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Abstract

This article presents the importance of political factors in the development of China-
Japan economic relations over the last four decades. The China-US reconciliation and
the rise of the pro-China Japanese Prime Minister Tanaka Kakuei (1972—-1974) led to the
normalization of China-Japan relations in 1972. The bilateral political rapport was
further consolidated in the face of the common threat in the Soviet Union. With the
strengthening political relations, the bilateral economic exchanges were gradually
developed. Nonetheless, following the collapse of the Soviet Union, mounting Sino-
US tension, China’s growing assertiveness, and rising nationalism in both China and
Japan, the Sino-Japanese bilateral political relations have been deteriorating. The esca-
lating political tensions have impacted bilateral economic relations, including declining
Japanese investment in China, weakening bilateral trade, and decreasing Japanese
visitors to China. Despite improving bilateral political relations in recent years, it is
uncertain how long these friendly gestures by the leaders of the two countries may last
given several unsettled territorial and historical issues. The growing tension between the
United States and China further adds uncertainty to China-Japan relations in the future.
Without strong political relations, weakening economic ties cannot be easily restored.

Keywords China-Japan relations - Japan's investment in China - China-Japan tourism
exchanges - China-Japan trade exchanges

Introduction

The political economists have long debated whether the China-Japan economic inter-

dependence would result in peaceful political relations. The liberalists argued that the
economic interdependence has repeatedly fostered the de-escalation of Sino-Japanese
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conflict over territorial and maritime issues [33]. The close economic ties also provided
a balm in times of trouble and were a foundation for bilateral political relations.
However, the deepening economic interdependence did not lead to an eventual reso-
lution of their political divide [13, 18, 60, 61]. Although the growing economic
interdependence is a key incentive for maintaining peaceful relations, it is certainly
not a sufficient condition for both sides to avoid armed conflict [15]. Arguably, the
political dispute between China and Japan could have been even worse if there were no
close economic ties. For the realists, China’s rise and Japan’s relative decline will
inevitably result in the deteriorating of Sino-Japanese relations [56]. Given China’s
growing economy, the Sino-Japanese political dispute could be explosive if China used
its economic power towards sanctions against Japan.

The tense political relations have shown signs of improvement in recent years. The
foreign ministers from both countries expressed a willingness to improve relations as
early as in 2016 [8]. During the G20 Summit in July 2017, Chinese President Xi
Jinping and Japan’s Prime Minister Shinzo Abe agreed to enhance bilateral exchanges.
The friendly political relations encouraged both sides to strengthen institutionalized
economic relations. In April 2018, the Japan-China High-Level Economic Dialogue,
established in 2006, was held for the first time since 2010. During his visit to Japan in
May 2018, Chinese Prime Minister Mr. Li Keqiang announced that China will grant
Japan 200 billion yuan (US $31.3 billion) of investment quota for the Renminbi
Qualified Foreign Institutional Investors programme. Numerous cooperation agree-
ments were signed across a wide range of fields covering investment, social security,
and cultural exchange [2]. During Abe’s visit in Beijing in October 2018, a 3-year
currency swap agreement of up to 3.4 trillion yen (US$30.4 billion) was signed.
According to the Bank of Japan, the deal was designed to enhance the financial stability
of the two countries. China and Japan also pledged to increase their cooperation in the
area of innovation and infrastructure development in developing countries [23].

Unlike the progress in political relations, the Sino-Japanese economic ties have been
fading. The statistics from the Japan External Trade Organization (JETRO) showed that
Japan’s investment in China gradually declined from its peak of US$13.5 billion in 2012
to US$10.8 billion in 2018. China’s official statistics indicated that foreign direct invest-
ment (FDI) from Japan decreased from nearly US$20 billion in 2013 to US$9.8 billion in
2018. Japan was once the most important foreign investor in China, accounting for 8% of
China’s total FDI in 1995. The ratio declined to 3% in 2018 [10]. Sino-Japanese total trade
also decreased from US$345 billion in 2011 to US$270 billion in 2016 and increased
slightly to US$317 billion in 2018. As most Japanese people went to China for business,
the shrinkage in bilateral commercial exchanges resulted in the falling number of Japanese
visitors to China from 3.7 million in 2011 to 2.7 million in 2018 [10].

The improvement in political rapport and more distant economic relations have
challenged the traditional metaphor—"“hot in economics and cold in politics” in
describing China-Japan relations. Instead, the recent development showed that China-
Japan relations have been moving toward “cold in economics and warm in politics”.
How can we explain such transformation in China-Japan relations? How the bilateral
political and economic complexities have influenced each other in China-Japan rela-
tions over the last few decades? Will the warmer political relations help to improve their
economic ties? Will the loose economic ties constrain the development of their political
relations in the future?
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Beyond the US-China reconciliation in the 1970s, the visible economic benefits
were another incentive for realizing China-Japan diplomatic normalization. However,
the ever-increasing economic interdependence over the last 40 years has not prevented
a number of political disagreements from repeatedly affecting Sino-Japanese relations.
This shows the limited effect of economic ties on repairing political discrepancy. On the
contrary, the political conflict seems to have impacted on the economic relations more
obviously. Due to the widespread call to boycott Japanese goods after territorial
disputes in 2012, the sales of many Japanese-branded products in China, notably cars
and electronic goods, were impacted [48, 55]. The economic effect from long-term
political antagonism goes beyond the short-term market reactions. This explains the
slowdown of Japanese investment in and trade with China in recent years. In short, the
close economic connections were based on the strong political commitment to maintain
a good relationship. With the changing geopolitical environment, the bilateral political
ties are weakening. The Sino-Japanese economic relations have been gradually waning
as a result.

