NEAT Conference on East Asian Financial Cooperation


NEAT Conference on 

East Asian Financial Cooperation
East Asian Investment Cooperation in Infrastructure Field

Nguyen Anh Tuan 
Faculty for International Economics,
Institute for International Relations.
July 28, 2006

bluesky Hotel
WEIHAI, CHINA

1. Establishment and evolution of foreign direct investment (FDI)

1.1. Reasons for appearance of FDI

The existence, development of FDI as well as its increasing important role in the international economic relations could be explained by the following reasons:


- After World War II, many colonies gained independence leading to the collapse of  colonialism. This put a stop to monopolist regions of “parent countries” and the divided world’s markets. Free trade, investments have opened up with the increasing  trend of globalization and regionalization of economies. This political-economic environment has facilitated the growth of FDI.


- FDI is seen as a solution to minimize risks of doing business in only one country. Companies face enormous risks if their capital is concentrated in one sole country. Therefore, diversification of companies’ assets is one way to minimize business risks for foreign investors.


- Transnational corporations (TNCs) are able to fully exploit their competitive advantages through means of FDI. Possessing superior advantages in finance, technology, management skills as well as well-known reputation, TNCs could easily penetrate and snatch market share from local companies. Profits from foreign affiliates are transferred back to parent companies and TNCs could achieve the goal of maximizing their shareholders’ profits.


- Transnational corporations could put their competitive advantages into good use to exploit raw materials and improve their technology. As a result, prices of goods could be lowered and hence, businesses could attract more customers. Expected profits will be retained even with lower prices of goods due to larger quantity being sold.


- FDI not only brings economic benefits to home countries but also to host countries, particularly in cases whereby host countries are poor or developing countries. According to A.Samuelson, capital is a decisive factor to break “the cycle of poverty” because these LDC and developing countries lack capital and their asset accumulation is low. As such being the case, host countries are continually improving their economic and political environments to attract greater FDI inflows.

1.2. Trend of the world’s FDI


The world’s foreign direct investment is on the trend of expanding. According to UNCTAD statistics, the number had increased from US$59 billion in 1982 to US$755 billion in 2005
. The prospect of FDI is promising given (i) the trend of globalization and regionalization, (ii) the increase in number of Mergers and Acquisitions (M&A), (iii) policies oriented towards attracting more FDI given by many countries.

The global expansion of investment flows is driven by the trend of globalization and regionalization. Trade barriers have gradually been removed, providing companies with more choices regarding the locations for investment activities in order to earn higher profits. Some developing countries such as East Asian Economies have become recipients of large inflows of FDI from developed countries. These economies also facilitate their domestic companies for world expansion through means of foreign direct investment.

Table 1: Global FDI inflows (2000-2005)

	
	2000
	2001
	2002
	2003
	2005

	The world
	1,402
	823
	655
	575
	755

	Rate of growth (%)
	28,7
	-41,3
	-20,5
	-12,1
	31,2

	Developed countries
	1,129
	591
	463
	388
	525

	Rate of growth (%)
	35,2
	-47,6
	-21,7
	-16,0
	35,2

	Percent of the world’s FDI
	80,5
	71,8
	70,0
	67,5
	69,6

	Developing countries
	274
	232
	192
	187
	230

	Rate of growth
	7,5
	-15,1
	-17,3
	-2,8
	22,8

	Percent of the world’s FDI
	19,5
	28,2
	29,4
	32,5
	30,4


Source: Economic Intelligence Unit


The growing number of cross-border mergers and acquisitions (M&A) is also the main stimulus behind FDI. There were only 44,508 transnational corporations with 276,659 affiliates in 1996. However, this number increased to 65,000 TNCs with around 850,000 affiliates abroad in 2002
. These affiliates account for 1/10 of the world’s GDP as well as 80% of the world’s FDI
.


Industrialized countries remain the prime destination of FDI. FDI inflows to developed countries  was US$525 billion in 2005, accounted up to 69.6% of the world’s FDI. The increasing trend of FDI inflows to developed countries could be explained by the stable economic-political-lawful environments as well as good infrastructure in these countries. In addition, the formation of economic co-operation zones such as EU, NAFTA and ASEAN+3 allow companies to take full advantage of free trade for investments.


