
182 L. V. CASTLE 

siders the most fruitful approach to trade cooperation among de
veloped Pacific countries, the OPT AD. (1) There is no mention 
of participation, sooner or later, of other Pacific nations than the 
five developed ones. (Japan, Australia, New Zealand, Canada, and 
the United States). Again, where would Korea and Taiwan, to men
tion two, stand? I wonder if the United States would wish to par
ticipate in an organization that was restricted to the developed 
countries only. (2) Since the OPT AD has been described as a 
kind of OECD in the Pacific, how would Professor Castle regard 
the widening of OECD membership to include Australia and New 
3ealand? 

Chapter 7 

JAPAN, AUSTRALIA, NEW ZEALAND: THE PROSPECT FOR 
WESTERN PACIFIC ECONOMIC INTEGRATION 

Peter D. Drysdale 

During the past year, the politico-economic environment in which 
Australia must ultimately shape her international economic policies 
has undergone dramatic change. First, the whole sequence of 
international monetary distrubances, involving devaluation of sterl
ing, speculation in gold against the dollar, and the need for the 
United States to impose restraints on private overseas investment, 
produced two significant shifts in American attitudes towards the 
conduct of international economic policy by the United States' Ad~ 
ministration. One was that the upsurge of protectionism in the 
United States, which followed the completion of the Kennedy Round 
of tariff negotiations in 1967, was increasingly re-inforced by appeal 
to concern about the balance of payments ( 11). The other was that 
the mood which had already induced substantial reductions in over
seas defence and development assistance expeditures gathered 
strength so that, this financial year, aid was cut by Congress to a 
record-low figure of $US 1750 millions. Second, on top of all 
these events, there was the decision of President Johnson to stand 
down, and the sudden realisation of eventual American military with
drawal from the Asian mainland. That development has given the 
question of alternative economic and political strategies to ensure 
stability and progress in the Asian-Pacific region a new urgency. 

What direction United States' policies take is of interest to 
every nation involved through trade and commerce in the world 
economy, so large is the American economy in relation to the rest 
of the world and so great is her influence on its economic behaviour. 
But the direction that United States' policies take is of special 
concern to Australia, and to Japan, Australia's largest trading 
partner. 

In postwar years, there has been a significant restructuring of 
Australia's economic relations with the rest of the world, largely 
through the remarkable shift in the geographic distribution of her 
commodity trade away from Britain and Europe towards the Pacific 
and Asia. Over 40 per cent of Australia's trade is now done with 
advanced Pacific countries - Japan, the United States, Canada, and 

183 



184 P. D. DRYSDALE 

New Zealand. About 60 per cent of Australia 1 s export trade and 
50 per cent of her import trade is with the Asian-Pacific region. 
Between 1950 and 1968, Japan 1 s share in Australian exports alone 
rose from 4 per cent to 21 per cent, the United States 1 share rose 
from 8 to 1 3 per cent, New Zealand's share rose from 3 to 5 per 
cent, whilst the United Kingdom's share fell from 39 per cent to 14 
per cent. Throughout the same period, the United States 1 share 
in Australian imports rose from 10 per cent to 26 per cent, Japan 1 s 
share rose from 1 to 10 per cent, New Zealand's share rose from 
1 to 2 per cent, whilst the United Kingdom I s share fell from 52 per 
cent to 22 per cent. Furthermore, the growth of trade between 
the United States and Australia was closely associated with the 
growth of large scale American investment in the development of 
Australian industrial capacity. Add to these developments the fact 
the Japanese economy remained even more closely involved throurh 
trade and commerce with the United States, which takes around 30 
per cent of her exports and provides a similar proportion of her 
import supplies, and the fact that much of the impetus to growth in 
the rest of Asia still derives from United States' trade and economic 
and military assistance, and there is evidence enough of Australia 1 s 
huge stake in the direction of American trade, aid, and investment 
policies as they affect the Pacific and Asian region. 

How should Australia I s commercial diplomacy be cast in the 
light of both these longer-term and more recent developments in 
regional trade and international economic policies? What initiatives 
can Australia take to ensure that economic progress and stability 
in the region which most directly impinges upon her own prosperity 
is promoted? What restraint can Australia hope to exercise on the 
United States if she becomes more and more inward-looking and 
protectionist-minded? With these questions in mind, would closer 
economic intP.gration among the three advanced western Pacific 
nations be a step in the right direction? 

The Structure of Trade in the Western Pacific Region 

Elsewhere, the character of trade, and the prospect for integra
tion, among the five advanced Pacific nations have been analysed in 
some detail ( 13). Here the focus of attention is Australia I s interest 
in closer integration among the three advanced western Pacific 
nations - Japan, Australia, and New Zealand. In this context, the 
position of other Asian and South East Asian trading partners 
requires special consideration. 

Shifts in the structure of Australian trade with the western 
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Pacific resulted from three broad sets of factors: the relatively 
rapid growth of Japan I s share in world trade; the underlying comple
mentarity between the structure of Japanese and Australian trade 
and modest growth in the complementarity of Australia's export trade 
with New Zealand; and factors affecting the geographical, political, 
and historical closeness of Australia to both economies. 

Two countries trade more or less intensively with each other 
than they do with the rest of the world because of the particular 
commodity composition of their trade in relation to world trade -
this may be called the degree of complementarity in bilateral trade
and because of their geographical proximity and special institutional 
and historical ties - this may be called the degree of special country 
bias in bilateral trade. The degree of complementarity and the 
degree of special country bias jointly determine the intensity of trade 
between two trading partners. 