The China-Japanese relations are worth studying as they are the two largest econ-
omies in Asia. The GDP of the two countries combined is 65% of region’s total GDP
[25]." As such, the development of Sino-Japanese relations is critical to the regional
economic stability. The amicable relations between China and Japan would enhance the
regional economic cooperation. On the other hand, the impact on the whole region
would be influential if the political tension turned out to be economic chaos. Although
both sides have restrained from furthering tensions so far, the sources of conflict, such
as historical issues and territorial disputes, have remained. In addition, with China’s
economic rise and the strengthening military might, East Asia’s political economic
structure that relied on Japan’s advanced industrial inputs and the US for national
defense may be changed. Hence, the changing China-Japan relations not only have
profound implications for the region but also for the global power structure. The study
on the development of China-Japan relations provides an important empirical case in
advancing international relations theory.

This paper attempts to offer a comprehensive understanding about the political
factors in the development of Sino-Japanese economic relations. The timeframe is set
from the establishment of bilateral diplomatic relations in 1972 to the present. The
economic relations discussed in this article include Japan’s investment in China,
bilateral trade, and tourism exchange. The arguments presented in this paper are
organized as follows: first, China-Japan economic relations were based on the strong
political ties established in the 1970s. Several official agreements were signed to
promote bilateral economic relations. Without the political leaders’ initiatives, Sino-
Japanese economic relations would not be smoothly connected. Second, the bilateral
political relations have experienced dramatic changes since the collapse of the USSR
and the rise of China. Other reasons such as the countries’ leaders’ different political
perceptions, China’s greater economic power, and growing nationalism in both China
and Japan also contributed to rising political antagonism. The increasing tense relations
resulted in the slowdown of bilateral economic relations years later. In the third section,
the impact from the escalating political tension on Japanese firms’ investment in China

' The region includes 10 countries in Association of Southeast Asian Nations (ASEAN), Taiwan, South
Korea, Japan, China, India, Australia and New Zealand.
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is examined. Fourth, as a result of Japan’s FDI dip, Sino-Japanese trade exchange has
slowed down. With China’s economic advancement, the goods traded between the two
countries have also evolved. Fifth, Japanese visitors to China have declined as a result
of slowdown in Japanese FDI in China and bilateral trade. On the contrary, China’s
huge population and booming economy have made it become an important source of
inbound tourism for Japan. Unlike Japan’s business-driven outbound tourism, China’s
outbound tourism has been used as a tool in China’s foreign policy to sanction against
the recipient’s economy [3]. As such, Japan’s reliance on China as a main source of its
inbound tourism posed a challenge to its tourism industry’s development in the long
term. Sixth, the US role in China-Japan relations is assessed. Good political relations
are supposed to bring the two countries closer economically. Nonetheless, the duration
of friendly political relations is uncertain due to the uncertain geopolitical environment,
notably the power struggle between the US and China. Finally, the paper concludes
with major arguments raised in previous sections and prospects of China-Japan rela-
tions in the future.

Geopolitical Significance in China-Japan Economic Relations:
an Overview

A brief overview of Sino-Japanese relations demonstrates the geopolitical essence in
the bilateral economic rapport after World War I (WWII). First, the Sino-US political
conflict after the war prevented Japan from setting up economic exchanges with China.
Japanese leaders in the 1940s and 1950s considered its economic revival depended on
its exclusive access to Chinese resources and to the Chinese market [61]. Since China
had been Japan’s main commercial partner before the end of the WWIIL, it was
understandable that Japan would like to reconstruct its damaged domestic economy
by making economic contact again with China after the war, especially when the
availability of supplies from pre-war colonies in Korea and Taiwan was limited. The
Communist leaders in China also favored trade with Japan as a way to gain foreign
exchange reserves and advanced technology as well as to reduce full dependence on the
Soviet Union. Nevertheless, the intention to re-establish economic linkage between the
two countries after the war was severed by the US. The Americans were concerned that
Japanese political ties with the US would be negatively affected if Japan did not depend
entirely on non-communist countries for trade. The US was also worried that the
resumption of Sino-Japanese trade after the war would strengthen the military might
of Communist China and even that of the Union of Soviet Socialist Republics (USSR)
[42]. Even though Japan was reluctant to cut its contact with its former Chinese
commercial partner, it could only accept it to bring to an end of the American
occupation and to have a rapid access to the American market [44]. When Communist
Party of China (CPC) criticized Japan more and more and the Sino-Soviet Treaty of
friendship in 1950 was largely aimed against Japan, the Japanese leaders could only
admit that its security and future development were guaranteed by the intimate alliance
of the dominant American power in the region.

Second, the China-US rapprochement since the 1960s created an opportunity for
Japan to re-establish its economic relations with China. Due to the unpopular war in
Vietnam, the international environment that favored recognizing the People’s Republic
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of China (PRC) and the need to deter the Soviet Union’s power expansion, the
deterrence of CPC did no longer match with new American interests. The China-
Soviet split and the Chinese longing for Western capital goods, technologies, and
economic development offered the US an opportunity to realize this diplomatic strat-
egy. Other than the changes in the geopolitical situation, Japan saw trade as contribut-
ing to China’s economic development and preventing a possible social and political
collapse within the country. Supporting China’s integration into the global community
could also help to mitigate the popular nationalist hostility against Japan [61]. More-
over, Japan considered that close commercial ties with China would help the latter to
transform into a cooperative partner [17]. From China’s perspective, economic ex-
change with Japan would benefit its own economic development, thus helping to
stabilize the country under the CPC’s rule [61]. After the establishment of diplomatic
relations in 1972, a series of policy measures were enacted to strengthen bilateral
economic ties, including resuming bilateral trade, encouraging Japan’s investment, and
launching Japan’s financial aid to China.

