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Regional Production Networks and Regional FDA Inflows


In recent years, increasing globalization has led to increasing internationalization of production, giving rise to the rise of “international supply chains” system.  This has, in turn, led to the creation of numerous “regional production networks” (RPNs), which are particularly prevalent in the East Asian (EA) region. It is well known that RPNs have contributed greatly to EA economic growth as well as its economic integration. What needs to be stressed is that foreign direct investment (FDI) today is also an integral part of the many RPNs in EA.


For many EA economies to export their manufactured products, they have to  import  parts and components (for processing) first. In fact, a substantial portion of EA’s intra-regional trade in manufactured products is actually the result of the so-called “intra-firm” trade of the multinational firms located in the region. Furthermore, regional FDI inflows often precede regional trade flows, and  EA economies have to welcome foreign direct investment (FDI) in order to be part of the RPNs. Hence also the critical importance of  FDI in the RPNs.     


FDI and RPNs have thus developed a mutually reinforced relationship. Business corporations from the more developed EA economies will continue to invest in other parts of the region as part of their corporate strategies.  At the same time, the less developed EA economies will continue to promote FDI from the more developed part of the region in order to generate growth and employment. Table 1 shows the patterns of FDI inflows in East Asia. Table 2 shows importance of FDI as a source of domestic capital formation in those EA economies which have a substantial share of FDI. 


Obviously, the EA economies will find their interests better served through reducing the cost of FDI to investors and enhancing the benefits of FDI to recipient countries by streamlining administrative procedures and eradicating red tape and corrupt practices. Greater regional efforts in harmonizing national FDI incentives and regulations and in improving the overall FDI climate in the region will eventually be beneficial to all parties. But the most effective way to increase the FDI inflow into the region and to maximize its beneficial economic spillovers is to promote and expand the many existing RPNs in the region.

RPNs in East Asian Growth and Integration

The best starting point to analyse the issue of the RPNs in EA is to looking back at the EA’s past economic growth processes as a whole. Most of the EAEs that are covered by the 10 + 3 process actually constitute EA’s  “ core growth area”, comprising Japan, China, the four Newly Industrialized Economies (NIEs) of South Korea, Taiwan, Hong Kong and Singapore, and the four Association of Southeast Asian Nations (ASEAN) of Indonesia, Malaysia, the Philippines, and Thailand—the original ASEAN members. Situated on the western rim of the Pacific, many of these East Asian economies (EAEs) have displayed dynamic growth for a sustained period until 1997 when they were hit, in varying degrees, by the regional financial crisis. The World Bank in its well-known study referred to their high growth phenomenon as the “East Asian Miracle”.

Historically speaking, the EA growth process, as shown in Table 3, is marked by three waves. Japan was the first non-Western country to become industrialized. Its high growth dated back to the 1950s after it had achieved its rapid post-war recovery, and carried the growth momentum over to the 1960s and much of the 1970s. Japan’s economic growth engine was initially based on the export of labour-intensive manufactured products; but it was soon forced by rising wages and increasing costs to shed its comparative advantage for labour-intensive manufacturing in favour of the four NIEs, which started their industrial take-off in the 1960s. These four NIEs, once dubbed “Asia’s Four Little Dragons”, were arguably the most dynamic economies in the world at that time, as they had sustained near double-digit rates of growth for three decades, from the early 1960s to the 1980s. The rise of the NIEs constituted the second wave of the region’s growth and integration.

By the early 1980s, high costs and high wages had also caught up with these four NIEs, which had to restructure their economies towards more capital-intensive and higher value-added activities by passing their comparative advantage in labour-intensive products to the late-comers of China and the four ASEAN economies and thereby spreading economic growth to the latter.  In this way, China and some ASEAN economies were able to register high growth through the 1980s and the 1990s. Many Japanese scholars like to depict this pattern of development in Asia as the “Flying Geese” pattern.
  The “flying geese model” for all its simplicity still provides a highly instructive and intuitive explanation of EA’s past successful economic growth until the recent rise of the Chinese economy.