The concept of 1 complementarity' is often used loosely to 
describe the extent to which countries have dissimilar resource 
endowments and structures of production and are therefore likely 
to trade intensively with each other. Here the concept is defined 
in a very precise way. It is defined in a relative sense and measures 
the extent to which one country's export pattern matches another 
country's import pattern more closely than it matches the pattern of 
world imports. An index of the degree of complementarity in 
bilateral trade (Cja) can be derived to measure exactly the extent to 
which country J 1 s exports to country A are relatively large because 
the commodity composition of J 1 s exports matches that of A I s imports 
more closely than it matches the commodity composition of world 
trade. It follows that for each pair of countries, in a many-country, 
many-commodity world, there are two measures of the degree of 
complementarity in bilateral trade - one is derived from the flow of 
J I s exports to A, and the other from the flow of A I s exports to J. 

The concept of special country bias in bilaterial trade (Bjal is 
defined to measure the extent to which J I s exports have more or 
less favourable access to A 1 s import markets than might be expected 
from both bountries' shares of world trade in each commodity. 
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Table 1 

Complementary, Special Country Bias, and Intensity in Japan- · 

Australia-New Zealand Trade 1966a. 

Exports to 
Japan 

New 
Australia Zealand Exports 

from 

C 186 58 
Australia b 216 2104 

i 401 1220 

C 148 145 
Japan b 135 85 

i 200 123 

C 20 125 
New Zealand b 1400 119 

i 280 149 

a. Row i measures the intensity of trade. An index of 100 
indicates that one country exports (imports) exactly that 
proportion of its total exports to (imports from) another 
country as that country's share in world trade. Row i 
equals row c, complementarity in trade, multiplied by row 
b, special country bias in trade, divided by 100. 

Source: Calculations based on data and procedures described 
in (7). 

Complementarity and special country bias together determine 
intensity of trade. The intensity of trade (Ija) measures the extent 
to which country A I s share in J I s total exports is large or small 
in relation to A's share in world trade. 

The results of a detailed study of complementarity, special 
country bias, and intensity in western Pacific trade flows are 
prese,;ted in Table 1 • The methods by which these indexes are 
calculated, and a brief description of the data upon which the calcu
lations are based, were described in an earlier paper (7). 
Row c records the degree of complementarity, row b records the 
degree of special country bias, and row i records the intensity of 
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trade index for each bilateral trade flow. Take Australia 1 s export 
trade with Japan. The results of this study reveal that, simply 
because of the character of Australian export specialisation and 
Japanese import specialisation in world trade for 1966, Japan's share 
in Australia 1 s export trade should have been almost twice as large 
as her share in world imports; further, that Japan 1 s share in Aus
tralian exports was slightly more than twice as large as might be 
expected from both countries' shares in world trade of each commodity; 
and that, therefore, Japan's share in Australia's export trade was 
four times as large as might have been expected from her share in 
world imports. That is, the degree of complementarity in Australia's 
export trade with Japan was 186, the degree of special country bias 
was 216, and the intensity of trade was 401 . 

The general picture which emerges from Table 1 is that trade 
among advanced western Pacific countries is highly intensive. 
There is a high degree of complementarity in trade between Japan 
and Australia, and Japan and New Zealand. The degree of comple-
mentarity in trade between New Zealand and Australia is naturally 
quite low. The degree of special country bias is extremely high in 
trade between New Zealand and Australia, and Japan and Australia. 
It is also reasonably high in New Zealand I s export trade with Japan. 
But it is quite low in New Zealand 1 s import trade with Japan. The 
net result is that even where the degree of complementarity in trade 
is relatively low, intensity in trade remains high. 

Among the three countries, Australia enjoys the highest intensity 
of trade with other advanced countries in the western Pacific region 
as a whole. The intensity of Australia's export trade with the other 
advanced western Pacific countries (472) is extremely high. The 
intensity of her import trade (202) is also very high. New Zealand 1 s 
trade with the region, and Japan's too, is more heavily cohcentrated 
on Australia alone. 

Australia's export trade with Japan reveals the highest degree 
of complementarity, whilst complementarity in her export trade with 
New Zealand is still relatively low. A high degree of complementarity 
has long been a feature of Australia 1 s export trade with Japan. 
During the postwar period, it was of major importance in causing 
Japan 1 s overall trade growth to stimulate proportionately larger 
import purchases from Australia. In the earlier phases of postwar 
Japanese growth, increased import demand was heavily concentrated 
on textile raw materials and provided new outlets for exports of 
Australian wool. In later phases, accelerated heavy industrialisa
tion and new patterns of consumer demand associated with higher 
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income levels strengthened Japanese import demand for fuels and 
minerals, such as coal, iron ore, copper, bauxite, and alumina 1 and 
footstuffs such as wheat, meat, and dairy products. Co_mplemen-. 
tarity in Australia's export trade with New Zealand, whilst_l':w, is 
perhaps larger than might have been expected from a superficial 
consideration of the broad structures of the two economies. The 
index of complementarity for this trade flow indicates Australia I s 
stronger export specialisatio': in ma_nuf'7ctures, as well as New 
Zealand's strong import specialisation in wheat, sugar, and other 
foodstuffs in which Australia I s export specialisation has always been 
strong. 

Special country bias in Australia I s exp?rt trade with Ne:" Zealand 
is extremely high, and it is also very large m ':xpo_rt trade with Jap'.'n. 
The extremely high degree of special country bias m export trad_e with 
New Zealand results from geographical nearness, preferred tariff 
arrangements under the Commonwealth Preference Scheme and the 
New Zealand-Australia Free Trade Agreement, and market homo-
geneity and familiarity. Australia's manufactured exports are . 
heavily concentrated in the New Zealand m'.'rket. M_uch of the special 
country bias in Australia's export trade wit? Japan is_ accounted for 
by the special nature of Australia I s trade with Japan m raw wool, 
and the influence of transport costs, these latter consideration_s 
being a major factor in encouraging the ~evelopme':t of Australia I s 
huge deposits of high quality and accessible coal, iron ore, and 
bauxite for export to Japanese buyers (5). 