The strengthening bilateral economic relations were interrupted by the Tiananmen
Incident in June 1989. Unlike most of the Western countries, Japan’s sanctions against
China did not last long. The business travel bans to China imposed in June 1989 ended
in September of the same year. Financial loans to China resumed in November 1990.
Japanese officials considered China too large to ignore. Besides, Japan was concerned
that economic sanctions would strengthen China’s hardliners and slow down necessary
reforms. Eventually, China’s political instability and economic stagnation would jeop-
ardize the region’s economic prosperity and peace [60, 63].

Despite the disputes from time to time over the historical and territorial issues, the
leaders from both countries still tended to remain their political relations firm. For
example, during Chinese President Jiang Zemin’s visit to Japan in 1998, both sides
signed the ‘Japan-China Joint Declaration on Building a Partnership of Friendship and
Cooperation for Peace and Development’. This is the third important document
between the two countries, following the 1972 Joint Communiqué and the 1978 Treaty
of Peace and Friendship. Mr. Shinzo Abe, in his first term as Japan’s Prime Minister,
made a fence-mending trip to Beijing in 2006. The Sino-Japanese Summit in 2006
confirmed the joint effort to build ‘a mutually beneficial relationship based on common
strategic interests. In late 2008, Japan’s Prime Minister Tard Aso singled his intention to
continue improving ties with China. Overall, Japan’s response to China’s rise remained
a strategy of engagement [22, 40]. Meanwhile, China was aware of the impact of its
emergence on the stability of regional political economy. Chinese leaders appreciated
the importance of not being the dominant power in the world [46].7 In the early 2000s,
China still restrained itself from taking any further aggressive action so as to coincide
with its ‘peaceful rise’ policy in order to counterbalance the ‘China threat theory’.

After the mid-2000s, the Sino-Japan relations have been affected not only by the
changing geopolitical situation but also Sino-Japanese competition for regional leader-
ship. On one hand, US strategy has changed from countering the threat posed by the
Soviet Union to responding to China’s uncertain development. On the other hand, the

2 The Chinese leadership followed the 24-character strategy, articulated by Deng Xiaoping. The direct
translation for the 24-strategy is: observe calmly, secure our position, cope with affairs calmly, hide our
capabilities and bide our time, be good at maintaining a low profile, and never claim leadership.
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growing disputes between China and Japan showed that Japan’s strategy to transform
China into a cooperative partner through economic means did not work. Japan has been
struggling with its engagement policy towards China.

Explaining the Rising Political Antagonism Between China and Japan
After the mid-2000s

The Sino-Japan political inconsistency became a more serious issue after the mid-
2000s. An anti-Japanese riot broke out in 2005 in many cities in China due to
Japanese Prime Minister Junichiro Koizumi’s visit to the Yasukuni Shrine, the
Japanese government’s approval of a revisionist textbook, and Japan’s application
for permanent membership in the United Nations Security Council. In 2010, Sino-
Japanese relations were stressed again when the Japanese Coast Guard arrested a
Chinese captain after a Japanese boat collided with a Chinese trawler. In 2012, the
Japanese government’s purchase of the disputed Senkaku (Diaoyu) islands from
the Kurihara family further irritated China. In May 2013, Japan refused to
recognize China’s declared Air Defence Identification Zone which covers the
Japan-administered Senkaku islands. The political dispute has extended to the
military front. In 2014, Chinese and Japanese military aircraft encounters in the
disputed airspace over the East China Sea heightened tensions. In September
2015, Abe successfully pushed through security laws that would allow Japan’s
troops to participate in overseas combat missions. Its military spending in 2016
was aimed at countering Chinese military power expansion in the East China Sea
and North Korea’s missile threat [51]. At the same time, China also regarded
Japan as a threat that needed Chinese military reaction. China’s 2015 defense
white paper stated that the US’ ‘rebalancing policy’ in the Asia-Pacific region,
Japan’s changes in military policy, territorial disputes, the Taiwan issue, and
terrorism are major concerns of the Chinese People’s Liberation Army [5, 39].

The growing tension between the two countries can be attributed to a
number of reasons. The first reason came from the changes in the geopolitical
environment. With the collapse of the Soviet Union in the 1990s, there was no
longer a need for China and Japan to stand united against a common enemy or
to submerge their differences [1]. The US’ increasing awareness of China’s
emergence also affected the Sino-Japanese relations. The US has played an
important role in Japan’s external relations since WWIL. The bilateral security
agreement since 1952 has allowed the US to establish its military presence in
Japan’s territory. In 1960, the revised US-Japan agreement granted the US the
right to establish bases on the archipelago in exchange for a commitment to
defend Japan in the event of an attack [35]. In 1997, the new US-Japan
Defence Guidelines allowed Japan’s military operations from its home islands
to ‘surrounding areas’. In 2005, the US and Japan explicitly identified the
stability of the Taiwan Strait and the Korean Peninsula as common priorities
for the first time and called on China to be more transparent regarding its
military modernization [11]. While China perceived Japan’s strengthening of its
alliance with the US as limiting to its rise, the Japanese felt increasing
diplomatic and military pressure from China.
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Second, the leaders’ different perceptions about each other affected bilateral
relations as well. Mao Zedong (1954—1959), China’s founding father and the first
chairman of the PRC, believed the CPC was able to come to power because of
Japanese aggression against Nationalist China. Zhou Enlai, China’s premier
(1949-1976), studied in Japan and intended to improve relations with the
country. Deng Xiaoping made Japan the model for China’s development after
seeing Japan’s modernity on his visit to the country in 1978. Hu Yaobang also
enjoyed a strong relationship of trust with Japan’s Prime Minister Nakasone
Yasuhiro (1982—1987). Unlike his predecessors, Jiang Zemin (1993-2003), who
held personal bad memories about pre-war Japan, made a series of harsh remarks
about historical issues [32]. Similarly, different Japanese leaders had dissimilar
views towards China. Japan’s Prime Minister Hayato Ikeda (1960—1964) had
softened the Nubusuke Kishi government’s (1957-1960) hard-line policy towards
China as he considered Japan’s overseas economic expansion a priority [63].
Prime Minister Sato Eisaku’s (1964—1972) strong anti-China stance was a damp-
ener to Sino-Japanese trade relations [9]. The rise of pro-China Prime Minister
Tanaka Kakuei (1972-1974) contributed to the normalization of China-Japan
relations in 1972. Bilateral ties went worse when Prime Minister Koizumi
Junichiro (2001-2006) insisted on an annual visit to the Yasukuni Shrine [34].