As the EAEs keep on growing, they will also increase their economic interaction with each other. Thus, an important feature of these EAEs is their growing economic interdependence. The EAEs, despite their inherent political, social and economic divergences, can actually economically integrate quite well as an informal and loosely constituted regional grouping.  This is essentially the underlying meaning of the “flying geese” principle. To start with, Japan is the natural economic leader of the group and has in fact been the prime source of capital and technology for other EAEs, first the NIEs and then China and ASEAN. The resource-based ASEAN-four complement well with the manufacturing-based NIEs while both are also complementary with the more developed Japanese economy. Then the huge potential of China, with its vast resource base and diverse needs, offers additional opportunities for all. 

Apart from its increasing intra-regional trade, intra-regional foreign direct investment (FDI) flows have also operated as a powerful integrating force for the EA region, especially since a great deal of regional FDI is trade-related in nature. The EAEs, as essentially open and outward-looking economies, are highly dependent on foreign trade and foreign investment for their economic growth. In particular, both China and ASEAN have devised various incentive schemes to vie for FDI, which is generally treated not just as an additional source of capital supply but, more importantly, as a means of technology transfer and export market development. 

Initially, Western capital dominated the EA region’s FDI scene. Then came the Japanese capital as the second wave, particularly after the early 1980s. In the 1990s, the region witnessed a new but no less significant trend associated with increasing FDI flows from the NIEs to ASEAN and China. The NIEs, having transformed themselves from capital-scarce to capital-surplus economies, become a new source of capital outflow to other less developed EA economies, thereby forming the third wave. Driven by rising costs and higher wages, the NIEs were relocating their labour-intensive manufacturing facilities to ASEAN and China with lower production costs, much like what Japan had done earlier. 
In recent years as a result of globalization, FDI has increasingly been linked to globally oriented production chains, leading to the formation of various regional production networks, which in turn create more regional trade. Multinationals tend to break up their production process into many standard parts and components for processing in different EA economies in accordance with their individual comparative advantage, starting from original equipment manufacturing (OEM) to original design manufacturing (ODM) and finally to original brand manufacturing (OBM). In this way, trade and FDI, often closely interrelated, have operated as a powerful integrating force for the EA region. 

The China Factor
The RPN  process started with Japan, but was greatly expanded and reinforced by the rise of China, which brought many RPNs  into global  prominence. Clearly, China is now at the center of this link, as China has become an important source of regional and global economic growth as well as a force for regional and global economic integration.
The Chinese economy on account of its successful market reform grew at a spectacular rate of 9.6% for the period of 1979-2005. But because of China’s vast size and diversity, compounded by  high speed, the rise of China has not just ushered in the third wave of EA’s growth and integration, but also rendered the third wave  politically and economically even more significant than the previous two.

To begin with, China’s levels of production, consumption and trade in recent years have risen to such high levels that they have started to exert a significant impact, not just regionally but also globally. The rise of China has so radically altered the region’s trade and investment flows that it is no longer meaningful to refer to the old “flying geese pattern” for EA growth. To the extent that the old “flying-geese formation” was led by Japan (i.e. Japan to serve as an economic growth engine), China is holding a great promise of starting a new “flying-geese formation” of its own in the near future. One cannot rule out a well-coordinated “two-head flying geese formation” for EA in future, which should be inherently more powerful than a “single-headed flying geese formation!

In fact, such a process has started. In recent years, China has become the top trade partners (No. 1 or No. 2) of most of its neighbouring economies. China in recent years has also become the most favoured destination of all developing economies for FDI. The rise of China has completely altered the FDI landscape in the EA region.

Of greater economic significance is China’s unique pattern of trade balance with its major trading partners. Figure 1 shows that, as in the past few years, China in 2005 continued to run substantial trade deficits with its neighboring economies, from Japan, Korea, Taiwan and ASEAN-5 to Australia and India. China turned around by incurring a large trade surplus with the USA and the EU. In this way, China could still end up with an overall trade surplus. China’s trade deficits with its neighbors also means that China has opened up its vast domestic market for their exports (both manufactured products and primary commodities), thereby operating as an engine for their economic growth. 

