cashflow, I use the latest data of stock of investment and the latest annual trade 
figures. 

The numerous indicators that I have listed above are nominal , i.e., they are numerals and not 
numbers representing specific quantities. They are guides and proxies that can be used to 
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arrive at quantitative measures. I have decided to use the Country Default-based Bond 
Ratings Spreads as a quantitative guide. Although the spreads are based on the risk of 
financial default, they are essentially risk spreads and risk is what I am trying to measure. 

The closer the geopolitical and institutional alignment between Australia and its economic 
partners, the lower the risk spreads would be. 

 

Country Default-based Bond Ratings Spreads 

Aaa 0 
Aa1 0.4 
Aa2 0.5 
Aa3 0.6 
A1 0.7 
A2 0.85 
A3 1.2 

Baa1 1.6 
Baa2 1.9 
Baa3 2.2 
Ba1 2.5 
Ba2 3.0 
Ba3 3.6 
B1 4.5 
B2 5.5 
B3 6.5 

Caa1 7.5 
Caa2 9.0 
Caa3 10.0 

 

 

In the table above, there are 19 ratings and 4 quartiles. Default spreads can be used as a 
benchmark for working out country risk indicators such as transparency, corruption, rule of 
law, property rights, etc. E.g., Australia, US, Japan, UK in top quartile. In the above tables 
China is regularly in the third quartile of the various indices. 

For countries with very close alignments with Australia, such as the UK, US and Japan, the 
spread would be minimal. 

The risk premium for China would be similar to the difference between AAA and not-the-
lowest credit rating. That would have been the USSR and now North Korea. China is more 
integrated in the world and a member of several multilateral bodies.  

Two major criteria are used for the risk premium applied to Australia’s economic 
engagement partners: 1) Institutional alignment, which is a composite of transparency, 
corruption, rule of law and property rights; 2) strategic alignment.  

For each of these two categories I have allocated a 10% band, i.e., a maximum risk premium 
of 10% for complete lack of alignment. 
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Strategic Alignment Institutional Alignment 

Australia-US 100% Australia-US 100% 

Australia-Japan 100% Australia-Japan 100% 

Australia-UK 100% Australia-UK 100% 

Australia-Singapore 90% Australia-Singapore 90% 

Australia-Netherlands 80% Australia-Netherlands 100% 

Australia-China 40% Australia-China 40% 

 

Strategic alignment takes into account alliance agreements, common interests and regional 
presence. Institutional alignment mirrors shared values, traditions and political systems. 

Quantitatively, these factors result in the following risk premiums: 

Singapore 2%; Netherlands 2%; China 12%. 

Note that all investments face a risk premium to account for the variable costs of capital, even 
in the most advanced and transparent economies. The risk I am applying is the specific 
difference in risk amongst these countries. 

From the discussions I had with representatives of multinational companies in Australia and 
Japan (see the next chapter) investment often valued using WACC plus downside risk 
(project-specific) plus country risk, over a 5-10 year period. I have used a figure of seven, 
somewhere in the middle of these projections, to use for FDI. 

In summary then the weightings to use for Total Economic Engagement will be: FDI 7, 
Portfolio Investment 3 and Trade 1. They will then be modified by the country risk 
premiums. 
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SECTION 13 

TOTAL ECONOMIC ENGAGEMENT – SOURCE DATA AND APPLICATION 

Total Economic Engagement is a weighted measure comprised of Foreign Direct Investment 
(FDI), Portfolio Investment (PI) and Trade (T), modified by the risk premium associated with 
Strategic Alignment and Institutional Alignment between Australia and its major economic 
partners (refer to the previous Chapter for explanations). 

The weights are: FDI x7, Portfolio Investment x3, Trade x1 

Risk Premium/Discount Rate (R): USA 0%, Japan 0%, UK 0%, Singapore 2%, Netherlands 
2%, China 12%. 

The formula is thus: TEE= (FDI*7)+(PI*3)+(T)/(1+R) for each country and the TEE measure 
is the share of each country in Australia’s overall economic engagement. 

Three specific measures of Total Economic Engagement are created: 

1) Inward Investment and Exports: to measure the importance of countries which are 
investing in Australia and buying Australia’s exports. 