Third, China’s growing economic strength has posed challenges to Japan’s
influence in the region. In 1986, Japan’s GDP was 7-8 times larger than
China’s. In 2010, China’s GDP overtook Japan’s, making it the second largest
economy in the world, after the US. While the Chinese economy surged,
Japan’s economy progressed haltingly. In 2018, Japan’s GDP was only 34%
of China’s GDP (Fig. 1). Although Japan remains the leading high technology
provider of other regional economies, China’s move up towards high-end
manufacturing might have squeezed Japan’s other middle- to low-technology
exports. In addition, China’s economic development has been accompanied with
its decreasing economic dependence on Japan. The country’s strong reliance on
Japan’s technology, investment, and financial aid in the past might have
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Fig. 1 Comparison of Japan’s GDP and China’s GDP 1987-2018. Source: International Monetary Fund (2016)
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allowed it to leave political issues aside. However, with China’s economic
advancement, Japan has less leverage over China.

Fourth, growing nationalism contributed to their distrust and rivalry [20].
During the post-Cold War era, Chinese President Jiang Zemin emphasized a
new kind of patriotism in which Japan’s role was that of a cruel oppressor [61].
To legitimatize CPC’s rule, the Chinese government put a new dimension of
claims to the role of CPC as the upholder of China’s dignity. Unlike China’s
nationalism, which is a product of and a response to the national humiliation
during its history, Japan’s nationalism towards China is a brand of anxiety-
stricken nationalism that seeks to keep a sense of national superiority [62].
Lack of trust contributed to deteriorating relations at both the elite and popular
level [43]. As bilateral frictions have grown over political and security issues,
the national image that each country has of the other has worsened. A China-
Japan joint survey in 2016 showed that 92% of Japanese and 77% of Chinese
have “unfavorable impressions” of the other. Territorial issues and China’s
hegemonic actions are reasons behind Japan’s unfavorable impression of China.
For the Chinese, it was the territorial disputes and Japan’s attempt to besiege
China, as well as the lack of a proper apology over the military invasion that
triggered their negative views towards Japan [57].

Japan'’s Business Response: Investment Shift Away from China

Beyond the government’s policy initiatives, China’s low wages, geographic proximity,
and the yen’s appreciation were encouraging factors for Japanese manufacturers’
relocation of labor-intensive production to China [63]. China’s greater economic
liberalization following its entry to the World Trade Organization (WTO) in 2001
promoted a surge in Japanese investment. Total invested amounts increased signifi-
cantly from US$0.9 billion in 2000 to US$6.6 billion in 2005 and US$12.6 billion in
2011 (Fig. 2). Between 2002 and 2011, 60% to 84% of Japan’s FDI in China was in

s Japan's investment in China
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Fig. 2 Japan’s investment in China 1998-2018. Source: JETRO 2018
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manufacturing sectors, according to China’s official statistics [36, 37]. Nonetheless,
Japan’s FDI in China decreased to US$9.1 billion in 2013 from its peak of US$13.5
billion in 2012. During 2014 and 2018 period, Japan’s FDI to China was waving
between US$10 billion and US11 billion annually (Fig. 2).

Japan’s FDI in China is unlikely to have significant growth. JETRO’s survey at the
end of 2017 showed that 48% of Japanese firms indicated their willingness to expand
their business in China in the next 1-2 years, declining from 67% in 2011. The
declining business sales in China is the main reason for the diminishing investment
willingness cited in the same survey. Meanwhile, 44% of firms would keep the same
business operations in China, increasing from 29% in 2011. The willingness for
business expansion differs across sectors. There is a higher percentage of firms in
business services indicating their future business expansion plans in China (67%). In
comparison, the ratios for export-oriented manufacturing sectors are relatively low
(53%) [28]. This shows Japanese firms’ response to the more consumption-based
economic structure in China, instead of relying on China as an export platform.

Although JETRO’s survey did not reveal any political factors, the worsening
political relations should have played a significant role in explaining Japan’s decreasing
investment in China. First, unlike the robust growth from 2000 to 2005, Japan’s
annually invested amounts in China remained stagnant between 2005 and 2010,
fluctuating between US$6.6 billion and US$7.3 billion during this period. The slow
development of Japanese FDI in China came after a series of anti-Japanese demonstra-
tions in 2005. China’s share in Japan’s total FDI in Asia declined gradually from 79%
in 2003 to 41% in 2005 and 28% in 2008. China’s share in Japan’s worldwide FDI also
declined from 19% in 2004 to 5% in 2008 (Fig. 2). China’s smaller share showed
Japan’s investment shift to other countries.

Japan’s investment in China rose in 2011 and 2012. The growth was related to
Japan’s FDI rebound worldwide. Apart from the yen’s appreciation, Japan’s earthquake
and tsunami in March 2011 highlighted the need to relocate some factories overseas to
minimize the risk of natural disasters. Despite the greater investment amounts in China,
its share in Asia and in the world did not have significant changes during these 2 years.