FDI inflows to Asia-the Pacific appears to be promising. Developing East Asian economies have become significant destinations for FDI inflows, especially China. China was the largest recipient of FDI in the region with FDI inflow of up to US$60 billion in 2005. Good investment environment, high economic growth and incentives offered by the Chinese government are main reasons behind the growth of FDI inflow. Most of the FDI of newly industrialized countries in Asia flow to the ASEAN countries and China. 

2. Impacts of FDI


Foreign Direct Investment is an essential source of capital for the development of each country. Countries gradually recognize the increasing importance of FDI. However, FDI maybe perceived as a cause or remedy for national problems. For example, FDI creates employment opportunities for millions of local people but could take away businesses of domestic companies as transnational corporations have competitive advantages over them.

2.1. Impacts of FDI on home countries.


 FDI flows mainly come from developed countries, typically the United States, Japan and Western European countries. FDI enables TNCs to prolong their product life cycles. According to the product cycle theory, sales of products will decline when products have passed the maturity stage. FDI is an ideal solution for companies to find new markets for their existing products which have become saturated in market of home countries. This is done through transferring “outdated” machineries to host countries for production. These products, although saturated in the home countries, are new or in high demand in markets of host countries.


Companies investing in developing countries could fully exploit resources as well as abundant and cheap labour of host countries. At the same time, marginal productivity of capital in host countries is higher than in home countries. All these lead to lower prices of products and therefore increase competitiveness for products in the world market. These above-mentioned positive effects bring significant profits to home countries. 


However, advantages of FDI must be taken in for consideration: (i) FDI requires a substantial investment and can, therefore, place much capital at risk, especially when it is performed in developing countries with instability in their legal systems; (ii) some of the activities supporting business development to get preferential treatments in business, such as bribing government officials, may be accepted in some developing host countries. If foreign investors stand out of the league, they may lose the competitive edge to others. If they are involved in doing such a thing, they will be judged as being unethical in countries where this type of lobbying is not accepted. Images and reputations of foreign investors will be ruined; (iii) Another disadvantage associated with FDI is that foreign investors may be unable to easily sell their foreign projects they created if these investments do not perform as well as expected. 

2.2. Impacts of FDI on host countries


FDI serves as a tool for countries to integrate into the world’s economy in which manufacturing section is being globalized. Positive effects of FDI on host countries could be listed as follows:


Firstly, FDI solves the problem of capital for host countries, particularly poor countries. FDI is seen as a solution to the problem of capital for these countries. FDI meets the demand for development of poor countries, relieving these countries off the debt burden and the danger of financial and monetary crises.


Secondly, foreign invested companies must realize their tax obligations to host countries. Increase in national budgets enables LDC to further invest in construction, upgrade infrastructure, health institutions, schools…These improvements attract even more investors to countries.

Thirdly, home countries could receive advanced technology transferred through means of FDI. Technology transfer could push up the productivity for investors. Income for local workers is increased as a result of higher profitability of companies.


Fourthly, FDI creates employment opportunities and therefore, reduces unemployment rate for host countries. In addition, technical skills and management skills of employees are brought to higher level as a result of having encountered with advanced technologies and being trained by foreign experts.

 
Fifthly, domestic companies involved in joint-venture with foreign companies are given opportunities to advertise their products to the world market through the network of TNCs. With the entries of foreign companies in markets of host countries, domestic companies must face with strong competition from foreign companies. Therefore, they must continually find ways to improve their businesses in order to survive and grow in the age of fierce competition. As a result, their products grow in both quantity and quality in order to meet requirements of domestic as well as the world market. Local companies gradually build up their trademarks and strengthen their positions in the world market.


