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Summary

1. The ability to anticipate changes in China’s economic situation has become in-
creasingly important in recent years because of China’s growing influence on East
Asian economies. As part of the global economy, China is also more open to influ-
ences from other countries, especially its neighbors in Asia. Recent developments that
are likely to have a key bearing on Asia’s economic future include China’s transition
to stable growth, the emergence of the Indian economy, and moves toward economic
integration in ASEAN.

2. While China continues to achieve growth in excess of 10%, it is also affected by
growing imbalances, including overheated investment, trade friction and the expansion
of disparity. The government has sought to solve these problems by achieving high
economic growth. Recognizing that expanding disparity has the potential to cause
political instability and impede sustainable growth, the government has also started to
tackle the fundamental causes of this problem. The 11th Five-Year Plan contains spe-
cific numerical targets for this purpose. The plan also calls for the establishment of a
more advanced industrial structure through measures that include the development of
high-tech industries, and accelerated development of service industries.

3. We need to be aware that this situation has resulted in significant changes in Chi-
na’s foreign investment policy. Currently foreign investment policy is guided by three
basic criteria. First, will investment lead to the introduction of advanced technology
and management methods? Second, will investment contribute to environmental pro-
tection, resource conservation and progress on energy policies? Third, will investment
contribute to the advancement of China’s domestic industrial structure and technology
standards? In general, there is a growing tendency to induce investment in areas that
reflect the government’s aims.

4. One of the changes that has occurred in China’s industrial structure since the
implementation of the reform and open-door policy is the development of more ad-
vanced manufacturing industries through the introduction of foreign investment. There
are also problems, however, including the fact that the primary sector still accounts
for a high percentage of jobs, and the slow pace of service industry development. The
government is responding to these issues by working to develop service industries and
increase their capacity to absorb surplus rural labor through measures that include the
introduction of foreign investment and the construction of regional cities.

5. Changes in China’s environment include new trends in the activities of South Ko-
rean and Taiwanese companies. South Korea’s reliance on China in the areas of trade
and investment began to expand in the 1990s. In 2006, however, its reliance on exports
to China fell below the previous year’s level for the first time. One reason for shift is
the fact that the business activities of South Korean companies in China are approach-
ing a plateau. Another factor is a growing focus on the development of other markets,
including Vietnam, India and former socialist countries.

6. In contrast, the business activities of Taiwanese companies in China continue to
expand. This reflects their continuing reliance on industrial clusters formed in China
by the IT industries, which are the mainstay of the Taiwanese economy. However,
there have been signs of change in recent years. First, factories are being built not in
China’s coastal regions, but in inland areas such as Chongqing and Wuhan. Second,
factories in China are being automated. Third, companies in export-oriented labor-
intensive industries, such as apparel, footwear and furniture, are increasingly investing
in countries other than China. Fourth, companies in the semiconductor industry are
tending to invest more within Taiwan.

7. At present there are no countries that can surpass China’s overall attractiveness
as a production base and as a market. Direct investment in China is therefore likely to
remain high in the foreseeable future. However, the trend toward concentrated invest-
ment in China is likely to change gradually, in part because of the influence of emerg-
ing countries. Japanese companies will need to develop business strategies that exploit
their technological leadership. Those strategies must also be based on a proper under-
standing of China’s new foreign investment policy.
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Introduction

The ability to anticipate the direction of change
in the Chinese economy has become increasingly
important because of China’s expanding presence
in the world economy and the increased depth of
its economic relationship with Japan.

China’s continuing high growth has caused im-
balances. Within China, these include expanding
disparity, overheated investment, and worsening
energy and environmental problems. External
imbalances, including trade friction, are also ex-
panding. The government has responded to these
problems by adopting the creation of a “harmoni-
ous society” as its long-term goal. It is working to
realize this goal by raising rural incomes and im-
plementing a range of major regional development
and environmental programs, including the Large-
Scale Development of the Western Region and
Northeast Rejuvenation programs. At the same
time, the government is working to bring about a
transition to stable growth through the gradual re-
form of the currency system.

There have also been major changes in the
Chinese government’s foreign investment policy.
Though China has remained faithful to its open-
door stance, it now requires foreign-invested com-
panies to contribute to industrial advancement and
the solution of China’s problems. New trends are
also apparent in the activities of foreign-invested
companies. For example, producers of some labor-
intensive products have responded to rises in the
value of the renminbi by shifting their production
operations out of China or to inland regions.

This article examines the outlook for the Chi-
nese economy and analyzes the significance of
the foreign investment policies adopted by the
Chinese government in recent years. The aim is
to offer Japanese companies perspectives that will
be of use as they develop their future business
strategies toward China. Part 1 analyzes shifts in
China’s environment and traces changes in its de-
velopment strategies and foreign investment poli-
cies. Part 2 looks at the ways in which foreign in-
vestment has contributed to China’s economic de-
velopment in the past and explores the intentions
behind foreign investment policy changes by iden-

tifying the issues that have arisen. Part 3 examines
trends in the activities of South Korea (South Ko-
rean companies) and Taiwan (Taiwanese compa-
nies). Companies from South Korea and Taiwan
have invested heavily in China, and an analysis
of their activities will offer lessons for Japanese
companies. Part 4 sums up the discussion in the
preceding sections and offers predictions for the
future.

1. Changes in China’s Environment

We will begin by examining recent develop-
ments that are likely to have an important bearing
on Asia’s economic future. This will be followed
by an analysis of one of those developments: the
shift in China’s development strategies and for-
eign investment policies.

(1) New Developments in Asia

China’s economic development is one of the
most significant factors affecting the world econ-
omy in general and Asian economies in particular
over the past 10 years. The Chinese government
adopted the reform and open-door policy at the
3rd Plenum of the 11th Central Committee of the
Chinese Communist Party in late 1978. Since then
China has achieved rapid economic growth and
emerged as one of the world’s leading economic
powers (Fig. 1). In 2005 China’s nominal GDP
reached $2,234.3 billion. This is equivalent to
5.0% of the world total and is the fourth highest in
the world after the United States, Japan and Ger-
many (World Bank). China has overtaken Japan
and moved into third place in the world in terms
of the value of its trade (WTQO, 2006). There is a
strong possibility that China will move ahead of
Germany and into second place in 2007.

As of 2006, China’s per capita GDP stood at
$2,004, placing it ahead of two ASEAN members,
Indonesia and the Philippines. This sustained high
growth has been accompanied by a decline in the
percentage of China’s population below the pov-
erty line. Ravallion and Chen developed their own
poverty line in collaboration with the National
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Fig. 1 China’s Real GDP Growth
Rate and Per Capita GDP
(1978-2006)
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Source: National Bureau of Statistics of China, China Sta-
tistical Abstract 2007

Bureau of Statistics. Based on this new yardstick,
the percentage of people below the poverty line
has fallen from 52.8% in 1981 to 8.0% in 2001"".
Poverty declined rapidly in first half of the 1980s
because of a dramatic rise in agricultural produc-
tion following the introduction of the contract re-
sponsibility system, and because of the industrial-
ization of rural areas through the establishment of
township enterprises.

The engines driving China’s economic devel-
opment are foreign investment and the resulting
expansion of exports. First, industrialization in
southern China accelerated as more and more fac-
tories were relocated there from Hong Kong. The
subsequent expansion of zones open to foreign
investment was accompanied by growth in direct
foreign investment, especially from Japan, Taiwan
and South Korea. This led to the formation of new
industries and improvement in China’s technology
level.

China’s economic development has also in-
creased interdependence among the East Asian
economies. One example of this trend is the ex-
port-inducing effect of increased direct investment
in China. Japanese, South Korean and Taiwanese
companies in industries ranging from footwear
and apparel to electrical and electronic machinery
and IT equipment have shifted their production
operations to China. This has not only induced
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exports of production goods from these countries
and regions, but also exports of raw materials, in-
cluding natural rubber and petrochemicals, and
semiconductor, electronic parts and other items
from members of the Association of Southeast
Asian Nations (ASEAN).

This expansion of investment is a two-way pro-
cess. Chinese direct investment in Asia (including
the Middle East) amounted to $1.5 billion in 2003.
By 2005 this had increased 2.9 times to $4.37 bil-
lion.

In addition to this process of integration at the
real economic level, the past few years have also
seen rapid moves toward regional integration at
the institutional level. This suggests that flows of
goods, capital and people are likely to accelerate
still further in the future.

China’s influence on the East Asian economies
has intensified in recent years. and the evolution
of the Chinese economy in the years ahead will
have an extremely important bearing on the out-
look for the entire region. As part of the global
economy, China has meanwhile become more ex-
posed to external influences, especially from its
Asian neighbors. In this context, three recent de-
velopments are seen as especially significant for
any attempt to predict future economic trends in
Asia.

First, China itself is working toward a transition
to stable growth. This is discussed in greater detail
in Section (2). With its growth rate continuing to
exceed 10%, China is experiencing a range of is-
sues, including expanding disparity and overheat-
ed investment at home, and worsening external
imbalances, including trade friction. The govern-
ment has responded by adopting the creation of a
harmonious society as its long-term goal, and by
targeting a shift to stable growth. Efforts to allevi-
ate external imbalances include the adoption of a
more flexible currency system and measures to in-
crease domestic demand.

In Japan, South Korea, Taiwan and elsewhere,
economic development has led to increases in
currency values and wage rises. For China, too, a
substantial rise in the value of the renminbi and
upward movement in wages are inevitable. There
is strong possibility that this will result in the re-



location of production facilities for labor-intensive
industries from coastal China to inland regions,
provided that adequate infrastructure can be de-
veloped, and a growing emphasis on technology-
intensive and capital-intensive industries in coast-
al regions. Another possibility is that the “flying
geese” pattern of economic development will
spread to less developed countries. In fact, labor-
intensive industries have already started to shift
to Vietnam, Cambodia and other less developed
countries.

Second, there is the economic emergence of
India, another population giant. India’s real GDP
growth rate hit 8.4% in fiscal 2005 and 9.4%
in fiscal 2006. The socialist-style development
model adopted by India in the postwar era led to
economic stagnation because of tight government
controls on private sector economic activity. After
experiencing a severe foreign currency shortage
in 1991, India implemented major economic re-
forms. The key reforms were (1) the shrinkage of
the public sector, (2) the abolition of industrial li-
censing, (3) trade and currency liberalization, and
(4) the introduction of foreign investment. The
impact of these reforms was comparable to that of
the reform and open-door policy adopted by Chi-
na at the end of 1978, and the Doi Moi reforms
adopted by Vietnam in 1986.

With the easing of restrictions on foreign invest-
ment, India was gradually integrated into the glob-
al economy. This brought rapid growth in the area
of IT services, including data processing, system
development and call center operation'”. More
recently, the growth of the India’s middle class
has been reflected in the expansion of domestic
markets. This has triggered an upsurge of foreign
investment targeting those markets. In 2006 motor
vehicle sales increased by 23.7% year-on-year to
1,847,000 units.

Third, ASEAN has moved toward closer eco-
nomic integration. In 2003, the six original
ASEAN members (Thailand, Malaysia, the Phil-
ippines, Indonesia Singapore, Brunei) reduced tar-
iffs on most of the items covered by the Common
Effective Preferential Tariff (CEPT) scheme to
5% or lower. This signaled the real beginning of
the ASEAN Free Trade Area (AFTA). Ultimately

tariffs will be abolished entirely, with a few ex-
ceptions, by the six original members by 2010,
and by Cambodia, Laos, Myanmar and Vietnam
(CLMV) by 2015”. At a meeting of economic
ministers in August 2006, it was decided to bring
forward the schedule for the establishment of an
ASEAN Economic Community from the original
deadline of 2020 to 2015. Other planned changes
include the liberalization of services, the facilita-
tion of people movements (including visa exemp-
tions for tourism and reciprocal recognition of
technical qualifications), the adoption of common
certification systems (including the adoption of
unified product certification systems and standards
and safety standards), cooperation on the produc-
tion and marketing of agricultural products, the
linkage of stock exchanges, and studies concern-
ing a common currency.

Moves to correct imbalances disparity within
the region have also been intensified. Poverty al-
leviation and the reduction of disparity became
major priorities for ASEAN after the admission of
the CLMV group. There was a risk that expanding
disparity within the region could become a bar-
rier to economic integration, and members agreed
at an unofficial summit in 2000 to launch the
ASEAN Integration Initiative. They also decided
to pursue economic cooperation in a number of
fields, including human resource development,
information and communications technology, and
infrastructure. In addition, ASEAN members de-
cided to establish the ASEAN Development Fund
under the Vientiane Action Programme, a medi-
um-term plan launched in 2005 with a view to
creating an ASEAN economic community.