2) Outward Investment and Imports: to show in which countries Australia is investing 
and buying their imports. 

3) The sum of all inward and outward flows of investment and trade. 

To build the measure of Total Economic Engagement I have used several sources: 

For FDI, both into and out from Australia, I have used the ABS 53520 International 
Investment Position: Supplementary Statistics 2015. The related data are as follows: 

Direct investment in Australia A$ million 
 2,010 2,011 2,012 2,013 2,014 2,015 

USA 110,313 115,502 131,061 152,367 163,306 173,503 
Japan 51,082 54,865 64,266 67,839 71,274 85,949 
UK 53,678 66,127 72,890 79,280 78,373 76,042 
Netherlands 27,607 29,730 29,719 29,160 39,089 44,444 
China 12908 14482 16549 23364 31863 35171 
Singapore 18,712 19,902 22,366 23,331 27,894 28,800 
All Countries 518,610 546,385 590,636 640,809 686,184 735,494 

 

Direct investment Abroad A$ million 
 2010 2011 2012 2013 2014 2015 

USA 95,753 100,190 105,344 124,558 132,698 105,247 
UK 70,196 48,298 65,956 70,119 78,727 81,258 
Singapore 7,139 7,035 10,977 10,518 13,120 21,209 
China 6,720 6,420 8,620 10,000 12,567 14,107 
Netherlands 4,467 4,701 6,185 7,342 8,531 7,810 
Japan 358 260 270 476 470 500 
All countries 442,527 412,364 457,894 515,488 544,480 542,611 
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For Portfolio Investment I initially looked at the same ABS publication as above. However, I 
discovered that the portfolio data do not adequately distinguish the amounts by country of 
origin. This is especially true in the case of the UK and the US, which contain major global 
financial centres through which investment flows. For example, through the London financial 
centre flow billions of dollars of funds which are not UK-resident. Using the ABS data would 
give a distorted view of the impact of the UK and US on investment flows. 

Following various discussions with the ABS, Treasury and the RBA, I was advised to use the 
IMF’s Consolidated Portfolio Investment Survey (CPIS) data, specifically Table 8 “Derived 
Portfolio Investment Liabilities by Economy of Non-Resident Holder”, which uses the 
collective data of all countries to separate out specific country flows. “Liabilities’ means 
flows of investment into Australia. To keep consistency, I have also IMF CPIS data for 
Australia’s portfolio investments abroad (Assets). The IMF data are in US$ but I have 
applied annual exchange rates to derive A$ values, as below: 

 

Australia's Portfolio Assets (outflow) 
IMF CPIS A$ million 
 2010 2011 2012 2013 2014 2015 
USA 214984 193499 217583 251790 299908 359889 
Japan 24676 19092 19118 22859 23836 28603 
UK 51715 46932 54838 62758 61580 73896 
Singapore 3804 2384 2704 2734 3430 4116 
Netherlands 17397 13558 14554 15882 18138 21765 
China 3072 3091 4225 4809 6353 7624 
World 521367 468526 544157 611098 690579 828695 

 

Australia's Portfolio Liabilities (inflow) 
IMF CPIS A$ million 

 2010 2011 2012 2013 2014 2015 
USA 351416 320754 337562 351880 353522 433873 
Japan 150973 150540 159201 138943 146607 172945 
UK 108037 86303 83988 95039 101462 121836 
Singapore 29539 23730 25914 29802 32806 35880 
Netherlands 23693 19631 22495 24781 27273 32017 
China 2353 2844 3861 4542 5800 8656 
World 966514 924381 924109 1045436 1099705 1300180 

 

The third economic element is Goods and Services Trade, which includes all manufactures, 
raw materials, resources, etc, as well as services such as tourism, education, professional, etc. 
I have used ABS data in this case. Regarding actual tourist numbers, which are sometimes 
used for similar indices, my position is that the economic aspects are captured already by the 
Services Trade numbers. I do not consider tourism to have any significant beneficial effects 
on relations between countries, especially if they have geopolitical differences. 
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Goods and Services Exports A$ million 
 2010 2011 2012 2013 2014 2015 