After large-scale anti-Japanese demonstrations across different Chinese cities in
2012, Japan’s FDI in China dropped sharply by 32% in 2013 to US$9.1 billion. Japan’s
slow development of its investment in China indicates that until 2018, Japan’s FDI in
China has not yet recovered from the sharp decline following the anti-Japanese
demonstrations in 2012. During the same period, Japan’s total FDI in the world
increased from US$135 billion in 2013 to nearly US$ 169 billion in 2018. With a
relatively stagnant growth of investment in China, China’s share in Japan’s worldwide
FDI fell from 13% in 2010 to between 5 and 8% during 2013 and 2018 period.
Similarly, China’s share in Japan’s FDI in Asia also declined to 25% in 2018, from
40% in 2012 (Fig. 2).

Japan’s investment has been shifting to other parts of Asia, notably the developing
countries in Southeast Asia. Since 2013, Japan’s investment in nine countries from the
Association of Southeast Asian Nations (ASEAN-9), including Vietnam, Malaysia,
Brunei, Thailand, the Philippines, Indonesia, Laos, Myanmar, and Cambodia, has

* China’s share in Japan’s total FDI in Asia jumped to 79% in 2016. The surge was attributed to the sudden
decline of Japan’s net investment outflow to Singapore so that China’s share has robust growth.
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surpassed its investment in China. During the 2011-2018 period, Japan’s total invest-
ment in China was US$ 87.5 billion, smaller than its investment in ASEAN-9
(US$144.5 billion) [29]. This is different from two decades ago when ASEAN
countries were concerned about the FDI shifting away from ASEAN to China [12, 16].
Political factors can also be observed by comparing Japan’s FDI to other countries’
in China. China’s official figures showed that from 2013 to 2018, Japan’s FDI in China
declined by nearly 60%, the sharpest decline compared to other important investors in
China, such as Taiwan (declined by 13.6%), Singapore (declined by 27.5%), South
Korea (increased by 6.2%), the US (declined by 15.5%), and Germany (declined by
18.3%) [10]. Economic factors such as China’s wage hike and its economic slowdown
have resulted in the decreasing inward FDI to China in recent years. The relatively
sharp decline of Japanese investment in China implies that economic factors alone
cannot explain it. The unsettled political disputes and two large anti-Japanese demon-
strations have had significant impact on Japanese firms doing business in China.

Changing Dynamics of the Sino-Japanese Trade Linkage

After normalization of China-Japan diplomatic relations, several official agreements on
trade, civil aviation, maritime transport, and fisheries were signed to regulate bilateral
economic relations. The most noticeable is the Long-Term Trade Agreement (LTTA)
signed in 1978 which was expected to meet the two countries’ interests in trade [26,
63]. With China’s greater economic opening up, the importance of LTTA in bilateral
trade was substantially diminished. The market force based on the two countries’
comparative advantage became the main driver behind the quick growth of bilateral
trade since the 1990s.

Since the early 1990s, the development of Sino-Japanese trade relations has been
largely driven by the Japanese firms invested in China. The China-based Japanese firms
exported consumption goods to Japan after manufacturing in China [21, 63]. At the
same time, they purchased capital goods and key components from Japan, which
constituted a significant part of China’s imports from Japan. Owing to Japan’s greater
import from than export to China, Japan has run a constant trade deficit with China
since 1988 according to Japanese official figures. The deficit grew quickly from
US$0.3 billion in 1988 to its peak of US$51 billion in 2013 and slowed down to
US$30 billion in 2018. Japan’s trade deficit with China would become smaller if
Japan’s exports to Hong Kong were included.

As shown in Fig. 3, unlike the quick growth of bilateral trade during 1998 and 2008
period, both Japan’s exports to and imports from China showed sluggishness since
2012. Several reasons explain the weakening trade linkage between the two countries.
First, as most of Sino-Japan trade has been driven by Japan’s FDI in China, Japan’s
decreasing investment in China has resulted in the slow development of bilateral trade.
Although the trade figures showed a clear growth in 2010 and 2011 after the dip during
the global financial crisis, it has dropped gradually since 2012.

Beyond Japan’s declining investment in China, the higher ratio of local procurement
made by China-based Japanese firms is another reason for the fewer imports from
Japan. According to JETRO’s survey in 2016, 68% of Japanese companies in China
procured raw material and industrial parts in China, against 58% in the previous year
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Fig. 3 Japan’s trade relations with China 1998-2018. Source: CEIC 2018

and 43% in 2001 [7, 27]. The same survey showed that due to the lower cost, local
Chinese companies are the largest source of procurement for Japanese firms in China,
accounting for 59% of total responses, followed by 35% from Japanese affiliates and
6% from other foreign affiliates in China. Evidently, Japanese firms have established
manufacturing alliances with local Chinese firms. Japan’s trade deficit with China is
less likely to be reversed as over 80% of Japanese firms in the survey responded that
they will continue to procure local material for production in the future, the highest
ratio compared to Japanese firms in other East Asian countries.

Third, Japan’s FDI statistics showed a declining trend of manufacturing investment
and growing importance of services in China over the last decade. The more China
market-oriented investment in services (which does not require lots of manufacturing
imports from and exports to Japan) could be another factor for the more distant Sino-
Japanese merchandise trade relations in recent years. Japan’s FDI in China’s services
has increased from 23% of its total FDI in 2006 to 39% in 2016. During the same
period, the share of manufacturing investment declined from 78 to 60%. Among the
service sectors, the investment in wholesale and retail has the most noticeable growth
(from 12 to 24%) [6].