A key factor in the correction of disparity will
be the development of the Mekong region. Many
international frameworks have been established
for the development of this region, but the plan
that has attracted the most interest is the Greater
Mekong Subregion (GMS) Program, which has
the support of the Asian Development Bank. This
program calls for cross-border development of
areas in the Mekong Basin, including Vietnam,
Cambodia, Myanmar, Laos and China’s Yunnan
Province. There is particular interest in the impli-
cations for regional development in China.
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Among the priority sectors identified in the
GMS Program are (1) transportation, including
roads, railways and canals, (2) telecommunica-
tions, (3) energy, (4) management of the environ-
ment and natural resources, (5) human resource
development, (6) trade and investment, and (7)
tourism. In the road development category, con-
struction is already in progress on the East-West
Corridor Project (Da Nang- Savannakhet-Muk-
dahan-Mawlamyine), the North-South Economic
Corridor Project (Kunming-Chiang Mai, Kun-
ming-Hanoi) and the Southern Economic Corridor
Project (Bangkok- Phnom Penh-Ho Chi Minh-
Vung Tau).

In December 2006, the Second Mekong Inter-
national Bridge was completed, linking Savanna-
khet in Laos with Mukdahan in Thailand”. Japan
provided a yen-denominated ODA loan for this
project. International logistics firms are now de-
veloping overland transportation networks linking
China and Southeast Asia.

Under their economic cooperation agreement,
ASEAN and China began to reduce tariffs in July
2005. They had already kick-started the process
by cutting tariffs in eight areas, including agri-
cultural products, in 2004. The completion of the
North-South Economic Corridor, linking China’s
Yunnan Province with the ASEAN countries, is
expected to bring further trade expansion, and ad-
ditional impetus for the development of less de-
veloped regions of China and ASEAN. Numerous
trading companies have already been established
in Hekou, a border town in Yunnan Province.

Trade Matrix Trends

The preceding observations are confirmed by
data in world trade matrices for 1991 and 2005,
which were compiled using export data (FOB
prices) from the IMF Direction of Trade Statistics
(Table 1). Export trends can be gauged by follow-
ing the figures from left to right. (Shaded areas
indicate growth by a factor of five or more dur-
ing the period covered.) The following patterns
emerge from this table.

First, China’s presence is expanding. World ex-
ports expanded by a factor of 3.0, from $3,448.1
billion in 1991 to $10,343.1 billion in 2005. Chi-
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na’s exports increased 10.6 times over the same
period, and its share of total world trade rose from
2.1% to 7.4%. Its share of imports meanwhile in-
creased from 1.8% in 1991 to 6.1% in 2005, re-
flecting China’s growing importance as a market.

Exports within the East Asian region increased
4.5 times, from $298.7 billion to $1,344.7 bil-
lion, and the intraregional trade ratio stood at
49.8% in 2005. This expansion reflects the spread
of production networks in the region, and the re-
sulting expansion of trade in intermediate goods.
According to the 2006 international trade matrix
compiled by the Institute for International Trade
and Investment (ITI), intraregional transactions in
motor vehicle parts in East Asia increased from
$11,488 million in 2003 to $18,116 million in
2005, while transactions in semiconductors and
other electronic parts increased from $26,756 mil-
lion to $33,976 million over the same period®.
Moves toward economic integration at the institu-
tional level in the ASEAN region appear to have
contributed to the expansion of intraregional trade
among the ASEAN4.

Another significant factor is the emergence of
the Indian economy. While exports to India are
still not large in value terms, they have expand-
ed dramatically. Of particular interest is India’s
growing reliance on trade with China. In fiscal
2005, the United States was India’s biggest export
market, accounting for 16.7% of total exports, fol-
lowed by the United Arab Emirates (8.4%), China
(6.5%), Singapore (5.4%), and the United King-
dom (5.0%). The main exports to China are iron
ore and semi-finished steel products. In terms of
import shares, China (7.5%) has moved into first
place ahead of the United States (5.5%). There
have been moves toward the establishment of eco-
nomic cooperation agreements between India and
East Asian countries, and East Asian investment in
India is rising. These developments point to fur-
ther expansion of East Asia’s trade relationships
with India.

(2) China’s Economy at the Crossroads

China continues to achieve high growth. How-
ever, the Hu Jintao administration will need to rec-



Table 1 Trade Matrices (Top: 2005, Bottom: 1991)

($billions)
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Y PP 9ap0re) Korea Kong p East Asia o
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0.7 0.2 0.1 23 0.5 0.5 1.3 0.3 5.1 11.0 0.7 6.1 - 28.8
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0.3 0.3 0.2 2.4 1.9 11 0.7 1.2 10.9 19.0 0.7 3.5 - 29.2
. 1.2 2.5 0.5 2.7 1.4 2.5 3.3 4.1 7.2 25.4 0.1 7.4 7.0 41.2
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Singapore
3.7 8.8 1.5 0.7 1.4 2.1 4.3 0.9 5.1 27.0 1.0 1.7 - 59.2
3.4 4.6 5.0 3.2 7.4 11.9 15.5 61.9 24.0| 136.9 4.6 41.5 43.8| 284.3
South Korea
1.3 1.0 1.4 0.7 2.7 1.6 4.8 1.0 12.4 26.9 0.5 18.6 — 71.9
Tai 3.7 4.2 4.5 4.2 7.6 5.6 30.7 40.9 145| 1159 1.6 28.5 189.4
aiwan
1.4 15 1.2 0.8 2.4 1.3 12.4 - 9.2 30.2 0.2 22.3 - 76.2
2.8 2.4 1.3 2.6 6.0 6.2 1.7 130.3 15.3| 168.6 2.8 46.5 42.1| 289.5
Hong Kong
1.1 0.7 0.7 0.9 3.4 2.1 4.0 26.7 5.3 44.9 0.2 11.7 - 98.6
China 7.8 10.6 8.4 4.7 16.7 35.1 179 1245 84.1 | 309.8 8.9| 163.3| 143.9| 762.3
0.8 0.5 0.5 0.3 2.0 2.2 0.6 32.1 9.2 16.1 0.1 6.2 - 71.9
Japan 22.6 12.6 9.3 9.2 18.5 46.7 41.3 36.0 80.0 276.2 3.5| 136.0 86.8| 594.9
s 9.4 7.6 5.6 2.6 12.2 20.1 18.3 16.3 8.6 100.7 1.5 92.2 — | 314.9
Total 60.7 76.5 58.4 33.6 96.3 1171 911 2474 362.1 203.9 1,347.1 32.3| 365.8 | 306.2|2,705.6
East Asia 19.3 21.2 11.7 6.6 35.6 31.2 29.3 73.5 39.4 64.5 298.7 3.7 89.0 —| 798.9
India 1.0 1.1 1.3 0.5 5.2 1.6 0.8 4.3 6.4 2.4 22.2 16.4 21.8 97.9
I
0.2 0.3 0.1 0.1 0.4 0.2 0.2 0.6 0.0 1.7 3.8 2.9 - 20.7
USA 7.2 10.5 3.0 6.9 20.6 27.7 18.9 16.3 41.8 55.4 208.3 8.0 186.5| 904.3
T 3.8 3.9 1.9 2.3 8.8 15.5 13.2 8.1 6.3 481 1119 2.0 — | 4217
EU 9.8 115 5.9 4.5 215 25.4 15.7 25.6 64.3 54.4 238.6 26.2 313.6 4,006.5
Al 103.8 109.3 57.6 525 173.8 238.2 1634 310.5 586.5 464.4 22600 99.5 1,617.0 4,008.0 10,343.1
32.7 32.0 19.7 12.7 61.8 71.0 58.8 98.8 61.9 210.2 659.6 19.1  489.2 — 3,448.1

Notes 1: Shaded areas indicate growth of 5 times or more.

2: Exports from each country to Taiwan in 2005 were calculated by multiplying Taiwan's imports by 0.9.

3: Figures for the EU are 25-nation totals.

Source : 1991: IMF, Direction of Trade Statistics Yearbook 1993, 2005: IMF Direction of Trade Statistics Yearbook data base, Republic

of China, Monthly Statistics of Trade

tify imbalances linked to investment-led growth.
The following is a detailed analysis of China’s
new efforts to achieve sustainable growth.

Expanding Imbalances

China’s continuing rapid growth has spawned a
number of imbalances. Three of these could have
significant impact on continuing growth in the fu-
ture.

First, income disparity is expanding. The gap
between urban and rural incomes narrowed some-
what in the first half of the 1980s and the second
half of the 1990s. Apart from these periods, how-
ever, disparity has expanded almost continuously
since the implementation of the reform and open-
door policy. In 2006, the per capita disposable in-
come of urban residents was 11,760 yuan, which
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is 3.28 times higher than the rural figure of 3,587
yuan (Fig. 2). This is the largest differential re-
corded between 1978 and 2006.

Income disparity is also expanding within the
urban sector. In 2005, the per capita income of the
top 10% of households was 28,773 yuan, which
1s 9.2 times higher than the 3,135 yuan figure for
households in the bottom 10% (Fig. 3). This is the
biggest gap recorded since China began to pub-
lish quantile data for household incomes in 1985.
Asset disparity is even more conspicuous than in-
come disparity. According to a household survey
conducted by the National Bureau of Statistics in
2002, the top 10% of households owned 45% of
total household assets (financial assets, real estate,
durable consumer goods, business assets), while
the 10% with the lowest incomes owned only
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Fig. 2 Urban-Rural Income Gap
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Fig. 3 Income Disparity within the
Urban Sector
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1.4%.

If low-income people have hope and believe
that they can escape from poverty by working
hard, the expansion of income disparity will not
necessarily lead to serious economic and social
problems. However, the present situation has re-
sulted from the accumulation of income and assets
by a small minority using dishonest means, and
the failure of disparity reduction mechanisms to
function effectively. Many migrant workers from
rural areas and their families are forced to endure
harsh working conditions and are unable to access
adequate public services. Protest movements have

8 RIM Pacific Business and Industries Vol. VII, 2007 No. 25

Fig. 4 Fixed Capital Formation Ratios
in Key Asian Economies
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arisen among residents whose land has been ap-
propriated without proper compensation to feed
a construction boom driven by the rush to build
industrial estates (development zones) and other
facilities. Unless expanding income disparity can
be alleviated, there is a possibility that China’s
ability to maintain growth will be compromised
by serious social instability.

Second, investment is overheating. There has
been evidence of overheating since around 2003,
and the resulting distortions, notably power short-
ages and soaring urban real estate prices, have
become increasingly apparent. In contrast with
the decline in fixed capital formation in other East
Asian countries after the currency crisis, China’s
fixed capital formation ratio (fixed capital/GDP)
has risen further in recent years (Fig. 4).

The Chinese government has introduced a se-
ries of measures in an effort to curb investment
overheating, including the reduction of construc-
tion bond issues, the tightening of lending condi-
tions for real estate investment, the lowering of
the deposit reserve ratio, an increase in benchmark
standard interest rates for bank deposits and loans,
a ban on new investment in overheated industries,
and the introduction of personal income tax on
real estate reselling. However, none of these mea-
sures have been sufficiently effective. This is in
part because regional governments are reluctant to



Fig. 5 Contributions of Demand Items
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discourage investment because of their desire to
maintain high growth”. Other factors include ex-
cessive liquidity resulting from the efforts of the
People’s Bank to limit the scope of increases in
the value of the renminbi through currency inter-
vention.

Demand item statistics compiled by the Nation-
al Bureau of Statistics provide further evidence of
overheated investment. Capital formation has been
the most important driver of higher growth since
2001 (Fig. 5).

While the investment-led growth strategy deliv-
ers high growth rates, it also causes inflation and
increasingly serious energy and environmental
problems. In 2005, the then Commissioner of the
National Bureau of Statistics reported, “China ac-
counted for 4.1% of world GDP (4.7% after ad-
justment), 7.4% of world oil consumption, 30%
of world iron ore consumption, 27% of steel con-
sumption... and 40% of cement consumption”"”.
These figures indicate that China also needs to
curb investment from an energy and resource per-
spective.

Third, trade imbalances are expanding. Widen-
ing trade deficits with China have brought increas-
ing pressure, especially from the United States,
for measures to correct this imbalance (Table 2)®.
The government is simultaneously implementing
reforms targeting state-owned enterprises and the
financial system. While the pace of progress has
been gradual, China is taking steps to address im-

Table 2 Trade Friction with the
United States (Since 2005)

Year Incident

The Chinese government imposes specific taxes on
exports of 148 textile tariff items in place of export
quotas, which were abolished at the end of 2004
(January).

The Office of the United States Trade Representa-
tive (USTR) places China on its priority watch list of
countries that have violated the intellectual property
rights of American companies (April).