Besides, there are disadvantages to the recipient country. The negative impacts are present due to lack of experience and poor management in foreign investments of recipient countries. Foreign investors, with experience, take advantage of loopholes in legal systems of recipient countries for their personal goals as follows: 

Firstly, recipient countries are unable to get expected national budgets from tax sources due to tax avoidance and invasion of foreign companies. In addition, there are negative impacts such as ecologies are ruined as a result poor waste-disposal treatments, deteriorated health of workers due to maltreatment or too much over-working time.


Secondly, domestic companies lack capital, technology as well as experience, are not as competitive as foreign invested companies. They often lose in the competition for market share which lead to poor business operations and even bankruptcies. Unemployment rate, therefore, is increased.


Thirdly, host countries, in many cases, are unable to receive the expected technology transfer because foreign investors do not follow steps as stipulated in the transferring process. Moreover, technologies that are transferred to host countries could be out-dated and prove to be more expensive than what are offered in the world market.


Fourthly, there are possibilities of threats posed to national security of host countries when they allow FDI activities in their countries. TNCs could put pressure on their governments to serve their personal goals. Conflicts between governments of host countries and those of home countries may arise as each side wants to protect their local companies. 


On the overall, FDI brings enormous benefits and solves many problems for host countries. However, disadvantages associated with FDI must be carefully considered. Recipient countries need to establish tight legal systems that force foreign investors to strictly follow. Some types of FDI may be more attractive to some governments than others.

2.3. Policies and measures for attracting FDI.


Foreign direct investment is important sources of foreign capital sources, particularly to developing countries
. Therefore, countries in the world in general and in East Asian region in particular are continually improving their investment environments in order to enhance their competitiveness and attract necessary FDI inflows. According to statistics of UNTACD, there were about 60 to 70 countries adjusting their laws on investment each year to attract more FDI in the period from 1996 to 2002.

Table 2: Adjustments of policies for FDI from 1996-2002

	
	1996
	1997
	1998
	1999
	2000
	2001
	2002

	No. of countries making adjustments
	65
	76
	60
	63
	69
	71
	70

	No. of adjustments
	114
	151
	45
	140
	150
	208
	248

	Adjustments for more favourable FDI
	98
	135
	136
	131
	147
	194
	236

	Adjustments for less favourable FDI
	16
	16
	9
	9
	3
	14
	12


Source: UNCTAD, World Investment Report 2003

Policies and measures for attracting FDI vary among countries and are dependent their economic and political conditions. On the overall, these policies and measures generally consist of:


- FDI recipient countries offer fiscal incentives to foreign investors: (i) Fiscal incentives such as reduction of tariff on imported equipment and value-added tax have been widely applied by many countries, particularly in 1990s. (ii) Other measure such as stabilizing tax rate and extending period for tax incentives are popularly applied
. (iii) Projects that belong to investment encouraging categories such as co-operation in construction of infrastructure, rural development… are tax-exempted in the first 5 years of operation and enjoy 50% off tax in the following 5 years. 


- Financial incentives such as funds, Government loans, Government subsidized credits, Government guarantees, Government preferential loans for supporting businesses are set up. Governments directly provide financing support for new FDI projects and other activities or finance for the capital or operation expenses incurred by businesses. 


- Other measures to attract FDI are (i) Specialized infrastructure support; (ii) Service support; (iii)  Market preferential treatment; (iv) Foreign exchange incentives

3. East Asian cooperation in infrastructure investment 

3.1 Reasons for promotion of East Asian investment cooperation


Emperical studies and analyses have shown that investment cooperation grows fastest when economies experience rapid development. GDP growth rate of East Asia (except Japan) on average was 7%-8% for 2003-2005 (compared with 4-5% for global economy in the same period). Many East Asian economies become huge potential market for FDI products.


The East Asian foreign trade was highest rate of 15% in the world for 2003-2005 compared with 8% for world trade, which stimulates investment cooperation. This was explained by: (i) recovery of US and Japan economies and strong development of Chinese economy; (ii) high growth of informative industry; (iii) strong demand for fuel, materials and high oil price. This allows East Asian foreign investors to follow business partners by supplying parts and developing new products.    


