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Divergent Asian Views on Foreign Direct
Investment and Its Governance
DOUGLAS H. BROOKS AND HAL HILL

This paper reviews recent trends and effects of FDI in developing Asia;
domestic policy changes in six Asian host economies (People’s Republic of
China, India, Republic of Korea, Malaysia, Thailand, and Viet Nam); and how
these policies and experiences influence their attitudes toward managing FDI.
Not surprisingly, these countries have differed in their approach to the
formulation of international regulations governing FDI. To simplify, their
negotiating positions have ranged from strongly in favor (Republic of Korea)
to strongly opposed (India); from viewing it as a helpful spur to domestic
liberalization (Thailand) to a constraint on development policy options
(Malaysia); and from acceptance if implementation is gradual (People’s
Republic of China) to concern over capability to address the difficulties and
challenges of achieving compliance (Viet Nam).

The surge in flows of foreign direct investment (FDI) in the last two
decades has had important effects on global value chains of production,
developing countries, and attitudes toward such investment. Attitudes toward FDI
and experiences with it in developing countries affect host economy policies,
which in turn affect subsequent experiences. Both FDI policies and experiences,
as well as their perceived feedback, influence attitudes toward negotiating a
multilateral framework for investment. This paper reviews recent trends and
effects of FDI in developing Asia, domestic policy changes in six Asian host
economies, and how these policies and experiences influence their attitudes
toward managing FDI.
The paper is organized as follows: Section I examines recent FDI trends,
briefly reviews the general literature on the benefits and costs of FDI for host
economies, and assesses progress on bilateral investment treaties (BITs). Against
this backdrop, Section II investigates FDI regimes and patterns in six diverse
Asian economiesPeople’s Republic of China (PRC), India, Republic of Korea
(Korea), Malaysia, Thailand, and Viet Nam. Particular attention is accorded to
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changing FDI policies in the context of broader economic reforms, including the
adoption of more open trade policies, and the consequent shift from “rentseeking” to “efficiency-seeking” foreign direct investment. Section III summarizes
the principal arguments.
I. RECENT TRENDS AND EFFECTS
A.

An Overview

From only $53.7 billion in 1980, global FDI outflows reached $1.2 trillion
in 2000. The upsurge in FDI substantially changed the international economic
landscape. From 1980 to 2000, the growth rate of world FDI outflows surpassed
that of world exports (Figure 1). This swift expansion in FDI was more
pronounced during 1986-1990, when many host countries began to relax
regulations to attract FDI, and 1996-2000, when companies undertook scores of
mergers and acquisitions (M&A) in the wake of the Asian financial crisis and
privatization programs in Latin America. Since 2000, however, a weak global
economy has considerably reduced outflows, which dropped by 41 percent in
2001, a further 9 percent in 2002, and remained flat in 2003.
Figure 1
Growth of World Exports and FDI Outflows
(average annual growth rate, %)
40
30
20
10
0
-10
-20

1981-85

1986-90

1991-95
Exports

1996-2000

2001-03

Outflows

Note: Data for outflows in 2003 are preliminary.
Sources: IMF (2004a), UNCTAD (2004).

Relative to world output and exports, FDI outflows have risen tremendously
since the early 1990s (Figure 2). World FDI outflows increased five times from
1993 to 2000 before falling since 2001, while world exports and output grew at a
more modest pace, with output not even doubling in value between 1990 and
2003.

D IVERGENT A SIAN V IEWS ON F OREIGN D IRECT I NVESTMENT
AND I TS

500

G OVERNANCE 3

Figure 2
Index of World Exports, Output, and FDI Outflows,
1990-2003 (1990=100)
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Note: Data for outflows in 2003 are preliminary.
Sources: IMF (2004a) and UNCTAD (2004).

The geographic pattern of FDI outflows changed slightly during the 1990s.
Europe and North America continued to be the largest sources of FDI flows in the
world, supplying at least 75 percent since 1991. In contrast, the share of the Asian
and Pacific region in total FDI outflows fell significantly beginning in 1998 due to
the declining role of Japan as an FDI supplier.
While Europe and North America continued to be major recipients of FDI,
the PRC emerged as another favored destination. Economies in the Asian and
Pacific region received increasingly larger shares of world FDI inflows beginning
in the 1990s, but the 1997 financial crisis temporarily reversed this trend. Foreign
direct investment flows soon recovered, particularly in the wake of M&As after
the crisis.
In terms of individual country destinations, there have been shifts in the
preferences of foreign investors over the last decade. Argentina, Malaysia,
Portugal, and Thailand, which were among the 20 largest FDI recipients during
1990-1992, were replaced by Brazil, Denmark, Germany, and Ireland during
2000-2002. In addition, Japan and Korea became preferred locations for FDI in
the post-Asian crisis era (JBICI 2002).
Among the favored Asian destinations for FDI, there has not been as much
change. Indonesia and the Philippines, two of the top 10 FDI destinations in the
early 1990s, dropped from the list primarily due to uncertainties in their domestic
economies and were replaced by India and Kazakhstan in the early 2000s.
Meanwhile, Hong Kong, China overtook Malaysia and Singapore as a preferred
FDI destination. While the total value of FDI inflows to the top 10 Asian
destinations substantially increased during the last decade, the Asian and Pacific
region’s share in world total dropped. Average FDI inflows per capita showed
remarkable increases in some Asian economies. In Hong Kong, China, for
instance, per capita inflows increased 10.3 times to $4,836 between the early
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1990s and 2000s and inflows were more than three quarters of gross fixed capital
formation by the start of the decade. In other Asian economies, inflows amount to
over 40 percent of gross fixed capital formation (Table 1).
Table 1. Top 10 FDI Recipients in Developing Asia
Rank

Host Economy

1990-92

Rank

Host Economy

2000-2002

Average Annual Total Inflows, $ billion
1
2
3
4
5
6
7
8
9
10

China, People's Rep. of
Singapore
Malaysia
Hong Kong, China
Thailand
Indonesia
Taipei,China
Korea, Rep. of
Philippines
Viet Nam
Total Asia-Pacific
(Percent of World Total)

6.3
4.2
3.9
2.7
2.3
1.5
1.2
0.9
0.6
0.3
25.2
(14.2)

1
2
3
4
5
6
7
8
9
10

China, People's Rep. of
Hong Kong, China
Singapore
Korea, Rep. of
Taipei,China
India
Thailand
Malaysia
Kazakhstan
Viet Nam

46.8
33.1
10.4
4.9
3.5
3.1
2.7
2.5
2.2
1.3
111.7
(11.7)

Average Inflows per Capita, $
1
2
3
4
5
6
7
8
9
10

Singapore
Hong Kong, China
Malaysia
Vanuatu
Fiji Islands
New Caledonia
Taipei,China
Papua New Guinea
Thailand
Solomon Islands

1,373
471
213
140
100
67
57
47
41
40

1
2
3
4
5
6
7
8
9
10

Hong Kong, China
Singapore
Brunei Darussalam
Macao, China
Taipei,China
Kazakhstan
Malaysia
Korea, Rep. of
Vanuatu
Azerbaijan

4,836
2,534
2,035
205
156
143
107
105
88
57

Inflows as Percent of Gross Fixed Capital Formation
1
2
3
4
5
6
7
8
9
10

Vanuatu
Fiji Islands
Singapore
Viet Nam
Papua New Guinea
Malaysia
Solomon Islands
Cambodia
Hong Kong, China
Maldives

42.8
37.6
31.0
28.4
22.7
21.4
20.1
17.0
11.5
8.3

1
2
3
4
5
6
7
8
9
10

Hong Kong, China
Kazakhstan
Singapore
Cambodia
Vanuatu
Armenia
Uzbekistan
Georgia
Mongolia
Papua New Guinea

Sources: ADB (2003a), UNCTAD (2004), UN Population Division (2004).

76.1
48.4
44.7
31.6
30.0
24.7
24.6
23.7
16.3
14.8
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Distinguishing characteristics of FDI are its stability and ease of service
relative to commercial debt or portfolio investment, as well as its inclusion of
nonfinancial assets in production and sales processes. Aside from increasing
output and income, potential benefits to host countries from encouraging FDI
inflows include the following:
(i)

(ii)

(iii)

(iv)

(v)

Foreign firms bring superior technology. The extent of benefits to
host countries depends on whether the technology spills over to
domestic and other foreign-invested firms.
Foreign investment increases competition in the host economy. The
entry of a new firm in a nontradable sector may increase industry
output and reduce the domestic price, leading to a net improvement
in welfare.
Foreign investment typically results in increased domestic
investment. In an analysis of panel data for 58 developing countries,
Bosworth and Collins (1999) found that about half of each dollar of
capital inflow translates into an increase in domestic investment.
However, when the capital inflows take the form of FDI, there is a
near one-for-one relationship between the FDI and domestic
investment.
Foreign investment gives advantages in terms of export market
access arising from economies of scale in marketing of foreign firms
or from their ability to gain market access abroad. Besides their
contributions through joint ventures, foreign firms can serve as
catalysts for other domestic exporters. The probability a domestic
plant will export is positively correlated with proximity to
multinational firms (Aitken et al. 1997).
Foreign investment can aid in bridging a host country’s foreign
exchange gap.

If both labor and capital are fully employed before and after the capital
movement, the total and average returns to capital increase, while total and
average returns to labor decrease in the source country. While that country gains
as a whole, income is redistributed from labor to capital. Meanwhile, in the
recipient country, income is redistributed from capital to labor, as total and
average returns to capital decrease and total and average returns to labor increase.
The result is potentially a win-win situation for the two countries.
Under full employment, a capital inflow that reduces the relative scarcity of
capital and raises the productivity of labor in the host country can raise real wages
across the board and reduce income disparity within the host country. However,
the question of distribution also arises with respect to the sharing of gains between
foreign capital and host countries’ factors of production. Traditionally, foreign
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investment was geared toward primary commodity exports. In some cases, this led
to capacity expansion, productivity growth, declining prices of exportable
commodities, and deterioration in the host country’s terms of trade, possibly
leading to welfare losses. In addition, there were generally little spillovers to the
rest of the host economy from primary commodity production. The resulting view
was that the gains from capital inflows favor the source economy more than the
host economy.
Many new foreign investments in developing countries are in process
manufacturing because of lower labor costs, such as sports shoe factories across
developing Asia. The host countries often import unfinished components and
export finished goods or refined components for further processing elsewhere.
While wages may rise across the board in host countries and reduce income
disparity, in practice wages are likely to rise only for a small fraction of the labor
force employed by the foreign investor. By creating a favored local group, this can
lead to greater income disparity within the host country. The result can be to
improve the absolute and relative condition of workers within this favored group,
in the process aggravating income inequality. Over time, however, and given a
conducive policy environment, linkages and leakages emerge, creating a country
reputation that influences other potential investors.
A capital inflow can lead to a rise in the prices of nontradable goods and
services relative to those of imported goods and services. If world demand for the
country’s exports is perfectly price-elastic, the price of nontradables will rise
relative to the price of exports as well. Consequently, the change will affect the
returns to factors that are used intensively in either tradable or nontradable sectors.
Thus, a capital inflow-induced terms of trade effect may affect real income for any
given level of real output, which may or may not be affected. When capital flows
to an industry in which an existing firm has monopoly power in the world market,
an increase in output from the new competition lowers the price of the exportable,
thus reducing the terms of trade and potentially lowering welfare in the host
country.
When there are “lumpy” adjustment costs for new investment and there are
economies of scale in the investment technology, trade openness can trigger
discrete changes in the terms of trade and thereby lead to a discrete jump in the
level of investment. However, it can also lead to boom-bust cycles of investment
where multiple equilibria are supported by self-fulfilling expectations (Razin et al.
2002).
As foreign investors search for the location that will provide the highest
returns on their investment, they are often drawn to countries with abundant
natural resources but low-quality institutions. Weak and inefficient institutions
allow the extraction of natural resources at a faster pace than that required for
sustainable development. As a result, local communities are sometimes harmed as
the environment, their main source of livelihood, is damaged or destroyed.
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Foreign investment-led growth also promotes western-style consumerism, which
could have serious potential consequences on the health and food security of the
host population (French 1998).
Not all investments by multinational enterprises (MNEs) lead to technology
transfer and positive spillovers. In their desire to protect the technology of the
parent company, MNEs may limit the production of affiliates in host countries to
low value-added activities, thereby reducing the scope for technical change and
technological learning. The MNEs may also restrict vertical integration by relying
completely on foreign suppliers for their inputs. In some cases, MNEs, by their
sheer size, can even eliminate competition by crowding out domestic producers.
As integral parts of global value chains, MNEs have a built-in advantage (e.g.,
economies of scale and scope) over their local competitors.
Increasing FDI across borders has increased the impact of FDI on national
economies and the international economy as a whole, with the widely held
perception in Asia that the net effect is positive. However, no absolute consensus
on the positive effects of FDI has been reached by all governments or the general
public, reflecting differences in economic conditions, specific histories of utilizing
FDI, cultural variation, and ideological differences. In particular, the policy
framework plays an important role in determining the effects of FDI on a recipient
country.
B.

Bilateral Investment Treaties

In the international context, bilateral investment treaties (BIT) have
proliferated. By the end of 2002, there were 2,181 BITs and 2,255 double taxation
treaties in effect (UNCTAD 2003). These BITs vary across countries but generally
contain binding commitments on expropriation, transfer of funds, and
compensation due to armed conflict or political instability. These commitments
are sometimes provided on a national treatment or most favored nation (MFN)
basis. 1 Disagreements between foreign investors and the host government are
usually referred to private arbitration centers of the International Chamber of
Commerce or the International Centre for Settlement of Investment Disputes.2
Bilateral investment treaties are intended to protect foreign investors against
unpredictable host country actions that would negatively affect the profitability of
1

In the context of international trade and investment negotiations, MFN treatment
obliges the host country to offer equally advantageous investment conditions to potential
investors from all treaty signatories. National treatment (nondiscrimination) requires the same
treatment of both foreign and domestic investors.
2
While private sector arbitration mechanisms have generally worked satisfactorily so far,
it raises the potential for political disagreements in that a sovereign judicial system can be
overruled by an arbitration panel that is unelected and usually operates with little transparency.
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their investments. In this sense they guard against problems of dynamic
inconsistency. However, their implementation may not always be effective in
lower-income countries. Furthermore, their benefits for the host countries are not
clear. Empirical evidence has not found a strong link between the existence of a
BIT and an increase in FDI flows. Furthermore, BITs complement, rather than
substitute for, institutional quality, including strength of property rights
(Hallward-Dreimeier 2003). Tax treaties may even reduce FDI if the FDI includes
an element of tax evasion. At the same time, BITs may reduce policy options for
the host country government and leave it open to being sued for substantial
amounts. Decisions handed down behind closed doors by the arbitration panels,
which have no public accountability, cannot be amended by the domestic legal
system.
Despite the possible asymmetry of BITs’ benefits for foreign investors and
host economies, these agreements have proliferated. By the end of December
2002, the PRC had signed bilateral agreements with 107 countries on protection of
investment, and with 75 countries on taxes; India had signed 46 bilateral
investment promotion and protection agreements. As some developing economies
mature and their outward FDI flows increase, as in the case of Korea, they become
more interested in protecting the rights of their investors. In the broadest
international context, this has led to calls for a multilateral framework on
investment.
The Trade-Related Investment Measures (TRIMs) Agreement in the World
Trade Organization (WTO) recognizes that certain investment measures distort
trade and that these distortions are not consistent with principles of the General
Agreement on Tariffs and Trade (GATT). Export subsidies, import entitlements,
minimum export requirements, and local content requirements directly affect
volumes and prices of imports and exports, and in some cases the composition of
trade. Local content requirements mean that imports are treated less favorably than
domestic inputs, violating the GATT’s national treatment principle. A tradebalancing requirement that limits the quantity of imported products that can be
used if an MNE does not meet its export target also violates national treatment
obligations. Incentives geared to attracting FDI, such as tax incentives, may
influence trade flows by persuading firms to favor FDI over exports as a method
of foreign market penetration.
All developing countries were to have implemented the TRIMs Agreement
and eliminated their relevant regulations by 1 January 2000. Twenty-six
developing country members with widely varying economic characteristics gave
notice that at that time they still had a variety of policies in existence, however.
Most of the policies related to the auto industry or the agro-food industry. The
policies overwhelmingly adopted by these countries were local content schemes.
The second most frequently notified type of TRIM was foreign exchange
balancing requirements (Bora 2001).
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In Malaysia, for example, TRIMs Agreement compliance was only
completed at the end of 2003 with the removal of its local-content policy on motor
vehicles for both new and existing firms. Local content requirements are also
being phased out in Viet Nam as part of its moves toward WTO accession.
Meanwhile, compliance with the TRIMs Agreement was instrumental in
overcoming resistance to investment policy reform in Thailand, as TRIMs were
gradually abolished.
A number of countries requested extensions of the TRIMs Agreement
transition period. Argentina, Malaysia, Philippines, and Thailand cited financial
crises that added to their structural adjustment problems as a major factor behind
their extension requests. Colombia and Pakistan cited specific development
reasons for their extension requests. Colombia detailed difficulties in transforming
its economy, especially in terms of developing substitutes for illegal crops,
arguing that this would require domestic absorption, or local content policy, to
ensure that farmers are able to sell their produce. Pakistan argued that opening its
economy to import competition rapidly would not allow it to exploit domestic
resources optimally, to promote the transfer of technology, or to promote
employment and domestic linkages. Another reason cited for an extension request
was inconsistency between preferential trade agreements and multilateral
obligations (Bora 2001).3
Bora (2001) also summarizes a few other areas where confusion might
arise. The TRIMs Agreement covers measures related to foreign investment
according to their impact on trade. However, since nothing in the TRIMs
Agreement suggests that the nationality of the ownership of enterprises is an
element in deciding whether that measure is covered by the Agreement, the
TRIMs Agreement is not confined to policies targeting foreign firms. It is in fact
ownership-neutral. However, some argue that the TRIMs Agreement is basically
designed to govern and provide a level playing field for foreign investment, and
that therefore measures relating to internal taxes or subsides cannot be construed
to be trade-related investment measures.
The current TRIMs Agreement relies on the state-to-state mechanisms of
the WTO for dispute settlement and arbitration under which, for example, a
dispute settlement panel is established and makes its judgment. Some argue that it
is necessary to establish investor-to-state mechanisms to ensure investors receive a
hearing (Moran 2002). Others believe inclusion of an investor-to-state dispute
settlement mechanism would add an excessive burden on developing countries’
legal machinery and imposes a threat to their national sovereignty (Tangkitvanich
3

Argentina’s request stated specifically that negotiations within the context of the
MERCOSUR Common Automotive Policy were important. Mexico did not specifically mention
NAFTA in their request, but it has been noted that there is an inconsistency in the phase out
period for TRIMs between NAFTA and the WTO.
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et al. 2004). Korea’s preliminary position is that the dispute settlement of the
multilateral framework for investment should not cover investor-to-state disputes.
More fundamentally, several developing countries are of the view that
TRIMs and other investment measures are domestic investment issues that should
therefore not involve WTO officials. This point was emphasized during the Fifth
WTO Ministerial meeting in September 2003. India and others also assert that the
mandate of the WTO is confined to trade and does not extend to investment. Some
fear they would be deprived of a major means of exercising control over foreign
firms operating locally if their right to impose TRIMs or other investment
measures were removed. Some developing countries, including India and
Malaysia, consider that policies such as domestic content requirements are
essential policy tools for industrialization. At the WTO Doha Ministerial
Conference, a number of countries stated that joint venture requirements
encourage indigenization. They believe developing countries should be allowed to
use TRIMs and other investment measures flexibly in pursuit of developmental
objectives because each country’s unique needs and circumstances require
sufficient freedom and flexibility to pursue one’s own policies. They are of the
view that, although the TRIMs Agreement established uniform obligations for all
members, it does not take account structural inequalities and disparities in levels
of development, technological capabilities, or social, regional, and environmental
conditions; and does not incorporate a meaningful development dimension. A
legally binding treaty on foreign investment would reduce the degree of flexibility
available (Ganesan 1998).
In a joint submission with Brazil to the WTO’s Committee on TRIMs in
October 2002, India argued that the TRIMs Agreement should be amended to
incorporate provisions that provide developing countries flexibility to implement
development policies. In particular, they proposed that developing countries
should be allowed to use investment measures or performance requirements to
promote domestic manufacturing capabilities in high value-added sectors, to
stimulate the transfer and indigenous development of technology, promote
domestic competition, and correct restrictive business practices (Kumar 2004).
Despite its increasing trend of investment abroad, Malaysia also views multilateral
rules on investment as impinging on development policy options and has called
for clarification of the issues before negotiations commence (Tham 2004).
Conventional wisdom holds that developing countries engage in tradedistorting investment measures while developed countries do not. However, trade
and investment figures clearly show that developed countries also use investment
measures. Most developed countries make available location-based incentive
packages for both domestic and international investors. Ireland reports that its
special incentive packages have attracted more than 1,200 foreign firms to its
economy, and these contribute 70 percent of the country’s industrial output and
three quarters of its manufactured exports (O’Donovan 2000). German grants to
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both domestic and foreign firms to settle in the economically depressed former
East Germany have exceeded the already generous treatment EU member states
used to attract investment to regions lagging behind. The Organisation for
Economic Co-operation and Development (OECD) found that almost 90 percent
of all domestic support programs in the EU were available to foreign investors
(OECD 1996, Moran 2002). Any multilateral effort to create a level playing field
for national and international companies among home and host countries around
the world would be seriously deficient if it ignored the proliferation and escalation
of location-based incentives by developed countries.
II. FDI REGIMES AND PATTERNS IN SIX ASIAN ECONOMIES

Having surveyed general patterns and issues, this section assesses FDI
inflows (and outflows), patterns, and policy regimes in six diverse Asian
countries, namely PRC, India, Korea, Malaysia, Thailand, and Viet Nam, in the
context of general economic trends, ownership structures, and policy reforms. A
central argument is that trade reform alters production incentives for the domestic
market relative to exports, resulting in a fundamental shift in the behavior of
MNEs and in the FDI cost-benefit calculus.
A.

Six Diverse Economies

Tables 2 and 3 present comparative statistics for the six economies,
including some general economic indicators, as well as those relating to the trade
regime and FDI. Also included are some indicators of the countries’ attractiveness
to foreign direct investment. Table 4 offers some summary stylized facts of FDI
regimes.
The sample includes the world’s two most populous nations, together with a
range of intermediate-sized countries with populations in the range of 20-100
million people. The largest economy (the PRC) is more than double that of the
next largest (India) and about 35 times that of the smallest (Viet Nam). Korea is a
rich OECD member. Malaysia is an upper middle-income developing country.
The PRC and Thailand are in the lower middle-income group, while India and
Viet Nam are low-income. The range of per capita GDP from the richest (Korea)
to poorest (Viet Nam) is about 30:1, or 7:1 in purchasing power parity terms.
All six have performed creditably for most of the past two decades. Their
real per capita incomes in 2002 were at least double those of 1980, and more than
five times higher in the case of the PRC. Since 1990, the PRC has consistently
recorded spectacular economic growth, to the point where it is now the principal
East Asian growth locomotive, and a major global economy. If its current growth
rates are maintained, it will become the world’s largest economy (in purchasing
power parity terms) before 2020. Korea, Malaysia, and Thailand all grew at more
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than 6 percent until the crisis of 1997-1998; Thailand was the world’s fastest
growing economy in the decade from the mid-1980s. All three experienced a
sharp contraction in 1998, but recovery has been fairly rapid. Viet Nam grew
strongly for most of the 1990s, with slower (but consistently positive) growth
during the crisis. India has never consistently achieved the very high growth rates
of the others. However, reforms from the late 1980s have lifted its performance
significantly, and it was largely unaffected by the recent Asian crisis.
All six have reasonably good macroeconomic management. Since 1990, all
have averaged single-digit inflation. None is a heavily indebted economy.
Malaysia and Thailand have the highest debt to GDP ratios. Both were running
very large current account deficits precrisis, albeit in the context of very high
investment rates, low fiscal deficits, and (owing to their outward orientation)
moderate debt-service ratios.
B.

Foreign Direct Investment Regimes

1.

An Overview

In their FDI regimes, it is useful to divide the six countries into three
groups. The first comprises those with historically very restrictive regimes,
including outright prohibition, which have opened up during the past quarter
century. This includes PRC, India, and Viet Nam. Second are those that have
always been reasonably open, and become progressively more so. Malaysia and
Thailand belong to this group. Finally, there is the special case of Korea, which
was initially highly selective in its opening up to FDI, and which has become
progressively more open, especially in the 1990s. There is no instance in our
sample of countries becoming less open toward foreign direct investment.
The comparative FDI data reported in Table 3 illustrate these general
characterizations. In 1990, Malaysia, the least populous of the six, had the largest
stock of FDI after the PRC. Thailand was well ahead of the other three. The
amount in Viet Nam was negligible. By 2002, the PRC had emerged as the
dominant recipient, with more than seven times the stock of the next two,
Malaysia and Korea. In 2002, it was the world’s largest FDI recipient, overtaking
the United States. India and Viet Nam still had the smallest stocks, though they
had both increased quickly, especially Viet Nam. Relative to GDP, Malaysia was
the largest recipient of FDI in both years, and India the smallest. The greatest
absolute increase in these ratios occurred in Viet Nam, followed by Malaysia.

n.a.
n.a.
n.a.
6,139

6,950
788
662
5,500

1,989
2,332
-255
-89

9,402
2,444
-38
6,996
n.a.
n.a.

n.a.

India
Total Capital Inflows
FDI
Portfolio
Other

Korea
Total Capital Inflows
FDI
Portfolio
Other

Malaysia
Total Capital Inflows
FDI
Portfolio
Other

Thailand
Total Capital Inflows
FDI
Portfolio
Other

Viet Nam
Total Capital Inflows
FDI

Other

n.a.

n.a.
n.a.

11,575
2,014
-81
9,642

4,664
3,998
170
496

11,087
1,180
2,906
7,001

4,258
74
5
4,180

9,431
4,366
565
4,500

1991

n.a.

n.a.
n.a.

9,517
2,113
924
6,479

7,244
5,183
-1,122
3,183

11,527
728
5,875
4,924

3,147
277
284
2,587

7,467
11,156
393
-4,082

1992

n.a.

n.a.
n.a.

13,998
1,804
5,455
6,739

11,738
5,006
-709
7,441

10,222
589
11,088
-1,455

5,244
550
1,369
3,325

30,585
27,515
3,646
-576

1993

n.a.

n.a.
n.a.

13,691
1,366
2,486
9,839

784
4,342
-1,649
-1,909

23,156
810
8,713
13,632

9,488
973
5,491
3,024

36,214
33,787
3,923
-1,496

1994

1996

5,343
5,078
-268
533

n.a.

n.a.
n.a.

547

2,942
2,395

25,534 17,797
2,068 2,336
4,083 3,585
19,383 11,876

6,628
4,178
-436
2,885

37,845 48,412
1,776 2,326
14,619 21,514
21,450 24,571

5,157 16,798
2,144 2,426
1,590 3,958
1,423 10,413

41,676 43,834
35,849 40,180
710 2,372
5,116 1,282

1995

17

2,237
2,220

-8,851
3,895
4,598
-17,344

6,801
5,137
-248
1,912

7,835
2,844
13,308
-8,317

14,490
3,577
2,556
8,357

64,107
44,237
7,842
12,028

1997

512

2,183
1,671

-10,591
7,315
338
-18,243

2,719
2,163
283
272

-7,681
5,412
775
-13,868

11,871
2,635
-601
9,837

35,230
43,751
98
-8,619

1998

432

1,844
1,412

-8,970
6,103
-109
-14,964

n.a.
3,895
-892
n.a.

18,744
9,333
7,908
1,502

10,108
2,169
2,317
5,623

41,908
38,753
-699
3,854

1999

475

1,773
1,298

-8,094
3,366
-546
-10,914

n.a.
3,788
-2,145
n.a.

20,713
9,283
12,697
-1,268

11,506
2,657
2,774
6,075

58,045
38,399
7,317
12,329

2000

268

1,568
1,300

-3,530
3,892
-525
-6,897

-942
554
-666
-830

4,106
3,528
12,227
-11,650

7,940
4,334
2,041
1,566

41,557
44,241
1,249
-3,933

2001

66

1,466
1,400

-6,003
953
-694
-6,263

4,235
3,203
-836
1,868

12,449
1,972
4,940
5,538

3,764
3,030
967
-234

50,031
49,308
1,752
-1,029

2002

n.a.

n.a.
n.a.

-6,140
1,800
356
-8,296

n.a.
n.a.
n.a.
n.a.

n.a.
n.a.
n.a.
n.a.

n.a.
n.a.
n.a.
n.a.

n.a.
n.a.
n.a.
n.a.