2005 | The United States initiates safeguard actions against
seven Chinese textile products, including cotton
shirts (May).

Negotiations between the United States and China
produce a compromise, under which China will
impose specific limits on the growth of exports of
21 textile items to the United States until 2008, in
exchange for the avoidance of safeguard actions
against Chinese textile products. (November)

The Office of the USTR places China on its priority
watch list for the second consecutive year (April).
While applauding China's efforts since joining the
WTO, the Office of the USTR criticizes its policies on
intellectual property rights and protection of domes-
tic industries (December).

Topics discussed at the first U.S. China Strategic
Economic Dialogue include currency reforms and
problems relating to intellectual property rights (De-
cember).

The Office of the USTR takes action against China
in the WTO over its subsidy policy (February) and
intellectual property rights (April).

The U.S. Department of Commerce makes a prelimi-
nary determination to impose tariffs to offset subsi-
dies on glossy paper imported from China and two
other countries (March).

The Office of the USTR places China on its priority
watch list for the third consecutive year (April).

2007 | The second U.S. China Strategic Economic Dia-
logue is held (May).

A Chinese business mission signs agreement cover-
ing the purchase of U.S. manufactured goods worth
a total of $32.6 billion and investment in the United
States (May).

The U.S. Department of the Treasury criticizes the
pace of increase in the value of the renminbi but
avoids citing China as a country that manipulates its
currency. (June)

2006

Source: IDE-JETRO, Ajia Doko Nenpo [Annual Report on
Trends in Asia] (Various Years), media reports
and other sources

balances through various measures, including (1)
currency reforms, starting with an increase in the
yuan-U.S. dollar exchange rate, (2) the expansion
of imports, and (3) the expansion of domestic de-
mand, including domestic consumption expendi-
ture.

The renminbi-dollar rate was raised by 2.1% on
July 21, 2005. It has since risen gradually, reach-
ing 7.65 renminbi to the dollar at the end of May
2007. On May 21, 2007, the range of movement
in the value of the renminbi was expanded from
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0.3% to 0.5% (allowing daily movement in the
exchange rate to reach 0.5% above or below the
standard rate issued each morning). The aim of
this change was to curb investment by alleviating
excessive liquidity.

Emphasis on Harmony and Promotion of
Industrial Advancement

Like the Jiang Zemin administration, the Hu
Jintao administration has repeatedly emphasized
that prosperity is the most important principle.
The government’s policy has been to solve Chi-
na’s problems, including poverty, by achieving
high growth®. At the same time, China’s leaders
have become alarmed at the danger that imbalanc-
es will damage political stability and prevent Chi-
na from maintaining growth, and they have started
to correct these problems. In fact, the government
is now shifting away from the policies of the past,
which focused exclusively on growth, and making
significant moves toward the creation of a “har-
monious society.”

Under the 11th Five-Year Plan, which was in-
troduced in 2006, China has divided its numeri-
cal goals for 22 items in four sectors into binding
targets and outlook goals. There are eight binding
goals, which must be achieved through govern-
ment actions, resource allocation or other means.
These goals, which place a greater emphasis on
the government’s responsibility than the outlook
goals, focus on the improvement of living stan-
dards for ordinary Chinese. They include the re-
duction of emissions of major pollutants, the re-
duction of energy consumption per unit of GDP,
and the expansion of social security coverage. The
economic growth rate is not included.

Moreover, the growth outlook for the period
to 2010 has been set at a yearly average of 7.5%,
which is low compared with the actual rates
achieved during the period of the 10th Five-Year
Plan (8.3-10.4%). The plan also calls for changes
in China’s growth mode, including the correction
of excessive reliance on investment, and the pro-
motion of increased consumption.

Another feature of the 11th Five-Year Plan is
the fact that it spells out quite specific guidelines
in such areas as industrial development strategies
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and priority industries. The preamble to Chapter 3
of the plan (“Optimizing and Upgrading Industrial
Structure”), calls for efforts to maintain the com-
petitiveness of labor-intensive industries (textile
industries), while improving technology standards
and adjusting and optimizing the locations of in-
dustries (Table 3). The plan goes on to identify a
number of priority industries, calling first for the
accelerated development of high-tech industries.
It states that China’s policy will be to focus on the
development of information technology industries,
including IC manufacturing, and biotechnology.
One of the 22 numerical goals in four areas is the
expansion of R&D expenditure as a percentage of
GDP, which is classed as an outlook goal.

Outlook goals indicated in government policy
concerning the service sector include an expanded
contribution to employment and GDP. The gov-
ernment has also identified specific priority areas
for development, including transportation and lo-
gistics.

The reversal of the expansionary trend in urban-
rural and inter-regional disparities, the improve-
ment of living standards, and the improvement
of the living environment were among the key
policies selected under the “harmonious society”
concept at the 6th Plenum of the 16th Central
Committee of the Chinese Communist Party in

Table 3 Economic and Industrial
Development Strategies under
the 11th Five-Year Plan

Main ltems

+ Average growth rate of 7.5% per an-
num (2006-2010)

+ Increase in R&D expenditure from 1.3%
of GDP to 2.0%

-+ Expansion of service sector's contribu-
tions to employment and GDP

+ Promotion of high-tech industries,
including IT, biotechnology and aero-
space

+ Promotion of plant-related and infra-
structure-related process industries,
reinforcement of automobile industry's
ability to innovate and develop parts
autonomously

+ Resource development, electric power
infrastructure development

+ Promotion of energy and environmental
protection industries

Economic growth
and structure

Industrial policy

Source: Outline of the Eleventh Five-Year Plan for Na-
tional Economic & Social Development (the 11th
Five-Year Plan)



October 2006. The Communist Party leadership
showed its commitment to the creation of a “har-
monious society” by setting a specific deadline,
2020. Though the decision at the 6th Plenum did
not refer directly to industrial advancement, there
was indirect acknowledgement of need to promote
the development of a more advanced industrial
structure. For example, the decision highlights de-
velopment as being essential to the “harmonious
society,” and there are also references to the en-
hancement of educational systems with the aim of
improving work skills and entrepreneurial abili-
ties.

A new development slogan, “sound and fast,”
was proposed for the first time at the Central Eco-
nomic Conference in December 2006"”. Previ-
ously China’s slogan has been “fast and good,”
and the change is indicative of an increased em-
phasis on the qualitative aspects. The conference
also confirmed that the economic management
priorities for 2007 would be the expansion of con-
sumption, the reduction of investment growth to
a reasonable level, the balancing of international
accounts, and the reinforcement of resource and
energy conservation measures. These decisions in-
dicate that the Hu Jintao administration is steadily
moving away from policies that focus exclusively
on growth. This transition is likely to accelerate
with the presentation of a theoretical foundation
for the “harmonious society” concept at the 17th
National Congress of the Communist Party of
China in the fall of 2007. There is a strong pos-
sibility that this will result in the legitimization of
policies designed to achieve harmony through the
process of pursuing development, including indus-
trial advancement.

The Chinese government is intensifying its ef-
forts to correct imbalances with the aim of creat-
ing a harmonious society and achieving industrial
advancement. One of the measures used to curb
investment in industries with excessive capac-
ity, such as iron and steel, is the reduction of pro-
duction facilities. These efforts are being imple-
mented in conjunction with energy conservation
and environmental measures. For example, the
government is giving priority to the scrapping
of obsolete facilities. Measures to stimulate in-

creased consumption include the abolition of the
agricultural tax, and the introduction of a higher
minimum threshold for income tax. Another focus
is the reduction of the trade surplus. Related mea-
sures include the imposition of an export duty (in-
cluding an increase in the tax rate), the reduction
of the refund rate for valued added tax paid on
exports, and large-scale purchasing of American
manufactured goods.

(3) China’s Changing Foreign Investment
Policy

Factors Driving the Shift in Foreign Invest-
ment Policy

Foreign investment policy has also changed
dramatically under the policies contained in the
11th Five-Year Plan. In this section we will ana-
lyze the factors driving this transition in foreign
investment policy and examine characteristics of
the new foreign investment policy from various
perspectives, including recent changes in foreign
investment planning and laws.

Since the 1980s, the government has actively
encouraged foreign direct investment in various
ways, including the establishment of development
zones and the introduction of preferential tax sys-
tems for foreign-invested companies. Regional
governments have also provided investment incen-
tives, and there has been intense competition to
attract investment. However, recent developments
point to changes in this welcoming attitude toward
foreign investment. For example, in March 2007,
the National People’s Congress (China’s parlia-
ment) passed a law reviewing tax concessions lim-
ited to foreign-invested companies and requiring
the application of a uniform corporate income tax
rate. The new law will take effect from January 1,
2008.

Regional governments are now requiring com-
panies whose activities are incompatible with city
plans or industrial policies to close or relocate
their factories, and in some cases foreign-invested
companies have been included in these measures.

One of the reasons for these changes was the
pledge that China made when joining the WTO
that it would apply the non-discrimination prin-
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ciple, which means that all companies must be
treated in the same way, whether they are Chinese
or foreign. This principle provided legal grounds
for the abolition of conditions that had disadvan-
taged foreign-invested companies in China, such
as barriers to market access and tariff barriers.
While China has generally fulfilled its pledge,
there has been criticism that concessionary mea-
sures limited to foreign-invested companies also
violate the non-discrimination principle. This is
one of the factors that has triggered the shift in the
foreign investment policy.

Another factor is the emergence of pressure
within China for a review of foreign investment
policy. Since around 2004, there has been criti-
cism of the adverse economic effects resulting
from the entry of foreign-invested companies into
China. This criticism falls into three main areas.
First, foreign-invested companies that have en-
joyed preferential treatment are putting local com-
panies under pressure and monopolizing markets.
Second, the expansion of exports has caused es-
calating trade friction and had a negative impact
on financial policy. Third, there is concern that
environmental problems will worsen because an
influx of foreign-invested companies, which are
major users of land and resources. Articles raising
these issues have appeared in a number of publi-
cations, including the China Economic Times (Oc-
tober 20, 2004) and the journal of the Japan-China
Economic Association (October 2006) (Table 4).
Some researchers in government agencies have
presented similar arguments and called for a re-
think of China’s foreign investment policy.

Four straight years of growth in excess of 10%
and the accumulation of currency reserves of over
one trillion dollars have reduced China’s need to
maintain preferential systems for foreign-invested
companies as a way of earning foreign currency,
expanding exports and achieving growth.

Basic Foreign Investment Policy Guide-
lines

The Hu Jintao administration regards the con-
tinuation of the open-door stance as a fundamental
government policy and has repeatedly emphasized
the need to stay on the present course. The inclu-
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sion of references to the “qualitative improvement
of foreign investment utilization,” and the ‘“uni-
fication of corporate income taxes” in the 11th
Five-Year Plan may reflect the administration’s
awareness of these calls for a review of the policy.
In November 2006, the government formulated its
first five-year plan for the utilization of Foreign
Investment.

This plan provides a general framework for for-
eign investment in China in the period to 2010. It
contains references to a wide range of areas, in-
cluding appropriate risk management for external
debt, and the promotion of multilateral coopera-
tion on investment and trade. The basic criteria for
the acceptance of direct investment are (1) wheth-
er the investment will lead to the introduction of
advanced technology and management methods,
(2) whether the investment will contribute to en-
vironmental protection, resource conservation and
the solution of energy problems, and (3) whether
the investment will help to enhance China’s indus-
trial structure and raise its technology standard.

These basic criteria are reflected in specific pol-
icy measures in the five-year plan for the utiliza-
tion of foreign investment. Particular emphasis is
placed on the following points from the perspec-
tive of companies’ ability to influence the devel-
opment of Chinese companies.

First, some aspects of the plan relating to the
improvement of the investment environment merit

Table 4 Main Arguments for a Review
of Foreign Investment Policy

Technology transfers through foreign investment are

® reducing the motivation of local communities to in-
novate, and key technologies are not transferred to

China.

Local companies face unfair pressure because of the

@ | tax concessions enjoyed by foreign-invested compa-

nies.

Massive exports of cheap goods have caused trade

® friction to escalate, and the accumulation of foreign
currency reserves has made control of the money

supply impossible.

@ Foreign-invested companies are monopolizing mar-
kets and dominating core industries.

China is attracting concentrations of industries (com-

® | panies) that cause pollution and are heavy users of

land, resources and labor.

