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Growing Global Economic Uncertainties

The world economy, driven by rapid globalization (higher world trade in goods and services, greater capital movement and freer movement of labour and resources) and rapid technological progress (especially in ICT), has experienced unprecedented high growth in recent years. World GDP increased by 5.4% in 2006, and world trade growth by a hefty 8%. In East Asia (EA), most economies which suffered from the 1997 Asian financial crisis have already recovered and are back to their high growth again. Besides, the rise of China and more recently, the rise of India, have provided additional source of dynamism to the region’s economic growth.  


Needless to say, rising global economic prosperity is conducive to trade and investment. It expands the source of capital on the supply side while opens up many new investment opportunities on the demand side. The boom time also facilitates the movement of capital, both in and out.  


However, the present global economic boom is not without its inherent risks, with many downsides looming on the horizon as far as regional investment cooperation is concerned. In fact, rising global prosperity has masked a lot of short-term and long-term structural problems underlying the existing global economic system. To begin with, growth and development is not even spread out among countries. The main drivers of global economic growth in recent years are still the dynamic EA economies led by China, along with several emerging economies like India, Russia and Brazil. At the same time, the USA and EU have remained the major sources of economic growth by providing capital, technology as well as markets for the export-oriented EA economies. 


Such a global pattern of economic growth based on an appropriate division of labour between two groups of economies, as depicted above, had worked very well in the past, boosting overall global economic growth. But such a system of interdependence is under increasing stress in recent years due to the widening twin deficits (both current account  and fiscal deficits as a result of over-consumption) in the USA coupled with the  corresponding surge of surpluses (or over-savings) in the EA economies. This has given rise to serious “global imbalances”, which pose great risks to continuing global economic growth and hence potentially disrupt the global and regional investment flows.


Clearly, the USA, the world’s foremost engine of growth, cannot continue to incur such huge deficits while some EA economies cannot continue to amass more surpluses. So far, capital-surplus EA economies are constantly recycling their surplus capital back to the US economy as a means of beefing up the US growth engine. But this cannot go on forever, as it does not provide any long-term solution to the structural problems of global imbalances. 


Accordingly, the global financial markets are currently facing a high risk of instability. Exchange rates, interest rates and capital markets the world over have become increasingly volatile. This in turn could adversely affect long-term capital movement (i.e. FDI or foreign direct investment).


Furthermore, global imbalances with over-savings from EA and low interest rates in the US economy have in turn generated excessive liquidity in the global economic system, Money supply as measured by M2 has recently increased sharply in most countries, stoking a new round of inflation. Worst still, the excessive liquidity everywhere finds it way into stock markets and property markets. As a result, both the stocks markets and property markets in most countries have been pushed to new heights, creating a potentially dangerous bubble in both markets.  Nobody can tell for sure when the financial bubbles are to burst; but the global financial markets today are clearly fraught with an unprecedented degree of high uncertainty. This provides another risk to long-term investment cooperation in EA. 

The Role of FDI in East Asia Economic Growth

East Asia (EA), comprising Japan, China, the newly industrialized economies (NIEs) of South Korea, Taiwan, Hong Kong and Singapore, and the ASEAN economies, has long been known as a dynamic economic region, with many of its constituent economies having experienced high growth performance for a sustained period. 

Broadly speaking, the EA growth process is marked by three distinctive waves. Japan was the first non-Western country to become industrialized. Its high growth dated back to the 1950s after it had achieved rapid post-war recovery, and carried its growth momentum over to the 1960s and much of the 1970s. Japan’s economic growth engine was initially based on the export of labour-intensive manufactured products; but it was soon forced by rising wages and increasing costs to shed its comparative advantage for labour-intensive manufacturing in favour of the four NIEs, which started their industrial take-off in the 1960s. These four NIEs, once dubbed “Asia’s Four Little Dragons”, were arguably the most dynamic economies in Asia, as they had sustained near double-digit rates of growth for more than three decades, from the early 1960s to the early 1990s. The rise of the NIEs constituted the second wave of the region’s growth and integration.