2003

AND I TS

Source: IMF (2004b).

n.a.
3,487
n.a.
1,070

1990

PRC
Total Capital Inflows
FDI
Portfolio
Other

Table 2. Annual Inflows of FDI, Portfolio, and Other Capital, 1990-2003 ($m)
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Table 3. Comparative Statistics
PRC India Korea Malaysia Thailand Viet Nam
General Economic Indicators
GDP 2002 ($ billion)
GDP per capita PPP 2002 ($)
GDP per capita growth (1990-96) (%)
GDP per capita growth (1997-2002) (%)
Annual average inflation (1990-2002) (%)a
Total external debt/GDP 2002 (%)
GDP per capita 2002/GDP per capita 1980b

1,237
515
477
4,475 2,571 16,465
9.2
3.7
6.5
6.9
3.5
3.9
6.5
8.3
5.1
13.3 20.5 27.1
5.6
2.2
3.7

95
8,922
6.7
0.8
3.2
51.2
2.1

126
6,788
7.4
0.0
4.1
46.7
2.7

35
2,240
5.8
5.1
3.1
38.0
2.2

Openness
Trade
(Exports+Imports)/GDP 1990 (%)
(Exports+Imports)/GDP 2002 (%)c
Export growth (1990-2002) (%)d
Average tariff rate 1999
Index of Economic Freedom (2003)e

31.9
52.2
16.6
18.7

15.7
31.3
12.5
30.2

59.4
78.6
13.6
7.9

147.0
210.1
10.7
8.1

75.8
122.3
9.9
5.9

81.3
111.5
25.6
20

3.6

3.5

2.7

3.2

2.9

3.9

15
38

7
27

147
43

16
-58

81
84

24.3
1.7
25.8
16.8
9.7
0.5
5.1

40.6
5.2
43.7
39.2
99.6
2.3
9.2

55.7
10.3
56.5
25.9
35.7
23.4
59.4

40.1
8.2
30.2
4.9
9.0
9.6
23.9

17.0
0.3
17.1
0.0
0.0
4.0
50.3

4.1

0.4

0.8

6.4

2.2

6.6

5.7
7.5
1.0

4.8
10.5
1.2

10.5
77.6
2.7

7.9
28.2
0.4

6.1
35.3
0.1

3.8
9.7
n.a.

2.6

0.7

51.5

27.3

5.8

1.3

2.9

4.1

3.8

6.2

5.4

2.8
continued.

Investment
FDI as % of total capital inflows 1990-96f
93
FDI as % of total capital inflows 1997-2002g 93
Total cumulative FDI inflow, 1990-2002
($ billion)
425.0
Total FDI stock, 1990 ($ billion)
24.8
Total FDI stock, 2002 ($ billion)
447.9
Outflow / inflow FDI stock 1990 (%)
10.1
Outflow / inflow FDI stock 2002 (%)
7.9
Total FDI stock as % of GDP, 1990
7.0
Total FDI stock as % of GDP, 2002
36.2
FDI as % of GDP, 1990-2000
(annual average)
Human Capital
Years of education, 2000h
Tertiary enrolment as % of age group, 2000i
R&D expenditure as % of GDP, 2000j
Number of internet users as % of
total population, 2001
Public spending on education as % of
GDP, 2000k
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Table 3. continued
Physical Infrastructurel

44

56

18

29
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32

60

Institutional Quality & Risk
Corruption (Corruption
Perceptions Index, 2003)m
3.4(66) 2.8(83) 4.3(52) 5.2(37) 3.3(75) 2.4(105)
Country risk (composite risk rating, 2001)
74.3
65.3
79.3
76.0
73.8
69.5
Property rights index, 2003n
4
3
2
3
3
5
Bureaucratic quality (Public
Institutions Index, 2003)o
4.33(52) 4.26(55) 5.03(36) 5.12(34) 4.97(37) 4.11(61)
Fiscal/Finance
Stock market capitalization, 2002p
Average corporate tax rate, 1999 (%)
Notes:

a

13
33

23
35

43
28

129
28

37
30

n.a.
25

Data for the PRC are for the period 1990-2001 and for Viet Nam, 1996-2002.
Data for Viet Nam are for 1984 and 2002.
c
Data for Viet Nam are for 2001.
d
Data for Viet Nam are for the period 1990-1997.
e
Index of Economic Freedom ranges from 0 (mostly free) to 5 (highly restricted).
f
Data for PRC and India refer to the period 1991-1996; for Viet Nam, 1996.
g
Data for Malaysia for 1999 and 2000 are missing.
h
Average years of schooling of population aged 25 and over. Data for Viet Nam are for 1990.
i
Tertiary enrolments (regardless of age) as percentage of 20-22 age group. Data for the PRC and
India are for 1999.
j
Data for India, Malaysia, and Thailand are for 1996, 1998, and 1997, respectively.
k
Data for India and Viet Nam are for 1999 and 1997 respectively.
l
Growth Competitive Index, 2003, 1-102 ranking, 1=best.
m
The index ranges from 10 (highly clean) to 0 (highly corrupt) for 133 countries. The maximum is
9.7 and the minimum 1.3. Numbers in parentheses are the country rankings.
n
The property rights index is a composite from the Index of Economic Freedom. This index ranges
from 0 (very good) to 5 (very poor).
o
The public institutions index is based on survey data and ranges from 2.28-6.56 across
102 countries. The higher the index the higher the quality. Numbers in parentheses are the country
rankings.
p
Data for India are for 2001.
Sources: Barro and Lee (2000), IMF (2004b), Miles et al. (2004), Transparency International (2003), UNCTAD
(2002 and 2003), World Bank (2003), World Economic Forum (2003).
b

Closed to 1978; then Very restrictive
progressive opening, pre-1991, then
especially for exports; gradual opening
2002 WTO accession

Hong Kong, China
important; large
diaspora

Continuing though
declining SOE
preference; rapid
decentralization;
much corruption

Uneven, though
improving

Pockets of
excellence;
uneven, rapid
catch-up

Trade Regime

International
Connections

FDI Regime
in Practice

Institutional
Quality

Human
Capital

Generally high, though
legal system still
evolving

Business climate
becoming more
predictable and open;
powerful nationalist
sentiment

Large US diaspora;
reverse brain drain
in 1990s

From 1960s, open
for exports, otherwise
restrictive; major 1990s
reforms

Low, rising
gradually

Restrictive until 1990s;
then gradual opening;
major 1998 reforms

Korea
Predominantly private;
chaebol important; high
concentration; small
SME presence

Note: SOEs means state-owned enterprises.

Pockets of excellence; Extremely strong
continuing high
education; R&D
illiteracy
base, though not
very international

Well developed,
though cumbersome

Reforming, in
context of dirigiste
history; states are
powerful; much
corruption

Large and active
diaspora

Modest,
no clear trend

Modest but rising

FDI Presence

Very restrictive
pre-1991, then
gradual opening

India
Large SOE sector;
reservations
schemes for small
firms

Closed to 1978; rapid
increase from 1980s,
especially in south

PRC
Dominant but
declining SOEs,
rapidly rising private
and foreign firms

FDI History

Ownership
Structures

Generally quite
high

Reasonably
predictable
commercial
environment

No special features

Consistently fairly
open

Substantial,
and rising

Consistently fairly
open

Thailand
Predominantly
private; Sino-Thai
dominance

Generally quite good; Historic undermajor affirmative
investment in postaction program;
primary education
continuing nonbumiputra brain drain

Generally high

Predictable
commercial
environment

Singapore ties
historically strong

Consistently open

Very high

Consistently open

Malaysia
Always large foreign
presence; active
bumiputra
promotion

Table 4. FDI RegimesSome Stylized Facts

High literacy, though
limited international
commercial know-how
and entrepreneurship

Weak; very limited
investor protection

Continuing SOE
preference; north-south
differences; private
firms insecure

Large diaspora, still
regarded with suspicion

Closed to late 1980s;
then major opening,
especially for exports

Low, but rising quickly

Closed to late 1980s;
rapid rise from early
1990s

Viet Nam
Dominant SOEs,
actually rising post
reform
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In some cases, it is possible to date the opening up to FDI as part of a
package of major general reforms. In Korea, there was gradual liberalization from
the late 1980s, with major reforms in 1997-1998 in the wake of the economic
crisis. In the PRC the reform process commenced in 1978. It was further
consolidated in the late 1980s, and again in 2002 upon accession to the World
Trade Organization. In India, 1991 is regarded as the key reform year. In Viet
Nam it was the late 1980s’ Doi Moi reforms, with further liberalizations around
the turn of the century.
By contrast, Malaysia especially and Thailand have always been quite open
to FDI, and over time have become progressively more so. In neither case have
there been major swings in the policy pendulum. In the decade up to the 1997
crisis, Thailand was a huge capital importer, in some years running a current
account deficit of more than 8 percent of GDP. While FDI increased to record
levels, an increasing proportion of the flow was portfolio and other short-term
capital. The government’s objective to promote Bangkok as a regional capital
market center in competition with Hong Kong, China and with Singapore was a
factor here, as virtually all restrictions on capital flows were removed. Following
the 1997-1998 capital flight and consequent collapse of the baht, the government
maintained its open posture toward FDI, despite a growing nationalist backlash,
and FDI flows actually increased for a period.
In Malaysia, the principal ownership issue has arguably been the political
imperative to redistribute toward the indigenous (bumiputra) community (Gomez
and Jomo 1997), rather than the foreign presence per se. Under the New Economic
Policy (NEP), announced in 1970, the bumiputra share of the corporate sector was
to rise from 2 to 30 percent. Reaching about 20 percent in 1990, albeit through
sometimes controversial share allocations, the scheme has been somewhat
deemphasized, especially in the wake of the mid-1980s recession and the
economic crisis of 1997-1998. In fact, the very high foreign presence at the outset
of the NEP facilitated this transformation, as the major redistribution occurred not
from non-bumiputra to bumiputra groups but rather from foreign to domestic. The
non-bumiputra share actually rose throughout the period, while the foreign share
fell continuously until recently.
This is not the place to analyze in any detail the dynamics of these reforms
and why they took place. But it is worth pointing out that a range of internal and
external factors were typically at work. At an intellectual level, these factors
include a recognition that outward-oriented economies grow more quickly, and
that it is possible to achieve “nationalist” objectives in an open economy context.
Competitive liberalizationskeeping up with one’s neighborshave been a
factor. Foreign pressures, including a desire to join international agencies (the
GATT/WTO and, for Korea, the OECD) have often coaxed countries along.
Conversely, the demise of an international benefactor (the former Soviet Union)
was a major trigger in Viet Nam’s reforms. Coalitions of key bureaucrats and
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political figures have often accelerated progress once the environment for reform
was judged to be favorable.
Obviously, “policy reform” has very different connotations across the six.
In traditionally open Malaysia and Thailand, it has implied a gradual shift of the
pendulum. In other cases, reform has constituted a major change in policy
emphasis, even a U-turn, in which FDI liberalization has been important. The PRC
and Viet Nam are both cases of a transition from a prohibitive to a quite open FDI
regime.
2.

“Dual Policy” Regimes

While FDI regimes have become more open among the six, there remains
considerable selectivity across sectors and firms. Governments have typically been
slower to open up the services sector to foreign direct investment. All countries
have “national projects” where a range of noneconomic considerations intrude.
Among the sample, for example, even the most open economy, Malaysia, has
consistently protected its uneconomic automotive industry, and restricted foreign
equity participation in it.
More generally, countries typically have a mix of both “rent-seeking” and
“efficiency-seeking” FDI, reflecting partial reform of their trade regimes, and the
political economy of dispensing patronage. Consequently, all the country studies
draw attention to what may be termed “dual policy regimes.” For example:
(i)

(ii)
(iii)

(iv)

(v)

Foreign direct investment policy may differ between regions. Three
of the six (PRC, India, Malaysia) feature quite high levels of
decentralized economic policymaking. Thailand has been pursuing a
policy of “industrial decentralization” for some time. In all but
Malaysia, economic authority is being progressively devolved away
from the center in varying degrees and speed.
There are large interindustry differences in protection, and thus
incentives, in all six.
State-owned enterprises (SOE) typically receive preferential
treatment, especially in PRC, India, and Viet Nam, and so therefore
do their MNE joint venture partners.
Most countries offer some sort of fiscal or financial incentives to
foreign investors. These vary by sales orientation, technology
introduced by the foreign investor, location of investment, and other
factors.
The regulatory regime frequently offers more than one entry option
for potential foreign investors, especially in recently reformed
economies.
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Not surprisingly, this phenomenon of dual policy regimes is particularly
pronounced in the most recently reformed economies, the PRC and Viet Nam. On
one hand, there is FDI flowing into joint ventures with SOEs, often in protected,
uneconomic sectors, possibly producing negative value added at international
prices. Foreign direct investment also typically flows into nontradables such as
real estate and hotels where, in thin markets for international-quality assets, assetprice bubbles may occur. Meanwhile, another group of foreign investors enters
“comparative advantage” sectors (SMEs, labor-intensive, export-oriented
activities). Often the latter locate in special zones that are free of the regulatory
and bureaucratic complexities found elsewhere in the economy. Thus, for
example, the PRC’s initial export orientation was confined to the four southern
coastal zones. Most of the labor-intensive FDI originated from Hong Kong, China,
and later Taipei,China. This FDI co-existed with that going into joint ventures
with SOEs, much of it in uneconomic and protected heavy industry. Firms from
OECD countries were the dominant investors in these cases. The domestic welfare
implications of different types of FDI are fundamentally important. Clearly,
therefore, there is not a single “FDI model” in these economies. A major feature of
the reform process is the diminished importance of the former type of FDI, as the
latter becomes progressively more important.
Even among the relatively successful late reformers, policy progress is
invariably uneven and unpredictable, as is the response of investors. Viet Nam in
the 1990s illustrates both these propositions. Following Doi Moi, growth
accelerated and there was an initial period of euphoria among foreign investors.
By the mid-1990s, however, foreign investors became more wary as the reality of
doing business in a transitional, partially reformed communist state sank in (see
Freeman 2003). The prolonged commercial isolation and prevailing ideology
permeating much of the bureaucracy and the Communist Party meant that
policymakers frequently had very little understanding of how to manage a foreign
commercial presence. Moreover, many of the general problems associated with
the business environment had not been addressed in the first round of reforms: red
tape, corruption, insecure property rights, ill-defined legal environment, poor
physical infrastructure, limited financial development; and the huge, inefficient,
and privileged SOE sector. Finding private sector business partners was difficult,
especially as much of the non-SOE business sector was either neglected or
harassed.
The PRC is an excellent illustration of the political economy proposition
that, in some circumstances, partial reform is desirable if it can be a precursor to
successful economywide liberalization. Evidently, the latter was not politically
feasible during the early years of reform. As the coastal zones began to grow at a
spectacular rate, they became the model for the rest of the economy to emulate,
and reform progressively extended to other regions and sectors (Lardy 1996).
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3.

ReformRhetoric versus Reality

In any evaluation of policy regimes, it is crucial to distinguish between
formal FDI and trade regimes, and their operation in practice. Nominally “open”
regimes may in fact be highly complex and corrupt. Widespread physical and
technical smuggling and unrecorded capital flows are present in all six, especially
the less reformed ones. For example, smuggling renders irrelevant much of Viet
Nam’s formal trade regime. The value of investment incentives is significantly
eroded by administrative complexities and corruption.
Reform at the center does not necessarily ensure that liberalization will
proceed smoothly. This is illustrated in the case of India, where power is diffused
and the vested interests and philosophical predisposition toward planning and
intervention built up during decades of dirigisme cannot be quickly overturned.4
Under India’s federal structure, the states wield considerable power. Moreover,
while the reforms have been “positive sum game”, since growth has accelerated,
there have been losers: among the bureaucrats who dispensed power and
patronage, the SOEs sheltered from competition, and the unions in feather-bedded
(especially state-owned) industries.
In Korea, too, there seems to have been considerable ambivalence about
recent reforms in sections of the bureaucracy that are reluctant to relinquish
control. Considerable sectoral restrictions on FDI remain, while business surveys
report that foreign investors find the business environment quite difficult. To
overcome these difficulties, reformers have proposed the establishment of “free
economic zones”, where liberalization can proceed more quickly than elsewhere.
Partial reforms of this nature illustrate the strength of the opposition to continuing
reform.
One general lesson from the reform experience is that authoritarian states
like the PRC and Viet Nam can reform very quickly, once key leadership figures
are convinced of the case for change. Democratic states such as India invariably
move more slowly. Conversely, it may be that the reforms are likely to be more
durable in democratic states: greater persuasion is required to get the reforms
through, potential losers are more likely to be compensated, and therefore
opposition ameliorated.
Frequently, the investment boards charged with regulating FDI have little
general authority. “One-stop-shops” may simply refer to their operations and not
the regulatory complexities of many other, more powerful agencies. Moreover, the
rationale for these boards continues to be ill-defined. Over a decade ago, there was
4
To quote Joshi (2003, 565): “In practice, however, the system [i.e., the FDI regime] is
more restrictive than it sounds, because there still remain numerous hurdles to jump, erected by
State governments if not the Centre.” Athreye and Kapur (2001, 422) note that the irony that
“…even in sectors where foreign investment is readily allowed, firms must secure ‘automatic
approval’!” On the Indian reforms, see also Joshi and Little (1997) and Krueger (2002).
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concern in the literature over how Asian investment boards married their
(potentially conflicting) promotion and regulatory functions. 5 Such a concern
appears to be even more valid today, in the wake of the transition to outward
orientation, and the region’s economic crisis (Buckley 2003).
Especially in larger states, subnational policy regimes matter increasingly.
In well-established federal structures like those of India and Malaysia, states do
compete for investment, and the division of fiscal and regulatory responsibilities
between them and the center is reasonably clear. But decentralization is
proceeding rapidly in most of East Asia’s nominally unitary states (Hill 2002).
Regional authorities are now offering a range of incentives, some only quasilegal.
The general presumption is that this intranational competition for FDI (and
investment in general) is desirable, since it will spur improvement of quality of
governance at the local level. However, there are dangers, especially moral hazard
concerns of local governments offering excessively generous incentives secure in
the knowledge of central government bail-outs. Moreover, as international barriers
to commerce are declining, paradoxically subnational barriers are sometimes
rising.
C.

Ownership Structures and Foreign Presence

Rising FDI flows in the six economies have generally been associated with
an increased foreign presence, as measured by MNE shares of output,
employment, and exports. However, it needs to be emphasized that rising FDI
inflows do not necessarily result in increasing foreign ownership (see Ramstetter
1999). This is so for a number of reasons. First, especially in high-growth
economies, increased FDI flows have been accompanied by rising domestic
investment rates, and thus the share of foreign-owned firms has not necessarily
risen. Second, much FDI takes the form of reinvested earnings rather than capital
inflow, especially in countries such as Malaysia with a long established foreign
investment presence.
More generally, the foreign presence is always recorded imperfectly.
Foreign direct investment flows are poorly recorded. Disaggregated FDI flow data
by sector and source country are mostly incomplete. Accurate stock estimates of
the foreign presence are rarely available, while census statistics on foreign
ownership are irregular and patchy. Data on other dimensions of foreign presence
(e.g., portfolio investments, some of which may be “FDI-like”; licensing and
franchising; human capital flows) are even weaker. Moreover, the nationality of
ownership is often an empirically slippery concept, especially where there exist

5
See Wells and Wint (1991). In their sample of countries, only Singapore appeared to
have an effective separation of responsibilities.
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large diaspora communities abroad. These are present in all six countries,
particularly PRC, India, and Viet Nam.
Bearing these caveats in mind, it is useful to briefly highlight some salient
ownership patterns in the six countries.
Accurate economywide ownership data are not available for the PRC. The
best documented sector is manufacturing, where the major ownership feature has
been the rapidly diminishing importance of the once dominant SOE sector
(Garnaut and Song 2003). Its share of industrial output declined from 49 percent
in 1994 to just 18 percent in 2001. Over this period, shares of the non-SOE
domestic sector and foreign firms rose by approximately similar amounts: 38 to 53
percent for the former, and 13 to 28 percent for foreign firms. Among the latter,
firms from Hong Kong, China; Macao; and Taipei,China account for 40-45
percent of the total. There has been some, but limited, privatization of SOEs. The
major change has been the unshackling of the nonstate sector, which has been the
source of the country’s economic dynamism since the late 1980s.
In India, too, while economywide ownership data are patchy, in contrast to
the PRC, all estimates point to minor ownership changes over time and a modest
foreign presence. As would be expected, foreign shares declined prior to
liberalization, from around 30 percent of industrial output in the early 1970s to
about 25 percent in 1990, according to unpublished data from the Reserve Bank of
India (RBI) cited by Athreye and Kapur (2001). These figures overstate the
foreign presence since they refer only to medium and large public companies RBI
surveyed. As Athreye and Kapur (2001, 409) note, the decline is explained by
“…the restrictions placed on foreign firms by the overall regulatory framework.
Greater selectivity in industrial licensing restrained the growth of many
multinationals [which] were unable to compete against well-organized domestic
industrial lobbies.” Post-liberalization, this trend appears to be slowly reversing.
For listed companies on the Indian stock exchangea data series that cannot be
directly compared with the source abovethe share of foreign firms in
manufacturing output has risen gradually toward the end of the century: 9.5
percent in 1990, 9.3 percent in 1995, and 12.8 percent in 2000. It could be that the
foreign presence has risen more sharply in other sectors, especially the newly
opened service industries. The foreign presence in India’s manufactured exports is
miniscule, especially compared to East Asian norms.
Foreign presence has always been modest in Korea. Within manufacturing,
at the onset of the economic crisis, foreign firms produced about 10 percent of
manufacturing output and employed 5.5 percent of the industrial workforce.
Liberalization and M&A activity raised these shares to 13.3 and 8 percent
respectively by 1999. Over the period 1997-1999, foreign firms accounted for
about 15 percent of the country’s manufactured exports.
The Malaysian data confirm the historically large foreign presence in the
economy. Foreign firms owned approximately one third of the nation’s share
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capital in 1999, down from over one half in 1970. Within manufacturing, foreign
firms generated about 44 percent of value added and 38 percent of employment in
2000. They also accounted for 73 percent of manufactured exports and 65 percent
of total exports in 1995.
Ownership statistics for Thailand are the weakest of the six countries. There
are no economywide estimates, while even for manufacturing the first reasonably
comprehensive data were prepared only in 1996. They report that firms with a
foreign presence (i.e., a foreign share greater than zero) produced about 50 percent
of the country’s industrial output and employed 41 percent of its workforce.
Estimates for 1999 suggest little change in the immediate aftermath of the crisis.
Ownership structures in Viet Nam are unusual. As FDI flowed in from the
late 1980s, the share of the SOE sector actually increased. The explanation is that
the SOEs retained their privileged access to secure land titles and the domestic
banking sector for much of the reform period, and thus many foreign investors
were forced into joint ventures with them. Meanwhile, the policy regime
suppressed the emergence of a domestic SME sector (Freeman 2003). This trend
began to reverse slowly, as the monopoly privileges of SOEs have been eroded.
One important milestone in this respect was the granting of 100 percent foreign
ownership in certain circumstances (principally for firms in export zones), and the
formal recognition that foreign firms are no longer part of the “state capitalist”
sector. Another was the passing of the Law on Enterprises in 2000, which
provided a more secure environment for the domestic private sector. Over the
period 1995-2001, there were no major changes in economywide output shares by
ownership, apart from a doubling of foreign firms (6 to 13 percent). The state
sector remained virtually constant (39-40 percent), while collectives (10 to 8
percent) and the private/household sector (39 to 36 percent) declined slightly. The
small mixed sector remained unchanged (4 percent). In these respects, Viet Nam is
yet to experience the far-reaching ownership changes evident in the PRC. The
foreign share of Viet Nam’s manufactured exports has been rising sharply, from
17-19 percent in 1993-1995 to 57 percent in 2000, emphasizing the importance of
FDI in the country’s labor-intensive export drive.
D.

Flows and Patterns of Foreign Direct Investment

Having drawn attention to differences in ownership patterns among the six,
it is also important to draw attention to some common features, and some trends
worthy of note. At least five deserve comment.
1.

Inflows to the PRC and PRC−India Comparisons

Although the PRC was the world’s largest FDI recipient in 2002, the size of
the inflows is a subject of debate. The principal uncertainty relates to “round-
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tripping”, that is, the PRC investments are being channelled through Hong Kong,
China and returning as “foreign” investment to secure the greater privileges and
security that foreign investors typically receive. As the PRC reforms progress,
however, and the gap between the commercial environment in Hong Kong, China
and adjoining southern regions narrows, this round-tripping FDI appears to be a
diminishing proportion of total inflows.
These magnitudes have also triggered a recent debate about the comparative
attractiveness of the PRC and India to foreign investors. On the face of it, the PRC
appears to dwarf India, owing to its earlier reforms and faster economic growth.
Its recorded FDI inflows are about 20 times greater than India’s in recent years.
However, these reported differences are exaggerated.6 At least 20 percent of the
PRC’s FDI is still thought to be round-tripping, while Indian statistics until
recently have significantly understated its FDI receipts. In addition, the PRC’s
economy is about double that of India’s. Making these adjustments, the reported
20:1 differential in flows becomes perhaps 3:1 in terms of FDI/GDP ratios. Since
the PRC’s investment rate (relative to GDP) is at least one-third higher than
India’s, the FDI/GDI (investment) ratio for the two countries is about 2:1. Thus, in
the PRC-India comparison, more generally, the PRC emerges as less of an outlier.
Its magnitudes are extremely large as much owing to its size as its openness to
foreign direct investment.
2.

Changing Sectoral Composition of FDI Flows

Prior to the 1980s, most FDI in developing countries was in extractive
industries and import-substituting (IS) manufacturing. The first major
compositional shift was within manufacturing, from IS to export-oriented
manufacturing. This transition commenced in the late 1960s, but really accelerated
from the 1980s. A more recent shift has been toward services. By 2000, about half
the total stock of FDI in developing countries was in services, more than double
the figure in 1990 (UNCTAD 2002). Three factors principally account for this
trend: the rising share of services in practically all countries, the increasingly
tradable nature of many service outputs, and liberalized entry into many service
industries previously closed to foreign businesses.
These global changes are evident in all six economies, as service industries
have been opened up to foreign direct investment. The changes are particularly
pronounced in the more recently reforming economies. In the PRC, FDI began
entering the banking and foreign and domestic trade sectors in the 1990s. With its
WTO accession, insurance, telecommunications, and other sectors are being
progressively opened. Liberalization in India has resulted in a sharp decline in the
earlier dominance of manufacturing in FDI flows, from 85 to 48 percent of the
6

For a recent summary of the debate, see The Economist (2003).
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total. Most of the increase has gone into services. There is also a more even
distribution of FDI across subsectors. In Korea, most service industries were
closed to MNEs prior to the 1990s. Here too reform has led to a major reallocation
of FDI flows.
3.

Changing Modalities of Capital Flows

For a time in the 1990s, portfolio investment flows in Southeast Asia
exceeded FDI (see Table 2). During and after the 1997-1998 crisis, this trend was
dramatically reversed. Moreover, the nature of FDI is also changing. The old
pattern of greenfields FDI, and durable, long-term joint ventures is increasingly
being replaced by M&As and volatile, opportunistic, and short-term relationships.
The extent of M&A FDI is poorly documented, but appears to be increasing in
most countries. These activities certainly increased in the late 1990s in the crisisaffected countries, as exchange rates and stock markets collapsed, inducing socalled “fire-sale FDI”, to be discussed shortly. Korea’s experience clearly
illustrates this phenomenon: in the wake of the crisis, portfolio and other short–
term capital outflows were very large, while inward FDI flows rose strongly over
the period 1997-1999. In India, the major compositional shift was the type of FDI,
and it has more to do with policy changes than economic crisis. During the
restrictive era, virtually all FDI was “greenfield” by government dictate; now
about 40 percent is mergers and acquisitions.
Foreign direct investment has been the major source of capital flowing into
the PRC, dwarfing portfolio investment owing to the semiclosed capital account,
including restrictions on foreigners trading shares on the domestic stock market. A
similar picture holds for Viet Nam, which has the least internationally integrated
capital market among the six. In contrast to the other countries, and reflecting its
consistently open regime, Malaysia has traditionally received most of its capital in
the form of FDI, which declined during the onset of the crisis, but remained large.
In the wake of the September 1998 imposition of capital controls, portfolio flows
turned negative, but FDI held up.
4.

Varying Major Sources of FDI across Countries

Europe, Japan, and US are typically the major investors. In some cases,
much smaller, but very open, proximate, and historically connected economies are
major players in much larger economies. Thus, Hong Kong, China is the largest
investor in the PRC, given its traditionally important (though declining) role in
connecting that country to the global economy. The round-tripping phenomenon
alluded to above is also a factor. Singapore remains a significant actor in
Malaysia, reflecting their historically close commercial and political ties. A major
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foreign investor in India is Mauritius where, in addition to historical connections,
special taxation privileges have played a key role.
The 1970s and 1980s FDI debates about whether particular source countries
matter, and whether some are more desirable than others, no longer resonate in
these six countries, or more generally. 7 This is so for several reasons: the
demonstrated evidence that well-managed FDI contributes to growth, regardless of
its origins; international competition for FDI is more intense; there is a greater
diversity of sources as compared to earlier periods of American and European
domination; and even quite low-income countries are also investing abroad. Much
of the “FDI differences” literature simply reflected the particular stages of
development of the home countries. These alleged “unique” MNE characteristics
generally faded as the source countries were transformed.
5.

Behavior during Crises, Magnitude, and Composition
of FDI Flows

Three of the six economies in the sample (Korea, Malaysia, Thailand) were
severely affected by the 1997-1998 Asian economic crisis, and in another (Viet
Nam) growth slowed markedly. It is therefore useful to examine briefly the
behavior of FDI, and related policy responses, during this episode. Sudden capital
flight is a central feature of modern economic crises. Crisis economies typically
switch quickly from current account deficits to surpluses. On the current account,
expenditure switching and absorption effects reduce imports and promote exports.
In addition, slower economic growth and increased economic and political
uncertainty result in the rest of the world being unwilling to finance a current
account deficit.
Moreover, the behavior of different forms of capital diverge. Portfolio and
other forms of highly mobile capital are more likely to exit a country. By contrast,
FDI flows are typically much less volatile. In fact, post-crisis FDI may well
increase, along the lines postulated in Krugman’s “fire-sale FDI” thesis (Lipsey
2001). Asset prices are now cheaper, owing to depreciated exchange rates,
demand contractions, and financial collapse. Policy regimes are typically
liberalized as part of the government’s recovery package. Athukorala (2003)
demonstrates that this is precisely what happened in most of the five East Asian
crisis-affected countries during 1997-1998. In aggregate, there was massive
capital flight, principally portfolio investment and short-term debt. Yet FDI
actually rose modestly.