Finally, China’s industrial upgrading also contributed to Japan’s declining exports to
China. China’s industrial catch-up is reflected in the bilateral trade structure. In the
1980s, Japan exported mainly capital goods (e.g., machinery and electrical machinery)
and metals to China in exchange for raw material and mineral fuels. In the 1990s and
early 2000s, while Japan continued to export capital goods to China, the labor-intensive
manufactured products (e.g., textiles) replaced raw material and energy as one of
Japan’s main import items from China. The shares of manufactured goods in Japan’s
total imports from China had clearly declined from 35% in 1995 to 12% in 2015.
Conversely, Japan’s import of machinery and electrical machinery from China in-
creased from 14% in 1995 to 45% in 2015 (Table 1). Although machinery and electrical
machinery still constituted the largest portion of Japan’s exports to China, the country
has imported even more of the similar products from China. This has resulted in Japan’s
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Table 1 Japan’s main import and export items with China 1980-2015. As % of Japan’s total imports from and

exports to China

1980 1985 1990 1995 2000 2005 2010 2015

Japan’s main import items from China

Textile (1995-2005)/manufactured goods 12 15 27 35 30 17 15 12

(2010 and 2017)

Machinery and electrical machinery 0 0 4 14 26 36 43 45

Foodstuffs 11 14 16 13 11 7 5 5

Raw material and mineral fuel 67 59 33 10 7 5 2 2

Others 10 12 20 28 26 35 35 36
Japan’s main export items to China

Machinery and electrical machinery 34 38 42 50 47 47 45 43

Metals 33 28 31 26 23 16 15 13

Chemicals 11 6 12 9 13 13 13 15

Transport equipment 8 17 2 4 4 5 10 9

Precision instruments 0 0 2 2 4 5 4 3

10thers 14 11 11 9 9 14 13 17

Source: Japan Statistical Yearbook, 1981, 1986, 1991, 1997, 2002, 2007, 2012, and 2016, Statistics bureau,
Ministry of Internal Affairs and Communications, Japan [38]

trade deficit in machinery and electrical machinery with China, unlike the trade surplus
on these items in 1995.

Reversal in the Trend of Bilateral Tourism Exchanges

Rising economic ties have promoted people-to-people exchanges, especially the grow-
ing number of Japanese businessmen to China. From the 1980s to the 1990s, the
number of Japanese visitors to China made obvious progress. As shown in Fig. 4,
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Japanese visitors declined during the Severe Acute Respiratory Syndrome (SARS)
outbreak in 2003 and the global financial crisis during 2008-2009. The number of
visitors rebounded in the following years after SARS and the financial crisis. However,
after the anti-Japanese demonstrations in 2012, the numbers have clearly dropped from
3.5 million in 2012 to 2.9 million in 2013 and 2.7 million in 2017.

Japanese businessmen constituted the largest part of Japanese visitors to China.
Hence, the decreasing Japanese investment in China caused the falling number of
Japanese visitors to the country. According to China’s official statistics in 2015, over a
third of Japanese visitors went to China for business purposes. Only 16.4% went to
China for leisure activities. Guangdong is the most visited place for Japanese visitors in
China (19.9%), followed by Shanghai (16.4%) and Jiangsu (8.3%) [41]. The geograph-
ic distribution of Japanese visitors corresponded to Japan’s main investment destina-
tions. Between 2001 and 2012, 54% of Japanese investment in China was in Guang-
dong, Shanghai, and Jiangsu [36, 37]. Beyond political reasons, the declining number
of Japanese visitors to China is also a result of Japan’s weak economy. More than two
decades of economic stagnation have dampened their travels abroad. The weaker
Japanese yen is another factor. While it is a booster for foreigners’ consumption in
Japan, it made foreign goods more expensive for Japanese visitors abroad.

The growth of Chinese visitors to Japan was slow due to the bar to outbound tourism
for private purposes. Japan also imposed restrictions on Chinese travellers going to
Japan out of fear of illegal immigration [59]. Chinese government started to deregulate
rules for Chinese citizens travelling to overseas countries since the mid-1990s. Resi-
dents in Beijing, Shanghai, and Guangzhou have been allowed to travel to Japan since
2000, followed by residents in Liaoning, Tianjin, Shandong, and Jiangsu since 2004.
Since 2006, all Chinese citizens have been permitted to visit Japan. To respond to the
increasing demands for Chinese, Japan has relaxed requirements for visas [49, 50].

Several political incidents caused declining numbers in Chinese visitors to Japan. In
2010, after the Japanese Coast Guard arrested a Chinese captain, China requested local
travel agencies to halt Japan tourism advertisements [47]. Subsequently, Chinese
visitors to Japan dropped from 1.41 million in 2010 to 1.04 million in 2011. After
the quarrels over the Japanese government’s purchase of five islands in the disputed
Senkaku islands in 2012, Chinese visitors to Japan dropped again from 1.43 million in
2012 to 1.31 million in 2013. Improving relations is evidenced by the growing Chinese
visitors to Japan, from 2.41 million in 2014, to nearly five million in 2015 and nearly
7.4 million in 2017. China is now Japan’s largest source of inbound tourism and the
most important contributor to Japan’s inbound tourism receipts.

Japan is actively promoting its inbound tourism in recent years. As part of
“Abenomics” policy, Prime Minister Shinzo Abe in 2014 set a goal of doubling the
annual number of foreign tourists to 20 million in 2020. Following the quick growth of
foreign visitors, the government in 2016 upped its target to 40 million visitors in 2020
and 60 million in 2030 [52]. China is likely to remain dominant in Japan’s inbound
tourist profile. Although China’s economy has slowed down with an annual growth rate
of below 8% since 2012, its outbound tourism had continued to register double-digit
growth from 2012 to 2015 [4]. The relatively small portion of outbound tourists in its
total population suggests China’s great potential of contributing to Japan’s inbound
tourism. Therefore, smooth relations with China remains vital for Japan to maintain a
steady growth of inbound tourists in the future. Furthermore, the greater inbound
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tourism expenditure could boost Japan’s economic growth and become an important
political advantage for Abe. Nonetheless, relying on Chinese tourists could leave
Japan’s tourism industry vulnerable to China’s economic shocks and political uncer-
tainties. The neighboring countries’ experiences provided lessons for Japan. In 2017,
South Korea’s decision to deploy a US missile defines system angered China, the
country’s biggest trading partner, resulting in a sharp drop in Chinese tourists in Korea
in 2017. The Chinese tourists in Taiwan, flourishing when KMT was in power, have
declined sharply after Democratic Progressive Party (DPP) took power in Taiwan in
2016.