The underlying economic implications of China’s overall trade pattern for both trading partners and trade balance can be even more profound. Since most of China’s exports are processed products (58% of total exports in 2004) or final products generally with low domestic value-added and low domestic contents (domestic contents generally around 40%, but can be 20% or lower for some products), China must import in order to export.  Since over half of China’s foreign trade is handled by its foreign-invested enterprises as part of the RPNs (on average 57% in 2004 with much higher proportions for IT products), particularly those from Japan, Korea, Taiwan and Hong Kong, China’s foreign trade has become a critical link in the East Asian supply chains. It can further be argued that China, as shown in Figure 2, is becoming an important “integrator” of global production networks. Thus, China’s exports embody raw materials, parts and components, technology, and financial services from different Asian economies, converting “Made-in-Asia” into “Made-in-China” products for the world markets. (Figure 2). 

Viewed from a different angle, China’s export engine operates not just as a source of its own economic growth, but also as a catalyst for regional and global economic integration. In this way, China’s RPNs have built a vital symbiotic economic relationship not just with the EA economies but also with the global economic community.

Back in the 1990s, many ASEAN countries were apprehensive of the rising China because of its potential competitive pressures on ASEAN’s manufactured exports and the zero-sum effect on ASEAN’s FDI (i.e. more FDI to China means less to ASEAN). But the old FDI patterns have since radically been transformed with the rise of global and regional production networks. Now with China and other EA economies have become increasingly integrated into many common supply chains, the rise of China has suddenly turned into a win-win phenomenon for the EA region, particularly for the fast-growing core EA economies. 
Concluding Remarks

Thus, the promotion of RPNs should be a high priority agenda for regional investment cooperation.  Individual EA economies should strive to leverage their own comparative advantage in order to get on board the various RPNs operating in the region. For the region as a whole, greater efforts should be undertaken to render the macroeconomic and institutional environment more conducive to the operation of RPNs. The case in point is the promotion of more FTAs (free trade agreements) in the region. More RPNs will lead to more intra-regional FDI inflow. This will in turn lead to greater intra-regional trade and ultimately, greater overall regional economic integration.
Table 1     PATTERNS of FDI Inflows in East Aisa

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

	
	1990
	1997
	1998
	1999
	2003
	2004
	1990
	2003
	2004

	Asia
	20.71
	112.29
	105.48
	125.33
	113.44
	147.55
	100
	100
	100

	China
	3.49
	44.24
	43.75
	40.32
	53.51
	60.63
	16.8
	47.2
	41.1

	Japan
	1.76
	3.20
	3.27
	12.74
	6.32
	7.82
	8.5
	5.6
	5.3

	
	
	
	
	
	
	
	
	
	

	NIEs
	
	
	
	
	
	
	
	
	

	South Korea
	0.72
	2.84
	5.41
	10.60
	3.75
	7.69
	3.5
	3.3
	5.2

	Taiwan
	1.33
	2.25
	0.22
	2.93
	0.45
	1.90
	6.4
	0.4
	1.3

	Hong Kong
	2.17
	11.37
	14.78
	24.59
	13.56
	34.04
	10.5
	12.0
	23.1

	
	
	
	
	
	
	
	
	
	

	ASEAN-6
	
	
	
	
	
	
	
	
	

	Brunei
	0.00
	0.00
	-0.02
	-0.04
	2.01
	0.10
	0.0
	1.8
	0

	Indonesia
	1.09
	4.68
	-0.36
	-2.75
	-0.60
	1.02
	5.3
	-0.5
	0.7

	Malaysia
	2.33
	6.51
	2.70
	3.53
	2.47
	4.62
	11.3
	2.2
	3.1

	Philippines
	0.53
	1.25
	1.75
	0.74
	0.32
	0.47
	2.6
	0.3
	0.3

	Singapore
	3.86
	12.97
	6.32
	7.20
	11.41
	16.06
	18.6
	10.1
	10.9

	Thailand
	2.44
	3.63
	5.14
	3.56
	1.80
	1.06
	11.8
	1.6
	0.7

	
	
	
	
	
	
	
	
	
	

	CLMV
	
	
	
	
	
	
	
	
	

	Cambodia
	-
	0.20
	0.12
	0.14
	0.09
	0.13
	-
	0.1
	0.1

	Laos
	-
	0.09
	0.05
	0.08
	0.02
	0.02
	-
	0.0
	0

	Myanmar
	0.01
	0.39
	0.31
	0.25
	0.13
	0.56
	0.0
	0.1
	0.4

	Viet Nam
	0.02
	2.82
	2.25
	1.99
	1.45
	1.61
	0.1
	1.3
	1.1


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

Table 2     FDI as percentage of gross fixed capital formation (%)