7

This debate included the assertions that Japanese and “Third World” FDI were superior
to that from America and developed countries, respectively. Kojima (1996) was commonly
associated with the former argument, while Wells (1983) was a major early study of the latter.
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Foreign direct investment may also play an important role during the
recovery of crisis-affected economies. The analytical connection between the two
starts with the collapse in aggregate demand during a crisis: consumer confidence
and therefore expenditure wanes; the capacity for governments to run fiscal
deficits is often constrained; and domestic investment falls owing to financial
fragility and weak domestic demand, and uncertainty. Exports are therefore the
critical component in the immediate recovery period. Crucial to the latter are
multinational enterprises. Given their global market networks and know-how,
deeper pockets, and stronger connections to global capital markets, MNEs have
the capacity to translate large increases in potential competitiveness (arising from
the depreciated currency) into export growth, in turn facilitating economic
recovery.8
E.

Investment Outflows

Capital outflows are central to the process of globalization. Although
occasionally the subject of mercantilist objections, to the effect that national
savings are being employed for the benefit of foreigners, theory and empirical
evidence point clearly in the opposite direction. Outward FDI benefits the home
economy, since domestic factors of production are able to maximize their returns.
It is also presumed to constitute a spur to better economic policy, to the extent that
the option of “exit” for investors exerts a policy discipline on governments.
Outflows present a mixed and imperfectly recorded picture, but it is clear that
patterns vary across the six economies. In all but Viet Nam these investments
abroad are sizeable. In all cases, there has been a general relaxation of controls on
outflows, although in some cases quite onerous restrictions remain in place.
However, with the occasional exception of Korea, all six are net FDI recipients.
Three general features of these outflows are worthy of mention. First, as
noted elsewhere, many of the outward investment projects draw on the countries’
overseas communities, to be expected given that this diaspora lowers the
transaction costs of going abroad. Second, in countries with complex regulatory
systems, outward FDI may be a means of exploiting firm-specific advantages in a
less restrictive environment. This has been hypothesized in some of the Indian
literature, though presumably it is now a less important motive. Third, it appears
to be the case that increasing outward FDI has contributed to the liberalization of
policies toward FDI inflows. The argument is that investing abroad does introduce
an appreciation of the case for a more predictable and open regime. This has
8

The 1997-1998 crisis also served as a reminder that restrictions on short-term capital
flows may, in special circumstances, be compatible with an open FDI regime, at least in the
short to medium term. This is the major conclusion of the controversial Malaysian policy
experiment introduced in September 1998. See Athukorala (2001) for a detailed examination.
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evidently been the case in Korea, particularly in the context of its OECD
accession.
The Korean case, with its relatively low per capita income, becoming a
large investor abroad with outflows often exceeding inflows is very unusual. This
appears to reflect a number of factors. One is its traditionally restrictive approach
to inflows. The second was the country’s rapid loss of comparative advantage in
labor-intensive activities during the 1980s and the consequent relocation on a
massive scale of much of this industry to high-growth, receptive economies
nearby. A third was the aggressive internationalization of the major chaebol from
the late 1980s, with support from the government. A considerable proportion of
the FDI was high-end investment in sectors where protection in the targeted
markets necessitated investment rather than export from the home base (e.g., the
automotive and consumer electronics industries). “Reverse engineering” type FDI,
to obtain access to host country technology, has sometimes been a factor.
The PRC is also emerging as a major investor abroad. This phenomenon
may appear surprising in view of its rapid growth, with the presumption that
returns on capital would be higher at home than abroad. Three factors appear to be
relevant in this story (Garnaut and Song 2003). One relates to macroeconomic
policy. The PRC is running large current account surpluses and accumulating
massive international reserves, currently estimated to exceed $400 billion. Most of
these reserves are held abroad, albeit largely in the form of government securities
rather than FDI. The second factor is the round-tripping phenomenon referred to
above. This is not of course genuine FDI, and should be discounted from the
outflows figure. The third are investments abroad by state-related entities in
sectors deemed to be of commercial and strategic importance, such as natural
resource projects.
For some countries, it is useful to distinguish between what may be termed
“state-sponsored” and “market driven” investments. This is evident in Malaysia,
for example. The government has sponsored several major investment projects
abroad, including directly through its state-related entities. Some of these have
been high-profile, quasipolitical investments in developing countries, with mixed
commercial results. Alongside these have been straightforward efficiencymotivated investments, principally in neighboring countries and reflecting firms’
competitive advantages.
F.

Trade Regimes

Openness to the international economy varies significantly among the six.
All have become more open to trade since 1990, as indicated by both trade
reforms and rising trade/GDP ratios. The latter ratio has increased by more than 50
percent in three of the countries (PRC, India, and Thailand) and substantially in
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the others (Table 3). Malaysia and Thailand were among a very small group of
developing economies classified by Sachs and Warner (1995) as “always open.”
Both exhibit very high trade orientation, quite low average tariffs, modest
interindustry tariff dispersion, and limited incidence of nontrade barriers.
Among the six, Korea’s trade and investment regime has arguably been the
most unusual. From the early 1960s, it achieved very rapid export-led growth, but
in the context of (until recently) very restrictive policies toward imports (except
those required by export-oriented firms) and foreign direct investment. Its
adventurous industrial policy resulted in tremendous achievements but also high
10
costs. However, major reforms were enacted in the 1990s. In addition to tariff
reform and the reduced incidence of nontrade barriers, these also included a
reduction in the number of subsidy programs and customs simplification. As with
its FDI regime, a desire to join both the GATT/WTO and the OECD, and the
imperative to reform in the wake of the 1997-1998 crisis, drove much of the
liberalization.
Notwithstanding recent reforms, PRC, India, and Viet Nam still have quite
high tariffs, and a higher incidence of nontrade barriers. Smuggling remains
rampant in the more protected economies. In particular, Viet Nam’s reengagement
with the international economy is of very recent origins. For much of the period
following the commencement of its 1986 Doi Moi reforms, it was effectively shut
out of the world’s largest market. The US embargo was lifted in 1993, while the
two countries signed a Bilateral Trade Agreement only in 2001. As is the case
with late reformers, its official trade regime remains opaque and poorly
documented. It is only quite recently that a formal tariff schedule was released.
Viet Nam still retains very high levels of protection (several hundred percent) for
its automotive, sugar, and garments industries. Much protection is firm-specific in
nature, tailored to the needs of its inefficient SOE sector.
A central feature of trade reform in all six economies is that it was unilateral
in nature. While four of the countries are members of preferential trading
arrangementsASEAN in the case of the three Southeast Asian economies and
SAARC (South Asian Association for Regional Cooperation) for Indiain
practice these arrangements have meant practically no deviation from
nondiscriminatory reform.11 This may be changing, however. With the current US9

9

Of course, the usual caveats have to be attached to the data in Table 3. Trade/GDP
ratios need to allow for country size. Average tariffs need to take account of tariff dispersion
and the presence of nontrade barriers. To varying degrees, all six countries maintain dual trade
regimes as between export sectors and the domestic economy. Nonetheless, the picture
presented here is a reasonably plausible characterization of the country differences.
10
For contending perspectives on the impact of these interventions, see for example
Amsden (1989 and 2001) and Smith (2000).
11
That is, the AFTA liberalizations have almost always been multilateralized, while the
SAARC concessions have been trivial.
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led penchant for free trade arrangements (FTA), all six have been forced to follow
suit, and explore FTA options. Among the six, Korea and Thailand in particular
have been active. If these FTAs ever become significant, MNEs will certainly
respond by including preferential access to selected export markets as a factor in
their decision-making processes.
G.

The Commercial Environment

The large variations in the foreign presence among the six economies are
explained fundamentally by the attractiveness of the host economies to foreign
direct investment. This in turn reflects the rate of economic growth in each, and
the ease of entry for foreign investors. In addition to macroeconomic management
and openness, a number of factors codetermine both economic growth and FDI
attractiveness. Several proxies for these factors are presented in Table 3. Informed
analytically by what may be termed the “three Is” (incentives, infrastructure, and
institutions), these variables include proxies for human capital, quality of physical
infrastructure, institutional quality and country risk, and financial development.
As economies open up, governments have to make the transition from
protectionist/regulatory regimes to a new emphasis on promotion and efficiency.
Thus, there needs to be more effective industrial extension, R&D, and other
support schemes; better physical infrastructure; legal reform; improved education;
and administrative reform and simplifications. Broader still are issues of country
risk and policy predictability. Hence, countries’ performance according to a range
of “competitiveness” variables listed in Table 3 (numbers 3-6) is central to both
attracting FDI and to economic progress.
It also needs to be emphasized that domestic investors are invariably the
key players in any economy and that domestic investor sentiment weighs heavily
in MNEs’ international location decisions. Therefore what matters is the host
economy’s commercial environment in general, and not especially as it relates to
foreign investors. Indeed, FDI regimes that are significantly “pro-foreign” in their
incentives or other provisions are unlikely to be fiscally or politically durable, and
these incentives tend to be discounted by MNEs with long time horizons. It is
important that any study of competitiveness and the business environment
recognize this fact.12
The proxies and data in Table 3 are of course highly selective, and subject
to numerous qualifications.13 But they are illustrative, and generally accord with a

12
Of course, there will always need to be some special provisions in any investment law
tailored specifically for foreign investors, e.g., guarantees against expropriation, etc.
13
Numerous data sources could have been selected. A useful series, with heavy emphasis
on technological capacity and learning, is presented in UNIDO (2002). ADB (2003a, Part 3)
provides a comprehensive review of various competitiveness estimates.
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priori notions. Moreover, they effectively draw attention to the diversity of the six
countries.
The PRC’s human capital base is comparatively strong, with near universal
literacy, and segments of technical excellence. It is also increasingly able to tap
into a very large international diaspora. It has R&D strengths, some military
related, or present owing to the past emphasis on heavy industry. It is rapidly
opening up to foreign trade and investment. Its commercial institutions have been
historically weak, and the country continues to score poorly in international
comparisons of corruption and protection of property rights. But institutional
quality is improving quickly, especially in regions most connected to the
international economy. Physical infrastructure is being upgraded rapidly, although
its quality is spatially very uneven.
The 1991 reforms and their aftermath have begun to transform India’s
14
commercial environment, but the unfinished agenda is large and complex. Its
human capital and R&D base has pockets of international excellence, most
notably in information technology and in some defense-related heavy industry.
Until recently, and in contrast to much of East Asia, its educational priorities
resulted in centers of international quality alongside quite high levels of illiteracy.
It also differed from East Asia until recently in that its inward-looking strategy
meant that it was unable to exploit its human capital strengths in the global
economy. Thus, in contrast to the PRC, its major intrusion into the international
information technology industry has been via services rather than manufacturing.
Its commercial environment is broadly predictable, and the legal system
cumbersome but independent. Economic policy making is the most dispersed
among the six countries. A large diaspora facilitates its connections to the
international economy.
Korea’s development strategy has been underpinned by exceptional strength
in some areas. It reached OECD levels of educational achievement and R&D
15
expenditure at comparatively low levels of per capita income. Its Internet access
and usage is one of the highest in the world. Its infrastructure and institutional
quality are good though not outstanding. As with its trade and FDI regimes, the
internationalization of its human capital strengths has proceeded more slowly
(Dahlman and Andersson 2000). For example, its universities remain relatively
unconnected to the international mainstream. Its postcrisis policy liberalizations

14

For a detailed review of these issues, see the contributors to Krueger (2002). Major
issues in the reform agenda include fiscal imbalances, public sector enterprises, trade policy
(especially in consumer goods industries), labor market rigidities, SMEs and reservation
schemes, regulatory and licensing system, and center-state relations. Many of these of course
intersect.
15
For example, R&D expenditure rose from 0.3 percent of GDP in 1971 to 2.8 percent
in the mid-1990s.
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have been significant, but as recovery proceeds there are some doubts about the
durability of some reforms.
Malaysia emerges as a country with comparatively high institutional
quality, excellent physical infrastructure, and large public investments in
education, much of it designed to redress past ethnic imbalances. It has had the
most consistent commercial policy environment of the six. Nevertheless, there are
concerns that the independence of its legal system may have been weakened over
the past two decades, and there has been a persistent loss of high-level nonbumiputra human capital. Its very open international labor market has delayed the
process of upgrading its technological capabilities, and it faces in particular
competitiveness challenges from below (especially the PRC) and from above (the
Asian newly industrialized economies).
Thailand scores well on most indicators, with the principal exception of
human capital. Until recently, while achieving almost universal primary
enrolments, its education retention ratios were very low. In consequence, during
the 1990s, as real wages began to rise quickly in the wake of rapid economic
growth, it experienced difficulty managing the transition out of labor-intensive
activities. It has become progressively more open in its trade and FDI policies,
although the pace of reform has been slower than several of its neighbors.
Historically, its legal and commercial institutions were not strong, though its
informal commercial rules of the game were widely understood and observed.
Physical infrastructure is generally good, apart from Bangkok’s congestion.
Having successfully completed the first round of macroeconomic and
commercial policy reforms, the principal challenges in Viet Nam relate to
establishing the infrastructure that underpins a market-based economy: property
rights, legal system, financial intermediation, and physical infrastructure all
remain poorly developed. Illiteracy levels are low, but so too is the stock of
internationally experienced entrepreneurs. Many small and household enterprises
operate in an insecure commercial environment. Reform of SOEs lags. There are
pronounced regional differences (especially, still, between the north and the south)
in the quality of the physical and commercial infrastructure.
Considering the wide variety of resource endowments, policy regimes, and
experiences with FDI among the six economies, it is not surprising they have
developed different views toward international investment agreements.
III. CONCLUSIONS

The experience of these six, diverse Asian economies illustrate the major
challenges associated with managing FDI in an era of rapid globalization. All six
have deliberately become more open to FDI and trade, and this openness has
contributed to the strong growth experienced by most of the six for most of the
past two decades or more. Outward FDI flows have also risen in all cases,
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consistent with rising global integration. The simultaneous liberalization of both
trade and FDI regimes has profound implications both for the nature of FDI and
government policies needed to maximize the benefits of the foreign presence for
host economies. As trade and regulatory barriers come down, FDI motives
typically shift from what may be termed “rent-seeking” to “efficiency-seeking.”
That is, as the rents associated with a highly interventionist regime diminish,
MNEs assess potential investment locations on the grounds of costs and
efficiency, frequently in the context of a multiplant and multicountry framework.
Host country policy priorities therefore need to adjust accordingly, from
dispensing rents and patronage to providing high quality institutions and
infrastructure, which of course also benefit domestic investors. The faster the
reform process, obviously, the faster this policy reorientation needs to proceed.
So much for the common features. There have of course been differences in
the approach to FDI among the six countries in relation to speed of liberalization,
modalities of capital inflow, and particular benefits sought from foreign direct
investment. For Viet Nam, it is reengagement with the global economy in the
context of “first-round” economic reforms. In the PRC, too, there is the transition
from planned to market economy and progress toward a unified policy regime.
Both processes started earlier, and are proceeding faster, than in Viet Nam. In
India, the challenge is to build on the earlier reforms, and to become more “East
Asian” in its labor-intensive export trajectory. Among the three crisis-affected
economies, the immediate challenge since 1998 has been financial reform and
recovery. In addition, Korea has sought to internationalize its human capital and
R&D strengths, while Malaysia and Thailand face the challenges of upgrading
supply-side capabilities as they lose comparative advantage in labor-intensive
activities.
Not surprisingly, these countries have differed in their approach to the
formulation of international regulations governing foreign direct investment. As
with most developing countries, the six have liberalized their investment regimes
independent of negotiations over a possible multilateral framework for investment.
This has two possible implications. It might suggest that a multilateral framework
is redundant. Or such a framework may become more necessary as policies
converge, and a more comprehensive international agreement becomes
increasingly possible and necessary for facilitating the liberalization process and
for governing investment measures. Which outcome emerges will depend on the
bargaining positions adopted by different countries and the attitudes they hold
toward the process. Even among this sample of developing Asian economies there
are clearly widely diverging views on negotiating a multilateral framework for
investment. They range from strongly in favor (Korea) to strongly opposed
(India); from viewing it as a helpful spur to domestic liberalization (Thailand) to a
constraint on development policy options (Malaysia); and from acceptance if
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implementation is gradual (the PRC) to concern over capability to address the
difficulties and challenges of achieving compliance (Viet Nam).
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Liberalization and Foreign Direct Investment
in Asian Transport Systems:
The Case of Aviation
CHRISTOPHER FINDLAY AND ANDREA GOLDSTEIN

The aviation industry is critical for Asia to gain from participation in the
global economy. The airline industry in developing Asia is generally
dominated by state-owned enterprises, and the record of state ownership is
poor. Foreign direct investment would provide the managerial and technical
skills needed to improve productivity. Paradoxically, however, this is an
industry that combines extensive cross-border activities with almost
insurmountable obstacles to foreign investment. Airline alliances and
marketing arrangements have emerged as an imperfect substitute to
consolidation through (cross-border) mergers and acquisition. This paper
sketches the main features of international air transport, focusing in particular
on the bilateral and multilateral regimes; presents the main characteristics of
the developing Asia market and the specific Association of Southeast Asian
Nations and Asia-Pacific Economic Cooperation forum objectives in this
domain; analyzes ongoing developments in selected countries, in particular in
privatizing flag carriers in India and Thailand and consolidating airlines in
People’s Republic of China; and concludes by putting findings from the region
in the wider context of experiences in other developing regions and regulatory
development at the multilateral level, including at the World Trade
Organization.

I. INTRODUCTION

It may be counterintuitive to consider aviation a key policy issue for
developing countries, especially for low-income ones. As Li (1998, 140) notes,
“the traditional wisdom that air transport is a luxury transport mode is still
common in much of Asia.” This industry, however, is critical for the developing
economies in the region to gain from participation in the global economy. It
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reduces the costs of trade, especially in high-value added supply chains such as
electronics, perishable food, or cut flowers; attracts privatization-related
investment; supports tourism; and more generally weaves together a modern
society. The distances involved are large and alternative transport modes such as
rail, road, and ports are inadequate and costly. Moreover, the existence of clear
network economies makes the case for closer regional cooperation in general. In
short, while the growth of civil aviation is partly contingent on the level of
income, it lowers communication costs and facilitates access to global markets and
foreign investment inflows. These effects are especially important for a number of
low-density and land-locked developing countries.
These contributions are already evident in many economies in the region
that have substantial aviation sectors. Although growth rates decelerated since the
boom days of the 1990s, the Asian and Pacific region remains one of the world’s
most dynamic air transport markets (ICAO 2003). In 2001-2002, traffic growth in
terms of both passenger-kilometers and total (freight and mail) ton-kilometers was
the second highest in the world after the Middle East. As Table 1 reports, the
People’s Republic of China (PRC) is already the fourth largest freight market and
the fifth largest passenger market; Hong Kong, China and Singapore are in the
Top Ten list for international activities; and, perhaps the most surprising statistic,
the ASEAN-5’s (Association of Southeast Asian Nations members namely:
Indonesia, Malaysia, Philippines, Singapore, and Thailand) combined countries
would rank at second place after the United States (US) in terms of both passenger
and cargo traffic. Table 2 provides some information about the top airlines in the
region.
With few exceptions, the airline industry in developing Asia is dominated
by state-owned enterprises. Although one such carrier, Singapore Airlines, has
consistently been ranked as one of the world’s best and most efficient, the record
of state ownership in other airlines is poor.1 Foreign investment in the sector is
minimal, which is not an Asian exception (Backx et al. 2002). While foreign
direct investment (FDI) would probably provide the managerial and technical
skills needed to improve factor utilization, particularly in developing economies,
extensive cross-border activities in this industry are combined with almost
insurmountable obstacles to foreign direct investment. As Findlay et al. (1997, 21)
noted,
Bilateral aviation agreements often require substantial ownership
and control of a partner country’s qualifying airlines by citizens of
the partner country. Such rules of origin play a role similar to that of
rules of origin in preferential trading arrangements, in that they
1

In the three months to June 2003, Singapore Airlines recorded its first ever quarterly
loss, attributed mainly to the effects of severe acute respiratory syndrome (SARS).
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prevent third countries from obtaining the negotiated privileges
through the back door. But they also hamper the free market by
restricting the ability of airlines to consolidate with foreign carriers
through equity transfers. To circumvent such barriers, airlines have
had to enter into more indirect forms of cooperation, such as code
sharing and joint marketing arrangement.
Table 1. Basic Air Transport Statistics in Developing Asia
Total Operations
Country

Rank

2002

2001

International Operations
%
Change

Rank

2002

2001

%
Change

Ton/kilometers Performed (millions)
PRC
Singapore
Hong Kong, China
Thailand
Malaysia
India
Indonesia
Philippines
Pakistan
Sri Lanka
Vietnam
Bangladesh
Brunei Darussalam
Macao SAR
Memorandum item
ASEAN-5

5
7
n/a
13
17
23
30
33
35
44
45
46
52
n/a

16 200
14 140
10 821
6 241
5 342
3 077
1 879
1 728
1 322
778
756
692
496
232

13 846
12 625
9 662
5 726
5 237
2 849
1 978
1 662
1 437
819
646
597
451
213

17
12
12
9
2
8
-5
4
-8
-5
17
16
10
9

13
5
n/a
11
14
27
35
32
34
41
49
43
51
n/a

5 400
14 140
10 821
5 913
4 920
1 839
1 093
1 520
1 141
778
562
684
496
232

4 538
12 625
9 662
5 327
4 824
1 687
1 271
1 462
1 240
819
480
595
451
213

19
12
12
11
2
9
-14
4
-8
-5
17
15
10
9

2

27 630

27 227

1

2

27 586

25 508

8

Passenger/kilometers Performed (millions)
PRC
Singapore
Hong Kong, China
Thailand
Malaysia
India
Indonesia
Philippines
Pakistan
Sri Lanka
Vietnam
Bangladesh
Brunei Darussalam
Macao SAR
ASEAN-5
Notes:

4
8
n/a
15
17
20
27
29
34
43
42
48
54
n/a
2

123908
75 620
53 148
48 337
36 897
27 929
18 149
13 962
10 680
6 327
6 676
4 661
3 715
2 056
192965

105904
70 019
48 316
43 943
35 822
25 623
15 920
13 425
11 609
6 660
5 610
4 397
3 607
1 904
179229

17
8
10
10
3
9
14
4
-8
-5
19
6
3
8
8

15
6
n/a
12
14
24
32
29
33
39
45
46
51
n/a
2

28 821
75 620
53 148
45 084
32 191
15 504
10 298
12 001
9 089
6 327
4 895
4 583
3 715
2 056
175194

23 624
70 019
48 316
40 616
30 953
13 843
9 808
11 430
9 879
6 660
4 079
4 324
3 607
1 904
162825

22
8
10
11
4
12
5
5
-8
-5
20
6
3
8
8

Most 2002 data are estimates, thus the ranking and the rate of growth may change when the final data
become available. Source: ICAO (2003).
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Table 2. Largest Airlines in Developing Asia

Revenues Net Result
(US$ m)
(US$ m)
Singapore Airlines
Cathay Pacific
Thai Airways
Malaysian
China Southern
China Airlines
EVA
China Eastern
Garuda
Pakistan IA
Air China
Indian Airlines
Vietnam AL
Air India
Philippine Airlines
SriLankan

5 930
4 242
2 977
2 331
2 177
2 114
1 867
1 580
1 059
726
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.

601
51
235
89
69
90
76
10
69
31
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.

State
Passengers
RPK
FTK
Ownership Alliance
(‘000)
(millions) (millions)
Stake
15 002
12 321
18 729
16 208
21 493
8 136
4 186
11 533
7 453
4 166
10 587
5 542
3 745
3 344
2 441
1 741

71 118
49 041
48 513
26 897
28 940
26 806
17 777
18 206
16 715
10 779
24 001
7 554
6 123
12 584
11 219
6 327

6 075
4 854
1 824
1 924
1 006
4 600
3 278
1 023
345
209
1 876
111
139
354
209
203

100
Star
25 Oneworld
93
Star
100
No
63
No
71
No
0
No
62
No
100
No
58
No
100
No
100
No
No
100
No
4
No
51
No

Notes:

RPK (revenue passenger kilometers) is a measure of airline passenger volume. It is calculated by
multiplying the number of revenue passengers carried on each flight stage by the flight stage distance.
FTK (freight tons kilometers) is a measure of airline freight volume. It is calculated by multiplying
freight carried on each flight stage by the flight stage distance.
Sources: AAPA Statistical Report 2002 (Association of Asia-Pacific Airlines 2002); World Airline Report 2003
(Air Transport World 2003).

This paper seeks to define the potential contribution of FDI to the growth of
the aviation sectors in developing economies in the region, and in that process to
economic development. The paper will also identify the policy barriers inhibiting
that contribution from FDI and the ways in which those barriers might be
removed.
The paper begins with a review of the main characteristics of the regulation
of international air transport, focusing in particular on the bilateral and multilateral
regimes. Section III then discusses policy trends in the region, and notes an
important new shock in the market place, which is the emergence of low-fare
carriers. Section IV shifts attention to developments in selected countries to
examine changes in policy that either add to or diminish the contribution that
might be made by foreign investors. In Section V, the move to privatize carriers in
India and Thailand and to consolidate (state-owned) airlines in the PRC is
examined. In all such cases FDI has been an option, but very little progress has
been achieved. In the conclusions the findings from the region are put in the
wider context of experiences in other developing regions and regulatory
development at the multilateral level, including at the World Trade Organization
(WTO).
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II. MARKET LIBERALIZATION AND FDI IN THE GLOBAL
TRANSPORT INDUSTRY

Civil aviation for the transport of passengers and merchandise has always
constituted a sui generis market, with the possible exception of its pioneering days
when entry was basically unrestricted. The core characteristics that distinguish
civil aviation from other industries now include:
(i)

(ii)

(iii)
(iv)

dominant state ownership, at least outside the US, and a higher
degree of immunity from competition policy, partly on the grounds of
national security and pride;
pervasive controls on entry, capacity, and tariffs, on the grounds of
the size of investment needed and the presence of network
externalities;
existence of an international regime with specific international
organizations and institutions;
high degree of vertical integration, with de jure or de facto control
and ownership links between physical infrastructure and air and
ground services.

In this section, some of the key features of the regulatory system and their
implications for foreign ownership, and its interaction with the WTO processes,
are identified.
A.

Key Features of the Regulatory System

The process and form of agreements governing air service is fairly uniform.
Under bilateral air service arrangements (BASAs), airlines from each country are
nominated to operate on a given route on the basis of agreements on capacity and
frequency. The agreements cover the terms of the designation of the carriers, the
methods to set capacity on a route, and any regulation that applies to fares. The
restrictions include limits on access to routes by airlines based in third countries.
Generally, foreign carriers are not permitted to operate on domestic routes. 2
Competition is further restricted by commercial arrangements between airlines
dealing with royalties, traffic compensation, traffic, and revenue pooling.
Therefore, if one airline wants to put more seats into the market, both countries
must agree. Generally this type of control seems easy to enforce. In practice,
2

(2003).

Further detail is provided by Doove et al. (2001) and Findlay and Nikomborirak
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control over passenger fare and cargo tariff regulations is illusory because of the
complexity of airline yield management programs, now an accepted practice to
enhance revenues.
Over the last two decades, OECD countries have made substantial progress
in liberalizing ownership and market access. Key milestones have been the
pioneering US domestic deregulation of 1978, the Australia-New Zealand Single
Aviation Market Arrangements established in 1996, and the European Single
Aviation Market completed in 1997. Additionally, since 1992, over 85 “open
skies” BASAs providing full market access without restrictions on designations,
route rights, capacity, frequencies, code sharing, or tariffs have been concluded by
approximately 70 countriesin 59 of these cases involving the United States.
Bilateral air service arrangements dominate the exchange of market access
rights in Asia. However, there have been significant recent developments toward a
more liberal set of arrangements in the region including the adoption of “open
skies” policies by a number of economies. In these policies, capacity restrictions
are removed and a more liberal position may be taken toward foreign ownership.
The US version of open skies agreements generally retains restrictions on foreign
ownership and on rights to operate domestic services (cabotage). A plurilateral
open skies agreement was signed among a group of regional (APEC-member)
economies in November 2000 (Findlay 2003); 3 in 2000 a Memorandum of
Understanding on Air Freight Services was signed by 10 ASEAN member states,
which allows the designated airlines of each member state to operate all-cargo
services of up to 100 tons weekly with no limitations on frequency or aircraft type,
as a first step in the full liberalization of air freight services; in May 2003
Cambodia, Lao People’s Democratic Republic, Myanmar, and Viet Nam (CLMV)
adopted a Multilateral Agreement on Air Transport in the CLMV Sub-Region,
which formalized a 1998 arrangement.
B.

Restrictions on Foreign Ownership

A key feature of these arrangements is the ownership restrictions on airlines
operating international services. Typically the right to take up the market access
available in the BASA depends on the designated airline being “substantially
owned and controlled” by the nationals of the economy involved. Further

3

The Asia Pacific Economic Co-operation forum (APEC) has endorsed the policy of
developing “competitive air services” within the region by eliminating restrictions on air freight
services and auxiliary airline commercial activities and allowing for multiple airline designation
and the expansion of cooperative arrangements.
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restrictions on the extent of foreign ownership apply at the national level, for
example, caps on the extent of foreign ownership.4
Table 2 includes data on the extent of government ownership among
airlines in the region. In very few carriers the level of private ownership exceeds
50 percent. The exceptions are Cathay Pacific, Eva Airways, and Philippine
Airlines. The extent to which governments can sustain the operations of lossmaking carriers is an important policy issue in these markets. As in other
industries, what FDI exists has been due to privatizationin particular in Sri
Lanka (see Box 1).