USA 14359 15111 14895 15522 17899 21493 
Japan 45890 52551 50044 49087 49689 41613 
UK 12161 11441 10733 7996 8277 8701 
Netherlands 3056 3870 3338 2748 2502 2701 
China 64287 77589 79287 101408 97648 90743 
Singapore 7550 9635 10409 9258 12107 10871 
All countries 281956 312738 299842 317338 326095 315775 

  

Goods and Services Imports A$ million 
 2010 2011 2012 2013 2014 2015 
USA 32117 36376 39335 37612 39735 44701 
Japan 20521 20003 21339 21426 19825 22665 
UK 10931 12494 12491 12424 12655 14385 
Netherlands 2673 3007 3499 3011 3260 3419 
China 40787 43738 46246 49245 54178 64086 
Singapore 13910 17738 18579 17764 17291 14507 
All countries 266685 287596 306260 311233 322801 343109 

   

Total Goods and Services Trade A$ million 
 2010 2011 2012 2013 2014 2015 

USA 46,476 51,487 54,230 53,134 57,634 66,194 
Japan 66,411 72,554 71,383 70,513 69,514 64,278 
UK 23,092 23,935 23,224 20,420 20,932 23,086 
Netherlands 5,729 6,877 6,837 5,759 5,762 6,120 
China 105,074 121,327 125,533 150,653 151,826 154,829 
Singapore 21,460 27,373 28,988 27,022 29,398 25,378 
All countries 548,641 600,334 606,102 628,571 648,896 658,884 

   

The results of the various measures of Australia’s Total Economic Engagement are 
shown in the following Table and Graphs. I have used 2010 and 2015 as comparisons 
because from 2010 China started becoming an important investor into Australia and at 
the same time increasing its Strategic Distance. 

Measures of Australia’s Total Economic Engagement 
 Inward Investment and 

Exports 
Outward Investment 
and Imports 

Inward and Outward 
Investment and Trade 

 2010 2015 2010 2015 2010 2015 
USA 26.5 25.8 27.4 28.1 27.2 26.8 
Japan 11.8 12.2 2.0 1.7 8.1 7.4 
UK 10.8 9.7 13.3 12.1 11.7 10.8 
Netherlands 3.7 4.7 1.7 2.6 2.9 3.4 
China 2.5 4.0 1.7 2.5 1.9 3.3 
Singapore 3.3 3.5 1.5 1.8 2.5 3.1 
All Others 40.9 39.3 52.4 51.2 45.3 44.6 
World 100.0 100.0 100.0 100.0 100.0 100.0 
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These results lead me to the following conclusions: 

1) From the point of view of Australia as a recipient of investment capital and exports 
earnings and in the wider context of geopolitical alignments that impact on the value 
of economic relationships, Japan is Australia’s second most important economic 
partner. This is despite the emergence of China as Australia’s largest export market 
and also despite the disproportionate attention given to that relationship. Japan’s 
measure is three times that of China and eclipses the UK. The US remains the most 
important economic partner overall and will continue for some time. 

2) From the point of view of Total Economic Engagement that includes Australia’s 
economic flows to the rest of the world in terms of investment and imports, the US 
remains undiminished as number one. Japan’s position falls to third most important 
for one important reason: the paucity of Australia’s investment into Japan and the 
dominance of its investment into the US and UK. Nevertheless, Japan’s measure is 
still almost three times that of China. 

3) Even allowing for the removal of the Risk Premium, from the view point of inward 
investment and exports, Japan remains clearly the second highest, more than twice 
that of China.  

4) These results are a much clearer picture of Australia’s economic engagement than the 
narrow trade statistics show. 
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SECTION 14 

NOTES OF DISCUSSIONS WITH INVESTORS  

Tokyo 2 Oct 2015  Senior Executive, Japanese Financial Institution 

Country risk ratings and risk premia are provided by agencies such as S&P. 

Important factors: steady and non-retrospective regulations; common law; tax low but not too 
low. 

China is better than India (bureaucracy) and Indonesia (unsteady). 

 

 

Tokyo 7 Oct 2015   Executive of Japanese Real Estate Co 

For real estate investment, lowest risk are advanced economies with good regulations, 
liquidity, etc: US, UK, Aust, EU. IRR about 5%. 

China, Indonesia: IRR about 10% 

Payback period about 5 years. 

Liquidity very important: being able to buy and sell easily and exit safely. 