Source: China Economic Times (October 20, 2004), Jour-
nal of the Japan-China Economic Association
(October 2006)



closer attention. There is an explicit commitment
to fairness and the unification of corporate income
tax rates. China deserves praise for its pledge to
work toward the easing of regulations, includ-
ing the reduction of permit and licensing require-
ments, the simplification of administrative proce-
dures, and the improvement of protection for in-
tellectual property rights. However, in reference to
direct investment in China over the past five years,
the plan also states that innovation by Chinese
companies has been adversely affected by the mis-
use of protection for intellectual property rights by
some foreign-invested companies. This suggests
that there is still some doubt about the adequacy
of protection for the intellectual property rights of
foreign-invested companies in the future.

Second, the plan seeks to encourage investment
that will contribute to the development of spe-
cific industries and regions and the improvement
of technology levels. Specific industries targeted
include agriculture, services and motor vehicle
manufacturing by joint ventures. China will also
encourage entry into sectors that contribute to
improvement in residents’ living standards, such
as waste and sewage treatment. Foreign-invested
companies will be encouraged to establish re-
search and development facilities and undertake
joint research and development with local compa-
nies. The plan also states that investment in indus-
tries that have excessive capacity will be discour-
aged, and that there will be closer monitoring of
investment in sectors that are important to national
security.

Priority regions identified in the plan include
Midwestern and northeastern China, where there
has been little investment by foreign-invested
companies in the past. The plan states that China
will encourage a shift from eastern (coastal) Chi-
na, which has received concentrated investment,
to these regions.

Third, there are measures designed to strength-
en management of resource use and environmen-
tal protection. The plan states that the govern-
ment will adopt standards concerning the use of
water, energy and land, and that these standards
will be applied to the screening of new invest-
ment proposals from foreign-invested companies.

There are explicit statements that all companies,
including Chinese companies, will be monitored
more closely to ascertain whether their produc-
tion activities are environmentally responsible,
and that factories using large amounts of water
and energy will be subject to compulsory closure.
In recent years, there have been many confronta-
tions between local residents and the government
over the expropriation of land for the construction
of development zones. This has become a social
problem, and the five-year plan for the utilization
of Foreign Investment is believed to include mea-
sures to curb land use.

In March 2007, the General Office of the Chi-
nese Ministry of Commerce issued a “guidance
opinion” on the introduction of foreign commerce
and investment. This guidance opinion contains a
review of 2006 and basic guidelines for foreign in-
vestment policy in 2007. It is briefer than the five-
year plan for the utilization of Foreign Investment,
and it provides a clearer indication of current pri-
ority areas. For example, there are specific mea-
sures to encourage foreign-invested companies
to shift to central-western regions, including (1)
the easing of entry conditions for foreign-invested
companies through changes to the list of preferred
industries for central-western regions, and (2) ini-
tiatives to expand opportunities for business con-
tacts between central China and foreign-invested
companies, such as the 2nd Expo Central China.

The government has identified preferred indus-
tries as well as preferred regions. Investment in
service industries (including outsourcing), high-
tech manufacturing, and activities that contribute
to energy conservation and environmental protec-
tion will be encouraged, and direct investment in
low-productivity sectors that use large amounts of
energy will be discouraged. Basically, the guid-
ance opinion follows the five-year plan for the
utilization of foreign investment. There are differ-
ences, however, including explicit restrictions on
real estate investment by foreign-invested compa-
nies.

The guidance opinion issued by the Ministry
of Commerce describes the effects of foreign in-
vestment on the economy in specific terms. This
description, the main points of which are summa-
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rized below, is a significant feature that was not
included in the five-year plan for the utilization
of foreign investment. The National Development
and Reform Commission has overall control of
economy policy, and its profile has started to rise
again amid moves to tighten macro-level controls
and industrial policy. While the Ministry of Com-
merce is responsible for commercial transactions
within China, its work relates primarily to over-
seas trade and investment. That appears to be why
the Ministry’s guidance opinion contains a state-
ment emphasizing the contribution of foreign-in-
vested companies to the Chinese economy. When
considering the impact that a review of foreign
investment policy might have on foreign-invested
companies, we also need to take into account the
balance of power among government agencies.

New Foreign Investment Policy Reflected
in Corporate Income Tax Law

As noted earlier, corporate income tax rates for
domestic and foreign-invested companies will be
integrated under the new Corporate Income Tax
Law, which will take effect from January 1, 2008.
Other provisions in this law also reflect the future
direction of China’s foreign investment policy.
The following points are especially significant"".

First, existing tax concessions for foreign-in-
vested companies will be reduced. Under article
57 of the new law, the low income tax rates cur-
rently applied to foreign-invested companies (15%
or 24%) will be phased up to the rate stipulated
in the law (25%) over a five-year period start-
ing from the date of enforcement"”. At present
foreign-invested companies enjoy an exemption
from income tax for two years after the first year
in which a profit is achieved, and their tax rate is
halved for another three years after that. Article
57 of the law states that this and other tax conces-
sions linked to specific periods will be terminated
at the end of 2012. Foreign-invested companies
that are not yet operating profitably will also be
affected. Regardless of when they become profit-
able, 2008 will be treated as the first year under
the concessional taxation system, and no conces-
sions will be available after 2013. These changes
suggest that the policy of the central government
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is to apply the same tax system to Chinese and
foreign-invested companies, regardless of when
they were established.

Second, there will be incentives for compa-
nies that contribute to the achievement of policy
goals, such as industrial advancement. Article 28
of the law states that a 15% income tax rate will
be applied to high-tech and new-tech companies
for which the government is providing prioritized
support. The Corporate Income Tax Law provides
specific incentives designed to advance industrial
policy, including increased deductions for R&D
expenditure relating to the development of new
technologies, products or manufacturing methods
(Article 30), tax deductions for the purchase of fa-
cilities for use in environmental protection, energy
conservation, water conservation and production
safety (Article 34).

The government is also able to provide tax con-
cessions where this is necessary for the national
economy or social development (Article 36)".
When the provisions of Article 25 concerning tax
concessions for priority industries are taken into
account, it seems likely that there will be cases in
which income tax rates change dramatically and
rapidly in step with changes in government policy.

Third, the government is reviewing tax conces-
sions for foreign-invested companies in specified
regions. At the end of Article 57, there is a sen-
tence stating that companies eligible for other in-
centives as determined by the government will be
granted tax exemptions or concessions as stipu-
lated by the State Council.

During deliberations on the draft of the Cor-
porate Income Tax Law, the Minister of Finance
explained that this measure would target com-
panies in regions covered by the Great Western
Development program, and in industries that the
government aimed to stimulate"?. This indicates
that foreign-invested companies that have moved
into regions covered by the Great Western Devel-
opment program will probably continue to receive
income tax concessions even after the new law is
in force. In addition, transitional tax concessions
have been approved for newly established high-
tech and new-tech companies in special economic
zones and the Shanghai Pudong New Area"”. We



can conclude from these provisions that the gov-
ernment will retain concessions that contribute to
the reduction of inter-regional disparity, but will,
in principle, abolish other concessions.

As described above, the government intends to
use its foreign investment policy to guide foreign
investment in directions that contribute to the re-
duction of disparity, industrial advancement, envi-
ronmental conservation and environmental protec-
tion. China is moving away from its past policy
of welcoming any foreign investment, and in this
context Japanese companies in China will face
new changes, including the reduction of tax incen-
tives, and pressure to relocate their factories. They
will need to adapt quickly to these environmental
changes, and to explain or show that their activi-
ties are in line with China’s new foreign invest-
ment policy.

2. Foreign Investment and Industrial

Advancement

China’s rapid economic development has been
driven by foreign direct investment and the re-
sulting expansion of exports. In this section, we
will examine the intentions behind the Hu Jintao
administration’s decision to modify foreign in-

vestment policy, by identifying the ways in which
direct investment has contributed to the advance-
ment of China’s industrial structure and the issues
that have arisen.

(1) Trends and Qualitative Changes in Direct
Investment in China

We will begin by examining the level of direct
investment in China and qualitative changes in
that investment between 1979 and 2006. After the
decision to adopt the reform and open-door policy
at the end of 1978, there was a gradual increase in
the emphasis on economic construction based on
the use of foreign capital and technology. During
this process, some expressed concern that foreign
investment might have a negative impact on the
political system. However, the Chinese govern-
ment established incentives at the both the central
and regional levels and maintained a basic policy
of encouraging foreign investment, resulting in
sustained high growth. This and other factors have
driven a continuing upward trend in foreign in-
vestment inflows.

There have been periods that can be de-
scribed as “booms” in direct investment in China
(Fig. 6) 19 The first boom occurred between
1992 and 1996. Comments made by Deng Xiaop-

Fig. 6 Foreign Direct Investment in China (1979-2006)
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ing during his Southern Tour in 1992 caused the
open-door process to accelerate. This motivated
foreign-invested companies to expand their ac-
tivities in China, with the result that foreign direct
investment increased from $4.37 billion in 1991
to $27.52 billion in 1993. However, the contract-
based figure, which is a leading indicator of for-
eign investment, shifted negative year-on-year
movement from around 1996, and the year-on-
year growth rate of the implementation-based
figure also began to slow, falling to 8.5% in 1997
and 0.5% in 1998. A temporary upsurge of pres-
sure to review China’s foreign investment policy
also caused implementation-based investment fig-
ures to stagnate.

The second boom, which began in 2000, has
resulted from a combination of factors. First, the
growing likelihood that China would join the
WTO raised expectations of improvements in the
investment environment, including the relaxation
of regulations. Second, China began to be seen
as a massive market. Third, business interest in
investment in China began to recover from the
downturn that followed the Asian currency crisis.
These factors prevented a second consecutive year
of decline in 2000, and continuing growth in sub-
sequent years brought the total for 2004 to $60.63
billion. New records in excess of $60 billion were
set in both 2005 and 2006.

Opinions are divided on whether or not this
second boom is still continuing. However, there
are indications that a plateau has been reached, in-
cluding the deceleration of overall growth, and the
fact that real estate investment from Hong Kong
is offsetting declines in investment from other
countries. There are three main reasons for this
slowdown. First, labor costs, including minimum
wages, are rising. Second, the problem of power
shortages at peak demand times in some regions
remains unresolved. Third, other investment tar-
gets, such as Vietnam and India, have emergedm).

A breakdown of investment in 2005 by industry
shows that the manufacturing sector’s share is by
far the biggest at 58.6%. However, that share is
4.9 percentage points lower than the 2000 level of
63.5%. (Figures for investment in banking, etc.,
which were published only for 2005, have been
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included.). After China pledged to join the WTO
and began to liberalize its service sector, foreign-
invested companies began to invest on a signifi-
cant scale in related areas, such as commerce and
specialist services. This caused a percentage de-
cline in investment in the manufacturing sector.
Statistics for individual provinces show a marked
shift of foreign direct investment from second-
ary to tertiary industries during the second boom.
In Shanghai, for example, investment in tertiary
industries exceeded investment in secondary in-
dustries in both 2005 and 2006. In 2006, invest-
ment in tertiary industries increased, in contrast
with a sharp decline in investment in secondary
industries. This appears to reflect the policies of
Shanghai’s city government, which has actively
sought investment in service industries while en-
couraging manufacturers to move out of the city
through measures that have included the rationing
of industrial land. Comparisons between 2000 and
2005 show that percentage of investment in tertia-
ry industries has even risen in regions where there
has been substantial investment by foreign manu-
facturers, such as Guangdong Province (contract
basis) and Jiangsu.

According to Statistics on FDI in China 2006
(published by the Ministry of Commerce), direct
investment in the 11 provinces and directly gov-
erned cities of eastern (coastal) China accounted
for 74.0% of total investment in 2005 (88.8% if
investments for which there are no regional break-
downs are excluded). The tendency for investment
to be concentrated in the east, which offers ad-
vantages in terms of income and education levels
and infrastructure, remains unchanged. However,
JETRO'’s analysis of trends in direct investment
in China in 2006 also identifies new develop-
ments"'®. Though investment in Jiangsu, which
was ranked first in 2006, continued to increase
on an implementation basis, there was a 16.5%
decline in the contract-based total. This contrasts
with a dramatic increase in investment in provinc-
es that have hitherto attracted little interest, such
as Anhui and Henan.



2)

The Contribution of Foreign-Invested
Companies to Industrial Advancement

Direct Investment and Industrial Advance-
ment in China

How has China’s industrial structure changed as
a result of foreign direct investment? In this sec-
tion we will examine the role played by foreign-
invested companies in industrial advancement
from the four perspectives of production, trade,
employment and fixed asset investment.

An analysis of China’s industrial structure be-
fore the adoption of the reform and open-door
policy shows that secondary industries accounted
for 47.9% of GDP, primary industries for 28.2%,
and tertiary industries for 23.9% (Fig. 7). This
mix reflects the priority given to the development
of heavy industries under the socialist approach to
development.