Box 1. Foreign Investment in Air Lanka
The most important example of FDI in Asian air transport is the 44 percent participation (30
percent upfront and 14 percent staggered over two years) in Air Lanka that Dubai-based Emirates
Airline bought from the government in April 1998 for US$70 million. Under the deal, Emirates was
given management control of the company for 10 years, together with fuel concessions; an extension
of a complete tax holiday up to March 2013; and the right to retain national carrier status. A new chief
executive officer and the head of information technology were seconded from Emirates. Major
programs have been the development of Bandaranaike International Airport in Colombo as a major
passenger and cargo hub, the introduction of new management techniques and information technology
equipment, and a rebranding program that included the adoption of a new nameSriLankanin July
1999. The fleet was also modernized and is now wholly composed of Airbus aircraft.
While the company generated a profit from ancillary services such as cargo and catering, it
was only in 2001-2002 that the airline business had a positive net income of US$16.6 million. Part of
the reason was a slow but steady upward creep in passenger numbersboth ethnic Sri Lankans and
overseas tourists. The turnaround was all the more surprising, since it came just over a year after a
devastating raid by rebel Tamil Tigers on Bandaranaike airport, in which the airline suffered damage
costing US$350 million. Domestic flights were also banned in 1996-2002 amid fears that the rebels
would hijack a plane to carry out an attack. The airline also slashed costs, axing 1,500 jobs within
weeks of the attack. At the same time, it moved to coordinate its remaining flights with those of
Emirates.
Sources: SJ Associates (2001), BBC (2002), and Airlines International (2003).

Restrictions on cooperation through ownership links have prompted the
development of global alliances, through which airlines aim to achieve economies
of density (lowering costs by consolidating passengers on larger aircraft) and to
provide a more extensive range of services and destinations. They also seek to
4

Chang and Williams (2001) provide further discussion of issues involved in changing
these clauses.
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provide feeder services for longer distance travel. Insofar as they are short-lived
and unstable, however, airline alliances appear an imperfect substitute to
consolidation through (cross-border) mergers and acquisition (Gudmundsson and
Rhoades 2001). Unsure about the long-term survival of different arrangements,
individual companies may be unwilling to accept the complexity and resource
commitments that are necessary to minimize the risk of early termination of an
alliance.
Examples of alliances include Oneworld (of which American Airlines and
British Airways are the leading members, accounting for 16.8 percent of world
traffic in July 2003); Star (embracing United Airlines, Lufthansa, and their
partners, accounting for 23.8 percent of world traffic); and Skyteam (led by Air
France and Delta, accounting for 21.2 percent).5 Although each of them counts at
least an Asian partnerKorean Airlines in the case of Skyteam; Singapore and
Thai in the case of Starit is clear from Table 2 that most airlines in developing
Asia are still “spinsters.” Asian airlines have also sought to extend the service they
offer through code-sharing and franchising, deepened in some cases by cross
shareholdings. In these, typically a smaller airline operates thinner (often regional)
routes using the brand and marketing services of a larger airline that would not be
able to profitably operate such routes itself. These sorts of alliances and
franchising agreements may raise competition and consumer concerns.
Due to the constraints of international treaties, there have been very few
examples of airlines effectively merging their operations. European airlines face
fewer ownership restrictions on continental routes, although constraints remain on
merging business on international routes. Difficulties in cross-border mergers,
however, are well known in the international business literature and in one
caseSwissair’s acquisition of Sabena in 1994-2000both carriers were left
bankrupt. A more recent example is the proposal in October 2003 to merge Air
France and KLM. The two carriers will be owned by a joint holding company but
will continue to operate as separate brands. The KLM operating company will be
owned 51 percent by Dutch interests and so would protect the traffic rights that it
now holds under Holland’s bilateral air service arrangements. These conditions
mean that the scope for cutting costs is limited. The airlines may instead be betting
on a successful outcome of the US-European Union negotiations on a transatlantic
market that would introduce a more liberal set of ownership rules.6 Other such
announcements might also be expected for this reason.

5

Market share data in this sentence were reported in The Economist (2003b). Nonalliance members account for 38.2 percent of world traffic.
6

Material in this paragraph is based on The Economist (2003a).
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Air Transport in the World Trade Organization

Current air transport commitments under the General Agreements on Trade
in Services (GATS) only apply to three ancillary services: aircraft repair and
maintenance, selling and marketing, and computer reservation. An annex to the
agreement excluded consideration under the GATS of traffic rights and services
related to traffic rights.
Like the Agreement on Agriculture, the GATS contains a “built-in agenda”
mandating WTO members to reopen market access negotiations on services on 1
January 2000. In 2001, the WTO resumed its mandated review of the Annex on
Air Transport Services and adopted the guidelines, procedures, and work program
for the negotiations on services, including a number of air transport and tourism
proposals (ICAO 2002). Proposals for additions to the Annex on Air Transport
Services submitted to the Council on Trade in Services (CTS) included
multilateralization of ground-handling services, airport management services,
leasing or rental services of aircraft without operator, and services auxiliary to all
modes of transport when delivered in an air transport context. There may be strong
interests among airlines to have ground services included in the Annex to try to
create more competitive markets for their provision. Also private investors in
airports, now more common, may prefer to widen the coverage of the Annex to
include airport services. However, the current review remains stalled and may
close soon. Another review would then begin in 2005. At the same time, there are
general negotiations in progress7 and those economies with a strong interest might
seek to return some specific air transport issues through those negotiations, for
example, coverage of airport services and ground handling.
An important constraint on progress in the air transport negotiations has
been the presence of another international organization with jurisdiction in the
field. The International Civil Aviation Organisation (ICAO) has requested the
WTO to develop a Memorandum of Understanding (MoU) to strengthen
cooperation and help define their respective roles. In view of the lack of consensus
on the development of the MoU, the subject was retained as a standing item on the
agenda for a subsequent meeting. There has also been discussion in the WTO of a
draft GATS Annex on Tourism. A proposal was discussed at the Council on Trade
in Services that envisages access to air transport infrastructure and related services
on a nondiscriminatory basis in addition to concerns for potential regulatory
7

At the fourth WTO Ministerial Conference held in Doha, objectives and timetables
for the negotiations initiated in January 2000 were elaborated with a view to promoting the
economic growth of all trading partners and the development of developing and least developed
countries. It was also decided that WTO Members shall submit initial requests for specific
commitments by 30 June 2002 and initial offers by 31 March 2003. However only 42 members
had submitted offers by April 2004 (ICTSD 2004a). In the General Council decision of July
2004, a new deadline has been set for May 2005 (ICTSD 2004b).
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overlap on certain aspects of air transport (for more details of the proposed annex,
see World Trade Organization 2001).
D.

Impact of Regulation

Research on the impact of regulation indicates that reform in this sector
would be expected to lead to significant price reductions, which could also be
taken as quality improvements to make the sorts of contributions to development
we noted earlier. Doove et al. (2001) extended earlier OECD work (Gonenc and
Nicoletti 2001) to calculate an index of restrictiveness associated with air
transport policy in for each country. Policy aspects in the index included:
(i)
(ii)
(iii)
(iv)

designation requirements (single, multiple, or no restriction)
capacity regulation (predetermined, free determination, other
formulas)
price regulation (various formulas, no requirement)
treatment of nonscheduled services

In the index calculation, each component accounted for between 22 and 27
percent of the score.8 Components were scored between zero and one, with lower
scores corresponding to more liberal regimes. The weighted index value therefore
also ranged between 0 and 1.
Figure 1 shows the index values for the Asian and Pacific economies. The
figure illustrates, firstly, the wide variation in policy regimes in the region. The
figure also illustrates the relatively restricted nature of the regimes. In comparison,
apart from Switzerland, the index values for the European countries are all less
than 0.4 (e.g., the United Kingdom index value is 0.30, for Ireland 0.21, and
Portugal lowest at 0.14). Of the economies in Figure 1, only New Zealand and the
US show a score of less than 0.4. Restrictions of the type captured in the index are
estimated to have a significant impact on airfares. Discount level fares in the
Asian and Pacific region are estimated to be 12 percent and 22 percent higher in
the region because of the presence of the restrictions (Doove et al. 2001, Table
2.3).

8
These weights are derived from a factor analysis of the variation in the components
of the index. See Gonenc and Nicoletti (2001). The scores of the degrees of restrictiveness are
based on qualitative assessments by researchers.
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Figure 1
Restriction Indices for air Transport, Selected APEC Economies
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Liberalization will create opportunities for developing economies to enter
this business. There are wide ranges between countries of costs of operation in air
transport (Oum and Yu 1998) and developing economies can be internationally
competitive in some or all parts of the business. Their areas of specialization are
likely to evolve as they develop and as real wage rises. They may enter the
industry providing back-office functions and gradually make the transition to
more skill-intensive parts of the business, such as flying operations or engineering
services. Their capacity to enter the market for air transport services, or the
markets for inputs to air transport, will be accelerated by the capital and
complementary inputs that foreign ownership provides. However, an interesting
question in this context is whether the foreign capital is best provided by another
airline or whether a portfolio investor could also provide valuable foreign
investment. The case studies contain relevant material.9
E.

Paths to Liberalization

There are different paths to reform in such a complex regulatory
environment. One option is to focus on the liberalization of capacity controls,
which is equivalent to removing restrictions on designated airlines on supplying
services from their home base. Another is to concentrate on removing the
restrictions on ownership, which is equivalent to liberalizing the conditions for
designation, and permitting higher levels of foreign ownership.
Oum (1998) made a case for liberalization of capacity among Asian carriers
by establishing their own open skies arrangements. United States carriers, Oum
argued, benefited from the series of open skies agreements which the US had
signed with a number of Asian economies and which gave US carriers more
9

Australian carrier Qantas has argued that the limits on foreign ownership (49 percent
cap) increase its cost of capital.
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flexibility in some cases to establish regional networks compared to their Asian
competitors. This happens because the US carriers were able to combine their
rights in the US open skies to fly beyond points in the Asian partner economies,
whereas the agreements applying to services provided by carriers based on those
economies on route between them might be restrictive. His suggestion was to
dismantle the bilaterals that were restricting the building of an efficient intraAsian network. As well as establishing a timetable for regional open skies,
preliminary steps could include relaxing the ownership limits on second-level
carriers; moving faster on charter, freight, and secondary airport services; and
further multiple designation of carriers.
Loosening the rules of ownership, in a setting without capacity controls,
relaxes a regulatory barrier to entry.10 Trading partners, however, must agree to
accept the relaxation of the rule of origin. A change of this type is more likely to
be adopted, therefore, in a cooperative approach to reform. A larger group of
economies, for example, could accept designation of any airline based in any
member economy, or of one owned and controlled by interests from any of the
economies in the group. The outcome of the negotiations between Europe and the
US on new arrangements across the Atlantic will provide a model of how this
approach could be made to work outside the original group of economies that
recognize each other’s airlines.
An example of a mixed approach to liberalization is intra-Arab air services,
where the Arab Civil Aviation Commission (ACAC) is gradually ending
restrictions on market access for carriers of its Member States. The process
provides for designation of more than one carrier with rights to operate on the
routes to which the agreement applies. It also provides for carriers with modified
national ownership and control criteria, and encourages code sharing as well as
co-operation, particularly in ground handling. In Latin America, Ministers of
Transport endorsed a common regional air transport services liberalization policy
in November 2000 and the process of liberalization is in progress. In the Southern
African Development Community, Chapter 9 of the Protocol on Transport,
Communications and Meteorology deals with civil aviation (Goldstein 2003).
Even more substantial changes are proposed in the report of the ICAO
meeting (“Consolidated Conclusions, Model Clauses, Recommendations and
Declaration of Principles”), which reflects the positions put forward by the airlines
themselves (as presented by the International Air Tranport Association [IATA])
on liberalizing national ownership and control rules and separating commercial

10
Permitting more carriers to enter a market in which a capacity constraint applies
could lead to a reallocation of capacity. The outcome would depend on the rules used for the
allocation of the capacity available.
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ownership from regulatory control.11 The model clause on designation proposed
by ICAO includes the following:
“Article X: Designation and Authorization
1. Each Party shall have the right to designate in writing to the other
Party [an airline] [one or more airlines] [as many airlines as it wishes] to
operate the agreed services [in accordance with this Agreement] and to
withdraw or alter such designation.
2. On receipt of such a designation, and of application from the
designated airline, in the form and manner prescribed for operating
authorization [and technical permission,] each Party shall grant the
appropriate operating authorization with minimum procedural delay,
provided that:
(i) the designated airline has its principal place of business [and
permanent residence] in the territory of the designating Party;
(ii) the Party designating the airline has and maintains effective
regulatory control of the airline;
(iii) the Party designating the airline is in compliance with the provisions
set forth in the Articles on Safety and Aviation Security; and
(iv) the designated airline is qualified to meet other conditions prescribed
under the laws and regulations normally applied to the operation of
international air transport services by the Party receiving the
designation.
The criteria for establishing “principal place of business” include
establishment, incorporation, extent of operations and physical facilities, payment
of income tax, registration of aircraft, employment of nationals in management,
and operations. These provisions are similar to those that apply to establishment of
“origin” as applied in a preferential trade agreement incorporating services. The
provisions are therefore not equivalent to those that might apply in free trade,
where it would be expected that regulation would only refer to recognition of
provisions on technical issues.
In the ICAO model clause, it is suggested that the technical regulation
would include valid operating licenses, and meeting global safety and security
standards. There is also reference to “financial health” and “assurance of service”,
which can be interpreted as consumer protection issues, and are relevant in these
forms for cross border supply of services.

11

The conference also endorsed the multilateral interline system and the existing slot
allocation process.
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F.

Emergence of Low-fare Carriers

Asian air transport markets have seen the emergence of new low-fare
airlines, which have become an important source of pressure for change and
adjustment among the established operators. In OECD countries, the low-fare
carriers offer more and more people access to air transport. In Asia, their potential
contribution will be reinforced if it were possible to promote foreign participation
in ownership and management and by loosening the ties on the design of their
networks. Without commitments to adjust their own pricing and service packages
and to cut their costs many traditional full service operators will face a rapidly
deteriorating financial situation.
There is a range of models of emerging12 low-fare carriers that tend to have
in common a “star” network involving one aircraft type with high utilization rates
(also requiring short turnaround times), low fares, and uniform and few service
standards in the cabin. In some dimensions, such as on-time departures and
baggage handling times, their quality of service can be relatively high. Their route
networks might set them in closer competition with rail operators or road
transport. Given the quality of cabin service, they are likely to be more
competitive on shorter routes. They tend to make greater use of on-line ticketing.
A low-cost carrier establishing on the basis of a “greenfield” business could also
have lower labor costs compared to incumbent operators. Low-fare carriers tend to
prefer to operate from regional or secondary airports. The traditional full service
carrier in contrast tends to have more complex networks, involving hub and spoke
structures, with a variety of cabin service standards and a range of aircraft types.
They also offer other services such as frequent flyer plans and airport lounges (at
no charge).
In the Asian and Pacific region, there are low-fare carriers in (among other
cases) India, Japan, 13 Malaysia, New Zealand, Philippines, and Thailand.
Australia’s Virgin Blue and AirAsia, based in Malaysia, are among the success
storiesthe latter was the world’s first airline to let customers book reservations
with a mobile phone text message. Some low-fare carriers have high market
shares. Further details of the carriers operating in India and Thailand are presented
in the case studies below.
Virgin Blue illustrates the advantage of foreign investment in this sector. It
was established in September 2000 by the Virgin Group as a fully foreign-owned
12
13

Rose (2004) reviews the evolution of the business model of a low-fare carrier.

Established Japanese domestic airlines reacted to the entry of Skymark Airlines by
adopting pricing policies that the Fair Trade Commission subsequently considered predatory. In
response to the merger between Japan Airlines and Japan Air System, the Fair Trade
Commission also required both airlines to give up 12 slots at Tokyo’s crowded Haneda airport,
the use of which has been requested by Skymark.
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carrier operating the domestic Australian market. The owners brought with them
the marketing techniques and operating methods of the low-cost carrier, which
rapidly moved to 30 percent of the domestic market. Half the business was later
sold to domestic investors and in December 2003 the owners floated 29 percent of
the company on the stock market (the Virgin Group then held just over 25
percent). An international business (Virgin Pacific) has also been established,
which is eligible for Australian traffic rights because of its level of domestic
ownership.
Low-fare carriers are able to challenge incumbents when governments
deregulate entry by locally owned firms. But a disadvantage of these carriers in
Asia (other than perhaps the PRC) is the smaller geographic areas of economies
compared to the US or Europe, which can limit the number of points served in
their star-shaped networks (to duplicate the hub and spoke system of the full
service carriers would undermine an important source of their competitiveness).
As they grow, low-fare carriers will confront the regulatory constraints applying in
international markets.
An executive of Virgin Blue has stressed the importance of efficiency in
their success (Huttner 2003, 32):
Big carriers have this view: They think if you start taking away the
meals and beating up your staff on wages, that’s all it takes to be a
budget carrier. It’s much more than thateven with that, they still
can’t meet our efficiencies.
Ergas and Findlay (2003) review some of the impact of the entry of Virgin
Blue into the Australian market. They conclude that entry leads to significantly
lower prices but also a wide wedge between full economy and discount fares. The
discounting induces substantial growth in traffic. The full service carriers do have
advantages in terms of their network structures and their ability to generate feeder
traffic for other parts of their networks. They also offer a range of differentiated
services and can use their extensive yield management systems to set the
appropriate prices for those services. The full service carrier, many observers
expect, can survive on the basis of these features, subject to further efficiency
gains, but at the same time the competitive threats from the low-fare carriers are
not abating.
III. SELECTED CASE STUDIES

The preceding review of the policy environment in international aviation
shows the extent to which foreign participation in those markets is currently
impeded by a variety of barriers. However we have also noted how forces in the
market place, especially originating among the low-cost carriers, are putting
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pressures on the traditional full-service carriers to adjust through new strategies,
including privatization. A higher level of foreign participation is clearly a key
component of that adjustment. The purpose of the case studies below is to
examine how these contradictory forces might be resolved and whether there are
ways around the policy impediments now in place. Included in the case studies are
the PRC and India, large markets where travel demand is growing rapidly; and
Thailand, the second largest ASEAN market after Singapore where some of the
above-mentioned market pressures are already evident.
A.

People’s Republic of China

Although the PRC’s airline industry can trace its origin to 1920and
foreign capital did play a major role at the time (Allen and Donnithorne 1954,
142-3)in the four decades after 1949 it functioned as a paramilitary organization
within the Civil Aviation Administration of China (CAAC). Regulatory,
managerial, and operational responsibilities for both airlines and airports were all
tightly performed by the CAAC. Since the country embarked in economic reforms
in 1979, business aspects were brought to bear on the industry, the regulator was
separated from the operator, the CAAC monopoly was broken by establishing six
separate national airlines, and both market entry and route entry were eased
(Zhang 1998). Civil aviation has grown rapidly, not only compared to other world
markets, but also way ahead of other domestic transport modesits proportion of
total passenger modes increasing from 1.7 percent in 1980 to 7.6 percent in the
first six months of 2003 despite the SARS crisis.14 Total factor productivity also
grew rather significantly, although the advance was mainly due to the addition of
new capital (i.e., aircraft) and labor productivity slowed down markedly after 1996
(Zhang and Chen 2003).
Less restrictive BASAs, especially with the US, the slow emergence of an
integrated air transport policy for the Greater PRC region, WTO membership, and
the Beijing Olympics in 2008 are all likely to contribute to further market growth.
According to Boeing’s 2002 China Current Market Outlook, air traffic market is
growing at 7.6 percent annually and is expected to be the largest commercial
aviation market outside the US over the next 20 years, generating demand for
more than 1,900 new jet airplanes worth US$165 billion. So far the PRC
authorities have taken a conservative approach toward international aviation
policy, defending the market share of domestic carrierseven at the cost of seeing
the emergence of supply bottlenecks. They have also designated only one local
carrier and one foreign carrier on any given route, and “strongly insist[ing] that
14
According to the National Bureau of Statistics of China (2004), aviation traffic
volumes fell by 20 percent year-on-year in the six months to June 2003 against an 11 percent
contraction for all modes.
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commercial agreements be established before services could be launched” (Zhang
and Chen 2003, 36). Moreover, to compensate at least in part to the fact that
relatively few Chinese fly international routes, all government bodies strictly
adhere to the “Fly Chinese” policy. All these sweeteners, however, have done
little to increase the performance of the PRC companies to the international best
practice, including in terms of safety and quality of services.
Against this background, authorities are pushing for consolidation of the
still fragmented industry, in the expectation that emerging “super-carriers” will
increase their productivity and negotiate on an equal footing with foreign airlines.
The fundamental problem is not small-scale, but poor management and excessive
government intervention. The merger plan was announced in May 2001; a review
was conduced by the State Council; and three new groups (Beijing-based Air
China, Shanghai-based China Eastern Airlines, and Guangzhou-based China
Southern Airlines) were established in October 2002. The three groups will take
over 14 minor carriers, with all of them except Zheijiang and Yunan operating at
least some regional cross-border flights. Among the 14 carriers are three that have
municipal shareholders and operate independently of direct CAAC control, as well
as six regional carriers that had previously formed their own alliance, the Sky
Aviation Enterprise Group. China Aviation Fuel, China TravelSky, and China
Aviation Supplies Import and Export were also set up as autonomous corporations
in October 2002. The CAAC’s duty becomes that of maintaining a fair market
environment and protecting consumers’ fundamental interests. Assets
management is transferred to a special state-owned enterprises regulation
department under the State Council.
The expectation was to integrate the financial structures by end-2003 and
corporatize the carriers within three years. Analysts, however, doubt whether the
new companies will be able to conclude the acquisition of the smaller carriers by
December 2003 due to a shortage of funds (Lau 2003). More fundamentally, there
is a risk that insofar as the new groupings are based on administrative preference
and not market rules, the State Council’s decision may turn out to be unviable
(Dennis 2001). Other major aviation policy initiatives are a bold test-case “open
skies” arrangement for the resort island of Hainan and domestic airfare reform,
providing companies with enhanced tariff flexibility. Finally, the new civilmilitary coordination principle gives priority to civil aviation to ensure optimal
civil operations, while providing concurrent consideration for military flights. The
principle further states that military and civil air traffic coordination must meet the
requirements of other flight activities, such as general aviation and sport flights.
In May 1994 CAAC announced that it would allow foreign investors to
enter joint ventures with, or buy stock of, domestic airlines. A ceiling was set at
35 percent of capital and 25 percent of voting stock. The first, and indeed the
largest, investment was George Soros’ US$25 million acquisition of a 25 percent
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stake in Hainan Airlines in 1995.15 By virtue of its non-CAAC status, Hainan hires
foreign pilots and flight attendants, enjoys freedom in aircraft procurement, and
fills a market, mainly tourist flights and feeder routes from smaller cities, which is
different from those of the big three. Hainan net profit nearly doubled in 2002,
lifted by greater domestic travel and strong expansion. Net earnings rose by 81
percent to US$21.9 million on revenue of US$608 million. With around 9 percent
of the domestic market, however, Hainan is dwarfed by the big three and it is
gunning for size. Hainan has bought three regional airlines, establishing six hubs
across the country, including Beijing, Lanzhou, and Xian. This broadened
Hainan’s network to 300 different routes even as 60 percent of its flights do not go
to Hainan at all. It also operates two regular international routes and runs four
weekly charter flights to Kuala Lumpur. Hainan also runs a six-aircraft corporate
jet subsidiary in Beijing; set up Yangtze River Express, the country’s second aircargo operator; and owns a majority stake in the Haikou airport (Dolven 2002).16
In the earlier case of Air Lanka, as the foreign investor was another airline,
competition policy issues could emerge. In the Hainan case, on the other hand, the
question is what contribution a foreign non-airline investor can make in terms of
productivity gains and competitive performance. Prima facie, the Hainan
experience suggests that in the still relatively underdeveloped world of air
transport in the PRC, nonairline investors can make a difference.
There are reports that the PRC’s first private airline, Yinglian Airlines, is
proposed to be set up in 2004 based in Chengdu, Sichuan, although it is not yet
clear if it will be established independently of other airlines in the region (China
Southern, Sichuan Airlines, and Air China). The CAAC has also said that it is
considering three license applications for the “budget sector” and is said to be
encouraging foreign investment in the sector (People’s Daily 2004).
In summary, the PRC has continued to adopt a very conservative position in
its international aviation policy, including a resistance to foreign direct
investment. Despite the PRC’s success in attracting very large volumes of FDI in
other parts of its economy, in air transport a conservative international position is
consistent with previous assessments of the international competitiveness of the
15

Through successive share placements (and like the reduction in holdings of the
original foreign investors in Virgin Blue), Soros’ stake has fallen to 14.8 percent. China Eastern
and China Southern, as well as Beijing Capital International Airport, have also issued shares on
international capital marketsNew York for the airlines, and Hong Kong, China for the latter.
In February 2003, four foreign companies (DHL, Exel, United Parcel Service, Nissin
Corporation) also took a 5 percent stake in the China National Foreign Trade Transportation
Group, better known as Sinotrans. The deal, concluded on the debut of the H-share listing of
Sinotrans, makes DHL the largest strategic investor in the PRC’s biggest freight forwarder.
16
At the time of writing, Hainan is in preliminary talks with Malev about taking a
stake in Hungary’s airline, with which it already operates a joint service between Budapest and
Beijing.
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local airlines (Oum 1998). That position is likely to change as comparative
advantage shifts with growth. The PRC has introduced reforms in the domestic
system that have led to higher levels of competition in those markets, and more
recently to proposals for low-fare carriers. The introduction of domestic
competition would have effects that spill over to performance in international
markets. At the same time, the government in the past has attempted to manage
the consolidation of carriers rather than leave that reorganization to the market.
B.