East Asian economies are complementary with high diversity, different levels of development, different degrees of industrial structures and different factor endowments. East Asia has a highly developed economies of Japan, NIEs with more capital and costly labor force in one hand, and China and less developed ASEAN countries with low cost production and  in another hand. 

There is ample capital in East Asia, much of which is spent on US treasury bonds. This makes East Asia more vulnerable to depreciation of the US dollar. At the same time, the world’s foreign direct investment has been in process of the recovery. These conditions become important factor for investment cooperation in East Asia.  

Economic cooperation in East Asia have been dynamic and succesful in the fields of trade and finance, namely: (i) establishment of various free trade areas (AJFTA, ACFTA, AKFTA, EAFTA); (ii) creation and expansion of 10+3 CMI; (iii) launch Asian Bond Market. These provide impetus for East Asian investment cooperation  

3.2  East Asian investment cooperation in building infrastructure


Investment in both their social and  physical infrastructure plays important role not only in economic development but also in poverty alleviation and in more balanced and sustainable development in the region. Social infrastructure consisted of education, public health, legal system and so on, while physical infastrutures are energy, telecommunication, transportation, water supply, treatment of industrial waste disposals. World Development Reoprt 2004 shows that there is cause-effect relation between infrastructure investment and economic growth, which calculates that 1% of infrastructure investment rise will accompany 1% of GDP growth


However, in order to promote foreign direct investment in infrastructure in particular economy, it is required to have good legislature  and implementing agencies in host countries and the developers, the major financiers and the commercial lenders (developers often have to borrow in capital market at least 70-80% of invested capital) in home countries. 


There are many forms of FDI in infrastructure: (i) contract of  service management where host government employ a developer to manage a infrastructure project; (ii) lease contract where host government rent infrastructure project to a foreign investor to get money. The investor must bear the risk in operation; (iii) concession projects where a foreign investor (a) upgrades and improve existing infrastrucre project, operates and manages it in certain contract period, then transfers it to host government; (b) upgrades and improve existing infrastructure project, then rents it and after that transfers to host government; (iv) greenfield project where a developer builds and operates new infrastructure in certain period, then transfer it to host government

Some less developed economies in East Asia have poor infrastructure and are in urgent need of huge capital to upgrade  infrastructure. Some analyses show that in the next 5 years, East Asian developing economies will need US$ 1000 billion to fund their physical infrastructure development, while currently, the foreign reserves of East Asia is about US$2,300 billion, accounting for two third of the world’s reserves. Thus, there is great potential for investment in the region, where both demand for and supply of capital are available.  

ASEAN + 3 should jointly organize the big infrastructure projects for investment cooperation such as building a railway, highway and waterway pan-Asian transportation network, and building the energy and telecommunication projects, where Japan, China and South Korea should play important role in terms of capital, expertises and experiences. 

Good infrastructure will be available, investment cooperation will be promoted because Japanese and South Korea investors have implemented regional production strategy, under which investors devide their production process into several sub-processes and locate each sub-process in a country where that particular process is carried out most effeciently. Then, foreign investors emphasize strengthening and expanding existing production and distribution systems in some East Asian developing economies, while building new production and distribution systems in other East Asian economies.

However, in the process of East Asian investment cooperation in infrastructure, there are some impedements, namely: (i) the problem of unstable exchange rate; (ii) the problem of recruiting local managers, which does not seem to have alleviated overtime; (iii) the problem of political and social instability; (iv) the problem of underdevelopment of legal system (lack of transparency, instability, underdevelopment); (v) the problem of complicated administrative procedure; (vi) the problem of poor supporting industries in host countries; (vii) the problem of tax system (instability, lack of transparency).
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� China is an exemplary country in giving fiscal incentives so as to encourage FDI inflows. China allows for tax reduction on imported equipments and value-added tax. Countries are able to attract greater FDI inflows with their fiscal incentives. In addition, companies operating for more than 10 years are tax-exempted in the first two years of business operation and are given 50% tax reduction for the following three years. China has become the largest recipient country in the world thanks to its improving investment environment. 
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