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Figure 1.1  The three sparkling regions (27 November 2000)

from a NASA satellite (Figure 1.1). This photo shows the distribution of
economic activities on the earth as the density of lights in the night.

We can readily recognize three sparkling regions (encircled in the
photo), each extending across national borders. The brightest region is
the core area of the NAFTA (North-American Free Trade Agreement),
which contains the US together with the southern part of Canada and
the northern part of Mexico. The next brightest region is Europe con-
taining the EU (European Union). The third is East Asia extending
from Japan to Indonesia along the East China Sea and South China
Sea.

In fact, Figure 1.2 shows that in 2000, the three regions had roughly
the same size GDP. To be precise, in 2000, the GDP of East Asia was
7,334 billion (US) dollars, which was about the same as that of EU-15
(7,926 billion dollars), while the US had the largest GDP (11,086
billion dollars).? Figure 1.2 also shows that over the thirty-year period
from 1970 to 2000, the GDP of East Asia grew the fastest (20.7 times),
while that of the EU and of NAFTA grew roughly in the same speed
(EU 9.9 times and NAFTA 9.4 times).

In terms of the share in the world total GDP in 2000, East Asia
yielded 23 per cent of the world GDP, EU 25 per cent, and NAFTA
35 per cent: in sum, 83 per cent of the world GDP was concentrated in
the three regions. In 1980, the corresponding shares were 14 per cent
for East Asia, 29 per cent for the EU, and 27 per cent for NAFTA: alto-
gether the three regions accounted for 70 per cent. Hence, the con-
centration of world GDP in the three regions has been intensifying
recently, with East Asia growing the fastest.
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Figure 1.2 GDP of East Asia, EU15 and NAFTA (billion US dollars)

Sources: The original source is obtained from Alan Heston, Robert Summers and Bettina
Aten, Penn World Table Version 6.1, Center for International Comparisons at the
University of Pennsylvania (CICUP), October 2002, and converted from the PPP base to
current prices by D. Hiratsuka at IDE-JETRO.

Notice in Figure 1.1 the geographical extent of the NAFTA (encircled
in Figure 1.1) is about the same as that of East Asia. In fact, the flight
distance between New York and Los Angeles is about the same as that
between Tokyo and Bangkok. This means that, given today’s trans-
portation and information technologies, the geographical area of NAFTA
or of East Asia represents a natural spatial unit of economic activity,
which extends far beyond traditional nation-states though much
smaller than the whole world. Notice also that East Asia contains the
East China Sea and South China Sea in the middle, a geographical cir-
cumstance that renders transport cost for cargo cheaper in East Asia
than in NAFTA. Thus, East Asia is not as big as is commonly thought.
In contrast, the geographical extent of the EU (even the expanded
25-country configuration) is considerably smaller than that of NAFTA
and of East Asia. This suggests the possibility of further expansion of
the EU in the future.

Incidentally, the fast growth of the GDP of East Asia, as a whole,
does not necessarily mean that economic integration in East Asia has
been proceeding as well. The question is whether the economic inter-
dependency within East Asia has been growing stronger in relation to
its growth. An appropriate measure for examining this question is the
intra-regional trade share, which represents the share of international
trade (export plus import) within the region over the total trade by all
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countries in that region with all countries in the world. Figure 1.3
shows the change in the intra-regional trade share of each region from
1980 to 2003.

It is apparent from Figure 1.3 that among the three regions, the
intra-regional trade share is the highest in the EU1S5, hovering around
60 per cent. This is not surprising, for many neighbouring rich coun-
tries with small lands have been cooperating in unison over the past
half-century, making regional integration considerably deeper and
wider. In contrast, in 1980, both East Asia and NAFTA had a much
lower value of intra-trade share (34.9 per cent and 33.2 per cent, res-
pectively) than the EU1S. Since then, however, the intra-trade shares
of both regions have been increasing roughly in parallel until recently.
In particular, except during the period of the Asian financial crisis in
1997 and 1998, the intra-trade share of East Asia has been increasing
steadily, approaching that of EU15 while becoming significantly higher
than that of NAFTA. Notice also that since 1998 and thereabout, the
intra-trade share of both EU15 and NAFTA has been decreasing slowly,
while that of East Asia has been increasing rapidly. This partly reflects
the rapid growth of East Asia, most particularly of China.3
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Figure 1.3 The intra-regional trade share (export + import) of each region,
1980-2003