Sino-Japanese Economic Relations in the New Context of Global
Political Economy

Despite improving diplomatic relations in recent years, the prospect of Sino-Japanese
political rapport is still unpredictable. An important reason is geopolitical uncertainties,
which are attributable to the dramatic US policy changes after President Donald Trump
took office. On the third day of his presidency in 2017, Trump signed an executive
order withdrawing the US from the Trans-Pacific Partnership (TPP), which he consid-
ered a bad deal for the US economy. In fact, the US joining TPP was a more strategic
consideration rather than economic substance. TPP represented the economic dimen-
sion of the US’ ‘pivot to Asia’ policy announced by the Obama administration in Fall
2011. Together with military and diplomatic dimensions, the US aimed to maintain its
dominance in the region amidst China’s power emergence. While China was actively
involved in economic regionalization, TPP was an important offset to prevent China
writing trade rules to its own advantage [58].

After the US withdrawal from TPP, Japan’s strategy to balance China through US-
dominated multilateral economic cooperation was no longer workable. Japan was wary
of China’s ambitions in shaping the regional FTA framework through the Regional
Comprehensive Economic Partnership (RCEP) [19]. The strategic and economic con-
siderations motivated Japan to lead the development of TPP. In March 2018, the
remaining 11 TPP countries signed the Comprehensive and Progressive Agreement
for Trans-Pacific Partnership (CPTPP). On one hand, Japan can use the CPTPP to
leverage the US request for trade liberalization. On the other hand, Japan can lead
CPTPP to counterbalance China’s growing dominance in the institutionalized econom-
ic integration [31]. On December 30, 2018, the CPTPP entered into force.

Aside from changes in institutionalized economic relations between the US and
Asia, the market-driven economic linkages are about to be altered. President Trump
blamed many of the US allies as the sources of America’s growing trade deficit and
pledged to amend the unfair trade for the US. Indeed, the US trade deficit is a result of
its economic policy after WWII that aimed to consolidate its relations with its allies
though economic means. Through large investment in overseas countries and the
opening up of its market for foreign imports, the US has successfully made Asian
countries rely on it for export-oriented economic development since WWIIL. The
economic reliance allowed America to acquire strategic partners and consolidate its
dominance in the region against the Communist regime’s expansion. These security
and economic relationships between the US and Asia have grown into a complex
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system of interdependencies [24]. Although many Asian countries today continue to
rely on the US for export-oriented economic growth, America has seemingly lost its
capability to manage the impact of globalization on its domestic economy. To revitalize
the US economy, President Trump seeks to increase its exports and encourage more
inward investments. If his policy works, it would significantly impact the economic
order (Asia produces and America consumes) developed over the past few decades.

To reduce the US trade deficit, the Trump administration has revised FTAs with South
Korea (KORUS) and Canada and Mexico (North American Free Trade Agreement,
NAFTA) in 2018. Trade negotiations with Japan and the European Union (EU) are
underway. With China, the US has imposed additional tariffs on Chinese products worth
US$250 billion since November 2018. In response, China has retaliated with tariffs on US
products totalling US$110 billion [54]. The US announced that new tariffs against all
remaining Chinese imports (US$257 billion) would be implemented if bilateral trade talks
failed. The growing trade dispute between the US and China could weigh down on Japan’s
export prospects. Japan has been an important key component supplier for Chinese,
Taiwanese, and Korean manufacturers in China. Thus, US trade retaliation against Chinese
exports would indirectly affect Japanese exports to China. Several Japanese manufacturers
announced they would shift their production site from China to Japan or other Southeast
Asian countries in order to avoid the potential impact from the Sino-US trade war.

In the face of Trump’s trade protectionism, China and Japan responded by tightening
up their economic relations. Unlike the negative views towards China-backed Asian
Infrastructure Investment Bank (AIIB) previously [14],* Abe announced that he would
be open to joining AIIB in May 2017. In June, he further announced that “Japan is
ready to extend cooperation” with China’s Belt and Road Initiatives (BRI). Japan might
want to maintain its influence in the region through working with other developed
countries in AIIB. Given Japan’s strong desire for infrastructure export, Japan’s
participation in the AIIB is understandable [30]. Up to July 2019, AIIl has reached
100 members. Japan simply cannot ignore this multilateral organisation.

Beyond the cooperation in regional infrastructure development, both China and Japan are
involved in regional economic cooperation such as RCEP and China-Japan-South Korea
FTA (CJK FTA), which excludes the US. RCEP is an FTA between the ten member states of
ASEAN, Australia, New Zealand, China, South Korea, Japan, and India. It is composed of
nearly one third of the global GDP and almost half of the total world population. The CJK
FTA, once established, will be the third largest free trade area in the world in terms of GDP,
behind NAFTA and the EU. The CJK FTA will be especially noteworthy in Asia as the three
countries account for 75% of the GDP in the region. On the whole, a unified regional market
with liberalization in trade and investment is expected to make up for the impact of a
slowdown in the American and European markets.