 

Fukuoka 5 Oct 2015  Senior Executive, Japanese sogo shosha 

About 5 years is a reasonable pay-back period for mining investment. 

The discount rate is a function of risk profile of the country, which is based on independent 
ratings by organisations such as S&P. 

There is added difference between industry sectors: mining would have a  longer payback 
period than textiles. 

Australia ahs good transparency of legal and regulatory requirements (contrast Brazil, 
Indonesia, China). 

Even though Australia can have rapid turnover in Prime Ministers, the underlying policy 
environment doesn’t change very much. So political stability remains. 

 

Tokyo 9 Oct 2015  Senior Executive, Japanese Financial Institution 

Countries in Asia such as China and Indonesia, have growth prospects, but with slowing 
growth they are markets of tight fiscal liquidity because their currencies are not as easily 
exchanged. In contrast to liquid markets such as Australia, US, UK, EU. (this is important for 
a bank like Mizuho). 
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Tokyo 9 Oct 2015  Senior Executive, Japanese sogo shosha 

Baseline for return on investment: US 10 year T bond and the difference with other countries’ 
bonds. They use S&P, Moodys, etc 

US and Australian hurdle rates are the lowest. 

Eight categories of risk are applied. 

Plus indices of transparency and corruption. 

Formula: Weighted average cost of capital (WACC) + US T bond + country risk factor 

Rate of return 5-10% in Japan; 10%+ US; plus more for other countries. 

 

8 Oct 2015  Senior Executive, Japanese sogo shosha 

Each project/investment uses a fundamental discount rate starting with WACC, then add 
downside risk and country risk. A reasonable pay back period is 5-7 years. 

 

8 Oct 2015  Senior Executive, Japanese sogo shosha 

Australian WACC is 3%. Japanese WACC 5-6% (more debt) 

add risk premium 2%, give approx 8% discount rate 

Payback 8-10 years. 

Also include previous years’ write offs to arrive at final rate of return hurdle. 

Additional risk premium could be 2% for Australia and 5% for China. 

For projects which can be finite, terminal value is calculated. 

Book value of asset remaining. 

 

8 Dec 2015  Senior Executive, Australian energy company 

The specific premium will vary from country to country. The theory is that you would 
increase the discount rate by this risk premium. Bear in mind that this risk premium is 
relative to your current risk exposure. If a company currently operates in higher risk countries 
then this risk is already factored in to the companies WACC. In practice, we would seek to 
risk the specific cash flow. For example, if one of the country risks identified is the potential 
for fiscal terms to change, then we would seek to reflect this in the cash flows rather than 
through the relatively blunt instrument of the discount rate. Relative country risk is in the 
range 0-3%. 
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SECTION 15 

Profile of Manuel Panagiotopoulos 

 

 

Manuel Panagiotopoulos is a specialist consultant and advisor on Australia-Japan economic 
relations. Manuel’s network incorporates extensive senior contacts at the highest levels in 
Australian and Japanese business, Government and academic sectors.   

He has arranged many high level events and has written many research papers on numerous 
aspects of the bilateral relationship, including foreign direct investment, trade, macroeconomic 
and industry sector specific studies. He has been a guest lecturer on these issues at the 
University of Sydney, University of NSW and University of Technology, Sydney. 

In 2015 he was awarded the Japanese Foreign Minister’s Commendation in recognition of his 
“meritorious contribution to promoting mutual understanding between Japan and Australia, 
thereby furthering Japan’s friendship and goodwill with the rest of the world.”  

In Australia and in Japan he is widely respected as senior expert in bilateral and international 
relations, trade, investment and cross-cultural communication. He has been called “one of our 
more profound thinkers in this space” (Rowan Callick, The Australian December 4, 2014). 

His two monographs, Australia and Japan Beyond the Mainstream and East Asian Economic 
Integration have provided input to Australian policy towards Japan and Asia. 

Manuel organizes many high level events such as the annual Australia-Japan Business 
Outlook Conference and the Australia-Japan Roundtable in Sydney, Melbourne, Perth, 
Brisbane, Tokyo and Singapore. 

In 2016 he became a Fellow of the Institute for Regional Security. 

Manuel was the Executive Director of the Australia-Japan Economic Institute from 1989-
1998. 

 