Agricultural reforms, including the introduction
of the contract responsibility system and the dis-
solution of the people’s communes, subsequently
brought an increase in the contribution from the
primary sector, reflecting dramatically higher ag-
ricultural production. However, the contribution
from primary industries has been falling since the
second half of the 1980s and stood at 11.8% in
2006. The contribution from the secondary sec-
tor fell slightly in the 1980s but subsequently rose
gradually in step with China’s industrialization.
In 2006 it reached an all-time high of 48.7%. The
tertiary sector’s contribution reached a peak of
41.5% in 2002 and has since remained basically
static (39.5% in 2006).

Fig. 7 Sector Contributions to GDP
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While China’s overall industrial structure has
become more advanced, the development of ser-
vice industries, such as commerce, transportation
and telecommunications, has been slow. This be-
comes more apparent when China is compared
with other Asia economies (Table 5). One reason
for this is the fact that service industries contin-
ued to be undervalued even after the shift to the
reform and open-door policy because of the prior-
ity given to manufacturing under China’s devel-
opment strategy. In addition, the emergence of
independent service industries was hindered by
the integration of service functions within China’s
state-owned enterprises. As noted earlier, the gov-
ernment has started to focus on the development
of services industries, and it is possible that the
shift to a service-based economy will accelerate in

Table S GDP Contributions by Sector in Key Economies

Country/Region Primary Industries Secondary Industries Tertiary Industries
1980 1990 2005 1980 1990 2005 1980 1990 2005

South Korea 14.9 8.5 3.0 41.3 43.1 35.9 43.7 48.4 61.1
Taiwan 7.7 4.2 1.8 45.7 41.2 24.6 46.6 54.6 73.6
Hong Kong 0.8 0.3 0.1 31.7 25.3 9.6 67.5 74.5 87.4
Singapore 1.3 0.4 0.1 38.1 34.4 325 60.6 65.3 67.4
Thailand 23.2 125 9.9 28.7 37.2 441 48.1 50.3 46.0
Malaysia - 15.2 8.4 - 422 49.8 - 42.6 41.8
Philippines 25.1 21.9 14.4 38.8 34.5 32.6 36.1 43.6 53.0
Indonesia 24.8 19.4 13.4 43.4 39.1 45.8 31.8 415 40.8
China 30.1 27.0 125 48.5 41.6 47.3 214 31.3 40.3
India 38.1 31.0 19.0 25.9 29.3 27.4 36.0 39.7 53.6

Source: Asian Development Bank, Key Indicators 2006
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Fig. 8 Composition of China’s Manufacturing Sector (Added Value) in 1981 and

2003
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the years ahead.

Changes in the composition of China’s manu-
facturing sector can be traced through changes in
production and exports. Fig. 8 compares the value
added by manufacturing industries in 1981 and
2003, using data compiled by the United Nations
Industrial Development Organization (UNIDO).

The contribution from textiles has declined
from 16.1% in 1981 to 5.6% in 2003, while the
contribution from electrical machinery has risen
from 3.3% to 16.2%, and that from transport
equipment from 3.1% to 8.5%. These changes are
evidence of the advancement of China’s manu-
facturing sector. As a result of this rapid develop-
ment, China is now the world’s third biggest pro-
ducer of motor vehicles and the biggest producer
of crude steel (Fig. 9). The rapid expansion of
crude steel production has been driven not only
by steep growth in fixed asset investment, but also
the rapid growth of electrical appliance and motor
vehicle production. There have also been prob-
lems, including excessive investment in general
manufacturing industries, shortages of high-grade
steel, and the disorderly proliferation of SMEs.
Measures contained in the steel industry develop-
ment policy announced in July 2005 include (1)
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Fig. 9 Production of Crude Steel in
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the consolidation of domestic manufacturers into
two or three companies with annual production
capacity of 30 million tons and several companies
with capacity for 10 million tons by 2010, (2) the
closure of inefficient small-scale blast furnaces,
and (3) restrictions on foreign investment in the
construction of new factories. Overall, these
measures constitute a shift to qualitative devel-
opment.

The extent to which foreign-invested companies
contributed to the dramatic development of Chi-
na’s manufacturing sector can be assessed from
the added value of industrial production (Gongye



Fig. 10 The Contribution of Foreign-
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Zengjiazhi in Chinese) (Fig. 10). In 2005, the
added value of industrial production by foreign-
invested companies amounted to just over 2,040
billion yuan, or 28.4% of the total. This is an in-
crease of 7.5 percentage points over the 1998 lev-
el. The figures for 2006 only cover the January-
November period, but even on that basis the added
value of industrial production by foreign-invested
companies is already higher than the figure for the
whole of the previous year. At 28.3%, the share
of total added value is similar to the 2005 level.
These figures indicate that foreign-invested com-
panies are making a major contribution to the ex-
pansion of industrial products.

The Contribution of Foreign-Invested
Companies to the Advancement of China’s
Trade Structure

Trade statistics point to the same conclusions as
the production statistics. If we calculate trade spe-
cialization indices for key products in 1995, 2000
and 2006 (based on two-digit HS codes), we find
that the number of export specialization items has
risen year after year. The main export specializa-
tion items in 2006 were animal and vegetable prod-
ucts (excluding vegetable oils and fats and dairy
products, etc.), spinning and weaving raw materi-

Fig. 11 Trade Specialization
Coefficients for Key Items
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als and products, general machinery and electrical
machinery. Particularly significant is the transition
away from import specialization in electrical ma-
chinery (HS85) (Fig. 11). In the area of mineral
fuels, China has shifted from export specializa-
tion in 1995 to import specialization today, and
the value is approaching minus 1, which indicates
zero exports and 100% imports. China’s continu-
ing high growth has caused a dramatic increase in
domestic demand for oil and coal, leading to high-
er imports.

If we analyze the composition of exports
(Fig. 12), we find first that textiles (HS codes:
50-63) and electrical machinery (85) have
swapped places, second that there have been de-
clines in the contributions from toys (95) and foot-
wear (64), and third that the contributions from
vehicles (87) and precision equipment (90) have
risen. These changes match changes in produc-
tion.

The contribution of foreign-invested companies
to trade is greater than the contribution to produc-
tion. Since the 1990s, foreign-invested companies
have accounted for a continually increasing per-
centage of imports and exports. In 2006 they con-
tributed 58.2% of exports and 59.7% of imports
(Fig. 13). Foreign-invested companies today have
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Fig. 12 Contributions of Key Items to
Total Exports
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Fig. 13 Contribution of Foreign-
Invested Companies to Trade

(%)
70 1

60

50

40t

30

20

10

0
1990 93 96 99 2002 05
(Calendar Years)

—4— Exports —e— Imports

Notes: The figures for 2007 refer to January-April.
Source: Ministry of Commerce, Statistics on FDI in China

government. According to data published by the
Ministry of Commerce, foreign-invested compa-
nies accounted for 87.99% of exports of high-tech
and new-tech products and 74.05% of exports of
mechanical and electrical products in January-
November 2006.

The influence of foreign-invested companies is
also apparent from the list of the top 200 compa-
nies in terms of exports'”. If we analyze the list
by country/region using the results of a survey by
the 21st Century China Research Institute (Key
Number 29 on the Institute’s website), we find
that while local Chinese companies make up the
biggest group (97), they account for less than one-
half of the total. The next highest totals are for
Taiwan, the United States, Japan and South Korea
(Table 6). Of particular interest is the fact that four
of the top 10 places are occupied by Taiwanese
companies (all IT-related companies), including
first-ranked Hongfujin Precision Industry (Shen-
zhen) Co., Ltd. (Table 7). Many of the American,
Japanese and South Korean companies listed are
also manufacturers of IT and electronic products,
including mobile telephones.

The Hu Jintao administration appears to have
adopted a range of policy goals in response to this
situation, including the improvement of China’s
only development capabilities for core technolo-
gies relating to IT and electronics, and the devel-

Table 6 Analysis of China’s Top 200
Exporters by Nation/Region
(2005)

2006, General Administration of Customs, China's
Customs Statistics

Country/Region

Number of Companies

Taiwan

32

Japan

19

South Korea

18

U.S.A.

17

a major influence on trends in China’s trade.

In response to trade friction in recent years,
China has stated that it is not the only one to bene-
fit from a trade surplus. There is some justification
for this claim, given that foreign-invested compa-
nies account for almost 60% of China’s exports.

There will be further growth in the shares of
foreign-invested companies of exports of me-
chanical and electrical products and high-tech
products, which are priority areas for the Chinese
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Hong Kong 5
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Canada
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China 97
Notes: A joint venture established by the South Korean
company LG and Philips is included in the total for
South Korea.
Source: Websites of the Ministry of Commerce and the
21st Century China Research Institute
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Table 7 Taiwanese Companies among China’s Top Exporters

— Name of Taiwanese Exports
Rank Company Activities Parent Company ($millions)
Foxconn Hongfujin Precision ) Hon Hai Precision
1 Industry (Shenzhen) Co., Ltd. Computer peripherals Industry Co., Ltd. 1447417
2 Shanghai Dafeng Computer Computers Quanta Computer 11,454.68
Co Ltd, Inc.
’ . Asustek Computer
4 | Mingyan Diannao (Suzhou) Computer parts Inc 6,211.27
6 | Yingshunda Keji Computers and peripherals i::)\/r:entec Corpora- 4,199.28
11 Compal Electronics Kunshan Notebook computers _Compal Electron- 2797.45
Co., Ltd. ics Inc.

Notes: The ranks indicate the positions of the companies among China's top 200 exporters in 2005.
Source: Websites of the Ministry of Commerce and the 21st Century China Research Institute

opment of multinational companies with their own
intellectual property rights and brands.

Slow Pace of Change in Work Force Distri-
bution

In contrast with production- and trade-related
aspects, the pace of change in the distribution of
China’s work force among industrial sectors has
been more gradual. In 1978 around 70% of the
total work force, or 280 million people, were em-
ployed in primary industries. Secondary industries
accounted for just under 20% of jobs, and tertiary
industries for slightly more than 10% (Fig. 14).
The number of workers in primary industries con-
tinued to rise until 1991, and the pace of decline
in the primary sector’s share of the total work
force remained gradual. In 1991, primary indus-

Fig. 14 Sector Distribution of China’s
Working Population

(%)

100
BOHE HHH w0 nnnnnnnnnr

60 (M ANnNnnTT

R e e R e i e

2 mannnnnnonnnnnnnnoonnnnnnonnr

R AnRE AR R P AR REnAR RPN ARERERARRRRPARERARARERAD ARERERAN
1978 81 84 87 90 93 96 99 2002 05

(Calendar years)

[JPrimary industries M Secondary industries

[Tertiary industries

Source: Same as for Fig. 1

tries employed 390 million people, or 59.7% of
the total work force.

In the 1990s, workers began to leave the pri-
mary sector in significant numbers. However, in
2006 the primary sector’s share of the work force
(42.6%) remained higher than the percentages
employed in the secondary sector (25.2%) and
tertiary sector (32.2%). Moreover, the number of
workers in secondary industries has continued to
rise, together with the secondary sector’s share of
total employment, indicating that there has been
no significant shift of workers in tertiary indus-
tries. Although there are labor shortages in some
regions, Chinese society as a whole faces seri-
ous employment problems. The development of
service industries, which have a high capacity to
absorb labor, must be seen as an urgent priority.
If regions with many farming communities can
increase urbanization and accelerate the growth
of various service industries®”, a number of fac-
tors can be expected to contribute to growth in the
incomes of rural residents, including (1) labor mi-
gration (increased non-farming income from mi-
grant work), (2) the expansion of arable land per
household as the number of household declines,
and (3) the cultivation of crops for urban markets.

To what extent are foreign-invested companies
contributing to employment? The number of peo-
ple employed in foreign-invested companies has
basically followed an upward trend, both in abso-
lute terms and as a percentage of the total work,
since the 1990s (Fig. 15). Despite this, the total in
2006 was 14.07 million, or just 1.8% of the total
work force®", indicating that the direct contribu-
tion of foreign-invested companies to job creation
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Fig. 15 Employment by Foreign-
Invested Companies
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has been limited, compared with private enter-
prises and other types of companies. However, it
is important to recognize the indirect contribution
made by foreign-invested companies, including
the job creation effects of accelerated growth re-
sulting from industrial development triggered by
foreign investment, as well as human resource
development and the spread of advanced manage-
ment methods and technology.

Declining Role in Fixed Asset Investment

As observed several times in this article (See
Section 1.), overheated investment has become
a problem for China. Total investment in social
fixed assets has increased 3.3 times over the past
six years, from 3.3 trillion yuan in 2000 to 11.0
trillion yuan in 2006.