The degree of complementarity in Australia I s import trade with 
Japan is very high. On the other hand, it is_extremely low fo1: 
import trade with New Zealand. After a p:'ri':d of stead_y 1e~lme 
throughout the early sixties, complementarity m Australia s import 
trade with Japan increased sharply from 118 to 148 between 196~ 
and 1966. The former trend became evident during an inter~ed_iate 
stage in the postwar transformation·, of Japanese export specialisa
tion away from strong specialisation in light industrial exports 
towards stronger specialisation in heavy industrial exports. The 
predicted reversal has come rather dramatically (13, 5). ln part, 
the higher degree of complementarity derived from stronger Japanese 
export specialisation in commodities across the wh':le range o~ 
machinery and equipment, but there were also specia_l _factors mf-1uenc
ing Australia I s import specialisation in 1966. Sigmfic_antly, 
Australia imported three warships. The size of these imports 
distorted the normal strength of import specialisation for ships and 
boats in which commodity group, of course, Japan's export special
isation is extremely strong. A large part of the sharp rise in 
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complementarity in Australia I s import trade with Japan during 1966 
is attributable to this special cause. Low complementarity in trade 
with New Zealand reflects the competitive nature of the two economies. 

Special country bias in import trade with Japan is quite high but 
somewhat lower in 1966 than it was for the previous year. The 
fall is almost entirely attributable to the effect of the purchases of 
warships from the United States on overall special country bias. 
More significantly, the breakdown of special institutional and policy 
biases against trade between the two countries has permitted 
a remarkable expansion in bilateral trade in recent years. The 
trend is for the index of special country bias in Australia I s 
import trade with Japan to rise. As might be expected, there is 
extremely high special country bias in import trade with New Zealand, 
a product of the same institutional factors which are act to stimulate 
bilateral trade in the reverse direction. 

Trade links between Japan and New Zealand are less well 
developed. Although complementarity is high for both trade flows, 
special country biases are not very high. The re-orientation of 
New Zealand's economic relations away from traditional markets 
in the United Kingdom and Europe towards nearer growth markets 
in the Pacific and Asia has proceeded at a much slower pace than 
for Australia. Partly this is explained by institutional factors 
and the greater stress placed on British ties in New Zealand; partly 
it is a consequence of the fact that the structure of New Zealand I s 
export specialisation, notably in coarse carpet wools and dairy 
products, was less obviously tuned to the growth of Asian-Pacific 
trade (15). 

Alongside developments in Australia's trade with the Pacific 
area has been the growing importance of Australia I s trade with 
Asia. Between 1950 and 1968, Australian exports destined for 
Asia rose from 11 to 18 per cent, partly because of large wheat 
sales to China, and partly because of increased exports of manu
factured goods to the region. Exports to developing countries in 
Asia and the Pacific, excluding mainland China, comprised 16 per 
cent of total Australian exports in 1968. As observed in an earlier 
paper, the propinquity of Asian markets and certain similarities in 
the structure of Australian and Asian demand for industrial goods 
have facilitated this new trade. Trade in manufactures with Asia 
and New Zealand assumed special importance in policies designed to 
strengthen Australia's industrial base through the expansion of 
export markets (7). 

Imports from developing countries in Asia and the Pacific, 
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excluding mainland China, fell from 13 per cent of total Aus
tralian imports in 1950 to only 8 per cent of total Australian 
imports in 1968. The falling share of Asian imports largely 
resulted from reduced demand for raw materials. But the 
performance of Asian exporters in Australian markets was 
variable. Some Asian countries are increasingly competitive 
suppliers of textiles and light manufactures and their share in 
Australian markets for these products has tended to grow at 
the expense of the United Kingdom and Japan. 

A detailed study of complementarity, special country bias, 
and intensity in trade flows between advanced western Pacific 
countries and selected developing countries in Asia and the Pacific 
is presented in Table 2a and Table 2b. 

Both Australia I s and Japan I s export trade with these countries 
appears highly intensive. The intensity of New Zealand I s trade 
with the region is generally very low. 

Complementarity in Australia I s export trade with Asian 
Pacific countries, with the exception of Indonesia, is probably 
higher than might have been anticipated, Complementarity in 
Japan I s trade is mostly very high as might have been expected. 
Complementarity in New Zealand I s export trade is lower than in 
Australia I s but not low enough to explain the exceptionally low 
intensities in her trade with the region. 

Special country bias in Australian and ,Tapanese export trade 
with the region is commonly very high. An interesting feature 
is the inverse variation in the high special country biases of 
these two countries, closely correlated as it is with the poli
tical and institutional closeness of countries with British connec
tions and the facts of geography. New Zealand has exceptional
ly low special country bias in her export trade with the region, 
She has been slower to take advantage of the trading opportuni
ties that exist in Asian-Pacific markets, even for a country so 
heavily specialised in the export of temperate zone primary pro
ducts. 

Intensities in Australian import trade with the region reveal 
considerable variation, The intensity of import trade with near-
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by suppliers of raw materials, such as Indonesia and New 
Guinea, is estremely high because of special country bias in 
trade. At the same time, the intensity of trade with exporters 
of light manufactures and processed raw materials, such as 
Hong Kong and Singapore, is quite high because of complementa
rity in trade. Almost the reverse generalisations apply to 
Japan. Intensities in Japan's import trade with the region are 
mostly very high both because of high degrees of complementa
rity in trade with raw material exporters and high special 
country bias in trade with exporters of manufactures. With 
the exception of Hong Kong and Singapore, intensities in New 
Zealand I s import trade with the region are very low. 

This analysis of the structure of trade in the western 
Pacific region leads to two broad conclusions. First, the 
nature of intensity, complementarity, and special country bias 
in trade flows among advanced western Pacific nations suggests 
that policies designed to promote closer integration, especially 
between Japan on the one hand and Australia and New Zealand 
on the other, would be beneficial. However, regional trade 
constitutes a very small proportion of each of these country's 
trade, being largest for Australia which, in 1 968, sent 26 per 
cent of her total exports to, and obtained 12 per cent of her 
total imports from, the other two advanced western Pacific 
partners. Thus, there is a strong presumption that complete 
intra-areal free trade is likely to be accompanied by more 
trade diversion than trade creation. It is nonetheless worth
while investigating the trade creating effects of such a limited 
free trade area more closely, and this will be attempted in 
the next section. 