Note: East Asia consists of ASEAN10, China, Japan, Hong Kong, South Korea, and Taiwan.
Sources: United Nation, Comtrade for EU15 and NAFTA, IMF Direction of Trade, 2004, CD-ROM,
and Council for Economic Planning and Development, Republic of China, Taiwan Statistical
Data Book, 2004 for Taiwan. (The figure was composed by D. Hiratsuka at IDE-JETRO.)
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Figure 1.5 Generation of agglomeration forces

second key element is the increasing returns at the firm level and the
indivisibility of human being. In fact, without scale economies at the
firm level, there is no need to concentrate the production of each good
at the same location. That is, without scale economies, the economy
will degenerate into ‘backyard capitalism’ in which each household or
small group produces most items itself. The third key element is trans-
port costs. Indeed, without transport costs (broadly defined), ‘location’
does not matter. In reality, the presence of transport costs yield the
‘home market effect’ for the suppliers locating near a large market.
Finally, the migration of workers (= consumers) is a prerequisite for the
agglomeration of workers and firms together.

Focusing on the heterogeneity in consumer goods, Figure 1.6 elabo-
rates the circular causation leading to the agglomeration of producers
of goods and their consumers into a city. Starting with the bottom box,
for example, suppose that a large variety of consumer goods is pro-
duced in a city. Then, because of the transport costs, this variety of
goods can be purchased at lower prices there in comparison with more
distant places. Thus, given a nominal wage in the city, because of tastes
for variety, the real income of workers rise in the city. This, in turn,
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Figure 1.6 Circular causality in spatial agglomeration of consumer-goods
producers and workers (= consumers)

induces more workers to migrate to the city. Then, the resulting increase
in the number of consumers (= workers) creates a greater demand for
goods in the city. Due to the home market effect (i.e., the benefits of
locating near a large market) then, even more firms supplying a new
variety of goods locate in the city. This implies the availability of an
even greater variety of goods in the city. Thus, as depicted in Figure 1.6, a
circular causation of the agglomeration of firms and workers in the city
is created through forward linkages (the supply of a greater variety of
goods increases the workers’ real income) and backward linkages (a
greater number of consumers attract more firms). That is, through the
pecuniary externalities caused by these linkage effects, scale economies at
the individual firm level are transformed into increasing returns at the
level of the city as a whole.
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Figure 1.7 Circular causality in spatial agglomeration of final-good producers
(= exporting firms) and producer-services
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Likewise, taking producer-services as an example of intermediate goods,
Figure 1.7 explains the agglomeration of final-good producers and the
suppliers of a large variety of producer services in a city. Such an agglo-
meration force due to product variety in producer services (more gener-
ally, intermediate goods) can partly explain a concentration of high-
technology firms or machine industries (e.g., Silicon Valley and Toyota
City) or business firms (e.g., New York, Tokyo and Hong Kong).

Finally, focusing on the diversity of people/brain-workers, Figure 1.8
depicts the circular causation leading to the agglomeration of innova-
tion activity (broadly defined) and diverse workers/people. Starting
with the bottom box, agglomeration of heterogeneous people/brain-
workers (together with supporting institutions and services) in a city
leads to a higher productivity in innovation activity in the city
through the complementarity of heterogeneous brain-workers in inno-
vation activity (forward linkages). This, in turn, induces more inno-
vation activities/institutions to agglomerate in the city. Then, the
resulting increase in innovation activities creates a demand for even
greater variety of brain-workers and supporting institutions in the city,
leading to even more agglomeration of heterogeneous people/brain-
workers (backward linkages). Through such a circular process of the
agglomeration of heterogeneous brain-workers and innovation activi-
ties, the city accumulates the so called tacit knowledge, mainly through
face-to-face communications among brain-workers. The local external-
ities form the accumulation of tacit knowledge provide the city with a
further competitive advantage in innovation activity.
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indivisibility
of people

accumulation
of
tacit knowledge
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for diverse
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higher productivity
in
innovation activity

more agglomeration
of heterogeneous
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Figure 1.8 Circular causality in spatial agglomeration of innovation activity
and brain-workers
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In Figures 1.6 to 1.8, we have considered separately the diversity of
consumer goods and intermediate goods and the heterogeneity of peo-
ple as the basic source of endogenous agglomeration forces. In reality,
of course, the three types of agglomeration forces work together to
make industrial clusters and cities grow while interacting with the rest
of the economy.