To counterbalance China’s expanding power, President Trump proposed the ‘Free
and Open Indo-Pacific Strategy’ (FOIPS) to replace TPP’s strategic importance in the
region. Similar to TPP, the FOIPS purports to counterbalance China’s political, eco-
nomic, and military challenges. The covered areas in FOIPS stretch from the western
shores of the US to the west coast of India. The US, Japan, Australia, and India are core

* Since 2014, Japan and the US has persistently opted out of the AIIB or refused to endorse the Belt and Road
Initiative (BRI). Japan viewed these initiatives as a challenge to ADB’s leadership in regional infrastructure
development and to other US-led international organisations in the global economy.
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countries in the strategy. Although Japan embraces Trump’s FOIPS, it has a different
version for FOIPS. Japan’s FOIPS seeks to promote the rule of law at sea and build
high-quality infrastructure in locations across the Indian and Pacific Ocean. Unlike the
US’ use of FOIPS to counterbalance China, Japan’s version would welcome all
countries, including China, to join in [55].

Despite the active involvement in RECP and CJK FTA, the depth of Sino-Japanese
cooperation in regional economic integration may have its limit. The divided geopolitical
interests between China and the US may restrain any further cooperation between China and
Japan. Japan still relies on the US-Japan security alliance for its national security. Japan’s
defense budget in 2018 increased by 2.7% with an aim to counterbalance China’s military
expansion [10]. Its 2018 long-term defense guidelines express ‘strong concern’ over an
‘uncertain regional security” situation posed by China’s military expansion [45]. China may
want to approach Japan amidst its political tension with the US. However, Japan’s distrust
towards China still exists. The Sino-Japan economic relations can hardly be improved
without a stable and strong political foundation.

Conclusion

This paper attempts to contribute to the understanding of political factors in the development
of Sino-Japan economic relations over the last four decades. The changing geopolitical
environment in the 1960s and 1970s was the main pushing factor for the development of
Sino-Japanese economic connections. The Sino-Japanese political relations went smoothly
after the establishment of diplomatic relations in 1972. The relatively strong political relations
benefitted the progressive development of bilateral economic exchanges in the subsequent
years. Bilateral trade, Japan’s investment, and financial aid to China were the three tools in re-
connecting the two economies. With China’s greater economic opening up, market forces
have replaced the governments’ agreements in promoting bilateral economic ties.

Following China’s economic development, Japan’s FDI in China has transformed
from export-oriented to domestic market-oriented. While Japan continued to supply
capital goods and key components to China, China’s exports to Japan have evolved,
from energy resources in the 1980s to light manufactured goods (e.g., textiles) in the
1990s and to heavy industrial goods (e.g., machinery and electrical machinery) after the
2000s. Close economic relations with Japan has been important for China’s industrial
catching-up and its transition from a low- to a middle-income country. For Japan, after
the bursting of the asset-price bubble in the early 1990s, Japan’s economic engagement
with China has been important for energising its stagnant economic growth.

Since the 2000s, bilateral political relations have become increasingly conflicted. Changes
in the global geopolitical environment (e.g., the fall of the USSR and growing Sino-US
political discrepancy), the Chinese leaders’ anti-Japan sentiment, China’s growing economic
power, and the clash of nationalism between China and Japan are factors behind the mounting
political antagonism between the two countries. The impact on China-Japan economic
relations from the persistent political clash is summarized as follows. First, the increasingly
intensified political inconsistency has led to the sharp decline of Japan’s FDI in the country.
China’s wage hike and economic transformation towards a more consumption-based econ-
omy are also factors for the decreasing FDI to China in recent years. Japan’s relatively large
investment drop compared to other major investors in China showed that political factors
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could have played a more important role than economic reasons in explaining Japan’s falling
FDI in China. Second, as bilateral trade has been motivated by the Japanese FDI in China,
declining investments contributed to decreasing bilateral trade exchanges. China’s industrial
upgrading, Japanese firms’ growing local procurement, and the investment shift from
manufacturing to services are other factors for the weakening bilateral trade ties. Third, due
to the slowing down of bilateral economic exchanges, Japanese visitors to China have a clear
drop after 2012. On the contrary, China’s outbound tourism is booming. Although the
Chinese government restricted the number of Chinese visitors to Japan due to political
quarrels from time to time, Chinese visitors to Japan grew after political disputes quieted
down. Smooth relations with China remain vital for Japan to maintain a steady growth of
inbound tourists in the future. However, the reliance on Chinese tourists could leave Japan’s
tourism industry vulnerable to China’s economic and political changes.

Unlike realists’ argument, China rise and Japan’s relatively decline did not result in
deteriorating relations. Instead, Japan seems to try to carefully accommodate China’s rising
power in recent years. Despite the signs of détente in bilateral relations, it is uncertain how
long these friendly gestures could last. The unsettled territorial issues, historical legacy of
World War 1I, and Sino-Japanese competition for regional leadership could be sources of
conflict anytime. The unstable global political and economic situation, notably the power
competition between the US and China, adds uncertainties to future Sino-Japan relations.
China’s active participation in global economic activities has enhanced its competitiveness in
this increasingly interdependent world and enabled it to take part in reshaping the future
global economy. The US has tried to pull back China’s power expansion through economic,
political, and military means. Economically, the US trade retaliation against Chinese products
may affect local Chinese and foreign producers that demand Japanese industrial inputs. The
Sino-Japanese production alliance could be affected by the US trade retaliation against
Chinese products. Politically, the Trump administration proposed FOIPS to constrain China’s
rise in power. Japan has been cautious about the use of FOIPS to contain China. However, it
may still feel uneasy about China’s rise in power. More importantly, its security alliance with
the US will continue to restrain any strategic cooperation with China.

In a nutshell, the weakening Sino-Japanese economic ties after 2013 is a reflection of
worsening political relations since the mid-2000s. Despite the improving diplomatic rela-
tions in recent years, it is uncertain how the changing geopolitical environment, notably
Sino-US discrepancy, will proceed and affect China-Japan relations in the future. China-
Japan economic relations can only be restored and be prosperous with persistently strong
political relations in the long run.
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