Second, linked by high complementarity in exports and 
imports with Japan, and high special country bias with both 
Australia and Japan, the developing countries in the Asian
Pacific region are proportionately much more important to the 
trade of these two countries than they are to the world at 
large. Indeed, Japan and Australia have weighty political, as 
well as economic, interests in the region I s prosperity. Thus, 
there is a strong case for coupling any policy initiatives by 
advanced western Pacific nations with the extension or adoption 
of trade policies specially designed to accommodate the needs of 
developing countries in the Asian-Pacific region. 
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The Impact Effect of JANFTA on Australia 

The effects of a move towards free trade in the western 
Pacific area upon the Australian economy are impossible to cal
culate precisely ( 1 5). But the likely nature and magnitude of 
the important direct gains, as well as the important costs of 
adjustment that would follow the establishment of a free trade 
area among Japan, Australia, and New Zealand, coupled with 
the non-reciprocated removal of tariffs by these countries against 
imports from developing countries in Eastern and Southern Asia, 
are worth trying to specify roughly. Moreover, it is useful to 
focus on the impact of the most radical proposals for integration 
and trade preferences, not because an immediate move towards 
the establishment of a Japan-Australia-New Zealand Free Trade 
Area seems on the face of it either desirable or feasible, but 
because it represents a convenient means of analysing the effects 
of these and less radical alternatives on Australian trade and 
industry. Later, some of the important, but even less certain, 
dynamic effects can be considered. 

A detailed study, using national tariff data and three digit 
SITC commodity trade data for 1966, was made to estimate 
Australian import and export expansion in consequence of the 
trade creating effects of tariff elimination amongst advanced 
western Pacific countries and the elimination of Australian 
tariffs on imports from developing countries in Asia. 

The impact effect of tariff reductions on trade depends 
upon the height of the original tariff, changes in tariff rates, 
and the relevant price elasticities of demand and supply. 
Assuming infinite elasticities of export supply, the change in 
imports (and exports) can be measured using the formula: 

t 
L1 M = a100+t 1/M 

where LlM is the change in imports due to tariff reduction, a is 
the rate of tariff reduction, t is the original tariff level, 1/ is 
the price elasticity of import demand, and M is the original 
value of imports. 
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The price elasticities of import dema':d used in this ~tudy are 
those adopted in an earlier study. They ':n_corpo1;ate estlmat~s of 
price elasticities for agricultural commod1:1es of _1mporta;1ce rn 
Australian exports superior to those used 1n ear her st~d1es_ ('.) • 

Estimates of the effect of western Pacific area tariff ehmrna
tion on Australian trade are presented in Table 3. As reported 
elsewhere, the height and structure of Australian tarif'.s a;1d 
relatively high price elasticities of demand for Austr'.'han 1mp~rts 
suggest that there would be a substantial percentage increase 1;1 
imports on given trade volumes. On the other hand, low~r tariffs 
and lower price elasticities of import demand for Australia 1 s . 
principal exports to Japan, in particular, _rest1;ai_ns ~xport expansion 
that would follow western Pacific area tariff ehm1natlon. However, 
initial Australian imports from the region are quite small whereas 
exports to the region are relatively large. Estimated :rade_ . 
expansion is therefore quite modest. Moreover, deterioration_ 1n 
the balance of payments would be insignificant. Trade expansion 
with western Pacific countries in consequence of tariff elimination 
may, for example, be compared with the expansio:1 of trade that 
would follow the elimination of tariffs among the five advanced 
Pacific basin countries, together with the removal of tariffs on 
imports from developing countries in Asia. In the former event, 
Australian imports would increase 9. 1 per cent and e;icp'?rts 3 • 4 
per cent. In the latter event, Australian imports wou~d increase 
28. 8 per cent and exports 7. 9 per cent on 1 966 trade figures• 

These estimates do, however, suggest a larger expansion of 
imports from developing countries (about $US 74 mi_llions_) th'7n 
Kojima, s most recent estimates. The diff_erences _in_ ~stlmat1on 
result from the use of slightly different price elasticities, the use 
of more detailed Australian tariff data, and the use of weighted 
and selected tariff rates rather than average nominal rates• 
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Table 3 

The Effect of Western Pacific Area Tariff 
Reductions on Australian Trade, 1966 

Trade with World 

Trade with Japan, New Zealand, 
and Other Asia 

Increase in Trade with Japan, 
New Zealand, and Other Asia 

Percentage Increase in Trade 
with World 

Merchandise 
Imports 
($USm) 

3197 

552 

291 

9.1 % 

Merchandise 
Exports 

($USm) 

3074 

719 

104 

3.4% 

Source: Calculations are based on methods and data 
described in the text. 

A rough attempt was also made to guage the effect of import 
expansion on production and employment. The largest declines in 
production would be located in textiles (9-10 per cent), miscellaneous 
manufactures (9-10 per cent), metals and machinery (2-3 per cent), 
and chemicals ( ·1 -2 per cent). Motor vehicle production accounts 
for 33 per cent of the decline in metals and machinery, electronics 
and electrical apparatus account for 18 per cent, and miscellaneous 
metal manufactures account for 1 2 per cent. The fall in chemical 
production is probably underestimated since the prevalence of 
special protective measures makes it difficult to measure the hei, ht 
of the tariff satisfactorily. Thus, if estimated import expansion 
were the only effect of tariff elimination, the total decline in manu
facturing production would be of the order of 2 or 3 per cent. 
The structure and size of these changes imply the necessity to re
deploy about 40,000 to 50,000 industrial workers or about 3 to 4 
per cent of the manufacturing workforce in 1966. These adjust
ments may be compared with the effect of including North America 
in the free trade arrangement. In that case, there would be an 8 or 
9 per cent fall in manufacturing production, necessitating the re
deployment of 9 or 10 per cent of the manufacturing workforce. 
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The effect of import expansion will not be the only effect on the 
manufacturing sector. Export expansion should also be taken into 
account. Export expansion would lead to a compensating expansion 
in production and employment, most significantly in the metal and 
machinery industries. Increased exports, for example, would 
compensate for half the increase in imports of motor vehicles. And 
no allowance has been made in this study for the effect of non-tariff 
restrictions on imports of motor vehicles into Japan and New Zealand. 