Impact of decreasing transport costs

As noted earlier, the main engine for the current new phase of global-
ization is the steady reduction of transport costs (broadly defined). In
order to facilitate our understanding of what has been happening
recently in connection with globalization and regional integration, we
examine here the general effects of decreasing transport costs on the
spatial distribution of economic activities.

To do so, however, first we must recognize that ‘transport costs’ in
reality refer to many different kinds of costs that are entailed in the
movement of goods, services, people, money and capital, as well as
information, knowledge and technology. In particular, it is important
to distinguish the usual costs for the transportation of goods and
persons from the costs for the transfer of information through various
modes of communications. Furthermore, with regard to the interna-
tional trade of goods, we must consider, in addition to the usual freight
costs, many other forms of trade costs such as tariffs and non-tariff
barrier costs, risk from exchange-rate variation, costs for searching and
acquiring the necessary information for doing business, and costs
arising from different languages and cultures, many of which are often
difficult to quantify. In addition, before goods produced at a location
reach actual consumers, significant costs are usually involved in retail
and wholesale distribution.

Over the past half-century, such trade costs in most forms have been
steadily reduced through the incessant improvement in transportation
and information technologies, together with the continuing efforts to
lower institutional barriers in international trade, investment and
finance.

As we have seen earlier, the reduction of trade costs over the past
half-century has resulted in the relative concentration of world GDP in
three regions, i.e., East Asia, EU and NAFTA, while the economic inter-
dependency within each region is becoming stronger. This is almost
counter to our intuition that lower transport costs would make geo-
graphical accessibility or distance less important, leading to a more
even distribution of economic activity in the world. As this example
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Figure 1.9 Non-monotonic impact of decreasing transport costs

indicates, in general, the impact of decreasing transport costs is com-
plex, often involving counter-intuitive phenomena as well as non-
monotonic effects. Here, with the help of Figure 1.9, let us try to
understand why such complex phenomena would occur. This figure
shows the general tendency in the concentration/dispersion of non-
land-based activities arising from the reduction in transport costs.

To make our understanding easier, first let us consider an extreme
case in which transport costs are prohibitively high. Then, since inter-
regional/international trade is essentially impossible, non-land-based
activities such as manufacturing and services have no choice but to dis-
perse themselves in proportion to local demands arising from land-
based activities and immobile people (due to national borders, for
example), as indicated in the right-bottom part of the figure. In this
case, since the economy can enjoy little scale economies or agglomera-
tion economies, the general welfare level of the economy would be
very low.

Next, suppose that transport costs decrease gradually. Then, at a cer-
tain point of time, the circular causation in spatial agglomeration of
non-land-based activities (represented in Figures 1.6 to 1.8) starts
working, leading to the formation of many small cities and industrial
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agglomerations. With a further reduction in transport costs, among such
activities concentrated in small agglomerations, those ones that produce
goods or services that are relatively more differentiated (and hence,
having lower price-elasticities) and/or have relatively lower transport
costs tend to concentrate further into a smaller number of locations. In
this way, with a gradual reduction of transport costs, as indicated in the
middle part of Figure 1.9, more differentiated goods with low transport
costs concentrate into an even smaller number of cities or industrial
agglomerations. Thus, the economy comes to have a hierarchical spatial
structure in which larger agglomerations provide a greater variety of goods
and services. With a further reduction in transport costs, eventually the
economy may have a monopolar spatial structure in which the most highly
differentiated products with relatively low transport costs are provided
from the single largest city or agglomeration.

From the discussion so far, it is important to recognize that the large
agglomeration of economic activities can emerge only when transport costs of
products become sufficiently low.