Thailand

From the airline’s inception in 1960 Thai Airways has been a source of
national pride, its “smooth as silk” motto helping wing Thailand’s aura as an
exotic and world-class tourist destination. Mismanagement and operational
inefficiencies, though, became an increasing drag on the national flagship. Thai
provided cozy sinecures and excessive benefits to senior air force officials. And
while early management expertise was provided by Scandinavian Airlines System,
which held a 30 percent stake in 1959-1977, the constraints imposed by
Thailand’s bureaucracy limited the airline’s options. The government did not shy
from intervening in business decisions: in 1989, for example, it made Thai switch
engines from General Electric models to Pratt & Whitney ones, believing the latter
company closer to the US administration and therefore more willing to assist
Thailand in its trade disputes with Washington (Bowen and Leinbach 1997).
Although Thai’s input costs were 52.1 percent lower than at American Airlines,
efficiency was also 42.9 percent worse (Oum and Yu 1998).
In the mid-1990s senior executives went on a buying binge, amassing a fleet
of aircraft guided more by hubris than strategic vision. When the domestic
currency sank, dollar-denominated debt doubled in value, Thai’s operating cost
per unit of revenue rose to among the highest in the region, and passenger traffic
dropped by 40 percent in the second half of 1997 (The Economist 1998). Although
Thai returned to profitability in 2000, poor financial management led to a 17.5
percent jump in operating expenses, driven by higher maintenance and fuel costs.
The company also appeared to fall behind terms of in-flight services quality. Short
on cash, Thai shelved a US$100m upgrade scheme and thus lost the Asian
business traveler, slipping down to a lower market segment. The entry of
Singapore Airlines to the Star Alliance, of which Thai was a founding partner,
also raised hackles.
Fixing the airline has become a tussle between two different models of
reform: one that would require tying up with a foreign partner and another that
seeks an in-house solution (Crispin 2001). The International Monetary Fund
(IMF) rescue program prescribed that the government offload 23 percent of its 93
percent holding in Thai, earmarking a 10 percent stake for an outside strategic
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partner.17 In March 2000 the government finally approved the sale of a 23 percent
stake13 percent to the public and employees and 10 percent to a foreign
strategic partner. In the wake of the government’s approval, transport minister
Suthep Thaugsuban said the disposal would be completed before the end of the
year (Regan 2000). The government of newly elected Prime Minister Thaksin
Shinawatra shelved the IMF plan, opting to float shares only locally and handling
organizational reform strictly in-house. Thai’s home-grown reform plan, in effect,
is the pilot project of the “Team Thailand” approach to modernizing the state
sector.18 A new Chairman, Chai-Anan Samudavanija, a respected academic and
reform champion, was appointed. Thai wished to slash its public utility role,
particularly in serving cash-hemorrhaging domestic routes, to allocate resources
instead to more profitable long-haul international flights, to streamline the fleet,
and to contract out non-core businesses. To trim its bulging debt-equity ratio to
3:1, Thai proposed to revalue assets. One of the main components of the
restructuring is diminishing the Air Force’s role in Thai, a politically sensitive and
difficult business as the Air Force still effectively manages every operational
division of the organization. Organized labor is a bigger obstacle. In 1999, unions
blocked plans to spin off Thai’s maintenance and computer divisions to an outside
investor and reduce the workforce through early retirement schemes.
Despite frequent changes in managementVirabongsa Ramangkura
replaced Chai-Anan Samudavanija in 2001, only to lose the chairmanship to
Thanong Bidaya (also vice-chair of the Prime Minister’s Council of Economic
Advisers) in June 2002the gradualist strategy has been a qualified success. Thai
made a net profit of Bt10.2 billion (US$238 million) in 2002, compared with
Bt1.9 billion the previous year, rising to Bt12.5 billion (US$299 million) in 2003.
Thai is moving to enlarge its fleet by 16 aircraft between 2004 and 2006. To lower
the debt-equity ratio and help raise new finance, new shares were issued (and the
government sold down its holding) in November 2003 at Bt50 per share, a slight
discount on the market price. The government shareholding fell from 93 to 67.8
percent. Foreigners now account for 20 percent of the shares (up from 1 percent),
though no foreign airline ownership is apparent (Airwise News 2003, Thai
Airways 2004).
In parallel to Thai’s restructuring, there has also been some progress in
deregulating and liberalizing civil aviation. Given a supply constraint, the aim was
to ease the investment burden off the government’s shoulders and to provide more
convenient and comfortable air transport services. Angel Airlines (8G) was
17

The initial plan was to allow foreign ownership of up to 49 percent, but this
conflicts with Thai law dictating that nationals must own no less than 70 percent in the national
carrier (Li 1998).
18

That approach in other economies, such as Malaysia and the Philippines, had not
been successful. See Far Eastern Economic Review (2001).
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licensed as a second flag carrier for regional routes in September 1997 and started
operating one year later. It currently operates scheduled flights from Phuket and
Bangkok to Hong Kong, China; Macau; and Osaka, and is planning to build up
connections with People’s Republic of China. Other new entrants include Orient
Thai Airways and the high-frills, high-price Bangkok Airways, South Asia’s most
successful small airline. 19 Following a reduction in some of its own secondary
routes, Thai has also commenced code sharing with two domestic carriers, PB Air
and Air Andaman, and is expected to conclude a similar agreement with Phuket
Air. The government may grant Thai 50 percent control over the new
Suwannaphumi airport, scheduled for completion in 2004, and recently approved
Thai’s plans to invest Bt13.74 billion (US$321 million) in six projects, including a
catering complex and aircraft maintenance facilities. In order to boost tourist
traffic, the government also launched an investigation in view of licensing a nofrills air shuttle service linking Phuket and Langkawi. Prime Minister Thaksin also
announced a U$650 million plan to make the northern city of Chiang Mai an
international aviation hub. The government opened talks with Singapore Airlines
about establishing discount flights between Chiang Mai and Singapore.
Two important more recent developments have occurred in the low-fare
sector. Malaysian low-fare operator AirAsia has formed a Thai operation that is
owned 49 percent by the parent company and 51 percent (therefore meeting local
rules on foreign ownership) by Shin Corp, a company founded by Prime Minister
Shinawatra. In February 2004, the airline started flying from Bangkok direct to
Singapore’s Changi Airport (previously AirAsia had not used Changi Airport but
had flown from nearby Senai Airport in Malaysia) and is now also serving routes
within Thailand. Orient Airlines established a low fare subsidiary called OneTwo-GO in December 2003 to operate on domestic routes (Orient flies on
international routes to Hong Kong, China and Korea). Even more recently, Thai
Airways has set up its own low-fare carrier called Nok Air. Thai Airways will
hold 39 percent with a number of other Thai investors, including the local 7Eleven company that will provide sales outlets. It will lease aircraft from Thai
Airways and fly overlapping domestic routes starting from June 2004 (Thai
Airways 2004).
In summary, recent developments in Thai policy have included the multiple
designation of international carriers and the encouragement of new entrants into
19

Its passenger numbers almost quadrupled in the eight years to 2001 and profits rose
to US$2.7 million in 2001, one third higher than the previous year. Foreign tourists make up
over 90 percent of Bangkok Airways’ customers. While most Asian airlines design their route
maps around bulk traffic between big cities, Bangkok Airways uses small planes to take tourists
exactly where they want to go. It has devised a circular route, for example, to usher sightseers
through four big attractions in Cambodia, Laos, Thailand, and Vietnam, without stopping in a
single capital city. In tourist destinations where there were no airports, such as Sukhothai or Ko
Samui, a Thai beach resort, the airline has built one itself. See The Economist (2002).
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the domestic network, which has led to a surge of interest in low-fare operations.
There have been a number of attempts to reorganize the financial structure of Thai
Airways, including partial privatization. The initial preference was for an “inhouse” solution but at the end of 2003 the extent of foreign participation (at least
via portfolio investment) has increased. Other important issues in the future will
be linkages between the airline and the provision of airport services at the major
Thai hub.
C.

India

Air India was set up by J.R.D. Tata, who ran it successfully until it was
nationalized in 1953. In the 1960s the “Maharaja”, as the national flag-carrier was
affectionately known, was flying to 32 destinations (it now flies to 46
destinations) and making profits. In 1992 it posted profits of US$729 million, but
then accumulated losses of nearly US$2 billion in 1995-1999. Problems included
overstaffing and an ageing fleet caused by arcane policy regulations. First, the
Contract Labour (Regulation and Abolition) Act 1970 and the Industrial Disputes
Act 1947 prevented the company from outsouring its non-core activities and
reducing workforce per aircraft. Second, Air India and Indian Airlines (the stateowned domestic carrier) are obliged to buy aviation turbine fuel from the
government at prices that are a third higher than the international norm, and to pay
a special tax that goes toward subsidizing domestic oil products such as kerosene
(Financial Express 2001). Finally, the annual Haj pilgrimage flights and the use of
two Air India planes (one aircraft is kept as a stand-by) for the Prime Minister’s
visits abroad are never compensated on commercial terms. In the case of Indian
Airlines, it has to fly loss-making routes at low fares without receiving
corresponding universal services subsidiesfares for the Northeast, in particular,
are 35 percent lower than the actual cost of the service, causing the airline to lose
€30m per annum (Business India 2001).
Domestic liberalization took off in 1986, with the launch of scheduled
services by new start-up carriers from 1992.20 A number of foreign investors took
an interest, but they have all failednot least because the law states that foreign
ownership of up to 40 percent is only permitted to investors whose main business
is not in air transport. Modiluft closed after failing to meet financial obligations to
lessors and its technical partner, Lufthansa. In 1996-1998, Tata and SIA tried to
launch a domestic carrier, but the civil aviation minister had publicly stated his
opposition on numerous occasions (Airline Business 1998). Finally, Kuwait
Airways and Gulf Air, which each held 40 percent of Jet Airways’ stock, were
20
It was only in 1994, however, that the Air Corporation Act of 1953 was amended,
allowing the new companies to market their services as full-fledged airlines (and not as air taxi
operators) and openly advertise their timetables.

IN

L IBERALIZATION AND F OREIGN D IRECT I NVESTMENT
A SIAN T RANSPORT S YSTEMS : T HE C ASE OF A VIATION 59

forced to sell out to a nonresident Indian. Jet Airways, for its part, has been a great
business success, becoming the largest domestic airline in August 2000 and
expanding its fleet through leasing (Business India 2002). Jet and another private
airline, Air Sahara, have more than half of the domestic market. Jet has requested
authorization to fly from Chennai to Kuala Lumpur using India’s untapped
aviation rights. AirDeccan, a low-fare carrier based in Bangalore, was launched in
late 2002. There are reports of two or more low-fare carriers starting soon
(Business Line 2004).
The government set up a commission in February 1995 to make a
comprehensive examination of the reasons for the losses of Air India and Indian
Airlines. The December 1996 report recommended a two-phase strategy, to reduce
government equity and inject fresh funds to acquire new aircraft. According to the
terms of the policy announced in May 2000 to offload 60 percent of capital, a
local strategic investor was being sought for a 40 percent stake, with the
remaining 20 percent earmarked to retail investors and employees. The strategic
investor might form a joint venture with a foreign airline but the latter would only
be allowed to own a maximum of 26 percent of Air India. Under the shareholder’s
agreement, the chairman, managing director, and five board members were to be
appointed by the strategic partner, with three directors being government
appointees and four professionals. Although many Asian and European carriers
were expected to make bids, only two bids were presented in May 2001, by the
Tata Group with SIA and by Ashok Leyland, backed by the Hinduja brothers. The
latter, however, was soon disqualified on the grounds of national security. The
Communist Party expressed concerns at the possibility that Air India may be
controlled by a foreign state-owned enterprise, while the Congress Party, the main
opposition party, opposed privatization if there was only one bidder. Surprised by
the intensity of political, union, and media opposition, SIA withdrew its planned
bid on 2 September 2001 and, facing competing heavy investment in
telecommunications and hotels, Tata took this as an ideal opportunity to pull out
in December 2001. As the Hindujas had also bid for Indian Airlines, after
government banned the sole remaining contender on economic grounds, the
Cabinet Committee on Disinvestment decided in July 2001 to postpone both
carriers’ sales indefinitely.
While Indian Airlines remains a loss-maker, Air India just managed to come
out of the red in 2001 after incurring losses for six consecutive years. Although
the Ministry of Civil Aviation has maintained that fleet acquisition could not go
hand in hand with the disinvestment process, capital shortages are hindering the
state-owned carriers. In cargo, for instance, Air India’s 40 percent network
contraction saw its market share drop to 13 percent in 2001 (Matthews 2001). At
London Heathrow, moreover, Air India has only been allocated slots for 11 of the
16 flights to which it is legally entitled. The paradox is that, as one quarter of the
airline’s revenue comes from the United Kingdom and the US, unless transatlantic
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traffic expands there is no justification for upgrading its ageing fleet. In September
2003, a committee set up to examine the plan to purchase 18 short-range singleaisle aircraft and 17 300-seaters rejected the request, arguing that Air India,
because of years of neglect, no longer has the business class base to support the
purchase of 777s or A340s.
Unable to fly to at least 19 of the 96 countries with which India has BASAs,
Air India has signed different kinds of commercial arrangements that include
block space agreement, code sharing, and revenue pooling. The Ministry is also
inclined toward incorporating Air India in Star Alliance. Lufthansa, one of its
founding members, is keen to extend its operations in Southern India (adding
Cochin and Hyderabad to Chennai and Bangalore) and Star Alliance is reportedly
keen on sourcing more information technology services from India. Lufthansa has
in turn promised to provide an additional prime slot to Air India in Frankfurt. The
direct interest taken by the Minister in the alliance decision, however, bears
testimony to the obstacles that private, and foreign in particular, investors may
have in investing in Air India. A new management committee structure has
delegated a large number of executive responsibilities to a three-member
committee comprised of the civil aviation secretary and the joint secretary and
financial advisor in the ministry (who are not full-time directors of Air India) and
the airline’s managing director. Moreover, until recently the managing director
only had a succession of short-term contracts, as opposed to an open-ended tenure.
With such an incentive structure, a public sector executive is unable to show
leadership and take quick decisions.
Civil aviation policy was reviewed by the Naresh Chandra Committee,
which reported in December 2003. It proposed (reiterating earlier proposals) that
the foreign equity limit be lifted to 49 percent and that foreign airlines be allowed
to invest within this cap. It also proposed that international markets should be
liberalized in two phases, the first in which private airlines in India be allowed to
compete on routes to and from India, and the second in which “the government
should seek more liberal arrangements under the bilaterals and enhance full access
to wider market segments by joining a regional or a plurilateral group of countries
with a similar agenda of liberalization” (Ministry of Civil Aviation 2003, 67).
More recently, the government announced that it had approved the proposal for
private carriers to fly to six other countries in South Asia, the first being Sri Lanka
(approval from the other five was not yet obtained). In return, a number of
restrictions on Sri Lankan (see Box 1) operations to India were relaxed, all of
which will add to the competitive pressure on the government owned airlines.
Another important recent development is the Civil Aviation Ministry’s
decision to allow the private carriers, Jet Airways and Air Sahara, to continue
carrying out their own ground-handling activities. Earlier, for security concerns
the Union government had decided to restrict ground handling to Indian Airlines,
Air India, and Airports Authority of India. Various foreign investors such as SIA,
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Lufthansa, and Swissport have come up with proposals for partnership with Air
India in its proposed ground handling subsidiary. Permitting the domestic carriers
to self-handle ground services, while disallowing international carriers, would be
arbitrary and create operational problems.21 An additional impediment in India to
cheaper operations is airport charges, which were also stressed by the Naresh
Chandra Committee. These charges are 40 percent higher than in Southeast Asia
and 50 percent higher than in the Middle East, the civil aviation ministry is
planning to allow the establishment of small airports that will not offer cargo or
cold storage facilities, where parking times will be shorter, and charges lower than
their bigger brethren.
Policy on ground handling is further complicated by a decision to privatize
the Mumbai and Delhi airports (up to 74 percent to a private owner or a
consortium). The Airports Authority of India would hold the balance and it is
reported that the private operator would have the right to conduct ground handling
services at the two airports. It is not clear whether the market for these services
would be competitive. The Naresh Chandra Committee proposed to extend the
airport privatization program.
In summary, attempts to privatize the airlines in India have stalled, and
along with it foreign participation. Airlines in India concentrate on commercial
agreements with other international carriers. However the private airlines at least
within domestic routes have been growing rapidly and recently they have been
given more rights to fly internationally. The introduction of private ownership of
the airport infrastructure has served to highlight the issue of restrictions on the
right to provide ground handling services.
IV. CONCLUSION

The Asian air transport system remains under pressure for change.22 Key
drivers include the demand side shocks associated with the 11 September 2001
events, the global economic slowdown, and SARS. On the supply side is the new
competition from the low-cost carriers. While significant shifts in demand are a
key feature of this industry, the supply side shock represents a significant and
sustained change in industry structure. These pressures are now particularly
acuteaccording to the IATA Director General the “air transport industry is
going through its worst crisis since the Wright Brothers flew one hundred years
ago. All continents are affected in one way or another by this crisis” (Bisignani
2003). Not all carriers are losing money, however, and the IATA Director
21
As noted earlier, ground handling services are not included in the list of services
related to air transport to which the GATS applies.
22

These trends were discussed at the Pacific Economic Cooperation Council meeting
on regional air transport issues, held 5-6 September 2003 in Singapore.
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General (Huttner 2003) continues to note the regional variations in financial
performance and that traffic growth in Asia has been relatively high. In other
regions, according to IATA, the financial situation of the carriers is more
generally a problem and the global industry in 2001 and 2002 lost US$31 billion.
As the rest of the world responds to these losses, new pressures for change will
emerge in this region.
This paper has analyzed recent ownership trends in the air transport industry
in developing Asia against the background of global regulatory trends. Although
showing better financial performance than airlines in the North Atlantic, Asian
carriers are also suffering from various exogenous shocks. The liberalization
drive that has gained momentum since the mid-1990s, which is exemplified by
more liberal BASAs, the emergence of low-cost carriers, and increasing
competition between regional hubs, should be maintained.
As stressed in this paper, a pillar of the regulatory system is its rules on
ownership and the restriction on foreign participation in particular. The case
studies presented above show how change has occurred within national markets,
and sometimes in international markets through the designation of new carriers,
but that ownership rule restricts the adjustment options available. The rules on
foreign participation may come under greater pressure to change as traditional full
service carriers look for further finance while they work to respond to demand
shocks and threats from competitors. Governments are unlikely to be able to fund
the responses. Restrictions on ownership raise the cost of funds to the carriers
involved and limit the scope for developing economies to capture the benefits of
their comparative advantage in this service.
These rules discourage those economies from reducing protection for their
carriers. Without the option of pursuing foreign investment to support the
competitive performance of their airlines, investors, i.e., governments in all but a
very few cases, rely instead on a combination of protection and budgetary support.
Proposals for reform of ownership rules have been tabled by ICAO and options
for routes to move to those new rules are worth further attention.
The studies of these issues in the aviation sectors of India, PRC, and
Thailand highlighted a number of key points. First, greater competition has
developed within domestic markets, including from privately owned airlines and
especially from low-fare carriers. Domestic deregulation tends to precede market
opening to foreign participation, but in the process reduces the capacity of
incumbents with international networks to earn rents in their domestic routes. In
the longer term, the emergence of new private carriers is likely to lead to further
pressure for reform on international policy, for example the removal of any
restrictions on their own participation in international networks.
Second, higher levels of foreign participation in airline operations would
provide funding and management capacity that would support the adjustment
process required in the incumbent carriers. There are however limits to this
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process according to the current international regulatory practice. The rise in
foreign participation tends to be slow in traditional full-service carriers, but tends
to occur more quickly (up to regulatory limits) in newly established low-fare
carriers. The adjustment process may therefore take the form of the replacement
of traditional incumbents by the new business models or variants of those models.
Even though foreign investors hold a minority share in the low-fare carriers, they
may have more confidence in the alignment of business interests with their other
private sector partners working within the new business model. However, the
“cookie cutter” approach of establishing separate businesses in different countries
in order to meet regulatory requirements of each host economy is wasteful.
Third, the reform in the aviation markets tends to highlight remaining
regulatory issues in markets for essential facilities to air transport, especially
airport services. This attention includes not only the provision of ground handling
but also an argument for a shift to greater private participation in airport
investment and management. The trend in this direction in other developed and
emerging economies, and the emergence of new private operators seeking
investment opportunities, will lead to more attention to FDI policy in this activity
as well, which will in turn require new regulatory capacity (for example, to
respond to concerns about the abuse of market power by airport operators).
However, a greater role for the private investment in airports, including via FDI,
alongside new regulatory arrangements in that sector, will support the movement
to regulatory reform in air transport services, since it will help remove what might
otherwise become a new bottleneck.
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Regional Integration and Benefits from Foreign
Direct Investment in ASEAN Economies:
The Case of Viet Nam
HAFIZ MIRZA AND AXÈLE GIROUD

In recent years Viet Nam has been pursuing the twin goals of promoting
inward foreign direct investment (FDI) and regional development in the
context of the Association of Southeast Asian Nations (ASEAN). The paper
surveys transnational corporations (TNCs) with operations in ASEAN, and
finds that Viet Nam has now largely achieved its initial objective of being a
major FDI recipient. The regional aspect is especially manifest in consumer
electronics, although most subsidiaries in Viet Nam still perform assemblytype operations oriented toward the local market. This has to change if
Viet Nam is to maintain its development momentum. Under the threat of
international competition and in order to maximize the dynamic gains from
FDI, Viet Nam has to reorient its policies and emphasize a shift toward
targeting efficiency-seeking investments and developing more advanced links
with TNC regional and global value chains. This new approach would benefit
from a full-scale development of the ASEAN Free Trade Area (providing
access to a regional market) and the ASEAN Investment Area (securing
capabilities in Viet Nam and other ASEAN countries), as well as other
regional trade and investment initiatives.

I. INTRODUCTION
Perhaps the most compelling reason for the Association of Southeast Asian
Nations (ASEAN) 1 to cooperate in promoting inward foreign direct investment
(FDI) is the need to enhance individual country and regional competitiveness
through cooperation, thereby promoting ASEAN as an investment region
1

ASEAN consists of ten member countries. The earlier member countries are Brunei,
Indonesia, Malaysia, Philippines, Singapore, and Thailand. Cambodia, Lao People’s Democratic
Republic (Lao PDR), Myanmar, and Viet Nam (the “new” members) joined from the mid1990s.
Hafiz Mirza is Professor of International Business at Bradford University School of Management, United
Kingdom, and Axèle Giroud is Senior Lecturer in International Business at Bradford University School of
Management, United Kingdom. The authors are grateful to the Review referees who reviewed an earlier
version of this paper: their comments were invaluable in improving quality and coherence. The UK
Department for International Development (DfID) provided funds for this study (grant number: R7625) as
part of its objective to support policies, programs, and projects to promote international development. The
views and opinions expressed are those of the authors alone.
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a regional model of attracting foreign direct investment. A linked reason is that,
because of the region’s integration process, it is natural to include investment
given that trade arrangements and other aspects of economic cooperation are already part of the region’s integration agenda. Clearly investment cooperation is a
subset of a larger set of regional integration arrangements, but one that can help
strengthen the overall integration process. The value of these arrangements, however, depends on the degree to which FDI and transnational corporations’ (TNCs)
regional operation strategies are centered on (or are evolving toward) using combined regional locational advantages (differential levels of resources, human
capital, cheap labor, and markets in an area of 450 million people) to create value
chains across the region (and beyond).2
This paper addresses two issues. First, it assesses the extent to which Viet
Nam, as a new member of ASEAN,3 has been drawn into the trade and investment
nexus in Southeast Asia and, in particular, the regional and global value chains established by TNCs (Section III). Second, it assesses whether Viet Nam should
deepen and widen this process, in order to potentially secure greater net gains
from inward FDI; and, if so, how should it proceed (Section IV). These two issues
are analyzed using both secondary data and some of the results of a recent research project called the Bradford study, conducted by the authors and other
colleagues (Mirza et al. 2003), one aim of which was specifically to look at the
lessons for the newer ASEAN member countries based on experiences of the older
member countries. The Bradford study’s methodology is introduced in the next
section, prior to the analyses for Viet Nam in Sections III and IV. The final section
concludes with implications and policy recommendations.
II. PROJECT METHODOLOGY
Foreign direct investment impacts on the growth and development of host
countries in a variety of ways (UNCTAD 1999, Giroud 2003), ranging from “direct effects” on employment and training; through classical “multiplier effects”
(e.g., workers use their wages to buy goods, which stimulates other industries) to
2

The “AFTA effect” has also eased the trend toward greater investment cooperation.
The ASEAN Free Trade Area allows a member country with a restrictive investment regime to
still be serviced through trade routes by a TNC producing in another country and exporting to
the former. Under such conditions, the economic argument for protecting or restricting
investment flows to a certain industry or country becomes weak. If an industry or a country’s
market can be serviced through trade routes then there is little point in restricting FDI flow. This
realization has made ASEAN countries more receptive toward investment cooperation.
3
In this respect, this analysis on Viet Nam could also be extended to other new
ASEAN member countries (albeit there are significant differences between Cambodia, Lao
PDR, Myanmar, and Viet Nam); and, possibly, countries joining other established regional
groupings.

68 A SIAN D EVELOPMENT R EVIEW

“spillover” effects whereby indigenous firms acquire knowledge and technology
from foreign firms through a variety of transmission mechanisms (for further discussion of these effects, see Section IV.C). In this context, the ASEAN region is a
prime target for investigating FDI impact because it has been a major and successful recipient of investment by TNCs for three decades, albeit the scale of inward
FDI flows has declined in recent years. This was the fundamental justification for
the Bradford study. One of the prospects afforded by looking at FDI in ASEAN as
a whole was the opportunity to examine how the regional aspect impacted on
newer member countries such as Viet Nam, both in terms of direct economic consequences (such as incorporation into the regional value chains of TNCs) and
indirect benefits, principally, as the project was designed, with regard to the lessons that could be learned from the experience of older member countries.
The Bradford study was divided into two parts. The macro part was an
econometric assessment of the degree to which FDI has resulted in growth and
poverty reduction in ASEAN countries. This part of the study will be alluded to in
Section IV,4 but the main focus of the present paper will be on the micro part of
the Bradford study, which examined the detail of FDI impact by interviewing top
executives at TNC subsidiaries in a number of ASEAN countries. The principal
issues discussed in the interviews included the overall scale and configuration of
subsidiary activity, international and regional integration, the subsidiaries’ role in
the local economy, human resource development, and future intentions in
ASEAN. Both objective and subjective data were collected. Operational data were
collected, some from secondary sources.
The Bradford study used a semistructured questionnaire to interview managers in five ASEAN countries, namely Cambodia, Malaysia, Singapore,
Thailand, and Viet Nam. The questionnaire was structured in the sense that it was
very detailed and had about 60 principal questions, with a number of subquestions
and options. However, the interviewees were given the opportunity to mention,
discuss, and elaborate on issues beyond the strict rubric of the formal questions
(hence “semistructured”). A number of variants of the questionnaire were used,
especially for Singapore where most firms interviewed were regional headquarter
companies (RHQs). The firms selected for interview were chosen using the following criteria:
(i)

Industry: Firms engaged in electronics/electrical and garments/
textiles products (a few firms in other industries were selected as a
control group and by way of comparison).
Origins: Non-ASEAN TNCs, ASEAN TNCs, and indigenous firms
(the indigenous companies represented both a control group and a

(ii)

4

See Mirza et al. (2003, section 3) for a full discussion of the findings of the micro

study.
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(iii)
(iv)

way of comparing competitorsand thereby competitive effectsin
selected products).
Size: Appropriate levels of small to large measured by number of employees and capital.
Locations: Penang, Kuala Lumpur, and Selangor (Malaysia); Central
Region, including Bangkok (Thailand); Hanoi and Ho Chi Minh City
(Viet Nam); Phnom Penh (Cambodia); and Singapore. These choices
reflect the location of significant numbers of firms, sites of partner
institutions, and practical issues.

A mix of stratified and purposive sampling was used. The proportions of
firms selected by industry, source etc. thus reflect the size and rankings of TNC
activity in most respects in each host country. The number of firms interviewed in
each host country was based on (i) the relative size of FDI in each country; (ii) the
time available for fieldwork and other resources; and (iii) other considerations,
e.g., the fact that Singapore was in the frame mainly because it was host to most
RHQs in ASEAN. The interviews took place during a number of field trips made
by the researchers over about a year from late 2001 to the start of 2003. The interviews were, normally, two to two-and-a-half hours in length, though a small
number were shorter and some much longer. The number of interviewees varied,
but in most cases the chief executive officer, managing director, or equivalent top
executive with a sufficient oversight of the subsidiaries’ overall activities participated in the interview.
A total of 113 companies were interviewed. A number of these companies
were “pure” RHQ firms, i.e., they had no manufacturing activities whatsoever (although others were also engaged in manufacturing). In addition 10 companies
interviewed were indigenous firms (normally direct competitors with one or more
TNC subsidiaries in the sample), and for comparison, some firms came from other
industries (e.g., two automakers in Thailand). Table 1 indicates the main characteristics and most of the quantitative information of 88 manufacturing companies
in the five host countries and four industries surveyed. The subsidiary companies
interviewed are dispersed by source, although most are from Europe; Japan;
Taipei,China; and United States (US), in line with the overall shares of inward
FDI by source in ASEAN. Most companies were established before 1996, which
means that the companies interviewed have been some time in ASEAN and about
a half of the parent TNCs have more than one subsidiary in the host country in
which the interview took place. In other words there is a reasonable history, experience, and scale to the investments.
Viet Nam is used as a suitable case study in this paper because the sample
size is reasonable. Twenty-five percent of the subsidiaries interviewed are in
Viet Nam. Meanwhile, because a similar number of firms were interviewed in
Malaysia and Thailand (31 and 28 percent respectively), some useful comparisons
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and assessment of lessons from the ASEAN experience can be made for
Viet Nam. Malaysia and Thailand also represent the closest models in ASEAN for
new member countries such as Viet Nam to follow and can be regarded as “exemplars.” Both countries resemble Viet Nam in many respects, especially Thailand,
in terms of development and economic characteristics (e.g., a substantial initial
pool of trained and untrained labor). Both are not “too” far ahead in terms of GDP
Table 1. Characteristics of Interviewed Manufacturing Companies (N=88) by Country of
Ownership, Destination, Period of Establishment, and Degree
of Parent Company Involvement
Characteristic
Country
of Origin
(number
of firms
and percent)

US
Japan
Europe
Taipei,China
Hong Kong, China
Singapore
Korea, Rep. of
Malaysia
Other

Respondents
(percent)
12 (14%)
27 (31%)
11 (12%)
11 (12%)
8 (9%)
4 (4%)
6 (7%)
2 (2%)
7 (8%)

Comments
Concentrated in Malaysia (7 out of 12)
Fairly equally dispersed between Malaysia
(10), Thailand (9), and Viet Nam (7)
Biggest number in Malaysia (5)
Fairly equally dispersed between Malaysia
(2), Thailand (4), Viet Nam (3), and
Cambodia (2)
Fairly equally dispersed between Thailand
(3), Viet Nam (2), and Cambodia (2)
Entirely in Cambodia (3) and Viet Nam (1)
Biggest number in Viet Nam (3)
Both in Viet Nam
Biggest number in Thailand (4)

Host
Country

Malaysia
Thailand
Viet Nam
Cambodia
Singapore

27 (31%)
25 (28%)
22 (25%)
11 (12%)
3 (3%)

Mostly in EE (18) and CE (7)
Mostly in EE (16) and CE (5)
Mostly in CE (8) and G (8)
Entirely in G (11)
Entirely in EE (3)

Date Firms
Started
Operations
(number/
percent)

Before 1980

14 (16%)

1980-1985

8

1986-1990

20 (23%)

1991-1995

19 (22%)

1996-2000

19 (22%)

2001 or 2002

8

67% of firms in Singapore commenced
operations before 1980; 33% in Malaysia
16% of firms in Thailand commenced
operations
Big growth years in Malaysia (37%
established in this period) and Thailand
(36%)
Growth years in Thailand (16%), Viet Nam
(45%), and Cambodia (27%)
Growth years in Thailand (16%), Viet Nam
(27%), and Cambodia (54%)
Continuing expansion in Viet Nam (23%)
and Cambodia (18%)

(9%)

(9%)

continued.
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Table 1. continued.
Characteristic
Mean
Ownership
Share
(percent)

Number of
Companies
Owned by
Foreign
Parent
in Host
Country

Respondents
(percent)
86%

1

47

Over 1

41

Comments
Most companies (57) are wholly owned by
the foreign company; only 9% are minority
owned. The mean ownership by source
country in reverse order is: Europe (99%),
US (94%), Japan (84%), NIEs (82%);
ASEAN (77%); Other (77%)
Nearly a half of parent companies have
additional companies in the host country in
which they are invested. This is the case for
more than a half of Japanese parents
(17 out of 27).
Multiple companies are more common in
Malaysia (17 out of 27) and Thailand
(16 out of 25), reflecting longer periods
of establishment.