· Exports of pig iron; primary iron and steel; iron and steel bars, 
rods, angles, shapes, and sections; crude copper manufactures; 
crude aluminium manufactures; lead and zinc; wire products; non-
electric power generating machinery; agricultural machinery and 
equipment; and some types of domestic electrical equipment would 
all expand singnificantly more than imports. The bulk of machinery 
and equipment produced in Australia would remain competitive. Of 
course, the largest part of export expansion would derive from 
primary industries, but the 30-40 per cent contribution from manu
factures in very large. 

These estimates are simply designed to illustrate the general 
magnitude of the adjustment problems in consequence of the static 
trade creating effects of the establishment of a comprehensive 
western Pacific free trade area. Other effects would also be 
important. In the first place, trade diversion would probably be 
substantial. One study hinted that Australian imports valued at 
about $US 170 millions might be diverted from the United Kingdom 
alone to new sources of supply in the western Pacific. About half 
of this shift would comprise pure trade diversion ( 13). In the second 
place, the dynamic effects are likely to swamp the static effects of 
economic integration for relatively small economies such as Australia 
and New Zealand. They require more detailed study, not only in 
the context of a comprehensive free trade area but also under alter
native arrangements. For Australia, realisation of dynamic gains 
is at once the most important and least certain objective of Pacific 
economic integration. Some of the uncertainties may be avoided and 
the gains preserved if a less comprehensive approach to integration 
were adopted. 

Dynamic Effects and the Scope for Sectoral Integration 

The calculations in the previous section serve two purposes. 
First, as already noted, they specify the impact of adjustment costs. 
Second, they point to some of the possibilities for, initiating larger 
dynamic changes through economic integration. They provide a 
useful background for analysing the important dynamic effects whether 
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integration is approached on a broad front or whether. a sectoral 
approach is adopted. However, measu3:e11;ent of the impact of . 
western Pacific free trade, based on existrng supply and demand 
structures presents an inadequate description of the total effect of 
integration'. As each economy adjusted over time. to new relative 
prices, changes in the basic structure of each national ~conom:i: 
would occur. For example, integration would be associated with 
capital flows, both within the region and from beyond the region, as 
production for regional markets re-located to take advant.age of 
economies of scale or cheaper natural resources, as businessmen 
and officials become more aware of market and investment opportuni
ties, and as firms adjusted to a new dimension in competition. 

The dynamic effects are complex and difficult to predict 
accurately. Their general nature was discussed in a paper 
delivered in Tokyo last year and it is not necessary to cove': that 
ground again (7). Rather, the discussion here ca;1 be cor:ifrned to 
a preliminary assessment of the prospects for the rntegratlon of 
a few key industrial sectors within the framework of a complete 
western Pacific free trade area, a sectoral free trade agreement, 
or without any tariff re-arrangements at all. The three ~ectors -
motor vehicles iron and steel and non ferrous metals - discussed 
below compris~ at present about 25 per cent of Australian manufac
turing output. 

Scope for benefits from sectoral integration exists because 
national policies or national business institutio;1s ca': frustrate the. 
optimal regional location of industry from the v.iewpo:nts of economies 
of scale minimisation of transport costs, and intensive use of high 
quality ;esources specific to one part of the r?gion. '.f~riffs ~nd 
import restrictions are the most important national policies which 
have this effect. Autarkic business integration and purchase 
agreements are the most important business ins_titutions ":hich work 
in exactly the same direction. The latter are important rn every 
country, but they are, perhaps, of special importance in Japan and 
advanced western Pacific countries. 

The three types of benefit which derive from sectoral integra
tion are clear in principle. First, in industries with access to 
significant economies of scale, high protective barriers made secure 
by government support, can lead to the duplication of plants of sub
optimal scale. The automobile industry in the advanced w?stern 
Pacific countries typifies this situation. Second, protection of 
basic treatment processes that require large inputs of low value t~ 
weight raw materials prevents treatment closer to resource deposits, 
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and high transport costs are needlessly added to the cost of the 
product. Pig iron production is a good example of an industry which 
thrives on location close to sources of raw materials. Finally, 
protective barriers can lead to the establishment of industries out
side countries with important advantages in the quality and costs of 
inputs. The aluminium smelting industry, which requires large 
volumes of electricity, is one such case, 

Wherever economies of scale are important, and wherever two 
or more countries are producing sub-optimal outputs at high costs, 
there is room for gain through more efficient international special
isation. Most commonly this kind of inefficiency results from the 
imposition of protective tariffs, but it can arise quite independently 
of the existence of trade barriers ( 1 2). 

Economies of scale are important in motor vehicle production. 
It is usual for costs to fall sharply up to an output of about 50,000 
units per annum, with a further 15 per cent saving when output is 
doubled to 100,000 units, a 10 per cent saving with the doubling of 
output to 200,000 units, and a further 5 per cent saving at 400,000 
units ( 14). There are some economies, especially in pressing, to 
be realised at outputs above a million units, but an output of 400,000 
should ensure the international competitiveness of a fully integrated 
plant. In fact, much lower outputs can be sustained competitively 
becanse motor vehicles are highly differentiable and because of the 
significance of transport costs. 