The percentage of fixed asset investment by
foreign-invested companies cannot be ascertained
directly. However, if the amount of foreign invest-
ment on an implementation basis is deemed to
equal fixed asset investment by foreign-invested
companies, the share rose 7.5% to 17.1% between
1992 and 1994“* but began to decline thereafter
and stood at 5.0% in 2006 (Fig. 16). This appears
to have resulted from the expansion of investment
by regional governments and local companies.

Investment by foreign-invested companies con-
tinues to decline in percentage terms. Moreover,
the government aims to curb investment overheat-
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Fig. 16 Foreign Investment as a
Percentage of Total Investment

($billions) (%)
80
70

18

60

50
A 10
0 W ) 5
30 m 6
m
20 4
10 U 2
o — 0
1992 94 96 98 2000 02 04 06

(Calendar years)
[ Foreign investment used  —A— Share (right-hand scale)

Notes 1: Share = foreign investment implemented/(total
social fixed asset investment/average exchange
rate against U.S. dollar)

2: The figures for 2005 and 2006 include foreign in-
vestment in the financial sector.
3: The criteria for total social fixed asset investment
differ between the period up to 1995 and the pe-
riod since 1996.
Source: National Bureau of Statistics of China, China Sta-
tistical Abstract 2007, Ministry of Commerce, Sta-
tistics on FDI in China 2006

ing through measures that include a tightening of
restrictions on foreign investment in real estate
development. (An example of this approach can
be found in a notice issued jointly by the Ministry
of Commerce and the State Administration of For-
eign Exchange in June 2007).

From the preceding analysis we can conclude
that while China has achieved dramatic industrial
advancement by means of foreign direct invest-
ment, foreign investment has been less effective as
a driving force for service industry development
and job creation. This situation is reflected in a
shift in government expectations toward the role
of foreign investment. The emphasis now is on the
development of service industries, industrial ad-
vancement, and the introduction of advance tech-
nology, facilities and management methods that
will contribute to the solution of environmental and
energy problems.

3. Trends in South Korea and Taiwan

In this section we will examine developments in



South Korea and Taiwan in reaction to changes in
the environment in China.

(1) South Korea’s Changing External Eco-
nomic Relationships

Reliance on Exporting to China about to
Peak Out

South Korea’s trade structure began to change
in the 1990s. Its reliance on trade with the United
States and Japan declined, and there was a con-
spicuous rise in its reliance on trade with China.
The reduced reliance on exports to the United
States was linked to the rising value of the won
and trade friction. South Korean companies re-
sponded to these changes by shifting to local pro-
duction in North America®, and by relocating
their production operations to other parts of Asia
to reduce costs.

Trade with China began to develop on a sig-
nificant scale after the normalization of diplomatic
relations in 1992. The pace of expansion has been
rapid, reflecting the export-inducing effect of in-
creased South Korean direct investment in China.
The expansion of exports to China has been espe-
cially rapid since 2000, reflecting the additional
impetus provided by China’s admission to WTO
membership (December 2001) and the growth of
domestic markets. In 2001, China overtook Ja-
pan to become South Korea’s second biggest ex-
port market, and in 2003 it moved into first place
ahead of the United States (Fig. 17, Table 8). As
the China boom continued, the training of staff for
the China business became an urgent priority for
South Korea’s industrial conglomerates.

After the currency crisis, the growth rate of
domestic fixed capital formation remained low
(Fig. 18), prompting increasing concern that in-
vestment in China would cause the “hollowing
out” of domestic manufacturing industries. More-
over, China’s exports were becoming increasingly
advanced and starting to compete with South Ko-
rean products in world markets. This raised an-
other question: In which areas could South Korea
secure competitive advantage in the future?

China has also become a major presence in
South Korea’s import trade. South Korea is unable

Fig. 17 Trends in South Korea’s Exports
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Table 8 South Korea’s Trade Reliance
(%)

U.S.A. Japan China

Exports | Imports | Exports | Imports | Exports | Imports
1991 25.8 23.2 17.2 259 1.4 4.2
1996 16.7 22.2 12.2 20.9 8.8 5.7
2000 21.8 18.2 11.9 19.8 10.7 8.0
2001 20.7 15.9 11.0 18.9 121 9.4
2002 20.2 15.1 9.3 19.6 14.6 11.4
2003 17.7 13.9 8.9 20.3 18.1 12.3
2004 16.9 12.8 8.5 20.6 19.6 13.2
2005 14.5 11.7 8.4 18.5 21.8 14.8
2006 13.3 10.9 8.2 16.8 21.3 15.7

Source: Same as for Fig. 17

Fig. 18 Growth Rate of Real Fixed
Capital Formation
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to produce all of the parts needed for its increas-
ingly advanced export products domestically and
is heavily reliant on Japan for key parts, precision
equipment and high-quality materials®”. For this
reason, Japan was until recently South Korea’s
biggest source of imports. However, in 2006 the
import reliance ratio for China came close to the
ratio for Japan at 15.7%, and in 2007 China is ex-
pected to become South Korea’s biggest import
partner.

The expansion of South Korea’s trade with Chi-
na has also brought major changes in the mixture
of trade products. Initially the relationship was
based predominantly on a vertical division of la-
bor, with South Korea exporting capital goods and
intermediate goods to China and importing raw
materials and agricultural products. As production
of electrical and electronic machinery and IT pe-
ripherals moved to China, South Korea began to
export more electronic parts and import more ma-
chinery. In recent years, there has been conspicu-
ous growth in imports of electrical and electronic
machinery and IT products from China, leading to
arise in South Korea’s import reliance on China.

Though China has become a major trading part-
ner for South Korea, South Korea’s export reli-
ance on China fell year-on-year for the first time
in 2006 (Table 8), indicating that the weighting of
trade toward China may be about to change. Rea-
sons for this include the fact that South Korean
companies are reaching a plateau in the develop-
ment of their business with China and are actively
developing new markets in emerging economies.
This focus on new markets reflects (1) the adop-
tion of new strategies by South Korean companies
in response to changes in the environment in Chi-
na, and (2) the South Korean government’s efforts
to establish free trade agreements (FTAs) as a way
of maintaining growth in an economy that is being
transformed by a falling birthrate and an expand-
ing aged population®”.

In 2006, South Korea’s total exports grew by
14.4% year-on-year. However, there were con-
spicuous increases in exports to Russia (34.0%),
Brazil (27.1%) and India (20.3%), though export
reliance on these countries remained low at 1.7%
for India, 1.6% for Russia and 0.9% for Brazil.
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There was also significant growth in exports to
EU members, including Poland and Spain(%). In
2006, South Korea’s export reliance on the EU
reached 15.1%, making it the second biggest ex-
port market after China. In April 2007, South Ko-
rea and the EU agreed to start negotiations over
the establishment of a free trade agreement, and
trade is expected to expand further in the future.

Overseas Direct Investment in 2006 — Ex-
panding Range of Investment Targets

As described above, changes in South Korea’s
trade structure are linked to its overseas direct in-
vestment. The following analysis examines recent
changes in South Korea’s direct overseas invest-
ment.

Until the early 1990s, the United States was the
biggest target for South Korean overseas direct in-
vestment. This reflects a shift to local production
in the United States in response to trade friction.
Subsequently there was an increase in investment
in ASEAN, especially in the area of textiles, foot-
wear and electronic parts. The push factors for
this growth were major wage increases and a rise
in the value of the won in the late 1980s. In the
first half of the 1990s, investment in China also
began to expand. This was prompted by China’s
geographical proximity and vast labor resources,
as well as by the acceleration of the reform and
open-door process.

In the first half of the 1990s, most direct invest-
ment in China was by SMEs seeking an export
base for labor-intensive light industrial products,
such as apparel, toys, footwear and sundries. A
high percentage of these investments were in
Tianjin City, Shandong Province and Liaoning.
Factors influencing the selection of locations in-
cluded the development of industrial parks by the
South Korean government and regional govern-
ments in China, and the availability of ethnic Ko-
rean workers. Direct investment in China declined
after the currency crisis, but it began to expand
again in 2002, and the pace of expansion has since
accelerated (Fig. 19, Table 9). According to Chi-
nese statistics, direct investment from South Korea
amounted to $6.25 billion in 2004. This is higher
than the Japanese total of $5.45 billion and places



Fig. 19 South Korea Foreign Direct
Investment (Implementation
Basis)
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South Korea third behind Hong Kong and the Vir-
gin Islands. The scale of South Korean direct in-
vestment is significant, given the fact that South
Korea’s GDP is only one-tenth that of Japan.

We can identify several patterns in direct invest-
ment in China since the mid-1990s. First, there
was an increase in investment by conglomerates.
Second, this led to an influx of parts manufactur-
ers affiliated to the conglomerates. Third, there
was an increase in investment targeted toward
sales in local markets. Fourth, products manufac-
tured locally became increasingly sophisticated.
These changes were driven in part by rising in-
come and technology levels in China, and by
progress toward the easing of restrictions.

The Chinese operations of Samsung Electron-
ics began with the production of audio equipment
for export, but there was a gradual shift toward
production for local markets. It has developed its
local market business in areas that are one rank
above the areas in which local companies are in-
volved, such as mobile telephones, telecommu-
nications equipment, personal computers, wall-
mounted televisions and digital appliances. Sam-
sung has used products based on code division
multiple access (CDMA) technology to boost its
sales of mobile telephones. As with semiconduc-
tors, Samsung has shifted downstream (assem-
bly) processing of liquid crystal displays (LCDs)
to China. Products based on standard technolo-
gies are manufactured in China, while facilities
in South Korea specialize in the development of
next-generation products and mass-production.

In 2000 Hyundai Motor established a joint ven-
ture to produce compact vehicles. In 2002, a joint
venture with the Beijing Automotive Industry
Group began to produce passenger cars. Initially
the venture had production capacity for 100,000
vehicles a year, but this is now being expanded to
300,000. In 2006, Hyundai Beijing had a market
share of 5.4%.

According to South Korea statistics (Fig. 19),
direct investment in China continue to expand in
2006. However, the diversification of South Ko-
rea’s overseas direct investment is reflected in a
decline in China’s share of total investment, from
a peak of 41.1% in 2003 to 30.9% in 2006.

One of the most significant trends is the growth
of investment in less developed ASEAN members,

Table 9 Direct Investment in China (Implementation Basis)

($billions)

1991 1993 1995 1997 1999 2001 2002 2003 2004 2005
Japan 0.53 1.32 3.11 4.33 2.97 4.35 4.19 5.05 5.45 6.53
Hong Kong 2.41 17.27 | 20.06 | 20.63 | 16.36 | 16.72 | 17.86 | 17.70 | 19.00 | 17.98
Taiwan 0.47 3.13 3.16 3.29 2.60 2.98 3.97 3.38 3.12 2.15
South Korea 0.04 0.37 1.04 2.14 1.27 2.15 2.72 4.49 6.25 517
Singapore 0.06 0.49 1.85 2.61 2.64 2.14 2.84 2.05 2.01 2.20
Germany 0.16 0.06 0.39 0.99 1.37 1.21 0.93 0.86 1.06 1.53
U.S.A. 0.32 2.06 3.08 3.24 4.22 4.43 5.42 4.20 3.94 3.06
Virgin Islands - 0.01 0.30 1.72 2.67 5.04 6.12 5.78 6.73 9.02
Other 0.32 2.19 3.03 3.79 4.13 6.04 7.53 | 10.00 | 13.07 | 12.69
Total 437 | 2751 | 37.52 | 4525 | 40.32 | 46.85 | 52.74 | 53.51 | 60.63 | 60.33

Source: Editorial Board of the Yearbook of China's Foreign Economic Relations and Trade, Yearbook of
China's Foreign Economic Relations and Trade
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such as Vietnam and Cambodia (Table 10). South
Korea was the biggest source of investment for
both Vietnam and Cambodia in 2006. Reasons for
this increase in investment in Vietnam include (1)
the expansion of the Vietnamese market follow-
ing several years of continuous growth of around
8%, (2) improvements in Vietnam’s investment
environment as a result of its admission to WTO
membership in January 2007, and (3) its role as a
receptacle for China risk. A survey of investment
(and investment plans) by South Korea compa-
nies shows that Samsung Electronics is building a
second plant to produce PC monitors, printers and
other products, as well as a new mobile telephone
plant. POSCO aims to capture expanding demand
for sheet steel in Vietnam and has announced
plans to build a series of plants to produce cold-
rolled, hot-rolled and galvanized steel. With these
plans, POSCO has overtaken Intel to become the
biggest single investor in Vietnam. Lotte Shop-
ping plans to open its first Lotte Mart store in Ho
Chi Minh City in 2008.