Note: CE = Consumer Electronics; EE = Electrical and Electronics; G = Garments; T = Textiles; NIEs = Newly
Industrialized Economies (Hong Kong, China; Republic of Korea; Taipei,China ).
Source: Mirza et al. (2003).

per capita or other unique characteristics (unlike Brunei and Singapore). Malaysia
and Thailand also possess substantial FDI in a range of industries, a path that
Viet Nam is emulating, as Section III shows (unlike Cambodia, Lao PDR, and
Myanmar, the other new ASEAN member countries). Finally, both Malaysia and
Thailand are relatively successful in attracting, retaining, and benefiting from FDI
(unlike, certainly recently, Indonesia and the Philippines).5
III. INTEGRATION OF TNCS’ REGIONAL AND GLOBAL
PRODUCTION NETWORKS IN ASEAN

The influence of TNCs on ASEAN’s development is undeniable, not only
because of the activities they conduct within each individual country, but also
through their regional and international network of internalized and externalized
relationships. In this section, we look at the connections between the organizational and geographical dimensions of activities of TNCs located in the five
countries under study, taking regional and global dimensions into consideration.
When considering TNCs’ geographic configuration in ASEAN, one needs to understand different locational advantages that a country may offer, which might
explain the dispersion of TNCs’ functional activities, as well as the complex inter5

See Mirza et al. (2003) for further a comparison of Viet Nam with the other ASEAN
economies.
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relationships established between various entities of the same company. External
relationships are also substantial across the region, even though the boundaries between activities internal and external to the firm have become blurred (Dicken and
Malmberg 2001). Transnational companies have created a web of relationships
with suppliers and customers throughout the region, thus further contributing to
the development of regional firms and strengthening the activities of foreign firms
established in ASEAN.
Because countries in ASEAN show varying levels of development and locational advantages, their experiences with TNCs activities differ. For instance,
Viet Nam started welcoming FDI later than some of its neighboring countries.
While early investment in ASEAN tended to be production-related to take advantage of the low-cost labor in the region, by the 1990s, many subsidiaries in the
region have strengthened their capabilities and became centers of excellence,
moving toward more technology-intensive activities in some sectors. Recently,
TNCs have started to integrate their operations worldwide and concentrate activities in well-selected locations. The process of integration among these key
locations within the overall global value chain is key to TNCs’ competitiveness. In
ASEAN, integrated plants are now replacing screwdriver plants, which previously
received semifinished parts from parent companies for assembly. Integrated plants
either produce parts and components in-house, or purchase them from sister companies or local producers in the region, thereby creating a complex network of
internal and external relationships.
These recent trends can be summarized, first, by the fact that TNCs selectively locate specific subsidiaries across ASEAN depending on the locational
advantages of host economies (e.g., factors appropriate to particular functional areas); and second, by the intricate internal and external relationships created on a
national and regional basis, as well as corporate global links. These regional links
have been formed over time, with a hierarchical nature of inward investment starting with Singapore, followed by Malaysia, Thailand, and Indonesia; and finally
countries newly opened to FDI, such as Viet Nam. Market penetration reflects this
pattern, with companies gradually enhancing subsidiaries’ activities in more developed countries of the region. For this reason, numerous TNCs have located
their RHQs in Singapore (Airriess 2001). In the electronics sector, some subsidiaries have opened research and development (R&D) centers in Malaysia and
Thailand.6 Companies in the survey discussed a gradual development from being
purely manufacturing subsidiaries until small production-related R&D centers
could be developed in-house. The type of activities conducted in subsidiaries in
Viet Nam, and even more so in Cambodia, however, remain basic assembly-type
operations. In parallel to the specificities of activities in individual countries, busi6

This partly makes up for the fact that foreign firms appear to undertake less R&D
than local firms, as in the case of Thailand (ADB 2004, 228).
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ness networks by TNCs have developed over time across the region. For instance,
many RHQs located in Singapore maintain strong relationships with other subsidiaries of the same company in the region, because they often oversee activities such
as supply and marketing. This regional orientation of firms and subsequent creation of networks is well documented in the literature, particularly in the electronics
industry (UNCTAD 1993, Dobson and Chia 1997, Borrus et al. 2000, Legewie
and Meyer-Ohle 2000, Sturgeon 2002, Giroud 2004). TNCs upgrade their technologies in certain subsidiaries, which might be beneficial to other subsidiaries in
the region, as is the case for Japanese electronics firms in East Asia (Song 2002),
and companies in the automobile industry (Japan Research Institute Limited
2001). The subsequent investment pattern is beneficial for host countries’ development (Ito and Krueger 2000). While the development of regional production
networks has been observed and studied in the case of the electronics sector in
Asia (see for instance Wong 1997, Richter 1999, Borrus et al. 2000), the configuration of the production chain in the textiles and garment sectors differs. The
garments industry remains more fragmented organizationally and is less sophisticated technologically than the textiles industry (Dicken 2003, 318); and neither
industry portrays a regionalization of operations within Southeast Asia akin to that
witnessed in the electronics industry. The textiles and garments industries are
dominated by international subcontracting arrangements; additionally, the production chain is fragmented according to materials, processes, and end uses, each of
which is often located in various parts of the world, depending on the level of development of countries. In Southeast Asia, manufacturing in the sector is highly
labor-intensive, particularly so in newly developing economies such as Viet Nam.
In choosing locations, companies pay attention not only to low labor costs, but
also to orientation of specific markets and international trading agreements. Some
regional production networks within Southeast Asia do occur, largely thanks to
the investments made in Cambodia and Viet Nam by companies originating from
Indonesia, Malaysia, Singapore, and Thailand.
In line with the emergence of regional production networks by TNCs, recent trends in FDI and trade indicate how closely integrated economies in
Southeast Asia have become, particularly so in Viet Nam. Intra-ASEAN investment flows represent a mere 10 percent of overall flows in the region (see
Table 2). Thus, the share of intraregional investment within total inflows in
ASEAN countries remains limited, but increased to 17 percent in 2002 (UNCTAD
2003, 46), reflecting the continuing improvement in the private sector’s recovery
from the Asian crisis and deepening regional integration. Flows of FDI to ASEAN
have increased particularly after the signing of AFTA. The experience of individual economies within this regional integration differs widely. Viet Nam, for
instance, distinguishes itself inasmuch as over one fifth of investment inflows are
intraregional flows. Viet Nam is attractive because of its large population, political
stability, and diversified industrial base. The majority of intraregional inflows
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originate from indigenous firms and foreign firms based in Singapore, Malaysia,
and Thailand. Overall, over two thirds of all investment inflows in Viet Nam
comes from East Asia (ASEAN; People’s Republic of China [PRC]; Japan; Republic
of
Korea
[Korea]; Hong Kong, China; and Taipei,China), and over 90 percent of manufacturing FDI comes from companies based in East Asian economies. Viet Nam’s
clear regional integration with neighboring countries and other Asian countries
reflects the nature of the global and regional economy into which the country
emerged in the 1990s (Krumm and Kharas 2003), attracting both East Asian TNCs
and non-Asian TNCs located in countries in the region and integrating Viet Nam
within their regional operations.
Table 2. Foreign Direct Investment Flows in ASEAN
(BOP Basis, US$ million, and percentages)
As Host Countries
Total
Inflows
(1995)

Brunei
582.76
Cambodia
150.70
Indonesia
4,346.00
Laos
88.40
Malaysia
5,815.00
Myanmar
317.60
Philippines
1,577.00
Singapore
9,686.20
Thailand
2,004.04
Viet Nam
1,780.40
Total ASEAN 23,540.09

As Home Countries

IntraTotal
IntraTotal
IntraTotal
Regional Inflows, Regional Inflows, Regional Outflows
Flows
2001
Flows
1995Flows
to other
(share of
(%)
2001
(%)
ASEAN,
total)
1995-01
53.42
526.44
2.01
4,334
30.1
244.12
112.90
1,101
5.79
14.01 (3,278.53) (7.32)
4,288
3.2
1,179.13
7.39
23.90 12.80
458
54.5
10.03
28.83
553.95 14.44
12,264
19.7
2,190.48
30.45
192.01 35.08
3,164
31.1
19.21
15.32
1,049.00 21.19
10,115
10.1
236.32
8.21
8,583.10 (2.02)
66,142
4.2
9,936.68
8.01
3,780.45 42.49
28,545
13.6
1,419.83
21.75
1,300.27 18.57
11,944
20.0
15.12
14.94 10,352.17
9.01 142,358
10.7
15,256.71

Share in
IntraASEAN
Inflows
1.60
0.04
7.73
0.07
14.36
0.13
1.55
65.13
9.31
0.10
100.00

Note: Figures for Malaysia include reinvestment earnings; figures for 1995-2001 include total cumulative figure,
and excludes data on FDI in Cambodia.
Source: ASEAN Secretariat.

The country-specific advantages presented by Viet Nam has allowed it to
distinguish itself from other countries in the region, and it has succeeded in attracting substantial investment, following a path similar to that experienced by
Malaysia and Thailand in the early 1990s. Viet Nam established itself as a major
host by attracting more investment than other emerging economies in the region in
the late 1990s, overtaking Indonesia and the Philippines. By 2002, Viet Nam was
the third largest recipient of FDI flows in ASEAN, behind Singapore and Malaysia, strengthening its position as a significant investment base (UNCTAD 2003).
Viet Nam has therefore achieved a key position both in terms of prime investment
host within the region, and as a recipient of intraregional inflows. The case of
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Viet Nam also stands out because its economy is interlinked with that of neighboring economies through intraregional trade (Sakakibara and Yamakawa 2003b).
Asia as a whole represents 42 percent of Viet Nam’s total merchandise exports
and 78 percent of the country’s merchandise imports (ADB 2003).
Singapore is a key partner to Viet Nam, second to Japan in terms of export
and first in terms of imports. Viet Nam’s export success is due, to a large part, to
its textiles and garment industry (Hill 2000), and has mostly occurred after the Doi
Moi reform process (Cooper 2002, Gates 2000). Regional integration through
trade has taken place throughout ASEAN. Intraregional exports doubled during
the last decade, up from over US$43 billion in 1993 to over US$70 billion in 1995
and US$84 billion in 2001. Similarly, intraregional imports have nearly doubled,
from US$37 billion in 1993 to US$53 billion in 1995 and US$38 billion in 2001.
(There has been a recent reversal, however, which probably will not be permanent;
see Section IV.B.)
At a firm level, the Bradford database (Mirza et al. 2003) allows analysis of
the integration of TNCs’ activities internationally and regionally. In terms of scale
of activities, subsidiaries had on average more factories in Malaysia and Thailand
(2.19 and 2.36 factories, respectively). The smallest number of factories was
found in Singapore where companies did not necessarily have a factory, but where
operations were sometimes purely administrative. Similarly, the largest factories
(in terms of number of employees) were found in Malaysia and Thailand. Subsidiaries in the electrical and electronics industry and in the textiles industry are larger
than those in the garments industry. Although more than a third of companies in
the sample subdivide activities worldwide on a regional basis, only 14 subsidiaries
mentioned that their parent company considered ASEAN as a distinct region. Of
these, 12 had their RHQs located in Singapore.7 Many companies include ASEAN
within a wider regional context, and include other Asian and Pacific countries in
their subdivision of operations. Out of 55 firms with operations in more than one
ASEAN country, 31 indicated a moderate to very close integration of activities
across regional operations. Regional integration is highest in the case of companies with their headquarters in ASEAN (average integration in this case is 4.5 on a
scale of 5), and is the lowest for companies with their headquarters in other East
Asian economies or Japan. When it comes to roles of subsidiaries and their capacity to interact with sister companies, firms in the electrical and electronics sector
often have a key strategic role, whereas this is less the case in the garments and
textiles industries. Slightly more than half of the TNCs in the Mirza et al. (2003)
study are manufacturing platforms and perform no other strategic function. These
subsidiaries are closely dependent on their parent firm and/or the RHQs for strategic decisions. Over two thirds of subsidiaries in the textile and garment industry
7

Singapore is attractive to higher value-added type of activities and hosts many of the
RHQs in the region.
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have no strategic role and merely manufacture the goods, against only two fifths in
the electrical and electronics industry. In line with the investment and development path, only 40 percent of subsidiaries in Malaysia and Thailand solely
perform manufacturing activities. One fifth of subsidiaries in these two ASEAN
countries have in-house R&D facilities, and in Malaysia another fifth are completely autonomous subsidiaries. The picture is very different in Cambodia and
Viet Nam, where over three quarters of subsidiaries only perform a pure manufacturing base function. Looking into the range of activities and integration on a
regional basis highlights the different levels of development and investment experience. Singapore has undoubtedly established itself as a developed economy
and attracts high value-added activities. Many subsidiaries in Malaysia and Thailand have succeeded in establishing themselves as centers of excellence within
their company’s global activities. Subsidiaries in Viet Nam and Cambodia remain
manufacturing platforms. Yet, as mentioned above, Viet Nam is following Malaysia and Thailand closely and is fast becoming a major investment recipient in the
region, because of its country-specific advantages, recent international trading
agreements, and regional integration.
Regional integration further occurs through trade, and Table 3 illustrates
trade patterns by subsidiaries on a global and regional basis. Figures indicate
where subsidiaries’ outputs are sold and where their inputs originate. The geographical destination and origin are presented as a share of total exports or imports
and local trade is taken into consideration, showing the depth of relationships established by subsidiaries within host economies. Overall, 28 percent of outputs
from subsidiaries in ASEAN is sold in the local market, and just over a quarter of
all inputs are purchased locally.8 By combining shares of the local market and
ASEAN, it appears that only 35 percent of output manufactured by foreign subsidiaries remains in the region, and even then part of this is aimed at companies
that will integrate the input to export the final products to markets outside of
ASEAN. The major markets for products are the developed markets of Europe,
Japan, and North America. Slightly more regional integration takes place in terms
of input, as overall 39 percent originate from either the local market or regional
markets. In this case, nonregional imports originate primarily from neighboring
East Asia and Japan. This reflects the position of subsidiaries in ASEAN within
the global chain of activities of their firm, with strong dependence on Asia for the
upstream activities and final markets primarily in the West.
Taking the specific case of Viet Nam allows analyzing trends in more detail. Viet Nam differs from Malaysia and Thailand in the configuration of
subsidiaries’ activities. First, as much as 40 percent of foreign subsidiaries’ output
is sold locally in Viet Nam, while the shares are lower for the other two countries.
8

Although part of these purchases in the local economy often take place among
foreign subsidiaries, as opposed to purchase from locally owned firms.
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Second, foreign subsidiaries in Viet Nam rely less on local supplies than their
counterparts in Malaysia and Thailand, but import more from neighboring
ASEAN countries. These trends reflect the low level of component production in
Viet Nam, the market orientation of some foreign firms in the country, and the nature of the textile and garment industry (as half of the firms in the sample are in
this industry). The regional dependence of foreign subsidiaries in Viet Nam for
their upstream activities shows that the major sources of imports are East Asia (30
percent of inputs), Japan (14 percent), and ASEAN (23 percent). East Asia is a
significant source of inputs for Cambodia and Thailand; while local/ASEAN inputs are more important for Singapore and Malaysia. Viet Nam is balanced in
terms of the proportion of ASEAN and East Asian inputs, probably because it is a
major site for cheap but skilled labor for export-oriented industries of TNCs based
in both ASEAN and the rest of East Asia. The size of its population and its location between ASEAN and southern PRC are probably also factors. The activities
of TNCs in Viet Nam are therefore closely related to firms in Asia and ASEAN in
particular, and trends indicate that the country is strengthening its position as an
investment recipient. The close upstream integration of activities indicate that
Viet Nam does benefit from early development of countries in the region, where
foreign subsidiaries are already in operation and where local economies are comparatively more developed.
Table 3. Direction of Outputs/Exports and Direction of Inputs/Imports
of Interviewed Firms (percentage share)
Direction of Interviewed Firms
Survey
Local
Country
Total Outputs/Exports (100%)
28
Singapore
40
Malaysia
29
Thailand
26
Viet Nam
40
Cambodia
0
Total Inputs/Imports (100%)
Singapore
Malaysia
Thailand
Viet Nam
Cambodia

26
2
35
35
20
0

ASEAN

Japan

Europe

13
0
10
14
21
1

East
Asia
8
20
8
8
8
5

7
10
7
13
2
0
13
40
8
1
23
18

20
10
20
14
10
57

North
America
22
20
23
23
13
36

Rest of the
World
4
0
3
2
10
0

15
5
22
18
14
0

29
2
11
25
30
82

7
10
13
3
7
0

7
0
11
16
0
0

3
40
0
2
6
0

Notes: Export requirements are imposed by governments on 57 percent of companies, but this tends to reflect their
intended output orientation in any case. Local content requirements are imposed by governments on 8 percent of companies.
Source: Mirza et al. (2003).

As a conclusion to this section, while global factors need to be taken into
consideration, one should not underestimate the central role of geography in the
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determination of overall scale of FDI and dispersal of industries.9 Investment location and strategies differ depending on the industry concerned, and as results from
Mirza et al. (2003) have shown, subsidiaries have located in specific countries and
regions, establishing themselves within a series of global and regional value
chains. Viet Nam has substantially benefited from its position within ASEAN and
Asia as a whole.
IV. DEEPENING VIET NAM’S INTEGRATION INTO TNC
REGIONAL AND GLOBAL PRODUCTION NETWORKS

As the previous section shows, Asia and ASEAN account for a preponderant share of Viet Nam’s international trade and inward investment, with over a
third of recent FDI coming from East Asian economies (especially Hong Kong,
China; Japan; Korea; and Taipei,China) and up to a quarter from ASEAN
neighbors (chiefly Malaysia and Singapore). A considerable number of the operations established by companies based in ASEAN countries are “grandchildren”
subsidiaries of TNCs whose ultimate headquarters are located elsewhere in the
world. Thus, subsidiaries in Viet Nam are integrated into the global and regional
value chains of firms, although, to date, most foreign subsidiaries continue to perform simple assembly-type manufacturing activities. That said, the above analysis
of TNCs’ global and regional activities suggests that further, potentially beneficial
interrelationships across borders are eminently achievable. If Viet Nam is to further pursue this course of action, however, it needs to address a number of key
issues: first, to what extent is Viet Nam able to continue to attract investment; second, how should such a strategy interface with that of its neighbors, especially in a
regional context; and, finally, should it pursue this course (in other words how
would increased FDI be beneficial to Viet Nam’s economy)? These three questions are examined in Sections IV.A to IV.C below.
A.

Viet Nam’s Competitive Position in Attracting FDI

It might seem strange to query Viet Nam’s attractiveness to TNCs, especially given the rapid rise and scale of inward FDI (Section III). However, bearing
in mind that 40 percent of output by companies in Viet Nam is sold locally (Table
3), it is worth investigating the motivation of companies investing in the country
and the consequent implications for competitive positioning. Table 4 suggests
that, if we leave aside the broadly neutral reasons (e.g., political stability), then
only 14 percent of the remaining reasons for investing in Viet Nam can be regarded as broadly “efficiency seeking” (i.e., using cheap local factors to service
9

Jovanovic (2003) makes this point in his discussion of the significance of location,
international/regional division of labor, and comparative advantage.
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regional and global markets), whereas a full 45 percent of the reasons are “market
seeking.” The other motives are “mixed” and can be either efficiency or market
seeking, depending on contingencies. By contrast, 30 percent of the non-neutral
reasons for investing in Malaysia are efficiency seeking and 21 percent for Thailand (in fact 55 percent of the reasons for investing in Thailand are market
seeking, but the country differs from Viet Nam in being relatively advanced, with
a diversity of industries).
Table 4. Reasons for Investing in Selected ASEAN Host Countries
Viet Nam

Malaysia

Thailand

Type of Reason / Reason
Number Percent Number Percent Number Percent
Broadly
International trading systems
1
1.6
2
3.0
1
1.5
Efficiency Low production costs
1
1.6
3
4.5
0
0.0
Seeking
Good infrastructure
0
0.0
5
7.5
0
0.0
Regional dynamics/prospects
1
1.6
1
1.5
2
3.0
Regional penetration
(including intraregional relocation)
0
0.0
1
1.5
0
0.0
Rationalization/reorganization policy 1
1.6
1
1.5
4
6.0
Mixed

Broadly
Market
Seeking

Broadly
Neutral

Labor-related issues
(cost, quality, capability
development)
Language ability
Follow competitors
Growth rates
Size of the local market
Sociocultural issues
Gain local market share
Follow customers
Customer recommendation/decision
Brand building
Prior business contacts
(OEM or other)
Government incentives/policies
Political stability
Economic stability
Other
Total

15
1
1

24.2
1.6
1.6

8
4
2

11.9
6.0
3.0

15
0
1

22.4
0.0
1.5

0
9
0
1
0
1
0

0.0
14.5
0.0
1.6
0.0
1.6
0.0

0
6
0
1
5
1
1

0.0
9.0
0.0
1.5
7.5
1.5
1.5

0
3
3
1
4
1
0

0.0
4.5
4.5
1.5
6.0
1.5
0.0

8

12.9

4

6.0

6

9.0

10
2
2
6
62

16.1
3.2
3.2
9.7
100.0

9
4
5
3
67

13.4
6.0
7.5
4.5
100.0

12
4
4
4
67

17.9
6.0
6.0
6.0
100.0

Note: Multiple responses apply: each firm was asked to give up to three reasons for investing in the host country.
Source: Mirza et al. (2003).

The reason why the distinction between efficiency and marking seeking investments, albeit imperfect, is important is because there is ample evidence that
efficiency seeking FDI is more likely to have a positive long-term impact on the
host economy. For example, in a very large-scale recent study by the McKinsey
Global Institute that surveyed four major developing countries (Brazil, PRC, India, and Mexico) and five important sectors (automotives, consumer electronics,
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food retail, retail banking, and information technology/business process offshoring), it was found that efficiency-seeking investment “overwhelmingly” had a
positive impact on the host country (McKinsey Global Institute 2003). The impact
of market seeking investments is more mixed. The econometric, macro part of the
Bradford study found a strong link between FDI and growth in the older ASEAN
member countries, as well as a strong, unambiguous, direct link between FDI and
poverty reduction (Mirza et al. 2003, section 3). One of the reasons for this is the
preponderance of efficiency-seeking investments in ASEAN countries such as
Malaysia, Singapore, and Thailand.
The negative implications of market seeking investments in Viet Nam, especially because of its early stage of development, can also be underscored by
examining the TNC subsidiaries interviewed in Viet Nam during the micro part of
the study. Of the 22 firms in the sample; eight were in garments (an exportoriented industry, but prone to severe competition from many other developing
countries); and eight in consumer electronics. All of the latter were oriented toward the limited 10 local market; all firms imported inputs that were further
assembled or processed for domestic sale (the scale of the market was deemed too
small to justify the production of local inputs); and most were worried about the
quantity and quality of trained labor, especially management. On the positive side,
a number were joint ventures with local companies, which encourages a degree of
local learning. The Multilateral Investment Guarantee Agency came to similar
conclusions about Viet Nam’s consumer electronics industry, stressing that the
supplier industry is underdeveloped, locally secured parts are of poor quality, and
higher level managers and technicians are in short supply (MIGA 2003, 40-1). In
other words, a million unit strong market for products such as TVs (unaffordable
for most individual households) does not encourage significant investment; diversification of the industry; or other positive impacts on sector productivity, output,
and employment. In fact, consumer electronics and similar fledgling industries in
Viet Nam are threatened on a number of fronts: for example by both the scale
economies of PRC-based industries and the increasingly innovation-led growth
models being adopted by ASEAN neighbors such as Malaysia (MIGA 2003, Boston Consulting Group 2004).
Of course, the situation for Viet Nam is not unremittingly negative. Sample
firms stressed the relatively high education levels and quality of Vietnamese
workers and recognized how far they and the country had come in a short time (a
little over a decade). One interviewee, who has 20 years experience in Asia, including in Cambodia, PRC, Philippines, and Viet Nam remarked that the quality
and productivity awareness of Vietnamese workers is higher than any other developing Asian country, including People’s Republic of China. Other firms
10

That is, local incomes are very low.
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interviewed in Viet Nam shared this view. Moreover, a country’s competitive position is the result of a variety of factors, and with Viet Nam they are in its favor.
Using an intensive range of measures, Kearney (2004) rated Viet Nam as 20th
most attractive in its offshore location index, not a bad result, although key potential competitors for FDI fared better: India and the PRC at 1st and 2nd, respectively,
in the survey; while ASEAN neighbors such as Malaysia, Philippines, Singapore,
and Thailand are positioned, in order, 3rd, 5th, 6th, and 13th. Most importantly, the
survey helps to identify key areas for improvement if Viet Nam is to enhance its
competitive positioning vis-à-vis other countries. In the survey, although the country came 2nd in terms of “financial infrastructure” (compensation costs,
infrastructure costs, tax, and regulatory environment), it scored 25th and 24th respectively in “people skills and availability” and “business environment.”
Essentially, Viet Nam has to put a lot of effort into improving capabilities and attributes such as developing a sizeable, quality labor force; business process
experience and skills; government support for key industries; and security of intellectual property, especially if it intends to concentrate future efforts on
encouraging inward efficiency-seeking foreign direct investment. Moreover, fortune may be smiling on Viet Nam. Given a likely upturn in FDI flows over the
next few years (according to a recent survey, UNCTAD 2004), this could well be
an opportune moment for Vietnam to pursue this new stage in its development.
Certainly, as increasing numbers of low-income countries enter the world economy, economic development posited on cheap, low-skilled labor is no longer a
viable option for Viet Nam.
B.

Viet Nam and Regional Developments

Interestingly, while Viet Nam’s small market size implies that the country
should primarily focus on attracting efficiency-seeking FDI, the market toward
which goods (industrial and consumer) are oriented is an issue. In the past, efficiency-seeking investments were frequently focused toward sales in industrialized
international markets such as Europe, Japan, or North America, (indeed about 60
percent of output from firms in the Bradford sample go to these markets, as indicated in Table 3). However this is changing, partly because of the development of
local or regional value chains (e.g., the hard disk industry in ASEAN; see McKendrick et al. 2000, Gourevitch and Bohn 2000), but more importantly because of
TNC entry or expansion into other competitive and populous developing countries
such as Brazil, PRC, India, and Mexico (McKinsey 2003). The Boston Consulting
Group (2004, 16) reminds us, “…although the cost advantage remains the key
driver of globalisation, in recent years it has been reinforced…by two other major
factors. First [low-cost countries’] internal markets have matured into attractive,
fast-growing markets, providing a powerful incentive for companies to invest locally. Second, capabilities in [low-cost countries] have greatly improved….”

82 A SIAN D EVELOPMENT R EVIEW

Nowhere is this situation more evident than in the PRC (Boston Consulting Group
2003), a country on Viet Nam’s doorstep, with which the country has to compete
in terms of potential market and capabilities. In this respect, Viet Nam’s position
in ASEAN can be a major help, both in terms of market (the ASEAN Free Trade
Area [AFTA]) and capabilities (the ASEAN Investment Area and consequent
links into regional capabilities through TNC value chains).
In 2003 McKinsey conducted a major study of the competitiveness of
Southeast Asian economies on behalf of ASEAN, a synopsis of which has appeared in the McKinsey Quarterly (Schwarz and Villinger 2004). McKinsey
concluded, along with many other commentators, that Southeast Asia had a lot of
factors going for it, including a population of 560 million people, vast natural resources, highly skilled workers, and export-oriented industries in medium- to
high-technology sectors. However, the region continues to rely on the cost advantage it once enjoyed (but no longer does with respect to countries such as the PRC
and India) without securing either or both of a market access advantage (i.e.,
TNCs keen to serve local markets; indeed intraregional trade as a share of total
trade has fallen by 19 percent over the last decade; see Schwarz and Villinger
2004); or a recognized regionwide capabilities advantage to any degree (despite
highly skilled workforces in Malaysia, Singapore, Thailand, and in pockets elsewhere
in
the
region). The reasons for the former include subscale markets despite AFTA;
unnecessary costs (especially different product standards across countries); and
volatile rule implementation (the AFTA tariff rates are now very low, mostly between 0 and 5 percent, but these are not complied with by officials, because of
ignorance, lack of training, or willfulness). ASEAN remains fragmented as a
market.
In response to the study, in October 2003 ASEAN countriesincluding
Viet Namendorsed an accord to create a single market (the ASEAN Economic
Community [AEC]) by 2020, starting with a push in priority areas. The initial
benefits of a fully implemented AFTA or AEC for Viet Nam are likely to be modest because of Viet Nam’s small share of trade with ASEAN (Sakakibara and
Yamakawa 2003a, 55), but these are likely to grow over time. In addition,
Viet Nam is pursuing a number of other strategies to improve its market asset advantage, both in partnership with ASEAN and unilaterally. A number of free trade
agreements (FTAs) are in the process of being negotiated by ASEAN with key
neighbors, including PRC, India, and Japan. The ones with the PRC and Japan are
most advanced. The most important is probably the ASEAN-PRC FTA, which secures “market advantage” access to the PRC’s market for Viet Nam and its
regional partners, and illustrates that relations between developing countries and
regions need not be competitive. It is estimated that the ASEAN-PRC FTA will
increase ASEAN’s gross national product by 1 percent, and the PRC’s by 0.3 percent, in the short term. In addition, Viet Nam is pursuing a number of bilateral
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deals, from the recently agreed FTA with Japan to more modest agreements with
other countries, including the PRC and Korea (for further discussion on ASEAN
and Viet Nam’s regional agreements see Wee and Mirza 2004). Viet Nam is advantageously located geographically between the ASEAN bloc of countries (to the
west) and other East Asian countries (to the east and north), most especially People’s Republic of China. This may allow it to benefit as an intermediary, which it
could exploit as the various FTAs come into force.
The ASEAN Investment Agreement (AIA), inaugurated in 1998, is an extension of AFTA and includes the specific intention of realizing regional
integration by ASEAN and non-ASEAN TNCs through the utilization of the regional division of labor (Wee and Mirza 2004). ASEAN is one of the most diverse
regions in the world in terms of resources and capabilities and a full implementation of the AIA, through the removal of intra-ASEAN barriers to investment,
harmonization of investment policies, and national treatment of TNC subsidiaries,
would go a long way toward Viet Nam increasing interconnection with various
sources of advantage across Southeast Asia. However, as with trade, the region
remains schizophrenic about investment cooperation, although a number of actions are under way or planned. These include consolidation and shortening of end
dates (varying between 2003 and 2015) for various elements of the AIA; reconsideration of scheduled industries (those not subject to the AIA in various countries);
identification and elimination of impediments to intra-ASEAN FDI; inclusion of
services into the AIA; and recognition and support for nonequity forms of investment. 11 Past experience has shown that companies will deepen their regional
integration based on fundamental economic factors (as evinced by the spillover of
TNC operations from Singapore to Indonesia, Malaysia, Thailand, and more recently to the Philippines and Viet Nam, as discussed in Section III), whether
governments pursue regional agreements or not. Indeed Viet Nam remains a likely
place for companies based in ASEAN to invest: a third of all companies interviewed in the Bradford study said they were intending an investment or further
investment in Viet Nam during the short term. However, a fuller realization of the
AIA would certainly boost TNCs’ ASEAN regional value chain activities and integrate countries further into a regional market and production base. Overall, it is
in Viet Nam’s interest to pursue ASEAN integration, both at the AFTA and AIA
level, and thereby secure access to a wider regional market and regional division
of labor/capabilities. In tandem with its ASEAN partners, this regional integration
would allow Viet Nam to offset the actual or potential challenge posed by large
developing countries such as Brazil, PRC, and India (Boston Consulting Group
2004), which simultaneously offer TNCs low labor costs; a large unified market;
and a range of “capabilities” such as diverse labor skills, managerial capacity, pro11

This is a partial list based on an internal ASEAN document, partly drafted by one of
the co-authors.