With a further reduction in transport costs, however, we must pay
attention to some factors that have been neglected so far. That is, in a
larger agglomeration, land price naturally becomes higher, which in
turn pushes up the wage rate there through higher housing costs and
higher prices of non-traded goods and services. Furthermore, in an
international context, since it is difficult for people to move beyond
national borders, a country with a larger agglomeration of industries
results in a stronger demand for labour, leading to a higher wage rate.
Therefore, as indicated in the left half of Figure 1.9, with a further
reduction of transport costs, those activities that use labour (or land)
intensively and have relatively low transport costs start moving to
smaller agglomerations in peripheral regions/countries. In this way,
with a further reduction of transport costs, many industries (or labour-
intensive phases of production activities) gradually shift from the core
region (or country) first to nearby peripheral regions, then to further
peripheral regions. Actually, this is what happened in the ‘flying geese
process’ of economic growth in East Asia during the second-half of the
last century, as will be further explained in Chapter 4.

As we have seen above, the impact of decreasing transport costs is non-
monotonic. This is, only with a sufficient reduction in transport costs,
will agglomeration economies start dominating the dispersion force of
transport costs, leading the formation of economic concentrations.
However, with too much concentration of economic activities in core
regions, wage rates there increase together with higher land costs,
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which tend to push away some of activities having high labour (or
land) intensity to peripheral regions.

Now, a question arises naturally. As we have seen above, when trans-
port costs become sufficiently low, many activities start moving away
from large agglomerations (or the core) to the periphery. Then, with a
further development of transport and information technologies, will
large agglomerations such as major metropolises eventually disappear?
That is, will the so called ‘death of cities’ eventually happen? In the
really long-run, it might happen eventually. Thus far, however, the
reality shows almost the contrary. That is, with the progress of the
so-called IT revolution over the past three decades, many major metro-
polises in the world such as New York, San Francisco, London, Paris,
Tokyo, Seoul, Beijing, Shanghai, Hong Kong and Singapore are becom-
ing more dominant than before. Furthermore, we have seen that global
economic activity (in terms of the size of GDP) has been increasingly
intensifying and converging within and around each of three regions,
i.e., East Asia, the EU and NAFTA.

To understand such paradoxical phenomena, it is important to realize
that the recent reduction in transport costs has been accompanied by a
broad range of fundamental technological innovations. In particular, the
so-called IT revolution (more precisely, revolution in digital technologies
based on integrated circuits) over the past three decades has contributed
greatly, not only to the advancement of transport technologies in the
narrow sense, but also to a very broad range of innovation in production,
information processing, communications and new products. This in turn
has lad to the creation of a broad range of new economic activities and
industries such as global finance and management, high tech R&D, and
software industries. These new activities and industries are generally more
knowledge intensive than traditional ones, thus tend to agglomerate in
major metropolises and advanced regions through the process depicted in
Figure 1.8. Therefore, the development of transport and information
technologies tend to make major metropolises and advanced regions
more dominant in knowledge-intensive activities.

Finally, the advancement of transport and information technologies
has contributed greatly to the rapid growth of multinational firms,
leading to the major reorganization of global production system and
division of labour, as discussed in the next section.

Growth of multinational firms

Over the past three decades, we have witnessed a rapid increase of
multinational firms (MNFs). A MNF organizes and performs discrete
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activities in distinct countries, which altogether form a supply chain start-
ing at the conception of the product and ending at its delivery. This
spatial fragmentation of production aims at taking advantage of differ-
ences in technologies, factor endowments or factor prices, and market
sizes across countries. It is regarded as one of the main ingredients of the
process of economic globalization. In particular, as will be discussed in
Chapter 4, MNFs have been playing a dominant role in the economic
growth and integration of East Asia. In China in 2003, for example, 57
per cent of both exports and imports were conducted by MNFs.

A typical MNF (in manufacturing industries) keeps its strategic func-
tions such as HQs and R&D in the home country where high-skilled
workers are available, while conducting its production activities in host
countries as well as possibly in the home countries. There exist two
major distinct reasons for conducting production activities in host
countries:

1. to take advantage of low wage rates (more generally low factor
prices) in host countries; and

2. to have a better access to the markets of host countries (and their
neighbouring countries).

Typically, when MNFs set up their overseas production plants in devel-
oping countries (or in developed countries), reason 1 (or reason 2) is
mainly at work. However, the two reasons are not mutually exclusive.
For example, when a developing country (e.g., China) has a large
market, the two reasons work together in setting up production plants
there. For another example, when Japanese MNFs operate production
plants in Mexico (or, in Poland) while aiming at the US market (or, EU
market), the two reasons are simultaneously at work.