Investment in Cambodia is also expanding.
Much of the manufacturing sector’s investment
has been in the area of textiles (apparel). The
rapid growth of sewn product manufacturing in

Table 10 Overseas Direct Investment
(Past Three Years,
Implementation Basis)

($millions)
2004 2005 2006

China 2,300.7 2,648.7 3,319.8
U.S.A. 1,338.6 1,243.3 1,758.8
Hong Kong 197.0 271.8 724.7
Vietnam 178.9 304.6 587.9
Canada 46.4 34.3 389.9
Singapore 164.2 122.1 303.9
Slovakia 82.4 223.3 286.9
Kazakhstan 22.5 25.3 250.1
Japan 288.8 176.2 245.9
Yemen 6.9 106.1 231.9
Poland 36.1 77.3 226.8
Australia 54.0 104.7 142.3
Netherlands 41 14.6 139.9
Cambodia 13.7 30.9 122.5
Czech Republic 0.0 10.1 111.8
Brazil 19.9 143.9 107.7
Russia 25.3 36.9 102.5
India 40.7 91.1 99.7
Other 1,170.6 894.8 1,606.4
Total 5,990.8 6,559.9 10,759.4

Source: Same as for Fig. 19
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Cambodia over the past few years reflects the mi-
gration of production operations by Hong Kong,
Taiwanese, Chinese and South Korean companies
that were producing brand products for the U.S.
market, including Nike, Adidas and GAP prod-
ucts. The migration of production from China is
also attributable to curbs on exports from China
because of volume restrictions under the Multi-
Fiber Agreements (MFA), which lapsed at the end
of 2004. Cambodia still has unused export capac-
ity. Another positive factor is Cambodia’s improv-
ing political stability.

Another important trend is the expansion of in-
vestment in the BRICs (other than China), includ-
ing India, Russia and Brazil. After a prolonged
period of economic stagnation, India implement-
ed major economic reforms in 1991. These re-
forms have increasingly provided the impetus for
growth, and India’s real GDP growth rate reached
8.4% 1n fiscal 2005 and 9.4% in fiscal 2006. The
rapid growth of IT service industries has brought
growth in India’s middle class. With continuing
deregulation, India is becoming increasingly at-
tractive as a market”.

Hyundai Motor built a factory in India in 1996
and is currently building a second (completion
scheduled for the second half of 2007). In addition
to its plants at Pohang and Gwangyang, POSCO
is now planning to build a third. It aims to com-
plete a steel works with annual production capac-
ity of 4 million tons by 2010, and an integrated
steel works with capacity for 12 million tons by
2020. (There is concern that the start of construc-
tion may be delayed because of problems with the
acquisition of land.)

Former socialist countries, such as Slovakia,
Kazakhstan, Poland and the Czech Republic, have
also tended to attract increased investment in re-
cent years. Hyundai Motor completed a factory in
Slovakia in 2007 and also plans to build one in the
Czech Republic.

These trends can be summed up as follows.
First, the expansion of investment in Vietnam and
Cambodia can be seen as a China risk strategy. In
the long-term perspective, the yuan can be expect-
ed to appreciate significantly against the dollar
and other major currencies, and wages in coastal



regions will almost certainly rise. In addition,
China is taking an increasingly selective stance
toward foreign investment, with the result that
production of some labor-intensive products is
tending to migrate to countries other than China.
Second, companies are investing in regions that
offer growth potential, as illustrated by the activi-
ties of Hyundai Motor and POSCO. As has hap-
pened in the past, these companies are pursuing
a strategy of moving into countries ahead of their
Japanese counterparts in order to seize market
share. Third, individual companies are working to
optimize their production operations on a global
scale. Samsung Electronics has doubled the mo-
bile phone output at its plant in China and plans
to start production at a new plant in Vietnam with
capacity for 100 million units a year. Its domestic
plant at Gumi now specializes in the production of
the most advanced models.

(2) Taiwanese Investment Still Heavily
Weighted toward China

Hong Kong + China Taiwan’s Biggest Ex-
port Market

In 1987, the Taiwanese government lifted
its ban on indirect exporting to China (mainly
through Hong Kong), and in the 1990s Tai-
wanese companies began to shift their produc-
tion operations to China. These factors have
brought rapid growth in Taiwan’s exports to
Hong Kong/China. As with South Korea, this
trend has accelerated since 2002 (Fig. 20).

In 2006 Taiwan’s imports from China
amounted to around one-half of its exports to
China. This is explained in part by the fact that
Taiwan has long restricted imports from China.
In 1987, it became possible to import goods
indirectly, provided that there was no threat
to national security or adverse impact on re-
lated industries, and provided that the goods in
question would help to strengthen the competi-
tiveness of manufactured exports. The range
of permitted goods has gradually expanded
since then, and in July 1996 Taiwan switched
to a negative list system. Imports of agricul-
tural products and consumer goods, including

Fig. 20 Trends in Taiwan’s Exports
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apparel and footwear, are prohibited, but im-
ports of semi-finished and intermediate goods
that do not threaten domestic industries are al-
lowed. There has been major progress toward
the easing of restrictions since China and Tai-
wan joined the WTO. On January 16, 2002, Tai-
wan announced that imports of 2,126 Chinese
agricultural and marine products would be al-
lowed from February 15. Agricultural and ma-
rine products exempted from the ban included
fish, shellfish, dried fruit, liquor and tobacco,
and manufactured goods included chemicals,
cameras and computers. These changes in-
creased the range of goods that could be im-
ported to 73% of all industrial products.

Continuing Growth in Investment in China

Taiwan’s overseas direct investment (ap-
proval basis) has been expanding since the late
1980s (Fig. 21). Investment during 1989 ex-
ceeded the cumulative total for the period up
to that year. Reasons for this growth include (1)
the appreciation of Taiwan’s currency against
the U.S. dollar, (2) rising wages and labor
shortages, and (3) a lack of suitable industrial
sites in Taiwan. Under new foreign currency
control regulations introduced in July 1987,
companies and individuals were allowed to
remit up to $5 million overseas without prior
authorization from the government. This pro-
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Fig. 21 Taiwan’s Direct Overseas
Investment (Approval Basis)
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fairs

vided additional impetus for overseas direct
investment.

Apart from the United States, the main tar-
gets for overseas direct investment until the
early 1990s were ASEAN members, such as
Thailand and Malaysia. However, investment
in China was also starting to expand.

There were several reasons for China’s
emergence as a major investment target. First,
in October 1990 the Taiwanese government in-
troduced regulations governing indirect invest-
ment in Mainland China (amended to Regu-
lations on Indirect Investment or Technology
Cooperation with the Mainland Area in March
1993), which allowed investment in China
via third countries/regions (indirect invest-
ment). Second, China accelerated its reform
and open-door process. Third, many regions in
China were actively seeking investment from
Taiwan. Other factors that encouraged invest-
ment in China included the availability of vast
reserves of low-cost labor, the latent growth
potential of the market, and ease of communi-
cation®,

Taiwanese direct investment in China began
with labor-intensive industries, such as ap-
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Fig. 22 Taiwanese Investment in
China by sector
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parel, footwear and plastic products. One after
another, Taiwan’s major sports shoe manufac-
turers, which produce shoes under contract for
the world’s leading brands, migrated their pro-
duction operations to China. The focus subse-
quently shifted to industries catering to domes-
tic demand, including paper and paper prod-
ucts, chemicals, metals, electrical appliances
and foodstuffs. There was also a shift in the
locations for these investments, from southern
China to eastern China, including Shanghai,
Jiangsu Province and Zhejiang Province.

By the second half of the 1990s, the main
areas of investment were the electrical and
electronic industries, including computers and
computer peripherals (Fig. 22). In the early
1990s, the computer industry entered a price
war era, symbolized by the emergence of Com-
paq. The key to competition in this environ-
ment was the ability to source parts as quickly
and cheaply as possible and introduce products
that would meet market needs. The computer
industry grew through OEM production for
American and Japanese manufacturers. This
was possible because Taiwan was able to offer
low production costs, high quality and speedy
production. As cost competition intensified,
however, the migration of production opera-
tions to China became inevitable.

The easing of government restrictions on in-
vestment in China also provided impetus. In



July 1996, the government announced the Jieji
Yongren policy, which called for patience and
the avoidance of haste with regard to invest-
ment in China. Under this policy, the govern-
ment prohibited (1) investment in public infra-
structure, (2) investment in high-tech indus-
tries, and (3) investment over $50 million, as
well as investment with the potential to cause
“hollowing” of domestic industries. However,
these restrictions put Taiwanese companies at
a disadvantage, and the government came un-
der pressure from industry to relax the regula-
tions. In August 2001, the prohibition was lift-
ed for 122 high-tech items, including digital
televisions, mobile telephones and notebook
computers. After the ban on investment in the
notebook computer area was lifted, Quanta
Computer and other Taiwanese manufacturers
began to build factories in China. Unlike desk-
top computer manufacturing, production of
notebook computers is concentrated in Shang-
hai and Jiangsu Province. This reflects the po-
tential for market growth in eastern China, and
the availability of engineering personnel.

The ban on investment relating to semicon-
ductors was also lifted, subject to the condition
that companies could not apply for approval
until at least six months had elapsed after the
start of mass-production of 12-inch wafers
at a plant within Taiwan. Chinese-Taiwanese
joint ventures were established. Grace Semi-
conductor Manufacturing Corporation (GSMC)
in Shanghai was established jointly by the son
of the president of Taiwan Plastic and the el-
dest son of Jiang Zemin.

Investment in China declined in 1998 and
1999 but returned to an accelerating growth
trend in 2000 (Fig. 21). Reasons for this shift
include (1) the approach of China’s admis-
sion to WTO membership, (2) the expansion of
China’s domestic markets, and (3) the need to
reduce costs because of the global escalation
of price competition.

IT-related investment reached a plateau in
2005, and investment in China declined for the
first time in six years. However, 2006 brought
a return to growth. According to Chinese sta-

tistics (Table 9), investment from Taiwan
peaked out in 2002 and has been declining ever
since. However, it is necessary to take into ac-
count the fact that much Taiwanese investment
is channeled through tax havens, such as the
Virgin Islands.

As a percentage of total investment, invest-
ment in China has declined from 71.1% in
2005 to 63.9% in 2006, and there are signs that
Taiwan is investing in a wide range of coun-
tries. However, the strong commitment of Tai-
wanese companies to their business activities
in China remains basically unchanged. This
emphasis can probably be attributed to the fol-
lowing factors.

First, many Taiwanese companies have
moved into southern China, forming clusters of
electrical and electronic manufacturing indus-
tries. Taiwanese companies would gain nothing
by retreating from China. One of the biggest
computer industry clusters is in Dongguan,
where all PC parts other than CPUs, memory
and hard drives can reportedly be sourced lo-
cally within 90 minutes. Over one-half of the
monitors, cases, keyboards and mice produced
by Taiwanese companies in Taiwan and over-
seas are produced in Dongguan. Delta Elec-
tronics has five plants there with over 20,000
employees.

Second, Taiwanese companies can use local
personnel, in part because of the ease of com-
munication. Twinhead has established R&D
centers in Beijing, Shanghai and Guangzhou,
where it has recruited talented local staff to
work on communications software, IC design
and computer software respectively.

New Initiatives by Taiwanese Companies

While Taiwan’s China business continues to
expand, there have been a number of chang-
es in the environment, including rising labor
costs, power shortages, the rising value of the
renminbi, and trade friction. These changes
have triggered some interesting trends (Table
11).

First, new factories are increasingly being
built in inland regions, such as Chongqing and
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Table 11 Recent Initiatives by
Taiwanese Companies

Company Developments

-Fourth DRAM plant to be built in
Taichung with Japanese com-
Powerchip Semiconductor| pany Elpida

-$370 million to be invested in
new 8-inch wafer plant in Suzhou

-Chinese administrative head-
quarters relocated from Shen-
Hon Hai Precision Industry| zhen to Shanghai

-$1 billion to be invested in new
plant in Wuhan

- Third plant (12-inch wafers) un-
der construction in Southern Tai-
wan Science Park

-Preparing to transfer more ad-

Taiwan Semiconductor
Manufacturing Company

(TSMC) vanced technology to Shanghai
plant
-$360 million plant (8-inch wafers)
under construction in Chongqing
ProMOS (following relocation of facilities

of rival Chinese manufacturer
from Shanghai to Chengdu)

-Two food additive plants to be
built in Vietnam

-Existing plant (outskirts of Ho Chi
Minh City) to be expanded

Vedan (manufacturer of
chemical flavorings)

-Plant under construction in Cam-
bodia (following imposition of EU
anti-dumping tariffs on footwear
from China and Vietnam)

Kingmaker Footwear

Source: Weekly Taiwan Tsushin and other sources

Wuhan, rather in coastal areas.