84 A SIAN D EVELOPMENT R EVIEW

ductivity, and a degree of innovative abilities (all of these exist in ASEAN as a
whole).
C.

Lessons from ASEAN

Finally, should Viet Nam pursue a course of deepening and extending its integration into TNC regional and global networks? In other words, how might
increased FDI and TNC presence in the economy be beneficial to Viet Nam’s development? It is possible to start to answer these questions by looking at the
experience of other ASEAN countries, most particularly the exemplars Malaysia
and Thailand (Section II), as gleaned from our survey of TNC investors in these
countries. The Appendix Table summarizes the main findings in terms of direct,
consumption multiplier, value chain multiplier, and spillover effects; and the issues and implications are discussed below. These results are based on firm
knowledge and experience (as well as factual information, such as the scale of
employment or input and output data) on how their activities affect the local economy (and not an inference from the statistical analysis of broad economic data).
However, the number of firms in the sample is small (27, 25, and 22 subsidiaries
in Malaysia, Thailand, and Viet Nam, respectively), so the findings should be
treated as a guide, rather than being definitive.12
Turning to direct effects first, in any host country, FDI manifests itself in
the form of a TNC establishing local operations, usually through one or more subsidiaries. These subsidiaries must set up shop by building a factory and related
facilities, buy necessary equipment and supplies and, most importantly, hire workers who will frequently need to be trained. These interfaces between the subsidiary
company and the economy are typical of the main direct effects that FDI has on
the host country. The extent of these direct effects depends on:
(i)
(ii)
(iii)
(iv)

scale of the initial FDI;
technology employed;
numbers of people employed and the training and wages offered;
degree to which the firm can procure essential goods and services
(e.g., machinery, construction engineers) locally; and
proportion of profits reinvested periodically in the subsidiary (or
other local expansion).

(v)

The Appendix Table shows that these effects have been high (employment, training, development of local capital) or middling (reinvestment). The nature of
current subsidiaries in Viet Nam (few, small, market seeking, low-technology)
12

Having said this, the surveyed firms include some of the largest subsidiaries in these
countries, with extensive local involvement.
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means that the country is not able to potentially benefit from FDI to anywhere
near the same degree as countries such as Malaysia or Thailand. This underscores
the need to move toward efficiency-seeking FDI in the context of regional and
global integration. Such a reorientation will also assist in upgrading human capital
because the TNCS will be focused on the quality needs of more advanced markets,
be these in ASEAN or further afield (and in both industrial and consumer goods).
In addition Viet Nam can try and maximize net gains to FDI by using policies and
measures refined by governments in ASEAN countries (e.g., the skill development
fund in Malaysia; see Appendix Table).
Second, since the subsidiary company is a constituent element of the TNC,
it is a part of a value chain, both within the country and internationally. These
links are both backward (with suppliers) and forward (with distributors and sales
organizations). Inasmuch as these linkages stimulate activity, employment, etc. in
supplier and distributor firms and organizations in the host country, then the initial
FDI has a multiplier, i.e., amplified, effect beyond the initial direct effect on the
local economy. This multiplier can be referred to as the “value chain multiplier effect” since it operates along the value chain (i.e., by increasing the output of
suppliers and sales organizations), and its extent depends on similar factors to the
direct effect. In particular, the multiplier will be affected by the degree to which
the value chain linkages are within the host country or without: the greater the
proportion of linkages with firms outside the host economy, i.e., in the regional or
international domain, the lower will be the multiplier effect in the host.13 In the
case of both Malaysia and Thailand, the value chain multiplier is relatively low,
for different reasons depending on the nature of the linkages. In terms of backward linkages, where the value chain multiplier effect is “low”, the issues are (i)
that inputs are imported from overseas because of a lack of local suppliers; and
(ii) where local suppliers are used, these are themselves often the subsidiaries of
foreign transnational corporations. With regard to forward linkages, other ASEAN
countries tend to have a low value-chain multiplier because the output is exported;
however, this is partly the consequence of efficiency-oriented investments (at least
until a local market has developed to a sufficient level) and Viet Nam should not
worry much about this, especially if it is trying to secure “market advantage” (Section IV.B) by deepening its linkages with ASEAN. Viet Nam has to develop a set
of policies with respect to a local supply base, drawing on the experience, including failures, of its ASEAN neighbors. However, intensification of the AIA,
matched by further TNC regional restructuring and integration of operations, implies a greater level of intra-industry trade. Not all inputs to subsidiaries in

13
Additionally, it is possible that some local linkages will be with the subsidiaries of
other TNCs, diluting the multiplier effect because many such companies will also have some of
their linkages abroad.
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Viet Nam will be sourced in the country; and, by the same token, local-based
firms will supply inputs to firms based in other ASEAN countries.
Third, in addition to the value chain multiplier, there is also the “standard”
consumption multiplier effect: e.g., the subsidiary and its linked firms all pay taxes
and their workers purchase goods and services (and pay taxes), all of which result
in a boost to other sectors of the economy. In this respect, the FDI impact of the
Malaysian and Thai economies has been high. The same could apply for
Viet Nam, provided the country can attract efficiency-seeking subsidiaries in middle- and higher-technology industries (and thus higher remuneration, profits, and
ultimately taxes). In order to do this, Viet Nam has to put a big emphasis on developing skills and capabilities (often in alliance with firms) in the domestic
economy, as well as linking with regional capabilities through the regional division of labor. It can draw on policies pursued by both Malaysia and Thailand
(because of their greater success), as well as other countries.
Fourth and finally, the subsidiary plays a role in transferring, encouraging,
or obliging the transfer/take-up of knowledge, technology and skillsin a myriad
of formsto other organizations (especially indigenous firms) in the host country,
principally through training, demonstration, and competitive effects. Collectively
this is known as the spillover effect and can be the result of both deliberate (e.g.,
training of workers, quality control enforcement at suppliers, or student scholarships) and nondeliberate actions (e.g., competitive pressures on local firms or
because the subsidiary can be seen as a “benchmark”, model, or source of “best
practices”) (UNCTAD 2001 and 2003). In the longer run, this is the most important gain that an economy can receive from FDI because it means that indigenous
concerns learn from foreign companies and are therefore in a position to redouble
the development effort. From the evidence (Appendix Table), neither Malaysia
nor Thailand has been very successful at reaping spillover gains. The greatest gain
has come through the imparting of “world class” technology, knowledge, and expertise to some local suppliers, essentially because it is important to maintain
quality and efficiency in a global supply chain. This underscores the necessity for
Viet Nam to promote efficiency-seeking investment. One of the main reasons why
few spillovers occur is either because of a dearth of local companies (certainly
competitive ones in the manufacturing sector) or because they lack the capabilities
to absorb foreign knowledge. In fact, Viet Nam has an established company base
and some of these have set up joint ventures with TNCs (including in consumer
electronics), which is a good start. However, as a whole, these companies have a
long way to go before they are in a position to readily acquire and utilize technology from TNCs and other foreign sources. Viet Nam can again look to other
ASEAN countries on best-practice lessons in order to do this. One policy it should
certainly pursue (a relative failing in its exemplars, especially Thailand) is to encourage TNCs to train workers in scientific, engineering, and design skills, as well
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as production skills. Local companies can then acquire these workers through the
labor market, and utilize them in order to absorb and exploit foreign technology.
Overall the findings of the Bradford study imply that Viet Nam can learn a
lot of lessons from Malaysia, Thailand, and other ASEAN economies (summarized in the Appendix Table) in order to encourage further FDI and maximize the
net gains. These lessons arise from both the examplars’ successes and failures and
can assist in devising pretty specific policies for FDI (and linked industrial policies), which could relate to issues such as which industries to support, orientation
of subsidiaries, capability development policies (at various levels), infrastructural
development, and regionalization strategies, such as the pursuit of free trade
agreements. In addition, Viet Nam can look to advice in framing appropriate policies to a large research base and international institutions (including the Asian
Development Bank, ASEAN Secretariat, and United Nations Council for Trade
and Development).
V. CONCLUDING REMARKS

Since the early 1990s, Viet Nam has been pursuing the twin, interlinked
goals of promoting regional development (in the context of ASEAN) and inward
foreign direct investment. Using the results of a survey of TNCs with operations in
ASEAN, as well as secondary sources, this paper set out to determine the extent to
which Viet Nam has been successful in achieving these goals. Furthermore, the
inquiry was extended to ask whether the country should deepen and widen its consequent involvement in Southeast Asia’s TNC regional value chains. Section III
examined the first of these questions in considerable detail and answered in the affirmative, showing that Viet Nam is now a major recipient of inward FDI, mostly
linked to the value chain of TNCS, especially in electronics and garments. The regional aspect is especially manifest in consumer electronics, although most
subsidiaries in Viet Nam still perform assembly-type operations and are localmarket-oriented.
Section IV looked at the second issue and concluded that it was essential for
Viet Nam to pursue its involvement in regional integration. One reason for this is
that regional integration (both within ASEAN and in the broader East Asian context) helps to offset the competitive pressures of large developing countries such
as the PRC and India which, in addition to Viet Nam’s low labor costs, also have
two other advantages: large (potential) markets and other capabilities, including
skilled labor, a pool of good quality managers, and a degree of innovatory capacity. ASEAN, especially reinforced by a full-fledged development of AFTA and
the AIA, would help Viet Nam offset this competition by providing a relatively
large market in Southeast Asia and secure access to the pool of capabilities inherent in ASEAN’s regional division of labor. This links in with a related issue, that
is, most of Viet Nam’s FDI in middle or “higher” technology FDI, e.g., consumer
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electronics, has tended to be in market-oriented operations. Unfortunately, investments oriented toward a small local market tend not to generate significant
investment; diversification of the industry; or other positive impacts on sector productivity, output, and employment. This is in contrast to the high level of
efficiency-seeking investments in other ASEAN countries, which has resulted in
impressive gains from FDI, partly because TNCs aiming at global markets have to
ensure that the quality and productivity of their operations (and their consequent
links with local companies, including suppliers) have to be at an international
level. This underscores the necessity for Viet Nam to pursue regional integration
and further involvement in TNC value chains because, by doing so, it is helping to
create the conditions under which TNCs are more likely to expand their investments in the country and pursue activities that will spill over as
technology/knowledge transfer and other gains for the economy. As a corollary to
this, Viet Nam has to, of course, expend considerable effort in improving domestic
capabilities, including human resources and competence of suppliers, ideally in
collaboration with TNCs and other organizations. Furthermore, in order to justify
an emphasis on promoting additional inward FDI and determine appropriate policies, Viet Nam was compared with Malaysia and Thailand because the former is
trying to pursue a similar path toward TNCs, growth, and development. Although
not unqualified successes in terms of all the possible ways that FDI can impact on
development, Malaysia and Thailand are good exemplars for Viet Nam (both because of failures and successes); and the analysis underlined the very careful and
specific policies that Viet Nam can and should use to gain from the direct, valuechain multiplier, consumer multiplier, and spillover effects of foreign direct investment. This discussion also pointed toward the need for Viet Nam to increase
its emphasis on efficiency-seeking FDI, e.g., because of the considerable transfer
of knowledge along the supply chain from TNCs to suppliers in Malaysia and
Thailand.
In conclusion, under the threat of international competition and in order to
maximize the dynamic gains from FDI, the paper suggests that Viet Nam should
reorient its policies regarding FDI, with increased emphasis toward targeting efficiency-seeking investments and development of more advanced links with TNC
regional and global value chains. Moreover, the burgeoning imperative to provide
“market advantage” and “capability advantage”, along with “cost advantage”
means that Viet Nam has to work with its ASEAN member countries to promote
AFTA (providing access to a regional market) and the AIA (securing capabilities
in Viet Nam and other ASEAN countries). Of course, Viet Nam (and ASEAN’s)
regional ambitions do not need to stop here and, in the context of forthcoming
agreements with the PRC, India, Japan, and other neighbors, the possibilities are
endless.

Type of FDI Effect
Direct Effects

Employment

Degree of
Impact
High

Evidence of FDI Effect
The average number of employees
per interviewed subsidiary in Malaysia and Thailand is 2,699 and
3,750 respectively. Women workers represent 48% of total in
Malaysia and 71% in Thailand.
Average annual output is
US$1,504 million in Malaysia and
US$327 million in Thailand. Two
thirds of subsidiaries have sister
companies in both countries.

Comments on Malaysian and
Thai Experience
A very high level of FDI in both
countries means that manufacturing
TNCs employ large numbers of
people. Many subsidiaries are large,
resulting in a big direct impact on
the economy, growth, and poverty
reduction. A very high proportion
of workers are women and from
poorer provinces.

Implications for Viet Nam
The average number of employees
in companies interviewed in Viet
Nam is only 86, which pales
against the scale in Malaysia and
Thailand (60% of subsidiaries are
small, average output is US$20
million). The difference arises
from age of enterprise (most have
been recently established); origin
(ASEAN/East Asian investments
can be small); and orientation
(quite a few are aimed at the local
market, which is small).
Clearly there is a need to increase
scale (although gigantism need
not be the order of the day) by encouraging a wider range of
industries and investors (by origin). Consideration needs to be
given to issues related to location
(i.e., how poorer provinces can
benefit) and gender.
Careful linking with ASEAN, East
Asian, and global economies can
maximize the net benefits of FDI.
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Appendix Table. Lessons for Viet Nam based on a Summary of Malaysia and Thailand’s Experience
on FDI Effects on the Economy, Growth, and Poverty Reduction

Training,
Human Capital

Degree of
Impact
High

Evidence of FDI Effect
About 90% of the workforce in
Malaysian and Thai subsidiaries
have secondary schooling or
higher. In Malaysia 1.9% of the
payroll is spent on human resource
development; in Thailand the figure is 2.7 percent. Workers in both
countries receive more than 6 days
training each a year, often in certifiable courses. Firms rated the
current level of employee skills at
an average of 3.7 out of a scale of
1 to 5 (unweighted) in Malaysia
and 3.4 in Thailand. The average
rose to 4.0 and 3.8 respectively for
pure production-related skills (i.e.,
excluding innovation, soft skills
etc.).

Comments on Malaysian and
Thai Experience
Relatively advanced segments of
value chains transferred to both
countries; quality of local products
has to be high in order to meet expectations of international markets;
many subsidiaries assigned strategic
roles (e.g., related to R&D) or
autonomous. High expenditures on
HRD and many days devoted for
training.

Implications for Viet Nam
Viet Nam has a relatively highly
educated population, so 78% of
the workforce in interviewed
firms has been educated to at least
a secondary school level. However, there is still some way to go
in terms of funds spent on skills
development (only 1.5% of the
payroll). A policy such as the skill
development fund in Malaysia
(where companies are taxed 1% of
payroll, but which can be recouped when workers are trained)
might be useful. Vietnamese
workers are currently receiving
appreciably more days of training
(9) than their Malaysian or Thai
counterparts, but this probably reflects the recent establishment of
the Vietnamese subsidiaries.
Overall, firms rate Vietnamese
employee skills at 3.1 (3.4 for
pure production), appreciably
lower than Malaysia and Thailand,
but higher than might be expected
given the countries’ level of development. Viet Nam can build
strongly on these foundations.
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Type of FDI Effect

Type of FDI Effect

Evidence of FDI Effect

Consumption

High

Not directly measured, but implied
by econometric study and the fact
that average company size is large
and wages quite high (because of
past labor shortages).

A high rise in employment and
wages has led to the growth of ancillary industries. Local
conglomerates have grown on the
back of this expansion.

Taxes

High

As above. Income taxes are collected through companies, which
means that the rate of collection is
high. (Corporate taxes can be low,
often because of privileges granted
to exporters.)

Facilitated the improvement of social benefits, infrastructural
development, education, training
etc. (Note careful urban planning in
Malaysia as opposed to Thailand.)

Very few companies gave precise
figures. The general investment
was the reinvestment was occurring, but not at a rapid pace
because of economic conditions.

Comments on Malaysian and
Thai Experience
TNCs, the primary source of future
FDI expansion in these economies,
need to be convinced to reinvest
more.

Implications for Viet Nam
Many companies based in other
parts of ASEAN indicated an interest in investing in Viet Nam.
This should certainly be encouraged because it will bring more
jobs, a wider range of industries,
and link Viet Nam more into the
regional and global value chain. It
is worth mentioning that most
large and many medium TNCs
from all over the world are already
in ASEANand making profitswhich can be usefully
invested in Viet Nam and the region.
Viet Nam should encourage local
companies to take advantage of
rising purchasing power, as in
Malaysia and Thailand, ideally in
manufacturing and not just retailing foreign-made goods.
Careful infrastructural development and urban planning would
be wise (avoiding white elephant
schemes). Considerable attention
has already been given to industrial zones. Care should be taken
regarding export privileges extended to foreign TNCs.
Opportunities exist for a variety of
social, education, and other policies.
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Consumption
Multipliers

(Reinvestment)

Degree of
Impact
Middling

Type of FDI Effect

Suppliers

Middling

Evidence of FDI Effect
Very high levels of exportsover
70% overseas. Although imports
of inputs are also over 70%, the
local value added (direct wages
and salaries, local inputs) and
large-scale production ensures that
a high level of income stays in
Malaysia and Thailand. Most foreign companies are exportoriented; few are oriented toward
local markets.
In Malaysia, 73% of inputs are
bought from nonaffiliated companies, but only 41% of these are
bought in the domestic market
from both indigenous and foreignoriginated companies. A similar
situation prevails in Thailand, with
68% of inputs coming from nonaffiliated suppliers, 48% of which
are bought from locally based suppliers.

Comments on Malaysian and
Thai Experience
Local companies have not always
taken advantage of the opportunity
to “seize” local markets before foreigners turn their attention inward,
which is now happening. Export
orientation as a mainstay for economic development is unsustainable
in the long run; Malaysia and Thailand need to foster domesticoriented development.
The import of inputs from abroad
and the existence of many local foreign-owned suppliers means that
there is a mid-level effect on local
suppliers, and hence their contribution (through wages, salaries, taxes
to the multiplier effect). However,
foreign-owned suppliers contribute
to the value-chain multiplier too, so
the main concern, in terms of the
value chain multiplier, is the high
level of imports.

Implications for Viet Nam
This is not yet an issue for Viet
Nam and in the short run there is
much to be gained from trade
links with the rest of ASEAN and
the PRC/East Asia.

The purchase of local inputs is
lower in Viet Nam than Malaysia
and Thailand. Only 50% of inputs
are bought from nonaffiliated
suppliers and, of these, about 32%
are from locally based companies
(indigenous and foreign). Viet
Nam thus has to pursue the establishment of capable local
suppliers; however, the import of
inputs is not yet an issue because
(i) local suppliers do not exist and
(ii) inputs from ASEAN allow entry into regional/global value
chains. A regional division of labor also implies a greater intraindustry trade.
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Value Chain
Multipliers

Net Exports

Degree of
Impact
High

Type of FDI Effect

International
links

High

Evidence of FDI Effect
Most companies in the sample are
export-oriented and thus do not establish forward linkages in the
domestic economy. The few that
do are keen on ensuring high quality distribution, sales, and service.

The companies interviewed export
over 70% of output in both Malaysia and Thailand, while about two
thirds of inputs are imported.
While exports and imports from/to
Japan and North America are high
for subsidiaries in both countries
(US firms and trade figure more
highly in Malaysia, while for Thailand it is Japanese), European
firms (hence trade) are far more
important for Malaysia and East
Asian imports for Thailand.
ASEAN trade is small: firms in
Malaysia import 8% of inputs
from ASEAN, while firms in Thailand export 11% of outputs to
ASEAN.

Comments on Malaysian and
Thai Experience
“Indirect exports” (i.e., sales of
components/inputs to companies in
Malaysia or Thailand that export
their output) means that forward
linkages may be even lower than
they appear. (Note: This paper focuses on companies manufacturing
in ASEAN and so there is a sample
bias: local market importers are
largely excluded.)
This results in sizeable exports by
value, but high international linkages are a source of concern when
too large a share is imported. One
key issue is to improve the local
supplier base. There are considerable opportunities for regional
value chains, especially taken up by
ASEAN TNCs and consumer electronics firms (among others).

Implications for Viet Nam
Viet Nam is currently producing
quite a few consumer products in
local-foreign joint ventures.
Greater attempts should be made
to learn sales and marketing skills,
rather than simply benefit from a
share in high profit rates. A large
population with rising incomes
gives Viet Nam some leverage in
this respect.
Still low linkages in terms of
overall scale, but in directionality
Viet Nam is similar to Thailand,
though US links are largely absent
and there is a large level of input
import from ASEAN (23% of imports by interviewed companies).
This represents an incipient regional value chain (especially
with Singapore, Malaysia and
Thailand), which can be developed. East Asia’s share of input
imports is 30%, which implies that
the country could look to a wider
East Asian regional grouping than
ASEAN (perhaps ASEAN+3
makes more sense for Viet Nam
and other ASEAN countries).
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Distributors and
Sales Organizations

Degree of
Impact
Low to Mid

Spillover Effects
(training, competitive effects,
demonstration
effects and
human mobility)

Suppliers

Degree of
Impact
Middling

Evidence of FDI Effect
Of those firms that buy inputs
from local suppliers, only 7% buy
high-tech goods from these companies, otherwise purchases are
low-tech (42%) or secondary inputs (51%). Nevertheless, local
suppliers are provided knowledge
and support in terms of the goods
they produce. Among interviewed
firms in Malaysia, the likelihood
of product specification transfer is
very high at 4.64 (on a scale of 1
to 5) and the figure is similar in
Thailand at 4.41. Transfer of other
types of knowledge or support is
somewhat lower (mostly between
2-3 depending on type for Malaysia and around 2 for Thailand).
Foreign firms are somewhat more
supportive of suppliers in Malaysia (52% have a supplier
partnership scheme) than Thailand
(32%). Overall there has been considerable improvement in the
direct production-related skills of
local suppliers (cost, quality, delivery), the degree of improvement
being rated at an average of 3.6
(on a scale of 1 to 4) for Malaysian
suppliers and 3.1 for Thai suppliers. Improvements in other types
of skills (innovation, design,
commercial skills etc.) were
deemed somewhat lower, though
the overall level was higher for local suppliers in Malaysia.

Comments on Malaysian and
Thai Experience
There is little room for spillovers in
high-technology areas, but international supply chains mean that
“world standard” technology,
knowledge and expertise is imparted or seeps to suppliers. At
present this largely relates to skills
necessary for direct production
(cost, quality, delivery, inventory
control, lead-time performance), but
these are a basis for moving up the
value chain. There is a considerable
need to support local suppliers, especially to allow them to compete
in higher technology or value inputs, often against foreign suppliers
based locally. Although some R&D
is done locally, there is little opportunity for skills related to
innovation, design etc. to seep to
local suppliers and other firms.
Policies to encourage this are necessary.

Implications for Viet Nam
Vietnamese companies have to get
to the first few rungs of (i) having
sufficient foreign plants to supply
and (ii) developing a wider supplier base.
At present, to the extent it occurs,
transfer of product specifications
to local firms is only 3.1 (on a
scale of 1 to 5) and between 1 and
2 in terms of other types of
knowledge. There are no supplier
partnership schemes (among the
firms interviewed) but then there
is the need for a critical mass of
suppliers for such activities to occur. The firms interviewed rank
the improvement in local suppliers
at only 2.4 compared to 3.6 in Malaysia (but bear in mind that these
are much younger relationships).
Viet Nam clearly has to give priority to its supplier base, the
quality of suppliers, and the relationships between suppliers and
foreign subsidiaries.
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Type of FDI Effect

Type of FDI Effect

Competitors

Low to Mid

Evidence of FDI Effect
As mentioned above, there are few
forward links with local distributors etc. because of the export
orientation of foreign firms.
Very few companies interviewed
had significant direct competition
from local companies, although
there were some examples in garments, consumer electronics, and
electronic components. These included air conditioners, white and
brown goods, and semiconductors.

Comments on Malaysian and
Thai Experience
As earlier. Sales subsidiaries importing consumption goods might
be significant in spillover effects
(but these are not part of this paper).
A long way to go, but this paper has
identified a number of mechanisms
and routes being taken by exemplar
local firms attempting to become
significant players in their own
right in Malaysia and Thailand.
These include locally owned conglomerates that have entered new
industries because foreign firms
have established a market (demonstration effect, e.g., airconditioners,
and consumer electronics); created
local engineering and managerial
expertise (“spin-off” or “silicon valley effects”, e.g., semiconductor
components manufacturers); or
worked with foreign partners (joint
ventures and similar, i.e., “learning
by doing together”).

Implications for Viet Nam
As earlier.

As with suppliers, Viet Nam has
to encourage the development of
local companies that can take advantage of mechanisms such as
the demonstration effect, spinoffs, and learning by doing. In this
study there was one Vietnamese
company making progress in improving its core products,
technology, and expertise through
effective joint ventures with a
number of foreign partners. Many
more such companies are needed.
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Distributors and
Sales Organizations

Degree of
Impact
Low

Human Capital

Degree of
Impact
Low to Mid

Evidence of FDI Effect
Considerable human capital of a
high calibre has been generated by
foreign companies in Malaysia and
Thailand (see under “direct effects”) above, but only a minimal
level finds its way to locally
owned suppliers, other manufacturers, spin-offs etc.

Comments on Malaysian and
Thai Experience
Policies to improve the use of
skilled labor by local companies are
essential. This might require some
reorientation away from exportoriented development, toward local
markets and needs.

Foreign companies should be encouraged to create and impart
scientific, engineering, and design
skills as well as production skills.
There is also the issue of the “loss”
of skilled women workers back to
provinces and other occupations.
Note: The summary data are drawn from 27 Malaysian, 25 Thai, and 22 Vietnamese subsidiary companies in the sample.
Source: Mirza et al. (2003).

Implications for Viet Nam
As earlier under training.
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Aggregate Investment in People’s Republic
of China: Some Empirical Evidence
XINHUA HE AND DUO QIN

Aggregate domestic investment in People’s Republic of China is empirically
modeled using quarterly data for the period 1994-2001. The total investment is
disaggregated into two parts: business sector investment and government direct
investment. The dynamic specification approach is adopted and the
equilibrium-correction model form is used. Business sector investment is
found to follow closely the standard capital input demand theory in the long
run, but to respond positively to changes in government direct investment in
the short run. It is found that government investment is driven, additionally to
the revenue constraint, by the policy targets of maintaining steady economic
growth and reducing unemployment. The resulting investment equations
provide a sound model base for policy simulation and forecasting.