By the early 1980s, high costs and high wages had similarly caught up with these four NIEs, which had to restructure their economies towards more capital-intensive and higher value-added activities by passing their comparative advantage for labour-intensive products to the late-comers of China and the ASEAN economies of Indonesia, Malaysia, the Philippines and Thailand, thereby spreading economic growth to the latter.  In this way, China and some ASEAN economies were able to register high growth through the 1980s and the 1990s. Many Japanese scholars like to depict this pattern of development in Asia as the “Flying Geese” model.
  (See Table 1) 

During the past two decades, as the Chinese economy chalked up near double-digit rates of growth. The rise of China has ushered in the third wave of growth and integration for the region, with even greater geo-political and geo-economic implications than the previous two waves on account of China’s vast size and diversity. At least, the rise of China will ensure that the EA region as a whole can maintain its dynamism for many more years to come. 

As the EA economies have kept on growing rapidly, they have also increased their economic interaction with each other. Thus, an important feature of these EA economies is their rising economic interdependence. Despite their inherent political, social and economic divergences, the EA economies can actually integrate quite well as an informal and loosely constituted regional economic grouping.  This is essentially the underlying meaning of the “flying geese” principle. To start with, Japan is the natural economic leader of the group and has in fact been the prime source of capital and technology for the other EA economies, first the NIEs and to be followed by China and ASEAN. The resource-based ASEAN-four complement well with the manufacturing-based NIEs while both are also complementary with the more developed Japanese economy. Then the huge potential of China, with its vast resource base and diverse needs, offers additional opportunities for all. Accordingly, the EA region has already developed a fairly high level of intra-regional trade. 
Apart from intra-regional trade, intra-regional FDI flows have also operated as a powerful integrating force for the EA region, especially since a great deal of regional FDI is trade-related in nature. The EA economies, generally open and outward-looking, are highly dependent on foreign trade and foreign investment for their economic growth. Both China and ASEAN have also devised various incentive schemes to attract FDI, which is usually treated not just as an additional source of capital supply but, more importantly, as a means of technology transfer and export market development. In short, FDI has also played an important historical role in promoting both the economic growth of EA and its economic integration.

Changing Patterns of FDI in East Asia

FDI has been particularly important for the late comers like China and ASEAN. China has been able to harness the region’s vast trade and investment opportunities to facilitate its own economic development. At the same time, China’s dynamic economic growth has produced both positive and negative effects on individual EA economies. Japan and the NIEs, whose economies are more complementary with China’s, have been able to benefit more from China’s open-door policy by export more high-tech goods and by investing in China. For most ASEAN economies, China’s economic rise seems to exert a lot of competitive pressures on ASEAN, particularly in terms of attracting FDI. Table 2 shows the dominance of China in the region’s FDI scene. But a recent study by UNCTAD shows that China has not actually crowded out FDI for the rest of EA region.

For the ASEAN economies, there has long been a high level of foreign economic penetration into their national economic systems. Historically speaking, much of ASEAN’s FDI originally stemmed from a colonial background, initially operating in areas connected with the primary resources sector and later with import substitution industrialization. With the spread of US political and economic influence in the region in the post World War II period, American business interests soon came to dominate the region’s FDI scene. Since the early 1970s, Japanese FDI started to flow in, and this was followed by a new wave of FDI associated with the NIEs’ FDI from the late 1980s. Today, China has also started to invest in the ASEAN region. Hence one can see the growing importance of the intra-regional FDI flows as the EA economies become more developed. 

In recent years as a result of rapid globalization, more and more multinationals have actively engaged in vertical intra-industry trade between home parents and foreign subsidiaries, or among their foreign subsidiaries. In this way, FDI has increasingly been linked to globally oriented production chains, leading to the formation of various regional production networks, which in turn create more regional trade. China is currently home to many global and regional production networks. Thus, China’s economy has increasingly become a key link in regional economic cooperation, operating both a source of economic growth and a catalyst for economic integration in the region. (Chart 1)
FDI Still Important for Regional Economic Integration

FDI and regional economic integration have mutually reinforced each other. While FDI is a driver of economic growth and integration, greater integration as manifested in FTA (free trade arrangements) as trade liberalization can attract or create more FDI from within or outside the region -- the so-called “FDI-Trade Nexus”. 