Second, there is a trend toward the automa-
tion of factories in China. Faced with soaring
labor costs, Hon Hai Precision Industry, one of
the biggest companies in the Electronics Man-
agement Service (EMS) industry, plans to in-
stall 10,000 robots over the next five years.

Third, companies in labor-intensive indus-
tries, such as apparel, footwear and furniture,
are increasingly starting new investment proj-
ects or expanding existing projects in South-
east Asian countries, such as Vietnam.

Fourth, companies in the semiconductor in-
dustry are increasingly giving priority to in-
vestment within Taiwan. As described above,
Taiwanese companies in the semiconductor
sector are conditionally allowed to invest in
China. However, labor costs in China are ris-
ing, and it is difficult to recruit technical per-
sonnel, while in Taiwan the existence of semi-
conductor manufacturing clusters facilitates
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the procurement of raw materials. Taiwan has
10 semiconductor plants capable of handling
large silicon wafers with diameters of 300mm.
This is already the highest concentration in the
world, and there are plans to increase the num-
ber to 18 in 2008.

The business strategies pursued by Taiwan-
ese companies in the future will have a signifi-
cant impact on the future of the Chinese econ-
omy as well as the Taiwanese economy.

4. Conclusions

Over the past 10 years, there has been a dra-
matic increase in economic interdependence
between China and the other East Asian econo-
mies, including Japan. This means that the de-
velopment path followed by China will have a
major influence on the future of East Asia.

While China has maintained growth rates in
excess of 10% in recent years, it faces a num-
ber of problems, including expanding income
disparity, investment overheating and trade
friction. These issues have made China’s tradi-
tional pattern of high growth driven by invest-
ment unsustainable. China needs a strategy for
sustainable growth, and the Hu Jintao admin-
istration has adopted a basic policy that targets
industrial advancement with the emphasis on
harmony. This emphasis on harmony is mani-
fested in environmental protection and energy
conservation measures and initiatives to im-
prove living standards and expand consump-
tion. Industrial advancement policies, includ-
ing the development of IT, biotechnology and
other high-tech industries and services indus-
tries, are contained in the 11th Five-Year Plan.

China’s foreign investment policy is also
changing to reflect this stance. The basic pol-
icy on new foreign investment provides three
basic criteria. First, will the investment lead
to the introduction of advanced technology
and management methods? Second, will the
investment contribute to environmental protec-
tion, resource conservation and the solution
of energy problems? Third, will the invest-



ment contribute to the advancement of China’s
industrial structure and the improvement of
technology levels. As these criteria suggest,
the Chinese government has strengthened its
stance of guiding foreign investment in desired
directions.

Two factors indicate that this emphasis on
harmony and industrial advancement will con-
tinue to guide Chinese economic policy in the
future. First, the government has implemented
a series of policies designed to curb invest-
ment and reduce the trade surplus. In the first
half of 2007 alone, the deposit reserve ratio
was raised five times and interest rates twice.
Other measures included the imposition of an
export tariff and mass-purchasing of American
products. In the run-up to the National Con-
gress of the Communist Party of China in the
fall of 2007, the Chinese government appears
to have adopted a cautious stance and is limit-
ing further increases. However, it continues to
implement initiatives that reflect its emphasis
on harmony.

Second, the Hu Jintao administration is ex-
pected to consolidate its power base at the
National Congress. When the administration
was formed in 2002, it was seen as being un-
der the influence of former General Secretary
Jiang Zemin and unlikely to implement policy
changes that ran counter to Jiang’s wishes.
However, the new administration has since
adopted its own policy line, in the form of an
emphasis on harmony, and currently it enjoys
the support of the regions, which generally
tend to oppose central government policies® .
There is no evidence of an axis of opposition
to the Hu Jintao administration in terms of ei-
ther personalities or policies, and it is highly
likely that key leaders will be re-elected at the
National Congress, and that the emphasis on
harmony and the pursuit of industrial advance-
ment will be legitimized.

What are the implications for foreign in-
vestment policy? Changes to foreign invest-
ment were implemented temporarily in the
mid-1990s. However, investment subsequently
stagnated, and the growth rate was in danger

of falling below the target level of 8%. As a
result, China again expanded the scope of its
measures to encourage investment. In view of
this historical background, it seems likely that
the government will maintain its new foreign
investment policy as long as there are situa-
tions that might push the average growth rate
below the current target of 7.5%.

This shift in the foreign investment policy
will inevitably have a significant impact on the
flow of direct investment. Direct investment in
China will also be impeded by other factors,
including rising wage levels and a reaction to
the boom that began around the time of Chi-
na’s admission to WTO membership. Even so,
China remains an attractive target for invest-
ment, both as a production base and as a mar-
ket, and currently there are no other countries
that are more attractive. For these reasons, the
level of direct investment in China is likely to
remain high. However, increased investment
in emerging countries, such as India and Viet-
nam, will bring a gradual shift away from the
current tendency for flows of overseas direct
investment to be concentrated into China.

Japanese companies will need to study Chi-
na’s new foreign investment policy carefully
and develop business strategies that allow them
to capitalize on their technology advantage.
Japan has built extensive technology resources
through its efforts to cope with pollution and
the effects of the oil crises. As a result, Japa-
nese companies enjoy an advantage in such
fields as energy conservation, environmental
technology, and various areas of manufactur-
ing technology. They should therefore be able
to benefit from concessional measures, even
under the new corporate income tax regime.

Protection for intellectual priority rights
is vital when using advanced technology and
knowledge as the basis for business develop-
ment in China. However, China still lacks ad-
equate systems in this area. Companies will
need to strengthen their own countermeasures
while also lobbying the government to tighten
enforcement. There is also a need for public
education initiatives focusing on the fact that
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the protection of intellectual property is also
vital to the future interests of Chinese compa-
nies.

Japanese companies will need to be aware of
the direction of this shift in Chinese govern-
ment policy so that they can adapt to the envi-
ronment and develop China business strategies
that allow them to maximize their technology
advantage.
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End Notes

The poverty line in 1990 was 300 yuan. The new pov-
erty line is 850 yuan, based on 2002 prices. For details
see Ravallion and S. Chen [2004].

Local companies, such as Tata Consultancy Services
Ltd. and Infosys Technologies Ltd., are key players.
Factors driving the growth of IT-related services in-
clude a deep human resource pool, and government
support (including the establishment of the technology
parks and the provision of tax concessions). Growth
has also benefited from the outsourcing boom in the
United States.

Under the Vientiane Action Programme adopted at the
November 2004 summit meeting, tariffs will be abol-
ished in 11 sectors, including motor vehicles, electron-
ics and textiles, by 2010.

The First Mekong International Bridge, between Nong
Khai in Thailand and Vientiane in Laos, was completed
in 1994.

The 16 East Asian countries and regions in ITT’s in-
ternational trade matrix for 2006 are the ASEAN10,
together with Japan, the South Korea, China, Hong
Kong, Macao and Taiwan.

High growth is one of the factors taken into account
in personnel assessments for senior regional officials.
See Korogi [2005], P.130. The fact that investment un-
der the control of regional governments has generally
grown at a higher rate than total investment, and the
fact that regional governments set high growth targets
are evidence that regional governments are only pre-
tending to comply with central government directives.

Judging from the context and other indications, these
figures appear to provide a real picture of GDP and re-
source consumption in 2004.

According to China’s trade statistics, the surplus in
trade with the United States increased by 26.2% to
$144.3 billion in 2006. This is highest figure since the
first surplus was recorded in 1993 and is equivalent to
approximately 80% of China’s total trade surplus. Chi-
na’s expanding trade surplus with the EU has caused
trade friction in several areas, especially footwear and
textile products.

Deng Xiaoping, as China’s “Paramount Leader,” is
known to have made a statement to this effect during
his Southern Tour in 1992. This is frequently used to
justify the pursuit of high growth.

11.

12.

13.

14.

15.

16.

17.

See Tanaka, O. [2007], P.41.

Comments on the Corporate Income Tax Law in this
article are based on a Japanese translation published in
the April 2007 edition of Gekkan Chugoku Josei [China
Situation Monthly]. The original can be found on a
Chinese government website (http://www.gov.cn/ziliao/
fifg/2007-03/19/content_554243.htm).

When this article was written, there was still uncer-
tainty about some aspects, such as the pace at which
tax rates would be raised. This is discussed in an article
in the May 30, 2007 edition of JETRO, Nikkan Tsusho
Koho [Daily Trade Information]. Proper preparations
will be needed, including careful reading of the imple-
mentation rules, which are expected to be announced in
the fall of 2007, and consultation with legal, account-
ing and tax experts.

Article 36 states that preferential measures can be im-
plemented on the basis of notifications to the Standing
Committee of the National People’s Congress.

This is based on a article on the draft of China’s new
Corporate Income Tax Law in the April 2007 edition of
Gekkan Chugoku Josei [China Situation Monthly].

While this is not stipulated in the text of the law, state-
ments at the National Congress of the Communist Par-
ty of China and other forums indicate that the measures
will target special economic zones and the Shanghai
Pudong New Area.

Unless otherwise stated, investment figures in this anal-
ysis are on an implementation basis (excluding bank-
ing, insurance and securities). Direct investment in the
banking, insurance and securities industries has been
excluded because statistics for these industries were
not published until 2005.

For example, an article in the April 11, 2007 edition
of JETRO, Nikkan Tsusho Koho [JETRO Daily] states
that minimum wages in major cities in Guangdong
Province in 2006 were 2-3 times higher than the 1995
level.
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18.

19.

20.

21.

22.

23.

24.
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The JETRO report lists figures announced by the gov-
ernments of provinces, autonomous regions and di-
rectly governed cities. (Some do not publish statistics.)
However, many regional governments include foreign
trade and other investment (contract processing, com-
pensation trade, international leasing, etc.) in their di-
rect investment figures. For example, the positions of
first-ranked Jiangsu and second-ranked Guangdong in
terms of implementations in 2005 are reversed if for-
eign trade and other investment are excluded. For this
reason, the sum of regional figures will be higher than
statistics published by the Ministry of Commerce. In
recent years, inward direct investment statistics for in-
dividual provinces, autonomous regions and directly
governed cities have tended to be excluded from the
China Statistical Yearbook and other publications.

Because only company names and export amounts for
the top 200 companies are included the raw data, the
results of a survey by the 21st Century China Research
Institute (Key Number 29 on the Institute’s website)
were used in the preparation of this article and the ac-
companying charts.

The Chinese government is focusing on regional ur-
banization rather than urbanization in major cities for
several reasons, including the limited capacity of major
cities to absorb migrant labor, the emergence of new
problems relating to rapid inflow of population, and the
need to reduce regional disparity.

An “opinion” published by the Ministry of Com-
merce states that 28 million people, or over one-tenth
of the urban non-farming work force, are employed
in foreign-invested companies. There are other data to
support this statement, but because of the fragmented
nature of these resources, it was decided to verify the
contribution of foreign-invested companies to employ-
ment using data published by the National Bureau of
Statistics.

It is also necessary to take into account the fact that the
1994 devaluation of the yuan caused a temporary in-
crease.

After the North America Free Trade Agreement (NAF-
TA) came into effect in January 1994, manufacturers
relocated their manufacturing facilities for color televi-
sions and other products to Mexico.

Examples include increased production of semiconduc-
tor fabrication equipment in response to the expansion
of semiconductor production, and increased produc-
tion of key parts in response to the expansion of mobile
telephone production.

25.

26.

27.

28.

29.

FTAs have already been signed with Chile, Singapore
and EFTA. An FTA was signed with ASEAN (excluding
Thailand) in August 2006, and negotiations with the
United States concluded successfully in April 2007.

The addition of 10 Central and East European countries
(Estonia, Poland, the Czech Republic, Slovenia, Hun-
gary, Cyprus, Latvia, Lithuania, Slovakia, Malta) in
2004 brought the total number of EU members to 25.

Retail sector deregulation has been slower. In January
2006, the government permitted investment (up to 51%
ownership) in single-brand retailers (Nike, Chanel,
etc.) but investment in supermarkets and department
stores is still prohibited.

The expansion of investment in China by Taiwanese
companies prompted concern about Taiwan’s growing
economic reliance on China. This led to the adoption of
a “go-south” policy designed to encourage investment
in Southeast Asia. The expansion of investment in the
Philippines in the second half of the 1990s was attrib-
utable in large part to this policy, as well as to improve-
ments in the investment environment in the Philippines.

The new situation is symbolized by the September
2006 dismissal of Chen Liangyu from his post as CPC
Shanghai Committee Secretary, followed by a joint
statement by the Shanghai Committee and the govern-
ment that they would remain faithful to the central gov-
ernment’s macro-control policies and measures.
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