A fully integrated Australian motor car industry has been operat
ing since the early fifties, first with the assistance of import restric
tions, later protected by tariffs. The tariff on fully built-up vehicles 
was recently raised from 35 per cent to 45 per cent m,f.11, in response 
to the growing competitiveness of some Japanese imports. High 
tariffs had earlier encouraged the entry of a number of low-volume 
competitors to the two well-established manufacturers. Until the 
early sixties total production of passenger cars in Australia was 
absolutely larger than in Japan, and Australian costs were generally 
lower. Japanese motor car production has grown remarkably since 
1960 but large-scale production is concentrated in a few among many 
producers and the industry is still protected by a 40 per cent tariff, 
to be reduced under the Kennedy Round, and, more significantly, 
quantitative restrictions on imports of components and parts. 

At the end of 1967, Japanese passenger car production, at about 
1 , 400,000 vehicles, was over four times the size of Australian out
put. However, Japanese production was heavily concentrated in the 
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small car range, 82 per cent of output being cars of less than 1 500 
c. c. cylinder capacity, whereas Australian production was con
centrated in the medium-large range, with 75 per cent of output 
being cars of 1400 c.c. and over, and 63 per cent of output in the 
range above 2,200 c. c. Indeed, the absolute size of Australian 
output was still larger than that of the Japanese industry for cars 
of greater than 1 500 c. c. capacity. In other words, the Japanese 
industry could support several producers of small cars operatrng 
at optimal scale, and one producer of small-medium cars operating 
reasonably efficiently. Australian production could support one 
completely competitive fully integrated producer of medium sized 
cars operating close to optimal scale or two or three reasonably 
competitive producers operating at lower volumes. 

There appears considerable scope for more effective special
isation in motor car production within the western Pacific region, 
with Japan specialising in the production and export of small and 
small-medium sized passenger cars, and Australia specialising in 
the production and export of medium-sized cars. Costs would fall 
in both industries and the competitive position of both industries 
would be strengthened in third country markets. Producers and 
consumers in both countries would share the benefits of lower cost 
production. As the structure of motor car demand changes with. 
increasing per capita incomes in both countries, paradoxically the 
scope for more competitive medium-sized car production will grow 
in Australia. Meanwhile, it appears quite irrational to subsidise 
the whole range of passenger car production in both countries where 
the viability of the important section of the industry in each country 
is well established. 

What kind of arrangement between the Japanese and Australian 
motor vehicle industries might be beneficial and acceptable? At 
various times, the reduction of m. f. n. tariffs and removal of other 
restrictions have been advocated in both Japan and Australia. How
ever, it is very difficult to stage m. f. n. tariff reductions without 
giving rise to considerable and unpredictable dislocation in produc
tion and employment, and without encouraging the encroachment of 
third country competitors. The only manageable arrangement would 
seem, therefore, to inve,lve preferred access for Australian medium
large cars in Japanese markets and preferred access for Japanese 
small cars in Australian markets. There is the North American 
precedent of a GATT waiver for such an arrangement. But to effect 
yet another policy reversal on the motor vehicle industry of the 
kind that this would involve in Australia is wildly improbable unless 
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the Japanese industry were prepared to make substantial concessions. 
There are some circumstances under which this might eventuate. 
The Australian industry is American dominated. It would be quite 
rational for American firms to service penetration into the Japanese 
market from their Australian capacity, partly because of lower 
transport costs, partly because of the suitability of their Australian 
models for the Japanese market, and partly because of the high 
marginal gains from larger Australian production ( 6). To the 
Japanese industry, and Japanese government, this might appear 
infinitely preferable to fully integrated American production and 
investment within Japan itself. 

Raw materials are an important element in costs in the basic 
metal industries. Raw materials account for around 60 per cent of 
the value of Japanese produced pig iron. Of these costs, between 
one third and one half, or 20 to 30 per cent of the total cost of 
pig iron, represents the cost of freight. The cheapest and most 
convenient raw materi'.1-ls used by the Japanese industry are 
1mp?rted from Australia. It ~ould therefore appear that, provided 
auxiliary resources were available at comparable prices, large 
benefits would derive from re-locating in Australia pig iron capacity 
to serve the Japanese steel industry. 

In fact, comparison of Japanese and Australian pig iron price 
suggests that auxiliary resources are available as cheaply in 
Australia as in Japan. In 1967, the published price of Australian 
pig iron at SUS 55. 05 per ton was 27 per cent lower than that for 
Japanese pig iron at $US 75.20 per ton. The Australian export 
price at about $US 42 per ton, is 40 per cent below the Japanese 
domestic price. The present cost of freight for large lots from 
Australia to Japan is $US 8. 40 per ton or around 20 per cent of 
the Australian export price. Freight costs on pig iron would 
probably be lowered if the volume of trade in pig iron grew. 

Since the 10-12 per cent Japanese tariff on pig iron does not 
raise the price of pig iron imported from Australia above the 
domestic price level, business institutions can be presumed to 
prevent effective competition in the Japanese market. The degree 
of autarkic business integration in the Japanese iron and steel 
industry is large. Moreover, the insitutional structure of the 
Australian industry has not, in the past, been conducive to pushing 
large scale export production, so that the opportunities for more 
efficient regional specialisation have not been realised. 

Although published data suggest that the Japanese iron and steel 
industry might have been slightly more efficient in the production of 
basic steel products than the Australian industry, there is probably 
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considerable scope for rationalisation in the production and trade of 
certain steel products too. This would tend to favour crude steel 
exports, with a high material input, from Australia, and specialised 
steel exports from Japan. 

What kind of arrangements for the Japanese and Australian iron 
and steel industries might be beneficial? No discriminatory arrange
ments would be necessary since the highly efficient Australian basic 
iron and steel and Japanese steel industries would not be threatened 
by third country producers. In the longer run, m. f. n. tariff 
concessions by both countries would give rise to increased regional 
trade and improve the competitive position of western Pacific 
producers in other markets, not only in steel products but also in 
products for which steel is an important input. More significant 
than tariff concessions would be the initiation of moves to break down 
protective business institutions. In particular, investment in iron 
and steel capacity could be planned and encouraged from a regional 
rather than national point of view. This would be facilitated by 
joint business ventures and tie-ups, the freer flow of investment 
within the industry, and direct government intervention. 