So long as EA regional integration remains market-driven, business corporations from the more developed EA economies will continue to invest in other parts of the region as part of their corporate strategies.  At the same time, the less developed EA economies will continue to promote FDI from the more developed part of the region in order to generate growth and employment. (Table 3 shows the importance of FDI as a source of domestic capital formation) 
Obviously, individual EA economies will find their interests better served through removing the impediments to FDI, which means reducing the cost of FDI to investors and enhancing the benefits of FDI to recipient countries. This can be done by streamlining administrative procedures and eradicating red tape and corrupt practices. 
How should the region come to grips with the growing global macroeconomic uncertainty? Globalization and liberalization of capital movement have inevitably increased volatility to the global financial markets. We have to take this as a fact of life. 
To cope, (1) Individual EA economies certainly could better stand an externally-generated financial shock if they had better managed their domestic economic growth, i.e. having strong economic fundamentals by avoiding running excessive fiscal deficits and large balance of payments deficits. (2) In times of a serious international financial crunch, developing countries are actually better off with having FDI than having external loans. (3) Developing countries should constantly review and revise their FDI strategies in line with changing international and domestic economic conditions. For instance, while China takes up the lion’s share of the region’s FDI, it is now also an important creditor country or capital-surplus economy, with more outgoing FDI. This can be new FDI opportunities for other EA economies.  (4) Domestically, as an economy is upgrading its industrial structure, it should target at more capital-intensive and higher value-added FDI. 
Finally, regional cooperation surely has an important role to play in terms of optimizing the regional FDI flows. Greater regional cooperation or better regional coordination can lead to an improvement of the overall FDI climate in the region that will eventually be beneficial to all parties. In short, regional economic cooperation brings about more FDI, which in turn can make regional economic integration work faster and better.
TABLE 1     EAST ASIAN ECONOMIES: PERFORMANCE INDICATORS 
	 

 
	Population (Mn)
	GNP per-capita (US$)
	PPP estimates of GNP per-capita (US$)
	Growth of GDP (%)

	
	 2004
	2004
	2004
	Total GDP 

(US$ bn), 2004
	1960-70
	1970-80
	1980-90
	1990-2001
	2000-2004
	2005
	2006

	China
	1,297
	1,290
	5,530
	1,930
	5.2
	5.5
	10.3
	9.7
	9.2
	10.2
	10.7

	Japan 
	128
	37,180
	30,040
	4,623
	10.9
	4.3
	4.1
	1.3
	1.3
	2.7
	6.4

	
	
	
	
	
	
	
	
	
	
	
	

	NIEs
	 
	 
	 
	 
	 
	 
	 
	 
	 
	
	 

	South Korea
	48
	13,980
	20,400
	680
	8.6
	10.1
	8.9
	5.7
	4.7
	4
	5.2

	Taiwan
	23
	14,033
	n.a.
	321
	9.2
	9.7
	7.9
	5.7
	3.3
	4.1
	4.3

	Hong Kong
	7
	26,810
	31,510
	163
	10
	9.3
	6.9
	3.8
	3.2
	7.3
	6.4

	Singapore
	4
	24,220
	26,590
	107
	8.8
	8.3
	6.7
	7.4
	2.8
	6.4
	6.9

	ASEAN-4
	 
	 
	 
	 
	 
	 
	 
	 
	 
	
	 

	Indonesia
	218
	1,140
	3,460
	258
	3.9
	7.2
	6.1
	3.8
	4.6
	5.6
	5.2

	Malaysia
	25
	4,650
	9,630
	118
	6.5
	7.9
	5.3
	6.5
	4.3
	5.3
	5.5

	Philippines
	83
	1,170
	4,890
	86
	5.1
	6
	1
	3.3
	4.2
	5.1
	5

	Thailand
	62
	2,540
	8,020
	163
	8.4
	7.1
	7.6
	3.8
	5.3
	4.5
	4.5


Sources:  World Development Report 1995, 2000/2001, 2002, 2003, 2004, 2006; EIU Countrydata, EIU Dataservice; Asian Development Bank; World Investment Report 2004, UNCTAD.
Table 2     PATTERNS of FDI Inflows in East AsIa

	 
	FDI inflows (billion US$) 
	 Share of Asian total FDI (%)