I. INTRODUCTION

Capital investment holds a key role in the economic growth and
performance of the People’s Republic of China (PRC). During the last two
decades, fixed capital formation has taken up roughly one third of gross domestic
product (GDP) and kept a double digit growth on average, albeit with remarkably
volatile dynamics (5.5 percent growth in 1981, nearly 40 percent in 1985, −7
percent in 1989, over 60 percent in 1993, down to 5 percent in 1999, and well
above 20 percent in 2003). Fixed capital investment was dominantly driven by
government plans under the old centrally planned economic regime. What drives
the fast-growing and volatile aggregate investment now that the PRC economy has
become increasingly market-driven after over two decades of reforms? How
much, in particular, is aggregate investment driven by market forces and how
much is still affected by policy-led factors?
The present study attempts to answer these questions by econometric
modeling. The data sample is quarterly for the period 1994Q1-2001Q4. According
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to the Statistics Yearbooks of China (SYC), the total investment is composed of
two parts: domestic investment and foreign direct investment. The latter
contributes to less than 10 percent of the total investment on average, despite its
rapid increase since 1990. 1 Here, only the domestic investment part will be
modeled.
As government policies still exert important impact on the dynamics of the
aggregate investment (e.g., see Yu 2004), domestic investment is further
disaggregated into two parts with respect to data availability: government direct
investment and business sector investment. The latter covers state-owned
enterprises (SOEs), collective-owned enterprises (COEs), and private enterprises
(PEs). Around 90 percent of the total domestic investment has been made up of
SOEs and COEs over the last two decades. Here, the SOEs are grouped together
with COEs and PEs partly because of data constraints and partly because their
business behavior has become largely market-oriented similar to other firms of
different ownership since the early 1990s.
Investment behavior of SOEs has changed substantially over different
stages of the economic reform. Briefly, when the PRC’s economic reform started
in 1978, SOEs were totally planned and controlled by the government in terms of
their factor inputs and product outputs. The banking sector was directly
accountable to government plans and had no autonomous dealings with SOEs’
investment projects (see discussion in Shang 2000). Reforms of SOEs have been
gradual and can roughly be divided into three phases (see Xiang 1999, Cong
2002). The first phase covers 1978-1986. Reforms during this period were carried
out in several key aspects:
(i)

delegating more decision-making power and economic responsibility
to SOEs’ managers;
(ii) allowing SOEs to retain part of their profits;
(iii) replacing the system of profit submission with that of tax payment;
and
(iv) switching gradually from the system of government direct financing
to that of bank lending.
The second phase covers the period 1987-1993, when SOEs’ profits were in
decline due to increasing competition from the rising non-SOE sectors. The key
reform of this period was the implementation of the contract system, which was
intended legally to clarify the separate rights and responsibilities between the state
and the managers of state-owned enterprises. In practice, however, the contract
system deferred SOE reforms, as many SOEs managed, in their contracts, to
1
Foreign direct investment slightly exceeded 10 percent around the mid-1990s, as
shown in Statistics Yearbook of China.
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minimize the amount of profits to be submitted to the state and to maximize the
part of their budget from the state plans.2 The third phase is marked by a clear
division between the ownership and the management of SOEs, initiated by
enterprise tax reforms and by the founding of the China Development Bank in
1994. Since then, SOEs have been subject to a unified taxation system, which is
applicable to all other types of domestic enterprises. State ownership has been
explicitly embodied in the submission of a certain proportion of profits to the
state. The SOEs have been allowed to lay off excess employees and their fixed
investment has been completely severed from government fiscal financing.3 To
make bank lending activities more independent from state interventions, both the
law of People’s Bank of China (the central bank) and the law of commercial banks
in the PRC were issued in 1995. 4 In light of the significant changes outlined
above, it is reasonable to examine the investment behavior of various types of
PRC enterprises in aggregate for the sample period.
Several empirical models of the PRC’s aggregate investment can be found
in the recent literature (e.g., see Sun 1998, Zhu and Liang 1999, Shen et al. 1999,
Shen 2000, Song et al. 2001, Qin and Song 2003). Sun (1998) models the total
fixed real investment by the state sector from the supply side perspective. He finds
real investment forming a relatively constant, long-run cointegrated relation with
per capita grain output and per capita energy consumption using annual data for
1953-1995. Zhu and Liang (1999) model domestic fixed capital investment as a
function of the amount of total bank loans, government investment, enterprise
profit, depreciation rate and real interest rate. Their approach was based on the
argument that domestic investment mainly reflects government behavior because
the investment of SOEs makes up of two thirds of the domestic investment. Zhu
and Liang estimate a model using annual data of 1978-1997. Similarly, the models
built by Shen et al. (1999) and Shen (2000) explain domestic fixed capital
investment by government investment plans, total bank loans, and foreign direct
investment and are estimated with annual data for 1979-1996. Conversely, Song et
al. (2001) maintain that the PRC’s investment system has changed fundamentally
since the reforms, and model the total investment by the standard factor-input
demand approach. Song et al. adopt equilibrium correction models (ECM) as their
econometric model form and estimate the model with panel data of 28 provinces
2

Government plans still dominated the allocation of commercial bank loans before
1995 (see, for example, Shang 2000, 120-4).
3
Price reforms preceded enterprise reforms in the PRC. Shortly before the third stage,
prices of the most commodities and services had been freed from state control (see Wang 2002,
94-8).
4
The major source of external funding for SOEs is bank loans. Direct public
borrowing via securities markets is still in its infant stage, as the two PRC stock markets
(Shenzhen and Shanghai) only started to operate in 1992, and the number of firms listed has
been very small.
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for 1983-1995. They find the total investment cointegrating with GDP and the
user cost of capital in the long run, but the equilibrium-correcting force is weak
(i.e., the correcting coefficient is small). Qin and Song (2003) focus their attention
on measuring investment efficiency using provincial panel data for 1989-2000.
They also follow the factor-input demand approach and verify the existence of a
long-run relation between investment and GDP. However, investment is found
barely to respond to capital pricing signals in their model.
The present study aims at finding an empirical model of aggregate
investment, which would be useful for policy simulation and forecasting.5 Policy
simulation and forecasting requires the model to be both structurally meaningful
and time-invariant. The paper decomposes the changes of investment into
dynamic responses to various shocks in the ECM form to ensure their meaningful
interpretation. Recursive estimation checks for coefficient invariance. As
mentioned earlier, behavioral equations are formulated separately for business
sector investment and government direct investment. This not only facilitates
further policy analysis but also enables examination of both demand side and
supply side factors.
The rest of the paper is organized into three sections: Section II discusses
the theoretical investment models to be used in econometric modeling; Section III
reports and discusses the empirical results; and Section IV highlights the main
conclusions.
II. THEORETICAL MODEL

Aggregate investment dynamics pose a key challenge for macro modelers
(see Caballero 1999). There are two main approaches to this challenge. One is to
elaborate, on the basis of a priori rational expectations and other microeconomic
arguments, traditionally developed static investment models into dynamic and
stochastic models by the Euler equation method. Unfortunately, empirical
estimation results of such models have so far been unsatisfactory (see Oliner et al.
1995). The other approach is to regard traditionally developed static models as the
essential, long-run equilibrating force embedded in dynamic models, which are
identified via a posteriori econometric means; see Hendry (1995). The latter
approach is adopted.
The task of this section is to postulate meaningful long-run equilibrium
relations for the PRC’s aggregate investment. As described in Section I, domestic
investment, I, is disaggregated into government direct investment, I G , and
business sector investment, I B :
5

In fact, the model reported here forms part of a quarterly macro model of the PRC,
which has been set up by the Institute of World Economics and Politics of the Chinese Academy
of Social Sciences, jointly with Duo Qin for the Asian Development Bank.
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I = IG + I B
(1)
Since the data set starts from 1994, when the market economy already
prevailed in most business activities, it is appropriate to describe the business
sector investment principally by the orthodox factor-input demand model, as Song
et al. (2001) and Qin and Song (2003) have done. 6 As for government direct
investment, its determinants are chosen from a mixture of essential policy targets
and supply side constraints.
A.

Business Sector Investment

Assume that the PRC business sector chooses its long-run desired capital,
K B* , by optimizing its factor input subject to a constant returns to scale, CobbDouglas production technology.7 The optimization problem leads to the following
standard first-order condition:

K B* = γ

Y
c

(2)
where γ is the elasticity of output, Y , with respect to capital, and c is the user
cost of capital. For the latter variable, we follow the principle of Romer’s
definition (2001):

Pk (r + δ − π )
(3)
P (1 − τ )
where Pk is the price of capital goods, P is output price, r is the nominal interest
c=

rate, δ is the rate of economic depreciation, π is the inflation rate defined by Pk ,
and τ is a composite tax rate (see the Appendix for a detailed definition of this
variable).
Next, we follow the convention to define the desired investment, I B* , as
keeping capital at its desired level over time:
I Bt* = ( K t* − K t*−1 ) + δ K t*−1
(4)

6
Notice that Qin and Song (2003) have tried supply-side factors such as firms’ debt
and bank loans but find them insignificant.
7
Note that output and factor prices are taken as given or unaffected by investment
decisions in neoclassical theory (see Caballero 1999 and Romer 2001). As the present model of
investment forms only part of a macro model, the issue of how investment interacts with output
and prices is beyond the current discussion and should be tackled within the macro model.
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Subtracting I Bt* −1 from both sides of (4) and combining with (2), we get:

 Y 
Y  
∆I Bt* = γ∆  −  I B* − γδ  
 c  t −1
 c t 

(5)

As (5) resembles an ECM, we can regard the term in the squared brackets on the
Y
right hand as implying the long-run equilibrium relation: I B* = γδ . Considering
c
the possibility that the PRC business sector investment may also be affected by the
government investment policies, we extend that equilibrium relation by adding
government direct investment as a new explanatory variable. Thus we have, in
logarithm:
ln I B* = α 0 + α1 ln Y + α 2 ln c + α 3 ln I G*

(6)

where α 0 = ln γδ . We expect that α1 = 1 and α 2 = −1 .8
B.

Government Direct Investment

Unlike business investment, there are no well-established theoretical models
for government direct investment. In view of the PRC’s current situation,
government investment can be seen to play mainly two roles (see, for example,
Xiang 1999): first, the government is responsible for financing state-prioritized
investment projects; second, government budgetary investment is still used as a
major fiscal policy tool. Obviously, investment of the first type is planned within
the state revenue, whereas investment of the second type is designed to serve key
economic targets. Hence, it can be postulated that government direct investment is
partly determined by government revenue and partly by two important economic
targets: (i) stimulating economic development and stabilizing its growth rate, and
(ii) reducing unemployment. Specifically, the following is the proposed long-run
relation for the desired government direct investment I G* :
ln I G* = β 0 + β1 ln GR + β 2 ln(Y / Y T ) + β 3u

where u =

(7)

Ls − L
× 100% denotes the unemployment rate, Ls is the economically
Ls

active population or labour force and L employment, GR is government revenue,

8

Notice that this equation allows for a more general assumption than the constant
return to scale assumption, i.e., α1 > 0 . This also applied to the cost of capital elasticity,

α 2 < 0 . In fact, the latter parameter is relaxed from unity in Caballero (1999).
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and Y T denotes the long-run production trend in Y . By economic reasoning, it
can be expected that β1 > 0 , β 2 < 0 , and β 3 > 0 .
As Y T is unobservable, various methods have been proposed to measure it.
Essentially, these methods differ in the smooth algorithm used to filter out the
trend component from the actual output time series. The choice of algorithm is
normally made either by economic criteria or time-series criteria. Here, we take
both into consideration. In view of economics criteria, we propose to define Y T
by the symbolically market-driven Cobb-Douglas production function, with
constant of returns to scale to reflect the long-run prospect:
Y T = AK θ L1−θ
ln Y T = ln A + θ ln K + (1 − θ ) ln L

(8)

In view of time series criteria, the coefficients in (8) can be estimated by its longrun equilibrium solution (see the next section).
III. EMPIRICAL RESULTS
A.

Econometric Issues

The study sample contains quarterly data of 1994Q1-2001Q4. Detailed
definitions of variables and data sources are reported in the Appendix. Figure 1
plots the data series of main variables. It is obvious that some series contain
strong seasonal patterns. This is mainly due to the current data collecting
procedures of the National Bureau of Statistics (NBS).9 Quarterly dummies filter
out regular seasonal patterns. However, part of the seasonality in the investment
series may have resulted from the convention of government investment plans.
According to Shang (2000, 394), the People’s Bank of China employed the
strategy of “tightening in the first half of a year and expanding in the second half”
in its relending operations during 1988-1991. It can be expected that significant
effects from such strategies should be picked up by relevant short-run policy
variables.
Equations (6) and (7) form the basis of the present study’s econometric
work. To enable estimation, we rewrite them as:
ln I Bt = α 0 + α1 ln Yt + α 2 ln ct + α 3 ln I Gt + EBt

(6’)

ln I Gt = β 0 + β1 ln GRt + β 2 ln(Y / Y )t + β 3ut + EGt

(7’)

T

9
The NBS began reporting quarterly national account statistics in 1992. However,
calculation of the quarterly statistics is still relied heavily on the annual national account
process. In fact, the quarterly statistics are only collected during the first three quarters, with the
fourth quarter being left as the gap between the annual accounting results and the first three
quarter results.
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where EBt and EGt denote disequilibrium errors and are expected to be weakly
stationary.
Figure 1. Data Series of Main Variables
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in 100 million yuan; user cost of capital and unemployment rate is in percentage points.

It is well known that direct regression of (6’) and (7’) may risk nonsense
inference if some of the variables are nonstationary. From experience, variables
such as investment, output, and income in (6’) and (7’) tend to exhibit
nonstationary properties. A common solution under such circumstances is to
employ cointegration analysis based on a general Vector AutoRegression (VAR)
specification of (6’) and (7’). However, two factors render this strategy
unworkable here. The key factor is the limited sample size (32 observations).
Another factor is that all the variables in a cointegration vector are required to be
of the same degree of nonstationarity, whereas some of the variables in (7’), such
as ln(Y / Y T ) , are unlikely to be nonstationary. In fact, it is difficult to distinguish
from the limited sample data whether the variables are nonstationary or trended
stationary, as shown in Figure 1. To circumvent these problems, a single-equation,
dynamic specification approach is adopted. Starting with an auto-regressive
distributed-lag (ADL) model of (6’) and (7’) respectively, gradually reduce the
model, and reparameterize it into a parsimonious, data-congruent, and
economically interpretable ECM, which has the general form:10

10
For the detailed econometric procedure see Hendry (1995). The software PcGive
10.0 is used in the model reduction and estimation (see Hendry and Doornik 2001).
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d

d

d

i =1

j =0

j =0

∆ ln I Bt = a0 + ∑ a0i ∆ ln I Bt −i + ∑ a1 j ∆ ln Yt − j + ∑ a2 j ∆ ln ct − j
d

+ ∑ a3 j ∆ ln I Gt − j + λ B E Bt −1 + ε Bt
j =0

(9)

d

d

d

i =1

j =0

j =0

∆ ln I Gt = b0 + ∑ b0i ∆ ln I Gt − i + ∑ b1 j ∆ ln GRt − j + ∑ b2 j ∆ut − j
d

+ ∑ b3 j ln(Y / Y )t − j + λG EGt −1 + ε Gt

10)

T

j =0

where ∆ denotes first difference, d is the minimum lag determined in such a way
that the white-noise properties of residuals ε Bt and ε Gt are ensured. It is expected
that −1 ≤ λB < 0 and −1 ≤ λG < 0 for the long-run equilibrium correction
mechanism (6’) and (7’) to be at work. Notice that the long-run, equilibrium
relation embedded in (10) differs from (7’) in that the target variable, ln(Y / Y T ) ,
is excluded. This is due to the expected stationarity of this variable and should not
affect the economic meaning of (7).
One of the advantages of the ECM is its flexible capacity in dealing with
nonstationarity. By taking differences, it generally removes any nonstationarity
from its regressant and regressors. Moreover, it does not entail that all the
variables within an equilibrium-correcting term should be nonstationary to the
same degree. All it requires is stationarity of the equilibrium-correcting term, e.g.,
EBt −1 in (9) or EGt −1 in (10). This single-equation approach is susceptible to
problems of simultaneity and related exogeneity. Two strategies are adopted to
tackle these problems. One strategy, if simultaneity turns out to be present after
reducing the models into parsimoniously ECMs by single-equation ordinary least
square (OLS) methods, is to reestimate these ECMs by instrumental variable (IV)
methods. The second strategy is to employ the recursive estimation method
extensively as the means to check for exogeneity.11
B.

The Business Sector Investment Model

Starting from a four-lag ADL form of (6’), together with constant and
seasonal dummies, the following parsimonious ECM is obtained through model
reduction:

11
For the definition of various types of exogeneity, see Engle et al. (1983). For
detailed discussion on handling exogeneity in single-equation empirical studies, see Qin (2003).
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0.005433 0.2788

∧

∆ ln I Bt =

(0.0347)

−

(0.0864)

−0.00012 0.3174

0.922

∆ 3 ln ct −

(0.1252)

(0.0371)

(0.0515)

0.1443

0.9197

0.3259

∆ 3 ln I Bt −1 −

(0.0183)

0.1345

+

(0.0174)

(0.0848)

0.3446

EBt −1

(0.0958)

0.2272

∆ ln I Gt −1 +

(0.0566)

EBt = ln I Bt − ln Yt + ln ct

(0.104)

0.2425

∆ ln Yt − 2

(9’)

(0.1102)

where ∆3 denotes difference of three period, e.g. ∆3 ln ct = ln ct − ln ct −3 , and

ct =

(rt / 4 −

Pk ,t

Pk ,t − Pk ,t −1
Pk ,t −1

* 100 + δ t / 4)

1 − τ t / 100

Pt

as defined in equation (3). Coefficients in the upper row are OLS estimates and
those in the lower row are IV estimates to check for the possible simultaneous
effect of ∆3 ln ct . 12 The two sets of estimates show little statistical difference,
ruling out significant simultaneous-equations bias. Standard errors of the
coefficient estimates are given in brackets below the estimates. Unit-root test
results of all the variables are reported in Table 1. Actual and fitted values of
∆ ln I Bt by the OLS, as well as the residuals are plotted in Figure 2. Diagnostic
tests on model (9’) are reported in Table 2. Figure 3 shows recursive OLS
coefficient estimates of all the explanatory variables and various types of Chow
tests based on the recursive estimation.
Table 1. Augmented Dickey-Fuller (ADF) Unit-root Test
(sample period 1994Q1-2001Q4)
Variable
t-ADF
5% Critical
Value

∆ ln I Bt

∆ ln Yt

-4.906 -6.899
-2.96

-2.96

∆ ln I G t

E Bt

-4.312

-4.379

-3.751

-5.054

EtT
-4.928

-2.96

-2.96

-2.97

-2.96

-2.96

∆3 ln IBt

∆3 lnct

EGt

-5.151
-2.96

Notes: All used one lag except ∆3 lnct used no lag. Trend and seasonal dummies are used for ∆ ln I t , ∆ ln Yt ,
∆ ln I Gt , and ∆ 3 ln I t .

12

Its own lags are used as the instrument variables.
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Figure 2. Business Investment and Government Direct Investment in
People’s Republic of China
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Note: Actual values (solid line) and fitted values (dotted line) in the upper panels; residuals (scaled) in the lower
panels.

Table 2. Diagnostic Test of Estimated Business Investment Equation
(sample period 1994Q4 – 2001Q4)
OLS Estimate

IV Estimate

σ û =0.0716866

Null Hypotheses (H0)

û No Autocorrelation
û Normality
û Homoscedasticity
RESET

σ û =0.0719967

Test Statistics
F(3,20) = 0.20735
χ 2 (2) = 1.3371

[p value]
[0.8901]

Test Statistics
F(3,20) =0.18584

[p value]
[0.9048]

[0.5125]

χ 2 (2) =0.75317

[0.6862]

F(10,12) = 0.82227

[0.6164]

F(10,12) =0.82033

[0.6179]

F(1,22) = 0.11970

[0.7326]

χ 2 (1) =1.0594

[0.3034]

The long-run coefficients α1 = 1 and α 2 = −1 in EB are imposed after
observing that these values are within the 95 percent confidence intervals of the
long-run estimates of α1 and α 2 during model reduction. The resulting long-run
equilibrium equation confirms the a priori supposition of a constant return to
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scale, Cobb-Douglas technology in (2) of Section IIA,13 suggesting strongly that
aggregate business investment demand is now largely market-driven in the PRC.
However, the recursive graph (Figure 3) of the short-run effect of the user cost of
capital reveals that this variable becomes significant and relatively constant only
after 1998, indicating that dominance of the market pricing signals is a fairly
recent phenomenon. This may explain why the cost variable is found insignificant
in Qin and Song (2003), as their model is focused on long-run factors and
estimated using the annual data of 1989-2000.
Figure 3. Recursive Estimation Results of Business Investment
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The presence of ln c in (9’) carries interesting policy implications, as it
includes two important policy instruments, namely interest rate and tax rate (see
equation [3]). Equation (9’) shows that reduction of interest rate and/or tax rate
would stimulate business sector investment by reducing the user cost of capital.
This equation also shows that it takes around three quarters of a year for the
13

(2003).

The result of α 1 = 1 is also confirmed by Song et al. (2001) and Qin and Song
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business sector investment to adjust and absorb such policy shocks through the
long-run equilibrium error variable (i.e., the feedback coefficient being –0.3259).
Investment models built on annual data could therefore be ineffective for such
policy analyses. Obviously, more precise policy analysis about the magnitude and
dynamics of the impact of various interest rate and tax rate shocks entails
simulation of a whole macro model. Nevertheless, the result is encouraging for
further quantitative policy studies. Such studies are badly needed in view of the
recent debates among the PRC’s economists concerning the feasibility of
monetary policy versus fiscal policy in combating deflationary pressure and bad
bank loan problems (e.g., see Yu 1999).
Noticeably from (9’), government direct investment is absent from the longrun solution but exerts a positive short-run impact with a three-month lag. This
can be regarded as a distinct feature of a transitional economy, as it shows that
active fiscal policy via direct investments feeds its effect through business
investment within one year, and that the effect is “crowd in” by nature, instead of
the conventionally expected crowding-out effect (see Dornbusch 2001). This
result is fairly consistent with the recent empirical findings by Atukeren (2004) on
the interactions between public and private investment from a number of
developing economies. In particular, this result helps to explain why the PRC’s
aggregate investment dynamics is so volatile: any changes in the government
investment get propagated quickly in the business investment.
C.

Government Direct Investment Model

Before estimating (10), (8) must be estimated in order to measure the
unobservable long-run production trend, Y T . Equation (8) is rewritten in terms of
the actual output:
ln Yt = ln A + θ ln K t + (1 − θ ) ln Lt + EtT
K
Y 
ln  = ln A + θ ln  + EtT
 L t
 L t

(8’)

where EtT = ln(Y / Y T )t and is expected to be weakly stationary. Estimation of θ
and A takes two steps. First, obtain the long-run solution from the OLS estimation
of a 4-lag ADL of the lower equation of (8’):
∧
Y 
K
(8’’)
ln  = − 2.3056+ 0.9516 ln 
( 2.692 )
( 0.24 )
 L t
 L t
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The unit-root test on EtT rejects nonstationarity, as shown in Table 1. Next,
use EtT−1 as the equilibrium-correcting variable in a 4-lag ECM of the upper
equation of (8’) to make sure that EtT indeed exerts negatively feedback on the
output growth. Notice that θˆ in (8’’) is very large with a relatively wide 95
percent confidence interval (0.46, 1.20). This parameter is normally found to be
well below 0.5 in most market economies. Such a large capital elasticity reflects
the persistent problem of overemployment in the PRC, which makes capital the
dominant input constraint on the whole. However, the problem should alleviate as
a market economy becomes established. In view of model forecasting, we
experiment with downward adjustment of θ within its confidence interval during
the second step of ECM modeling. The adjustment aims at finding the minimum
acceptable value of the elasticity to sustain a parsimonious and meaningful ECM.
The resulting estimate settles at θˆ = 0.85 .
The search for a parsimonious and economically meaningful (10) follows
exactly the same procedure as used in obtaining (9’) and yields the following:
∧

∆ ln I Gt = 1.096− 0.3759 EtT−1 − 0.4838 EGt −1 − 2.07 S1 − 0.3103 S 2 − 0.7429 S3
(0.109)

( 0.177 )

( 0.143 )

( 0.111)

( 0.144 )

( 0.0626 )

(10’)

EGt = ln I Gt − 0.5 ln GRt − 0.7ut

where S1 , S 2 and S3 are seasonal dummies of the three quarters, respectively.
Diagnostic tests of (10’) are reported in Table 3. The actual and fitted values,
together with the residuals are plotted in Figure 2. Recursive estimation results are
given in Figure 4.
Table 3. Diagnostic Test of Estimated Government Direct Investment Equation
(sample period 1994Q1 – 2001Q4)

σ û = 0.123718
Null Hypotheses (H0)

û No Autocorrelation
û Normality
û Homoscedasticity
RESET

Test Statistics
F(3,23) = 0.28111
χ 2 (2) = 0.30267

[p value]
[0.8385]

F(7,18) =0.65625
F(1,25) =0.39184

[0.7052]
[0.5370]

[0.8596]
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Figure 4. Recursive Estimation Results of Government Direct Investment
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It is confirmed in (10’) that government investment is constrained by
budgetary revenue in the long run, but the elasticity is quite small, βˆ1 = 0.5 . This
reflects the gradual withdrawal of the state from ordinary investment projects
during the reforms. Unemployment is found to exert a long-run effect with a
semi-elasticity of βˆ3 = 0.7 . This fairly large semi-elasticity suggests that
persistent employment pressure remains a top concern in government investment
planning. The relatively large disequilibrium-correcting coefficient of –0.4838
reflects a very speedy investment plan adjustment process by the state, well within
a one-year period. As EtT (i.e., the GDP gap) is stationary, its impact on the
government investment is short-run and found with a one-quarter lag. The
negative response of β̂ 2 = −0.3759 shows that stabilizing and maintaining
economic growth also plays an important role in government investment planning.
These results show again that models built on annual data would not be of much
use for policy analysis. Finally, the strong seasonal effects confirm the earlier
description of the uneven seasonal distribution of investment in government
budgetary plans.
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IV. CONCLUSION

Disaggregation of business sector investment and government direct
investment enables economically meaningful structural equations for these two
parts of the PRC’s aggregate domestic investment. A number of interesting
observations can be drawn from the econometric results.
First, business sector investment is largely determined by market forces.
Remarkably, the long-run equilibrium relation for investment demand is found to
follow the standard theory of a constant return to scale, Cobb-Douglas production
function. However, signs of the PRC economy in transition are discernible from
the significant, short-run stimulus of the government direct investment growth
rate, as well as from the growing significance of the user cost of capital variable
over time. These mixed-economy features carry interesting policy implications.
The short-run “crowding-in” effect of government investment helps to explain
why aggregate investment in the PRC has been more volatile than what is
expected normally of the investment series from a market economy. The
significance of the cost variable in both the long run and the short run provides a
potential to simulate policy impact on aggregate investment via two instruments:
interest rate and tax rate.
Second, government direct investment is found to bear strong planned
features. While bounded by government revenue in the long run, government
direct investment is very responsive to unemployment. It is also significantly
responsive to the GDP gap. The significance and the coefficient signs of these two
policy targets confirm that the PRC government still resorts heavily to planned
fixed investment as a major countercyclical measure to smooth economic growth.
The finding that changes in government investment transmit positively and swiftly
into the domestic business sector investment justifies the government’s reliance on
such a fiscal policy instrument. The very active use of the instrument also
distinguishes the role of the PRC’s fiscal policy from the normal roles of fiscal
policies currently used by many other market economies.
Third, the empirical equations are obtained not only on the basis of their
economically interpretable specification but also on the basis of their relatively
constant coefficient estimates and good Chow forecasting test results, in addition
to satisfactory diagnostic test results. Coefficient invariance boosts confidence in
using the equations for short-term forecasting. More importantly, it provides
empirical validation to use the equations for policy simulation, since the
invariance is a vital condition for super exogeneity of the exogenous variables,
i.e., to assure that the equations are unlikely to suffer from the Lucas critique
when used in policy simulation (see Engle et al. 1983).
Finally, adjustment of both types of investment to short-run dynamic shocks
is found to be quite speedy, mostly within one year. This suggests that
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macroeconometric models built on annual data would not be very useful for policy
simulation and forecasting analysis.
APPENDIX: VARIABLE DEFINITION AND SOURCE
Variable
Name
IB

Y
IG

GR

P
Pk

δ
r

u

τ

L
Ls
K
Notes:

Definition
Real business fixed investment defined as fixed capital
investment, excluding government investment and foreign
direct investment and divided by the fixed investment price
index. Measured in 100 million yuan.
Real GDP defined as nominal GDP divided by GDP deflator.
Real government investment defined as government investment
divided by fixed investment price index.
Real government revenue defined as nominal government
revenue divided by GDP deflator. Measured in 100 million
yuan.
GDP deflator.
Fixed investment price index.
Depreciation rate of fixed assets.
Annual nominal interest rate of lending adjusted on daily
average within the corresponding quarter. Measured in
percentage point.
Rate of unemployment. Measured in percentage point.
The sum of value-added taxes, consumption taxes, business
taxes, and enterprise income taxes divided by GDP. Measured
in percentage point.
Employment. Measured in 10 thousands.
Economically active population. Measured in 10 thousands.
Fixed capital stock. Measured in 100 million yuan.

Source
CMEI

CMEI
CMEI
CMEI

CMEI
SYC and
CMEI
Estimated
QB

Calculated
CMEI

SYC
SYC
YFIC

(1) Pk is only given in half year and annual; it is assumed that the price changes gradually within a
half-year period.
(2) The amount of capital formation at the end of 1991, given in YFIC, is used to calculate K in
the following period by using K t = K t −1 * (1 − δ ) + I t .
(3) L and Ls are only given in annual data; it is assumed that they change gradually within a year.

(4) δ is taken as a constant of 5 percent.
Sources: National Bureau of Statistics: Statistics Yearbook of China (SYC), China Monthly Economic
Indicators (CMEI), Yearbook of Fixed Investment of China 1950-1995 (YFIC); People’s Bank of
China: Quarterly Banking (QB).
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developing Asia. It argues that, based on a study of a diverse group of developing Asian
countries with large or rapidly rising inflows of FDI, the international benefits of FDI are, in
fact, highly variable but not necessarily cost-free. The magnitude and productivity of capital
flows are dependent on the establishment of an enabling, business-friendly commercial
environment, consistent with national development objectives. In this context, a useful paradigm is the three isincentives, institutions, and infrastructure.
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