Economies of scale are important at all stages of aluminium 
production. The region's bauxite mining and alumina refining 
industries, both increasingly important suppliers of world marl:ets, 
are already operating at efficient levels of output. However, m 
aluminium smelting, where economies of scale are obtained up to 
production of about 100,000 tons per annum, and beyond if lumpy 
investments in electric power generation are required, there are 
plants of sub-optimal capacity operating. Transport costs for 
bauxite and alumina are an important element in the costs of the 
Japanese industry, and costs could be reduced by locating alumina 
production and smelting close to high quality Australian bauxite 
deposits. However, this discussion will be confined to the third 
type of potential gain through regional integration: the more 
intensive use of high quality resources specific to one location 
within the region. 

In this case, the potential for generating electricity cheaply 
is the specific resource. Electric power is a major input in 
aluminium production - estimates place requirements at over 17,000 
kolowatt hours per ton of metal ( 1). Thus, the price of electricity 
is extremely important in determining the cost of smelting. New 
Zealand, New Guinea, and perhaps other parts of South East Asia, 
have potential for generating hydro-electricity more cheaply than 
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electricity can be produced in Australia, and much more cheaply than 
it can be produced in Japan. Thus, the power costs of aluminium 
produced at the smelter planned for Bluff in New Zealand will 
possibly be in the vicinity of $US 38 per ton - compared with typical 
costs two and a half times as high in Australia and more than five 
times as high in Japan. The differential is significant, given a 
world aluminium price of about )lUS 560 per ton. Production in 
Japan is sustained only behind an effective rate of protection over 
40 per cent, and through high cost aluminium production being 
carried by efficient fabricating within integrated firms. Australian 
production is more efficient than Japanese, but even here there may 
be some scope for more effective specialisation. 

A prototype of the kind of development that is possible within 
the western Pacific region is provided by the Comalco-Showa Denko 
K. K. - Sumitomo Chemicals venture in New Zealand. Based on 
the Weipa, North Queensland, bauxite of Comalco, which is refined 
in Queensland Alumina I s Gladstone plant, a smelting industry is 
to be established at Bluff in New Zealand. A large investment in 
hydro-electric capacity will be undertaken by the New Zealand 
government at Lake Manapouri, and power will be supplied to the 
smelter at a cost around O. 2 cents per kilowatt-hour. The avail
ability of government capital and demand for electricity made 
Manapouri more attractive than sites in New Guinea. Part of the 
aluminium produced will be sold by Comalco in New Zealand and 
overseas and part will be taken by the Japanese parties for fabrica
tion in Japan. 

What measures can be taken to stimulate more of this highly 
desirable rationalisation of the region I s aluminium industry? Our 
conclusions are similar to those for the steel industry: .the 
efficiency of Australian bauxite mining and refining, New Zealand I s 
electricity generation, and ,Japan's fabricating industry would make 
m. f. n. tariff reductions by all parties on aluminium and aluminium 
products a sufficient condition for increased intra-regional trade 
and output. Again, the breakdown of autarkic business integration 
would be an important objective. The tripartite venture in New 
Zealand, and Furukawa' s agreement to purchase increased volumes 
of aluminium ingot from Alcoa's Australian capacity, give ground 
for optimism in this regard. 

The vision of greater economic progress through closer 
integration of some sectors of the advanced western Pacific economies 
that is the theme of this paper, has been expressed clearly by Sir 
Maurice Maw by, Chairman of Conzinc Riotinto of Australia, a major 
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shareholder in Comalco Industries: 

"The formation of the Bluff smelter project (based on Manapouri 
power) reflected the growing interdependence of countries such as 
New Zealand, Japan, and Australia. 

Our Japanese partners bring with them access to the numerous 
and growing aluminium markets in Japan, which gives us a base to 
build a smelter large enough to produce aluminium at competitive 
world prices ..... 

By welcoming our Japanese partners into this venture we have 
forged a link between the markets of Japan and the unrivalled re
sources of hydro-electric power and bauxite of New Zealand and 
Australia - to the eventual benefit of all concerned." ( 10) 

A Strategy for Successful Asian-Pacific Integration 

Much progress has already been made in the improvement of 
communication between the private sectors of the three advanced 
western Pacific economies. But most significantly, government 
information and understanding have failed to keep abreast of Japan I s 
economic relations with Australia and New Zealand in the past ten 
years. Thus, an important immediate concern of policy ought to be 
the establishment of an inter-governmental institution staffed by 
officials from the three countreis. A Japan-Australia-New Zealand 
Organisation for Trade, Aid, and Development could relay economic 
information among participating countries, undertake research and 
advise independently on questions of trade and aid directly affecting 
member countries. It could act as the prototype for a broader 
Organisation for Pacific Trade, Aid, and Development. To date, 
the Australian government has resisted involvement in the kind of 
official contact that the formation of JANOT AD or OPT AD implies. 
Maximising the benefits of intra-regional trade in the western 
Pacific, and of trade between the western Pacific and the rest of 
the world, now requires some such positive initiative. 

OPT AD I s first function would be to facilitate the discussion of 
trade questions and grievances, real or imagined, in a rational and 
co-operative atmosphere calculated not to damage profitable national 
trading interests. In this role it would act as a constraint on ever
present protectionist tendencies in partner countries. 