	
	1990
	1997
	1998
	1999
	2003
	2005
	1990
	2003
	2005

	Asia 
	20.71
	112.29
	105.48
	125.33
	113.44
	165
	100
	100
	100

	China 
	3.49
	44.24
	43.75
	40.32
	53.51
	72.4
	16.8
	47.2
	43.8

	Japan 
	1.76
	3.2
	3.27
	12.74
	6.32
	2.8
	8.5
	5.6
	1.7

	NIEs
	 
	 
	 
	 
	 
	 
	 
	 
	 

	South Korea 
	0.72
	2.84
	5.41
	10.6
	3.75
	7.2
	3.5
	3.3
	4.3

	Taiwan 
	1.33
	2.25
	0.22
	2.93
	0.45
	1.6
	6.4
	0.4
	1

	Hong Kong 
	2.17
	11.37
	14.78
	24.59
	13.56
	35.9
	10.5
	12
	21.8

	ASEAN-6
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Brunei 
	0
	0
	-0.02
	-0.04
	2.01
	0.275
	0
	1.8
	0.2

	Indonesia 
	1.09
	4.68
	-0.36
	-2.75
	-0.6
	5.3
	5.3
	-0.5
	3.2

	Malaysia 
	2.33
	6.51
	2.7
	3.53
	2.47
	4
	11.3
	2.2
	2.4

	Philippines 
	0.53
	1.25
	1.75
	0.74
	0.32
	1.1
	2.6
	0.3
	0.6

	Singapore 
	3.86
	12.97
	6.32
	7.2
	11.41
	20.1
	18.6
	10.1
	12.2

	Thailand 
	2.44
	3.63
	5.14
	3.56
	1.8
	3.7
	11.8
	1.6
	2.2

	CLMV
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Cambodia 
	-
	0.2
	0.12
	0.14
	0.09
	0.381
	-
	0.1
	0.2

	Laos 
	-
	0.09
	0.05
	0.08
	0.02
	0.028
	-
	0
	0

	Myanmar 
	0.01
	0.39
	0.31
	0.25
	0.13
	0.3
	0
	0.1
	0.2

	Vietnam 
	0.02
	2.82
	2.25
	1.99
	1.45
	2.02
	0.1
	1.3
	1.2


         Sources:  United Nations Conference on Trade and Development, World Investment Report (1993, 2003, 2004, 2006).

Table  3     FDI as percentage of gross fixed capital formation (%)

	
	1986-90 (average)
	1991
	1997
	2003
	2005

	Asia
	2.8
	3.7
	9.7
	9.3
	10.6

	China
	2.1
	3.3
	14.6
	12.4
	9.2

	Japan
	0.1
	0.1
	0.3
	0.6
	0.3

	
	
	
	
	
	

	NIEs
	
	
	
	
	

	South Korea
	1.2
	1.0
	1.7
	2.1
	3.1

	Taiwan
	3.7
	3.0
	3.4
	0.9
	2.3

	Hong Kong
	12.9
	2.3
	19.5
	38.4
	97.0

	
	
	
	
	
	

	ASEAN-6
	
	
	
	
	

	Brunei
	-
	-
	-
	-
	-

	Indonesia
	2.1
	3.6
	7.7
	-1.8
	8.5

	Malaysia
	11.7
	24.0
	14.7
	10.8
	15.2

	Philippines
	6.7
	6.0
	6.3
	2.2
	7.5

	Singapore
	35.0
	32.7
	37.0
	45.7
	78.9

	Thailand
	6.5
	5.6
	7.6
	5.2
	7.2

	
	
	
	
	
	

	CLMV
	
	
	
	
	

	Cambodia
	-
	-
	28.6
	12.3
	31.5

	Laos
	-
	-
	18.2
	5.2
	5.8

	Myanmar
	2.1
	2.9
	3.7
	-
	-

	Viet Nam
	-
	-
	37.3
	15.2
	11.3


      Sources:  United Nations Conference on Trade and Development, World Investment Report (1995, 2003, 2004, 2006).
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CHART 1     CHINA AT THE CENTER OF GLOBAL PRODUCTION NETWORKS








�       	The “flying geese” concept of development was coined by a Japanese economist, Kaname Akamatzu. (“A Historical Pattern of Economic Growth in Developing Countries”, Developing Economies, Vol. No.1, March/August, 1962).
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