Regardless of whether reason 1 or reason 2 is mainly at work when an
MNF sets up production activities overseas, the efficient organization of
the MNF becomes possible only when transport costs (for products and
intermediate inputs) and communication costs (among fragmented activ-
ities) are sufficiently low. Thus, the rapid increase of MNFs in the past few
decades owes much to the revolutionary development of communication
and information technologies over the past half-century.

Plan of the book

Following this Introduction, the book has been organized in two parts.
Part I, entitled ‘Regional Integration and Spatial Economics’, collects
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the three papers that are based on the keynote lectures given at the
symposium. Chapter 2 by Paul Krugman explains the essence of spatial
economics or the ‘new’ economic geography in plain terms,® with a
rich set of empirical data supporting the arguments. It also serves to
provide the conceptual bases for understanding the regional integra-
tion taking place in various parts of the world recently. In Chapter 3,
Anthony J. Venables provides a perspective on European integration
from the standpoint of the new economic geography. Specifically, uti-
lizing the recent empirical data in Europe, the chapter examines in
detail the effects of European integration on industrial location, on
spatial income disparities, and on the distribution of population. In
Chapter 4, Masahisa Fujita examines the dynamism of East Asian
economies from the viewpoint of spatial economics. This chapter also
provides a background for the panel discussion.

Part IT is based on the panel discussion on the prospects and tasks of
regional integration in East Asia, held in the symposium following the
three keynote lectures above. Chapters 5 to 7 are revised versions of
the papers prepared for the symposium by each panel discussant. In
Chapter 5, Yu Yongding examines the changing pattern of economic
relationship in East Asia with the focus on China, and provides the
tasks and prospects of regional integration in East Asia from the view-
point of China. Next, Chapter 6 by Young-Han Kim first discusses the
major challenges of Asian regional integration from the perspective of
Korea, and then examines in detail the main issues by utilizing a game-
theoretic model of economic integration in the context of East Asia.
In Chapter 7, Bhanupong Nidhiprabha examines the present state
of regional integration in ASEAN with the focus on Thailand, and
discusses the prospects of regional integration in East Asia from the
viewpoint of Thailand. Chapter 8 concludes the book, with the presen-
tation of the summary of general discussions on the prospects and
tasks of regional integration in East Asia, which took place in the sym-
posium after the presentation of the three panelist-papers above.

Notes

1. Based on IMF statistics, Direction of Trade, December 2004.

2. Here, the East Asia includes Japan, China, the Republic of Korea, Taiwan,
Hong Kong, the Philippines, Thailand, Singapore and Malaysia.

3. With the growth of China, for example, the trade with China of each
country, for example, Japan, US and Germany, tends to increase more or less
proportionally. However, by definition, the growth of trade of Japan with
China contributes to an increase in the intra-trade of East Asia, while the
growth of trade of the USA (or Germany) with China results in an increase in
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the extra-trade of NAFTA (or EU). Thus, when the economy of East Asia grows
the fastest in the world, other things being the same, the intra-trade share of
East Asia increases, while the intra-trade share of the rest of each region
tends to decrease. (To be precise, other things being the same, the intra-trade
share of the region with the lowest growth rate always decrease, whereas the
intra-trade share of a region with an intermediate value of growth rate tends
to decrease when the fastest-growing region has a much higher growth rate
than that region and when the fastest-growing region has a more significant
share of the world economy.) In reality, of course, other things are not
always the same: for example, if the trade costs (broadly defined) within a
region (e.g., EU) decreases more than in other regions (due to free trade
agreements, for example), then the intra-trade share of that region tends to
increase.

4. For a historical overview of the development of spatial economics in connec-
tion with the new economic geography, see Fujita (2005). See also Fujita and
Krugman (2004) for a historical review of the development of the new eco-
nomic geography, and Fujita and Mori (2005) for recent development of the
new economic geography.

5. See also Fujita and Thisse (2002) and Baldwin et al. (2003) for more recent
development in the new economic geography.

6. To be precise, the new economic geography represents a new approach to
spatial economics initiated by Paul Krugman and others in the early 1990s,
which emphasizes the general equilibrium approach to modelling spatial
agglomeration of economic activities. In this book, however, we use these
two terms rather interchangeably.
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