OPTAD could give a fillip to joint aid efforts and more generous 
trade arrangements towards developing countries in the Asian-
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Pacific region, The regional approach to the granting of trade 
preferences to less developed countries has disadvantages, It 
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will be more difficult to reach agreement on the diversion of imports 
from developed countries to sources of supply in developing 
countries. In particular, Japan is unlikely to be enthusiastic 
about preferences on a wide range of labour-intensive manufactures 
and Australia and New Zealand likewise about preference schemes 
for primary commodities. On the other hand, and more significantly, 
Japan, Australia, and New Zealand have been shown to have a 
greater stake in Asian development than other advanced countries, 
and together feel most keenly the prevailing aid and trade cynicism. 
Political economic, and humanitarian benefits deriving from one 
country's preferences flow in part to the other two developed 
countries. There is an important divergence between the I national 1 

and I global' benefits to developed countreis of granting preferences 
to less developed countries. Decisions on the granting of preferences 
taken regionally would bring national benefits closer to global 
benefits and lead to a higher total level of concessions. 

In this context, a worthwhile immediate objective would be for 
OPTAD to work towards the implementation by all countries of an 
extension of the Australian preferences scheme. Several features 
of the Australian scheme are undesirable. One criterion for the 
inclusion of a commodity is that it is not produced in Australia, thus 
ensuring a maximum of trade diversion and a minimum of trade 
creation. The preferences on several items are less than unity. 
The right to exclude from preference "any developing country which 
is already competitive in Australia I s imports of that product" has 
been invoked against Hong Kong and Taiwan (3). Quotas are applied 
to all preference items with the exception of handicrafts, although 
the quotas have proved to be restrictive in very few cases. Finally, 
many commodities that are not produced in Australia have'not yet 
been included in the scheme. 

However, modest but significant benefits could flow to less 
developed countries from preferences granted by Japan, Australia, 
and New Zealand that were mainly (but not entirely) diversionist, 
and subject to quotas.. Such preferences would find readier 
political assent and could be the precursor of a more comprehensive 
scheme. And many of the benefits are realised even if quotas are 
applied, provided quotas are sufficiently generous. The costs of 
opening a new export market can be high, and are accompanied by 
high risk and uncertainty. A preferential quota allows a new 
competitor a wider profit margin on initial sales. By the time the 
quota is restrictive, the exporter has greater knowledge and will be 
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in a better position to decide whether to expand output and compete 
over the usual tariff barrier. ( 9) This I infant export industry. 1 

argument, can also be used to justify the 'non-competitive I countries 
provision of the Australian preference scheme, although this provi
sion seems undesirable on other grounds and would not be necessary 
for the political acceptability of the scheme. 

One final question arises on policies towards regional preference 
giving: Should the preferences be granted only to countries in the 
Asian region, or should they be granted on a global basis? The 
GA TT waiver granted to the Australian preference scheme applied 
to general preferences. However, because of geographical close
ness and existing economic and cultural ties, 87. 3 per cent of 
total preferential imports in 1 968 were from the member countries 
of ECAFE. The benefits of general preferences, including the 
greater moral pressure they would place on other developed countries 
in view of the slow progress through UNCTAD, seem to be consistent 
with Australia, New Zealand, and Japan I s special interest in the 
western Pacific. 

OPT AD I s third major role would relate to the co-ordination 
of regional commercial policies. In this capacity it would exert 
pr~s~ure to counter~c_t the effects of autarkic business integration 
wh1cfi fr~stra!es ~ff1c1ent 1:egional ~pecialisation. It would identify 
:5ectors rn which intra-regional capital flows could bring gain and 
it would smooth th~ institutional channels for international capital 
mo':eme_nts. _And 1t_w~uld, of course, play an important part in 
tariff d1scuss1ons within the region and between the region and 
other countries. 

There is ~o_me :5cope for trading remaining British preferences 
?n non-competitive imports against the relaxation of Japanese 
import controls on foodstuffs, including meat, dairy products fruit 
and less probably rice. The gains from these concessions w~uld ' 
need to be we~ghed against the possible losses in trade with Common
~ealth countries. Investigation of these possibilities and formulat
ing policy on the basis of the results could be an early task of 
OPTAD. 

. There is some scope for trilateral bargaining on tariff and 
1ml:'ort controls, _concessions to be granted on a m.f.n. basis. (4) 
This would cert:.unly have advantages over the unilateral ct· tl" f h" h . 1sman mg 
o 1g Australian protection on some manufactures that has been 
advo_c~ted~ Max~mum gain from any concessions would require 
part1c1pat1on by bther countries and OPT AD would be in a stronger 
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position than any one of its members, to put pressure on the 
Canadian and United States governments for reciprocal concessions. 
In particular, consultation through OPT AD, with or without reciprocal 
tariff concessions, would be an efficient way of working towards the 
sectoral integration suggested by the analysis in. the previous section. 

There would appear little scope for partial preferential tariff 
treatment without repediation of GA TT membership. Withdrawal 
from GATT certainly would not be in Japan I s best interest. How
ever, as sugge~ted in the discussion of the motor vehicle industry, 
the North American precedent may allow limited sectoral free trade 
of a trade creating kind. 

Whilst it is almost certinly true that some move towards freer 
trade would be in Australia I s interest at this stage of her economic 
development, it is extremely doubtful that participation in a limited 
free trade area would bring net economic benefits. The costs of 
trade diversion within JANFT A are likely to be high. It would be 
more useful for the three countries to develop a negotiating bloc for 
obtaining concessions on a broader front, especially from the United 
States. 

Finally, OPT AD could seek closer contacts with other govern
ments in the Asian-Pacific region. It would place pressure on 
American governments towards the formation of a broader organisa
tion, just as the Japan-Australia Business Co-operation Committef 
was a fore-runner to the Pacific Basin Business Co-operation 
Committee. A more broadly based OPTAD would have objectivef 
similar to those of the origanisation founded by Japan, Australia, 
and New Zealand. 

Whether or not a wider Pacific organisation proved possible, 
a three member OPT AD, with less developed country participation, 
could be an important instrument for spelling out a positive, non
military, alternative policy in Asia and the western Pacific for the 
United States. 
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