	
	1986-90 (average)
	1991
	1997
	2003
	2004

	Asia
	2.8
	3.7
	9.7
	9.3
	9.1

	China
	2.1
	3.3
	14.6
	12.4
	8.2

	Japan
	0.1
	0.1
	0.3
	0.6
	0.7

	
	
	
	
	
	

	NIEs
	
	
	
	
	

	South Korea
	1.2
	1.0
	1.7
	2.1
	3.8

	Taiwan
	3.7
	3.0
	3.4
	0.9
	3.1

	Hong Kong
	12.9
	2.3
	19.5
	38.4
	92.1

	
	
	
	
	
	

	ASEAN-6
	
	
	
	
	

	Brunei
	-
	-
	-
	-
	-

	Indonesia
	2.1
	3.6
	7.7
	-1.8
	1.9

	Malaysia
	11.7
	24.0
	14.7
	10.8
	19.1

	Philippines
	6.7
	6.0
	6.3
	2.2
	3.3

	Singapore
	35.0
	32.7
	37.0
	45.7
	62.7

	Thailand
	6.5
	5.6
	7.6
	5.2
	2.5

	
	
	
	
	
	

	CLMV
	
	
	
	
	

	Cambodia
	-
	-
	28.6
	12.3
	12.6

	Laos
	-
	-
	18.2
	5.2
	3.5

	Myanmar
	2.1
	2.9
	3.7
	-
	-

	Viet Nam
	-
	-
	37.3
	15.2
	11.3


Sources:  United Nations Conference on Trade and Development, World Investment Report (1995, 2003, 2004).

TABLE 3     EAST ASIAN ECONOMIES: PERFORMANCE INDICATORS 
	
	Population

(million)
	Per capita GDP

(US$)
	PPP Per Capita GDP  (US$)
	GDP

(billion US$)
	GDP Growth Rate (%)

	
	2004
	2004
	2004
	2004
	1960-1970
	1970-1980
	1980-1990
	1990-2001
	2000-2004
	2004
	2005

	China 
	1,297
	1,486
	5,530
	1,930
	5.2
	5.5
	10.3
	9.7
	9.2
	10
	9.9

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

	
	
	
	
	
	
	
	
	
	
	
	

	NIEs
	
	
	
	
	
	
	
	
	
	
	

	South Korea
	48
	13,980
	20,400
	680
	8.6
	10.1
	8.9
	5.7
	4.7
	4.6
	4.0

	Taiwan 
	23
	14,033
	Na
	321
	9.2
	9.7
	7.9
	5.7
	3.3
	6.1
	4.1

	Hong Kong 
	7
	26,810
	31,510
	163
	10
	9.3
	6.9
	3.8
	3.2
	8.6
	7.3

	Singapore
	4
	24,200
	26,590
	107
	8.8
	8.3
	6.7
	7.4
	2.8
	8.7
	6.4

	
	
	
	
	
	
	
	
	
	
	
	

	ASEAN-4
	
	
	
	
	
	
	
	
	
	
	

	Indonesia
	218
	1,140
	3,460
	258
	3.9
	7.2
	6.1
	3.8
	4.6
	5.1
	5.6

	Malaysia
	25
	4,650
	9,630
	118
	6.5
	7.9
	5.3
	6.5
	4.3
	7.1
	5.3

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

	Thailand
	62
	2,540
	8,020
	163
	8.4
	7.1
	7.6
	3.8
	5.3
	6.2
	4.5


Sources:  World Development Report 1995, 2000/2001, 2002, 2003, 2004, 2006; EIU Countrydata, EIU Dataservice; Asian Development Bank; World Investment Report 2004, UNCTAD.
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FIGURE 1     CHINA'S TRADE BALANCE WITH SELECTED COUNTRIES


(IN USD BILLION), 2004-2005




















Source:  China Monthly Customs Statistics; Ministry of Commerce website, www.mofcom.gov.cn.








FIGURE 2     CHINA AT THE CENTRE OF REGIONAL & GLOBAL PRODUCTION NETWORKS
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� 	The East Asian Miracle (New York, Oxford University Press, 1994).





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